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“Trade Threats Lead to Major Valuation Change for Equities” 

Less than 24 hours after the Trump administration threatened $50 Billion of tariffs on imported Chinese 

goods, China made a retaliatory threat of its own. Last week, when the U.S. ante was upped to $100 Billion, 

China’s Commerce Ministry pledged to “hit back forcefully.” 

This could just as well blow over in the coming weeks and months, but the escalating exchange of threats, 

followed by commentary from U.S. officials that a trade war is not imminent and compromise is expected, 

has clouded the macro and inflationary outlook for the world’s two largest economies, at least as measured 

by investor affinity towards risk assets.  

When President Trump asserts that “trade wars are good, and easy to win,” he could be relying on history as 

his guide, most notably trade disputes initiated by President Reagan vs. Japan and India in the 1980’s. When 

the U.S. threatened Japan, there was little pushback and Japanese companies eventually agreed to build 

factories in the U.S. and employ thousands of U.S. workers. The deficit wasn’t quite as substantial then, but it 

may have been one of the precedents for Trump’s confidence in making a more favorable deal for the U.S.  

 

As the U.S. is finding out, China is not culturally or ideologically the same as Japan was at that time.  Not only 

has China fought back, but it is targeting politically sensitive goods for its own sanctions, namely agriculture 

and aircraft. It is very possible that China is hoping internal opposition from republican states, like Soybean 

farmers, will be enough to thwart the U.S. playbook. 

The mixed messages from Washington are likely contributing to the uncertainty in risk assets such as stocks. 

While Treasury Secretary Mnuchin, recently-hired and top economic advisor Larry Kudlow, and even 

President Trump himself have all made follow-on comments about a compromise with China being the 

expected outcome, it appears that moments of stalemate trigger further proclamations. 



Earnings season will kick into high gear this week, so shifting the focus to the pulse of Corporate America 

could be a catalyst for the bulls to win back sentiment. Sentiment was no doubt extended in late January, but 

more recently, investors have lost a good amount of this optimism, at least as measured by the price per 

share of earnings they are willing to pay for stocks.  

Given that earnings expectations were revised higher at the fastest rate in over 20 years during the first 

quarter, from already lofty levels, the 10%+ sell-off in stocks from late January has led to an even larger 

collapse in the price-to-earnings ratio (market valuation) of the S&P 500. For those who received payroll 

deposits on Friday, a lower numerator and higher denominator is the type of math you want to see.  

 

As the green line on the chart above illustrates, the ~18% correction in valuation brought us back to the 

“Brexit” levels from mid-2016 and near the 25-year average. If you still believe multiples paid for stocks 

should be higher than historical averages given real interest rate differentials, then you should welcome the 

sell-off as a healthy adjustment.  If you prefer to find something to worry about, then I suppose you should 

assume the record high-profit estimates prove too high of a hurdle for Corporate America. As it stands, we 

think this has every hallmark of a correction everyone wanted, but as always, fewer love it now.    
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