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Cheap for areason
Key takeaways

» Overthe past 17 years, the return on the MSCI Europe, Australasia, and the Far East (EAFE) Index has been close to
zero.

« The bottom line is investors pay for earnings growth and Developed Market equities haven’t delivered.

We have been leaning toward the U.S. equity market over international markets for the better part of two years. In our
view, international equity markets do not appear ready to overtake our domestic market in terms of potential economic
and earnings growth as we look out over the next handful of quarters. It may be surprising to some, but a comparison of
earnings growth and equity index performance shows a dramatic difference between the S&P 500 Index (SPX) and our
Developed Market (ex-U.S.) benchmark, the MSCI EAFE Index.

Looking at Bloomberg data from year-end 2007 through February of this year shows that earnings growth for the SPX is up
more than 136% while MSCI EAFE Index earnings over that same time frame are up a mere 2.9%. (That is not a typo; SPX
earnings are up nearly 47 times as much over the past 17 years). After trying to absorb and comprehend that magnitude of
difference in earnings growth rates, it will be easier to digest the reason why the SPX is slightly more than 247% higher than
December 31, 2007, while the MSCI EAFE Index is only 1.4% higher (once again, not a typo). That’s right, over the past 17
years, the return on the MSCI EAFE Index has been almost zero. Thinking in terms of the most basic investment principles,
equity investors pay for earnings growth and the potential for that growth to continue in the future. And, of course, equities
with the perceived most dependable earnings streams tend to carry above-average valuations, all else being equal.

The trend for MSCI EAFE Index valuations, as measured by the price-to-earnings (P/E) ratio relative to the SPX has been
down for more than 10 years. Late 2012 was the last time P/E valuations between the two indexes were equal. Prior to
that, in our 17-year time frame, the P/E valuation of the MSCI EAFE Index exceeded the SPX for only a brief period of time
in 2009. In other words, it has been a long time since investors have preferred Developed Market equities over domestic
U.S. stocks, and for good reason. Is this likely to change any time soon? We do not think so.

We argued in last week’s Market Commentary that just because the valuation on the SPX is high doesn’t mean it can’t go
higher. We used March 2000, the height of the tech bubble, as an example where valuations were meaningfully higher than
now. In this case, we make the argument that just because the valuation on the MSCI EAFE Index relative to the SPX
appears cheap doesn’t mean that the valuation can’t get cheaper. It very well could.

One can bring up a number of points as to why MSCI EAFE Index valuations have trailed the SPX. One is that the SPX leans
toward more growth-oriented names that revolve around technology while MSCI EAFE Index has a more cyclical
(economically dependent) value bias that tends to carry a lower valuation. But the bottom line is investors pay for earnings
growth and Developed Market equities haven't delivered.
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Risk considerations

Each asset class has its own risk and return characteristics. The level of risk associated with a particular investment or asset class generally correlates with the level of return the investment or asset
class might achieve. Stock markets, especially foreign markets, are volatile. Stock values may fluctuate in response to general economic and market conditions, the prospects of individual companies,
and industry sectors. Foreign investing has additional risks including those associated with currency fluctuation, political and economic instability, and different accounting standards. These risks are
heightened in emerging markets.

Definitions

MSCI EAFE Index is designed to represent the performance of large and mid-cap securities across 21 developed markets, including countries in Europe, Australasia and the Far East, excluding the U.S.
and Canada.

S&P 500 Index is a market capitalization-weighted index composed of 500 widely held common stocks that is generally considered representative of the US stock market.
An index is unmanaged and not available for direct investment.
General Disclosures

Global Investment Strategy (GIS) is a division of Wells Fargo Investment Institute, Inc. (WFII). WFIlis a registered investment adviser and wholly owned subsidiary of Wells Fargo Bank, N.A., a bank
affiliate of Wells Fargo & Company.

The information in this report was prepared by Global Investment Strategy. Opinions represent GIS’ opinion as of the date of this report and are for general information purposes only and are not
intended to predict or guarantee the future performance of any individual security, market sector or the markets generally. GIS does not undertake to advise you of any change in its opinions or the
information contained in this report. Wells Fargo & Company affiliates may issue reports or have opinions that are inconsistent with, and reach different conclusions from, this report.

The information contained herein constitutes general information and is not directed to, designed for, or individually tailored to, any particular investor or potential investor. This report is not
intended to be a client-specific suitability or best interest analysis or recommendation, an offer to participate in any investment, or a recommendation to buy, hold or sell securities. Do not use this
report as the sole basis for investment decisions. Do not select an asset class or investment product based on performance alone. Consider all relevant information, including your existing portfolio,
investment objectives, risk tolerance, liquidity needs and investment time horizon. The material contained herein has been prepared from sources and data we believe to be reliable but we make no
guarantee to its accuracy or completeness.

Wells Fargo Advisors is registered with the U.S. Securities and Exchange Commission and the Financial Industry Regulatory Authority, but is not licensed or registered with any financial services
regulatory authority outside of the U.S. Non-U.S. residents who maintain U.S.-based financial services account(s) with Wells Fargo Advisors may not be afforded certain protections conferred by
legislation and regulations in their country of residence in respect of any investments, investment transactions or communications made with Wells Fargo Advisors.

Wells Fargo Advisors is a trade name used by Wells Fargo Clearing Services, LLC and Wells Fargo Advisors Financial Network, LLC, Members SIPC, separate registered broker-dealers and non-bank
affiliates of Wells Fargo & Company. PM-10022025-6521477.1.1
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