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Outlook for 2016: 
Adult Swim Only
We approach early 2016 with caution. In our view, valuations 
are not cheap at a time when central bank policy in the U.S. is 
changing, global trade is stalling, and corporate margins are 
peaking. Also, ongoing Chinese yuan depreciation is significant; it 
literally means that every other country now must think through 
whether it needs to further devalue to remain competitive. Not 
surprisingly, we are below consensus in terms of both GDP 
growth and inflation forecasts for most regions. With these 
thoughts in mind, we are electing to tilt our portfolio defensively 
in 2016. See below for details, but we are raising substantial Cash, 
initiating our first underweight position in Public Equities of this 
cycle, and seeking out more idiosyncratic opportunities across 
Fixed Income and Alternatives. In terms of key macro themes 
to invest behind in 2016, we believe that recent gyrations in the 
financing markets are providing non-bank lenders a significant 
opportunity to leverage the market’s illiquidity premium to 
earn compelling risk-adjusted returns. In our humble opinion, 
private financing opportunities across real estate, infrastructure, 
corporate take-overs, and equipment currently appear to be the 
most attractive risk-adjusted opportunity in the market today. We 
are also increasingly confident in the outlook for certain segments 
of the global consumer industry, and as such, we want to focus 
on key trends like improving household formation, increased 
Internet penetration, and an intensifying focus on healthcare/
beauty/wellness. Third, we think that China’s ongoing slowdown 
in fixed investment could lead to new and exciting opportunities 
for Distressed/ Special Situations investors. Finally, within Real 
Assets we continue to focus on investments that can provide yield 
and growth versus owning outright commodity positions.
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Without question, recent gyrations across the global capital markets 
have been unsettling, reflecting growing concerns about the uneven, 
asynchronous recovery that has unfolded. In 2015 alone, the fallout 
from a Chinese devaluation, Swiss National Bank unpegging of the 
Swiss franc to the euro, precipitous fall in commodity prices, and a 
third Greece bailout – just to name a few – are all important ex-
amples of market-moving, macro events that investors had to weave 
into their portfolio construction processes during the year.

Unfortunately, as we look ahead, we do not see 2016 as a less 
chaotic year. In fact, we expect global GDP to likely come in well 
below consensus in 2016, believe that global inflation forecasts are 
generally too high, and envisage that operating margins have essen-
tially peaked in the U.S. We also think that uncertainty surrounding 
China’s currency devaluation is not a one-off event. Consistent with 
this view, we have lowered our target multiple on equities to reflect 
heightened macroeconomic and geopolitical risks in 2016.

We also forecast that overall corporate credit conditions will not 
improve in 2016. Key to our thinking is that intensifying competition 
from China within the high-end export market, slowing global trade, 
and surging Internet activity could collectively cast a further pall over 
many areas of traditional corporate credit. We also see traditional 
fixed income franchises on Wall Street under siege. If we are right, 
then the near historic wide spread between BB-rated and CCC-rated 
high yield bonds likely gets resolved by higher quality bonds trading 
down, not lower quality bonds trading up. Importantly, our viewpoint 
also means that equities as an asset class generally look rich relative 
to credit.

For macro and asset allocation wonks like us, we view the current 
environment as one where the efficient frontier curve has now flattened 
relative to earlier in this cycle because volatility has increased in recent 
months, but thse potential return profile for many asset classes has not 
increased commensurately (Exhibit 1). Hence, investors are not getting 
paid to extend their portfolios further out along the risk curve.

In laymen’s terms, today’s market conditions are somewhat akin to 
swimming at the beach when there is a strong undertow that could 
pull a less experienced athlete out to sea. It might not happen, but 
the probability is certainly higher than under normal circumstanc-
es. As such, we think that the mantra “Adult Swim Only” seems 
to be a prescient catch phrase for the current macro investing 
environment.

EXHIBIT 1

With Volatility Increasing and Returns Falling, We Are No 
Longer Getting Paid to Move Out the Risk Curve 
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Based on liquid market asset class indices as available on Bloomberg. 
Data as at December 31, 2015. Source: Bloomberg, KKR Global Macro & 
Asset Allocation analysis. 

EXHIBIT 2

We Expect Volatility to Head Higher Amidst a Period of 
Low Absolute Returns Across Many Asset Classes 
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Consistent with this view, we are starting the year with a more 
defensive asset allocation, including a notable overweight to Cash 
(seven percent versus one percent in September). For the first time 
in years, cash could offer a competitive return relative to other asset 
classes if the Fed hikes three times as we currently expect. 

However, please do not mistake our message: The current macro 
backdrop does not mean that there are no good investment opportu-
nities. Rather, one just needs to – as Thomas Jefferson said – “re-
main cool and unruffled under all circumstances” to take advantage 
of them. To this end, we think that it may make sense for us to out-
line what we believe will be key important macro influences in 2016. 
They are as follows:

1. Global trade has stalled; focus on domestic stories with pricing 
power. In the past we have consistently argued that China’s slow-
down in fixed investment was the most important macro trend on 
which to focus. Today we are less certain, as the recent downturn 
in global trade may be even more noteworthy – and potentially un-
der appreciated by the investment community. An important part of 
this story centers on the fact that many countries have devalued 
their currencies in recent years to improve exports; unfortunately, 
though, this strategy has not worked. In fact, it has only raised the 
cost of imports, particularly in many emerging market countries. 
If there is good news in terms of global growth trends, we think it 
now centers on the health of the global consumer. However, we 
want to underscore that even the bullish consumer story many 
folks are championing is likely to be much more nuanced than in 
past cycles, we believe. Specifically, we think that investors should 
largely focus their attention towards only companies that provide 
value-added experiences and/or can deliver differentiated value 
to the end-user consumer. Otherwise, we think the risk of either 
disintermediation or disenfranchisement is significant. 

2. The traditional fixed income market is under siege in what we 
believe is a secular change across Wall Street. After a rash of 
disappointing earnings, leadership changes across the sector, and 
increased regulatory oversight (e.g., Basel III, TLAC), it is clear 
that most global wholesale banks will continue to move more 
aggressively to shrink their lending/trading footprints and capital 
bases in 2016. Against this backdrop, traditional credit availability 
and liquidity is under siege. As such, we see a further conver-
gence of public and private credit, as the role of traditional Wall 
Street firms becomes further diminished by this shifting competi-
tive landscape. If we are right, then the burgeoning private credit 
market could emerge as one of the most important sources of 
capital for corporations to fund their business initiatives in 2016. 

3. Meanwhile, be careful at this point in the cycle about macro 
stories where in the past nominal lending has exceeded nominal 
GDP. We remain wary of investment situations – either direct or 
indirect – where there has been too much lending relative to both 
growth and profitability. In particular, we are increasingly concerned 
that in recent years too many EM countries took on too much debt 
relative to GDP, particularly in the corporate sector, in an effort to 
apparently capture all the growth upside associated with China’s 
fixed investment splurge. In our view, we are still in the early stages 
of this misplaced bet unwinding; thus, we want to form capital (both 
long and short) around this long-tailed macro trend.

4. Main Street begins to finally outperform Wall Street. Since the 
Global Financial Crisis, loose monetary policy — among other 
things — has led to a significant improvement in the prices of 
most risk assets that institutions and wealthy individuals own. 
Corporations have exacerbated the upward move in equities 
in many instances by often deploying more than 100% of their 
free cash flow towards buybacks. Today, however, with margins 
peaking, an unsettled currency market, intensifying geopolitical 
headwinds, and rising corporate defaults, we see a more lacklus-
ter environment for Wall Street. By comparison, global consum-
ers, particularly in the U.S., are now enjoying lower fuel prices, 
improving wages, and continued home price appreciation. Hence, 
there is the potential in 2016 that life actually feels better on Main 
Street than it does on Wall Street, which would represent a signif-
icant shift in the investment landscape versus the prior six years 
of central-bank driven liquidity nirvana for portfolio managers.

If we are right about the macro backdrop, then an investor may need 
to consider revamping his or her portfolio allocations. To this end, we 
provide a framework for thinking through what global asset allocation 
is best aligned with our key themes for 2016. Our thoughts are as 
follows:

1. After tactically upgrading global Equities to overweight amidst the 
China-driven dislocation in September 2015 (see U.S. Equities: 
Begin the Process of Leaning In, dated September 8, 2015), we 
are moving to underweight after getting the cyclical bounce 
we were looking for in 4Q15. Overall, we see lower multiples 
in 2016, as investors discount where we are in the economic 
cycle as well as increased uncertainty linked to China’s transition 
towards a markets-based economy. Within Equities, our strong 
preference remains for developed market equities. Specifically, 
parts of the U.S. equity market (e.g., risk arbitrage stories and 
rising ROE stories) and parts of the European equity markets 
(e.g., dividend yielders with growth) will likely outperform again 
in 2016, we believe. By comparison, we remain underweight 
emerging markets, with a particular concern surrounding Latin 
America (e.g., Brazil) and Asia (e.g., China, Malaysia). As we 
detail below, we think that the bear market in EM public equities 
is in its later stages – but it is not over. As such, in our view, 
investors must remain selective, favoring consumer-oriented 
markets like Mexico and India when these markets trade down to 
more reasonable valuation levels.

2. We are raising Cash to seven percent, up from one percent. As 
such, Cash now stands at its highest level since we came to KKR 
in 2011. Similar to what we did last January (see Getting Closer to 
Home, dated January 2015), we want to create a cash buffer at 
the start of the year that we can deploy amidst any downdraft in 
risk assets. Investors should also take this cash pile as an indica-
tion of where we think we are in the cycle, including our forecast 
that the Federal Reserve will raise rates three times in 2016.

3. After the sell-off, credit looks more attractive than equities; 
we favor Levered Loans within credit. As an asset class, liquid 
credit notably underperformed equities in 20151. We see this 
divergence as unsustainable, and therefore, we currently favor 
credit over equities (i.e., either credit snaps back or equities sell-

1  Data as at December 31, 2015. Source: Bloomberg.
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off meaningfully). See below for details, but we see strong rela-
tive value across credit particularly in high quality Levered Loans. 
Separately, we still hold a significant underweight to Government 
Bonds in 2016 (three percent versus a benchmark of 20%). We 
think Treasury returns will be slightly negative in 2016, and as 
such, we think we are better off in Cash as a defensive allocation. 

4. We are increasing Direct & Asset Based Lending, raising our 
position to a sizeable ten percent versus a benchmark of zero. 
As is being detailed in the press almost daily, many major finan-
cial institutions are again shrinking their footprints even further 
after a slew of trading snafus and risk-related issues in 2015. So, 
we want to capitalize on this withdrawal of capital and person-
nel via the private lending market, which we view as a direct ben-
eficiary of the significant downsizing we see in both underwriting 
and distribution of fixed income products across Wall Street. 
Also, as the liquid markets have become more unsettled, private 
credit is playing an increasing role in financing acquisitions and 
growth initiatives, a trend we expect to continue. Importantly, 
deal terms improved notably for the lenders (e.g., covenants, call 
provisions, etc.) in 2H15, and we now see opportunities extending 
well beyond traditional private credit to include asset-based lend-
ing, with secured assets as collateral in many instances. 

5. In Real Assets we continue to eschew pure liquid commodi-
ties in favor of private investments that can deliver yield and 
growth. In real estate, for example, we favor non-core assets 
with the potential for operational improvements and/or asset 
dispositions. Flexible capital structures too are a must, we be-
lieve, at this point in the cycle. In addition, similar to our thesis on 
Direct Lending, we favor off-the-run, complex real estate lending 
opportunities that previously were controlled by Wall Street firms 
with large real estate footprints. Meanwhile, in infrastructure, 
overall prices are high, so one has to be disciplined. Our advice 
is to focus on opportunities where cap rates can fall by taking 
measurable – but not outsized – development risks. In energy, 
our view is that that we want to engage with large conglomerates 
that are being forced to sell non-core assets to raise cash, repay 
debt, or streamline footprints. 

6. In private markets we maintain our underweight to Growth 
Investing and our overweight to Distressed/Special Situations. 
However, this year we lower our Distressed/Special Situations 
weighting to 10% from 15% versus a benchmark weighting of 
zero. We are still bullish on the dislocated credit opportunities 
that we see in Europe (largely financial institutions) and Asia 
(corporate sector), but we have taken five percent of capital from 
Distressed/Special Situations to help further fund our overweight 
to Direct & Asset Based Lending (where we see some of the 
stronger risk-adjusted returns right now) and to further boost 
Cash (which is our best diversifier in a rising volatility world). 
Separately, we reiterate our 2015 decision to underweight 
Growth Investing, as both valuations and flows have become 
excessive in many instances, we believe. To this end, we see an 
increasing number of examples where IPO values could end up 
being 10-40% below where the last round of private financing 
took place. In our view, this de-rating of “unicorn” investments is 
not an aberration, but the beginning of a trend where fundamen-
tals and public market-based valuations begin to converge.

7. We still favor the USD, but we are covering our long held short 
on Gold. Against the U.S. dollar, we would short the Korean won, 
Singapore dollar, and the one-year forward on the Chinese yuan. See 
below for details, but we think that China needs to further devalue its 
currency in 2016. The “knock-on” effect to other parts of EM could 
be significant, in our opinion. Against the developed market curren-
cies, however, we think the dollar has a less exciting year, with the 
potential for the JPY to actually rally in 2016. Separately, we are 
finally covering our short in Gold. While we are not recommending 
the asset class, we do think that heightened volatility means that Gold 
can experience periodic bouts of outperformance in 2016.

Probably more than ever, global risks to one’s portfolio are worth 
considering in 2016. Beyond the recent surge in geopolitical concerns 
(including rising resentment of austerity as well as the negative fall-
out from globalization), we believe the biggest potential headwinds for 
2016 are likely linked to the recent performance dichotomies that we 
now see unfolding across multiple parts of the global capital markets. 
In particular, we note the following:

• An increasing interest rate differential (i.e., Fed raises rates as 
others central banks ease), which is being manifested in huge 
currency dispersions; 

• Strong growth in global services versus a decline manufacturing;

• Surging Internet retailers/shared economy franchises versus 
softening traditional retailers/old economy franchises; 

• Improving fiscal balances of commodity users versus declining 
fiscal balances of commodity producers; and

• Increasing yield differentials between U.S. versus European high 
yield and U.S. equities

For our nickel, if these bifurcations become too extreme or cause too 
much carnage in the financing markets, then they could be perceived 
as potentially destabilizing for the overall health of all risk assets. 
Indeed, similar to what we saw in 1999 and 2006, these ‘winner takes 
all’ types of markets typically end in tears, not smiles, when either 1) 
investors overpay for expected growth because there are limited alter-
natives available; 2) already impaired parts of the capital markets (e.g., 
energy and industrial credits) corrode what are currently perceived to 
be safe havens, including high quality junk bonds and growth equities.

“ 
Without question, recent gyrations 
across the global capital markets 
have been unsettling, reflecting 

growing concerns about the 
uneven, asynchronous recovery 

that has unfolded. 
“
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EXHIBIT 3

KKR GMAA 2016 Target Asset Allocation Update

ASSET CLASS 

KKR GMAA 
JANUARY 
2016 TAR-
GET (%)

STRATEGY 
BENCH-

MARK (%)

KKR GMAA 
SEPTEM-
BER 2015 

TARGET (%)

PUBLIC EQUITIES 51 53 55

U.S. 21 20 22

EUROPE 16 15 16

ALL ASIA EX-JAPAN* 5 7 NA

JAPAN* 5 5 NA

LATIN AMERICA 4 6 4

TOTAL FIXED INCOME  19 30 18

GLOBAL GOVERNMENT 3 20 3

MEZZANINE 0 0 2

HIGH YIELD 0 5 0

LEVERED LOANS 6 0 0

HIGH GRADE 0 5 0

EMERGING MARKET DEBT 0 0 0

ACTIVELY MANAGED 
OPPORTUNISTIC CREDIT 0 0 7

FIXED INCOME HEDGE 
FUNDS 0 0 0

DIRECT & ASSET BASED 
LENDING  10 0 6

REAL ASSETS 8 5 6

REAL ESTATE 3 2 3

ENERGY / 
INFRASTRUCTURE 5 2 5

GOLD 0 1 -2

OTHER ALTERNATIVES 15 10 20

TRADITIONAL PE 5 5 5

DISTRESSED / SPECIAL 
SITUATIONS 10 0 15

GROWTH CAPITAL / VC / 
OTHER 0 5 0

CASH 7 2 1

*Please note that as of December 31, 2015 we have recalibrated Asia 
Public Equities as All Asia ex-Japan and Japan Public Equities. Strategy 
benchmark is the typical allocation of a large U.S. pension plan. Data as at 
December 31, 2015. Source: KKR Global Macro & Asset Allocation (GMAA).

Our bottom line: Our message is that we see less upside to many 
markets than we have in recent years. As we mentioned earlier, 
financing conditions on Wall Street – though maybe not Main Street 
– could be turning more difficult than many investors, equity folks in 
particular, now appreciate. Yet, valuations are not cheap enough in 
many instances to reflect the risk we see from the aforementioned 
macroeconomic headwinds. Also, we do believe that risks are not 
correctly priced across asset class and region, which could lead to 
additional instability in 2016. In particular, after the recent sell-off in 

credit during 2H15, we think that equities appear expensive. 

Hence, we believe that investors should tilt portfolios defensively in 
ways that 1) focus more on idiosyncratic opportunities (particularly ones 
with steady and achievable coupon payments), not beta-related bets; 2) 
overweight investment vehicles that benefit – not suffer – from rising 
defaults 3) increase Cash so that one has the opportunity to harness 
volatility to an investor’s advantage; 4) watch out to make sure that one 
does not pay too much for growth or buy something that is too cyclical 
near what we believe is the peak in the economic cycle. Consistent with 
this macro outlook (and as we discuss below), we think that there are 
some straightforward hedges worthy of investor attention that can help 
to cushion the blow if we are right that more volatility lies ahead.

Section I: Key Themes/Trends

It Is No Longer Just the Slowdown in China’s Fixed Investment; 
Global Trade Has Stalled

Without question, China’s slowdown in fixed investment remains an 
ongoing challenge to global growth; that is not new news, as we have 
documented this slowdown on multiple occasions (see our latest 
Thoughts from Road: Asia, dated October 8, 2015). What is new, how-
ever, is that in recent quarters global trade has decelerated sharply, 
which is quite odd at this point in the cycle.

There are several forces at work that we think investors should consid-
er. For starters, lower commodity prices have hurt the “price x volume” 
equation in global trade, a trend that we do not expect to improve over-
night. Second, weaker currencies have clearly not helped to improve 
demand the way they did in the past. Rather, currency depreciation has 
just boosted import prices, further sapping demand in many instances. 
As such, many countries have seen their exports and nominal GDP 
growth actually decline in local currency terms (Exhibit 10).

While real GDP growth is important, nominal GDP growth tracks the 
actual income earned, which can have a significant impact on the 
global economy. This viewpoint is becoming increasingly critical to-
day, we believe. Key to our thinking is that many countries no longer 
have the same buying power they once did because, despite their real 
GDP growing, their nominal GDP growth – which is most often con-
nected to their income growth — has actually turned negative. One 
can see the magnitude of the fall-off in nominal GDP in U.S. dollar 
terms in Exhibit 4 as well as in local currency terms in Exhibit 10.

“ 
Intensifying competition from 

China within the high-end export 
market, slowing global trade, and 
surging Internet activity could 
collectively cast a further pall 
over many areas of traditional 

corporate credit. 
“
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EXHIBIT 4

With a Strong Dollar, Nominal GDP Growth for 2015 in 
USD Terms Is Negative

0.8

1.3 2.1

-2.4
-0.6

-1.1 -4.9
-6.0

-5.0

-4.0

-3.0

-2.0

-1.0

0.0

1.0

2.0

3.0

U.S. China Other 
EM

Euro 
Area

Japan Other World

2015 Global Nominal GDP Growth in USD Terms (%)

Data as at October 7, 2015. Source: IMFWEO, Haver Analytics, KKR 
Global Macro & Asset Allocation.

EXHIBIT 5

China Is Maintaining Share by Exporting More High-End 
Goods. However, It Is Also Importing Less as It Builds 
Local Competitive Advantages
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Third, developed market consumers have not been as active as in 
past cycles. In fact, personal consumption growth in the United 
States during this recovery has expanded at just 3.7% on a nominal 
basis and 2.0% on a real basis versus 7.1% and 3.7%, respectively, 
on average since 1950. Thus, personal consumption growth is now 
running at just 55% of the level achieved during the average econom-
ic recovery cycle since 1950. Somewhat ironically, this slowdown in 
global demand comes at a time of extraordinarily low rates around 
the world, which has helped fuel overbuilding and excess capacity 
in many global markets including energy, metals, and select regional 
pockets of manufacturing and real estate, particularly in EM. 

As part of this slower growth profile in the U.S., consumers have 
also been deleveraging. Not surprisingly, this credit downsizing af-

fects overall buying power as well. All told, overall household debt as 
a percentage of GDP has fallen to 78% as at 3Q15 from 96% in 2007, 
while household debt to disposable income for the same period is 
now just 101%, down sharply from 127% in 2007. While these trends 
are positive for the long term, they obviously reduce short-term to 
medium-term growth of consumption, trade, and ultimately GDP.

EXHIBIT 6

Competitive Devaluations Are NOT Working to Drive 
Increased Export Activity
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Data as at November 24, 2015. Source: Respective national statistical 
agencies, Haver Analytics, KKR Global Macro & Asset Allocation analysis.

EXHIBIT 7

Nominal Global GDP in USD Recently Approached 
Recessionary Levels 
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EXHIBIT 8

Global Trade Has Actually Declined in Recent Years…
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Data as at August 31, 2015. Source: IMF, Haver Analytics, KKR Global 
Macro & Asset Allocation.

EXHIBIT 9

…Despite a Rash of Quantitative Easing and Currency 
Devaluations 
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Fourth, many emerging market economies are underperforming rela-
tive to both history and expectations. Recent performance results are 
actually quite shocking. Indeed, as shown in Exhibits 10 and 11, many 
EM economies are running far below their potential as well as lagging 
growth rates seen in both 2007 and 2011. In many instances cheap 
financing led to over-investment. Today, with activity down and 
commodity prices lower, many private sector companies in EM are 
experiencing declining returns on equity, and looking ahead, we think 
the potential for sizeable write-downs and write-offs of property, 
plants, and equipment is noteworthy.

EXHIBIT 10

There Is an Ongoing Income Recession Occurring in 
Many Parts of the World…

NOMINAL GDP GROWTH IN LOCAL CURRENCY TERMS, Y/Y (%)

 4Q07 4Q11 3Q15 ‘07 VS CURR

INDONESIA 18.7 13.9 9.0 -9.7

CHINA 23.8 15.6 6.0 -17.8

INDIA 16.3 15.0 5.6 -10.7

KOREA 9.4 5.1 5.3 -4.1

MEXICO 10.0 11.5 5.1 -4.9

BRAZIL 10.7 9.8 3.2 -7.5

RUSSIA 30.5 19.6 3.1 -27.4

AUSTRALIA 8.1 5.9 2.2 -5.9

SINGAPORE 14.2 4.5 1.4 -12.8

CANADA 6.0 6.5 0.4 -5.6

SAUDI ARABIA 32.3 20.5 -17.7 -50.1

AVERAGE 16.4 11.6 2.1 -14.2

Data as at 3Q15. Source: Respective National Statistical Agencies, Haver 
Analytics. 

EXHIBIT 11

 …As Global Imports Are Shrinking, Making Currency 
Depreciation Ineffective

TOTAL IMPORTS IN USD TERMS, Y/Y (%)

 4Q07 4Q11 3Q15 ‘07 VS CURR

BRAZIL 42.1 19.8 -31.3 -73.3

RUSSIA 35.1 16.4 -37.7 -72.9

INDONESIA 34.7 23.9 -23.4 -58.1

SAUDI ARABIA 32.3 19.3 -15.8 -48.0

INDIA 29.2 29.6 -15.5 -44.8

KOREA 25.9 13.4 -18.5 -44.4

CHINA 25.4 20.0 -14.4 -39.8

SINGAPORE 20.8 10.8 -18.2 -39.0

EURO AREA 20.6 6.5 -15.5 -36.2

JAPAN 16.0 19.9 -19.8 -35.8

WORLD 20.3 10.6 -11.0 -31.2

U.S. 9.0 12.8 -4.5 -13.5

Data as at 3Q15. Source: Respective National Statistical Agencies, 
IMFWEO, Haver Analytics.
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Finally and potentially most importantly for investors, we think that 
China has shifted its export strategy to high value-added from low 
value-added, which has significant implications for leading players 
across the global trade universe. To review, when China joined the 
WTO in 2001, its rapid ascent in low-end manufacturing dramatically 
reduced profits and jobs linked to manufacturing activities in major 
markets like the United States. Fast forward to today, and we now 
fear that China is doing the same thing at the high end of the market, 
which has negative implications for pricing and margins in sectors 
like industrials, telecom and healthcare equipment, automation, etc. 
Indeed, as Exhibit 12 shows, China is actually still gaining market 
share in exports; moreover, it is taking share in higher value areas of 
the market. China is also insourcing more parts of the total produc-
tion “food chain,” which means that its supply chain is more verti-
cally integrated and there is less intermediate trade with its trading 
partners. One can see this in Exhibits 12 and 13.

EXHIBIT 12

As China Rebalances Towards Higher Value-Added 
Exports, It Continues to Grow Its Share of Global Exports 
at the Expense of Japan, Germany, and the U.S….
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Data as at August 31, 2015. Source: IMF, Haver Analytics.

EXHIBIT 13

…and Now Dominates in Segments Like Machinery & 
Transportation, Surpassing Japan, Korea, and Germany
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Data as at November 30, 2015 or latest available. Source: China 
Customs, U.S. Census Bureau, Japan Ministry of Finance, Japan Tariff 
Association, Korea Customs Service, Statistisches Bundesamt, Taiwan 
Ministry of Finance, Central Bank of China, Haver Analytics.

What does all this mean? In our humble opinion, the current slow-
down in both trade and cross border flows has significant implica-
tions for the global economy over the next three to five years. First, 
it means that more and more economies will likely have to become 
inward facing to drive growth, which has implications for tariffs, 
foreign policy, political agendas, etc. Unfortunately, for many of the 
economies that relied on the commodity export boom to China for 
growth, this transition could prove to be quite serious. 

Second, it means that some of the capital used to build trade-related 
infrastructure will likely need to be restructured and/or written off. 
We see this headwind as a particular issue for Southeast Asia and 
Latin America. Without question, the banking systems in these two 
regions will be saddled with a growing percentage of non-performing 
loans. Third, companies that can export their services, particularly 
towards countries like China, will benefit mightily from the shift we 
envision. Finally, with less upside to traditional global trade, global 
GDP growth is likely to be slower in the near term, which has im-
portant implications for wealth creation, distribution, and transfer, 
particularly among large EM economies that have traditionally relied 
on exports to boost GDP-per-capita.“ 

Ongoing Chinese yuan 
depreciation is significant; it 

literally means that every other 
country now must think through 

whether it needs to further 
devalue to remain competitive. 

“
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EXHIBIT 14

As Global Trade Slows, Asian Loan Growth Is Expected to 
Continue to Decelerate Significantly 
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EXHIBIT 15

Trade Financing Activity Slowed Significantly in 2015, 
Reflecting Our View That It Is Not Business as Usual
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Global GDP: We Expect Slower GDP Growth Everywhere Except 
Europe; Consensus Forecasts for Inflation Are Too High 

Against this global macroeconomic backdrop of sluggish trade, we 
look for global services and consumption to outperform, while we ex-
pect manufacturing and goods to lag. If we use the United States as 
a proxy for our thinking, then we already see several important data 
points confirming our view. Specifically, as Exhibit 18 shows, services 

PMIs in the United States are at near-record highs; by comparison, 
manufacturing PMIs, compliments of a strong dollar and a slowing 
China, continue to decline. Not surprisingly, this divergence in PMIs 
is bleeding into job growth. Indeed, as we show in Exhibit 19, growth 
in services jobs remains particularly robust relative to the significant 
weakness we continue to see in the goods/manufacturing parts of 
the economy, a trend we expect to continue in the near term.

EXHIBIT 16

We Are a Solid 79 Months Into the Current Economic 
Expansion
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Data as at January 1, 2016. Source: NBER, KKR Global Macro & Asset 
Allocation analysis.

“ 
Today’s market conditions are 
somewhat akin to swimming at 

the beach when there is a strong 
undertow that could pull a less 
experienced athlete out to sea. 

“
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EXHIBIT 17

The Dramatic Change in Monetary Base Has Helped to 
Extend the Economic Cycle
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Note: Monetary base peaked in August 2014. Data as at January 1, 2016. 
Source: National Bureau of Economic Research, KKR Global Macro & 
Asset Allocation analysis.

However, as we mentioned at the outset, we do not think that 
manufacturing can totally disconnect from global services over the 
long haul. Maybe more important, though, is that in the near term we 
forecast that a weak manufacturing sector will keep a lid on global 
GDP growth. Specifically, we think that the 2016 consensus forecast, 
which we detail in Exhibit 20, is too optimistic. As such, we are us-
ing below consensus forecasts in many of the major regions of the 
world. One can see this in Exhibit 21.

EXHIBIT 18

The Performance Gap Between Manufacturing and 
Services in the United States Is Now Significant

30

35

40

45

50

55

60

65

05 06 07 08 09 10 11 12 13 14 15

ISM Manufacturing ISM Non-Manufacturing

Expansion

Contraction

Data as at November 30, 2015. Source: Bloomberg.

EXHIBIT 19

The Bottom Line for Job Growth: It’s All About Services
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Ironically, we are more optimistic on cyclical growth in a region that 
has amongst the worst long-term growth fundamentals: Europe. 
Indeed, based largely on some thoughtful work done by colleague 
Aidan Corcoran in Dublin, we again look for GDP to be above the 
consensus in 2016 (1.9% versus consensus of 1.7%), driven by a 
lower currency, lower rates, and lower oil prices, all of which should 
help boost consumption above consensus expectations.

EXHIBIT 20

EM Countries Are Supposed to Account for Nearly Half 
of Total Global Growth. We Are More Pessimistic 
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EXHIBIT 21

Europe Is the Only Region Where We Have Boosted GDP 
Expectations Since January 2015; Overall, We Remain 
Cautious on Growth in 2016

2016 GROWTH & INFLATION BASE CASE ESTIMATES

 

GMAA 
TARGET 

REAL GDP 
GROWTH

BLOOMBERG 
CONSENSUS 
REAL GDP 
GROWTH 

KKR GMAA 
TARGET 

INFLATION

BLOOM-
BERG CON-

SENSUS 
INFLATION

U.S. 2.2% 2.5% 1.25% 1.8%

EURO AREA 1.9% 1.7% 1.0% 1.0%

CHINA 6.3% 6.5% 1.7% 1.7%

BRAZIL -3.0% -2.5% 7.5% 7.0%

GDP = Gross Domestic Product. Bloomberg consensus estimates as 
at December 31, 2015. Source: KKR Global Macro & Asset Allocation 
analysis of various variable inputs that contribute meaningfully to these 
forecasts.

In terms of inflation, we are also more cautious than the consensus 
that a pick up is imminent. A critical issue is energy costs, which 
represent a full seven percent of the total U.S. CPI basket. From 
what we can tell, economists have overstated the potential rebound 
in commodity prices for 2016. For example, if Brent stays at its cur-
rent price of $37, then oil prices will be closing down 25% from their 
average 2015 price of $49. Put another way, for oil prices to be flat 
in CPI calculations, Brent would need to appreciate 32% to average $49 
per barrel in 2016. By comparison, the current forward curve for 2016 
currently prices in an average of $41 per barrel. So, even if oil were 
to follow the path of the forwards and close 2016 at $41 per barrel, 
it would still be down 16% versus 2015 on an average price versus 
average price basis. 

Separately, while we do expect higher wages and benefits in many 
sectors (a trend we are now seeing in both EM and DM countries), 
we think the ability to pass through costs will be difficult. Put another 
way, while we see key input costs such as wages and healthcare 
increasing in 2016, we do not see the ability for companies to pass 
these costs through to end-users, particularly if we are right about China 
moving aggressively up the value-added food chain across the global 
export sector. Hence, inflation should stay low in 2016, even if many 
traditionally inflation influencing inputs begin to rise.

EXHIBIT 22

Our U.S. GDP Indicator Is Pointing to Another Year of 
Modest, Low Two Percent GDP Growth. Tighter Credit 
Conditions and Weak Trade Are the Key Headwinds 
Being Picked Up by Our Model
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e = Estimate as per our model. Our GDP Leading Indicator is a statistical 
model based on eight inputs that we think contribute significantly to the 
outlook for U.S. growth. Data as at December 10, 2015. Source: KKR 
Global Macro & Asset Allocation analysis.

EXHIBIT 23

Positive Domestic Components in the United States Are 
Also Being Offset by Strong International Headwinds
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“ 
We are starting the year 

with a more defensive asset 
allocation, including a notable 

overweight to Cash. 
“
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Bet on Consumers, Not Producers; But We See a Different Consumer 
This Cycle

As we mentioned in the introduction of this year’s outlook piece, 
our travels lead us to believe that we are seeing a major bifurcation 
between commodity producer and consumer nations. On the one 
hand, with lower prices, lower currencies, and higher debt burdens, 
the outlook for many commodity-linked economies including Brazil, 
Russia, and Malaysia is now definitely more subdued. 

Maybe more important, though, is that – in many instances – nei-
ther the central bankers nor the government officials with whom 
we speak in these countries indicate any real structural reform is 
imminent to deal with the dramatic changes that we are all watching 
unfold across the global economic landscape. As such, we think that 
investors will either need to wait until we see a sustained rebound 
in commodity prices or things get so bad economically that vested 
interests are pushed aside in favor of aiding the masses. To be sure, 
we believe either one could happen in 2016, but neither outcome is 
currently part of our base case outlook.

On the other hand, we are more sanguine on the outlook for parts of 
the global consumer. In particular, we think we are still in the early 
innings of the U.S. consumer benefitting from – among other things – 
lower commodity prices, including oil, natural gas, and corn. 

However, some important research by my colleague David McNellis 
suggests that much of the commodity dividend is already being spent 
on healthcare, something that we do not think many economists and 
portfolio managers may totally appreciate. Dave’s thesis centers on 
the notion that there are currently two strong and countervailing 
forces denting the majority of the benefit one might expect from sig-
nificantly lower oil prices. First, as we show in Exhibit 24, a rising tax 
burden is now pushing down disposable income by 60 basis points. 
Second, as we show in Exhibit 25, a notable uptick in healthcare 
spending linked to Obamacare is eating into many of the gains linked 
to lower prices at the pump.

EXHIBIT 24

It Might Not Feel This Way, but Consumers Have Largely 
Spent Their “Dividend” from Lower Gas Prices 
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Data as at September 30, 2015. Source: Bureau of Economic Analysis, 
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EXHIBIT 25

Why Does Spending Feel More Sluggish Than It Really 
Is? Probably Because It Is Being Driven by Only a 
Handful of Categories, Many of Which Are Not Captured 
in Retail Sales 
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“ 
We think that investors should 
largely focus their attention 
towards only companies that 

provide value-added experiences 
and/or can deliver differentiated 
value to the end-user consumer. 

“
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That said, we do not want to get too discouraged. Why? Because, 
after years of rigorous balance sheet repair, our work shows that the 
consumer – even if he or she is diverting more towards healthcare 
and taxes – has built enough incremental capacity to finally spend 
again. One just needs to look towards more non-traditional places 
of consumption to find where the money could be spent in this new 
environment that we are envisioning. Indeed, as we show in Exhibit 
27, we believe that a major decoupling within retail sales is now oc-
curring, with consumers choosing to spend on “experiences” rather 
than “things.” 

Major beneficiaries include health and beauty, dining, and travel, 
while traditional consumer items like clothing and electronics appear 
to be in secular decline. We also seeing a surge in activity linked to 
housing. All told, during the last three quarters we have seen house-
hold formation surge to 1.6 million Y/y on average, compared to 1.1 
million Y/y in the prior three quarters. Put another way, the impulse 
to the economy from new household formation has increased by 
almost 50% in recent quarters.2

EXHIBIT 26

Relative to the Prior Cycle, Consumers Are Saving More…
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Haver Analytics.

2  Data as at November 30, 2015. Source: Census Bureau, Haver Analytics. 

EXHIBIT 27

…And When They Are Spending, They Are Tilting Their 
Spending Towards Experiences Over More “Stuff”
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First Data SpendTrend®, a macroeconomic indicator, is based on 
aggregate same store sales activity in the First Data Point of Sale 
Network. First Data SpendTrend® does not represent First Data’s 
financial performance. Memo: “Home improvement” spending here 
includes Building Material, Garden Equipment, and Supply Dealers. Data 
as at October 31, 2015.

In the Eurozone we too see more spending on experiences. For 
example, in the United Kingdom we find that at least three of the top 
five spending categories are actually linked to experiences, including 
transport, recreation & culture, and restaurants & hotels (with the 
other two categories being housing and miscellaneous). Importantly, 
this trend holds across most of the region, including large consumer 
markets such as Germany and Italy. One can see this in Exhibit 28.

EXHIBIT 28

The Trends Towards Greater Spending on Experiences Is 
Accelerating in Europe Too
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“ 
We believe investors are 

not getting paid to extend 
their portfolios further out 

along the risk curve. 
“
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EXHIBIT 29

A Breakdown of Household Spending in the U.K. Reveals 
a Heavy Emphasis on Experiences
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Data as at September 30, 2015. Source: ONS, Haver Analytics. 

No doubt, the recent tragic events in Paris could dent consumer 
psychology to some degree on the Continent, but we do take some 
comfort that a recent visit we made to Europe in late fall suggests 
that there is still continued acceleration of the region’s ongoing 
consumption recovery, a story that we think many investors continue 
to underestimate. Recent macro data releases in Europe appear to 
support our constructive viewpoint. Specifically, consumer confi-
dence reports in both the Eurozone and EU moved upward again in 
December, with the Eurozone report reaching its 82nd percentile 
value since 1985.3 

Bottom line: the global consumer, particularly in Europe and the 
United States, is in good shape, but he or she is spending much 
differently than in the past. As such, one should not look for a major 
rebound in traditional retail sales, or a surge in credit card linked 
spending. Rather, we recommend focusing on areas of the market 
where companies creating differentiated offerings for consumers 
that leverage technology and allow consumers to feel good about 
the entire shopping experience, not just the final basic purchase of a 
good or service. Without these aforementioned attributes, however, 
we believe that investors could be quite disappointed by the level of 
rebound in consumer activity across many traditional retail areas, 
apparel in particular.

Traditional Financial Services Are Under Siege; the Illiquidity Pre-
mium Is a Large and Growing Market Opportunity

Given that the illiquidity premium has been a big theme of the Global 
Macro and Asset Allocation team since our arrival at KKR, we are 
not going to spend a lot of time describing its evolution. However, we 
do want to underscore that the global macro backdrop as well as the 

3 Data as at December 2015. Source: Bloomberg, European Commission 
Consumer Confidence Indicator.

regulatory environment continues to suggest that the outlook for our 
illiquidity premium thesis remains not only robust and actually could 
even expand further in 2016, in our view. This conclusion might 
seem odd this late in the cycle, but in our view, that is exactly why 
we are now even more bullish on the opportunity set (and hence, the 
increased weighting in our asset allocation).

EXHIBIT 30

As Credit Conditions Tighten, the Illiquidity Premium Is 
Becoming More Prevalent Across Different Asset Classes
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“ 
After a rash of disappointing 
earnings, leadership changes 

across the sector, and increased 
regulatory oversight (e.g., Basel III, 
TLAC), it is clear that most global 
wholesale banks will continue to 
move more aggressively to shrink 
their lending/trading footprints 

and capital bases in 2016. 
“
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EXHIBIT 31

Lower Inventories in the Broker Dealer Community Have 
Massively Dented Liquidity

Cumulative Change in Total Assets Since 2007, € Billions
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Data as at June 30, 2015. Source: Bloomberg, UBS, RBS, Deutsche 
Bank, Credit Suisse. 

Based on recent meetings with financial services executives in both 
Europe and the U.S., we see four large opportunities for private 
lenders that are directly linked to the ongoing reshaping of the global 
financial services footprint. First, we continue to see significant 
opportunity in the direct corporate lending arena being created by 
Wall Street shrinking both its headcount and its footprint. In many 
instances a lender can get high up in the capital structure and enjoy 
some call on the collateral. Second, we see a growing opportunity 
in the asset-based lending market, including airplanes, real estate, 
renewables, rail cars, and housing. In our view, most deals with 
any real complexity are now being offloaded from Wall Street to the 
private lending markets, a trend we expect to accelerate under new 
and increasingly onerous regulatory-driven retention rules. They are 
also coming with better terms, including lower leverage, improved 
call protection, and more rigorous documentation. Third, given recent 
market volatility in an environment of tighter leveraged lending 
guidelines, there is definitely the opportunity for investors to again 
embrace mezzanine-like lending structures. In particular, with liquid 
credit markets souring of late, the opportunity for private lenders to 
opportunistically provide mezzanine-like capital in complex corporate 
take-overs at attractive rates of return has definitely gained mo-
mentum in recent months, a trend we expect to accelerate in 2016. 
Finally, there are a growing number of corporate deleveraging and 
restructuring opportunities, particularly in the small-to mid-size mar-
ket, that Wall Street no longer considers core to its lending franchise. 

If we are right in our assessment of the situation, then we firmly 
believe that both Direct Lending and Asset-based Lending opportuni-
ties represent extremely elegant “plays” on our illiquidity premium 
thesis. To be sure, these strategies are not the panacea for the low 
return world the investment community now faces. However, we do 
think that the relatively secure high single digit to low double digit 
returns that one can now earn across many areas in the private, di-

rect lending market are extremely attractive, particularly for pensions 
and endowments that need to generate an annualized five to seven 
percent yield to satisfy their constituents.

EXHIBIT 32 

The Potential to Earn a Sizeable Return in a Negative 
Real Rate Environment Across Most of Europe Is 
Compelling, in Our View

3.8%

0.5%

3.3%
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European Middle Market Loan Yield Decomposition
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Syndicated 
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Loan New 
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Credit Risk 
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Middle 
Market 
Loans

Illiquidity 
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All-in Spread 
plus fees for 
KKR Lending 

Partners 
Europe 

Portfolio

Note: Unless indicated, the above reflects the current market views, 
opinions and expectations of KKR Credit based on its historic experience. 
Historic market trends are not reliable indicators of actual future market 
behavior or future performance of any particular investment or any KKR 
Credit fund, vehicle or account, which may differ materially, and are not 
to be relied upon as such. There can be no assurance that investors in 
any KKR Credit fund, vehicle or account will receive a return of capital. 
Source: Credit Suisse, KKR analysis as at September 30, 2015.

EXHIBIT 33

Bank Balance Sheets Are Expected to Continue to Shrink

SHARE OF 2014 BALANCE SHEET AND EXPECTED REDUCTION

CHANGES IN 
ASSETS 2010-14

FURTHER POTENTIAL 
REDUCTION

RATES & REPO ~-30% -15% TO -25%

FX, EM & COMMODITIES ~-25% -5% TO 0%

CREDIT & SECURITIZED ~-30% -5% TO -15%

EQUITIES ~0% -5% TO 0%

TOTAL ~-20% -10% TO -15%

Data as at September 2, 2015. Source: Oliver Wyman, Morgan Stanley 
Research. 
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Beware: Nominal Lending Above Nominal GDP 

As we mentioned in the introduction, we have become increasingly 
wary of situations where nominal lending has grown too fast relative 
to nominal GDP. From almost any vantage point, we conclude that 
QE-driven low rates have allowed many countries, EM nations in 
particular, to borrow too much too quickly and too cheaply, which has 
in turn led to overcapacity and declining returns on capital. More-
over, as countries are forced to bring nominal lending back down 
below nominal GDP, we expect both slower growth and rising credit 
defaults.

EXHIBIT 34

Developed Economies Have Begun to Delever, While 
Emerging Economies Continue to Lever Up
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Emerging Markets = World minus OECD. Data as at December 31, 
2014. Source: World Bank, Haver Analytics, KKR Global Macro & Asset 
Allocation analysis.

EXHIBIT 35

Increases in Leverage Are Widespread Across All 
Emerging Regions; However, Asia Stands Out with 
Private Credit Now at 122% of GDP
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Asia = China, Korea, India, Thailand, Malaysia, Singapore, Indonesia, 
Vietnam, and Philippines. Latin America = Brazil, Mexico, Colombia, 
Chile, Venezuela, Argentina, and Peru. Emerging Europe & Africa = 
Turkey, Russia, South Africa, Czech Rep, Hungary, and Poland. Data as 
at December 31, 2014. Source: World Bank, Haver Analytics, KKR Global 
Macro & Asset Allocation analysis.

Importantly, unlike in prior cycles, the lion’s share of the increase in debt 
has come from the corporate sector this cycle. By comparison, govern-
ment and household debt have grown at a much more modest clip. One 
can see this dichotomy in Exhibit 36. Though almost all EM countries 
have benefitted from the accommodative central bank policies of late 
across Europe, the United States, and Japan, China has been the big-
gest catalyst for the sizeable increase in overall global corporate debt. 
All told, as we show in Exhibit 38, the divergence in the pace of annual 
credit growth relative to nominal GDP growth in China has widened to a 
staggering 870 basis points in 2H15 from essentially zero in 2011.

EXHIBIT 36

There Has Been a Large Build Up of Debt in the 
Corporate Sector…
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Emerging Market Debt as a % of GDP

Emerging Markets includes Argentina, Brazil, China, Czech Republic, 
Hong Kong, Hungary, India, Indonesia, Korea, Malaysia, Mexico, Poland, 
Portugal, Russia, Saudi Arabia, Singapore, South Africa, Thailand, and 
Turkey. Data as at 2Q15. Source: BIS, IMF.

“ 
We are increasingly concerned 

that in recent years too many EM 
countries took on too much debt 
relative to GDP, particularly in 

the corporate sector, in an effort 
to capture all the growth upside 

associated with China’s fixed 
investment splurge. 

“
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EXHIBIT 37

…Particularly in China and Hong Kong
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EXHIBIT 38

Nominal GDP Growth Has Fallen Faster Than Credit 
Growth in China
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Data as at November 30, 2015. Source: People’s Bank of China, China 
National Bureau of Statistics, Haver Analytics.

EXHIBIT 39

China Stands Out with Excessive Credit Growth Relative 
to Nominal GDP When Compared with Other Asian 
Countries
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EXHIBIT 40

Private Sector Credit Is Running at Very High Levels 
Relative to GDP in Several EM Countries
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After the sell-off, credit looks more 
attractive than equities; we favor 

Levered Loans within credit. 
“
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EXHIBIT 41

Growth in Corporate Debt Is Becoming an Issue in the 
U.S. Too, Not Just in Emerging Markets
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Data as at December 22, 2015. Source: Federal Reserve, BofA Merrill 
Lynch, Bloomberg, Haver Analytics. 

So, as we think more today about tomorrow, our base case is that too 
many companies have spent too much money too quickly, and as a 
result, credit creation now needs to come down below nominal GDP. 
Without question, this transition will further pressure growth rates and 
returns on invested capital. Another big issue is that much of the spend-
ing was concentrated on factories and projects that are not likely to 
meet their cost of capital in the current low commodity price, slow trade 
environment that we are currently experiencing. If we are right, then 
credit conditions are likely to tighten in many of these markets, further 
exacerbating what we already believe is a burgeoning credit cycle.

Importantly, while we think that China will endure pain (and its 
manufacturing sector already is), we are actually more concerned 
about the impact of nominal lending over nominal GDP in many other 
emerging countries. Specifically, as we show in Exhibit 40, we think 
that countries like South Africa, Malaysia, Brazil, and Thailand could 
all face notable growth adjustments if they are forced to slow nomi-
nal lending levels relative to GDP in the quarters ahead. 

Section II: Asset Class Review

Equities

As we mentioned in the introduction, in 2016 we have moved 
towards an underweight position in global equities for the first time 
since we arrived at KKR in 2011. There are two catalysts for our 
shifting recommendation, both of which are linked primarily to a 
deterioration in trading multiples. First, given the recent sell-off in 
credit, equity multiples likely need to adjust downward in 1H16 to 
be competitive with credit after the recent carnage we have seen in 
markets like high yield. One can see the magnitude of the current 
differential in Exhibit 42. Second, we think that rising global risks, 
including China’s shift towards a market-based economy and rising 
tensions in the Middle East, mean that investors should now pay less 
for future cash flow streams.

EXHIBIT 42

Even After Adjusting for Energy, Equities Definitely 
Appear Expensive Relative to Debt
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EXHIBIT 43

The Current Trailing P/E for the S&P 500 Is Now 
Essentially In-Line With the Long-Term Average of 16.6x
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As a further sanity check for our conservative posture on multiples, we 
looked at U.S. equities as a percentage of GDP at the point in the cycle 
when the Federal Reserve is raising rates. One can see the results in 
Exhibit 44, which show that – excluding June 1999 – U.S. equities have 
never been more fully valued on this metric at the beginning of a Fed 
tightening campaign. As such, we do not necessarily buy into some of 
the investment rhetoric that P/E multiples can actually expand after the 
Fed begins to tighten. In fact, we believe that the Fed actually began to 
adjust the liquidity cycle in January 2014 when it began to taper, and 
as such that we are actually much farther along in the tightening cycle 
than the absolute level of Fed Funds would currently suggest (and 
which is when multiples historically have begun to actually contract).
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EXHIBIT 44

Market Capitalization-to-GDP of the U.S. Stock Market Would Suggest That We Are Not as Early Cycle as Some 
Investors Would Suggest

FIRST FED
HIKE

S&P 500
P/E

U.S. MARKET
CAP % GDP

REAL GDP
Y/Y (%)

NOMINAL
GDP Y/Y (%)

NOM PRIVATE
GDP Y/Y (%)

U.S. HEADLINE
CPI Y/Y (%)

U.S. CORE
CPI Y/Y (%)

U.S. 10 YR
TSY YLD (%)

MAR-83 12.2 47.5 1.6 6.3 5.6 3.6 4.7 10.5

JAN-87 17.1 53.9 2.9 4.9 4.5 1.5 3.8 7.1

FEB-94 17.0 79.4 2.6 5.0 5.9 2.5 2.8 6.0

MAR-94 16.0 74.8 3.4 5.8 6.8 2.5 2.9 6.5

JUN-99 29.3 156.8 4.6 6.3 6.3 2.0 2.1 5.9

JUN-04 18.4 119.0 4.2 7.1 7.5 3.3 1.9 4.7

AVERAGE 18.3 88.6 3.2 5.9 6.1 2.6 3.0 6.8

CURRENT 17.4 154.6 2.1 3.1 3.6 0.5 2.0 2.2

Data as at October 31, 2015 or latest available. Source: Federal Reserve, Bureau of Economic Analysis, Bureau of Labor Statistics, Bloomberg, Thomson 
Financial, S&P, Haver Analytics.

In terms of specifics, our base view is that the S&P 500 could 
achieve a target of around 2,016 to 2,080 in 2016, compared to 
its closing level of 2,043.94 at December 31, 20154. As such, our 
forecast, including a dividend yield of 1.9%, implies a total return of 
around 0.5-3.5% in 2016. Importantly, to formulate this target (and 
reflective of what we mentioned above), we are now using a 16.0-
16.5 multiple on our 2016 EPS forecast of $126, compared to 17.5x in 
2015 against what we believe will be $119 in EPS for the S&P 500. 

With $126 in EPS, the S&P 500 earnings would grow an estimated 
5.8%, compared to zero growth in EPS during 2015 and a consensus 
forecasted growth of 6.7% for 2016. We feel comfortable using $126 
in EPS for two reasons. First, earnings expectations for many of the 
largest sectors in the S&P 500, including Consumer Discretionary, 
Healthcare, Information Technology, and Financials, appear achiev-
able, in our view. Key to our thinking is that these sectors rely more 
on domestic trends in the U.S., not international investment and/or 
trade. We also think that it is worth noting that Energy now repre-
sents just 4.6% of total S&P 500 earnings, compared to 14.9% in 
20115. As such, its ability to adversely impact overall earnings trends 
in the S&P 500 is now much more limited.

4  Data as at December 31, 2015. Source: Bloomberg.

5  Data as at December 31, 2015. Source: S&P Dow Jones Indices. 

EXHIBIT 45 

Four Key Sectors Are Expected Drive the Majority of 
the S&P 500’s EPS Growth in 2016
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Data as at December 31, 2015. Source: Thomson Financial, S&P, Factset, 
KKR Global Macro & Asset Allocation estimates.“ 

Financing conditions on Wall Street 
– though maybe not Main Street 
– could be turning more difficult 
than many investors, equity folks 

in particular, now appreciate. 
“
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EXHIBIT 46

Public Equity Valuations Have Moved Up Substantially 
Around the World in Recent Years

INDEX

FORWARD 
PRICE / 

EARNINGS
PRICE / 
BOOK

LTM RE-
TURN ON 
EQUITY

DIVIDEND 
YIELD

2016E EPS 
GROWTH

S&P 500 17.4 2.8 12.6% 2.2% 5.8%

EUROSTOXX 15.4 1.6 8.0% 3.3% 8.0%

NIKKEI 225 18.6 1.7 8.9% 1.7% 10.0%

e = KKR Global Macro & Asset Allocation estimates. Data as at November 
30, 2015. Source: Bloomberg, Factset.

That said, our overall view for 2016 EPS growth trends is that the 
risk is clearly to the downside. A major consideration, we believe, is 
the absolute high level of corporate margins. Beyond CEOs signaling 
to the market that there are less operational optimization opportuni-
ties, there appears to be upward cyclical pressure on wages across 
many industries at a time of limited pricing power. 

Probably more important, though, is that our research leads us to con-
clude that there are also several structural forces that are beginning to 
adversely affect margin sustainability. One is that in a world of excess 
capacity – compliments of QE-driven cheap money financing – a 
growing number of global companies, particularly Chinese high-end 
producers, are now electing to compete aggressively on price to gain 
market share. 

Second, increased transparency – compliments of the Internet – is 
radically shifting consumer behavior, and in some instances, it is ren-
dering obsolete business models that had previously withstood the 
tests of recessions, wars, and devaluations. Traditional retailing is the 
most obvious example, but traditional providers in areas like hospital-
ity, education, and transportation now all also appear increasingly at 
risk, we believe.

EXHIBIT 47

S&P Margins Appear to Have Peaked
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EXHIBIT 48

S&P 500 Sector Margins Are Now Past Peak Levels

HIGH LOW CURRENT MEDIAN
CURRENT / 

MEDIAN

S&P 500 8.6% 2.7% 7.3% 5.8% 125.9%

ENERGY 11.6% -0.1% 0.0% 5.1% 0.0%

MATERIALS 10.6% -2.7% 5.2% 5.4% 96.3%

INDUSTRIALS 8.9% 2.9% 8.5% 5.4% 157.4%

CONSUMER DIS-
CRETIONARY 7.5% -1.5% 6.8% 4.1% 165.9%

CONSUMER 
STAPLES 7.7% 3.4% 5.8% 5.4% 107.4%

HEALTH CARE 12.7% 7.0% 7.3% 8.0% 91.3%

INFORMATION 
TECHNOLOGY 17.7% -10.2% 15.8% 8.9% 177.5%

TELCO SERVICES 14.0% -12.8% 3.7% 7.6% 48.7%

UTILITIES 11.2% 0.7% 10.1% 8.3% 121.7%

Data as at December 31, 2015. Source: Morgan Stanley Research, 
Thomson Financial. 

“ 
Many countries no longer have 

the same buying power they once 
did because, despite their real 

GDP growing, their nominal GDP 
growth – which is most often 

connected to their income growth 
— has actually turned negative. 

“
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EXHIBIT 49 

We Now See the S&P 500 As Fairly Valued

S&P 500 PRICE INDEX AT VARIOUS P/E AND EPS LEVELS

  P/E MULTIPLE

EPS 15.0 15.5 16.0 16.5 17.0 17.5

114  1,710 1,767  1,824  1,881  1,938  1,995 

116  1,740  1,798  1,856  1,914  1,972  2,030 

118  1,770  1,829  1,888  1,947  2,006  2,065 

120  1,800  1,860  1,920  1,980  2,040  2,100 

122  1,830  1,891  1,952  2,013  2,074  2,135 

124  1,860  1,922  1,984  2,046  2,108  2,170 

126  1,890  1,953  2,016  2,079  2,142  2,205 

128  1,920  1,984  2,048  2,112  2,176  2,240 

130  1,950  2,015  2,080  2,145  2,210  2,275 

132  1,980  2,046  2,112  2,178  2,244  2,310 

134  2,010  2,077  2,144  2,211  2,278  2,345 

136  2,040  2,108  2,176  2,244  2,312  2,380 

138  2,070  2,139  2,208  2,277  2,346  2,415 

140  2,100  2,170  2,240  2,310  2,380  2,450 

Data as at December 31, 2015. Source: KKR Global Macro & Asset 
Allocation analysis.

EXHIBIT 50 

We See Limited Upside to U.S. Equities, Unless Earnings 
Growth Surprises on the Upside 

S&P 500 PRICE RETURN AT VARIOUS P/E AND EPS Y/Y LEVELS

 P/E MULTIPLE

EPS Y/Y 15.0 15.5 16.0 16.5 17.0 17.5

-4.2% -14.4% -11.6% -8.8% -6.0% -3.2% -0.4%

-2.5% -12.9% -10.1% -7.3% -4.4% -1.6% 1.3%

-0.8% -11.5% -8.6% -5.7% -2.8% 0.1% 3.0%

0.8% -10.0% -7.1% -4.1% -1.2% 1.8% 4.7%

2.5% -8.5% -5.5% -2.6% 0.4% 3.4% 6.4%

4.2% -7.1% -4.0% -1.0% 2.0% 5.1% 8.1%

5.9% -5.6% -2.5% 0.6% 3.7% 6.7% 9.8%

7.6% -4.1% -1.0% 2.1% 5.3% 8.4% 11.5%

9.2% -2.7% 0.5% 3.7% 6.9% 10.1% 13.3%

10.9% -1.2% 2.0% 5.3% 8.5% 11.7% 15.0%

12.6% 0.3% 3.6% 6.8% 10.1% 13.4% 16.7%

14.3% 1.8% 5.1% 8.4% 11.7% 15.1% 18.4%

16.0% 3.2% 6.6% 10.0% 13.4% 16.7% 20.1%

17.6% 4.7% 8.1% 11.5% 15.0% 18.4% 21.8%

Data as at December 31, 2015. Source: KKR Global Macro & Asset 
Allocation analysis.

As for the rest of the developed equity markets, we believe that the 
story is now more complicated. On the one hand, we expect Europe 
to outperform again in 2016. As the Federal Reserve previously 
showed, more liquidity often leads to lower risk free rates, which 
often forces investors to move further out along the risk curve. 
Already, in Europe over 40% of the entire European sovereign bond 
market now has a negative yield6. Against this backdrop, many equi-
ties appear attractive, we believe. All told, we estimate that a full 
70% of the Eurostoxx index now has a dividend yield in excess of its 
bond yield.

On the other hand, we are less optimistic about Japan in 2016 than 
in the past. A big change in our thinking is that, along with an overall 
increase in volatility, there is the potential that the yen appreciates 
in 2016, causing investor concern about the sustainability of EPS 
growth. In addition, we believe that China’s ongoing economic slow-
down will bleed further into the Japanese export market, which could 
potentially dent both EPS and investor sentiment. That said, we do 
think that there are some important restructuring stories in the Japa-
nese multi-national sector that still warrant investor attention. Also, 
as we show in Exhibit 52, there are still some compelling mid-capital-
ization stories with improving returns in idiosyncratic industries that 
can still deliver impressive return profiles, we believe.

EXHIBIT 51

A Record Number of European Companies Now Have 
Dividend Yields Above Corporate Bond Yields
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Data as at October 21, 2014. Source: Datastream, Goldman Sachs Global 
Investment Research.

6  Ibid. 4.
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EXHIBIT 52

Japan Midcaps Have Been On an Upswing; We See 
More Running Room Ahead
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Data as at December 31, 2015. Source: Bloomberg, Factset.

Meanwhile, the macro story in emerging market public equities 
remains challenging, and as such, we retain our underweight weight-
ing on this asset class again this year, including both non-Japan 
Asia and Latin America. We do so for two reasons. First, as we 
show in Exhibit 53, our rules-based dashboard for timing EM equity 
allocations continues to show more “red flags” than “green” ones. 
Indeed, similar to what we originally outlined in our May 2015 piece 
Emerging Market Equities: The Case for Selectivity Remains, we remain 
concerned that EM ROEs are being bogged down by bloated balance 
sheets (Rule 1), that FX is likely to remain a headwind even when EM 
markets finally begin to improve in local terms (Rule 3), and that it 
will be difficult for EM to outperform until commodity prices bottom 
(Rule 4), which we think is unlikely until later this year.

EXHIBIT 53

Our Rules of the Road Suggest EM Valuation Now Looks 
Attractive Relative to DM, But Lacks a Catalyst

“RULE OF THE 
ROAD”

CURRENT 
SIGNAL COMMENT

1

BUY WHEN 
ROE IS 

STABLE OR 
RISING

↔
SLOWING NOMINAL GDP GROWTH 

A HEADWIND TO OPERATING 
LEVERAGE AND ASSET TURNS

2

VALUATION: 
IT’S NOT 

DIFFERENT 
THIS TIME


RELATIVE VALUATION HAS FINALLY 
MOVED INTO THE “STRIKE ZONE” 
WHERE EM HAS HISTORICALLY 
TROUGHED RELATIVE TO DM

3
EM FX 

FOLLOWS EM 
EQUITIES



MANY EM CURRENCIES ARE 
ALREADY DOWN 20-40%+ VERSUS 

THE DOLLAR, BUT WE THINK FX 
LIKELY REMAINS A MODERATE 
HEADWIND FOR USD OR OTHER 
HARD CURRENCY DENOMINATED 

INVESTORS

4

COMMODI-
TIES COR-

RELATION IN 
EM IS HIGH

↔
GSCI INDEX HAS FALLEN 

CONSIDERABLY LED BY OIL, BUT 
SUPPLY/DEMAND REMAINS TOO 

LOOSE TO CALL BOTTOM

5
MOMENTUM 
MATTERS IN 
EM EQUITIES

↓
EM RELATIVE MOMENTUM REMAINS 
HIGHLY NEGATIVE (-15% Y/Y AT THE 
END OF DECEMBER) AND WE ARE 
STILL ONLY 63 MONTHS INTO THIS 
EM CYCLE VERSUS THE HISTORIC 

RANGE OF 81-108 MONTHS

OVERALL …SELEC-
TIVITY 

STILL RE-
QUIRED

VALUATION IS STARTING TO LOOK 
ATTRACTIVE, BUT FOR NOW EM 

LACKS A FURTHER CATALYST. WE 
ADVISE WAITING FOR COMMODITY 

BACKDROP TO IMPROVE AND 
MOMENTUM TO STABILIZE.

For full details of our framework, please see “Emerging Market Equities: 
The Case for Selectivity Remains,” dated May 14, 2015. Latest data as 
at December 31, 2015. Source: KKR Global Macro & Asset Allocation 
analysis.

To be sure, some things have changed in EM since we last updated 
our dashboard in early May, with the most important being valuations 
(Rule 2). Indeed, from May 14th through the end of 2015, EM equities 
fell fully 23%, and as a result, they now trade at a sizeable 7.3 trailing 
P/E discount versus the DM markets. That gap represents a discount 
similar to what we saw even at the trough of the 2008 bear market 
(Exhibit 54) ─ enough for us to judge that EM valuations have now fi-
nally moved into our “strike zone” of favorability. Unlocking attractive 
valuations usually requires a catalyst, however, which is something 
we are not yet seeing from the other parts of our framework. Bottom 
line, we continue to believe that selectivity is required in EM, as we 
remain wary of ״catching falling knives״ in what has historically been 
a highly momentum-driven market (Rule 5 and Exhibit 55).

“ 
While we do expect higher wages 
and benefits in many sectors (a 
trend we are now seeing in both 
EM and DM countries), we think 
the ability to pass through costs 

will be difficult. 
“
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EXHIBIT 54

We Remain Cautious on EM, Even Though Its Valuation 
Discount Is Now Similar to What It Was at the 2009 
Valuation Trough
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EXHIBIT 55

We Are Still Only Two-thirds of the Way Through the EM 
Bear Market on Both Time and Price
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Within EM, we look for some of the same countries to underper-
form again in 2016. For example, despite the massive adjustment in 
the currency and domestic asset prices that has occurred in recent 
quarters in Brazil, we still believe that caution and selectivity are 
required (hence the 200 basis point underweight to Latin America 
again this year). To review, in 2014 we first highlighted our concerns 
that Brazil’s economic trajectory was likely to deteriorate and that 
the government would become a source of volatility (Global Macro 
Outlook: Soft Spots Emerge, dated April 2014). In early 2015, we be-

came even more concerned about the medium term outlook for Brazil 
upon visiting Sao Paulo and concluded that the country was facing 
a “Perfect Storm” as the already weakened economy was being hit 
with a massive corruption investigation that is still weighing down on 
consumer and business confidence. 

Looking ahead, we actually still think that there could be another leg 
down in Brazil, as credit contraction and sagging consumer confi-
dence weigh further on profits. That said, given the severity of the 
underperformance in recent years, we do acknowledge that we could 
finally be approaching an opportunity to “lean in” – and finally be ad-
equately compensated for the country and currency risk as traditional 
sources of capital, including bank lending and corporate issuance, 
are becoming increasingly scarce. Indeed, according to my colleague 
Jaime Villa, Brazil sports a country risk premium that is now higher 
than Nigeria (which has instituted capital controls) and just lower 
than Argentina (which is still in technical default). 

Meanwhile, we look for more of the same in terms of sector perfor-
mance trends across the Chinese equity market in 2016. Specifically, 
we expect services-based companies, healthcare, food safety, Inter-
net, and environmental ones in particular, to perform well, as long as 
valuations do not get too excessive along the way. On the other hand, 
we look for export, manufacturing, and trade related enterprises to 
remain under pressure. Overall, though, we see risks to the downside 
for China, as the recent acceleration in anti-corruption initiatives as 
well as increased government intervention in the markets are weigh-
ing heavily on consumer and business confidence. 

In addition, we believe that the Chinese market may not be as attrac-
tively priced as some folks currently think. Indeed, while the overall 
MSCI China Index is only at a trailing P/E ratio of 10.5, the market is 
still not that cheap; in fact, ex-Financials the market’s P/E is actually 
north of 15x, according to my Asian-based colleague Frances Lim7.

On a more positive note, we think that Mexico can continue to out-
perform again in 2016. The country has good fiscal policy, a thought-
ful central bank, and close ties to the United States. In particular, 
we are constructive on areas that benefit from a growing formal 
economy. Also, with credit penetration and real wages finally grow-
ing, we think that Mexican consumer plays should perform well. 
Separately, India could too perform well on a relative basis, but we 
do think the elevated levels of absolute multiples will keep it from 
being a star performer. 

Fixed Income 

As a general rule since we arrived at KKR in 2011, we have remained 
in the “lower-for-longer” camp on long-term U.S. interest rates and 
inflation. Key to our thinking is that the less favorable demographics, 
ongoing deleveraging, and low inflation would keep U.S. rates – and 
global rates for that matter – at low levels relative to history. To date, 
that view remains largely unchanged.

On the short-end of the curve, our outlook too remains largely consistent. 
Specifically, we continue to think that the Fed’s forecast is too hawkish, 
while other market participants appear to be too dovish. One can see the 
divergence of the various constituents’ predictions in Exhibit 57.

7  Ibid. 4.
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EXHIBIT 56

We Expect U.S. Rates to Move Higher in 2016, With 
Most of the Upside Being at the Short End of the Curve

FED FUNDS RATE

KKR GMAA 
TARGET

MARKET 
PRICING

KKR GMAA VS. 
MARKET (BP)

2016 1.125% 0.770% 38

2017 (CYCLE PEAK) 2.125% 1.275% 90

U.S. 10 YR TREASURY YIELD

KKR GMAA 
TARGET

MARKET 
PRICING

KKR GMAA VS. 
MARKET (BP)

2016 2.6% 2.4% 21

2017 (CYCLE PEAK) 3.0% 2.5% 45

Market pricing as per Fed Funds Futures and 10yr Forward Rates as 
at January 8, 2016. Source: Bloomberg, KKR Global Macro & Asset 
Allocation analysis.

EXHIBIT 57

While the Market Seems Too Dovish on the Fed Rates 
Outlook, We Think the FOMC’s Own Forecasts Appear 
Too Hawkish
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The logic guiding our Fed Funds forecast is that we see the FOMC 
hiking at a rate of 75 basis points in 2016 (three hikes of 25 basis 
points each) versus our prior (and the Fed’s current) forecast of four 
hikes and the market’s forecast of two hikes in 2016. For 2017, we 
expect the FOMC to accelerate, hiking at a rate of 100 basis points 
(four hikes of 25 basis points until they reach what we think will be a 
cycle-peak rate of 2.13%). Our 2017 forecast is in-line with the Fed’s 
current call for four hikes, but it is notably above the market’s predic-

tion that the Fed will only boost rates twice in 2017. Our bottom line: 
Now that the Fed has already begun tightening, we think it will stay 
the course longer and more consistently than what the market is 
pricing in (Exhibit 57), but it will not go any faster than four hikes per 
year at most.

In general, our investment thesis for interest rates is linked to the 
Fed’s dual mandate of employment and price stability. First, on the 
employment front, we see the unemployment rate falling well into the 
4% range in 2016, which is below the Fed’s own long-run target of 
4.9% (Exhibit 58). Second, in terms of inflation, we have long viewed 
wage inflation as the key metric to watch, and we now see signs that 
wages are heading higher this year. Probably most importantly, we 
are increasingly hearing from front-line managers that it has be-
come harder to source and retain top job market talents. Beyond this 
qualitative evidence, however, we are also now seeing quantitative 
evidence such as the National Federation of Independent Business 
(NFIB) survey in Exhibit 59, which has historically foreshadowed ris-
ing wages with a lead of about 15 months.

EXHIBIT 58

We Believe The Unemployment Rate Is Headed Firmly 
Below the Fed’s Long-Term Target of 4.9%
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e = KKR Global Macro & Asset Allocation estimate. Data as at December 
16, 2015. Source: Bureau of Labor Statistics, KKR Global Macro & Asset 
Allocation analysis.

“ 
We firmly believe that both 

Direct Lending and Asset-based 
Lending opportunities represent 
extremely elegant ‘plays’ on our 

illiquidity premium thesis. 
“
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EXHIBIT 59

We Think Wage Growth Will Continue Heading Higher 
in 2016
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Overall, we continue to see less upside for long-term rates than for 
short-term rates. To this end, we are targeting a cycle-peak 10-year 
yield of about 3.0% in 2017 (Exhibit 56). Importantly, in terms of 
upside versus downside, we probably spend more time these days 
worrying about the downside risk that rates undershoot our already 
modest forecasts. There are both fundamental and technical reasons 
for our concerns. On the fundamental side, we think aging demo-
graphics are going to be a powerful long-term anchor on inflation. 
Exhibit 60 illustrates the close correlation over time between long-
term labor force growth and long-term inflation. 

On the technical side, we see the incredibly low global rates environ-
ment as a further constraint on U.S. rates. Consider for example that 
if today’s U.S. 10-year yield feels low on an absolute basis at 2.2%, 
it actually offers a lot of relative value to a German investor whose 
local market bonds yield just 0.5%. Indeed, as we show in Exhibit 61, 
this spread between U.S. and German rates is already now near a 
generational high of 170 basis points. We think the spread could per-
haps widen to about 190 basis points this year if we are right on U.S. 
inflation and wage growth, but feel that global relative value flows 
will likely keep the spread from widening much beyond the afore-
mentioned level. Also, with the U.S. deficit now shrinking, annual 
issuance of U.S. government bonds is creating more scarcity value 
than in past years, which should also help to keep a lid on yields, in 
our view.

EXHIBIT 60

We Think Demographics Are Serving as a Long-Term 
Fundamental Anchor on Inflation

0%

1%

2%

3%

4%

5%

6%

7%

8%

0.0%

0.5%

1.0%

1.5%

2.0%

2.5%

60 65 70 75 80 85 90 95 00 05 10 15

Labor Force 10yr CAGR (Left Axis)
Inflation 10yr CAGR (Right Axis)

United States

Inflation measured via GDP deflator. Data as at December 4, 2015. 
Source: Bureau of Economic Analysis, Haver Analytics, KKR Global 
Macro & Asset Allocation analysis.

EXHIBIT 61

Europe’s Low Rate Environment Is Serving as a Further 
Technical Constraint on the U.S. 10yr Yield
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Against this backdrop, we have maintained our tiny three percent 
weighting in government bonds, versus a benchmark of 20% (Exhibit 
3). Our base view is that government bonds will deliver a negative 
return in 2016, which makes them a less attractive option relative to 
cash in 2016. Probably more importantly, our bigger picture view is 
that government bonds are no longer well-positioned to deliver their 
traditional role in asset allocation. Key to our thinking is that QE has 
largely dented their ability in recent years to provide meaningful in-
come, with nominal yields near multi-generational lows in many parts 
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of the world. In addition, we think that government bonds can’t be the 
traditional diversifier that they have in the past. Key to our thinking is 
that, if something does go wrong with monetary policy in the months 
ahead, then government bonds are likely to be highly correlated with 
both monetary policy and risk assets; hence, the need for cash ver-
sus bonds as an asset allocation “buffer” is now higher, we believe.

EXHIBIT 62

The Underperformance of the High Yield Sector Has Not 
Just Been Concentrated In Energy
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EXHIBIT 63

The Recent Adjustment in Liquid Credit Spreads Has 
Pushed Valuations to More Attractive Levels
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EXHIBIT 64

We Are Increasingly Concerned That Higher 
Quality Debt Will Trade Down Towards its Lower 
Quality Brethren
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EXHIBIT 65

We Also Think That European High Yield Looks Too 
Expensive Relative to Its Global Counterparts 
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While we are not adjusting our government bond position, we are 
making some notable changes to our credit book. Specifically, we 
are reducing our Opportunistic Credit account to zero from seven 
percent. With the proceeds, we are establishing a six percent position 
in Levered Loans, but we keep the weighting of both High Yield and 
High Grade debt at zero.
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Why the change to Levered Loans from Opportunistic Credit? We see 
two reasons. First, we think lack of liquidity in the liquid fixed income 
market makes ‘toggling’ between different asset classes (e.g., High 
Yield, Bank Loans, and Structured Products) via dynamic liquid credit 
vehicles such as Opportunistic Credit or Relative Value tougher to 
execute in today’s environment. 

Second, as we show in Exhibit 63 we think that Levered Loans poten-
tially represent some of the best value in the U.S. capital structure 
today. Though the absolute yield is not quite as robust as High Yield, 
Levered Loans are higher up in the capital structure. In a bumpy 
capital markets environment, we think the added safety net may be 
worth it. Also, from a benchmark perspective, Levered Loans have 
a much smaller allocation to Energy and Industrials. All told, based 
on outstanding issues, we estimate that High Yield has twice as 
much exposure (42.2%) to Commodity-related/Industrial sectors as 
Levered Loans (20.3%).

EXHIBIT 66

For a Similar Spread, BB Loans Offer Much Less Volatility
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If credit markets stabilize, my colleague Jaime Villa believes that High 
Yield should return six to seven percent and Levered Loans should 
return five to six percent. Key to our thinking is the fact that spreads 
for both of these asset classes have already widened out quite 
dramatically in 20158. As such, we believe that even with an increase 
in defaults (i.e., our base case is a 100-150 basis points increase in 
defaults for 2016 from 2.5% to 3.5-4.0%) both of these asset classes 
should deliver mid-single digit total returns this year if markets do 
not get a whole lot choppier. If the cycle has in fact turned (about 
which we are increasingly concerned; hence, our preference for 
Levered Loans over High Yield), we think that 1) Levered Loans will 
outperform High Yield; 2) we feel strongly that both Levered Loans 
and High Yield will perform better than equities, given that credit has 
already sold off substantially and equities have not. 

Meanwhile, in the private credit arena, we are making a substantial 
allocation this year. Specifically, we are taking a full ten percent posi-
tion in Direct & Asset Based Lending. This compares to six percent 
previously and a benchmark of zero percent. As we detailed earlier, 
our basic message is that non-traditional lending, including both 
Direct and Asset Based, represents much better value/safety than the 

8  Ibid. 4.

liquid markets at this point in the cycle for several reasons. For start-
ers, we believe with no liquidity in the traditional fixed income mar-
kets and low rates, one might as well get paid the illiquidity premium 
being offered in the private markets. Second, while Energy has fallen 
to 13% from 18% of the High Yield Index, it is still a big number9. In 
private credit one has more flexibility from which to choose. Third, 
with financing conditions drying up in 4Q15, the opportunity set for 
private lending across a variety of markets has increased materially; 
not surprisingly, our intention is to use this dislocation to our advan-
tage, not be penalized by it.

Alternatives

We continue to run with a large overweight to the Alternatives cat-
egory, which is driven by our 10% overweight to Distressed/Special 
Situations. Key to our thinking is that our outsized Distressed/Spe-
cial Situations allocation is an efficient vehicle for taking advantage 
of our thesis about nominal lending running above nominal GDP in 
many sectors of the global economy for too long. In particular, we 
are bullish on the dislocation being created from China’s structural 
slowing – and its “knock-on” effect across its trading partners in 
EM. Indeed, given this slowdown is occurring at time of excessive 
corporate leverage in many of China’s biggest trading partners, our 
base view is that we have entered a multi-year credit cycle that will 
require notable deleveraging initiatives across both the banking and 
corporate sectors. Already, we see this ‘playbook’ unfolding in India 
and Indonesia, and we think that the potential for additional opportu-
nities across other emerging markets is substantial.

EXHIBIT 67

Increased Leverage Throughout EM Has Softened the 
Blow that Declining Margins Had Upon Return on Equity 
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9  Ibid.4.
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Distressed/Special Situations in Europe should also experience a 
bump up in activity in 2016. Indeed, after years of dragging their 
feet, European banks are finally unwinding their books. For example, 
in Italy stronger economic growth and more pressure from the ECB 
are leading to faster asset dispositions than we have seen in years. 
Without question, this shift in strategy by European banks is leading 
to large and attractive opportunities for non-bank lenders, particularly 
those with restructuring and operational expertise. A similar story 
has unfolded across certain insurance assets too. 

Finally, in the United States we see an increasing number of cor-
porate restructurings in the Retail, Energy, and Industrial sectors. 
However, given many of the macro considerations we laid out in our 
Key Themes section above, we think that many of these opportuni-
ties should be pursued in a measured, not frenetic, manner. Key to our 
thinking is that technological forces such as e-commerce and shale 
production may dent corporate margins deeper and longer than the 
consensus now thinks in many instances. Also, a growing “sharing 
economy,” including the emergence of Amazon Web Services, could 
lead to a dramatic shift in the competitive landscape in industries 
such as data storage and customer relationship management.

Meanwhile, we remain market weight on traditional Private Equity 
again in 2016. Within Private Equity, we think that Asia remains quite 
interesting, particularly Japan. Two recent trips to Tokyo give us 
greater conviction that many of the large conglomerates are increas-
ingly likely to sell underperforming subsidiaries to private equity 
players that can help them improve productivity and boost margins. 
In addition, we think that the opportunity to use local Japanese com-
panies to expand internationally using the country’s low cost fund-
ing is attractive. On the other hand, PE competition in Europe still 
feels strong, as there is over $300 billion of dry powder that needs 
to be deployed, which is a substantial amount relative to the current 
pace of M&A in the region. Bottom line: private markets, Europe in 
particular, can sometimes feel expensive relative to what is available 
in the public markets these days. 

In the U.S., strategic buyers continue to boost overall valuations, 
though we like some of the developing trends we are seeing in parts 
of the U.S. consumer economy, including healthcare spending, well-
ness, and experiential shopping. Also, we think that firms that focus 
on the knock-on effects from the recent surge in household forma-
tion are likely to be rewarded. Finally, we believe that, if we are right 
on long rates remaining relatively well-behaved, the potential to own 
industry consolidators is compelling.

With Growth Equity, we remain cautious of the high end market, and 
as such, we retain our 500 basis point underweight. Without ques-
tion, there is a lot of capital chasing ideas at this point in the cycle. 
We noted this phenomenon last year when we reduced our expo-
sure to the sector, and recent announcements of companies pricing 
their IPOs below the final round of private financing legitimize our 
thinking, we believe. Just consider in 2015 that less than $10 billion 
in technology and Internet IPO proceeds were raised, compared to 
$40.8 billion in 2014, according to Dealogic. Moreover, there are still 
140 or so private companies each with valuations of one billion, or 
more, and a cumulative valuation of at least $500 billion.

Real Assets

At the risk of sounding like a broken record, we continue to eschew 
traditional liquid commodity notes and swaps. See some of our 
earlier reports (The Twin Role of Real Assets, dated April 2012 and 
Natural Resource: A Step Further, dated February 2013) for more 
specific details, but our research leads us to conclude that both pure 
commodities and real-estate prices are economically sensitive, and 
their correlations with a traditional 60/40 (equity/bond) portfolio 
tend to increase during economic downturns. This cautionary insight 
is particularly true for the Goldman Sachs Commodity Index, which 
many popular mutual funds currently use to theoretically gain expo-
sure to real assets.

EXHIBIT 68

As Banks Retreat, There is a Wall of Commercial Real 
Estate Debt Maturing

Maturing CRE Loans Across Lending Types, $ Billions
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Data as at December 20, 2015. Source: Morgan Stanley Research. 

“ 
From almost any vantage point, we 
conclude that QE-driven low rates 
have allowed many countries, EM 
nations in particular, to borrow 
too much too quickly and too 
cheaply, which has in turn led 
to overcapacity and declining 

returns on capital. 
“
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EXHIBIT 69

The MLP Arena Has Seen Its Cost of Capital Rise; Not 
Surprisingly, Deal Activity Has Waned

Lower 48 Onshore Producing Asset, M&A Volume and % MLP
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Excludes corporate deals. Transaction comparables from IHS. Data as at 
December 31, 2015.

On the other hand, we continue to favor real assets that can pro-
vide yield and growth, particularly stories with pricing power or the 
potential for operational improvement. At the top of our list right 
now in the private markets are infrastructure, non-core real estate, 
and energy transportation/distribution. Also, similar to what we are 
saying about the Direct Lending opportunity we see in the credit 
markets, we feel strongly that increased bank regulation is creating 
interesting opportunities for non-traditional lenders in real estate too. 
In particular, important changes in the risk retention rules surround-
ing CMBS could create really interesting risk adjusted returns for 
non-Wall Street players by the end of 2016, we believe.

Separately, we have finally seen the cost of capital increase mean-
ingfully in the master limited partnership sector (MLP), an asset class 
that we have admired for years but have avoided of late because of 
valuation. Without question, this recent increase in the cost of funds 
represents a notable change from the “go-go,” retail mania that de-
fined flows – and deal activity for that matter – in recent years. One 
can see this in Exhibit 69.

However, with major MLP indexes now down 50% or more dur-
ing the last twelve months, we now believe that investors can dig 
through the rubble to find the gems across both public and private 
market opportunities. By comparison, we remain more cautious on 
“trophy” infrastructure properties where we feel like buyers have 
driven yields towards unsustainably tight levels.

Of course, a big question in the real asset space at this point in the 
cycle is whether it is time to step into the traditional exploration and 
production segment of the energy market, including both equity and 

debt. Our thoughts: definitely walk, but don’t run. There is still a lot 
of capital chasing deals, and we are now finally just starting to see 
investors receive terms that protect their downside, which was not 
the case in 2015. 

That said, we want to acknowledge that the backdrop does finally 
appear to be shifting, as we are now finally seeing some interesting 
distressed sale opportunities from medium to large energy corporations 
that need to clean up their balance sheets, improve cash flow, and/
or protect ratings. At the moment, we believe one should still focus 
primarily on companies that are divesting assets to raise cash, versus 
backing those that want more capital to reinvest or acquire, but we 
will be watching this area closely in 1H16, given there is now a sense 
of urgency from corporates that was previously missing in 2015.

Separately, we are finally covering our Gold position to flat, compared 
to minus two previously and a benchmark weight of one percent. To 
be sure, we are not bullish on gold as an asset class, but we do think 
that recent underperformance has been substantial (down 10.7% in 
2014-2015). Moreover, if we are right that we have entered a period 
of heightened macro and geopolitical related risks, then being short 
likely does not make a whole lot of sense.

Currencies

Without question, much of our 2016 outlook centers on our belief that 
the policy divergence among major central banks — the Fed raising 
rates, while ECB, BoJ, and PBoC continue with accommodative policy 
— will result in the U.S. dollar outperforming again this year. How-
ever, we expect gains to be more muted against G10 currencies, as 
valuations are now becoming more extreme. Meanwhile, the impact 
of the steep rally in the U.S. dollar is beginning to impact domestic 
growth, which has clearly gotten the Fed’s attention.

EXHIBIT 70

We Think That the Dollar Could Have Another 
Compelling Year as the Bull Market Still Has Room to Run
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EXHIBIT 71

Growth in Many Countries Is Levered to the Exports and 
Global Trade Story
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We fully acknowledge that a long dollar position appears to be 
somewhat of a crowded trade. That said, we just do not ascribe to 
the view that the dollar will peak around the first Fed hike this cycle. 
What’s different this time is that in the developed markets many of 
the U.S.’s peers are still embarking on QE, and in some cases they 
are doing even more than in the past. Indeed, the ECB just extended 
its program and lowered its deposit rate guidance, while in Japan we 
believe that the BOJ could continue with both quantitative and quali-
tative easing again in 2016. However, bouts of risk aversion could 
cause the yen to appreciate in 2016.

Meanwhile, within EM, we fully acknowledge that a lot of pain has 
already been inflicted versus the dollar. We documented this earlier in 
Exhibit 9. However, given that we do not think the EM equity underper-
formance cycle is over and our experience in watching currencies is 
that they often undershoot fair value, we think that the road ahead for 
EM currencies will remain a challenging one versus the USD in 2016.

Here’s is our thinking on why EM currencies still face a tough road 
ahead. First, the spread between EM and DM GDP growth is now down 
to around just 100 basis points, down from 370 basis points in 2011 
and 410 basis points in 2004.10 Importantly, this growth differential is 
likely to narrow further in 2016 as emerging markets are unlikely to see 
much improvement in growth as leading politicians across EM appear 
either unwilling or unable to make the reforms necessary to “fix” the 
imbalances that ail their economies, while developed markets, Europe 
in particular, could experience an acceleration of growth in 2016.

Second, we think that China’s currency will continue to devalue ver-
sus the USD. This depreciation means that every other country now 
must think through whether it needs to further devalue to remain 
competitive. Without question, this type of behavior is destabilizing 
not only for the currency market but also the entire global capital 
markets. However, the EM markets, particularly in Southeast Asia 
and Latin America, appear most vulnerable.

10  Data as at October 7, 2015. Source: IMF, Haver Analytics. 

At the moment, our favorite currency crosses are long the USD 
against the Korean won and Singapore dollar. We believe the won 
and Singapore dollar give us protection against a slowing China as 
well as deleveraging in Asia. In both instances the cost to carry is 
quite low. Not surprisingly, we also like being short the one-year 
offshore traded renminbi (CNH) forward for both offensive and de-
fensive reasons.

Separately, we continue to suggest being long the Mexican peso 
versus the Brazilian real again this year, as we are not yet convinced 
that Brazil has made a structural low. Key to our thinking is that Bra-
zil’s export economy is largely linked to China-related activity, while 
Mexico’s fortunes are more tied to the United States.

Section III: Risks 

No doubt, there are a growing number of risks on which to focus in 
2016. We are now officially late cycle, geopolitical tensions have in-
creased, credit has begun to fray, and global flows are now choppier. 
To this end, we have been thinking about quantifying the largest risks 
in the market, and more importantly, hedging against those risks.

Risk #1: While we certainly do not profess to be technical analysts, 
we have been watching markets for long enough to know that breadth 
in many markets, the S&P 500 in particular, is deteriorating. Indeed, 
much of the current index performance seems to be driven by just a 
handful of high octane growth stocks like Amazon, Facebook, Alpha-
bet, etc. However, we are becoming increasingly worried that folks 
are beginning to pay too much per unit of growth for a select group of 
companies. All told, growth stocks can now trade at an average en-
terprise value multiple of sales of 9x. While this still falls short of the 
levels seen by similar index leadership in 1999-2000 (which reached 
as high as 20x during the tech bubble), these levels are quite high by 
any other historical measure.11

EXHIBIT 72

Market Concentration Now Appears to be an Issue
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Data as at December 31, 2015. Source: Bloomberg. 

11  Ibid. 4.
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EXHIBIT 73

Many of the Market’s High Flyers Now Seem Fully Valued

NUMBER OF 
EMPLOYEES

MARKET CAP PER 
EMPLOYEE, 000’S

TRADITIONAL BOX RETAIL

WALMART  2,200,000  93 

TARGET  366,000  126 

COSTCO  195,000  358 

MACY’S  172,500  69 

KOHL’S  31,000  308 

HYPER GROWTH

ALPHABET  53,600  9,767 

AMAZON.COM  154,100  1,913 

FACEBOOK  9,199  31,502 

ALIBABA GROUP-ADR  34,985  5,508 

Data as at January 5, 2016. Source: Bloomberg. 

To protect against the potential that narrowing market breadth is a 
more ominous sign, we believe Nasdaq Index (NDX) “put spreads” 
make a lot of sense in this environment. We see a handful of reasons 
why this trade could deliver if there is a correction in 2016. First, the 
NDX index (Nasdaq 100) will give you exposure to the markets’ most 
crowded positions (as growth stocks Facebook, Alphabet and Ama-
zon are a collective 20% of the index12). Second, the “breadth” of 
NDX now appears very thin, as these three names have contributed 
100% of the 2015 equal weighted total return (2.95% return13). 

Third, the NDX has little to no exposure to the most beaten up parts 
of the market (Energy, Materials) which have woefully underper-
formed the S&P 500 year to date. In fact, the NDX is 56% Informa-
tion Technology (Apple, Microsoft, Facebook, and Alphabet) and 20% 
Consumer Discretionary (largely Amazon and Comcast). While we 
have no individual issue with any of the companies mentioned, what 
we see is the potential for a very high correlation between the index 
constituents in any market correction. Finally, the volatility market is 
not pricing this potential correlation spike correctly. In fact, implied 
volatility on the Nasdaq is trading at only a slight premium to cor-
responding levels in S&P 500 options, which is unusual relative to 
history with the exception of the 2008 financial crisis.

12  Ibid.4.

13  Ibid.4.

RISK #2: As we have mentioned repeatedly, China’s economy is 
undergoing a significant transition. One can see an example of this 
in Exhibit 74, which shows a major slowdown in low value added 
exports at the same time that high value exports are increasing quite 
strongly. This transition, while admirable, will not always go smooth-
ly, particularly given China’s sizeable debt load and notable slowdown 
in traditional fixed investment spending.

EXHIBIT 74

China Is Rebalancing to Higher Value Add Exports; 
the Risk to Multi-Nationals Is That It Becomes Price 
Competitive in High Value Added Goods the Way It Did 
In Low Value Added
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Data as at November 30, 2015. Source: China Customs, Haver Analytics.

EXHIBIT 75

China’s Currency Could Still Be Too High for Its Level of 
Competitiveness
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Moreover, this hand-off towards high value-added services and 
exports is coming at a time when the Federal Reserve in the United 
States has changed its monetary policy. So, in terms of risk, we see 
a growing risk that, on the heels of a strong dollar post Fed lift-off, 
China is forced to devalue its currency more significantly than inves-
tors now perceive in 2016. 

Depending on one’s view about how much China may devalue in 
2016, there are a variety of trades that can be executed to hedge 
portfolio risk. For example, if one shares our view that the yuan could 
devalue 5-10% in 2016, one should just sell forward CNH. However, 
if one had a more draconian view (e.g., the yuan could move eight to 
ten percent or more in some definable time frame), we believe buy-
ing USD-CNH calls and call spreads could add some convexity to the 
payoff profile.

To note, six month at-the-money implied volatility in CNH is cur-
rently 6.5%, but there is definitely “skew” to a weakening yuan. One 
can see this in Exhibit 77, which shows that implied volatility for 6.50 
strikes is 6.6%. Meanwhile, for the 25-delta call (or 7.00 strike) the 
implied volatility is 9.0%, and for the 5 delta call (or 7.50 strike) the 
implied volatility is 12%. Although this skew may look prohibitively 
expensive to some investors, one has to remember that step change 
devaluations are never correctly priced into option markets, if one 
can get the timing right.

EXHIBIT 76

One Could Consider Buying USD/CNH Call Spreads to 
Hedge a Further China Devaluation
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EXHIBIT 77

The Forward Is Discounting That China’s Currency Will 
Continue to Move
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Risk #3: Certain Parts of the U.S. Capital Markets Appear to Be 
Extended 

With QE pushing real yields towards record lows, folks should not 
be surprised that the Federal Reserve has been successful in forc-
ing investors to move further out along the risk spectrum in search 
of higher yields and more robust total returns. This reallocation by 
investors towards “spicier” assets is also consistent with the central 
bank’s goal of debt reduction via driving nominal interest rates below 
the nominal GDP growth rate.

However, in suppressing rates, the government has increased the 
overall risks to the capital markets. For example, in today’s near zero 
rate environment the Fed has all but ensured that every M&A trans-
action is accretive. Not surprisingly, as we show in Exhibit 78, CEOs 
have responded by acquiring competitors at a torrid clip. We men-
tion the high level of activity because 2015 activity is consistent with 
other prior peaks in the market, 2000 and 2007 in particular.

“ 
We are now finally seeing some 

interesting distressed sale 
opportunities from medium to 
large energy corporations that 
need to clean up their balance 

sheets, improve cash flow, and/or 
protect ratings. 

“
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EXHIBIT 78

M&A as a Percentage of GDP Suggests We Are Now 
Approaching Peak Levels
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EXHIBIT 79

Several Macro Indicators Support Our View That It Is 
Adult Swim Only in 2016

 PERCENTAGE 
OF UNPROFIT-

ABLE IPOS

U.S. WEEKLY 
AVERAGE INI-
TIAL JOBLESS 
CLAIMS, ‘000’S

M&A AS 
A % OF 
GDP IN 

THE U.S.

CON-
SUMER 
CONFI-
DENCE

2000 80% 300 10.8% 107.6

2007 55% 321 13.3% 85.6

2015 71% 280 13.2% 92.9

Consumer confidence is calendar year average of 2000 and 2007 
and 2015; M&A is annualized. Percentage of unprofitable IPOs as at 
December 31, 2015. Other data as at November 30, 2015. Source: Bureau 
of Labor Statistics, Haver Analytics, the University of Michigan Consumer 
Sentiment Index, Factset, Professor Jay Ritter, https://site.warrington.ufl.
edu/ritter.

We also note that the thematic breadth in the market is deteriorating. 
When we joined KKR in 2011, EM equities, capital management sto-
ries (e.g., buybacks, dividends, and roll-ups), and pure growth stories 
all worked in concert. Today, it is really just high octane growth sto-
ries that are performing. On the other hand, EM equities and capital 
management stories have both begun to underperform meaningfully.

EXHIBIT 80

Buybacks Were Greater Than the Total Free Cash Flow of 
the S&P 500 in 2Q15. This Aggressive Approach Seems 
Inconsistent With Where We Are in the Cycle
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Another point to consider is that we are simply late in the cycle. 
There are multiple ways to measure this fact, but the idea that 
CEOs are now spending more than 100% of their free cash flow on 
buybacks seems misguided (Exhibit 80). What’s off in our mind is the 
timing. Indeed, just consider that, as Exhibit 81 shows, folks have now 
enjoyed seven consecutive years of positive returns in the S&P 500. 
We are not math majors or qualified statisticians, but this type of 
corporate behavior this late in the cycle seems at odds with creating 
long-term shareholder value, in our view.

Given this macro backdrop, we are – as we indicated earlier in this 
outlook piece – more than comfortable running with higher cash bal-
ances to start 2016. We would also normally argue for tactically lay-
ering in some S&P 500 put spreads when the market gets extended 
and/or the CBOE Volatility Index (VIX) dips below 15%. However as 
mentioned above, we feel today’s market is currently giving you more 
bang for your buck using Nasdaq put spreads versus S&P 500 put 
spreads as portfolio hedges.

“ 
We believe we have entered a 

multi-year credit cycle that will 
require notable deleveraging 

initiatives across both the banking 
and corporate sectors. 

“
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EXHIBIT 81

Seven Years of Positive Consecutive Performance for the 
S&P 500 Is Highly Unusual 

# OF CONSECU-
TIVE YEARS OF 

POSITIVE RETURNS START END
CUMULATIVE 

RETURN CAGR

3 1904 1906 67% 19%

3 1954 1956 111% 28%

3 1963 1965 60% 17%

3 1970 1972 40% 12%

4 1942 1945 143% 25%

4 1958 1961 102% 19%

5 2003 2007 83% 13%

6 1947 1952 148% 16%

7 2009 2015 159% 17%

8 1921 1928 435% 23%

8 1982 1989 291% 19%

9 1991 1999 450% 21%

AVG. CAGR 19%

Cumulative total return on an annual basis. Data as at December 31, 
2015. Source: http://www.econ.yale.edu/~shiller/, Bloomberg.

EXHIBIT 82

One-Year GBP Implied Volatility Is Not Pricing In Enough 
“Brexit” Risk, in Our Opinion
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Risk #4: After traveling through Asia in December 2015 and having 
not one person ask about Brexit, the U.S. political outlook, immigra-
tion, or Greece, our base view is that many political risks are currently 
undervalued. Key to our thinking is that we have entered a pivotal 
time where investors should expect more controversy surrounding 

key issues such as immigration, austerity, and globalization. We cer-
tainly do not have all the answers to all these risks, but we do think 
running with some extra protection at the aggregate level in 2016 
makes sense. 

There are also specific hedges that can be implemented to minimize 
certain event risks. For example, while we only ascribe about a one 
in three chance that Brexit becomes a reality, we do think that buying 
volatility in sterling-linked (GBP) assets makes sense. Indeed, with-
out even discussing Brexit risks, we see the British pound as slightly 
overvalued for three reasons. First, our internal KKR GMAA models 
screen the sterling as much as 10% expensive using an internal 
Purchasing Power Parity model that we adjust for wealth (using per 
capita incomes). 

Second, despite strong employment growth, the Bank of England has 
been very reluctant to raise rates, as they have pointed to weak ex-
ternal demand and a strong currency as main drivers of the observed 
output gap. Third, our work shows the value of the sterling is quite 
correlated with U.K. housing prices – which we now see softening 
after an aggressive cyclical upturn from 2011 – 2014.

Despite a potentially negative backdrop, the GBPUSD option market 
is pricing in very little fear around such a potentially disruptive event 
to capital markets. Specifically, nine to twelve month GBP puts are 
trading at around nine to ten percent implied volatility, which is only a 
slight (one percent) premium to one year historical realized volatility. 
As seen in Exhibit 82, one-year GBP implied volatility can move well 
into the high teens – as we saw in both the 2008 financial crisis and 
the broader 2010-2012 Euro financial crisis. We suggest 12 month 
puts struck somewhere between four to eight percent out of the 
money, as a cheap low cost Brexit hedge risk, that also works along 
our fundamental valuation framework.

“ 
We think that China’s currency 
will continue to devalue versus 

the USD. This depreciation means 
that every other country now 
must think through whether it 

needs to further devalue to remain 
competitive. 

“
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Section IV: Conclusion

As we have spent time researching and writing this 2016 Outlook, 
our confidence that we are late cycle has only grown. Valuations are 
not cheap, central bank policy in the U.S. is changing, and margins 
appear to have peaked. We also see some structural headwinds in the 
credit market, including a slowdown in global trade, surging Internet 
sales, and intensifying weakness in commodity-related enterprises, 
that give us pause. Finally, we believe that we have entered a new 
era in China, as the country is now exporting capital and deflation, 
not cheap goods that benefit global consumers.

With these thoughts in mind, we elected to tilt the portfolio more 
defensively in 2016. We have raised Cash, turned more cautious on 
Public Equities, and sought out more idiosyncratic risks across Fixed 
Income and Alternatives. 

If we are wrong and robust markets ensue in 2016, we think it will 
be linked to us being wrong about the dollar and the Fed. Simply 
stated, we believe a higher dollar from current levels will exacerbate 
risk-off, while a lower dollar will act somewhat as a tonic towards 
the stress we now see in EM equities and overall credit. Indeed, a 
weaker U.S. dollar would give the Chinese central bank much more 
flexibility around its devaluation strategy, a clear positive for global 
risk premiums.

Regardless of whether the market moves up or down in 2016, we 
think that there are still attractive ways to seek a return. For start-
ers, we are quite bullish on the sizeable illiquidity premium that 
has emerged, as banks and brokers further shrink their footprints. 
Importantly, we saw this opportunity set expand nicely across both 
geography and asset class at the end of 4Q15, and as such, in 2016 
we feel like lenders now control many of the key variables in transac-
tions, including call protection, leverage, and documentation. 

Second, we are increasingly confident in the global consumer. 
Outside of the U.S., we would continue to focus on value-added 
services, including insurance, environmental, and basic healthcare. In 
the U.S. and Europe, our message is to clearly focus on experiences, 
not things. 

Third, we think that China’s ongoing debt unwind will lead to new and 
exciting opportunities for Distressed/Special Situations investors. 
Simply stated, too many countries have run with nominal lending 
above nominal GDP, and as these growth rates re-adjust, there will 
be significant opportunities for restructurings, recapitalizations, and 
repositionings. 

Finally, within Real Assets we continue to focus on investments that 
can provide yield and growth. Infrastructure, pipelines, and parts of 
real estate, including complex credits, all appear appealing, though 
we think that some type of value-added approach is needed to justify 
prices paid when buying direct hard assets. In terms of traditional 
real assets, we remain cautious on most major commodity prices. 
Hence, we remain cautious on the many traditional liquid commodity 
notes and swaps that Wall Street has created in recent years.

Our bottom line: Now is not the time to stretch on price or overcom-
mit to acquisition-driven stories. Be disciplined, get long idiosyncratic 
ideas, hedge out unwanted beta, and be patient. Sometimes being 
defensive, including raising some extra cash, is actually an offensive 
move as it creates optionality when the future appears most uncer-
tain. In our view, now could be one of those times.
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Important Information

The views expressed reflect the current views of Mr. 
McVey as of the date hereof and neither Mr. McVey nor 
KKR undertakes to advise you of any changes in the 
views expressed herein. Opinions or statements regard-
ing financial market trends are based on current market 
conditions and are subject to change without notice. 
References to a target portfolio and allocations of such 
a portfolio refer to a hypothetical allocation of assets 
and not an actual portfolio. The views expressed herein 
and discussion of any target portfolio or allocations may 
not be reflected in the strategies and products that KKR 
offers or invests, including strategies and products to 
which Mr. McVey provides investment advice to or on 
behalf of KKR. It should not be assumed that Mr. McVey 
has made or will make investment recommendations in 
the future that are consistent with the views expressed 
herein, or use any or all of the techniques or methods 
of analysis described herein in managing client or pro-
prietary accounts. Further, Mr. McVey may make invest-
ment recommendations and KKR and its affiliates may 
have positions (long or short) or engage in securities 
transactions that are not consistent with the information 
and views expressed in this document.

The views expressed in this publication are the personal 
views of Henry McVey of Kohlberg Kravis Roberts & Co. 
L.P. (together with its affiliates, “KKR”) and do not nec-
essarily reflect the views of KKR itself or any investment 
professional at KKR. This document is not research and 
should not be treated as research. This document does 
not represent valuation judgments with respect to any 
financial instrument, issuer, security or sector that may 
be described or referenced herein and does not repre-
sent a formal or official view of KKR. This document is 
not intended to, and does not, relate specifically to any 

investment strategy or product that KKR offers. It is be-
ing provided merely to provide a framework to assist in 
the implementation of an investor’s own analysis and an 
investor’s own views on the topic discussed herein.

This publication has been prepared solely for informa-
tional purposes. The information contained herein is 
only as current as of the date indicated, and may be 
superseded by subsequent market events or for other 
reasons. Charts and graphs provided herein are for 
illustrative purposes only. The information in this docu-
ment has been developed internally and/or obtained 
from sources believed to be reliable; however, neither 
KKR nor Mr. McVey guarantees the accuracy, adequacy 
or completeness of such information. Nothing contained 
herein constitutes investment, legal, tax or other advice 
nor is it to be relied on in making an investment or other 
decision.

There can be no assurance that an investment strategy 
will be successful. Historic market trends are not reliable 
indicators of actual future market behavior or future per-
formance of any particular investment which may differ 
materially, and should not be relied upon as such. Target 
allocations contained herein are subject to change. 
There is no assurance that the target allocations will 
be achieved, and actual allocations may be significantly 
different than that shown here. This publication should 
not be viewed as a current or past recommendation or a 
solicitation of an offer to buy or sell any securities or to 
adopt any investment strategy.

The information in this publication may contain projec-
tions or other forward‐looking statements regarding 
future events, targets, forecasts or expectations regard-
ing the strategies described herein, and is only current 
as of the date indicated. There is no assurance that such 

events or targets will be achieved, and may be signifi-
cantly different from that shown here. The information in 
this document, including statements concerning financial 
market trends, is based on current market conditions, 
which will fluctuate and may be superseded by subse-
quent market events or for other reasons. Performance 
of all cited indices is calculated on a total return basis 
with dividends reinvested. The indices do not include 
any expenses, fees or charges and are unmanaged and 
should not be considered investments.

The investment strategy and themes discussed herein 
may be unsuitable for investors depending on their spe-
cific investment objectives and financial situation. Please 
note that changes in the rate of exchange of a currency 
may affect the value, price or income of an investment 
adversely.

Neither KKR nor Mr. McVey assumes any duty to, nor 
undertakes to update forward looking statements. No 
representation or warranty, express or implied, is made 
or given by or on behalf of KKR, Mr. McVey or any other 
person as to the accuracy and completeness or fairness 
of the information contained in this publication and 
no responsibility or liability is accepted for any such 
information. By accepting this document, the recipient 
acknowledges its understanding and acceptance of the 
foregoing statement.

The MSCI sourced information in this document is the 
exclusive property of MSCI Inc. (MSCI). MSCI makes no 
express or implied warranties or representations and 
shall have no liability whatsoever with respect to any 
MSCI data contained herein. The MSCI data may not be 
further redistributed or used as a basis for other indices 
or any securities or financial products. This report is not 
approved, reviewed or produced by MSCI.
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