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Adult Swim Only:  
2016 Mid-year Update
We stick to our base case that we remain in an “Adult 
Swim Only” investment environment, as we see more 
asynchronous growth ahead. Against this backdrop, 
however, we still see significant opportunity. Private 
Credit has emerged as one of our favorite investment 
ideas in today’s current environment of low rates and 
uneven global growth. Not surprisingly, we also favor 
Real Assets that can deliver yield and growth, and our 
research suggests Private Equity is likely to outperform 
Public Equity at this point in the cycle. We are not 
advocating huge sector and style bets at present; rather, 
we would focus on opportunities where quality assets 
with complexity are trading at discounts to their intrinsic 
values. By comparison, we are growing increasingly 
concerned about the valuations of defensive and certain 
growth-oriented assets.
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From our macro perch at KKR, it definitely feels like 2016 has 
emerged as a year of “Adult Swim Only.” Markets have cut a wide 
swath so far this year, enticing investors to buy and/or sell often at 
what was – in hindsight – likely the time to do the exact opposite of 
what one’s emotional core was suggesting.

Importantly, as we have seen with recent events in the United King-
dom, there is certainly more to making good investments these days 
than just understanding the fundamentals. Indeed, similar to other 
post-crisis periods in history, we are now seeing a notable splinter-
ing of political harmony – one that extends from Europe to the United 
States, Latin America, and even Asia. In our view, this shift in the 
geopolitical landscape could be a secular, not a cyclical, phenomenon.

We are sticking to our playbook that we are later cycle, favoring 
idiosyncratic opportunities over beta-related plays. We still prefer 
Credit to Equities, and within Credit, we are most intrigued by the op-
portunities we see related to periodic dislocations and/or structural 
changes across the banking system. 

As we discuss in more detail below, our bigger picture belief is that 
financial assets with predictable cash flows could now be overpriced 
in many instances. On the other hand, “complexity” (i.e., stories that 
lack EPS visibility or some type of industry taint) now seems to be 
trading at a discount, particularly in unloved sectors of the market. 
In our view, this discrepancy may be one of the most important arbi-
trages in the market right now.

Despite the negative overhang of Brexit, we are not yet calling for 
a recession and/or bear market. However, similar to what we laid 
out in our January Insights piece, Outlook for 2016: Adult Swim Only, 
we still see more limited upside to financial asset appreciation than 
in prior years – and with higher volatility. If we are right, then an 
investor should expect a lower return per unit of risk across most 
asset classes. Key to our thinking is that – compliments of global QE 
– many asset price returns have been pulled forward amidst below 
average volatility, as central banks have driven yields down to record 
lows. Consistent with this outlook are two important global macro 
trends that we believe are worthy of investor consideration:

• First, with $9.9 trillion in negative yielding bonds, we think that 
there are now diminishing returns to QE at this point in the cycle1;

• Second, given the recent surge in debt financing across public 
and private capital structures, we believe returns on incremental 
leverage in many parts of the global economy may have peaked 
and may actually be declining in many instances.

That said, global central bank policy remains formidable, and of late, 
we are encouraged that the Federal Reserve is now more focused on 
the trajectory of currencies, the U.S. dollar in particular. Key to our 
thinking is that the dollar, when undeterred in its movement upward, 
can restrict financial conditions – sometimes more than what an 
actual rate increase might otherwise accomplish.

With these thoughts in mind, we are making a few tweaks, though no 
major changes, to our portfolio in an effort to reflect our latest think-
ing. In addition, we are also using this mid-year update to provide 

1 Data as at May 31, 2016. Source: Bloomberg.

some additional color on where our conviction levels have increased 
and/or decreased. See below for details, but we note the following:

We are reducing Cash by three percent to four percent from seven 
percent versus a benchmark of two percent and adding three per-
cent to Mezzanine/Asset Based Lending within our Private Credit 
allocation. See Exhibit 1 for details, but our total weighting in Private 
Credit related investments — including both Mezzanine/Asset Based 
Lending and Direct Lending — moves to 13% from 10% in January 
and a benchmark of zero across the two asset classes. Given the shift 
towards negative interest rates and ongoing and intensifying regula-
tion of the banks, we are seeing a major spike in opportunities in the 
mezzanine and asset-based lending areas of the global economy, Eu-
rope in particular. Indeed, some of the more interesting risk-adjusted 
opportunities we are seeing from a direct and co-investment stand-
point are now occurring in situations where banks have fallen away 
as the traditional lender of choice. Moreover, many of these opportu-
nities are occurring when volatility heads higher, not lower; as such, 
we like the somewhat counter cyclical component to this offering.

More than ever, we feel confident about our outsized bet across 
Private Credit. As we mentioned earlier, we are seeing a variety of 
different opportunities across Private Credit (Direct Lending, Asset 
Based Lending, Mezzanine, etc.), which makes us feel comfortable 
with an allocation that is 13% outside our benchmark and could likely 
lead to significant tracking error over time. Our positive rationale 
rests on three pillars. First, with leveraged lending guidelines now 
being enforced more strictly, corporate and financial acquirers must 
look beyond traditional financial intermediaries to support their deals. 
Second, there is less capital available for small-to-medium-size busi-
nesses, as banks reduce their footprints amidst shrinking net interest 
margins and heightened regulation. Finally, we think that current deal 
terms now often favor the lender, not the borrower, which is differ-
ent than 12 to 18 months ago.

We are moving five percent from Distressed/Special Situations 
towards Actively Managed Opportunistic Credit. Without question, 
we are seeing attractive opportunities in niche credit markets such as 
closed-end funds, certain CLO assets, and periodic "hung" loans. By 
comparison, we think QE is denting some of the Distressed/Special 
Situations opportunities that we originally thought might occur at this 
point in the cycle.

We continue to favor Real Assets with yield and growth, but we 
also think that certain commodities are bottoming. See below for 
details, but we believe that areas like infrastructure, real estate credit, 
MLPs, etc., remain potentially interesting investment opportunities 
for institutions and individuals looking to earn not only above-market 
yield but also some above-average growth in the value of the underly-
ing assets. Meanwhile, our research also shows that several commod-
ities have corrected towards the level of prior secular bear markets 
both in terms of price and time (Exhibits 57 and 58). Selectivity is still 
required though, and at the moment, we favor oil and copper over as-
sets with fewer supply-side adjustments, including iron ore.

We no longer see any rate increases in 2016, which also has implica-
tions for the U.S. dollar. If there is one area where our thinking has 
changed since the beginning of the year, it is around Fed hikes and the 
dollar. In particular, in its recent communications the Fed now appears 
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to openly acknowledge that ongoing dollar strength could tighten global 
financial conditions towards an uncomfortable level. In essence, it ap-
pears that it has expanded its criteria for monetary policy changes to 
include not only domestic growth and inflation but also a multitude of 
foreign risks, China and Brexit in particular. In particular, it seems the 
Fed is now more concerned about deflation than inflation, and as such, 
a flat to weaker dollar helps the reflation trade by putting an implicit bid 
into commodity prices. To be sure, all the aforementioned commentary 
suggests a weaker dollar. However, after recent events in Europe, we 
see the dollar reemerging as a “safe haven” play against many curren-
cies, including the GBP and the euro, in the second half of 2016.

We are still comfortable being underweight Public Equities relative 
to Private Equity at this point in the cycle. Since our January outlook 
piece (when we went underweight Public Equities for the first time 
since arriving at KKR) we have done a “deep dive” into the relative at-
tractiveness of Private Equity versus Public Equity at the later stages of 
an expansion, and our conclusion leads us to own more Private Equity 
than Public Equity. Within Private Equity, we still favor consumer-facing 
investments, spin-offs, and restructurings. Overall, though, similar to 
public markets, we think valuations are reasonably full in many instanc-
es, and as such, some other levers are likely required to hit one’s return 
hurdle 84 months into the current economic expansion. Meanwhile, 
within global Public Equities, we have concentrated our overweight 
in developed markets into the United States, with equal positions in 
Europe and Japan. We also want to highlight that our macro dashboard 
is actually starting to flash a more positive signal towards the equities 
of Emerging Markets, which represents somewhat of a sea change after 
68 months of underperformance. See below for more details. 

We are less inclined to make big sector and style bets at this point 
in the cycle. From 2000-2010 an investor profited handsomely by 
being long China Growth (Materials, Energy and Industrials) at the 
expense of growth-oriented stocks and certain defensive stocks. 
From 2010-2015, doing almost the exact opposite produced reward-
ing results. Today, we see a world where growth and defensive 
investments appear quite expensive, but we are not yet certain that all 
“value” parts of the market fully reflect some of the structural caution 
we feel about China’s slowdown and/or the difficult position that many 
large global financial institutions now face. As such, we think that 
some balance of approach is required – one that is cognizant that the 
market may be overvaluing simplicity of story relative to complexity.

The investment community now better appreciates that there are 
limits to central bank intervention, negative rates in particular. 
Indeed, despite massive amounts of bond buying, European equities 
are now down about 20% during the last 12 months while Japanese 
equities have fallen about 30% during the same period. See below 
for details, but our conclusion is that investors now better understand 
that lower rates and more stimulus suggest slowing nominal growth 
and low returns likely lie ahead. In our view, this realization repre-
sents a sea change from earlier beliefs that more QE means that risk 
assets just look even more compelling relative to a risk free rate that 
is being “artificially” impacted by central bank intervention.

We continue to look for ways to mitigate risks. Though we have 
reduced our Cash position by three percent, we still remain overweight 
Cash by two percent (four percent versus a benchmark of two percent). 
In our humble opinion, when volatility is increasing and correlations are 

doing funny things, there is no substitute for Cash as an asset class. 
Meanwhile, we also think having some hedges makes sense. See below 
for details, but my colleague Brett Tucker believes that shorting the 
Chinese yuan and buying protection in High Yield credit default swaps 
(CDX) makes sense at this point in the cycle. We also think that the 
GBP has further downside if we are right that the United Kingdom may 
face a “stagflationary” type environment in 2017. Details follow.

EXHIBIT 1

KKR GMAA 2016 Target Asset Allocation Update

ASSET CLASS

KKR GMAA 
JUNE 2016 

TARGET (%)

STRATEGY 
BENCHMARK 

(%)

KKR GMAA 
JANUARY 2016 

TARGET (%)
PUBLIC EQUITIES 51 53 51

U.S. 22 20 21

EUROPE 15 15 16

ALL ASIA EX-JAPAN* 5 7 5

JAPAN* 5 5 5

LATIN AMERICA 4 6 4

TOTAL FIXED INCOME  27 30  19

GLOBAL GOVERNMENT 3 20 3
MEZZANINE/ASSET 
BASED LENDING 3 0 0

HIGH YIELD 0 5 0

LEVERED LOANS 6 0 6

HIGH GRADE 0 5 0

EMERGING MARKET DEBT 0 0 0
ACTIVELY MANAGED OP-
PORTUNISTIC CREDIT 5 0 0

FIXED INCOME HEDGE 
FUNDS 0 0 0

 DIRECT LENDING 10 0  10

REAL ASSETS 8 5 8

REAL ESTATE 3 2 3
ENERGY / INFRASTRUC-
TURE 5 2 5

GOLD 0 1 0

OTHER ALTERNATIVES 10 10 15

TRADITIONAL PE 5 5 5
DISTRESSED / SPECIAL 
SITUATION 5 0 10

GROWTH CAPITAL / VC / 
OTHER 0 5 0

CASH 4 2 7

*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 June 24, 2016. Source: KKR Global Macro & Asset Allocation (GMAA).

Looking at the big picture, our base case remains that we are still in 
an “Adult Swim Only” environment. Our indicators still point to the 
notion that we are later cycle, volatility is headed higher, growth ver-
sus value valuation divergence is extremely wide, and profit margins/
returns on capital have peaked. To be sure, we feel better today than 
in January that the U.S. dollar will not restrict financial conditions as 



5KKR  INSIGHTS: GLOBAL MACRO TRENDS

much as it has in recent years, but we remain increasingly concerned 
about the diminishing impact of monetary stimulus on economies 
around the world. Also, our research leads us to conclude that there 
is little to no evidence supporting increased capex spending from 
negative interest rates on the corporate side. 

Meanwhile, public market equity valuations appear full in many 
instances, and we see limited expansion for price-to-earnings ratios 
from current levels. See below for details, but even with relatively 
generous assumptions, our five-year forward expectation for Public 
Equities is now just less than six percent. Finally, the rise of popu-
lism in Europe, the U.S., and China will complicate reforms needed 
to spur economic growth (tax reforms, sustainable pensions, focus 
on productivity). Instead, we see proposals to restrict trade, immi-
gration and anti-business regulation and rhetoric. This viewpoint is 
important because it suggests a higher risk premium is now required 
to compensate for outcomes that support the politics of blame at the 
expense of the politics of growth.

EXHIBIT 2

Post-Crisis Returns of a Standard 60/40 Equities and 
Bond Portfolio Have Been Remarkably Strong…
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Data as at March 31, 2016. Source: http://www.econ.yale.edu/~shiller/
data.htm, KKR Global Macro & Asset Allocation analysis.

EXHIBIT 3

…But We Now Wonder How Much Better It Can Get, 
Particularly When It Comes to Return per Unit of Risk 
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Data as at March 31, 2016. Source: http://www.econ.yale.edu/~shiller/
data.htm, KKR Global Macro & Asset Allocation analysis.

Against this backdrop, we are not suggesting asset allocators stop 
deployment of capital. In fact, that strategy itself actually has sig-
nificant risks. Rather, we are saying we are in a different environ-
ment than 2011-2015, and accordingly, we prefer more idiosyncratic 
investments than beta-linked plays. We also like draw-down capital 
structures that increase our ability to “zig” when market sentiment 
makes us want to “zag.” 

Right now we are finding many of these opportunities in Credit and 
parts of Real Assets, and as such, we have significant overweight 
positions in these areas. Meanwhile, in Private Equity we favor 
divestitures, acquisition-driven stories that leverage cheap financ-
ing, and significant operational improvement stories. These more 
value-added approaches make sense to us in a world where nominal 
revenue growth is harder to find and valuations of quality businesses 
are generally expensive. Finally, with nominal lending so far ahead 
of nominal GDP in many countries, we like having the capital and 

EXHIBIT 4

Recent Historical Performance Suggests Lower Returns and More Volatility Lie Ahead

EQUITIES ROLLING 5-YEAR BONDS ROLLING 5-YEAR EQUITIES/BONDS ROLLING 5-YEAR
RETURN VOLATILITY  RETURN /

RISK
RETURN VOLATILITY  RETURN /

RISK
RETURN VOLATILITY  RETURN /

RISK

CURRENT 11.4% 10.1%  1.13 4.8% 5.6%  0.86 9.0% 5.1%  1.75 

AVERAGE SINCE 1956 10.7% 11.9%  1.00 5.9% 6.0%  0.99 8.9% 7.8%  1.22 

MEDIAN SINCE 1956 11.1% 11.5%  1.04 5.2% 6.0%  0.95 8.6% 7.9%  1.22 

STANDARD DEVIATION 7.3% 2.4%  0.73 4.0% 2.3%  0.53 4.9% 1.6%  0.71 

Data as at March 31, 2016. Source: http://www.econ.yale.edu/~shiller/data.htm, KKR Global Macro & Asset Allocation analysis.

http://www.econ.yale.edu/~shiller/data.htm
http://www.econ.yale.edu/~shiller/data.htm
http://www.econ.yale.edu/~shiller/data.htm
http://www.econ.yale.edu/~shiller/data.htm
http://www.econ.yale.edu/~shiller/data.htm
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expertise to help companies restructure, as credit creation growth 
diminishes towards a more reasonable level.

Section II: Key Themes/Investment Opportunities

“Man is not born to solve the problem of the universe, but to find out 
what he has to do; and to restrain himself within the limits of his com-
prehension.”  
— Johann Wolfgang von Goethe

In the following section we detail some of our key changes and 
macro themes we think are worthy of investor attention.

In terms of key macro themes that we describe in more detail below, 
we note the following:

The Asynchronous Recovery Continues; We Make Further Downward 
Revisions to Global GDP 

As we detailed a while back (see Investment Implications of an Asyn-
chronous Global Recovery, September 2014), our base view remains 
that we are living in a slower growth, low inflation world where 
economic “lift-off” speed is hard to achieve. Thus far in 2016, we see 
nothing in the macro data that suggests we should change our view. 
In fact, even we have been too optimistic, and as a result, we feel 
compelled to use our 2016 mid-year update to again trim some GDP 
numbers. We note the following:

United States In April, we lowered our 2016e U.S. GDP to 1.8% 
from 2.2% previously. Incoming U.S. data have improved somewhat 
since then, but given ongoing Brexit-related market stresses, we 
want to keep our forecast positioned conservatively. Overall, the key 
recent structural story for the U.S. remains intact—namely, resilient 
consumer and government spending is offsetting the hit to the more 
cyclical parts of the economy from the energy bust and the strong 
dollar. What has changed in our thinking are the following consider-
ations (Exhibit 5): 

1. We now see consumer growth trends as having plateaued at a 
high level (previously we looked for continued acceleration); and 

2. We now think investment and trade growth will continue deterio-
rating a bit further (previously we looked for some stabilization at 
low levels). 

At the time of our GDP revision in April, consensus 2016 GDP esti-
mates still looked too high at 2.2%. However, since then the consen-
sus has come down towards our 1.8% estimate. Put another way, 
we are no longer as strenuously at odds with the consensus as we 
were in the first part of the year. At the same time, however, we 
continue to see little scope for an upside break-out to growth.

EXHIBIT 5

Our Current 1.8% GDP Forecast Assumes Consumption 
Growth Has Peaked, While Investment and Trade Are 
Continuing to Drag on Growth
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e = KKR Global Macro & Asset Allocation estimates. Data as at May 31, 
2016. Source: U.S. Bureau of Economic Analysis, Haver Analytics, KKR 
Global Macro & Asset Allocation analysis. 

EXHIBIT 6

Due to Resilient Core CPI and Recovering Energy Prices, 
We Are Now Above Consensus on Inflation for the First 
Time in Two Years
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-0.3%
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Food & Energy)

Drag from 0% 
Food Inflation

Drag from -1% 
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Headline CPI

Components of KKR GMAA
2016e U.S. Inflation Forecast

-0.1%
previously Up from

-0.6%
previously
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from 2.0%
previously

Up
from 1.25%
previously

e = KKR Global Macro & Asset Allocation estimates. Data as at June 24, 
2016. Source: U.S. Bureau of Economic Analysis, Haver Analytics, KKR 
Global Macro & Asset Allocation analysis.

“ 
Our research now suggests a 
more volatile path for the U.S. 

dollar in 2016. 
“

http://www.goodreads.com/author/show/285217.Johann_Wolfgang_von_Goethe
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Consistent with our modest growth expectations, we have also 
recently adjusted down our interest rate expectations. Specifically, 
we have moved to no Fed hikes this year (versus two previously), 
and three hikes next year (down from four previously). Some factors 
influencing our thinking on Fed policy include the coordinated easing 
we expect from other global central banks in the wake of the Brexit 
vote, and the global pressures that we see constraining the Fed’s 
ability to hike without inverting the yield curve. Our evolving rates 
views lead us to lower our U.S. 10-year yield targets to 1.75% for 
2016 (versus 2.6% previously) and 2.25% at the cycle peak in 2017 
(versus 3.0% previously). Consistent with our more dovish outlook, 
we now think the U.S. dollar has entered a range-bound—albeit vola-
tile—period that could persist for some time until the dollar reasserts 
itself for its next leg higher. 

While our U.S. growth outlook remains muted, one thing that has 
been moving up of late is our inflation outlook. We now see U.S. CPI 
inflation coming in at 1.5% in 2016 (Exhibit 6), which is up from our 
January outlook of 1.25% and above the current consensus of 1.3%.

Europe In Europe, we are now looking for 1.3% growth in 2016, 
down from 1.9% at the start of the year. We now plan for a material 
hit to growth from the Brexit vote, which we believe will cut overall 
European GDP growth in half over the coming two quarters (from 40 
basis points growth per quarter in 3Q16 and 4Q16 to under 20 basis 
points). Although the situation remains fluid, our big concern is that 
the European Union has a strong incentive to play tough with the 
U.K., meaning this situation may get worse before improving.

Interestingly, even prior to Brexit, our research indicated that several 
macro variables across Europe had deteriorated meaningfully, in our 
view. First is the strength of the euro, which has shifted from being a 
10% tailwind at the start of the year to a two to five percent head-
wind throughout the first half of 2016. (Exhibit 7). Without question, 
the euro’s sudden reversal was a big part of Europe’s dismal first 
quarter earnings season. Just consider that in the first quarter of 
2016, 20% of companies missed their revenue estimates, the worst 
revenue miss in 10 quarters2.

Second, European regulators have punished banks beyond what we 
expected to see – often with painful side effects. In fact, it looks like 
the regulatory tightening has effectively offset European Central Bank 
(ECB) accommodation, so that financial conditions in the Eurozone 
are worse now than they were at the start of the year, despite sub-
stantial further easing from the ECB. Third, we have moderated our 
view of the European residential construction sector. True, construc-
tion has been a tailwind to GDP so far in 2016 (Exhibit 7), but our 
research suggests that there is actually less future growth potential 
than we thought at the start of the year. Key to our thinking is that, 
while U.S. household headship rates (i.e., heads of household) fell 
meaningfully during the Great Recession, European headship rates 
continued to rise through the crisis, making the backdrop less posi-
tive as we look forward. Specifically, we forecast that the average 
change in U.S. housing completions could increase by 24% in the 
2016-2020 period compared to 2015 levels. In Europe, we see only 
13% upside over the same period. As such, we are now less excited 
about the sector’s contribution to future growth than we were at the 
start of the year (notwithstanding the improvement in building per-

2 Data as at March 31, 2016. Source: Goldman Sachs Research.

mits we saw in the Eurozone in the first half of 2016).

In terms of inflation, we are now expecting just 10 basis points of 
inflation for 2016, compared to our 1.0% forecast previously. This re-
flects our expectation of weaker demand following Brexit. In addition, 
oil remains a major headwind to inflation, and is down 20% year-
over-year in euro terms. Moreover, we note that each of the four ma-
jor inflation sub-categories, including food, alcohol & tobacco, energy, 
services, and non-energy industrial goods, has either deteriorated or 
stood still, in year-over-year terms, since December 2015.

Looking at the bigger picture, our core belief is that Brexit is an event 
with significant consequences for the European economy that will 
only become fully apparent with the passage of time. In our view, 
the recent vote in the United Kingdom was really a referendum 
on important socioeconomic issues, including immigration, trade, 
and productivity. As such, we would argue that this shock will be 
measured in years, not in months or days as was the Lehman crisis 
in 2008, or even Grexit in 2011. Lehman involved a real and present 
danger to the global financial architecture, while Grexit introduced 
FX redenomination risk into an undercapitalized European banking 
system. Our bottom line: we see the U.K.’s recent decision to exit the 
European Union as a significant and durable challenge to democra-
cies around the world, but not something that will ultimately prevent 
investors from deploying capital in the region over time. In fact, we 
are likely to see some interesting opportunities amidst the dislocation 
and reorganizations that are bound to occur as many corporations, 
multinationals in particular, adapt to the new environment.

EXHIBIT 7

Even Before Brexit, Four of Five Key GDP Drivers Had 
Turned Less Supportive

 DEC-15 LATEST CHANGE DIRECTION

EURO TRADE 
WEIGHTED INDEX, Y/y 
% CHG

-10% 2% 11% 

BRENT OIL (€), Y/y% 
CHG -35% -26% 9% 

CONSENSUS WORLD 
GDP GROWTH, 2016 3.4% 3.0% -0.4% 

EURO ZONE FINAN-
CIAL CONDITIONS 
INDEX

-0.36 -0.38 -0.02 

EURO ZONE BUILDING 
PERMITS INDEX 89.6 92.0 2.4 

Data as at June 5, 2016. Source: Bloomberg, Eurostat. Eurozone 
residential permits are indexed to 2010=100. The Bloomberg Financial 
Conditions Index is indexed so that zero is the divide between 
accommodative and contractionary conditions.
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EXHIBIT 8

U.S. Household Formations Have Greater Potential Than 
in Europe, as We Expect U.S. Headship Rates to Recover 
From Their Dramatic Fall
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Data as at July 29, 2015. Headship rate = percent of people who are 
heads of households (headship rate falls if fewer people are forming 
households). Source: UN, National Statistical Offices, KKR Global Macro 
& Asset Allocation analysis. 

Brazil We are sticking to our GDP forecast of -3.75% for 2016, but 
we are adjusting upwards our inflation forecast to 8.0% from 7.5% 
this year. Unfortunately, despite the potential for permanent change 
in government, the real economy remains challenged. Importantly, we 
think consumption will continue to contract as the labor market has 
deteriorated significantly in recent quarters. All told, the unemploy-
ment rate has increased to 11.2% from 6.5% at the end of 2014.3 
Moreover, real wage growth is now in negative territory, which com-
bined with falling employment and tighter credit availability creates 
strong headwinds for consumption, which accounts for 63% of GDP.4 

On the inflation side, we acknowledge that 1) we have seen some im-
provements as the Brazilian real has strengthened 16% year-to-date 
in 2016;5 2) the output gap has put downward pressure on market-
based prices. However, the downward adjustment in administered 
prices has been slower than we anticipated, more than offsetting the 
two aforementioned improvements in inflationary trends. As a result, 
we are adjusting our CPI estimate upwards to 8.0%. 

China We do not think China can escape the impact of Brexit and are 
lowering our GDP estimate by 10 basis points to 6.4%. After raising 
our GDP estimate in line with consensus of 6.5% in April, we think it 
will be hard for authorities to achieve their 6.5% target for the year, 
as Brexit will put further pressure on U.K. as well as Euro-area trade 
activity.

3 Data as at May 31, 2016. Source: Bloomberg.

4 Data as at March 31, 2016. Source: Bloomberg.

5 Ibid.3.

EXHIBIT 9

We Still See the Current Growth Environment As 
Challenging

2016 GROWTH & INFLATION BASE CASE ESTIMATES

 

KKR GMAA 
TARGET REAL 
GDP GROWTH

BLOOMBERG 
CONSENSUS 
REAL GDP 
GROWTH

KKR GMAA 
TARGET 

INFLATION

BLOOMBERG 
CONSENSUS 
INFLATION

U.S. 1.8% 1.9% 1.5% 1.3%

EURO AREA 1.3% 1.5% 0.1% 0.3%

CHINA 6.4% 6.5% 2.0% 1.7%

BRAZIL -3.75% -3.8% 8.0% 8.6%

GDP = Gross Domestic Product. Bloomberg consensus estimates as at 
June 24, 2016. Source: KKR Global Macro & Asset Allocation analysis of 
various variable inputs that contribute meaningfully to these forecasts.

EXHIBIT 10

Our Base Case Is That the CAGR of Global GDP Remains 
Under Three Percent Thru 2020; We Have Modeled in a 
Modest Slowdown in Late 2017/2018
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Bull Case Base Case Bear Case

Global GDP

Memo: CAGR
2005-2015    2.7%
2015-2020e (Base) 2.7%
2015-2020e (Bear) 1.7%
2015-2020e (Bull)  3.3%

e = KKR Global Macro & Asset Allocation estimate. Data as April 8, 2016. 
Source: IMF, Haver Analytics. 

“ 
As we laid out in our January 

2016 outlook piece, we are 
still constructive on the global 

consumer. 
“
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EXHIBIT 11

The Global Economy Is Now Slower Growing and More 
Volatile…

4.3%

0.2%

3.1%

0.7%

Avg. Annual Global GDP Growth Annual Global GDP Volatility

Average Annual GDP Growth and Volatility, %

2004-2007 2010-2015

Data as at April 12, 2016. Source: IMF, Haver Analytics. 

EXHIBIT 12

…While U.S. Wages Are on the Upswing
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Data as at February 26, 2016. Source: U.S. Bureau of Economic 
Analysis, Haver Analytics, KKR Global Macro & Asset Allocation analysis.

Low Rates => Low Returns => More Creativity Required 

At the risk of being labeled Master of the Obvious, today’s macro 
backdrop – which includes high P/E ratios on stocks and low yields 
on bonds – appears an extremely challenging one for investors 
looking for outsized returns in public markets. In particular, we just 
do not see how traditional pensions, endowments, and individual 
investors are going to meet their historical returns bogeys in a world 
when $9.9 trillion of liquid fixed income instruments now have a 

negative yield6. The magnitude of this macro headwind is well laid 
out in Exhibit 15, which shows how little of the Barclays Global Ag-
gregate subsectors yield north of three percent relative to before the 
Financial Crisis. Not surprisingly, against this backdrop of already 
low rates, we now forecast U.S. government bonds to deliver just a 
-0.3% annualized total return in our base case during the next five 
years. One can see our base, bull, and bear case forecasts in Exhibit 
13.

EXHIBIT 13

Our Return Forecast for Traditional Fixed Income Suggests 
Investors Will Have to Look Elsewhere for Returns

BASE CASE BULL CASE BEAR CASE

CURRENT U.S. 10YR YIELD 1.6% 1.6% 1.6%

2020E U.S. 10YR YIELD 2.5% 3.5% 1.5%

ANNUALIZED PRICE RETURN -1.8% -3.7% 0.1%

YIELD 1.6% 1.6% 1.6%

ANNUALIZED TOTAL RETURN -0.3% -2.2% 1.7%

e = KKR Global Macro & Asset Allocation estimate. Data as at June 24, 
2016. Source: Bloomberg, KKR Global Macro & Asset Allocation analysis.

EXHIBIT 14

Public Equities Too Now Face More Limited Upside, in 
Our Opinion

U.S. PUBLIC EQUITIES
5 YR. BASE 

CASE
5 YR. BULL 

CASE
5 YR. BEAR 

CASE

NOMINAL EARNINGS GROWTH 5.5 7.0 4.0

CHANGE IN P/E -2.0 0.0 -6.0

DIVIDENDS 2.0 2.2 1.8

PUBLIC EQUITY TOTAL RETURN 5.5 9.4 -0.5

Data as at May 13, 2016. Source: KKR Global Macro & Asset Allocation 
analysis.

6 Ibid.1.

“ 
A higher risk premium is now 
required to compensate for 

outcomes that support the politics 
of blame at the expense of the 

politics of growth. 
“
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EXHIBIT 15

In 2007, $20.1 Trillion, or 82% of the Lehman / Barclays Aggregate Subsectors Yielded Over Three Percent. Today That 
Number Stands at $8.3 Trillion or Just 17%

Euro Gov
$4.3TUST

$2.2T

Asia-Pac
Gov

$3.7T

US IG
$2.1T

US HY
$0.7T
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$1.0T

EM
$0.3T

-1%
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7%

9%
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Modified Duration

2007

Euro Gov
$6.8T

UST
$6.9T

Asia-Pac
Gov

$8.3T

US IG
$5.7T

US HY
$1.3T

US MBS
$5.3T

Muni
$1.4T

EM
$1.5T

-1%

1%

3%
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9%

2.0 4.0 6.0 8.0 10.0 

YTW
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2016

Data as at April 2016. Source: BarclaysLive.com.

EXHIBIT 16

When a Recession Does Happen, Multiples Decline by a 
Little More Than 30%

S&P 500 VALUATION CHANGE DURING THE PAST SEVEN U.S. 
RECESSIONS

DATE TRAILING P/E

PEAK TROUGH PEAK TROUGH % CHG

NOV-1968 JUN-1970 18.9 13.2 -31%

DEC-1972 SEP-1974 18.2 6.9 -62%

JAN-1976 MAR-1980 12.3 6.7 -46%

NOV-1980 JUL-1982 9.6 7.7 -20%

MAY-1990 SEP-1990 15.6 13.0 -16%

JUN-1999 MAR-2001 29.3 21.3 -27%

MAY-2008 FEB-2009 18.2 12.5 -32%

 AVERAGE 17.4 11.6 -34%

 MEDIAN 18.2 12.5 -32%

Data as at December 31, 2009. Source: Bloomberg. 

For stocks, we too forecast more modest returns than in the past. One 
can see this in Exhibit 14, which lays out a base case of 5.5% on an 
annualized basis over the next five years for the S&P 500. This more 
modest outlook, compared to 12.6% during the prior five years (2011-
2015), is largely predicated on our view that multiples will contract 
after the 51% increase they have enjoyed since the market bottom in 

March 20097. We are still forecasting some form of recession in late 
2017/2018. If we are right, then multiples typically contract around 34%, 
on average, during a recession. One can see this in Exhibit 16. Impor-
tantly, though, our recession forecast for late 2017/2018 is much more 
modest than what we certainly saw in 2001 and/or 2008/2009, and as 
such, we expect less degradation of earnings and multiples this cycle.

EXHIBIT 17

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

# OF CONSECUTIVE 
YEARS OF POSITIVE 
RETURNS START END

CUMU-
LATIVE 
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.

7 The S&P 500 bottomed at a trailing P/E of 12.1 on March 9, 2009 and has 
risen to a trailing P/E of 18.3 as at June 6, 2016. Source: S&P, Thomson 
Financial, Factset.
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EXHIBIT 18

The S&P 500 Appears Fully Valued by Many Historical 
Metrics

AGGREGATE INDEX MEDIAN STOCK

S&P 500 
VALUATION 
METRIC CURRENT

HISTORICAL 
PERCENTILE 
(SINCE 1976) CURRENT

HISTORICAL 
PERCENTILE 
(SINCE 1976)

EV / SALES 2.0 92 2.4 99

EV / EBITDA 10.9 86 11.2 99

FORWARD P/E 
GROWTH

16.8 86 17.6 96

PRICE / BOOK 2.8 66 2.9 83

PRICE TO EARN-
INGS GROWTH*

1.4X 88 1.8X 100

CYCLICALLY AD-
JUSTED P/E

22.3 73 NA NA

MEDIAN METRIC 86 99

*PEG is since 1982. Data as at May 16, 2016. Source: Goldman Sachs 
Research, Bloomberg.

EXHIBIT 19

Performance This Cycle Is Well Above Historical Norms

DATE OF 
TROUGH

DATE OF 
PEAK

DURATION 
TROUGH 
TO PEAK 

(MONTHS)

% CHANGE 
TROUGH 
TO PEAK

P/E MUL-
TIPLE

APR-42 MAY-46 49 157.1% 177%

JUN-49 DEC-52 42 96.2% 87%

SEP-53 AUG-56 35 119.0% 51%

DEC-57 JUL-59 19 53.8% 45%

OCT-60 DEC-61 14 38.9% 39%

JUN-62 JAN-66 43 79.8% 2%

SEP-66 NOV-68 25 48.0% 35%

JUN-70 JAN-73 31 73.5% 32%

OCT-74 DEC-76 26 72.5% 57%

MAR-78 NOV-80 32 61.7% 21%

AUG-82 AUG-87 60 228.8% 166%

DEC-87 JUL-90 31 64.8% 18%

OCT-90 MAR-00 112 417.0% 113%

OCT-02 OCT-07 60 101.5% -1%

AVERAGE  41 115.0% 42%

MAR-09 JUN-16 86 212.0% 51%

Performance on a monthly basis, peak to trough. PE Multiple as of 
nearest month end. Data as at June 6, 2016. Source: Standard & Poor’s, 
Omega Advisors. 

EXHIBIT 20

The S&P 500 P/E Is Now Up 50% From September 2011
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Data as at May 30, 2016. Source: National Bureau of Economic Research, 
Standard & Poor’s, Haver Analytics. 

Not surprisingly, if our base case is correct, then investors are going 
to need to think of more creative ways to generate returns that meet 
their mandates. Within Private Equity, for example, we think that there 
is going to be a major shift towards transactions that reflect a highly 
differentiated view on the direction of an industry, major cost cutting 
opportunities, and/or business repositioning initiatives. In Credit, we 
expect more dollars to seek out complex situations in areas where 
traditional banks no longer participate, which is why we maintain 
such a constructive view on Direct Lending. It also speaks to our re-
cent decision to boost our weighting in Actively Managed Opportunis-
tic Credit, which we view as an efficient vehicle to harness volatility 
to our benefit in an effort to boost returns. Otherwise, with risk-free 
rates as well as nominal growth rates at such low levels around the 
world, the potential for financial assets to generate the same level 
of returns as they did in the past seems misguided, we believe. One 
can see the magnitude of the downward pressure on returns that has 
already occurred thus far in Exhibits 21 and 22, respectively.

“ 
A borrower should have to 
pay some economic rent 

commensurate for risk associated 
with the ability to borrow money; 

otherwise, it either encourages 
fear at one extreme, or potentially 
reckless behavior (greed) at the 

other extreme. 
“
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EXHIBIT 21

Returns for Financial Assets (Treasuries, Private 
Equity, MSCI ACWI and High Yield) Have Been 
Falling Since 1995
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Data as at December 31, 2015. Source: Bloomberg. 

EXHIBIT 22

Besides Lower Absolute Rates, the Secular Slowdown in 
Nominal GDP Has Also Been a Headwind to Risk Asset 
Returns

7.5 

14.2 

11.7 8.3 
10.0 

6.6 

-

1.0 

2.0 

3.0 

4.0 

5.0 

6.0 

7.0 

-

2.0 

4.0 

6.0 

8.0 

10.0 

12.0 

14.0 

16.0 

1990 1995 2000 2005 2010 2015

Trailing 5 Year Average Annualized Returns of Four
Key Asset Classes vs. U.S. Nominal GDP Growth, %

Avg. Nominal GDP (rhs)

Four Key Asset Classes Include: Global PE, U.S.Treasuries, MSCI All 
Country World Index and U.S. High Yield. Data as at December 31, 2015. 
Source: Bloomberg.

China’s Growth Is Structurally Slowing => Whither Globalization? 

While we still expect that China could account for more than one-
third of incremental global growth, our bigger picture conclusion 
remains that the Chinese economy is structurally slowing, driven by 
disinflation, declining incremental returns, demographic headwinds, 
and the law of large numbers. Against this macro backdrop, we ex-
pect the government to continue to push for more domestic-oriented 
growth, including more insourcing of intermediate goods, higher 

value-add products, and services. One can see how much China has 
already slowed down its imports, intermediate goods in particular, in 
Exhibit 23.

EXHIBIT 23

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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Data as at January 31, 2016. Source: IMF, Haver Analytics.

EXHIBIT 24

China’s GDP Growth Will Rise and Fall with Stimulus, 
but the Structural Trend Is Downward Sloping

Dec-15
6.0%

Mar-16
7.1%

4%

6%

8%

10%

12%

12 13 14 15 16

China: Nominal GDP Growth Y/y, %

Growth stronger than 
expected providing some 

support for reform

Growth weaker than 
expected resulting in 

stimulative policy response

Data as at March 31, 2016. Source: China National Bureau of Statistics, 
Haver Analytics.

If we are right, then we think that there are two important invest-
ment implications. First, global trade as a percentage of GDP should 
remain more muted than in the past. Already, we note that global 
exports as a percentage of GDP actually peaked in 2008 and now 
total around 22%, a percentage we expect to fall into the high teens 
during the next five years. One can see recent trends in Exhibit 25 
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and Exhibit 26, respectively.

EXHIBIT 25

Global Trade Has Actually Declined in Recent Years
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Global Merchandise Exports as a % of Global GDP

Data as at January 31, 2016. Source: IMF, Haver Analytics, KKR Global 
Macro & Asset Allocation.

EXHIBIT 26

Both Global Import and Export Activity Have Contracted 
Meaningfully 
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Second, we think that the global flows are likely to be less dynamic 
than in the past. Already, as one can see in Exhibit 27, foreign direct 
investment (FDI) as a percentage of GDP has been flat to down 
since the Great Recession. From what we can tell, we think that this 
change is somewhat of an expression of the populism that we also 
see in politics (e.g., Trump protectionism, Brexit, Catalonia national-
ism, etc.). It also reflects increased savings in places like the U.S., as 
consumers, who drive 70% of the economy, seem less certain about 
their future.

EXHIBIT 27

The Trend in FDI as a Share of GDP Has Been Flat at 
Best Since the Great Recession
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EXHIBIT 28

Outbound FDI in EM Is on the Rise, While the DM Are 
Showing a Downward Trend. We Believe M&A Activity 
by China Is a Key Factor
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Data as at December 31, 2015: Source: UNCTAD, Haver Analytics.

“ 
EM countries actually have 

become the FDI provider of choice 
to the global economy. 

“
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EXHIBIT 29

French Banks Have Cut Lending Outside of France by 
More Than Half in Recent Years
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Data as at March 31, 2016. Source: Morgan Stanley Research, Banque de 
France.

EXHIBIT 30

While Technology Is Still Increasing Global Inter-
connectivity, Many Other Macro Trends Are Actually 
Headed in the Opposite Direction 
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Data as at June 1, 2016. Source: KPCB Internet Trends 2016, Facebook, 
WhatsApp, Tencent, Instagram, Twitter, LinkedIn, Morgan Stanley 
Research. 

Interestingly against this backdrop, EM countries actually have be-
come the FDI provider of choice to the global economy. All told, EM 
is rapidly approaching 50% of all outbound FDI, which is up from just 
10-20% before the Great Financial Crisis. Put another way, they are 
now spending accumulated wealth from the early 2000s boom. The 

bad news is the trend – to some degree – seems to suggest they are 
finding fewer profitable investment opportunities in their domestic 
economies. 

What does all this mean for investors? First, we see more bids for 
corporate properties coming from emerging market counterparts, 
China in particular, during the next few years than strategic buyers in 
the developed markets. If we are right, this trend has significant im-
plications for global M&A as well as industry consolidation. Second, 
we think that China’s secular slowdown means that we not only have 
slower global GDP growth but also slower nominal revenue growth. 
This viewpoint is important because it means that companies can’t 
lever up as much for buybacks, deals, and capital expenditures in this 
type of environment versus past cycles. Third, we expect the trend 
towards less liquidity across the global capital markets to continue, 
driven by smaller bank balance sheets and larger global banking 
regulations. Finally, we expect a secular trend towards government 
favoring national champions in important sectors such as banking 
and technology in key markets, including China and Europe.

Still Bullish on the Consumer, but the Bifurcation Between Services and 
Manufacturing Appears to Be Getting Too Wide 

As we laid out in our January 2016 outlook piece, we are construc-
tive on the global consumer. We see record low debt service burdens 
in the U.S.A., and our recent trips to Europe lead us to believe that 
Europeans are spending their “oil dividend” faster than in the United 
States, albeit the Brexit vote will likely put a stop to this.

That said, our top-down work on the consumer confirms that it is 
not business as usual. Specifically, there is still a strong ongoing 
shift towards experiences (i.e., services) and away from things (i.e., 
goods), apparel in particular. Also, consumer behavior patterns are 
reflecting a heightened propensity to save more this cycle than in the 
past. One can see the magnitude of these trends in Exhibits 31 and 
32, respectively. Another important consideration is the change in the 
composition of the U.S. consumer community. Indeed, as Exhibit 34 
indicates, the U.S. population of spenders is becoming not only older 
but more diverse.

“ 
Our bigger picture belief is that 
financial assets with predictable 

cash flows could now be overpriced 
in many instances. On the other 

hand, ‘complexity’ (i.e., stories that 
lack EPS visibility or some type 

of industry taint) now seems to be 
trading at a discount, particularly 
in unloved sectors of the market. 

“
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EXHIBIT 31

All Told, Consumers Have Actually Spent Most of Their 
Income Gains
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Bridge Between  U.S. Disposable Income Growth
vs. Non-Gas Consumption Growth (1Q16, Y/y %)

Consumers have been banking roughly half of 
their gasoline savings, and spending the other 
half. All told, non-gas consumption has actually 
been rising faster than disposable income

Data as at 1Q16. Source: Bureau of Economic Analysis, Haver Analytics.

EXHIBIT 32

We See a Clear Trend of Spending on Experiences Over 
Things

6.2%
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Data as at May 31, 2016. Source: Bureau of Economic Analysis, Haver 
Analytics.

EXHIBIT 33

Consumers Have Increased Their Savings Rates Materially
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EXHIBIT 34

Whites Over 65 and Hispanic Segment Cohorts Are Now 
Gaining Wallet Share 
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Data as at May 2, 2016. Source: Bureau of Labor Statistics, Census 
Expenditure Survey, Morgan Stanley.

If there is a growing concern we have, it’s that we are beginning to 
wonder whether the bifurcation between our bullish view on ser-
vices and our more cautious view on manufacturing has largely run 
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its course. Indeed, as Exhibits 35 and 36 show, respectively, the gap 
between the current two-tiered economy now appears to be get-
ting extreme. We fully acknowledge that manufacturing now makes 
up only 15% of U.S. GDP8, but given that we are 84 months into an 
economic expansion, we would like to be seeing a more broad-based 
recovery than what is currently unfolding.

EXHIBIT 35

Services Payroll Growth Looks Peaky, While Goods 
Payroll Growth Has Rolled Over…
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Data as at May 30, 2016. Source: Bureau of Labor Statistics, KKR Global 
Macro & Asset Allocation analysis.

Interestingly, even within services, we are seeing several notable 
trends that we believe are worthy of investor attention. For start-
ers, just consider that average payroll growth in services per month 
has been 126,000 year to date, which is down meaningfully from 

8 Data as at May 31, 2016. Source: Bureau of Economic Analysis, Haver 
Analytics.

the 188,000 average observed over the past three years. This 33% 
decline relative to trend has important implications for the outlook of 
the overall U.S. labor market, as the services industry has accounted 
for 87% of total jobs created since mid-2014. All told, the service 
sector has created 4.6 million jobs out of the total 5.3 million jobs. By 
comparison, the entire Government and Goods producing sector has 
created just 714,000 jobs during this period. Importantly, within the 
4.6 million jobs created, 45% have been tied to just two categories: 
education and healthcare and professional/business services. One 
can see this in Exhibit 37.

EXHIBIT 36

…This Wide Spread Has Been a Powerful Late-Cycle 
Indicator
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Data as at May 30, 2016. Source: Bureau of Labor Statistics, KKR Global 
Macro & Asset Allocation analysis.

So, where do we go from here? Our base view is that U.S. services 

EXHIBIT 37

Education, Healthcare and Professional/Business Services Have Accounted for 45% of All Payrolls Created 
Since Mid-2014 
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in aggregate peak in late 2017/early 2018, and when it does, we do 
not think that the manufacturing sector is strong enough to offset the 
weakness in services. Importantly, though, we expect a more modest 
pullback in the United States than what we saw in 2007. Key to our 
thinking is that the U.S. savings rate today is more than double where 
it was in 2007 and on par with 2003 levels (which is when the last 
recovery started). Moreover, the debt service burden for U.S. con-
sumers today is at a record low.9 As such, we think that – contrary to 
popular opinion – the next U.S. recession could be much more mild 
than what we saw in 2001/2002 and 2008/2009. 

Lower Rates and Increased Regulatory => More Complex Transactions 
Move Off Market 

In our humble opinion, we may have reached an inflection point 
where central banks have gone too far with their unconventional 
policy tools. In particular, we think that central bank authorities are 
underestimating the negative impact of QE on the financial services 
system in the developed markets. At its core, we think that negative 
interest rates challenge two basic premises of financial/economic 
theory. They are as follows:

• A bank should earn more, not less, in net interest margin during 
periods of stress to offset any potential increase in loan loss 
provisions; in laymen’s terms, a higher net interest margin acts 
as an important “shock absorber” during periods of stress. 

• A borrower should have to pay some economic rent commen-
surate for risk associated with the ability to borrow money; oth-
erwise, it either encourages fear at one extreme, or potentially 
reckless behavior (greed) at the other extreme. 

Given the shortcomings associated with negative deposit rates, 
we are not surprised to see that the earnings power of European 
financials, whose earnings became subject to the ECB’s negative 
rate policy in July 2014, are responding poorly. One can see the 
magnitude of the hit to earnings in Exhibit 38. To be sure, European 
banks are also being squeezed in today’s QE-driven environment by 
low asset yields and increased regulation, but negative rates notably 
exacerbate an already uncomfortable environment. A similar scenario 
is now also playing out in the U.S. Indeed, as Exhibit 39 shows, the 
notable increases in capital charges is further denting an already low 
return on equity in the sector.

Besides questioning the efficacy of recent central bank policy, we also 
wonder whether recent regulatory burdens are perhaps becoming too 
onerous with their intended objectives. Just consider that a full reading 
of the Dodd-Frank banking oversight document that was introduced in 
the aftermath of the Great Recession is now actually longer than read-
ing 15 copies of Leo Tolstoy’s classic novel War & Peace put together. 

Against this backdrop of heightened complexity and increasing 
regulation, almost all the banks with whom we visit are respond-
ing to higher capital charges and more oversight by shedding assets 
and streamlining businesses. All told, the investment bank Morgan 
Stanley estimates that banks have reduced their balance sheet assets 
by four to five trillion since 2010 (and taken out $20 billion of net 

9 Data as at April 30, 2016. Source: Bureau of Economic Analysis, Haver 
Analytics.

aggregate costs, despite adding massively to compliance and legal 
infrastructure).10 To put this in context, a four-to-five trillion reduc-
tion is the equivalent of five or more firms the size of Morgan Stanley 
exiting the industry.

There have also been major fines associated with the Financial Crisis 
that have made less capital available for consumers and corporations 
to borrow from banks. Indeed, failures in customer reporting alone 
have cost the world’s top 10 investment banks $43 billion in fines 
from 2009 to 2015, making it the single most expensive compliance 
issue (Exhibit 43). As a percentage of equity, compliance related is-
sues destroyed 14% of total bank equity during that time.11

EXHIBIT 38

Banks’ Ability to Absorb Credit Losses Already Has Been 
Impaired

-9.4%

-23.8%

-37.2%

Revenues Pre-Provision Profit Results Before Tax

1Q16 Operating Trends for European Banks, Y/y, %

Data as at 4Q2015. Source: Goldman Sachs Research.

EXHIBIT 39

Because of Stress Tests, Banks Have Built Over $100 
Billion of Common Equity Between 2012 and 2015, 
Deteriorating Their Core ROEs by 100 basis points
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2012 Core 
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2013 Capital 
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2015 Capital 
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Earnings

Aggregate Core ROEs for Money Centers and WFC

Data as at May 16, 2016. Source: Morgan Stanley Research.

10 Data as at March 13, 2016. Learning to Live with Less Liquidity, Morgan Stanley 
Research. 

11 Ten Banks include Barclays, Bank of America, Citigroup, Credit Suisse, 
Deutsche Bank, GS, HSBC, JPM, MS and UBS. Data as at March 27, 2016. 
Source: FT, Corlytics.
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Our bottom line: If traditional financial intermediaries are going to 
struggle to earn a respectable net interest margin amidst increasing 
regulatory pressures, then there is a high likelihood that more and 
more complex transactions move off market. This migration might be 
good for investors (see below, but we think that an investor can earn 
a premium rent in terms of yield, despite being high up in the capital 
structure), though we think it will continue to create ongoing profit-
ability issues for the traditional global financial services system. This 
insight is important because financial services companies not only 
provide the required credit creation to fuel economic growth, but they 
also represent a significant portion of the global capital markets (both 
market capitalization and EPS).

EXHIBIT 40

Regulatory Costs and Challenging Markets Have Reduced 
European Bank Balance Sheets by 25%; There Is Likely 
More Degradation Ahead

PRODUCT 2010-2015 NEXT 3-4 YEARS

REPO DOWN ~50% DOWN ~10%

PRIME UP ~20% FLAT

BONDS, FX & COMMODITIES DOWN ~25% DOWN ~10%

STRUCTURED & SECURITIZED DOWN ~20% DOWN ~10%

LISTED, FLOW & CLEARED 
PRODUCTS DOWN ~20% DOWN ~5%

ISSUANCE & ADVISORY ~ FLAT DOWN ~5%

TOTAL DOWN ~25 TO 30% DOWN ~5 TO 10%

Data as at March 13, 2016. Learning to Live with Less Liquidity, Morgan 
Stanley Research, Oliver Wyman.

EXHIBIT 41

If Rates Stay Low, Then U.S. Bank Consensus EPS Could 
Fall by 17% or More by 2017
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Data as at 4Q2015. Source: Goldman Sachs Research.

EXHIBIT 42

Seven Years of Fines Have Taken a Heavy Toll on Banks, 
Wiping Out the Equivalent of 14% of Equity Capital

Loss Due to 
Fines and 
Penalties

14%

Ten Banks Total Equity Capital

Ten Banks include Barclays, Bank of America, Citigroup, Credit Suisse, 
Deutsche Bank, GS, HSBC, JPM, MS and UBS. Data as at March 27, 
2016. Source: FT, Corlytics.

EXHIBIT 43

Fines for Ten U.S. and European Banks Between 2009 
and 2015 Totaled $150 Billion
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Section III: What Does This All Mean for Asset Allocation?

In the following section we detail how we think some of the afore-
mentioned macro views shape our asset allocation decisions. They 
are as follows:

Staying Closer to Home on Style Bets, but Complexity Appears Attractive 
Relative to Simplicity 

When we arrived at KKR in 2011, our basic macro playbook originally 
revolved around our thesis about China slowing more than expected 
(China’s Rebalancing Act, July 2012) and yields staying lower for 
longer than expected (see Brave New World: The Yearning for Yield 
Across Asset Classes, December 2011). Today, however, both of these 
thematic trends now seem to be better understood as well as priced 
into the market.

EXHIBIT 44

A Review of the 21st Century; We Now Think Complexity 
Looks Cheap, While Simplicity Appears Expensive

2000 - 2010 
China’s Golden Era

2011 - 2015 
Growth Domination

2016 - 2017/18 
Murky Macro Era

• Weak U.S. Dollar

• Long Materials, 
Industrials and 
Energy

• Big Sector Bets

• EM Outperforms

• Dollar Strong

• Short China

• Own Growth, Short 
Cyclicals

• EM Bottoms

• Small Sector Bets

• More Rotational 
Markets

• Complexity Appears 
Cheap

Data as at June 16, 2016. Source: KKR Global Macro & Asset Allocation 
analysis. 

So, while we pause to better appreciate what is the next big trend 
that the market may be underappreciating, we think that now is not 
the time to make big style, currency, and/or EM/DM bets. The is-
sue, as we see it, is that many high quality properties have gotten 
expensive; yet, on a sustained basis, we do not yet see a catalyst for 
the “value” part of the market to bounce back and hold its gains. As 
such, our inclination is to get a little closer to home in terms of large 
stylistic wagers until we gain more visibility into what the next new 
powerful regime is.

However, as we mentioned earlier, we do believe that complexity 
appears much more reasonably priced than simplicity (particularly 
when it is attached to a stable stream of EPS), which the market 
seems to crave in the current environment of global macro uncer-
tainty. A good example of our logic can be seen in Exhibits 45 and 
46, respectively. One can see that growth and defensive stocks have 
gotten quite expensive in Europe, so we do not think now is a time to 
overpay for growth. On the other hand (and given our strong belief 
that China is structurally slowing), we are not yet totally convinced 
that all the beaten up, laggard segments of the markets, including 
parts of industrials and mining, are yet fully cheap if current macro 
trends persist. Rather, we prefer some selectivity across all sectors 
and regions of the market.

EXHIBIT 45

Defensives Are Nearing All-time Relative Valuation Highs 
Across an Average of P/E, P/BV and DY. We Think That 
This is Unsustainable
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P/E = price-to-earnings; P/B = price-to-book; DY = dividend yield. Data 
as at May 31, 2016. Source: MSCI, IBES, Morgan Stanley Research.

EXHIBIT 46

Relative Valuation of Momentum Long Versus Short 
Baskets Has Begun to Unwind; We See More Ahead
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“ 
In Credit, we think more dollars 

will seek out complex situations in 
areas where traditional banks no 

longer participate. 
“
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Still Prefer Credit Over Equities, and Within Credit, We Favor Private 
Credit 

As we indicated upfront in our asset allocation table in Exhibit 1, we 
are underweight Public Equities and overweight Credit. Our base 
view is that Credit will return in line or better than equities with 
much less volatility and the visibility on the total return stream will 
be much higher. We also note that, as we show in Exhibit 47, Credit 
looks more attractive than Equities using our simple fair value model.

EXHIBIT 47

Credit Is Pricing In a Significant Risk Premium Relative 
to Equities
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EXHIBIT 48

As Credit Conditions Tighten, the Illiquidity Premium Is 
Becoming More Prevalent Across Different Asset Classes
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e = KKR Global Macro & Asset Allocation estimates. Data as at March 31, 
2016. Source: Bloomberg, KKR Global Macro & Asset Allocation analysis.

Within Liquid Credit, we generally favor Levered Loans over High 
Yield, though we acknowledge one must be flexible in the current 
environment of heightened volatility. We also like the flexibility we 
have through our new five percent position in Actively Managed Op-
portunistic Credit to pursue periodic dislocations and/or niche areas 
that might be overlooked by traditional benchmark seeking mandates. 
More important, though, is that we feel strongly that Private Credit 
will continue to be a star performer. Our basic premise is that — 
given the asynchronous world that we now live in — economies, 
markets, and flows are likely to continue to periodically seize up 
when macro shocks occur. If we are right, then these dislocations 
create excellent times for asset-based lenders to deploy capital that 
fills the gap increasingly being created by a smaller, simplified, and 
more regulated banking system. Maybe more important, though, is 
just the steady stream of deals that are now having to be negotiated 
off market, given less commitment to this part of the lending indus-
try by traditional financial intermediaries. Key growth markets now 
include aircraft leasing, alternative energy financing, acquisitions, and 
capital spending investments.

EXHIBIT 49

Lower Inventories in the Broker Dealer Community Have 
Massively Dented Liquidity
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EXHIBIT 50

Levered Loans Are Less Volatile but Have a Similar Return 
Profile

3.8%

2.3%

4.7%

6.5%

Spread Volatility

Spread and Volatility Comparison Between
BB Bonds vs. BB Loans

BB Loans BB Bonds

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 (~40%) to Commodity-related/ 
Industrial sectors relative to Levered Loans (~20%) 

Data as at May 23, 2016. Source: Morgan Stanley Research, the Yield 
Book, S&P LCD.

Private Equity Over Public Equities 

We remain underweight Public Equities, with a notable preference for 
the U.S.A over all other regions, Asia-ex Japan in particular (Exhibit 
1). Key to our thinking is that the U.S. is largely a domestic focused, 
consumer economy. As a result, it will likely suffer less from the 
unsettling macro trends that we now see unfolding in both China 
and Europe. We also continue to advocate an equal weight in Private 
Equity. Importantly, as one can see in Exhibit 51, what we found is 
that low return environments for Public Equities have actually his-
torically been decent environments for Private Equity. From what we 
can tell, it seems single-digit return environments for Public Equities 
tend to be markets where fundamentals are good enough to support 
deleveraging and operational improvements, but not so good that it 
is difficult for PE to keep pace with public alternatives. Also, buyout 
opportunities tend to increase as the forward-looking total return in 
public equities decreases. One can see this in Exhibit 52.

EXHIBIT 51

Private Equity Often Outperforms Public Equities in Low 
Return Environments…
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Data based on annual returns from 1990-2014. US Private Equity returns 
as per Cambridge Associates. Source: Cambridge Associates, Bloomberg, 
KKR Global Macro & Asset Allocation analysis.

EXHIBIT 52

…And the Number of Buyout Opportunities Increases as 
Forward-Looking Market Returns Diminish
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“ 
Our basic premise is that — given 
the asynchronous world that we 

now live in — economies, markets, 
and flows are likely to continue to 
periodically seize up when macro 

shocks occur. 
“
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EXHIBIT 53

The Outperformance of Private Equity Relative to Public 
Equity Grows as Equity Markets Soften

y = -0.6158x + 2.1572
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sample. Source: Cambridge Associates, Bloomberg, KKR Global Macro & 
Asset Allocation analysis.

…But Public EM Getting More Interesting 

At the moment, we are underweight both Latin America and Asia-ex 
Japan. However, as we show below, our dashboard for Emerging 
Market equities is finally trending more positive. Specifically, unlike 
when we wrote our EM report back in May 2015 (see Emerging Mar-
ket Equities: The Case for Selectivity Remains), valuation is now more 
compelling, and we believe that momentum could turn positive by the 
fall if the recent uptick in flows continues.

EXHIBIT 54

Our Rules of the Road Suggest EM Valuation Now Looks 
Attractive Relative to DM, But We Have Not Gotten a 
Formal BUY Signal

 
“RULE OF THE 
ROAD”

CURRENT 
SIGNAL COMMENT

1 Buy When ROE Is 
Stable or Rising 

Slowing nominal GDP growth 
a headwind to operating lever-
age 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
Commodities 
Correlation in EM 
is High


GSCI index has fallen consid-
erably led by oil, but supply/
demand remains too loose to 
call bottom

5 Momentum Mat-
ters in EM Equities 

EM relative momentum 
remains highly negative (-7% 
y/y at the end of May) and we 
are still only 68 months into 
this EM cycle versus the his-
toric range of 81-108 months

OVERALL
…Selectivity 

Still Required, 
But…

Valuation is starting to look 
attractive, but for now EM 
lacks a further catalyst. We 
advise waiting for commod-
ity 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 
May 31, 2016. Source: KKR Global Macro & Asset Allocation analysis.

While our quantitative measures seemed poised to give us a “buy” 
signal, recent visits to the various EM regions where KKR does 
business still lead us to believe that more reform and restructuring 
is needed for fundamentals to really turn. As such, we continue to 
suggest that investors focus on domestic stories where 1) consump-
tion as a percentage of GDP is sizeable; and 2) government-driven 
reforms are being implemented to the benefit of citizens and share-
holders. If we are right, then countries like Mexico and India, both 
of which meet our aforementioned prerequisites for success, should 
continue to perform well. By comparison, we remain cautious on 
China as well as many of its trading partners in Southeast Asia.

“ 
If we are right, then dislocations 
create opportune times for asset-
based lenders to deploy capital 
that fills the gap increasingly 
being created by a smaller, 

simplified, and more regulated 
banking system. 

“
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EXHIBIT 55

It Appears EM Public Equities Are Close to a Bottom on 
a Relative Basis…
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Data as at May 31, 2016. Source: MSCI, Factset. 

EXHIBIT 56

…And Look Cheap Relative to History
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Separately, we are increasingly intrigued by potential “turnaround” 
stories in EM, Argentina and Brazil in particular. Indeed, recent 
changes in governments have led to a marked swing from leftist/
populist governments to more market-friendly center-right admin-
istrations. We view the economic agendas as ambitious and think 
the economic teams are quite capable. However, the key issues are 
executing on reforms, getting inflation (and inflation expectations) to 
head back down via budget consolidation and setting the debt/GDP 
ratios on a sustainable path.

So far, markets have been very favorable to both of these new ad-
ministrations, but we are more encouraged by Argentina than Brazil. 

We still think that Brazil faces major issues around unemployment, 
high and inflexible social outlays, corruption, and vague tax policies, 
and we do wonder whether there is still a lot of capital that wants to 
get out of the country. In Argentina, our research and travels lead us 
to believe that we are still in the very early innings of the turnaround, 
and as such, foreign capital is largely still underweight this country in 
terms of exposures.

Real Assets: Yearn for Yield Thesis Intact, but Would Now Take More 
Commodity Risk in Oil and Copper

In the past quarters we have been almost singularly focused on real 
assets with yield – often at the expense of more pure commodity 
plays. At this point, however, we are changing our thinking. There 
are several reasons for our shift in outlook to include more pure 
commodity-linked private investments. First, as we detail in Exhibits 
57 and 58 respectively, commodity price declines across many cat-
egories are now in line with previous bear markets in terms of both 
price and time.

EXHIBIT 57

Commodities Have Experienced a 40-85% Price 
Correction…
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“ 
Not surprisingly, if our base case 

is correct, then investors are going 
to need to think of more creative 

ways to generate returns that meet 
their mandates. 

“
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EXHIBIT 58

…Over the Past Four to Ten Years
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Second, as we mentioned at the outset (and we describe in more 
detail below), we think that the next leg of the dollar bull market is 
likely to be more measured than in the past but with significant bouts 
of volatility. Moreover, there could be a pause in 2016 before it even 
reasserts itself upward. Third, we are starting to see behavioral 
changes on the supply side in certain areas that give us confidence. 
To this end, we note the reduction that we are forecasting in areas 
such as oil and copper (bullish) versus areas where supply still 
seems somewhat outsized, including iron ore (bearish).

That said, we are not arguing that investors should abandon key mar-
kets in Real Assets that can deliver yield and growth. In Real Estate, for 
example, we still favor non-core assets with the potential for operation-
al improvements and/or asset dispositions. Flexible capital structures 
too are a must, we believe, at this point in the cycle. In addition, similar 
to our thesis on Direct Lending, we favor off-the-run, complex real es-
tate lending opportunities that previously were controlled by Wall Street 
firms with large securitization 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 back large conglomerates that are selling non-core assets 
to raise cash, repay debt or streamline footprints.

Currencies: Dollar Pauses and Two-Way Volatility Before It Reasserts Itself 

Simply stated, we look for the dollar to remain in a volatile trading 
range in 2H16. Key to our thinking is that dollar again becomes a 
safe haven currency after Brexit, largely offset by a growing real-
ization that global uncertainty prevents the Federal Reserve from 
hiking in 2016. Our bigger picture conclusion is that the current cycle 
most closely resembles the 1995-2002 period, which too enjoyed a 
pause after 54 months (Exhibit 59). If history holds, then the current 
“pause” or period of two-way volatility and divergences would reas-
sert itself when the equity markets roll over in 2017/2018 and would 
likely later be linked to economic and capital markets risk aversion — 
not Fed hikes as the consensus now thinks. Without question, we are 
getting a window into the dollar’s safe haven status with Brexit.

We are less inclined to think the 1980 cycle is a good comparison 
because that time period was one of rapid inflation and strong labor 
force growth. As a result, the Fed tightened rates sharply to 20% 
from 9.5%. The only similarity today versus 1980 that we can find 
is that both periods endured an oil spike and subsequent collapse. 
Brent rose from $14 per barrel in 1978 to $79 per barrel at the end of 
1979, before gradually falling back to $10 per barrel in 1986.

EXHIBIT 59

There Have Been Three Major Dollar Cycles Since 1970
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Data as at May 31, 2016. Source: Federal Reserve, Haver, Bloomberg, 
KKR Global Macro & Asset Allocation analysis.

“ 
Based on historical precedents, 

we do not envision a major 
sustained global market 

correction. However, there will be 
heightened volatility and greater 

divergences across markets. 
“
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EXHIBIT 60

We Think the Current Cycle Will More Closely Resemble 
the 1995-2002 Period, Which Included a “Pause” Along 
the Way
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Against this backdrop, we are still focused on a few other currency 
crosses that appear attractive versus the dollar. Specifically, we ex-
pect 1) the CNY to depreciate further as China keeps monetary policy 
easy to accommodate restructuring and rebalancing of the economy; 
2) the JPY will continue to strengthen as the deflationary forces 
remain strong amidst uneven growth. 3) the EUR to head lower as 
the ECB continues on the path of quantitative easing in a post-Brexit 
environment. Finally, we think that the GBP is headed lower versus 
the dollar, as the reality of the country’s leave decision sinks in with 
investors, and BoE responds with rate cuts and additional measures.

Risks/Hedges: What Could Go Bump in the Night?

As we indicated earlier, we still do not see a global recession until 
late 2017/early 2018. So, based on historical precedents, we do not 
envision a major sustained global market correction. As such, we 
think that the greatest near-term risk to the global capital markets 
would be some form of unexpected shock. Beyond mounting geo-
political risks, our base case is that any major shock to the system 
this year would likely come from excessive debt creation and/or debt 
levels. Not surprisingly, this type of framework leads us to places like 
China and Europe. All told, debt-to-GDP in China is now 255%, up 
from 186% five years ago; moreover, we estimate that credit creation 
during 1Q16 was $1.2 trillion, or the equivalent of 47% of GDP on an 
annualized basis.12

The good news for investors looking to hedge is that, unlike six 
months ago, the CNH 12-month forward points have collapsed. To 
review, forward points capture the rate differentials between the U.S. 
dollar and the offshore yuan and can be viewed as the embedded 
“negative carry”, or cost, to shorting the CNH in the forward market. 
As we show in Exhibit 61, forward points have retraced from 5.3% in 
January to just 2.4% today. In addition, implied volatility has come 
down across the term structure in the CNH options market. One can 
see this in Exhibit 62, where the level of implied volatility for making 
a devaluation bet (as measured by the implied volatility cost of the 
three-month 25 delta USD-CNH call) has been almost halved to just 
7.2% today from 13.3%. So, when taken together (i.e., lower volatil-
ity and less negative carry), we view the positioning in this trade as 
“clean,” especially in light of recent Chinese economic data starting 
to roll over, following the strong first quarter data which reflected 
China’s massive lending surge.

EXHIBIT 61

We Continue to Think Currency Shorts in China’s 
Offshore Yuan (CNH) Is One Way to Mitigate Some of 
the Risk We See in Asia
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12 Data as at December 31, 2015. Source: China Bureau of National Statistics, 
Haver Analytics.

“ 
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 

believe, at this point in the cycle. 
“
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EXHIBIT 62

China’s Currency Has Retreated Amidst Lower Volatility, 
Providing a Good Opportunity to Hedge
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Separately, given our preference for Credit over Equities, we think 
spending some hedging dollars on buying generic protection makes 
sense. Specifically, we like paying (buying protection) in High 
Yield CDX. From the market’s low in early February, U.S. High Yield 
option-adjusted spreads (OAS) have tightened from 830 basis points 
to 560 basis points over. As one can see in Exhibit 63, this broad-
based tightening was led by the energy subcomponents which rallied 
more than 1000 basis points.

So, at approximately 400 basis points in aggregate for the index (cur-
rently 429 basis points) we feel there is good risk reward in paying 
for insurance. One can see the attractiveness of the opportunity in 
Exhibit 64. Key to our thinking is that this recovery in energy credit 
has probably come too far, too fast. As such, in aggregate, we now 
we think the CDX index has downside to tighten to 350 basis points 
in an extremely bullish scenario, but also the potential to widen back 
to 600 basis points, even without a recession. As such, this 4:1 
upside to downside ratio makes us think it is worth carrying some 
of this protection, if purchased at the right level, especially if one is 
long leveraged credit. The High Yield CDX contract has a duration of 
approximately 4.5 years, so one would need approximately just 100 
basis points of spread widening to break even if held for one year. 
Finally, in our opinion, this hedge would perform if there was a flare-
up in parts of the market which drove risk aversion over the last 18 
months, namely China, European banks and global oil markets.

EXHIBIT 63

Energy Credit Has Snapped Back Sharply in Recent 
Months
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EXHIBIT 64

Given Our Sizeable Overweight to Credit, We Think 
Buying Some Form of Protection May Make Sense
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“ 
We continue to suggest that 
investors focus on domestic 

stories where consumption as a 
percentage of GDP is sizeable and 

government-driven reforms are 
being implemented to the benefit 

of citizens and shareholders. 
“
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In Europe, we believe staying short the GBP and/or EUR may be the 
cleanest way to handle any potential further issues related to the in-
tensifying political discord. Our base case is that the United Kingdom 
enters a recession in 2017 against a backdrop of higher inflation and 
a sizeable current account deficit. Importantly, despite these head-
winds, we still expect the Bank of England to lower rates by fall 2016, 
which does not bode well for the currency, in our view.

EXHIBIT 65

Euro-skepticism Has Increased of Late, Particularly in Italy
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Section IV: Conclusion

While we believe that we are in the mid-to-late innings of the current 
economic expansion, we still see significant opportunity, particularly 
in the credit markets. Flexible capital mandates across all of Credit 
have emerged as some of our favorite investment ideas in today’s 
current environment of low rates and uneven global growth. Not sur-
prisingly, we also favor Real Assets that can deliver yield and growth, 
and our research, as we have shown in this report, suggests Private 
Equity is likely to outperform Public Equity at this point in the cycle.

Are we being too cautious? We do not think so; some selectivity 
seems required after 84 months of economic expansion amidst ris-
ing geopolitical tensions. Maybe more, though, is our view that the 
investment community now better understands that lower rates and 
more stimulus suggest slowing nominal growth and low returns now 
lie ahead, Also, as we have seen with recent events in the United 
Kingdom, political tensions are now an influence that is likely to gain 
in stature in the coming quarters.

However, if we are wrong and risk assets do climb materially higher 
from here, we believe that it could be because there is another surge 
of global liquidity, China growth recovers significantly, and the U.S. 
dollar depreciates meaningfully. In our humble opinion, a weak dol-
lar solves a lot of the world’s problems: sluggish growth in China, 
disinflationary trends, low commodity prices, and lack of EPS growth 
in the United States. At the moment, we do think that the U.S. dollar 
“pauses” from appreciating significantly in 2H16. However, we do not 
see a significant depreciation either, given the Fed appears to be the 
only developed market central bank capable of raising rates. Sepa-
rately, there is also risk that this cycle lasts longer than we are fore-

casting (i.e., it lasts longer than 2018). Predicting a turn in the cycle 
is certainly more art than science, but we believe we see enough late 
cycle indicators, including peaking margins, to feel that we are being 
prudent to forecast some form of a slowdown by 2018.

On the other end of the spectrum, our modest forecast for equity 
and debt capital markets returns could be worse than expected if 
China can’t hold its currency stable against the dollar. In our view, 
an unsettled China macro backdrop would be destabilizing across 
both global equity and credit markets. Also, as we mentioned earlier, 
geopolitical risks in Europe, the United States, and even China seem 
to be trending higher, not lower, in recent months.

EXHIBIT 66

We Believe a Mild Recession Could Occur by 2018

U.S. GDP FORECAST DETAILS
BASE BEAR BULL

2015 2.4% 2.4% 2.4%

2016E 1.8% 1.0% 2.4%

2017E 2.0% 0.4% 2.5%

2018E 0.0% -0.9% 2.4%

2019E 2.0% 1.8% 2.1%

2020E 2.0% 1.8% 2.0%

CAGR '15-'20E 1.5% 0.8% 2.3%

• Even with our forecast recession, our base case 2018 GDP forecast is 
for zero percent growth, while our bear case drops to -0.9%.

• In addition, we forecast GDP to expand again in 2019 in both scenarios.

• By comparison, full year GDP contracted -0.3% in 2008, and by a full 
-2.8% following that in 2009

Data as at June 24, 2016. Source: IMF, Haver Analytics, KKR Global 
Macro & Asset Allocation analysis.

“ 
We think that China’s secular 
slowdown means that we not 
only have slower global GDP 

growth but also slower nominal 
revenue growth. This viewpoint 
is important because it means 

that companies can’t lever up as 
much for buybacks, deals, and 

capital expenditures in this type 
of environment versus past cycles. 

“
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EXHIBIT 67

Despite Stronger Balance Sheets and Wages, Consumers Still 
Face Significant Headwinds From Healthcare and Rental Costs
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Data as at December 31, 2015. Source: Bureau of Economic Analysis, 
Haver Analytics. 

Looking ahead, we feel comfortable about our decision to move more 
idiosyncratic in terms of ideas. Consistent with this view, we do not 
think that now is the time to make huge sector and style bets; rather, 
we would focus on where quality assets with complexity are trad-
ing at a discount to their intrinsic value. Also, we note that Growth 
is well-bid but Value in many instances appears to lack a catalyst 
unless China re-accelerates, which is not our base view. As such, we 
stick to our base case that we remain in “Adult Swim Only” mode, 
with a particular focus on Private Credit, yielding Real Assets, and 
select parts of Private Equity.

EXHIBIT 68

We Are Beginning to Wonder How Long the ECB Can 
Prevent Political Discourse From Affecting Bond Markets
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Davis index of economic policy uncertainty for Europe is based on the 
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“ 
We do not think that now is 

the time to make huge sector 
and style bets; rather, we would 
focus on where quality assets 

with complexity are trading at a 
discount to their intrinsic value. 

“
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Important Information

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.

References to “we”, “us,” and “our” refer to Mr. McVey 
and/or KKR’s Global Macro and Asset Allocation team, as 
context requires, and not of KKR. Opinions or statements 
regarding 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 alloca-
tions may not be reflected in the strategies and products 
that KKR offers or invests, including strategies and 
products to which Mr. McVey provides his professional 
investment advice to or on behalf of KKR’s Balance 
Sheet or KKR as a whole. It should not be assumed that 
Mr. McVey has made or will make investment recom-
mendations in his professional capacity that are consis-
tent with the views expressed herein, or use any or all of 
the techniques or methods of analysis described herein 
in managing client or proprietary accounts. Further, Mr. 
McVey, in his professional capacity, 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 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 
regarding financial market trends are based on current 
market conditions and are subject to change without 
notice. The views expressed herein may not be reflected 
in the strategies and products that KKR offers, including 
strategies and products to which Mr. McVey provides 
investment advice on behalf of KKR. It should not be 
assumed that Mr. McVey has made or will make invest-
ment 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 accounts. Further, Mr. McVey may 
make investment 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. 

This publication has been prepared solely for information-
al 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 document has been devel-
oped 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 specific 
investment objectives and financial situation. Please note 
that changes in the rate of exchange of a currency may af-
fect 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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