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Market Overview

U.S. equity markets were rocky, but generally
trended upward for the quarter as fears of a
double-dip recession appeared to abate and the
S&P 500 closed out the year at 2.1%, recovering
from an annual low of nearly -13% in early
October. U.S. equities outperformed their non-
U.S. counterparts after a resolution of the
European debt crisis failed to materialize and
fear of default contagion punished stocks with
greater exposure to Europe. Within the Russell
Top 200 Value, a particularly strong October was
enough to see the index end the year on a
positive note after recovering from weakness in
the second quarter and a sharp downturn during
the third quarter.

For the year, U.S. markets held up well in
comparison to the rest of the world, due in part
to the relative strength of U.S. companies and
healthy amounts of cash on balance sheets. This
excess cash resulted in $50.2 billion in dividend
increases within the S&P 500, surpassing last
year's dividend increases by over 82%. Though
payout ratios remain low at under 30%,
remaining cash reserves offer ample opportunity
to grow payments in 2012. By market cap, large
cap indices outperformed small cap indices,
likely due to investor preference for stability in
times of volatility. Of greater concern was a

constant stream of news from Europe regarding
the region’s sovereign debt and political
instability. As headlines drove markets around
the world, investors sought to protect assets by
piling into U.S. Treasuries, driving yields on
10-year Treasury notes below 2% at year end.
With U.S. fixed income yields below current
inflation rates, investors relied on equities for
return. Much of that focus was on dividend
paying equities, as the dividend yield on the S&P
500 surpassed the 10-year Treasury yield and
unlike fixed income, dividends can grow in
excess of inflation. In 2011, dividend payers
within the Russell Top 200 Value protected on
the downside and outperformed non-dividend
payers by over eleven percentage points,
according to FactSet.

Portfolio Overview

The NFJ Large Cap Value portfolio returned 12.4%
versus 13.0% for the Russell Top 200 Value Index
during the quarter. Stock selection, a small cash
position and sector allocation drove relative
underperformance for the period. Energy
holdings were down, as stocks in the energy
equipment and services industry were unable

to keep pace with this sector’s steep gains.
Information Technology issues detracted on
software and IT services holdings. Stock selection
among Financials added value, due in part to

strength from commercial banks and insurers.
Holdings in Materials contributed on strong
returns from the paper and forest products and
metals and mining industries. An allocation to
cash hindered relative performance in a strong
absolute return environment. Sector allocations
were mixed, and slightly negative.

For the year, the portfolio outperformed the
benchmark by 135 basis points. Both stock
selection and sector allocation were positive in
2011. Selection in Financials contributed, as this
sector was hurt by regulatory restrictions and
fear of contagion from Europe’s debt crisis, and
our high quality holdings were better able to
weather these conditions. Performance from
Consumer Discretionary issues was also
contributive, largely on significant growth from
household names like CBS and McDonald's.
Selection in Energy and Materials detracted.

An underweight in Financials was beneficial,

as this was the weakest sector in the Index.
Being underweight in Health Care detracted,
as investors flocked to more defensive
investments during a volatile year, making this
the best performing sector for the Index.

Contributors
Shares of Pfizer rose, in part due a 7% year-over-
year increase in third quarter revenues. Much of
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Contributors (continued)

these gains were attributed to a spike in foreign
revenues, which offset declines in U.S. demand.
The company also increased its dividend by 10%
in December.

Many Energy stocks appreciated as oil prices
trended upward from last quarter’s lows,
including portfolio holdings Marathon Qil,
ConocoPhillips and Chevron. Marathon Oil and
ConocoPhillips also benefitted from the market
positively responding to both companies’
strategy of spinning off refining operations and
divesting non-strategic assets. In addition to
better pricing conditions, Chevron reported third
quarter earnings that surpassed year-over-year
results by a record 105%.

General Electric was up after announcing its
sixth consecutive quarter of double-digit
earnings growth. The company’s earnings rose
439% for the nine months ended September 30,
in part due to increase in industrial orders,
customer wins within its energy business and
an upturn of its financial services business,

GE Capital. GE also increased its dividend in
December by 13%.

Detractors

Chesapeake Energy was hurt by natural gas
prices, which fell on oversupply concerns;
however, the firm issued better-than-expected
third quarter figures. We support the name for
trading at 9.5x forward earnings and yielding a
1.5% dividend.

Shares of nitrogen and phosphate fertilizer
manufacturer CF Industries Holdings pulled
back after jumping earlier in the quarter, partly
due to third quarter results, which included a
53% year-over-year increase in sales.

Mattel was a recent purchase that entered the

portfolio in December. We believe Mattel offered
an advantageous entry point, and appreciate that
the company is dominant player in the global toy

dividend cut in two quarters; the current yield

of 14.2% remains compelling. The company is in
the process of deleveraging its balance sheet and
is attractively valued for its industry, trading at
7.0x forward earnings.

London-headquartered offshore drilling
contractor Ensco declined on global recession
concerns. The company offers an above-
industry-average 2.9% yield. The firm also has
the youngest and deepest-capable fleet, which
should garner a premium, but the stock trades
ata discount to other offshore drillers at 8.2x
forward earnings.

Purchases & Sales

The swap from Hess Corporation into Total is
premised on more attractive valuation, yield
and outlook. Total is the world's fourth largest
publically-traded integrated oil and gas
company, trades at 7.6x forward earnings and
yields a 7.1% dividend.

We swapped Verizon Communications for
purchase of Mattel on superior valuations.

Purchase of Ensco was based on the stock’s
superior valuation measures and strong dividend
yield for its industry.

We sold our position in Marsh & McLennan after
the stock rose over 15% during the past year,
pushing the valuation to less appealing levels.

Outlook

Few markets or investments were safe from the
extreme levels of volatility characteristic of 2011,
and to a large degree, we expect this will
continue into the new year. Countless reasons
have been given to explain why investors
experienced such pronounced market
movements. Everything from natural disasters,
sovereign debt crises and political action, or
inaction in some instances, caused indices to rise
and fall as company fundamentals went largely
unheeded. Faltering monetary systems only

trading days where the daily price changes
exceeded two standard deviations. Amplifying
uncertainty in 2012 will be whether or not
European leaders identify a workable solution
for the fiscal crisis and upcoming presidential
elections in the U.S. and France. In such an
environment, investors should expect to pay

for less volatility, and in our view, should favor
dividend paying securities. Our internal research
indicates that historically, dividend payers
demonstrate a lower volatility of returns than
their non-dividend paying peers. Because
companies that yield a dividend tend to have
stronger balance sheets and more consistent
cash flows, they often are better able to weather
market instability. We believe this will continue
as investors prefer dividend yielding companies
for offering evidence of a positive earnings
outlook and an ability to generate future
earnings.

Although we are bottom-up investors and do not
incorporate a top-down macro forecast into our
strategies, we expect to see slow growth in the
U.S. and flat to negative growth in Europe during
2012. While many U.S. companies have strong
balance sheets and excess cash on hand, it may
take years for Europe to cure their debt overhang
and repair balance sheets. During periods of
slow, or even negative, economic growth,
corporate profits can be limited, making dividend
pay-outs an increasingly important portion of

an equity investor's total return.

With future outcomes in the world's economic
and political situations uncertain and fixed
income yields consistently below inflationary
rates, our dividend paying strategies are well
positioned to help investors access real returns
and growth potential in 2012. As the investment
environment appears murky, we continue to
invest cautiously and seek attractive entry points
for dividend paying, high quality securities that
can be held over the long term.

served to make matters worse, while high
velocity traders seeking returns with short-term
tactical moves heightened market swings. For
the year, the S&P 500 experienced thirty-two

market.

Annaly Capital Management gave up recent
gains after declining on news of its second
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