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The market has celebrated deliverance from the China tariff crisis -- but is it really over?  

Stocks are at four-year highs, having delivered a total return of 10.1% in the 106 days since 
their bottom on April 20. The reason why is that several real and perceived threats to growth 
were overcome over that period (see "Policy Takes A Right Turn" July 5, 2005). Our view 
throughout was that those risks were not likely to eventuate, and were therefore more than fully 
priced into stocks that we said were trading at near-historic low levels of valuation. To put our 
outlook in a nutshell, we wrote on the day following what turned out to be the low of the year,  

...the worst-case outcomes are highly unlikely in our view... We reiterate our belief that 
valuations put a rough floor under stocks here. Any good news, or any change in 
sentiment, leads to considerable upside. (see "Tsunamis! Killer Asteroids! 
Protectionism!" April 21, 2005) 

As threats to growth have been set aside, it's been no surprise to see that, as we forecasted, 
large-cap growth stocks have led the way. Consider how remarkable it is that the Information 
Technology sector -- friendless and without any catalytic news flow -- has gained 16.6% since 
the day of the bottom, making it the best performing sector, even edging out a red-hot Energy 
sector powered by crude oil at all-time highs.  

Can it continue? Yes. First, in terms of valuation, stocks are very nearly as undervalued today 
as they were on the day of the bottom. Then, our simple valuation model based on consensus 
forward earnings and long-term Treasury yields said the S&P 500 should be 44.2% higher. 
Today it says the S&P 500 should be 39.8% higher, even though market cap has grown by 
9.5% since the bottom. How can that be? Simple: widely held expectations for an economic 
slowdown didn't come true, just as we said they would not (see "Slowdown? Not So Fast!" April 
19, 2005). Since the bottom, consensus forward earnings for the S&P 500 have grown by 4.9%. 
In other words, earnings growth alone explains fully half the move in stocks -- leaving only 
about 5% to be explained by a contraction in the equity risk premium. So there's still a great 
deal of room for upward revaluation as market participants come to appreciate the extent to 
which their risk perceptions this year have been overdone. 

What about the realities behind those perceived risks? For us, the one with greatest potential 
substance -- and the one still most in play -- is the risk that the Fed's rate normalization 
program will either be interrupted, or prove to be insufficient to reign in the inflation triggered 
by the Fed's having stayed so easy for so long (see "Straightening Out the Curve" Monday, 
August 1, 2005). Yet clearly stocks have been focused on another risk, as well -- the threat of 
protectionist legislation against China. It's telling that the stock market's year-to-date bottom 
came at the height of the panic about the Schumer/Graham bill that threatened to impose a 
27.5% across-the-board tariff on all goods imported from China, unless China revalued its 
currency, the yuan. The day of the bottom in stocks was the same day that Senators Chuck 
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Schumer and Lindsey Graham claimed -- falsely, as it turned out -- that President Bush 
supported their bill.  

Our view was that the tariffs, if imposed, would be terribly negative in and of themselves, and 
could easily become the opening round in a cycle of calamitous protectionist attacks and 
counter-attacks. But we forecasted that cooler heads would prevail, and that China would 
defuse the crisis by adjusting their currency regime in some small and mostly cosmetic way, just 
before the July 27 deadline for Senate voting on the tariff bill -- and that's precisely what 
happened (see "On the Yuan Revaluation" July 21, 2005). One week ago, though, Senators 
Schumer and Graham announced that they would not be satisfied, long term, with what has so 
far been only about a 2% revaluation of the yuan -- and that they are prepared to force a vote 
on their bill when the Senate returns for its next session. Stocks had a very rough session the 
next day, last Friday, in reaction no doubt to the possibility that the tariff threat had returned -- 
scarcely a week since it was thought to be over.  

Our best judgment is that the threat is over. From confidential sources close to the bill's 
sponsors, we know that Senators Schumer and Graham are not themselves as enthusiastic 
about their tariffs as their rhetoric would lead one to believe. They regard their bill as a 
dangerous "nuclear option" -- a mutual assured destruction threat designed to bring China 
to the negotiating table about what they see as its protectionist use of exchange rates, but a 
threat that no sane nation would actually ever carry out. Indeed, when their bill survived a 
motion to table in early April by a landslide 67/33 vote in the Senate, Schumer and Graham 
were stunned that their largely symbolic bill had become real. They had thought the vote would 
go the other way, and found themselves unexpectedly holding an armed nuclear warhead. 
Despite its almost accidental genesis, the threat worked. The yuan revaluation, and its regime 
change from a dollar peg to a managed float, was bilaterally coordinated with Schumer and 
Graham's withdrawal of their bill from this session's Senate calendar the week before.  

Could Schumer and Graham make their nuclear threat work again, in order to force China to 
revalue the yuan more, or more rapidly, than it would prefer? We can't rule it out. The 
protectionism lobby never sleeps, as we have seen with the amendment to the energy bill that 
effectively thwarted China's Cnook's bid for Unocal. But with each successive coercive 
negotiation with China on its currency, the salience of the incremental protectionist benefit to be 
gained diminishes in relation to the risk of mutual destruction if the threatened tariffs were ever 
actually imposed -- thus the threat becomes increasingly impotent. At some point China will call 
Schumer and Graham's bluff, and the senators will probably find that there is not much 
enthusiasm in the Senate for destroying the US retail sector for the sake of a rather abstruse 
technical matter of exchange rates that was thought to have been already been settled. The 
globalization lobby never sleeps, either. 

Bottom Line:  Protectionist threats of various dimensions will no doubt continue to command 
headlines, and Schumer and Graham will no doubt have their share of them. But the nuclear 
crisis of the tariff bill is over, and globalization marches on. While it's always better to buy stocks 
at the worst of a crisis, the equity risk premium has actually contracted only slightly since the 
bottom this year, with gains to equities driven in large measure by earnings growth. Thus stocks 
remain at near-historic levels of undervaluation, against a salutary backdrop of shrinking risks.  
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