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JUSTIFICATION WANTED
Over the past several years, with each passing disappointment—and there have been many—commentators mostly have
assured us that more recent data posit an improving trend and that, since markets are discounting mechanisms, to worry
about the past is a waste of focus and effort. Readers know that we have been skeptical of the confidence investors have
placed in the global macroeconomic backdrop and, in turn, equity market valuations. Global growth has been slow and so,
too, not so surprisingly has been the expansion in corporate top lines.
Charted in Figure 1 is the year-over-year change in the per-share revenue and earnings of S&P 500 companies. One can see
the weak and waning growth in revenue. Earnings growth coming out of this latest recession was comparatively strong, in no
small part because the plunge was so steep. Now that much, if not all, of the gains from cost-cutting are had, relatively weak
top-line growth has constrained the ability to maintain earnings expansion.
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The S&P 500 continues to rise nonetheless, and its valuations have soared as a result, surpassing the peak prior to the latest
recession and entering into ranges not seen since the pre-2000 tech boom. That observation is supported by Figure 2, which
charts the S&P 500 price-to-sales ratio. While we generally prefer to look directly at trend math, one doesn’t need any fancier
an analysis to see that the broader U.S. equity market is expensive by this metric, even when compared to the relatively
richly valued past 25-ish years. And it’s getting more expensive more quickly...not the sort of scenario that should warm one
to increased broad equity exposure.

And U.S. large-cap stocks aren’t alone in the league of rich valuations. Nearer-term price-to-earnings ratios for a range of
developed equity markets are quite stretched relative to their respective averages for the past decade. We chart a few such
series in Figure 3, which provides further reason for suspicion in regard to investor enthusiasm for U.S. and developed
European equity markets. Conversely, the chart also provides some support for our relatively greater interest in emerging
market and developed Asian equities of late.
Or course, these metrics are snippets of a much larger dashboard that informs the Investment Committee’s decisions in
regard to tactical equity exposures across all Innealta products. That dashboard incorporates a range of metrics within four
primary buckets: 1) Fundamental / Valuation 2), Distributional Characteristics / Risk, 3) Macroeconomic and 4) Behavioral
/ Technical. The framework aggregates an ensemble of signals evaluated in each bucket to arrive at a composite score for
each equity market considered. We therefore generally are hesitant to focus on any individual metric as reasons to be bullish
or bearish on any individual equity market. Nonetheless, we present these narrow views to suggest that even the starting
points for assessments of many developed equity market valuations challenge notions of relative attractiveness. While we
remain on constant watch for tactical equity investment opportunities, in our view they remain quite rare, the full content
and context of the framework considered.
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THANKS AND WELL WISHES
On behalf of the entire Innealta team, we want to express our appreciation and gratitude for the confidence and trust that
you have placed in our work and welcome the ability to continue serving your investment needs as we head into 2015 and
beyond. Best wishes for a safe and festive holiday season and a grand start to the New Year.

IMPORTANT INFORMATION
The information provided comes from independent sources believed reliable, but accuracy is not guaranteed and has not
been independently verified. The security information, portfolio management and tactical decision process are opinions of
Innealta Capital (Innealta), a division of AFAM Capital, Inc. and the performance results of such recommendations are
subject to risks and uncertainties. For more information about AFAM Capital, Inc. please visit afamcapital.com. Past
performance is not a guarantee of future results.
Any investment is subject to risk. Exchange traded funds (ETFs) are subject to risks similar to those of stocks, such as
market risk, and investors that have their funds invested in accordance with the portfolios may experience losses.
Additionally, fixed income (bond) ETFs are subject to interest rate risk which is the risk that debt securities in a portfolio will
decline in value because of increases in market interest rates. The value of an investment and the return on invested capital
will fluctuate over time and, when sold or redeemed, may be worth less than its original cost. This material is not intended as
and should not be used to provide investment advice and is not an offer to sell a security or a solicitation or an offer, or a
recommendation, to buy a security. Investors should consult with an investment advisor to determine the appropriate
investment vehicle. Investment decisions should be made based on the investor’s specific financial needs and objectives,
goals, time horizon and risk tolerance. All opinions and views constitute our judgments as of the date of writing and are
subject to change at any time without notice.
Sector ETFs, such as Real Estate Investment Trusts (“REITs”) are subject to industry concentration risk, which is the chance
that stocks comprising the sector ETF will decline due to adverse developments in the respective industry.
The use of leverage (borrowed capital) by an exchange-traded fund increases the risk to the fund. The more a fund invests in
leveraged instruments, the more the leverage will magnify gains or losses on those investments.
Country/Regional risk is the chance that world events such as political upheaval or natural disaster will adversely affect the
value of securities issued by companies in foreign countries or regions. Country/Regional risk is especially high in emerging
markets.
Emerging markets risk is that chance that stocks of companies located in emerging markets will be substantially more
volatile, and substantially less liquid, than the stocks of companies located in more developed foreign markets.
Securities rated below investment grade, commonly referred to as “junk bonds”, may involve greater risks than securities in
higher rating categories. Junk bonds are regarded as speculative in nature, involve greater risk of default by the issuing
entity, and may be subject to greater market fluctuations than higher rated fixed income securities.
Diversification does not protect against loss in declining markets.
Registration of an investment adviser does not imply any certain level of skill or training.
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AFAM Capital, Inc. is an Investment Adviser, registered with the Securities & Exchange Commission and notice filed in the
State of California and various other states. For more information, please visit afamcapital.com. Registration as an
investment advisor does not imply any certain level of skill or training. Innealta is an asset manager specializing in the active
management of portfolios of Exchange Traded Funds.
Innealta’s competitive advantage is its quantitative investment strategy driven by a proprietary econometric model created
by Dr. Gerald Buetow, Innealta’s Chief Investment Officer. The firm’s products include Tactical ETF Portfolios, a U.S. Sector
Rotation Portfolio and a Country Rotation Portfolio. Innealta aims to beat appropriate benchmark performance by tactically
managing portfolios utilizing a proprietary econometric model. By harnessing the benefits of ETFs, Innealta is able to
provide investors with exposure to multiple asset classes and investment styles in highly liquid, low cost portfolios.
Contact your financial advisor for additional information.

AFAM Capital, Inc.
12117 FM 2244
Building 3, Suite 170
Austin, TX 78738
P: 512.354.7041 F: 512.402.1014

