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VWhat You Need to Know

How are we thinking about the
October U.S. CPI report?

Core CPI for October came in in-line with market consensus at 0.3% m/m (3.3%
y/y), and below the ‘whisper’ number of “0.4% m/m. Overall, we view this as a
constructive report for markets, as it shows that Core inflation is not becoming
unglued.

Regardless, the absolute level of inflation remains too high, and we continue to
observe rolling ‘hot spots’ at the sector level. Nothing in this report shifts our view
that the new ‘resting heartrate’ of inflation is still up around 2.5% vs. 1.5% in the pre-
pandemic era. Hot spots from earlier this year, including insurance pricing and vehicle
maintenance costs, have improved somewhat. At the same time, we are now seeing
reacceleration in other areas, including recreation services, airfares, and used
vehicles.

Beyond areacceleration in the aforementioned areas of inflation mentioned above,
what’s also new in our thinking is that tariffs are a now important consideration,
presenting moderately hawkish risks to inflation and to the Fed outlook. Our
preliminary base case is that tariffs present upside risk to CPl on the order of 0.3%
per year in both 2025 and 2026 (Exhibit 6). This view incorporates our preliminary
base case of 60-85% tariffs on ‘List 1-3’ China goods, 5-20% tariffs on ‘List 4’ China
goods, and an average of 5% incremental new tariffs on Rest of World goods (5%
being a rough simplified average of what we expect to be diverse initiatives across
sectors and geographies).
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Bottom line: To account for the one-time impact of
higher tariffs, we are raising our CPI forecasts to
2.6% in 2025 and 2.8% in 2026, vs. our prior forecast
of 2.5% for both years. Importantly, our 2025 headline
CPI forecast also reflects downward adjustment to
our outlook for Energy prices, which helps offset
higher Core inflation. If we are right, then this means
that inflation will have exceeded the Fed's forecast
for 44 months in a row versus missing its mandate to
the downside 37 times in the 60 months leading up to
COVID. For 2027 and beyond, we continue to use 2.5%
CPl as tariff effects fade.

Onrates, we are sticking to our post-election view that
‘neutral’ for the Fed this cycle is around 3.375% (or about
75 basis points above Core CPI). However, a positive
shock to inflation will discourage the Fed from moving
too quickly in 2025-2026. As a result, we continue to
expect a -25 basis point cut in December, but we now
see the Fed cutting rates twice in 2025 and twice in
2026, versus our prior expectation of four cuts in 2025.
Said differently, we think the Fed will continue targeting
one percent real rates (where they expect to be at year-
end 2024) and adjust nominal rates accordingly.

Meanwhile, we stick to our 10-year target of 4.25%
for 2024, but we raise our 2025 target to 4.25% from
4.0% previously to account for tariff-related rates
and inflation uncertainty next year (which feed into
term premium in our Treasury yield model). Longer-
term, we continue to see the 10-year settling at 4.0%,
reflecting our view that the long end of the curve does
not become ‘unglued’ as both deficits and inflation will
ultimately stabilize at elevated levels.

This report makes us even more bullish on our Regime
Change thesis. This cycle is different, and we want more
linkage to nominal GDP, upfront yield, and collateral-
based cash flows. We do not see a 1970s-style inflation,
but we also don’t think we are going back to a period of
tight fiscal, loose monetary, and low inflation conditions.
If we are right, one needs to think about asset allocation
differently.

KEY DETAILS

Services inflation cooled from +0.4% m/m to +0.3%
m/m, driven by a big slowdown in non-shelter
‘Supercore’ Services (+0.3% vs. +0.6% last month).
Supercore inflation has been volatile, butimportantly
we are seeing a slowdown in ‘stickier’/structural areas
of Supercore including auto insurance (which has
averaged +0.6% for the last three months, vs. +1.1% for
the last 12 months). On the Shelter side, OER accelerated
to +0.4% m/m from +0.2% m/m in September but
remains in the middle of the approximate 0.3-0.4% m/m
range our models have long embedded. Looking ahead,
we think Supercore will remain in the 3-4% range, higher
than the Fed would like but well below the 6-8% range
that prevailed in late 2023/early 2024.

Core Goods inflation remains subdued at +0.0% m/m
(-1% y/y). Remember that Core Goods inflation has
been a key disinflationary input into CPI over the last
two years; we now see it slowing, particularly if Trump
adapts a more aggressive stance on tariffs. We are still
refining our scenarios for trade policy under a second
Trump administration, but our best guess is that higher
tariff costs could add +0.5%-1% to headline CPI, likely split
over 2025-2026.

Said differently, we see ‘new’ hot spots replacing

‘old’ hot spots for CPI. One can see this in our leading
inflation indicator (Exhibits 4 and 5), which shows Core
inflation becoming ‘stuck’ around 3% in the near term
amidst a fading impulse from Goods deflation (which
partially offsets a cooler labor market) as well as the
potential for tariffs and increases in new services
inflation to be a steadier headwind to cyclical disinflation
than we previously thought.
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Exhibit 1: Regime Change: We Have Exited a Low
Growth, Low Inflation and Tight Fiscal Environment For
Something Quite Different, Including a Higher Resting
Heart Rate for Inflation and Rates
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Data as at December 31, 2023. Source: KKR Global Macro & Asset
Allocation analysis.

Exhibit 2: The Good News in This Month’s Report
Is That Supercore Inflation Is Stabilizing in a Lower
Range..

Supercore Inflation, % Annualized
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Data as at October 31, 2024. Source: Haver Analytics, U.S. Bureau of
Labor Statistics, KKR Global Macro & Asset Allocation analysis.

Exhibit 3: ..Particularly as the Labor Market Remains
Disinflationary

Labor Market and Inflation, %
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Data as at October 31, 2024. Source: Bloomberg, KKR Global Macro &
Asset Allocation analysis.

Exhibit 4: ..However, We Do Not See Core CPI
Falling Meaningfully Below Three Percent in the
Near Term

Core CPI Leading Indicator, %
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Note: model refit monthly to ensure that forward-looking projections
reflect most relevant inflation drivers. Data as at October 31, 2024.
Source: Bloomberg, U.S. Bureau of Economic Analysis, Haver
Analytics, KKR Global Macro & Asset Allocation analysis.
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Exhibit 5: We Think Fading Goods Deflation Will
Now Offset Cooler Labor/Services Inflation
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Data as at October 31, 2024. Source: Bloomberg, U.S. Bureau of
Economic Analysis, Haver Analytics, KKR Global Macro & Asset
Allocation analysis.

Exhibit 6: We See Tariffs Adding About 0.6%
Cumulatively to U.S. CPI, Including 0.3%/Year in

2025-26
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Data as at November 13, 2024. Source: Bloomberg, U.S. Bureau of
Economic Analysis, Haver Analytics, KKR Global Macro & Asset
Allocation analysis.

This report makes us even
more bullish on our Regime
Change thesis. This cycle is
different, and we want more
linkage to nominal GDP,
upfrontyield, and collateral
based cash flows. We do not
see a1970s-style inflation, but
we also don't think we are
going back to a period of tight
fiscal, loose monetary, and low
inflation conditions. If we are
right, one needs to think about
asset allocation differently.



Important Information

The views expressed in this presentation are the personal views of Henry
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 presentation is not research and
should not be treated as research. This presentation 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 official view of KKR. This presentation is not intended
to, and does not, relate specifically to any investment strategy or product
that KKR offers. Itis being provided merely to provide a framework to
assistin the implementation of an investor’s own analysis and an investor’s
own views on the topic discussed herein.

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. 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 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 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 presentation has been prepared solely for informational 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 presentation has been developed internally and/or
obtained from sources believed to be reliable; however, neither KKR nor Mr.
McVey guarantees the accuracy, adequacy or completeness of such
information. Nothing contained herein constitutes investment, legal, tax or
other advice nor is it to be relied on in making an investment or other decision.
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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 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 significant-
ly different than that shown here. This presentation should not be viewed
as a current or past recommendation or a solicitation of an offer to buy or
sellany securities or to adopt any investment strategy.

The information in this presentation may contain projections or other
forward-looking statements regarding future events, targets, forecasts or
expectations 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 presentation, 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 notinclude 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 completeness or fairness of the information
contained in this presentation, and no responsibility or liability is accepted
for any such information. By accepting this presentation in its entirety, the
recipient acknowledges its understanding and acceptance of the foregoing
statement.

The MSCl sourced information in this presentation is the exclusive property
of MSClInc. (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 MSCl data may not be further redistributed
or used as a basis for other indices or any securities or financial products.
This reportis not approved, reviewed or produced by MSCI.
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