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Labor in Transition

Even before the pandemic, our macro forecasts had been
signaling that a structural shift in the U.S. employment market
was taking place. Indeed, despite significant progress in key

areas such as automation and digitalization, the United States still
remains short qualified workers to satisfy its growth demands.
Now, under the cloud of COVID, a perfect storm has been brewing:
Lack of worker retraining, weakening immigration trends, early
retirement, and shifting priorities based on health and well-being,
have all come together to accelerate this worker shortage, changing
the narrative on not only the recovery but also the resting rate of
inflation this cycle. For global allocators of capital, we believe we
have entered a new investment regime. Specifically, we think that
most allocators of capital will need not only to shorten the duration
of traditional fixed income portfolios but also to lean into more
products that provide inflation protection, including Real Estate

and Infrastructure. We also think that ClOs should be adding more
opportunistic strategies (both liquid and illiquid) to their portfolios.
Across all asset classes, a greater focus on productivity, and
perhaps even more importantly, pricing power, will be required to
succeed in the new, more employee-driven environment that we

envision, particularly in the United States.
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While my international travel schedule has slowed dramatically since the fall,

| actually have been able to make quite a few trips up and down the East Coast of late, including stops

in

of

Delaware, Virginia, South Carolina, and the District of Columbia. | highly value the time | spend outside

Gotham, as it allows me to better understand through person-to-person interactions the direct impact

that COVID is having on both the economy and society at large. Without question, what is increasingly

clear from my day-to day encounters with small business owners as well as in talking to CEOs across

multiple industries where KKR does business — including healthcare, technology, and leisure — is that

there appears to be a structural labor shortage, leading to an increased difficulty in hiring.

This phenomenon, though, is not just an East Coast one. Rather, like Omicron, it is widespread across

the United States. Importantly, we do not view the current labor shortage as an aberration.

Rather, we believe that ongoing tightness in the labor market will lead to higher wages across

multiple industries on a sustained basis. If we are right, then we believe that not only will corporate

margins be adversely impacted but also inflation could settle at a higher resting ‘heart rate’ in the

United States, particularly relative to past cycles.

The U.S. labor market is now nearly the tightest it has been in 50 years. There are four key areas
on which to focus to help explain the post-pandemic employment shortfall:’

Retirements

1.4 million of excess retirements as a result of the pandemic. Most of these 55+ age
workers are likely not to seek re-employment.

Family 0.7 million labor force dropouts due to child and elder care responsibilities.
Responsibilities | Skill erosion or lifestyle changes could deter a full return to the workforce.

Discouraged 0.5 million increase in the shadow labor force, after netting out the 0.7 million drop in
Workers school enrollments. Strong demand should lead most to eventually return to the workforce.
Immigration 0.9 million ‘missing’ immigrants due to the pandemic, of which we think only half will
Decline eventually be recouped as surplus immigration relative to longer term trends.

Investment
Conclusion

Alongside higher rental inflation and stronger commodity prices, we believe
upward wage pressure supports our view of a higher resting heart rate for
inflation this cycle.

1
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In addition to categories above, an additional 0.4 million fell out of the labor force for unspecified reasons.
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Key to our thinking, which we describe below in more detail, are the following points:

Our research suggests that the U.S. labor market is nearly the tightest it has been in many decades.
The aging population and antiquated immigration system were already putting substantial pressure
on labor availability before the pandemic. Importantly, though, COVID-19 shook previously dormant
fault lines in the workforce via a sudden wave of retirements and a pause in immigration flows.

In addition, the pandemic created new challenges around family care and the integration of
discouraged workers back into the labor pool. As such, we believe that 2.1 million of the 3.9 million
current labor shortfall in the United States may be more permanent in nature.

The workforce participation rate, which over the last three months has averaged 62.0%
versus 63.4% pre-pandemic (down 1.4 percentage points), is unlikely to increase, we believe,
as much as the Fed and employers hope. We do see room for some further cyclical improvement,
which began to play out in the January jobs report. However, workers over the age of 55,

Black Americans, and workers without college degrees all represent important categories where
the participation rate continues to lag badly.

Digging into the wage trends we track, low-wage workers are now seeing the fastest increases
in wages. We are also seeing workers incentivized to change jobs frequently, as they often command
hefty pay increases when they do. This likely means worker retention is going to get harder, not
easier. All told, the current quit rate suggests a ‘true’ unemployment rate closer to 1.0-2.0%,

not the reported level of 4.0%.

Despite the historic tightness of the labor market, because of inflation U.S. workers actually
did not receive a real wage increase in 2021. However, we do think that they will get one in
coming years, following what largely has been two decades of wage stagnation. Despite surging
employee pay in 2021, real incomes actually fell — on average — 50 basis points in aggregate last
year, dragged down by energy, shelter, autos, and food, among other factors.

In hindsight, the decision to lay-off employees in the U.S. so abruptly early in the pandemic may
have been a mistake relative to other parts of the world. Our work shows that the European
approach of furloughing employees (cutting hours worked instead) has — thus far — yielded
much better results than in the U.S. Also, we must all be cognizant that the global labor arbitrage
has evaporated. U.S. manufacturing wages are now less than four times as expensive as those in
China today, compared to more than 26x when China joined the WTO in 2001.

Bottom line: These employment trends represent the cornerstone of our thesis about a higher resting heart
rate for inflation. In fact, our deeper dive on the structural labor market issues has firmed our conviction in
the magnitude and persistence of the inflationary impulses. As such we are making the following changes:

¢ We are lifting our above consensus 2022 U.S. CPI forecast to 6.0% from 5.0%, and our out-year CPI
resting rate to 2.5% from 2.25%. Overall, our forecasts continue to embed a structural shift higher relative
to the 1.5% resting rate recorded during the mid-2010s.

¢ We are raising our U.S. 2022 10-year target to 2.25%, from 2.0%, to reflect our accelerated Fed
expectations. Our 2023 forecast moves to 2.75% from 2.5% to reflect higher sustained input costs,
including wages.
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Even Before the Pandemic, an Aging Population Was
Already Putting Substantial Pressure on U.S. Labor
Availability

U.S. Working Age (18-64) Resident Population Growth CAGR, %
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e = Census Bureau estimates. Data as at December 31, 2021. Source: Census Bureau,
Haver Analytics, KKR Global Macro & Asset Allocation analysis.

Excess Retirement, Discouraged Workers, Family
Responsibilities and Less Immigration Have Been the Main
Drivers of the Labor Force Erosion Since 2019

Change in U.S. Labor Force Participation (Million)
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Note: Discouraged workers refers to the shadow labor force (those who are out of the
labor force but want a job). They are six times more likely to flow back into the labor
force than those who do not want a job. In school refers to fewer potential workers in
school. Data as of 4Q2021. Source: Atlanta Fed, Haver Analytics.

Relative to the Pre-Pandemic Trend, We Estimate That More Than Half of the Approximately 3.9 Million Labor Force
Decline Since 2019 Is Structural in Nature - and Therefore Unlikely to Return

Discouraged
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Data as at December 31, 2021. Source: Atlanta Fed, Haver Analytics.
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Where do we go from here? Given our view on wages (as
well as our constructive views on both housing and com-
modity prices), we think that the resting rate for inflation
is headed higher on a structural basis. The reality is that,
despite the recent surge in wages, many Americans are still
earning less today than they did a year ago on a real ba-
sis. One can see this in Exhibit 4. We also believe that both
demographics and onshoring of manufacturing production in
the United States will gain further momentum, which likely
means intensifying demand for prime age workers.

As such, we think that the Fed will need to be more aggres-
sive at the start of this tightening cycle to try to cool the
recent surge we are seeing broadly across input costs. My
colleague Dave McNellis is now forecasting four rate hikes
for 2022 and three for 2023. We also see the balance sheet
running down by $2-3 trillion over the course of two to three
years, towards the pre-crisis level of 20-25% of GDP, versus
$8.8 trillion currently (or 37% of GDP). However, we do not
believe that these measures will be enough to reverse many
of the more structural trends in labor that we have identified.
Hence, our view is that inflation will be more ‘sticky’ this cycle.

Even With the Substantial Wage Gains in 2021, Surging
Inflation Means Real Hourly Earnings Have Declined

2021 Wage vs. CPI Inflation
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Data as at December 31, 2021. Source: BLS, BEA, Haver Analytics.
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Early Rate Hikes Often Lead to Increased Market Volatility

Until Three Months After First Fed Hike
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Data as at February 3, 2022. Source: Bloomberg, KKR Global Macro & Asset Allocation
analysis.

Consistent with this backdrop, we also see more volatility
ahead. The early stages of rate hiking cycles almost always
coincide with temporary but sharp market drawdowns. In
fact, as Exhibit 5 shows, the aggregate drawdown so far in
2022 for the S&P 500 has actually been mild in historic
terms. However, we expect the near-term correction could
go further, given the sheer magnitude of stimulus that it is
running off. For equity investors, the biggest change is likely
to be the onset of multiple contraction this cycle. On the
credit side, we also see some volatility, particularly as the
implied default rate on products like High Yield are now well
below average. That said, given that many companies have
termed out their debt at low rates and the economy con-
tinues chugging along, our base view remains that Sharpe
ratios fall more in Equities than in Credit in 2022.

Given our view on wages (as well
as our constructive views on both
housing and commodity prices),
we think that the resting rate for
inflation is headed higher on a
structural basis.
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While the Fed Is Behind, Most Major Central Bankers Have
Already Begun to Tighten

Net % of Global Central Banks Hiking/(Easing) Rates
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Data as at February 4, 2022. Source: Atlanta Fed, Haver Analytics.

Most importantly, we think that
we have entered a new investment
regime for global allocators of
capital. Specifically, we envision
the more successful asset
allocation portfolio will want to
include more inflation protection,
including Infrastructure, Real
Estate, and Asset-Based Finance.
We also expect long duration
Private Equity to perform well,
and we believe that ClIOs should
be adding more opportunistic
strategies (both liquid and illiquid)
to their portfolios.
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Our U.S. High Yield Default Monitor Is Still One Full
Standard Deviation Below the Long Term Average

U.S. High Yield Implied Default Rate, %
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Data as at January 28, 2022. Source: Bloomberg, ICE-BofAML Bond Indices.

Most importantly, we think that we have entered a new in-
vestment regime for global allocators of capital. Specifically,
we envision the more successful asset allocation portfolio
will want to include more inflation protection, including
Infrastructure, Real Estate, and Asset-Based Finance. We
also expect long duration Private Equity to perform well, and
we believe that CIOs should be adding more opportunistic
strategies (both liquid and illiquid) to their portfolios. On the
other hand, we think that now is the time to shorten duration
in the fixed income market, favor more of a value bias over a
growth one in the public equity markets, and tilt more region-
ally outside the United States than in the past.
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SECTION I: KEY LABOR MARKET TRENDS

As we detailed in our 2022 Outlook piece (A Different Kind of
Recovery), our view at KKR is that wages are headed higher
on a sustained basis, which could lead to lower margins and
potentially higher, more lasting inflation. Key to our thinking
is that the U.S. labor market is now nearly the tightest it
has been in 50 years. Even before the pandemic, the aging
population was already putting substantial pressure on labor
availability, though immigration and greater numbers of people
working past age 65 helped cover over some of the demo-
graphic strains (Exhibit 8). COVID-19 has now shaken previ-
ously dormant fault lines in the workforce via multiple forces:

* Retirements: Relative to the pre-COVID trend, we esti-
mate approximately 1.4 million of excess retirements as
a result of the pandemic, as elderly workers have been
financially well-positioned (given financial market and
home price rallies) and less willing to commute to work
due to health concerns. The vast majority of these work-
ers are not likely to return to the labor force, though it is
reasonable to assume some of the excess retirements
were pulled forward by a few years. That suggests the
potential for a modest drop in retirements in coming
years as ‘payback’. In any case, we assume very few of
the excess retirees return to the labor force.

¢ Family Responsibilities: We estimate around 0.7 million
labor force dropouts are attributable to family responsibil-
ities such as child care and elder care. In theory, most of
these workers should be able to return to the labor force
as the pandemic becomes endemic. But in practice, some
might struggle due either to skill erosion or changes in
preferred lifestyle. All told, we assume about 75% of this
cohort will re-enter the labor force.

¢ Discouraged Workers: We estimate that there has been
an increase of approximately 0.5 million in the shadow
labor force (those who are out of the labor force but
want a job), after netting out a 0.7 million drop in school
enrollments. We believe this discouraged worker cohort

WWW.KKR.COM

is the most likely to return to the labor force in com-
ing years given the strong breadth of industries that are
hiring. Any remaining holdouts that persist through next
year should be characterized as voluntary or structural,
in our view.

¢ Immigration: We estimate that the drop in temporary
worker visas since the onset of COVID has reduced the
size of the labor force by an approximate 470,000 work-
ers, while the drop in immigration visas has likely reduced
the labor force by another 400,000. Adding the two
together implies close to a 900,000 drag on labor supply.
Of this drop in immigration visas, we assume that about
400,000 will likely prove permanent. While the decline in
temporary worker visas should unwind going forward, the
same cannot be said for lost immigration, as we do not
expect declines in 2020/21 to be offset by substantially
higher future immigration.

Our bottom line: When we pull all the aforementioned data
together, our work suggests that approximately 2.1 million
people will not return to the workforce (Exhibit 3) led primar-
ily by accelerated retirements and lost immigration flows that
we think will be difficult to recoup. These employment trends
represent the cornerstone of our thesis about a higher rest-
ing heart rate for inflation.

Key to our thinking is that the U.S.
labor market is now nearly the
tightest it has been in 50 years.
Even before the pandemic, the aging
population was already putting
substantial pressure on labor
availability, though immigration

and greater numbers of people
working past age 65 helped cover
over some of the demographic
strains. COVID-19 has now shaken
previously dormant fault lines in the
workforce via multiple forces.
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m The participation rate, which over the last three months has
averaged 62.0% versus 63.4% pre-pandemic, is unlikely

to increase as much as the Federal Reserve and employers
hope, we believe. We do see room for some further cyclical
improvement, as we saw beginning to play out in the January
jobs report, but workers over 55, Black Americans, and those
without college degrees all represent important categories
where the participation rate continues lagging badly.

Retirements Were the Most Significant Driver of the
Declines in Labor Force Participation Over the Past 20+
Years...

Contributions to Total Change in LFPR by Category (Since 1998)
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Digging into the wage trends that we track, low-wage

09
workers are now seeing the fastest increases. We are also
06 seeing workers incentivized to change jobs frequently, as
03 they often command hefty pay increases when they do. This
likely means worker retention is going to get harder, not
00 ier. All told, th t quit rat ts a 'true’ unem-
2017 2018 2019 2020 2021 easier. old, the current quit rate suggests a ‘true’ unem

ployment rate closer to one to two percent, not the reported

Data as at December 31, 2021. Source: BLS, State Department, Haver Analytics.
level of four percent.
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Wage Growth Has Been Much Faster for Low-Wage
Workers...

Atlanta Fed Wage Tracker: By Wage Level, 12mma, Y/y % Change
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Data as at December 31, 2021.Source: BLS, Atlanta Fed, Haver Analytics.

...the Less Educated Worker Cohort...

Atlanta Fed Wage Tracker: By Education, 12mma, Y/y % Change
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Data as at December 31, 2021.Source: BLS, Atlanta Fed, Haver Analytics.
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Exhibit 13

..and Job Switchers (Those Who Changed Occupations
L12M or Changed Employers L3M)

Atlanta Fed Wage Tracker: Job Stayer vs. Job Switcher,
3mma, Y/y % Change

Job Switcher

Overall Job Stayer
7%

6%

5%

4%

3%

2%

1%

2ggg8 gy egy
o & O © O o 9 Qo Qo ©°O 9 o o
- N NN NN N NN NN QN

Data as at December 31, 2021.Source: BLS, Atlanta Fed, Haver Analytics.

Exhibit 14

Wage Growth for Low-Skill Workers Remains On an
Uptrend, vs. Stable Trends Among High-Skilled Workers

Atlanta Fed Wage Tracker: High Skill vs Low Skill,
12mma, Y/y % Change
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Data as at December 31, 2021.Source: BLS, Atlanta Fed, Haver Analytics.
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Workers also now have greater inherent bargaining power,
as the friction cost of switching jobs has fallen in today’s
tech-driven economy, facilitating faster job searches and,
increasingly, remote work opportunities for companies that
were previously out of geographic reach. Importantly, we
view many of these trends as structural, not cyclical, in
nature.

Workers Are Quitting at a Rate That Would Normally Be
Associated With Unemployment of Around Just One to
Two Percent

Quits vs. Unemployment Rate

Quits Rate (%, LHS)
= Unemployment Rate (%, inverted)
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Data as at December 31, 2021. Source: BLS JOLTS Survey, Haver Analytics.

Just consider that, as mentioned
earlier, real wages in the United
States actually fell by 50 basis
points in 2021, with only the
Leisure and Hospitality sector
experiencing real wage growth
above the annual rate of inflation.

WWW.KKR.COM

Only the Leisure and Hospitality Sector Wage Gains
Outpaced Inflation in 2021. As Such, Investors Should
Look for Wages to Increase Further in 2022

Average Hourly Earnings Increase, 2021, %

Mining and Logging
Other Services
Manufacturing

Construction

Only one sector outpaced
inflation in 2021, Leisure
and Hospitality, the sector
where workers typically
make the lowest hourly
wages of any sector

Utilities

Wholesale Trade

Financial Activities

Retail Trade

Transport and Warehsing
Profess. and Business Svcs

Leisure and Hospitality

0% 5% 10% 15%

Data as at December 31, 2021. Source: Bureau of Labor Statistics.

Despite surging employee pay in 2021, we believe further
wage increases on both a nominal and real basis are on
the horizon. After decades of stagnation and rising inflation
outside of wages, the recent increases in wages likely won't
be enough near term on a real basis to outpace inflation, we
believe. Just consider that, as mentioned earlier, real wages
in the United States actually fell by 50 basis points in 2021,
with only the Leisure and Hospitality sector experiencing real
wage growth above the annual rate of inflation. One can see
this in Exhibit 16.

Moreover, once wages start increasing, companies often take
offsetting price increases, which drives a feedback loop of
workers demanding further cost of living increases. So, there
is a follow through mechanism that - as Sir Isaac Newton
made famous with his proclamation that ‘a body in motion
stays in motion’ - takes time to bring back under control.

INSIGHTS: LABOR IN TRANSITION 12
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Looking ahead, our modelling, which incorporates multiple
factors including wage momentum trends, the unemploy-
ment backdrop, and core inflation, calls for nominal hourly
earnings to grow by around 6.0% in 2022, essentially in line
with headline CPI. Probably even more important though, our
work suggests structural forces will continue to accelerate wage
growth to around 5.0% in 2023 before falling to the 4.0% range
in 2024-2026, even as inflation slows back into the two to
three percent range. If our forecasts are correct, this would
lead to real wages growing by one to two percent annually in
coming years.

Exhibit 17

Our Forecasts Embed Strong Real Wage Growth
in Coming Years

GMAA Base Case Growth Estimates

Avg Hourly Earn- Headline CPI Core PCE
ings
2019a 3.3% 1.8% 17%
2020a 49% 1.2% 1.4%
2021a 4.2% 47% 3.3%
2022¢ 6.0% 6.0% 47%
2023e 5.0% 2.5% 2.5%
2024e 4.2% 2.5% 2.5%
2025¢ 4.2% 2.5% 2.2%
2026e 4.2% 2.5% 2.2%
2021-26e CAGR 47% 3.2% 2.8%

e = KKR GMAA estimates. Data as at January 31, 2022. Source: BLS, Haver Analytics.

Why do our models suggest that wage growth will continue
accelerating? Beyond the mere fact that workers are scarce
in the United States, there are other forces to consider. First,
our research also suggests that the global labor arbitrage

is nearing an end. Remember that, since China’s entry into
the WTO in 2001, globalization and the access to outsourced
cheap labor was — until recently - distinctly deflationary.
However, the wage gap has narrowed of late. In 2001, manu-
facturing wages in the U.S. were 26.4 times that of China.
By 2021, that ratio had fallen to 3.9 times. One can see this
in Exhibit 18. Against this backdrop, the value of U.S. workers
is going up, particularly as more companies shift their supply
chains away from China. Just consider that, according to a
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recent survey by Deloitte, about 75% of companies that ex-
perienced supply chain disruptions during the pandemic are
planning to accelerate their reshoring initiatives by building
smart factories closer to their end markets.

Since the Wage Gap With China Has Shrunk Considerably,
U.S. Workers Are Now More Sought After

e Ratio of US Manufacturing Wages to
Chinese Manufacturing Wages

Manufacturing Employment (000's)

4 20,000
2 17,588
T 40 @ 18,000
> 4388 16,000 5
Y 0005
2 20 12580 14,000 3

% [N

< © 12000 £
G 25 ".‘ ")
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= . 8000 ©
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o
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Data as at December 31, 2021. Source: BLS, Federal Reserve Bank of St Louis,
University of California, Davis, Brooking Institute.

Remember that, since China’s entry
into the WTO in 2001, globalization
and the access to outsourced
cheap labor was - until recently

— distinctly deflationary. However,
the wage gap has narrowed of late.
In 2001, manufacturing wages

in the U.S. were 26.4 times that

of China. By 2021, that ratio had
fallen to 3.9 times.
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Imports Are Also Declining as a Percentage of Total U.S.
Goods Consumption, Supporting Our View That Demand
for More Local U.S. Workers Is Increasing

US Total Goods Imports as a % of Total Goods Consumption

e US Goods Imports From China as a % of Total Goods Consumption

0 0,
70% Sep-2021 40%
56.6%
65% 3%
60% Mar-2015 30%
64.3%
55% 25%
50% 20%
45% 2018 Trump 15%
China Tariffs:
40% 17.8% 10%
35% Jun-2009 Sep-2021 5%
191% 15.8%
30% 0%
ge3ggegysggeyyzreey
222222993293 RIRRK

Data as at December 31, 2021. Source: BLS, Federal Reserve Bank of St Louis,
University of California, Davis, Brooking Institute.

Second, a rethinking of supply chains may also portend a
strengthening of unions. Currently, union membership rates
are close to stabilizing after years of declines (Exhibits 20
and 27). Today's organized labor is smaller, but more active.
The Cornell University Labor Action tracker has already
recorded 401 strikes from January 2021 through January
2022. Rising union activism reflects in part the ways that the
pandemic exposed inequalities on the work-from-home front
and highlighted the social consequences of technological
change. With the importance of the ‘essential worker’ now
much more salient, those workers seem to have stronger
moral and practical bargaining power at the negotiating table.

Rising union activism reflects in
part the ways that the pandemic
exposed inequalities on the work-
from-home front and highlighted
the social consequences of
technological change.
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Union Membership in the U.S. Has Been Falling for
Decades, Reaching a Record Low of 10.3% in 2021...

Union Membership Rate %

21% 1983
20.1%
19%
17%
15%
13%
1%
9% 2021
10.3%
7%
5%
2 $ 228853582 zg¢
88232 & &2 888 R 28 R%

Data as at December 31, 2021. Source: BLS, Federal Reserve Bank of St Louis,
University of California, Davis, Brooking Institute.

...but the Decline in Union Membership Seems Close to
Bottoming Out

Change in Union Membership as a Percent of Labor Force,
Rolling 3-Year Cumulative Change, %

0.5%

0.0%

-0.5%

-1.0%

-1.5%

-2.0%
-2.5%
-3.0% o
N O o
O 0O O N I O © O N I O ©
L2222 88888555005 0

Data as at December 31, 2021. Source: BLS, Federal Reserve Bank of St Louis,
University of California, Davis, Brooking Institute.
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In hindsight, the decision to lay-off employees in the
United States so abruptly when the pandemic hit may have
been a mistake. Our work shows that the European ap-
proach of furloughing employees (cutting hours worked) has
- thus far - yielded better results. Labor force participation
rates are higher in the Eurozone than in the U.S., and the gap
has gotten notably wider post-pandemic. In the U.S., par-
ticipation rates have fallen from around 63% pre-pandemic
to about 62% now due to the forces outlined above. In stark
contrast, the Eurozone's participation rate of 65% is actually
above its pre-pandemic level. One can see these divergent
outcomes in Exhibits 22 and 23, respectively, which show
that Europe benefitted from shrinking average hours worked

per week versus the U.S. path of aggressively laying off
employees.

During the Pandemic, the U.S. Offered Unemployment
Benefits and Cut Employment Significantly...

US: % Change in Hours Worked Since 4Q2019

Chg in Employment
4%

2%

mmmm Chg in Avg Wkly Hours Per Worker

Total —
0% -
-2%
-4%
-6%
-8%
-10%
-12%
-14%
> 8 8 8 8 § § § 7

Data as at December 31, 2021. Source: BLS, Statistical, Office of the European
Communities, Haver Analytics.

In hindsight, the decision to lay-off
employees in the U.S. so abruptly
when the pandemic hit may have
been a mistake.
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...Whereas the Eurozone Kept Workers in Jobs and Mostly
Just Reduced Hours

Euro Area 19: % Change in Hours Worked Since 4Q2019

Chg in Employment
2% mmm Chg in Avg Wkly Hours Per Worker
Total

-3%

-8%

-13%

-18%
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g & 35 § 8 2 3 § &
= ) n o -

Data as at December 31, 2021. Source: BLS, Statistical Office of the European
Communities, Haver Analytics.

Exhibit 24

Given the Different Approaches to Pandemic Relief,

Employment Recovery in the U.S. Is Significantly Lagging
Behind That of Europe and Canada

Total Employment Recovery by Region, Indexed to 100 in 4Q2019

e Europe U.S. Canada Korea

101.6
102

100,Z

100 qum— _ 1001
98 == _ _~ = 92

96

94
92
90
88
s £ 3 g g 2 3 & 8

Data as at December 31, 2021. Source: BLS, Statistical Office of the European
Communities, Haver Analytics.
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Yet, not all the news is bad news for employers, as there
are still important offsetting forces to today’s U.S. labor
pressures. In terms of key offsets, our team at KKR is par-
ticularly focused on technological advancements and their
impacts on productivity. Specifically, many of the important
technological trends, including automation and digitalization,
that were already in place before the pandemic have now
only accelerated.

Using history as our guide (Exhibit 25), our research sug-
gests that the recent uplifts to productivity are closely linked
to a resurgence in capital investment that began around
2014. Consistent with this view, the previous large U.S.
capex cycle in the late 1990s coincided with a substantial
uptick in productivity, albeit with a three-year lag between
investments and results.

While productivity enhancements can come in many forms
across multiple industries, recent capex spending has
skewed increasingly towards technology and the digital
economy, including areas such as robotics and advanced
manufacturing. One can see this in Exhibit 26.

Capital Investments Leads to Productivity Gains. The Last
Major Wave of Capital Investment Occurred in the 1990s
and Another Is Currently Underway, We Believe

Capital Stock vs. Productivity

Non-financial Corporates Productivity 5Y Avg. Y/Y%
Capital Stock 5Y Avg. Y/Y% 3Y Ahead

3.5%

3.0%

2.5%
20% 4 0\

1.5%
1.0%
R-squared= 65% S

0.5%

0.0%
2ydggesgsgesseegy
o o o0 o0 O O O O 0 © © O O O o o
_____ 2RI aw

Data as at December 31, 2021. Source: Bureau of Economic Analysis, Bureau of Labor
Statistics, Cornerstone Research, Haver Analytics.
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Capex Investments Are Increasingly Geared Towards the
Digital Economy, Which Continues to Grow in Influence

10.6%

9.4% 9.6% ‘

Digital Economy Share of Total GDP, %

2018 I

O N~ ©® o O o o
s 8 8 8 o S S S
N N N «§ N NN N N

Note: Digital Economy: 39% Digital Paid Services, 23% Software, 22% E-commerce,
13% Tech Hardware, 4% Cloud Services per BEA definition Data as at December 31,
2021. Source: Bureau of Economic Analysis, Cornerstone Research.

In terms of specific examples on which to focus, we believe
that the retail sector offers a useful case study on technology
enhancing both productivity and margins. To review, COVID
pulled forward e-commerce penetration by about 600 basis
points relative to the pre-COVID trend. This shift had the
effect of increasing sales productivity among publicly listed
retailers by approximately 30% or so, based on the company
filings we reviewed as well as the research of investment
bank Evercore ISI. Retailers actually saw operating margins
expand by around 140 basis points (4Q21 vs. 4Q19), despite
rapidly rising wages and rising input costs. One can see this
in Exhibit 27.

In terms of key offsets, our team
at KKR is particularly focused

on technological advancements
and their impacts on productivity.
Importantly, many of the important
technological trends, including
automation and digitalization,

that were already in place before
the pandemic have now only
accelerated.
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Exhibit 27

A Surge in e-Commerce Penetration Has Helped Drive 140
Basis Points of Margin Uplift in the Retail Sector

Retail Sector Operating Margins

10% 9.6%
Q4-21

10%

9%

8.2%

i Q4-19

8%
8%

7%

1Q19
2Q19
3Q19
4Q19
1Q20
2Q20
3Q20
4Q20
1Q21
2Q21
3Q21
4Q21

Data as at December 31, 2021. Source. Bloomberg.

However, retail is not the only sector to benefit from in-
creased productivity. In fact, most non-financial corporates
overall have kept the growth of unit labor costs (in essence,
wage growth minus productivity growth) at modest levels
across the wider economy in spite of ongoing wage pres-
sures. Importantly, by keeping unit labor costs subdued,
companies not only preserve margins, they also create a
dynamic that allows them to grow employee wages with-
out having to push through commensurate increases in end
prices. Exhibit 29 shows how there is a strong historical rela-
tionship wherein lower unit labor cost growth drives down
inflation trends over time. Importantly, this relationship does
point to core inflation moderating over coming quarters.

Most non-financial corporates
overall have kept the growth of
unit labor costs (in essence, wage
growth minus productivity growth)
at modest levels across the wider
economy in spite of ongoing wage
pressures.
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U.S. Labor Productivity (Non-Financial Corporates) Has
Surged Higher, Helping to Tame Unit Labor Costs (ULC)...

U.S. Non-Financial Corporate Productivity Growth, %

9%

= Average (2017-20)
7%
5%

3%

1%
-1%

-3%
1980

Data as at December 31, 2021. Source: BLS, Haver Analytics.

..Which Is Good News, as ULC Tends to Lead Core CPI
by About Six Months, Suggesting Core Inflation Should
Moderate From Historically Elevated Levels Through the
Course of 2022

Unit Labor CostTends to Lead Core CPI, %

1985 1990 1995 2000 2005 2010 2015 2020

Recession
e ULC (4-qtr avg, 6m Ahead, LHS)
= Core CP| (RHS)

6% - 4.0%

3.5%
4%
3.0%
2% 2.50/0
2.0%

0% A 15%

1.0%
2% -
0.5%

-4% - - 0.0%

2000
2002
2004
2006
2008
2010
2012
2014
2016
2018
2020
2022

Data as at January 30, 2022. Source: BLS, Haver Analytics.
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Finally, don't forget that technological disruption is a struc-
tural disinflationary force. As we first wrote about in our
2019 Insights piece, The Uncomfortable Truth, Moore's Law
is leading to — by some estimates — a 40 basis point de-
cline in annual U.S. inflation (Exhibit 30). Technological
improvements have put downward pressure on many key
parts of the global economy. As a result, we have seen both
greater pricing transparency and lower input costs in many
instances. Without question, we think Moore’s Law has al-
lowed for the diffusion of ever more powerful and cheaper
technologies. As technology continues to improve (think 5G
and quantum computing, smart televisions, more productive
smartphone apps, and so on), the relative price of technol-
ogy continues to decline. Building off of a report by Joseph
Davis, Chief Economist at Vanguard, we note that the lower
prices for business and consumer technology products have
produced an average estimated drag of forty basis points per
year in the official Consumer Price Index (CP).

Exhibit 30

We Believe Technological Advancements Have Reduced
Headline Inflation by 40 Basis Points per Year

Technology and the Impact on Inflation, %

Technology drag on inflation (RHS)
Production cost including technology (LHS)
= Production cost excluding technology (LHS)
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9
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Note: Data covers 2005 through 2020. In the BEA's input-output data (I-0), we
identified technology-related inputs as follows: computer and electronic products;
broadcasting and telecommunications; data processing, internet publishing, and other
information services; and computer systems design and related services. We identified
as closely as possible Producer Price Index (PPI) series for each industry in the I-O,
including all four technology inputs. The weightings were multiplied by technology’s
PPI to arrive at the contribution to each industry’s PPI. For each industry’s PPl minus
technology, we subtracted the tech contribution from PPl and divided it by one minus
technology’s weight. Data as at December 31, 2020. Source: BEA, Haver Analytics.
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S&P 500 Companies Are 70% More Labor Efficient Than
They Were in the 1980s, or around 30% Adjusted for
Inflation

S&P 500: Employees to Sales, US$ Millions

Employees / Sales  emmmmm|nflation-Adjusted
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7
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Data as at December 31, 2021.Source: BLS, Haver Analytics.

We Estimate That Implied Labor Cost Is Only About 12% of
Revenue for the Median S&P 500 Company...

S&P 500: Distribution of Implied Labor Cost as a % of Revenue

Median = 12%
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Note: estimated by multiplying the number of employees by the median compensation
per employee for each company. Data as at December 31, 2021. Source: BLS, Haver
Analytics.
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Exhibit 33 SECTION II: WHAT DOES THIS ALL MEAN FOR EQUITIES,

. . . . INCLUDING SECTORAL PREFERENCES
..Though There Is a Wide Dispersion Across Sectors, With

Industrial High as 17% and E L F
ndustrials as High as 11% and Energy as Low as Four To gauge the potential for further labor issues across differ-

Percent
ent sectors, we developed a dashboard to monitor what we
S e P S A R view as some of the key pressure points. The most vulner-

able sectors have the following characteristics: a) high labor
0.2 Higher Labor Cost Burdej 17% intensity; b) low operating margins; c) below-average wage
8:5 . 1395 14% 15% levels; d) high quits and high projected labor force exit rates;
8:1 10% 11% 2% and e) dependence on older workforces that are closer to re-
01 795 8% 8% tirement. Based on this framework, Consumer Discretionary,
8:1 I I | | ‘ | Consumer Staples, and Industrials stand out as facing some
0.0 of the most pressing headwinds; conversely, Communication
8:8 I Services and IT appear better positioned to absorb and pass

through higher costs.

Tech

Energy mmm 33

Staples —_——

Real Estate mmmm ;3
Healthcare
Cons. Disc
S&P 500
Materials
Comm. Svs
Financials
Utilities
Industrials

Data as at December 31, 2021.Source: BLS, Haver Analytics.

Exhibit 34

The Consumer Sectors (Discretionary and Staples) and Industrials Will Likely Face the Most Acute Wage and Margin
Pressures: Conversely, Communication Services and Technology Appear Better Positioned to Absorb and Pass Through
Labor Costs

S&P 500 Sector Scorecard

Scorecard Factor 1 Factor 2 Factor 3 Factor 4 Factor 5 Factor 6 Avg of Factors 1- 6

."“ B arg age Leve abor Force Q edian Age o pected

Q20 onomy Average | Rate (2020-30e ailing ea orke Pre

S&P 500 19 13.0% 0.0% 6.9% 2.2% 42.2 Aggregate Ranking
Consumer Discretionary 9.5% 8.1% 1 (Highest)
Consumer Staples 2.6 9.6% 3.5% 1
Industrials 2.7 11.8% 7.6% 7.6% 1.8% 439 3
Materials 1.6 15.6% -2.2% 7.0% 1.8% 451 4
Real Estate 15 n.m 2.3% 4.2% 1.8% 5
Health Care 11 9.5% 8.4% 2.2% 431 6
Energy 1.8% 43.2 7
Utilities 1.0 n.m 6.4% 2.3% 44.4 8
Financials 1.7 n.m 30.8% 5.9% 434 9
Information Technology 21 43.5% 5.0% 1.6% 421 10
Comm. Services 11 19.7% 38.5% 6.9% 1.6% 40.5 11 (Lowest)

Data as at December 31, 2021. Source: BLS, Haver Analytics, Bloomberg, KKR Global Macro & Asset Allocation analysis.
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In terms of specific sector details, we note that the Consum-
er Discretionary and Consumer Staples are labor-intensive
sectors that pay below-average wages, operate on thin
average margins, and are projected to experience elevated
levels of labor force exits over the next ten years, accord-
ing to BLS estimates. The Industrials sector shares many of
these issues, but benefits from already paying more attrac-
tive wages, as well as starting from a point of higher profit
margins (suggesting greater pricing power). Given the labor
considerations above, we think automation and digitalization
will be particularly important for winning business models in
these sectors.

Exhibit 35

Consumer Staples, Discretionary and Industrials Are the
Most Labor Intensive Sectors, Making Them Susceptible to
Rising Wage Pressure...

S&P 500: Employees/ 2022e Sales, US$ Millions
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Data as at December 31, 2021.Source: BLS, S&P, Bloomberg

In aggregate for the S&P 500, we
expect higher wages to persist -
if not intensify — in coming years.
As such, we believe sectors/
companies with pricing power and
operating leverage who are able
to capitalize on cost efficiencies
and falling rental expenses are
likely to command a premium in
the market.
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Exhibit 36

..While Relatively High Operating Margins of Technology
and While the Communication Services Should Help Them
to Absorb and Pass-Through Higher Labor Costs

S&P 500 Sector LTM EBIT Margins, 1990-Present, %
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Data as at December 31, 2021. Source: BLS, S&P, Bloomberg

Meanwhile, Communication Services screens as potentially
the most resilient sector, as it enjoys high margins, low
labor intensity, modest projected labor force exits and high
average wage levels. Technology is attractive along similar
dimensions, but does have higher average labor intensity.

In aggregate for the S&P 500, we expect higher wages to
persist — if not intensify — in coming years. As such, we
believe sectors/companies with pricing power and operating
leverage who are able to capitalize on cost efficiencies and
falling rental expenses are likely to command a premium in
the market. On the other hand, those who are ‘price-takers’
with more labor-intensive business models will likely be
de-rated. Investors should be mindful of how this type of
environment could create both problems and opportunities at
the company level.
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Exhibit 37

Our Base Case Has S&P 500 Margins Increasing This
Year, Before Declining Back Towards Their Long-Term
Trendline in 2023-26...

S&P 500 EBIT Margin (2022-26 Scenarios)

S&P 500 xFinancials esesese Base eeesese Bear

Bull
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Data as at December 31, 2021. Source: S&P, Bloomberg

Exhibit 38

...Which Assumes Core PCE Moderates Towards 2.2% and
Unit Labor Costs Inflation Rise Above 2.0%

‘26

GMAA: Base Case Growth Assumptions

Coe Pt L8 oy Pt Lo | CoreCE | i P
Costs
2019a 1.7% 3.3% 1.4% 1.9% (0.2%) 1.7%
2020a 1.4% 4.9% 22% | 2.7% (1.3%) 8.8%
2021e 3.3% 4.2% 5.3% | (1.0%) 4.3% 131%
2022e 4.7% 6.0% 4.2% | 1.8% 2.9% 14.0%
2023e 2.5% 5.0% 2.2% | 2.8% (0.3%) 13.5%
2024e 2.5% 4.2% 2.0% | 2.2% 0.3% 13.4%
2025e 2.2% 4.2% 2.0% | 2.2% 0.0% 131%
2026e 2.2% 4.2% 2.0% | 2.2% 0.0% 12.8%
(2:22(::“ 2.8% 4.71% 2.4% | 2.3% 0.6% 13.3%

Data as at January 31, 2022. Source: BLS, Haver Analytics.
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Our Model Has Wages Running at More Than Four Percent,

On Average, During the Next Few Years, Given a Tight
Labor Market

Atlanta Fed: Overall U.S. Wages (y/y %chg)

Actual Predicted eeeesesBase eesscesBear Bull
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Data as at December 31, 2021. Source: Atlanta Fed, Haver Analytics.

Exhibit 40

We Conservatively Assume Productivity Normalizes Lower

Towards the 1993-2011 Average From Historically Elevated
Levels in 4Q21

U.S. Labor Productivity (Non-Financial Corporates)
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Data as at December 31, 2021. Source: BLS, Haver Analytics.
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Looking at the bigger picture, while our sector playbook can
help, we believe more than just better management of one’s
equity book is required to excel in terms of asset allocation
in the environment we now envision. Rather, we think that
greater diversification at the asset class level is required.
Specifically, we would suggest overweighting almost all
investments linked to collateral-based cash flows and the
aforementioned pricing power thesis. In particular, we sug-
gest overweight positions in Infrastructure, Real Estate, and
Asset-Based Finance, including Housing.

For employers, the current
backdrop requires creating better
incentives for employees to come
to work — and to stay at work. It
also necessitates creating greater
alignment where corporate profits
and individual successes are more
closely united than in the past.
Purely transactional ways of doing
business will likely become more
and more obsolete, we believe, as
employees continue to search for
renewed purpose, flexibility, and
sense of community.
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SECTION III: CONCLUSION

As we have detailed in this piece, we think that there is a
structural shift occurring in the U.S. employment market
that is consistent with our ‘Different Kind of Recovery' thesis.
In fact, despite, significant progress in key areas such as
automation and digitalization, the United States enters the
current economic recovery without enough qualified workers
to satisfy its growth demands. Indeed, under the cloud of the
pandemic, a perfect storm has been brewing: Lack of worker
retraining, weakening immigration trends, early retirement,
and shifting priorities based on health and wellbeing, have
all come together to change the narrative on not only the
recovery but also inflation.

Importantly, we believe the employment trends that we are
seeing represent an important input to our thesis about a
higher resting heart rate for inflation. In fact, our deeper dive
on the structural labor market issues has firmed our con-
viction in the magnitude and persistence of the inflationary
impulses, leading my colleague Dave McNellis to raise our
already above-consensus 2022 U.S. CPI forecast to 6.0%
from 5.0%, as well as our longer-term inflation forecast to
2.5% from 2.25%.

Against this macroeconomic landscape, we expect a more
volatile market that could pressure monetary Authorities
potentially to act less linearly. In the past, by comparison,
central bankers such as the Federal Reserve could clearly
telegraph the path of tightening, given that both wage growth
and inflation were running below their long-term targets.

For employers, the current backdrop requires creating better
incentives for employees to come to work - and to stay at
work. It also necessitates creating greater alignment where
corporate profits and individual successes are more closely
united than in the past. Purely transactional ways of doing
business will likely become more and more obsolete, we be-
lieve, as employees continue to search for renewed purpose,
flexibility, and sense of community.
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For global allocators of capital, we believe that we have en-
tered a new investment regime. Specifically, we believe that
most portfolios will need to lean into more inflation protec-
tion providing assets, including Real Estate and Infrastruc-
ture. We also think that ClOs should be adding more oppor-
tunistic strategies (both liquid and illiquid) to their portfolios.
Flexibility in a higher volatility environment will likely be
rewarded. In the fixed income market, now is the time we
believe to shorten duration as we still see most of the risk
at the long end. We also favor more value over growth in the
public equity markets, and we would tilt more outside the
United States on a regional asset allocation basis than in the
past.

Across all asset classes, a greater focus on productivity, and
perhaps more importantly, pricing power, will be required

to succeed in this new, more employee-driven environment
that we envision, particularly in the United States. To be
sure, though the investment outlook today is notably more
challenging, we are still finding very compelling ideas behind
which to deploy capital. Hence, we end this latest Insights
piece with a quote from Winston S. Churchill that we believe
sums up our outlook on how to invest in the current environ-
ment: ‘A pessimist sees the difficulty in every opportunity; an
optimist sees the opportunity in every difficulty.’
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Across all asset classes, a greater
focus on productivity, and perhaps
more importantly, pricing power,
will be required to succeed in

this new, more employee-driven
environment that we envision,
particularly in the United States.
To be sure, though the investment
outlook today is notably more
challenging, we are still finding
very compelling ideas behind
which to deploy capital.
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Important Information

References to “we”, “us,” and “our” refer to Mr.
McVey and/or KKR's Global Macro and Asset Alloca-
tion team, as context requires, and not of KKR. 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. References to a target portfolio and
allocations of such a portfolio refer to a hypothetical
allocation of assets and not an actual portfolio. The
views expressed herein and discussion of any target
portfolio or allocations may not be reflected in the
strategies and products that KKR offers or invests,
including strategies and products to which Mr. McVey
provides investment advice to or on behalf of KKR.
It should not be assumed that Mr. McVey has made
or will make investment recommendations in the
future that are consistent with the views expressed
herein, or use any or all of the techniques or methods
of analysis described herein in managing client or
proprietary accounts. Further, Mr. McVey may make
investment recommendations and KKR and its affili-
ates may have positions (long or short) or engage

in securities transactions that are not consistent
with the information and views expressed in this
document.

The views expressed in this publication are the
personal views of Henry H. McVey of Kohlberg Kravis
Roberts & Co. L.P. (together with its affiliates, “KKR")
and do not necessarily reflect the views of KKR itself
or any investment professional at KKR. This docu-
ment is not research and should not be treated as re-
search. 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 represent a formal or
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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 being pro-
vided merely to provide a framework to assist in the
implementation of an investor's own analysis and an
investor’s own views on the topic discussed herein.

This publication has been prepared solely for infor-
mational 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 developed internally and/or ob-
tained from sources believed to be reliable; however,
neither KKR nor Mr. McVey guarantees the accuracy,
adequacy or completeness of such information. Noth-
ing 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 strat-
egy will be successful. Historic market trends are not
reliable indicators of actual future market behavior
or future performance 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
projections or other forward-looking statements
regarding future events, targets, forecasts or expec-
tations regarding 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 significantly 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 subsequent
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 affect the value, price or
income of an investment adversely.

Neither KKR nor Mr. McVey assumes any duty to, nor
undertakes to update forward looking statements.
No representation or warranty, express or implied, is
made or given by or on behalf of KKR, Mr. McVey or
any other person as to the accuracy and complete-
ness 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 under-
standing 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 represen-
tations 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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