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FUND ORGANIZATION

The FBR Funds (the “Trust”) is an open-end managgrimyestment company organized as a statutory tnuder
the laws of Delaware. The Trust currently consaftsine series of units of beneficial interesth@ses”). The
series described in this SAI are the FBR Pegasnd'®uFBR Pegasus Mid Cap Fuffy FBR Pegasus Small Cap
Fund™, FBR Pegasus Small Cap Growth FUdFBR Focus Fund, FBR Large Cap Financial Fund, FBfll
Cap Financial Fund, FBR Technology Fund and FBR Gi@gy Index Fund, each of which is a non-divéiesi
fund (together, the “Funds”). Much of the inforioat contained in this SAl expands on subjects dised in the
Investor Class, | Class and R Class Prospectusgstalized terms not defined herein are used asetefin the
Prospectuses. No investment in shares of the Fshaldd be made without first reading the applicétriespectus.

Prior to February 27, 2004, the Funds, exceptherBR Pegasus Fullj FBR Pegasus Mid Cap FUif4y FBR
Pegasus Small Cap FUlfdand FBR Gas Utility Index Fund, were series of fi&R Family of Funds, a Delaware
statutory trust (“FoF”). Prior to February 27, 20Ghe FBR Gas Utility Index Fund, Inc. was orgawdizas a
Maryland corporation (“AGI”). On February 27, 2QGhch of the portfolios of FoF and AGI were reoigad as
separate series of the Trust. As of February 2842the following Funds changed their names deviet FBR
Financial Services Fund (to FBR Large Cap FinanEiahd), FBR Small Cap Value Fund (to FBR Small Cap
Fund), and FBR Technology Fund (to FBR Large Caghmelogy Fund). The portfolios of FOF and AGI thare
reorganized into series of the Trust are referoeith this SAI collectively as the “Predecessor FRuhdAll data and
information in this SAI with respect to a Fund umdés information from the periods covered by sudnd/s
corresponding Predecessor Fund, as applicable FBRePegasus Fuffd commenced operations on November 15,
2005, the FBR Pegasus Mid Cap Flthdnd FBR Pegasus Small Cap Fllhdommenced operations on February
28, 2007 and therefore were not part of the redrgsion in February 2004.

The Funds offer three separate classes of shdted:the Funds offer Investor Class shares; certdithe Funds
offer | Class and R Class shares. Consult theragplvestor Class, | Class and R Class Prospectossee which
of the Funds are currently offered in those clas§d® shares of the Funds’ represent an intemetsiei same assets
of the Funds, have the same rights and are idémi@d material respects except that: (i) eadsslof shares may
bear different (or no) distribution fees; (ii) cart other class specific expenses will be bornelgdly the class to
which such expenses are attributable, includingsfiexr agent fees attributable to a specific cldshares, printing
and postage expenses related to preparing andbdistg materials to current shareholders of a iigeclass,
registration fees incurred by a specific class ludires, the expenses of administrative personnelsandces
required to support the shareholders of a spediss, litigation or other legal expenses relating class of shares,
Trustees’ fees or expenses incurred as a resigsoés relating to a specific class of shares andumting fees and
expenses relating to a specific class of sharésgeéich class has exclusive voting rights withpeet to matters
relating to its own distribution arrangements; &aing certain classes offer different features amdviees to
shareholders. The Board of Trustees may classifyraclassify the shares of the Funds’ into add#ticlasses of
shares at a future date.

INVESTMENTS AND RISKS

The following are the investment strategies ankisrassociated with investing in the Funds. ThedBuprincipal
investment strategies are detailed in the Fundgspactuses. The following paragraphs detail oitmezstment
strategies the Funds may pursue and the risksiatsmtherewith.

SPECIAL NOTE REGARDING RECENT MARKET EVENTS

Events in the financial sector over the past fewrgehave resulted in reduced liquidity in the dredid fixed
income markets and an unusually high degree oftililan the financial markets, both domestic ainternational.
While entire markets have been impacted, issuatshifive exposure to the real estate, mortgageradi markets
have been particularly affected. These events hedpbtential for continuing market turbulence mawé an
adverse effect of the Funds’ investments. It iseutain how long these conditions will continue.

The instability in the financial markets led theSUGovernment to take a number of unprecedentéshaalesigned
to support certain financial institutions and certaegments of the financial markets. Federatestand other
governments, regulatory agencies, and self regylat@anizations may take actions that affect #wutation of the



instruments in which the Funds invest, or the isswd such instruments, in ways that are unforddeeaSuch
legislation or regulation could limit or precludé-and’s ability to achieve its investment objective

Governments or their agencies may also acquireedstd assets from financial institutions and aequivnership
interests in those institutions. The implicatiaigjovernment ownership and disposition of thesetasare unclear,
and such ownership or disposition may have posdiveegative effects on the liquidity, valuatiordgrerformance
of the Funds’ portfolio holdings.

Short-Term Debt Obligations. The Funds may invest in short-term instrumernitéctv may include high grade
liquid debt securities such as variable amount enademand notes, commercial paper, certificatedeposit,
bankers’ acceptances, repurchase agreements whabtlrenin less than seven days and obligations dssue
guaranteed by the U.S. Government, its agenciesnatdimentalities. Bankers’ acceptances aretingtnts of the
U.S. banks which are drafts or bills of exchangecégpted” by a bank or trust company as an obligatiopay on
maturity. Money market instruments may carry fixeariable, or floating interest rates. A secusitsredit may be
enhanced by a bank, insurance company, or othédy.erfome money market securities employ a trusbtber
similar structure to modify the maturity, price chaeteristics, or quality of financial assets sa thay are eligible
investments for money market funds. If the strietdoes not perform as intended, adverse tax arstment
consequences may result. With respect to each,Rbace may be times when, in the opinion of thevider,
adverse market conditions exist, and it believas the return on certain money market type instnismevould be
more favorable than that obtainable through a Fumdirmal investment programs. Accordingly, for pemary
defensive purposes, each Fund may hold up to 130 total assets in cash and/or short-term oliiga. To the
extent that a Fund’s assets are so invested, thegotrbe invested so as to meet its investmengatve.

U.S. Treasury Securities.U.S. Treasury securities are direct obligationthefU.S. Government and are backed by
the full faith and credit of the U.S. Treasury. SUTreasury securities differ only in their intdregtes, maturities,
and dates of issuance. Treasury Bills have masritf one year or less. Treasury Notes have itiagipf one to
ten years, and Treasury Bonds generally have niatiof greater than ten years at the date of iEsuaYields on
short-, intermediate-, and long-term U.S. Treasegurities are dependent on a variety of factoxduding the
general conditions of the money and bond markéts, size of a particular offering, and the matuitythe
obligation.

Government Agency Securities. Government agency securities, often called agenaresindirect obligations of
the U.S. government, and are issued by federalcéggand government-sponsored corporations undbpiéty
from Congress. Government agency securities mdabked by the full faith and credit of the fedegavernment,
which is the case with Government National Mortgagsociation and Small Business Administrationitieates,
but are more often issued or guaranteed by thesspioig agency. Examples of government agency siesur
include Export-Import Bank of the United Statess thederal Home Loan Banks, and the Federal FarrditCre
System Banks.

Government-Sponsored Enterprises. Government-sponsored enterprises are characteageleing privately
owned and publicly chartered. These enterprise® weeated by the U.S. Government to help certajpoitant
sectors of the economy reduce their borrowing codtse U.S. Government does not directly back gowvent-
sponsored enterprise securities, although in sostances, government-sponsored enterprise sesuriig benefit
from indirect support. Freddie Mac and Fannie Ma@eexamples of government-sponsored enterpriseigesu

On September 6, 2008, the Federal Housing Finantleofity (“FHFA”), an agency of the U.S. governmepiiced
Fannie Mae and Freddie Mac into conservatorshipeurd authority with the stated purpose to preseamd
conserve each entity’s assets and property, apdtteach entity in a sound and solvent conditidhe effect that

this conservatorship will have on these entitiebtdand equities is unclear and no assurance cgivée that any
steps taken by the FHFA or the U.S. Treasury orahgr agency of the U.S. government with respedtannie
Mae or Freddie Mac will succeed. Fannie Mae aneddéie Mac have each been and remain the subject of
investigations by federal regulators over certagtoanting matters. Such investigations, and argultieg
restatements, may adversely affect these entitids @ a result, the payment of principal or irgem securities
they issue.



Risks Associated with Investing in U.S. Governmen$ecurities. The U.S. Government is considered to be the
best credit-rated issuer in the debt markets. eSiteasury securities are direct obligations oflh®. Government,
there is minimal credit risk. While most other gavment-sponsored securities are not direct oligatof the U.S.
Government (although some are guaranteed by theGd@rnment), they also offer little credit risk.

However, another type of risk that may affect thendr is market and/or interest rate risk. For eXemgebt

securities with longer maturities tend to produigghér yields and are generally subject to potegtigdeater capital
appreciation and depreciation than obligations wtibrter maturities and lower yields. The marlaug of U.S.
Government securities generally varies inversetyh whanges in market interest rates. An increasetérest rates,
therefore, would generally reduce the market valtiany U.S. Government security held by the Funbileva

decline in interest rates would generally increthsemarket value of such investment.

Bank Money Market Instruments. Bank money market instruments are short-term otitiga of depository
institutions which provide high liquidity and a aéively risk-free way to earn interest on cash mese

Risks of Bank Money Market Instruments. Bank deposits and CDs are insured to $100,000 graositor by the
Bank Insurance Fund and the Savings Associatiomréimee Fund, units of the Federal Deposit Insurance
Corporation (“FDIC"), and by the National Credit Idn Administration (‘NCUA”"). The FDIC and NCUA are
federally sponsored agencies.

Repurchase Agreements A repurchase agreement is an agreement where tidsfcquire a debt security from a
commercial bank or broker/dealer with the undexitag that the Fund will sell the instrument baclaatagreed-
upon price and date (normally, the next busines3. d&ssentially, a repurchase agreement may bsidemrd a
loan backed by securities. The resale price rsflam agreed-upon interest rate effective for thdod the
instrument is held by the Funds. In these traimast the value of the securities acquired by thed=(including
accrued interest earned) must be greater tharalhe of the repurchase agreement itself. The siesuare held by
the Funds’ custodian bank until repurchased.

Reasons to Use Repurchase Agreement§he Fund may invest in repurchase agreementsexbtly securities
issued or guaranteed by the U.S. Government, éa@gs and government-sponsored enterprises:r(jdfensive
purposes due to market conditions; or (ii) to gateemcome from the Fund’s excess cash balanclks.Fiinds will

only enter into repurchase agreements with meméaekdof the Federal Reserve system or primary deafdJ.S.

Government securities.

Risks of Repurchase AgreementsThe use of repurchase agreements involves celitkis. r For example, if the
other party to the agreement defaults on its otitiga to repurchase the underlying security atnaetivhen the
value of the security has declined, the Funds mawria loss when the security is sold. If the otherty to the
agreement becomes insolvent and subject to ligoidatr reorganization under the Bankruptcy Codetber laws,
a court may determine that the underlying secusitgollateral for a loan by the Funds not withie ttontrol of the
Funds. Consequently, the Funds may not be aldelistantiate its interest in the underlying segwaitd may be
deemed an unsecured creditor of the other partghé agreement. While the Funds’ investment adviser
acknowledges these risks, it is expected that thisks can be controlled through monitoring procedu These
procedures include effecting repurchase transextoty with large, well-capitalized and well-esfabéd financial
institutions whose condition will be continually mitored. In addition, the value of the collatesaiderlying the
repurchase agreement will always be at least équhle repurchase price, including any accruedeésteearned in
the repurchase agreement.

Reverse Repurchase AgreementsEach Fund may borrow funds for temporary purpdseentering into reverse
repurchase agreements in accordance with the Fimdistment restrictions. Pursuant to such agre&sma Fund
would sell portfolio securities to financial institons such as banks and broker-dealers, and sgrepurchase the
securities at the mutually agreed-upon date araprihe Funds intend to enter into reverse repselagreements
only to avoid otherwise selling securities duringfavorable market conditions to meet redemptioAsthe time a
Fund enters into a reverse repurchase agreemeni] ftlace in a segregated custodial account assetsistent
with the Fund’s investment restrictions having lugaequal to the repurchase price (including actinterest), and
will subsequently monitor the account to ensure su@h equivalent value is maintained. Such asg#tinclude
U.S. Government securities or other liquid, highelg debt securities.



Risks of Reverse Repurchase Agreementfeverse repurchase agreements involve the riskibanarket value
of the securities sold by a Fund may decline belb& price at which the Fund is obligated to repasehthe
securities. Reverse repurchase agreements arédexts to be borrowing by a Fund under the Investme
Company Act of 1940, as amended (the "1940 Act").

Foreign Investments The Funds may invest in securities issued bgifor branches of U.S. banks, foreign banks,
or other foreign issuers, including American Detarsi Receipts (“ADRs”), European Depositary Receipt
(“EDRs”) and Global Depositary Receipts (“GDRs")dasecurities purchased on foreign securities exgémiand
over-the-counter.

Depositary receipts are not usually denominatethéhsame currency as the securities into which thay be
converted. Generally, ADRs, in registered forme designed for use in U.S. securities markets ebBsEand
GDRs, in bearer form, are designed for use in Eegopnd global securities markets. ADRs are recgypically
issued by a U.S. bank or trust company evidencingeoship of the underlying securities. EDRs and GziRe
European and global receipts, respectively, evidgna similar arrangement.

Other permissible investments include: Eurodollartificates of Deposit (“ECDs”), which are U.S. Lot

denominated certificates of deposit issued by brasof foreign and domestic banks located outdideUnited
States; Yankee Certificates of Deposit (“Yankee 'GDshich are certificates of deposit issued by .& lbranch of
a foreign bank denominated in U.S. Dollars and helthe United States; Eurodollar Time DepositsTE"),

which are U.S. Dollar-denominated deposits in aifpr branch of a U.S. bank or a foreign bank; aad&adian
Time Deposits (“CTDs"), which are U.S. Dollar-denoated certificates of deposit issued by Canadiéines of

major Canadian Banks. Such investments may sutfjecFunds to significant investment risks that difeerent
from, and additional to, those related to investimen obligations of U.S. domestic issuers or ir8Usecurities
markets.

Risks of Foreign Investments. The value of securities denominated in or indexadoteign currencies, and of
dividends and interest from such securities, cangh significantly when foreign currencies streagtlor weaken
relative to the U.S. dollar. Foreign securitiegkats generally have less trading volume and lgsddity than U.S.
markets, and prices on some foreign markets carmigely volatile. Many foreign countries lack unifo
accounting and disclosure standards comparablesetapplicable to U.S. companies, and it may be mifficult
to obtain reliable information regarding an isseeihancial condition and operations. In additidme costs of
foreign investing, including withholding taxes, kesage commissions, and custodial costs, are dgnéigher
than for U.S. investments.

Foreign markets may offer less protection to inmesthan U.S. markets. Foreign issuers, brokem,sgcurities
markets may be subject to less government supernviskoreign branches of U.S. banks and foreigikbamay be
subject to less stringent reserve requirements thase applicable to domestic branches of U.S. sarfkoreign
security trading practices, including those involyithe release of assets in advance of payment, invayve
increased risks in the event of a failed tradeherihsolvency of a broker-dealer, and may involvessantial delays.
It may also be difficult to enforce legal rightsfareign countries.

Investing abroad also involves different politiGald economic risks. Foreign investments may bectdtl by
actions of foreign governments adverse to theéstsrof U.S. investors, including the possibilityegpropriation or
nationalization of assets, confiscatory taxati@stnictions on U.S. investment or on the abilitya@patriate assets or
convert currency into U.S. Dollars, or other goveemt intervention. There may be a greater podyilnif default
by foreign governments or foreign government-spogd@nterprises. Investments in foreign countiss involve
a risk of local political, economic, or social iabtlity, military action or unrest, or adverse diplatic
developments. There is no assurance that the &dwgl be able to anticipate these potential esemt counter
their effects.

The considerations noted above generally are iiitetsfor investments in developing countries. Bkping
countries may have relatively unstable governmeatsnomies based on only a few industries, andrisiesu
markets that trade a small number of securities.



The Funds may invest in foreign securities thatdsgprestrictions on transfer within the U.S. otlt&. persons.
Although securities subject to transfer restricsionay be marketable abroad, they may be less litpaid foreign
securities of the same class that are not sulpestich restrictions.

llliquid Investments and Restricted Securities Each Fund may invest up to 15% of its net assetiquid
investments, including restricted securities whitthnot meet the criteria for liquidity establishied the Trust's
Board of Trustees. llliquid investments are inwgsts that cannot be sold or disposed of in theard course of
business, within seven days, at approximately theep at which they are valued. Under the supienvisf the
Board of Trustees, the Adviser determines the dipiof each Fund’s investments and, through repfsdm the
Adviser, the Board of Trustees monitors investmantBiquid instruments. In determining the liglily of a Fund’s
investments, the Adviser may consider various factocluding: (1) the frequency of trades and gtiohs; (2) the
number of dealers and prospective purchasers imtr&etplace; (3) dealer undertakings to make &eta¢4) the
nature of the security (including any demand odé&rfeatures); and (5) the nature of the markegpfac trades
(including the ability to assign or offset a Fundights and obligations relating to the investmeniivestments
currently considered by the Funds to be illiquidiiie repurchase agreements not entitling the haddgayment of
principal and interest within seven days. Als@& Audviser may determine some over-the-counter optficestricted
securities and loans and other direct debt instnisn@nd swap agreements to be illiquid. In theeabe of market
quotations, illiquid investments are priced at faatue as determined in good faith in accordandd miocedures
established by the Board of Trustees. If throughange in values, net assets, or other circumssa@acFund were
in a position where more than 15% of its net asssige invested in illiquid securities, it would ket take
appropriate steps to protect liquidity.

Restricted securities are securities which canaatdd to the public without registration under 8exurities Act of
1933. Unless registered for sale, these secudiaonly be sold in privately negotiated trangargior pursuant to
an exemption from registration. The ability of fhustees to determine the liquidity of certaintnieted securities
is permitted under a position of the staff of then@nission set forth in the adopting release foreRul4A under the
Securities Act of 1933 (“Rulel44A”). Rule 144A & nonexclusive safe-harbor for certain secondarykeba
transactions involving securities subject to retitins on resale under federal securities lawsle R44A provides
an exemption from registration for resales of otige restricted securities to qualified institugbmuyers. Rule
144A was expected to further enhance the liquidftthe secondary market for securities eligible iesale under
Rule 144A. The Trustees determine the liquiditgeftain restricted securities, including Rule 14&b&urities and
foreign securities.

The Trustees consider the following criteria inedetining the liquidity of certain restricted setias: the frequency
of trades and quotes for the security; the numbdealers willing to purchase or sell the secuaityl the number of
other potential buyers; dealer undertakings to nakearket in the security; and the nature of tleisey and the

nature of the marketplace trades. The Trustees Halegated to the Adviser the daily function aledeaining and

monitoring the liquidity of restricted securitiegsrpuant to the above criteria and guidelines adbbpyethe Trustees.
The Trustees will continue to monitor and periothceeview the Adviser’'s selection of Rule 144A geties as

well as any determinations as to their liquidity.

Securities Lending Each Fund may lend its portfolio securities toker-dealers, banks or institutional borrowers
of securities. A Fund must receive a minimum dd%0collateral, plus any interest due in the forncash or U.S.
Government securities. This collateral must beiedldaily and should the market value of the loasealrities
increase, the borrower must furnish additionalatelial to the Fund. During the time portfolio s#ies are on
loan, the borrower will pay the Fund any dividemasnterest paid on such securities plus any istenegotiated
between the parties to the lending agreement. 4 @alh be subject to termination by the Fund or Hmerower at
any time. While a Fund will not have the rightvote securities on loan, it will terminate the lcamd regain the
right to vote if that is considered important withkspect to the investment. A Fund will only enit&io loan
arrangements with broker-dealers, banks or othgititions which the Adviser has determined aralitnerthy
under guidelines established by the Trustees. Eaald will limit its securities lending to 33 1/366 total assets,
except for the FBR Gas Ultility Index Fund whichMiiinit its securities lending to 30% of total atse

Risks of Securities Lending. Each Fund will enter into securities lending angurehase transactions only with
nationally recognized brokers, banks, dealers loerofinancial institutions. In the event of a défar bankruptcy
by a seller or borrower, the Fund will promptlydidate collateral. However, the exercise of thad®si right to



liquidate such collateral could involve certain tsosr delays and, to the extent that proceeds faos sale of
collateral on a default of the seller or borrowarevless than the seller’'s or borrower’s obligatitve Fund could
suffer a loss.

Borrowing. Each Fund may enter into commitments to purclsaseirrities in accordance with their investment
programs, including when-issued securities andreeveepurchase agreements, provided that the aotalint of
any such borrowing does not exceed 33 1/3% of ¢antu’s total assets. Additionally, each Fund mayrdowv
money for temporary or emergency purposes in aruainmt exceeding 5% of the value of each Funda &ssets

at the time when the loan is made.

THE FOLLOWING INVESTMENTS AND RISKS APPLY TO ALL FU NDS EXCEPT THE FBR GAS
UTILITY INDEX FUND.

Convertible Securities The Funds may invest in all types of commonksand equivalents (such as convertible
debt securities and warrants) and preferred stoék& Funds may invest in convertible securitiegctvimay offer
higher income than the common stocks into whicly thee convertible. The convertible securities inich the
Funds may invest consist of bonds, notes, debenauré preferred stocks which may be converted changed at

a stated or determinable exchange ratio into uypihgrishares of common stock. A Fund may be reduivepermit
the issuer of a convertible security to redeenstwurity, convert it into the underlying commoncétor sell it to a
third party. Thus, a Fund may not be able to adnthether the issuer of a convertible securityad®s to convert
that security. If the issuer chooses to do s@, dhtion could have an adverse effect on the Fuatilgy to achieve
its investment objectives.

Asset-Backed Securities Asset-backed securities include pools of morgadpans, receivables or other assets.
Payment of principal and interest may be largelyethelent upon the cash flows generated by the asseiting the
securities, and, in certain cases, supported Bréedf credit, surety bonds, or other credit ecbaments. The value
of asset-backed securities may also be affectethéycreditworthiness of the servicing agent for poml, the
originator of the loans or receivables, or thefficial institution(s) providing the credit support.

Mortgaged-Backed Securities The Funds may invest in securities that direatly indirectly represent
participations in, or are collateralized by, pagattbm, mortgage loans secured by real propertyoftlyage-Backed
Securities”).

Mortgage-Backed Securities represent pools of ragedgloans assembled for sale to investors by ariou
governmental agencies such as the Government Natddartgage Association (“Ginnie Mae”) and govermie
related organizations such as Fannie Mae and Feebfidic, as well as by nongovernmental issuers ssch a
commercial banks, savings and loan institutionsrtgage bankers, and private mortgage insurance @oieq
Although certain Mortgage-Backed Securities arerguteed by a third party or otherwise similarly wed, the
market value of the security, which may fluctuasenot so secured. If the Adviser purchases a §ége-Backed
Security at a premium, that portion may be loghédre is a decline in the market value of the sgcwhether
resulting from changes in interest rates or preamin the underlying mortgage collateral. Ashwather interest-
bearing securities, the prices of such securitiesraversely affected by changes in interest ratéswever, though
the value of a Mortgage-Backed Security may declhen interest rates rise, the converse is notssaciy true
since in periods of declining interest rates thetgages underlying the securities are prone togyneent. For this
and other reasons, a Mortgage-Backed Securitytedstaaturity may be shortened by unscheduled prepags on
the underlying mortgages and, therefore, it ispassible to predict accurately the securities’metio a Fund. In
addition, regular payments received in respect oftlyage-Backed Securities include both interest @umtipal.

No assurance can be given as to the return a Filncgeive when these amounts are reinvested.

There are a number of important differences ambpegaggencies and instrumentalities of the U.S. Gowent that
issue Mortgage-Backed Securities and among theiSesuthat they issue. Mortgage-Backed Securisssed by
Ginnie Mae include Ginnie Mae Mortgage Pass-ThroQghtificates which are guaranteed as to the tipalyment
of principal and interest by Ginnie Mae. This qrdee is backed by the full faith and credit of thated States.
Ginnie Mae is a wholly-owned U.S. Government cogpion within the Department of Housing and Urban
Development. Ginnie Mae certificates also are sup by the authority of Ginnie Mae to borrow ferfdom the
U.S. Treasury to make payments under its guarankdertgage-Backed Securities issued by Fannie Makide



Fannie Mae Guaranteed Mortgage Pass-Through Caté (also known as “Fannie Maes”) which are gueeal
as to timely payment of the principal and intefast-annie Mae. Fannie Maes are solely the obtigatof Fannie
Mae and are not backed by or entitled to the fithfand credit of the United States. Fannie Ma& government-
sponsored organization owned entirely by privateldtolders. Mortgage-Backed Securities issuedrbygdie Mac
include Freddie Mac Mortgage Participation Certifes (also knows as “Freddie Mac PC’s”). Fredd&cht a
corporate instrumentality of the United Statesatad pursuant to an Act of Congress, which is owewtitely by
Federal Home Loan Banks. Freddie Macs are notagteed by the United States or by any Federal Hooag
Banks and do not constitute a debt or obligatiorthef United States or any Federal Home Loan Barleddie
Macs entitle the holder to timely payment of ing¢revhich is guaranteed by Freddie Mac. Freddie Nlaarantees
either ultimate collection or timely payment of allincipal payments on the underlying mortgage $oawWhen
Freddie Mac does not guarantee timely paymentiatipal, Freddie Mac may remit the amount due ccoant of
its guarantee of ultimate payment of principal @y &me after default on an underlying mortgage, ibuno event
later than one year after it becomes payable.

The Funds may also invest in Mortgage-Backed Sgesinwvhich are collateralized mortgage obligatistrsctured
on pools of mortgage pass-through certificates ortgage loans (“CFOs” and “REMICs”) and derivativeltiple-
class mortgage-backed securities (“Stripped MoseBgcked Securities” or “SMBSs”).

Recently, rating agencies have placed on creditiwat downgraded the ratings previously assigned targe
number of mortgage-related securities (which maluite certain of the mortgage-related securitiestirch certain
of the Funds may have invested or may in the futurest), and may continue to do so in the futufea mortgage-
related security in which the Fund is investedi@&&ed on credit watch or downgraded, the valudefsecurity may
decline and the Fund may experience losses.

Further, the recent and unprecedented disruptiothénresidential mortgage-related securities matked in
particular, the “subprime” residential mortgage ked), the broader mortgage-related securities nhaake the
asset-backed securities market have resulted imdavd price pressures and increasing foreclosurgsiefaults in
residential and commercial real estate. Concevasiaflation, energy costs, geopolitical issubg, availability and
cost of credit, the mortgage market and a declimgaj estate market have contributed to increasdativty and
diminished expectations for the economy and margeisg forward, and have contributed to dramaticlides in
the housing market, with falling home prices andréasing foreclosures and unemployment, and sigmifiasset
write-downs by financial institutions. The contation or worsening of this general economic dowmtway lead
to further declines in income from, or the valuerefll estate, including the real estate which ig=cthe mortgage-
related securities held by certain of the Fundsldifionally, a lack of credit liquidity and decressin the value of
real property have occurred and may continue toumar worsen, and potentially prevent borrowersnfro
refinancing their mortgages, which may increasdiketihood of default on their mortgage loans. e economic
conditions may also adversely affect the amounproteeds the holder of a mortgage loan or mortgelgeéed
securities would realize in the event of a foregtesor other exercise of remedies. Moreover, e¥esuch
mortgage-related securities are performing as igatied, their value in the secondary market madyofatontinue to
fall as a result of deterioration in general mars@nditions for such securities or other asset-bdal structured
products. Trading activity associated with marketices may also drive spreads on those indicegmiidan
spreads on mortgage-related securities, therebyltires in a decrease in the value of such mortgatgted
securities. Mortgage loans backing non-agency ragegelated securities are more sensitive to ecinfaators
that could affect the ability of borrowers to pagir obligations under the mortgage loans backiege securities.

These economic conditions may reduce the cash flmi a Fund investing in such mortgage-related riezs.
receives from such securities and increase theléncie and severity of credit events and lossessperct of such
securities. In addition, interest rate spreadsnfiortgage-backed securities have widened and are rwatile
when compared to the recent past due to thesesalebanges in market conditions. In the eventitiiatest rate
spreads for mortgage-related securities continueitien following the purchase of such assets byuadFthe
market value of such securities is likely to degland, in the case of a substantial spread wideomgdd decline by
a substantial amount. Furthermore, these advéraeges in market conditions have resulted in areeliguidity
crisis in the market for mortgage-backed securitiesduding the mortgage-related securities in \ahtertain of the
Funds may invest) and increasing unwillingness agkis, financial institutions and investors to egtemedit to
servicers, originators and other participants & tortgage-related securities market for thesergissuand other



asset-backed securities. As a result, the liquaiitd/or the market value of any mortgage-relatzisties that are
owned by a Fund may experience further declines #fey are purchased by such Fund.

The recent rise in the rate of foreclosures of progs has resulted in legislative, regulatory anfbrcement actions
seeking to prevent or restrict foreclosures. Awtidiave also been brought against issuers and warittes of
residential mortgage-backed securities collatezdliby such residential mortgage loans and investorsuch
residential mortgage-backed securities. Futuraslitiye or regulatory initiatives by federal, stabr local
legislative bodies or administrative agenciesné@ed or adopted, could delay foreclosure or Weecése of other
remedies, provide new defenses to foreclosure tfleeraise impair the ability of the loan servicerftmeclose or
realize on a defaulted residential mortgage loatuded in a pool of residential mortgage loans baglsuch
residential mortgage-backed securities. The naiumxtent of any future limitations on foreclosuneexercise of
other remedies that may be enacted is uncertavei@mental actions that interfere with the foreale process,
for example, could increase the costs of such foseces or exercise of other remedies, delay thangj or reduce
the amount of recoveries on defaulted resident@itgage loans and securities backed by such regtlerortgage
loans owned by a Fund, and could adversely affecyields on the mortgage-related securities ovimyetthe Funds
and could have the effect of reducing returns te Hunds that have invested in mortgage-relatedriesu
collateralized by these residential mortgage loans.

In addition, the U.S. Government, including the &mdl Reserve, the Treasury, and other governmeml
regulatory bodies have recently taken or are censig taking actions to address the financial srigicluding
initiatives to limit large-scale losses associamgth mortgage-related securities held on the bomksertain U.S.
financial institutions and to support the creditrkeds generally. The impact that such actionscbalve on any of
the mortgage-related securities held by the Fundsknown.

Structured Securities Structured securities employ a trust or otharilar structure to modify the maturity, price
characteristics or quality of financial assetsr &mample, structural features can be used to mdiaé maturity of a
security or interest rate adjustment features @anded to enhance price stability. If the strietdwes not perform
as intended, adverse tax or investment consequemagsesult. Neither the Internal Revenue Ser{/ifieS") nor
any other regulatory authority has ruled definityven certain legal issues presented by structaseedrities. Future
tax or other regulatory determinations could adsigraffect the value, liquidity or tax treatment thie income
received from these securities or the nature anthgj of distributions made by a Fund. The payn@mrincipal
and interest on structured securities may be Igrdependent on the cash flows generated by therlyime
financial assets.

Variable or Floating Rate Securities Variable or floating rate securities provide fmeriodic adjustments of the
interest rate paid. Variable rate securities mtevior a specific periodic adjustment in the inséreate, while
floating rate securities have interest rates thainge whenever there is a change in a designatethipark rate.
Some variable or floating rate securities havefgaitures.

Swap Agreements Swap agreements can be individually negotiatebiséructured to include exposure to a variety
of different types of investments or market factoBepending on their structure, swap agreemengsintaease or
decrease a Fund’s exposure to long- or short-taterdast rates (in the United States or abroadgidarcurrency
values, mortgage securities, corporate borrowinigsreor other factors such as security prices fhation rates.
Swap agreements can take many different forms embéreown by a variety of names. The Funds ardimited to
any particular form of swap agreement if the Advidetermines it is consistent with a Fund’s investtobjective
and policies.

In a typical cap or floor agreement, one party egri® make payments only under specified circurnsgrusually
in return for payment of a fee by the other pafdor example, the buyer of an interest rate capiodthe right to
receive payments to the extent that a specificrésterate exceeds an agreed-upon level, while ¢lier f an

interest rate floor is obligated to make paymeantshe extent that a specified interest rate fadllolw an agreed-
upon level. An interest rate collar combines elets®f buying a cap and selling a floor.

Swap agreements will tend to shift a Fund’s investirexposure from one type of investment to anotheor
example, if a Fund agreed to exchange paymentsliard for payments in foreign currency, the swgpeament
would tend to decrease the Fund’'s exposure to iot&est rates and increase its exposure to foraigrency and



interest rates. Caps and floors have an effedtasito buying or writing options. Depending orvirthey are used,
swap agreements may increase or decrease theloadadility of a Fund’s investments and its sharee.

The most significant factor in the performance wfap agreements is the change in the specific isttewe,
currency, or other factors that determine the ar®ohpayments due to and from a Fund. If a swgeeament
calls for payments by a Fund, the Fund must begregbto make such payments when due. In additiche
counterparty’s creditworthiness declined, the vabfiea swap agreement would be likely to declineteptially
resulting in losses. Each Fund expects to be @blgiminate its exposure under swap agreementshehdy
assignment or other disposition, or by entering em offsetting swap agreement with the same martysimilarly
creditworthy party.

Each Fund will maintain appropriate liquid assetsisegregated custodial account to cover its eunialigations
under swap agreements. If a Fund enters into g sgeeement on a net basis, it will segregate s.sgét a daily
value at least equal to the excess, if any, ofRbed’s accrued obligations under the swap agreemmesit the
accrued amount the Fund is entitled to receive utideagreement. If a Fund enters into a swapeagget on other
than a net basis, it will segregate assets withlaevequal to the full amount of the Fund’s accroklijations under
the agreement.

Indexed Securities The Funds may purchase securities whose prieegdexed to the prices of other securities,
securities indices, currencies, precious metatsttogr commodities, or other financial indicatotsdexed securities
typically, but not always, are debt securities epasits whose value at maturity or coupon rateeierdhined by
reference to a specific instrument or statistiolddndexed securities, for example, typically goe/for a maturity
value that depends on the price of gold, resulting security whose price tends to rise and faetber with gold
prices. Currency-indexed securities typically ahert-term to intermediate-term debt securities sehmaturity
values or interest rates are determined by referém¢he values of one or more specified foreigmencies, and
may offer higher yields than U.S. dollar-denomidasecurities of equivalent issuers. Currency-iedegecurities
may be positively or negatively indexed; that igit maturity value may increase when the specifigtlency value
increases, resulting in a security that performslarly to a foreign-denominated instrument, orithmeaturity value
may decline when foreign currencies increase, tieguin a security whose price characteristicssanglar to a put
on the underlying currency. Currency-indexed séegsrmay also have prices that depend on the \aflaenumber
of different foreign currencies relative to eachest

The performance of indexed securities dependsdreat extent on the performance of the securityreoay, or

other instrument to which they are indexed, and alag be influenced by interest rate changes irUthieed States
and abroad. At the same time, indexed securitiessabject to the credit risks associated withisiseier of the
security, and their values may decline substamgtiélthe issuer’s creditworthiness deterioratesecéht issuers of
indexed securities have included banks, corporgtiand certain U.S. Government agencies. Indegedrisies

may be more volatile than the underlying instrureent

Stripped Securities The Funds may purchase separately traded intengsprincipal component parts of such
obligations that are transferable through the Fadeook entry system, known as Separately TradegiskReed
Interest and Principal Securities (“STRIPS”) andu@an Under Book Entry Safekeeping (“CUBES”). These
instruments are issued by banks and brokerage fimdsare created by depositing U.S. Treasury remesU.S.
Treasury bonds into a special account at a cusidaiak; the custodian holds the interest and pralgpayments
for the benefit of the registered owner of theifiedtes or receipts. The custodian arrangesHerigsuance of the
certificates or receipts evidencing ownership anaintains the register. Receipts include Treasuegelpts
(“TRs"), Treasury Investment Growth Receipts (“TISR and Certificates of Accrual on Treasury Sedesit
(“CATS").

STRIPS, CUBES, TRs, TIGRs and CATS are sold as zeupon securities, which mean that they are sbll a
substantial discount and redeemed at face valtigeat maturity date without interim cash paymentsnterest or
principal. This discount is amortized over the lif the security, and such amortization will cdost the income
earned on the security for both accounting andptaposes. Because of these features, these s&xumiay be
subject to greater interest rate volatility thameiest-paying U.S. Treasury obligations. Bondsigdsby the
Resolution Funding Corporation (“REFCORP”) can digostripped in this fashion. REFCORP Strips digbée
investments for the Funds.
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Zero Coupon Bonds The Funds may purchase zero coupon bonds. coeqmon bonds are purchased at a discount
from the face amount because the buyer receivgstbalright to receive a fixed payment on a certite in the
future and does not receive any periodic interestrents. The effect of owning instruments whichndd make
current interest payments is that a fixed yieldasned not only on the original investment but alis@ffect, on all
discount accretion during the life of the obligaso This implicit reinvestment of earnings at tame rate
eliminates the risk of being unable to reinvestritistions at a rate as high as the implicit yietasthe zero coupon
bond, but at the same time eliminates the holdsbilty to reinvest at higher rates in the futuri€or this reason,
zero coupon bonds are subject to substantiallyt@remice fluctuations during periods of changingrket interest
rates than are comparable securities which payestteurrently, whose fluctuation increases thegédorthe period
of maturity. Although zero coupon bonds do not pagrest to holders prior to maturity, U.S. fedérgome tax
law requires a Fund to recognize as interest incarmpertion of the bond’s discount each year anslitttome must
then be distributed to shareholders along withrotieme earned by the Fund. To the extent thatshareholders
in a Fund elect to receive their dividends in cesther than reinvest such dividends in additioterss, cash to
make these distributions will have to be providexhf the assets of the Fund or other sources suphoaseds of
sales of Fund shares and/or sales of portfoliorg@ss In such cases, the Fund will not be ablgptrchase
additional income producing securities with caslkeduso make such distributions and its current ineomay
ultimately be reduced as a result.

Real Estate-Related Investments Real estate-related instruments include reategivestment trusts, commercial
and residential mortgage-backed securities, arldestate financings. Real estate-related instrusnare sensitive
to factors such as real estate values, propertystaiterest rates, cash flow of underlying redatesassets,
overbuilding, and the management skill and creditliness of the issuer. Real estate-related inmgnis may also
be affected by tax and regulatory requirementdh siscthose relating to the environment.

Lower-Rated Debt Securities The Funds may purchase lower-rated debt seesiritommonly referred to as “junk
bonds” (those rated below the fourth highest grhglea nationally recognized statistical ratings aigation
(“NRSRO”) and non-rated securities judged by thesider to be of equivalent quality), that have ppoutection
with respect to the payment of interest and repayroé principal, or that may be in default. Theseurities are
often considered to be speculative and involvetgredsk of loss or price changes due to changeahenissuer’s
capacity to pay. The market prices of lower-ratetit securities may fluctuate more than those gfidri-rated debt
securities and may decline significantly in periadsgeneral economic difficulty, which may follonepods of
rising interest rates.

The market for lower-rated debt securities mayHdener and less active than that for higher-ratebt decurities,
which can adversely affect the prices at whichftrener are sold. If market quotations are not lawde, lower-
rated debt securities will be valued in accordanith procedures established by the Board of Trsstaeluding
the use of outside pricing services. Judgmentspdagreater role in valuing high-yield corporatbtdsecurities than
is the case for securities for which more exteswlrces for quotations and last-sale information arailable.
Adverse publicity and changing investor perceptiomsy affect the ability of outside pricing servicis value
lower-rated debt securities and the Fund’s abititgell these securities.

Since the risk of default is higher for lower-ratgebt securities, the Adviser’s research and cramstysis are an
especially important part of managing securitieshig type held by the Funds. In considering itwests for the
Funds, the Adviser will attempt to identify thossuers of high-yielding debt securities whose fom@ncondition

are adequate to meet future obligations, have iwggtoor is expected to improve in the future. HEmalysis

focuses on relative values based on such factdrgexgst or dividend coverage, asset coveragajreg prospects,
and the experience and managerial strength osther.

A Fund may choose, at its expense or in conjunatiith others, to pursue litigation or otherwise iei®e its right
as security holder to seek to protect the interestecurity holders if it determines this to bethie best interest of
the Fund’s shareholders.

Loans and Other Debt Instruments Loans and other direct debt instruments areéste in amounts owed by a

corporate, governmental, or other borrower to agofarty. They may represent amounts owed to lende
lending syndicates (loans and loan participation),suppliers of goods or services (trade claimsotirer
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receivables), or to other parties. Direct debtrimeents involve a risk of loss in case of defaulinsolvency of the
borrower and may offer less legal protection to Fueds in the event of fraud or misrepresentatibmaddition,
loan participations involve a risk of insolvency thie lending bank or other financial intermediaiirect debt
instruments may also include standby financing cidments that obligate the Funds to supply additimaesh to
the borrower on demand.

Foreign Currency Transactions Each Fund may conduct foreign currency transastbn a spot (i.e., cash) basis
or by entering into forward contracts to purchasaseil foreign currencies at a future date andeprié. Fund will
convert currencies on a spot basis from time tcetiend investors should be aware of the costs okrcy
conversion. Although foreign exchange dealers gglyedo not charge a fee for conversion, they efgize a profit
based on the difference between the prices at wthiey are buying and selling various currencietwusl a dealer
may offer to sell a foreign currency to a Fund ¢ oate, while offering a lesser rate of exchargrulsl the Fund
desire to resell that currency to the dealer. Rodvecontracts are generally traded in an interbmaakket conducted
directly between currency traders (usually largmeeercial banks) and their customers. The parties forward
contract may agree to offset or terminate the emttbefore its maturity, or may hold the contractrtaturity and
complete the contemplated currency exchange.

Each Fund may use currency forward contracts fgr gurpose consistent with its investment objectivEhe
following discussion summarizes the principal cooe management strategies involving forward cotgrabat
could be used by the Funds. The Funds may alsswap agreements, indexed securities, and optioth$udures
contracts relating to foreign currencies for thmegurposes.

When a Fund agrees to buy or sell a security demetendl in a foreign currency, it may desire to “lackthe U.S.
Dollar price of the security. By entering intoaward contract for the purchase or sale, for adiamount of U.S.
Dollars, of the amount of foreign currency involviedthe underlying security transaction, a Fund ¥ able to
protect itself against an adverse change in foreigrency values between the date the securitynshased or sold
and the date on which payment is made or receiVéis technique is sometimes referred to as alése¢int hedge”
or “transaction hedge.” The Funds may also emtier forward contracts to purchase or sell a foraigmency in
anticipation of future purchases or sales of s@iesridenominated in foreign currency, even if thpecsfic
investments have not yet been selected by the Advis

The Funds may also use forward contracts to hedgenst a decline in the value of existing investtaen
denominated in foreign currency. For example, Hulmd owned securities denominated in Euro, itad@umter into
a forward contract to sell Euro in return for U3llars to hedge against possible declines in theo’® value.
Such a hedge, sometimes referred to as a “podigdge,” would tend to offset both positive and nisgacurrency
fluctuations, but would not offset changes in sigwalues caused by other factors. A Fund coldd aedge the
position by selling another currency expected tdgsm similarly to the Euro. This type of hedgenstimes
referred to as a “proxy hedge,” could offer advgatain terms of cost, yield, or efficiency, but geaily would not
hedge currency exposure as effectively as a simgdige into U.S. Dollars. Proxy hedges may resdthsses if the
currency used to hedge does not perform similarthé currency in which the hedged securities ar@ohinated.

A Fund may enter into forward contracts to sh#tiitvestment exposure from one currency into amotii@is may
include shifting exposure from U.S. Dollars to aeign currency, or from one foreign currency to theo foreign
currency. For example, if a Fund held investmatgaominated in Euro, the Fund could enter into &dwv
contracts to sell Euro and purchase Japanese Yhkis.type of strategy, sometimes known as a “ctrestge,” will
tend to reduce or eliminate exposure to the cugrehat is sold, and increase exposure to the coyréhat is
purchased, much as if the Fund had sold a secdeibyominated in one currency and purchased an dgniva
security denominated in another. Cross-hedgese@ra@gainst losses resulting from a decline in hbdged
currency, but will cause a Fund to assume theafiluctuations in the value of the currency it ghases.

Under certain conditions, Commission guidelinesunexymutual funds to set aside appropriate liqusdets in a
segregated custodial account to cover currencydatwontracts. As required by Commission guidslitiee Funds
will segregate assets to cover currency forwardreots, if any, whose purpose is essentially spdie. The
Funds will not segregate assets to cover forwardraots entered into for hedging purposes, inclydiettiement
hedges, position hedges, and proxy hedges.
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Successful use of currency management strategieslegiend on the Adviser’s skill in analyzing ancegicting
currency values. Currency management strategigs substantially change a Fund’s investment exposore
changes in currency exchange rates, and couldtrasubsses to the Fund if currencies do not penfas
anticipated. For example, if a currency’s valuserat a time when the Adviser had hedged a Furstling that
currency in exchange for U.S. Dollars, the Fund idae unable to participate in the currency’s apiattéon. If a
Fund hedges currency exposure through proxy hedged;und could realize currency losses from thdgbeand
the security position at the same time if the tvwrencies do not move in tandem. Similarly, if tAdviser
increases a Fund’s exposure to a foreign curregmag,that currency’s value declines, the Fund edllize a loss.
There is no assurance that the use of currency geament strategies will be advantageous to a Furidabrit will
hedge at an appropriate time.

Futures Contracts The Funds may enter into futures contracts,oogtion futures contracts and stock index
futures contracts and options thereon for bona liigigging purposes. Futures contracts providehierfiture sale
by one party and purchase by another party of aifspe amount of a specific security, class of sé®s, or an
index at a specified future time and at a specifiede. A stock index futures contract is a bilateagreement
pursuant to which two parties agree to take or notieery of an amount of cash equal to a specifiear amount
times the difference between the stock index vatuthe close of trading of the contracts and theepat which the
futures contract is originally struck. Futures fraots which are standardized as to maturity date underlying
financial instrument are traded on national futleeshanges. Futures exchanges and trading arlatredgunder the
Commodity Exchange Act by the Commodity Futuregdirrg Commission (“CFTC”), a U.S. Government agency.

Although futures contracts by their terms call dotual delivery and acceptance of the underlyimgisges, in most
cases the contracts are closed out before thersettt date without the making or taking of delive@osing out
an open futures position is done by taking an op@gsosition (“buying” a contract which has prevéhy been
“sold,” or “selling” a contract previously “purched”) in an identical contract to terminate the gosi A futures
contract on a securities index is an agreemengatitig either party to pay, and entitling the otparty to receive,
while the contract is outstanding, cash paymensedan the level of a specified securities ind€ke acquisition
of put and call options on futures contracts wikpectively, give the Funds the right (but notabégation), for a
specified price, to sell or to purchase the undieglyutures contract, upon exercise of the optairgny time during
the option period. Brokerage commissions are imcliwhen a futures contract is bought or sold.

Futures traders are required to make a good fadityim deposit in cash or U.S. Government secunitiéls a broker
or custodian to initiate and maintain open posgiam futures contracts. A margin deposit is inethdo assure
completion of the contract (delivery or acceptan€dghe underlying security) if it is not terminatgdior to the

specified delivery date. Minimal initial marging@rements are established by the futures exchandemay be
changed. Brokers may establish deposit requirentbatsare higher than the exchange minimums. alnitiargin

deposits on futures contracts are customarily sdévels much lower than the prices at which thelarlying

securities are purchased and sold, typically rapgipward from less than 5% of the value of the @mttbeing
traded.

After a futures contract position is opened, thtueeof the contract is marked to market daily. tHé futures
contract price changes to the extent that the maogi deposit does not satisfy margin requiremgragment of
additional “variation” margin will be required. @weersely, a change in the contract value may rethieeequired
margin, resulting in a repayment of excess margithé contract holder. Variation margin paymemtsraade to
and from the futures broker for as long as theremhtremains open. A Fund expects to earn intémestne while
its margin deposits are held pending performancénheriutures contract.

When interest rates are expected to rise or m&ektaes of portfolio securities are expected tg flFund can seek,
through the sale of futures, contracts to offsdeeline in the value of its portfolio securitiegVhen interest rates
are expected to fall or market values are expettedse, a Fund, through the purchase of such aotstr can
attempt to secure better rates or prices for thedRhan might later be available in the market whteeffects
anticipated purchases.

A Fund'’s ability to effectively utilize futures tling depends on several factors. First, it is ipbsghat there will

not be a perfect price correlation between therésticontracts and their underlying stock index.co8d, it is
possible that a lack of liquidity for futures caatts could exist in the secondary market, resuitingn inability to
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close a futures position prior to its maturity daféhird, the purchase of a futures contract ineslthe risk that the
Fund could lose more than the original margin dépequired to initiate a futures transaction.

Restrictions on the Use of Futures Contracts A Fund will only sell futures contracts to proteecurities it owns
against price declines or purchase contracts ttegr@gainst an increase in the price of securitiéstends to
purchase. Pursuant to claims for exemption filétth he CFTC and/or the National Futures Assocratia behalf
of the Funds, the Funds are not deemed to be arfmahty pool” or “commodity pool operator” under the
Commodity Exchange Act and are not subject to tedien or regulation as such under the Commodighange
Act.

In addition to the margin restrictions discussedvah transactions in futures contracts may invohe=segregation
of funds pursuant to requirements imposed by the@ission. Under those requirements, where a FasdHong
position in a futures contract, it may be requitedstablish a segregated account (not with a dataommission
merchant or broker, except as may be permitted u@denmission rules) containing cash or certainitigassets
equal to the purchase price of the contract (Ilegsnaargin on deposit). For a short position irufes or forward
contracts held by a Fund, those requirements maydata the establishment of a segregated accountftio a
futures commission merchant or broker, except ag lmeapermitted under Commission rules) with caskestain
liquid assets that, when added to the amounts dedoas margin, equal the market value of the imsémts
underlying the futures contracts (but are not léms the price at which the short positions weraldished).
However, segregation of assets is not required Fuad “covers” a long position. For example, iasteof
segregating assets, a Fund, when holding a lonigigpo#n a futures contract, could purchase a mtiom on the
same futures contract with a strike price as higthigher than the price of the contract held by Euend. In
addition, where a Fund takes short positions, @agas in sales of call options, it need not sed¢eegssets if it
“covers” these positions. For example, where thedrholds a short position in a futures contrdatnay cover by
owning the instruments underlying the contract.Fund may also cover such a position by holding laogion
permitting it to purchase the same futures con@bet price no higher than the price at which tiartsposition was
established. When a Fund sells a call option dat@es contract, it may cover either by enteringpia long
position in the same contract at a price no highan the strike price of the call option or by omgithe instruments
underlying the futures contract. A Fund could aewer this position by holding a separate callappermitting it
to purchase the same futures contract at a pri¢egher than the strike price of the call optiotddoy the Fund.

In addition, the extent to which a Fund may entéo transactions involving futures contracts mayitméed by the
Internal Revenue Code’s requirements for qualiiicats a registered investment company and the'§imedntion
to qualify as such.

Risk Factors in Future Transactions Positions in futures contracts may be closedaiyt on an exchange which
provides a secondary market for such futures. Hewehere can be no assurance that a liquid secpndarket
will exist for any particular futures contract atyaspecific time. Thus, it may not be possibleclose a futures
position. In the event of adverse price movemeat§und would continue to be required to make dedigh
payments to maintain the required margin. In sitkations, if the Fund has insufficient cash, @ynhave to sell
portfolio securities to meet daily margin requireitseat a time when it may be disadvantageous teado In
addition, the Fund may be required to make deliarthe instruments underlying futures contractisalds. The
inability to close options and futures positionsoatould have an adverse impact on the abilityffectvely hedge
them. A Fund will minimize the risk that it willebunable to close out a futures contract by onkgrémg into
futures contracts which are traded on national reguexchanges and for which there appears to hqual |
secondary market.

The risk of loss in trading futures contracts imsostrategies can be substantial, due both tmthenargin deposits
required, and the extremely high degree of levenagaved in futures pricing. Because the deprjirements in
the futures markets are less onerous than margjuiregnents in the securities market, there maynoeeased
participation by speculators in the futures mamkbich may also cause temporary price distortioAsrelatively

small price movement in a futures contract may ltasuimmediate and substantial loss (as well ais)ge the

investor. For example, if at the time of purchd<# of the value of the futures contract is dejedsas margin, a
subsequent 10% decrease in the value of the futorgsact would result in a total loss of the mardéposit, before
any deduction for the transaction costs, if theoaot were then closed out. A 15% decrease wowldltren a loss
equal to 150% of the original margin deposit if dwntract were closed out. Thus, a purchase ercfah futures
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contract may result in losses in excess of the amowested in the contract. However, becauseftigres
strategies engaged in by a Fund are only for hedgimposes, it is expected that the Fund is gegarat subject to
risks of loss exceeding those that would be unBentaf, instead of the futures contract, it hadeisted in the
underlying financial instrument and sold it aftee decline.

Utilization of futures transactions by a Fund ingd the risk of imperfect or no correlation whene securities
underlying futures contract have different matesdtthan the portfolio securities being hedgedis &lso possible
that a Fund could both lose money on futures cotgrand also experience a decline in value of dadfqio
securities. There is also the risk of loss by ad~af margin deposits in the event of bankruptcy dfroker with
whom the Fund has an open position in a futuretracinor related option.

Options. The Funds may purchase and sell put and cabrgpbn their portfolio securities to enhance itwent
performance and to protect against changes in mpriees.

Covered Call Options A Fund may write covered call options on itswséies to realize a greater current return
through the receipt of premiums than it would B&lon its securities alone. Such option transastinay also be
used as a limited form of hedging against a dedtirthe price of securities owned by the Fund.

A call option gives the holder the right to purolaand obligates the writer to sell, a securitthatexercise price at
any time before the expiration date. A call optisricovered” if the writer, at all times while ogated as a writer,
either owns the underlying securities (or compaacurities satisfying the cover requirementshefdecurities
exchanges), or has the right to acquire such geuthrough immediate conversion of securities.

In return for the premium received when it writes@vered call option, a Fund gives up some or &lthe
opportunity to profit from an increase in the markgce of the securities covering the call optéuring the life of
the option. The Fund retains the risk of loss #thdhe price of such securities decline. If theiap expires
unexercised, the Fund realizes a gain equal topthenium, which may be offset by a decline in prafethe
underlying security. If the option is exerciselte t-und realizes a gain or loss equal to the @ifiee between the
Fund’s cost for the underlying security and thecpemls of sale (exercise price minus commissions) thie amount
of the premium.

A Fund may terminate a call option that it has terit before it expires by entering into a closingcpase
transaction. A Fund may enter into closing purehtaasnsactions in order to free itself to sell eihelerlying security
or to write another call on the security, realizgrafit on a previously written call option, or pect a security from
being called in an unexpected market rise. Anyfifgrdrom a closing purchase transaction may beeatfby a
decline in the value of the underlying securityon@ersely, because increases in the market prieecafl option
will generally reflect increases in the market prigf the underlying security, any loss resultingnira closing
purchase transaction is likely to be offset in vehot in part by unrealized appreciation of the ulyiteg security
owned by the Fund.

Covered Put Options A Fund may write covered put options in ordeetdance its current return. Such options
transactions may also be used as a limited forhredgjing against an increase in the price of séesitihat the Fund
plans to purchase. A put option gives the holtlerright to sell, and obligates the writer to baysecurity at the
exercise price at any time before the expiratiote.daA put option is “covered” if the writer segeggs cash and
high-grade short-term debt obligations or othempssible collateral equal to the price to be pdithé option is
exercised.

In addition to the receipt of premiums and the pti& gains from terminating such options in clgsiourchase
transactions, a Fund also receives interest ordkh and debt securities maintained to cover thecise price of
the option. By writing a put option, a Fund asssrtiee risk that it may be required to purchaseuth@erlying
security for an exercise price higher than its tbement market value, resulting in a potentializdposs unless the
security later appreciates in value.

A Fund may terminate a put option that it has writbefore it expires by a closing purchase traimactAny loss
from this transaction may be partially or entireffset by the premium received on the terminatetibop
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Purchasing Put and Call Options A Fund may also purchase put options to prgtectfolio holdings against a
decline in market value. This protection lasts tlog life of the put option because the Fund, &®lder of the

option, may sell the underlying security at thereise price regardless of any decline in its magkéte. In order
for a put option to be profitable, the market prafethe underlying security must decline sufficigribelow the

exercise price to cover the premium and transactists that the Fund must pay. These costs willae any profit

the Fund might have realized had it sold the uyiteglsecurity instead of buying the put option.

A Fund may purchase call options to hedge againsinerease in the price of securities that the Fwaahts
ultimately to buy. Such hedge protection is preddiuring the life of the call option since the &uas holder of
the call option, is able to buy the underlying séguat the exercise price regardless of any ireeem the
underlying security’s market price. In order focal option to be profitable, the market pricetioé underlying
security must rise sufficiently above the exergisee to cover the premium and transaction co$tsese costs will
reduce any profit the Fund might have realizedihhdught the underlying security at the time itghased the call
option.

A Fund may also purchase put and call optionstegit to enhance its current return.

Options on Foreign Securities The Funds may purchase and sell options ondorsecurities if the Adviser
believes that the investment characteristics ohaygtions, including the risks of investing in sugptions, are
consistent with the Fund’s investment objectivésis expected that risks related to such optioils mot differ
materially from risks related to options on U.Sclgéies. However, position limits and other rulefsforeign
exchanges may differ from those in the U.S. Initamld options markets in some countries, many bafcl are
relatively new, may be less liquid than comparabéekets in the U.S.

Risks Involved in the Sale of Options Options transactions involve certain risks, udéhg the risks that the
Adviser will not forecast interest rate or marketvements correctly, that a Fund may be unablerasito close
out such positions, or that hedging transactiony mat accomplish their purpose because of impenieatket

correlations. The successful use of these stededgpends on the ability of the Adviser to forecaarket and

interest rate movements correctly.

An exchange-listed option may be closed out onlaomexchange which provides a secondary marketrfaption
of the same series. There is no assurance tiguid secondary market on an exchange will exisifoy particular
option or at any particular time. If no secondargrket were to exist, it would be impossible toeermto a closing
transaction to close out an option position. Aesslt, a Fund may be forced to continue to haldpgurchase at a
fixed price, a security on which it has sold ani@pst a time when the Adviser believes it is inadile to do so.

Higher than anticipated trading activity or ordiewf or other unforeseen events might cause Theo@ptClearing
Corporation or an exchange to institute specialitiga procedures or restrictions that might rest@i¢tund’s use of
options. The exchanges have established limitat@nthe maximum number of calls and puts of eda$schat
may be held or written by an investor or grouprofeistors acting in concert. It is possible that Tust and other
clients of the Adviser may be considered such aygroThese position limits may restrict the Fundsility to
purchase or sell options on particular securities.

Options which are not traded on national securigieshanges may be closed out only with the othetypa the
option transaction. For that reason, it may beemdifficult to close out unlisted options than éidtoptions.
Furthermore, unlisted options are not subject &épiotection afforded purchasers of listed optiopd he Options
Clearing Corporation.

Government regulations, particularly the requiretadar qualification as a “regulated investment pamy” under
the Internal Revenue Code, may also restrict thelfwse of options.

Special Expiration Price Options The Funds may purchase over-the-counter (“OTp0ts and calls with respect
to specified securities (“special expiration prageions”) pursuant to which the Funds in effect megate a custom
index relating to a particular industry or sectwattthe Adviser believes will increase or decréasslue generally
as a group. In exchange for a premium, the copatgs, whose performance is guaranteed by a brdéaler,
agrees to purchase (or sell) a specified numbehaiffes of a particular stock at a specified priwk farther agrees
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to cancel the option at a specified price that ei@ses straight line over the term of the optiohusT the value of
the special expiration price option is comprisedh&f market value of the applicable underlying sitguelative to

the option exercise price and the value of the neimg premium. However, if the value of the ungaty security

increases (or decreases) by a prenegotiated amibenspecial expiration price option is canceled hrcomes
worthless. A portion of the dividends during tleent of the option are applied to reduce the exerpiice if the

options are exercised. Brokerage commissions #rat transaction costs will reduce a Fund’s prafithe special
expiration price options are exercised. A Fund wit purchase special expiration price optionshwispect to
more than 25% of the value of its net assets, aldimit premiums paid for such options in acconda with state
securities laws.

LEAPS. The Focus Fund may purchase certain long-terchange-traded equity options called Long-Term Bquit
Anticipation Securities (“LEAPs”). LEAPs provide lolder the opportunity to participate in the uryiaeg
securities’ appreciation in excess of a fixed dodemount. The Focus Fund will not purchase thgg®ios with
respect to more than 25% of the value of its ng¢t@s

LEAPs are long-term call options that allow holdéns opportunity to participate in the underlyingcsrities’

appreciation in excess of a specified strike prisghout receiving payments equivalent to any cedshdends

declared on the underlying securities. A LEAP koldill be entitled to receive a specified numbgslwares of the
underlying stock upon payment of the exercise précel therefore the LEAP will be exercisable at me the

price of the underlying stock is above the strikega However, if at expiration the price of thederlying stock is
at or below the strike price, the LEAP will expirerthless.

Short Sales Each Fund may seek to hedge investments orzeeatiditional gains through the use of short sales.
Short sales are transactions in which a Fund aedecurity it does not own, in anticipation of &lde in the market
value of that security. To complete such a trammsacthe Fund must borrow the security to makeveey to the
buyer. The Fund then is obligated to replace gty borrowed by purchasing it at the marketgmt or prior to
the time of replacement. The price at such timg bemore or less than the price at which the sigowas sold by

the Fund. Until the security is replaced, the Fisnequired to repay the lender any dividendsterest that accrue
during the period of the loan. To borrow the seaguthe Fund also may be required to pay a premiinich would
increase the cost of the security sold. The netgeds of the short sale will be retained by thokdar (or by the
Fund’s custodian in a special custody account)héoextent necessary to meet margin requirementi tive short
position is closed out. A Fund also will incurrisaction costs in effecting short sales.

Until the Fund replaces a borrowed security, iteiguired to maintain a segregated account of catiuad assets
with a broker or custodian to cover the Fund's tsposition. Securities held in a segregated adcoamnot be sold
while the position they are covering is outstandingless they are replaced with other liquid assdise Fund's
ability to access the pledged collateral may akséntpaired in the event the broker fails to compith the terms of
the contract, due to, for instance, its insolvencybankruptcy. In such instances the Fund may motlie to
substitute or sell the pledged collateral. Additityy the Fund must maintain sufficient liquid asséless any
additional collateral pledged to the broker), marke-market daily, to cover the short sale obligatiThis may
limit the Fund's investment flexibility, as well @&s ability to meet redemption requests or otherent obligations.

A Fund will incur a loss as a result of the shatesf the price of the security increases betwiberdate of the short
sale and the date on which the Fund replaces thewed security. The Fund will realize a gainh&tsecurity
declines in price between those dates. The amofuahy gain will be decreased, and the amount gf lags
increased, by the amount of the premium, dividematgrest or expenses the Fund may be requiredayoimp
connection with a short sale.

Investment Company Securities The Funds may invest in other investment congmato the extent permitted by
the 1940 Act, other applicable law or SEC exemptidnvestment companies include other open-endsinvent
companies, closed-end investment companies, ugstment trusts, and exchange-traded funds (“ETWw&ith
may be organized as either open-end investment @oiep or unit investment trusts, all of which arefgssionally
managed portfolios. As a shareholder of anothgestment company, a Fund would bear along with rothe
shareholders, its pro rata portion of the investno®mpany’s expenses, including advisory fees. s&lexpenses
would be in addition to the advisory and other ergas that the Funds incur directly in connectioththeir own
operations. Shareholders would also be exposduketoigks associated not only to the investmenth®fund but
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also to the portfolio investments of the underlyingestment companies. Certain types of investreenipanies,
such as closed end investment companies, issueariumber of shares that typically trade on akseochange or
over-the-counter at a premium or discount to thetrasset value. Others are continuously offetetizasset value
but also may be traded in the secondary market.

When-Issued Securities Each Fund may purchase securities on a wherdssudelayed delivery basis. These
transactions are arrangements in which a Fund paeshsecurities with payment and delivery schedoled future
time. When a Fund agrees to purchase securitieswlnen-issued basis, the Fund’'s custodian mustssg¢ cash
or liquid portfolio securities equal to the amowifithat commitment in a separate account, and nearefuired to
subsequently place additional assets in the sepacabunt to reflect any increase in the Fund’srmigment. Prior

to delivery of when-issued securities, their valisubject to fluctuation and no income accrued tirgir receipt.

A Fund engages in when-issued and delayed delitransactions only for the purpose of acquiring fodict
securities consistent with its investment objectine policies, and not for investment leveragewlhen-issued and
delayed delivery transactions, a Fund relies orstiler to complete the transaction; its failuredtoso may cause
the Fund to miss a price or yield considered tadhantageous.

Rights and Warrants. The Technology Fund and the Pegasus Small CaptGrFund may purchase warrants,
which are privileges issued by corporations enghihe owners to subscribe to and purchase a spacifimber of
shares of the corporation at a specified pricendua specified period of time. Subscription rightsmally have a
short life span to expiration. The purchase oframts involves the risk that the Technology Fund ere Pegasus
Small Cap Growth Fund could lose the purchase vafue warrant if the right to subscribe to addiibshares is
not exercised prior to the warrant’s expirationlsdi the purchase of warrants involves the risk tha effective
price paid for the warrant added to the subscripfiice of the related security may exceed the evalti the
subscribed security’s market price such as wheretiseno movement in the level of the underlyingusiy.

Discussion of Index Methodology — FBR Gas Utilityndex Fund. The American Gas Association Stock Index
(the “Index”) is comprised of the common stock ppeoximately 70 publicly traded companies whoseistes are
traded on a United States stock exchange (exclusieeasury stock), and are members of the AmeriGas
Association (“AGA”"). While securities in such compmes will be domestic U. S. securities, they miglude
foreign securities, such as ADRs, EDRs or GDRs.es€hcompanies are engaged in the distribution and/o
transmission of natural gas. The actual computaticequired to produce the Index are performed RSA
Consultants Utility Services ("AUS”) for AGA pursoito a contractual agreement between AGA and ABGA

has ultimate responsibility to ensure that AUS'Ealations are performed according to its Admirgititre Services
Agreement with Fund.

The Index is computed by multiplying the numberoatstanding shares of common stock of each AGA neemb
company by the closing market price per shareeatrilex date. This product then is multiplied bg percentage
of each company’s assets devoted to natural gasbdison and transmission. This process, complett least
annually, is done to recognize the natural gas corapt of the company’s asset base. The resudtcis eompany’s
“gas market capitalization value”. The sum ofthét companies’ “gas market capitalization valuesbialed. This
summation results in a base number called the $tmglis gas market capitalization value”. Each camps stock
percentage within the Index is determined by didihe company’s “gas market capitalization valbg”the
“industry’s gas market capitalization value”. Thgas market capitalization value” for each companmil be
recalculated at least quarterly. In computingltigex, individual stocks will be limited to no motigan 5% of the
Index. Therefore in calculating the Index, any esgntation in the Index exceeding 5% will be realted. FBR
Fund Advisers, Inc. (the “Adviser”) seeks to purehasufficient shares of each company’s stock sheh its
proportion of the Fund’s assets will substantiadtyual that stock’s proportion of the Index. Thevisdr will
monitor the Fund’s securities holdings so that ¢hbsldings reflect the composition of the Index.s #arket
conditions dictate, and as significant sharehofuéichases and redemptions occur, the Adviser wil or sell
stocks to maintain holdings of each stock to reéffgoper weightings within the Index. In both migiand falling
markets, the Fund attempts to achieve a correlati@approximately 95% or better between its togalim and that
of the Index. One-hundred percent correlation woukan the total return of the Fund’s assets widdease and
decrease exactly the same as the Index. Forghbal fyear ended October 31, 2009, the Fund achiaeve®l2%
correlation. Since the Index weightings changesény small amounts during the trading day, contirgraall
adjustments would be needed to track the IndextlyxaEurthermore, purchases and sales of evegkstdithin the
Index would be necessary as contributions and rptiens to the Fund are made. To minimize brokeraigye
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transaction expenses, the Adviser will make adjastsito the Fund in accordance with the followingthodology.
Comparison of the actual composition of the Fundthe theoretical target will be made daily. Geltgra
adjustments to the holdings of any single stock bél made at least weekly whenever the actual ptigmoof that
stock in the Fund varies by more than 0.5% of tlegghting of that stock in the Index. The perceatafj each
stock holding is based on the Fund’s net assetvahor example, if Stock A represented 3% of thal tweighting
in the Index at the close of business, adjustmtentise holdings of Stock A will be made if the valaf Stock A is
greater than 3.5% or less than 2.5% of the netasg&adjustments may be made at other times eveugth these
tolerances are not exceeded if the adjustment eandule without incurring unreasonable transactipeses.

INVESTMENT LIMITATIONS AND RESTRICTIONS

The following investment limitations are fundameéntdth respect to the Funds and may not be chang#tbut
prior approval of a majority of the Funds’ outstangd voting shares. As defined in the 1940 Act, them
“majority” means the vote of the lesser of (a) 6@#4he shares of the Fund at a meeting where niane $0% of
the outstanding shares are present in person qrdxy; or (b) more than 50% of the outstanding ebasf the
Fund.

The Funds, except for the FBR Gas Utility Index Fud, May Not:

1. Purchase or sell physical commodities unlegsiiged as a result of ownership of securitiestbewninstruments
(but this shall not prevent a Fund from purchasingselling options and futures contracts or fromesting in
securities or other instruments backed by physiocaimodities).

2. Purchase or sell real estate unless acquaedrasult of ownership of securities or otherrimsents (but this
shall not prevent a Fund from investing in secesitor other instruments backed by real estate @rrises of
companies engaged in the real estate businessgstinents by a Fund in securities backed by moegag real
estate or in marketable securities of companieagadin such activities are not hereby precluded.

3. Issue any senior security as defined in th&1&ct, except that (a) a Fund may engage in titses that may
result in the issuance of senior securities toetktent permitted under applicable regulations amerpretations of
the 1940 Act or an exemptive order; (b) a Fund mayuire other securities, the acquisition of whitdly result in
the issuance of a senior security, to the extenhiied under applicable regulations or interpiete of the 1940
Act; (c) subject to the restrictions set forth vel@ Fund may borrow money as authorized by thé ¥aat.

4. Borrow money, except that as a temporary meastund may borrow money to facilitate redemgtioSuch a
borrowing may be in an amount not to exceed 33 1(8%he value of the Fund’s total assets at thee tiwf
borrowing or such other percentage permitted by law

5. Lend any security or make any other loandgfaaesult, more than 33 1/3% of its total assetsldvbe lent to
other parties, but this limitation does not apmypurchases of publicly issued debt securitiesoorepurchase
agreements.

6. Underwrite securities issued by others, extefite extent that a Fund may be considered aarumier within
the meaning of the Securities Act of 1933, as amérfthe “1933 Act”) in the disposition of restridteecurities.

7. With respect to 50% of its total assets, pasehthe securities of any issuer (other than dessiissued or
guaranteed by the U.S. Government or any of itsieige or instrumentalities) if, as a result, (a)renthan 5% of
the Fund’s total assets would be invested in tlcer#tées of that issuer, or (b) the Fund would haidre than 10%
of the outstanding voting securities of that issuer

8. Purchase the securities of any issuer if, gssalt, more than 25% of the total assets wouléhbested in the
securities of one or more conducting their printhpgsiness activities in the same industry, exteqt

(a) with respect to the Financial Services Funds, msehthe securities of any issuer if, as a resdg than

25% of a Fund’s total assets would be investedha decurities of issuers principally engaged in the
financial services group of industries; and
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(b) with respect to the Technology Fund, purchase ¢oergties of any issuer if, as a result, less tha% of
the Fund’s total assets would be invested in tloairgges of issuers principally engaged in the tedbgy
group of industries.

These limitations do not apply to securities issaeduaranteed by the U.S. Government or any adgencies or
instrumentalities.

The Gas Utility Index Fund May Not:

1. Issue senior securities.

2. Make short sales of securities or purchase seesigin margin.

3. Borrow money except as a temporary measure tdtédeiredemptions. Such borrowing may not exce®d 3

of the Fund’s total assets, taken at current vdla&re such borrowing. The Fund may not purclsasearities

if a borrowing by the Fund is outstanding.

Underwrite securities of any other issuer, nor pase or sell restricted securities.

Purchase or sell real estate or real estate martigags.

Buy or sell commodities or futures contracts.

Invest in oil, gas or other mineral leases.

Make loans except through repurchase agreementgptbthe borrower maintains collateral equal tdeast

100% of the value of the borrowed security, andkedto market daily.

Purchase securities of any issuer if, as a res$dlich a purchase, such securities would accountéoe than

5% of the Fund’s assets.

10. Purchase the securities of any issuer if, as dtrésss than 25% of the Fund’s total assets wbeldnvested in
the securities of issuers principally engaged éndtilities industry.

©No oA

©

Non-Fundamental Restrictions of the Funds, excepbf the Gas Utility Index Fund:

The following restrictions with respect to the Fanare not fundamental and may be changed by thedBufa
Trustees without the approval of shareholders:

1. No Fund will invest more than 15% of its nssets in illiquid securities. llliquid securitieseasecurities that are
not readily marketable or cannot be disposed ofnptty within seven days and in the usual coursbusiness at
approximately the price at which a Fund has valtiein. Such securities include, but are not limitedtime
deposits and repurchase agreements with matuotiger than seven days. Securities that may bédresaler Rule
144A, securities offered pursuant to Section 4¢2posecurities otherwise subject to restrictiongesale under the
1933 Act (“Restricted Securities”), shall not besdeed illiquid solely by reason of being unregistier& he Adviser
determines whether a particular security is deetodg liquid based on the trading markets for fhexic security
and other factors.

2. No Fund will purchase securities on marginegtdor short-term credits necessary for clearasfcgortfolio
transactions, provided that this restriction widk tve applied to limit the use of options, futucesitracts and related
options, in the manner otherwise permitted by theestment restrictions, policies and investmengmm of the
Fund.

Non-Fundamental Restrictions of the Gas Utility Incex Fund:

The following restrictions are not fundamental amaly be changed by the Board of Trustees withouagpeoval
of shareholders:

1. The Fund may not invest in warrants;
2. The Fund may not invest more than 15% of the Funetsassets in illiquid securities.

General. The policies and limitations listed above supmat those set forth in the Prospectuses. Unkbeswise
noted, whenever an investment policy or limitatgiates a maximum percentage of a Fund’'s assetsmidnathe
invested in any security or other asset, or seth fopolicy regarding quality standards, suchdaath or percentage
limitation will be determined immediately after and a result of the Fund’'s acquisition of such ggcer other
asset except in the case of borrowing (or othdvides that may be deemed to result in the issaaofca “senior
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security” under the 1940 Act). Accordingly, anybsaquent change in values, net assets, or otl@musitances
will not be considered when determining whetherith@stment complies with the Fund’s investmenigie$ and
limitations. If the value of a Fund’s holdings itliiquid securities at any time exceeds the peragatlimitation
applicable at the time of acquisition due to subseq fluctuations in value or other reasons, thestees will
consider what actions, if any, are appropriate &ntain adequate liquidity.

Portfolio Turnover. The portfolio turnover for each Fund for the 2008 2009 fiscal years is:

Fund 2008 2009
Pegasus Fund 39% 60%
Pegasus Mid Cap Fund 93% 128%
Pegasus Small Cap Fund 207% 226%
Pegasus Small Cap Growth Fund 139% 102%
Focus Fund 17% 5%
Large Cap Financial Fund 509% 220%
Small Cap Financial Fund 147% 118%
Technology Fund 175% 211%
Gas Utility Index Fund 27% 26%

VALUATION OF PORTFOLIO SECURITIES

Portfolio securities are valued at the last saleepon the securities exchange or national seearitiarket on which
such securities primarily are traded. Securitieslisted on an exchange or national securitieketaor securities
in which there were no transactions, are valuati@tverage of the most recent bid and asked pecespt in the
case of open short positions where the asked wigsed for valuation purposes. Bid price is usbén no asked
price is available. Short-term investments aregiedrat amortized cost, which approximates vald@y securities
or other assets for which recent market quotatazesnot readily available are valued at fair valsedetermined in
good faith by the Trust's Board of Trustees. Exgesnand fees, including the management fee amibdign and
service fees, are accrued daily and taken intowattdor the purpose of determining the net asskiev@NAV") of
the Funds’ shares.

Restricted securities, as well as securities ceratissets for which market quotations are not ieadailable, or are
not valued by a pricing service approved by therBax Trustees, are valued at fair value as detsgchin good
faith by the Board of Trustees. The Board of Teastwill review the method of valuation on a cutreasis. In
making their good faith valuation of restricted wgties, the Trustees generally will take the faling factors into
consideration: restricted securities which aream convertible into, securities of the same clafssecurities for
which a public market exists usually will be valuadmarket value less the same percentage disaumhich
purchased. This discount will be revised periodiichy the Board of Trustees if the Trustees badi¢hat it no
longer reflects the value of the restricted semgit Restricted securities not of the same classeaurities for
which a public market exists usually will be valuedially at cost. Any subsequent adjustment froost will be
based upon considerations deemed relevant by taedRx Trustees.

Determination of Net Asset Value Each Fund's NAV is determined as of the endadihg on the New York
Stock Exchange ("NYSE") (normally 4:00 p.m., Eastéime) on days the NYSE is open for business. In
computing a Fund’s NAV, all liabilities incurred accrued are deducted from net assets. The rggulét assets
are divided by the number of shares outstandirtheatime of the valuation and the result (adjustethe nearest
cent) is the NAV per share.

NYSE Closings The holidays (as observed) on which the NYS&dsed currently are: New Year’s Day, Martin

Luther King Jr. Day, Presidents’ Day, Good Fridsdemorial Day, Independence Day, Labor Day, Thankagi
Day and Christmas Day.
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CALCULATION OF PERFORMANCE DATA

Average Annual Total Return Quotations

For purposes of quoting and comparing the perfoomasf the Funds to that of other mutual funds andther
relevant market indices in advertisements or irorepto shareholders, performance may be statéztims of total
return. Under rules adopted by the Securities Bxchange Commission (the “Commission”), Fund adsieig
stating performance must include total return gsigedculated according to the following formula:

P (1+TJ = ERV

Where: P = a hypothetical initial payment of $1,000
T = average annual total return.
n = number of years.
ERV= ending redeemable value of a hypotheticad@1 payment made at the beginning of the 1-, 5-,
or 10-year periods at the end of the 1-, 5-, oyd&F periods (or fractional portion thereof).

Under the foregoing formula, the time periods usealdvertising will be based on rolling calendaadars, updated
to the last day of the most recent quarter prisguiomission of the advertising for publication, avitl cover 1-, 5-,
and 10-year periods or a shorter period dating fthenFund’s inception. In calculating the endiegleemable
value, all dividends and distributions by the Fumde assumed to have been reinvested at net sslset as
described in the Prospectuses for the Funds oretheestment dates during the period. Total retariT” in the
formula above, is computed by finding the averagaual compounded rates of return over the 1-, i5d, E0-year
periods (or fractional portion thereof) that woelgluate the initial amount invested to the endinigeeable value.

The Funds, from time to time, also may include utts advertising a total return figure that is natcalated
according to the formula set forth above in ordecdmpare more accurately the performance of timgl kaith other
measures of investment return. For example, inpeoimng the total return of the Fund with the perfance of the
S&P 500 or Russell 2000, the Funds calculate thggregate total return for the specified periodgige by
assuming the investment of $10,000 in the Fundateshand assuming the reinvestment of each dividemdher
distribution at net asset value on the reinvestnalatié. Percentage increases are determined brastibg the
initial value of the investment from the endingualand by dividing the remainder by the beginniaji@. Such
alternative total return information will be giver greater prominence in such advertising thanirif@mation
prescribed under rules adopted by the SEC.

Average Annual Total Return After Taxes on Distributions Quotations

The Funds compute their average annual total retfien taxes on distributions by determining therage annual
compounded rates of return during specified perititlt equate the initial amount invested to #mding
redeemable value of such investment after taxefu distributions but not after taxes on redempsio This is
done by dividing the ending redeemable value afiges on fund distributions of a hypothetical $D,06itial
payment by $1,000 and raising the quotient to aguazqual to one divided by the number of yearsframtional
portion thereof) covered by the computation andragting one from the result. This calculation tenexpressed
as follows:

ATV,
Average Annual Total Return After Taxes = [——— to the 1/nth power -1]
(after taxes on distributions) P
Where: P = a hypothetical initial payment of $1,000.
n = number of years.
ATV, = ending value of a hypothetical $1,000 paymenierat the

beginning of the 1-, 5-, or 10-year periods ateahd of such
periods after taxes on fund distributions but rftdéraaxes on
redemption.

Average Annual Total Return After Taxes on Distributions and Redemption Quotations
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The Funds compute their average annual total retfien taxes on distributions and redemption byeining the
average annual compounded rates of return duriagifsgd periods that equate the initial amount sted to the
ending redeemable value of such investment afterstan fund distributions and redemption. Thislime by
dividing the ending redeemable value after taxedum distributions and redemption of a hypothétfsa 000
initial payment by $1,000 and raising the quotiemta power equal to one divided by the number afryeor
fractional portion thereof) covered by the compotatand subtracting one from the result. This waliion can be
expressed as follows:

ATV pr
Average Annual Total Return After Taxes = [—— to the 1/nth power -1]

(after taxes on distributions and redemption) P

Where: P = a hypothetical initial payment of $1,000.
n = number of years.

ATVpr = ending value of a hypothetical $1,000 paymenierat the
beginning of the 1-, 5-, or 10-year periods atehd of such
periods, after taxes on fund distributions and neuotéon.

After-tax returns are calculated using the histdrlughest individual federal marginal income takes and do not
reflect the impact of state and local taxes. Acafter-tax returns depend on an investor’s taMagibn and may
differ from those shown, and after-tax returns shaave not relevant to investors who hold their Fghdres
through tax-deferred arrangements, such as 4018k} r individual retirement accounts.

ADDITIONAL PURCHASE AND REDEMPTION INFORMATION

Investor Class shares may be purchased or redettmdyh FBR Investment Services, Inc., (“FBR Sessicor

“Distributor”) account executives, other authorizdghlers or directly through the Trust's transfggrd, JPMorgan
Chase Bank N.A. (“JPMorgan” or “Transfer Agent”)CP Box 5354, Cincinnati, Ohio 45201-5354. The imuim

initial investment for each Fund is $2,000. Thenimum initial investment for Individual RetiremeAtcounts
(“IRAs"), or pension, profit-sharing or other empée benefit plans is $1,000. There is no subse¢querimum

investment requirement.

| Class shares are intended only for purchase bijtutional investors such as corporations, fouiodat any
organization authorized to act in a fiduciary, advy, custodial or agency capacity and Fund Trsstemployees,
and other employee relatives of the Trust, Advizeaffiliates of the Adviser. The minimum initiahiestment is
$1,000,000. There is no minimum requirement forseaient investments.

R Class shares are available only for purchaseugfirccertain broker-dealers and third-party interianéels to
401(k) plans, 457 plans, employee sponsored 403¢b)s, defined benefit pension plans, profit slanans,
nonqualified deferred compensation plans and offiilar employee sponsored retirement plans (ctillely

“Retirement Plans”) whereby the Retirement PlarRetirement Plan’s financial services firm has areament
with the Funds or the Distributor to utilize R Glaghares in certain investment products or prograims may buy
shares of the Funds on any Business Day. There minimum requirement for initial or subsequentastments.
The Funds reserve the right to reject any purcbader or change the initial and subsequent investmenimum
requirements at any time.

Shares may be purchased at a price equal to thgirdetermined NAV. The value of shares on redempor
repurchase may be more or less than the investosts depending upon the market value of the partézcurities
at the time of redemption or repurchase.

Redemption In-Kind. Although each Fund intends to redeem sharessh,ceach Fund reserves the right under
certain circumstances to pay the redemption pricghole or in part by a distribution of securitfeem a Fund. To
the extent available, such securities will be riyatiiarketable. Redemption in-kind will be madeconformity with
applicable SEC rules, taking such securities atsto@e value employed in determining NAV and sabecthe
securities in a manner the Trustees determine taib@nd equitable. The Funds have elected tgdyerned by
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Rule 18f-1 of the 1940 Act under which each Fundhigated to redeem shares for any one sharehoidsash
only up to the lesser of $250,000 or 1% of a Fud®sV during any 90-day period. A shareholder visiitur
brokerage costs in disposing of securities acquivbdén the redemption price is paid in whole or artpoy a
distribution of securities.

Suspension of Redemptions The right of redemption may be suspended orddte of payment postponed: (a)
during any period when the New York Stock Exchaige&losed (other than customary weekend and holiday
closings); (b) when trading in the markets a Furdinarily utilizes is restricted, or when an emergge exists as
determined by the SEC so that disposal of the Fum/estments or determination of its NAV is noasenably
practicable; or (c) for such other periods as th€ $y order may permit to protect Fund shareholders

DIVIDENDS AND DISTRIBUTIONS

Each Fund, except the Gas Utility Index Fund, cadip declares and pays dividends from its net stvent
income annually. The Gas Utility Index Fund ordilyadeclares and pays dividends from its net inm@nt income
on a calendar quarterly basis. Each Fund disethstibstantially all of its net investment income aet capital
gains, if any, to shareholders within each calerygar as well as on a fiscal year basis to thenéxezjuired for the
Fund to qualify for favorable federal tax treatmerithe amount of distributions may vary from tinwe ttme

depending on market conditions and the compostafanFund’s portfolio.

For this purpose, the net income of a Fund, froentilme of the immediately preceding determinatioeréof, shall
consist of all interest income accrued on the pbdfassets of the Fund, dividend income, if amgome from
securities loans, if any, and realized capital ga@nd losses on the Fund’s assets, less all expansgdiabilities of
the Fund chargeable against income. Interest iecsimall include discount earned, including botlgiodl issue
and market discount, on discount paper accruedblyaten the date of maturity. Expenses, includidg t
compensation payable to the Adviser, are accruet day. The expenses and liabilities of a Fundl shaude
those appropriately allocable to the Fund.

TAXES

The following summarizes certain additional feddéredlome tax considerations generally affecting Fuads and
their shareholders that are not described in thed&uProspectuses. No attempt is made to preseletailed
explanation of the tax treatment of the Funds eirtbhareholders, and the discussion here andeirapiplicable
Prospectus is not intended as a substitute fofudaeex planning. This discussion is based upasent provisions
of the Internal Revenue Code, the regulations ptgated thereunder, and judicial and administratiuing
authorities, all of which are subject to changejciwhchange may be retroactive. Prospective invessbould
consult their own tax advisers with regard to tleelefal tax consequences of the purchase, owneestdp
disposition of Fund shares, as well as the taxegqumsnces arising under the laws of any state,goreduntry, or
other taxing jurisdiction.

General The Funds intend to elect and qualify annuadlyoé taxed as a regulated investment company under
Subchapter M of the Internal Revenue Code. Agyalated investment company, the Funds generallyeseenpt
from Federal income tax on its net investment ineoamd realized capital gains which it distributesits
shareholders, provided that it distributes an arhegoal to the sum of (a) at least 90% of its itwesit company
taxable income (net investment income and the exokset short-term capital gain over net long-teapital loss),

if any, for the year and (b) at least 90% of it$ @ex-exempt interest income, if any, for the yé&istribution
Requirement”) and satisfies certain other requim@mef the Internal Revenue Code that are descriizdow.
Distributions of investment company taxable incommel net tax-exempt interest income made duringakable
year or, under specified circumstances, within t&einonths after the close of the taxable year sdlisfy the
Distribution Requirement.

In addition to satisfying the Distribution Requirent, the Funds must derive with respect to a taxgbhr at least
90% of its gross income from dividends, interesttain payments with respect to securities loamsgains from
the sale or other disposition of stock or secigitie foreign currencies, net income derived fromegiments in
qualified publicly traded partnerships, or frometiincome derived with respect to its businesseésting in such
stock, securities, or currencies (“Income Requinetie
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In addition to the foregoing requirements, at tlse of each quarter of its taxable year, at 168%6 of the value of
the Fund’s assets must consist of cash and casis,itd.S. Government securities, securities of othgulated
investment companies, and securities of other iss{as to which the Fund has not invested more Harof the
value of its total assets in securities of suchiéssand as to which the Fund does not hold mone 1886 of the
outstanding voting securities of such issuer) andnore than 25% of the value of a Fund’s total @se®ay be
invested in the securities of any one issuer (ath@n U.S. Government securities and securitiestludr regulated
investment companies), in two or more issuers wiligh Fund controls and which are engaged in theesam
similar trade or business or one or more qualifiellicly traded partnerships.

Distributions of net investment income receivedablyund from investments in debt securities andretyealized
short-term capital gains distributed by a Fund Wél taxable to shareholders as ordinary incomevéaktdot be
eligible for the dividends-received deduction formorations.

The Funds intend to distribute to shareholdersexoess of net long-term capital gain over net stesrh capital
loss (“net capital gain”) for each taxable yeaucl$gain is designated and distributed as a cagdial dividend and
is taxable to shareholders as gain from the saéxcdnange of a capital asset held for more tharyeag regardless
of the length of time a shareholder has held hisesrFund shares and regardless of whether thibdisbn is paid
in cash or reinvested in shares. The Funds expattapital gain dividends will be taxable to gfmiders as long-
term gain. Capital gain dividends are not eligifolethe dividends-received deduction for corpanasi

In the case of corporate shareholders, distribatioh a Fund for any taxable year generally quafdy the
dividends-received deduction to the extent of thesg amount of “qualifying dividends” received hych Fund for
the year and if certain holding period requiremeares met. Generally, a dividend will be treatecadsgualifying
dividend” if it has been received from a domesticporation.

Current tax law generally provides for a maximum tate for individual taxpayers of 15% on long-tecampital

gains from sales and on certain qualifying dividéndome. The rate reductions do not apply to cafmo
taxpayers. The Funds will be able to separatetygtate distributions of any qualifying long-ter@pdtal gains or
qualifying dividends earned by the Funds that wdadceligible for the lower maximum rate. A shareleo would

also have to satisfy a more than 60-day holdingogewith respect to any distributions of qualifyid@gzidends in

order to obtain the benefit of the lower rate. tiisitions from funds investing primarily in bondsad other debt
instruments will not generally qualify for the lontes.

The favorable treatment for qualifying dividendslahe 15% maximum tax rate for individuals on Idegn capital
gains is scheduled to expire after 2010. Afterhsegpiration, qualifying dividends would be taxesl ardinary
income and the rate on long-term capital gainsridividuals would generally increase to 20%.

If for any taxable year a Fund does not qualiflaasgulated investment company, all of its taxatdeme will be
subject to tax at regular corporate rates withayt @eduction for distributions to shareholders. siich event, all
distributions (whether or not derived from exempuerest income) would be taxable as ordinary incamg would
be eligible for the dividends-received deductiornthie case of corporate shareholders to the exfetiteoFund’s
current and accumulated earnings and profits.

Shareholders will be advised annually as to theeF@dncome tax consequences of distributions niiydthe Funds
each year.

Amounts not distributed on a timely basis in aceoigk with a calendar year distribution requirenagatsubject to
a nondeductible 4% excise tax. To prevent impmsithf the excise tax, the Funds must distributéndueach
calendar year an amount equal to the sum of (lgast 98% of its ordinary income (not taking intcaunt any
capital gains or losses) for the calendar year,af2past 98% of its capital gains in excess ofcépital losses
(adjusted for certain ordinary losses, as presdribethe Internal Revenue Code) for the one-yedogending on
October 31 of the calendar year, and (3) any ordifracome and capital gains for previous years thas not
distributed during those years. A distributionlvai treated as paid on December 31 of the cuo@endar year if
it is declared by the Funds in October, Novembebecember with a record date in such a month aidllpathe
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Funds during January of the following calendar ye&uch distributions will be taxable to sharehaddm the
calendar year in which the distributions are dexlarather than the calendar year in which theidigtons are
made. To prevent application of the excise tag,Ehnds intend to make their distributions in adaace with the
calendar year distribution requirement.

The Funds will be required in certain cases to kgt and remit to the United States Treasury attheent rate of
28% (currently scheduled to increase to 31% affdi0? of taxable distributions, including gross preds realized
upon sale or other dispositions paid to any shddehdi) who has provided either an incorrect tdgntification
number or no number at all, (ii) who is subjecbaxkup withholding by the Internal Revenue Serfixefailure to
report the receipt of taxable interest or dividémzbme properly, or (iii) who has failed to certifiyat he or she is
not subject to backup withholding or that he or ish&n “exempt recipient.”

Disposition of Shares. Upon the redemption or sale of shares of a Furghaaeholder generally may realize a
capital gain or loss depending upon his or hersbiasihe shares. Such gain or loss will be treagedapital gain or
loss if the shares are capital assets in the sblaets hands and will be long-term or short-tergenerally,
depending upon the shareholder’s holding periodtfier shares. Any loss realized on a redemptiole sa
exchange will be disallowed to the extent the shaisposed of are replaced (including shares aadjygursuant to
a dividend reinvestment plan) within a period of ddys beginning 30 days before and ending 30 dtgs the
disposition of the shares. In such a case, this lofishe shares acquired will be adjusted to c¢flee disallowed
loss. Any loss realized by a shareholder on thpatiition of Fund shares held by the shareholdesixomonths or
less will be treated as a long-term capital losthoextent of any distributions of net capitalngafeceived by the
shareholder with respect to such shares and treatkmhg-term capital gains.

Although the Funds expect to qualify as a “regudtevestment company” and to be relieved of alsabstantially
all Federal income taxes, depending upon the exikit$ activities in states and localities in wihniits offices are
maintained, in which its agents or independent reahbrs are located or in which it is otherwiserded to be
conducting business, the Fund may be subject ttathlaws of such states or localities.

Taxation of Certain Financial Instruments. Special rules govern the Federal income tax treattrogfinancial
instruments that may be held by the Funds. Thealss may have a particular impact on the amouredme or
gain that a Fund must distribute to its sharehsldercomply with the Distribution Requirement, v tincome or
gain qualifying under the Income Requirement, alatibed above.

Original Issue Discount. The Fundsmay purchase debt securities with original issigealint. Original issue
discount represents the difference between thénatigrice of the debt instrument and the statetmgption price
at maturity. Original issue discount is requiredbe accreted on a daily basis and is considetedest income for
tax purposes and, therefore, such income wouldubgest to the distribution requirements applicaioleegulated
investment companies.

Market Discount. The Funds may purchase debt securities at a disaoexcess of the original issue discount to
the stated redemption price at maturity (for dedxtusities without original issue discount), andstkiscount is
called market discount. If the amount of marketcdunt is more than a de minimis amount, a portibsuch
market discount must be included as ordinary incémo¢ capital gain) by the Funds in each taxabker ye which
the Funds own an interest in such debt securityracéives a principal payment on it. In particutae Funds will
be required to allocate that principal payment fiocsthe portion of the market discount on the dsuturity that has
accrued but has not previously been included iorme In general the amount of market discount thast be
included for each period is equal to the lessdi)dhe amount of market discount accruing duringhsperiod (plus
any accrued market discount for prior periods mew/ppusly taken into account) or (ii) the amountlod principal
payment with respect to such period.

Hedging Transactions. The taxation of equity options and over-the-countations on debt securities is governed
by Internal Revenue Code Section 1234. Pursudntéonal Revenue Code Section 1234, the premiweived by

a Fund for selling a put or call option is not imbtd in income at the time of receipt. If the optexpires, the
premium is short-term capital gain to the Funda Fund enters into a closing transaction, theedéfice between
the amount paid to close out its position and tteemium received is short-term capital gain or lodsa call option
written by a Fund is exercised, thereby requirimg Fund to sell the underlying security, the pramiuill increase
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the amount realized upon the sale of such secanitiyany resulting gain or loss will be a capitdhgar loss, and
will be long-term or short-term depending upon twdding period of the security. With respect tpwt or call

option that is purchased by a Fund, if the opt®sald, any resulting gain or loss will be a cdm&in or loss, and
will be long-term or short-term, depending upon tieéding period of the option. If the option exgsr the resulting
loss is a capital loss and is long-term or sharitelepending upon the holding period of the optitfithe option is
exercised, the cost of the option, in the case adlboption, is added to the basis of the purctiaseurity and, in
the case of a put option, reduces the amount eshtin the underlying security in determining gaitoss.

Any regulated futures and foreign currency confraantd certain options (namely, nonequity optiond dealer
equity options) in which the Funds may invest may‘$ection 1256 contracts.” Gains or losses orii@ed 256
contracts are generally considered 60% long-terch 4090 short-term capital gains or losses; howefggeign
currency gains or losses arising from certain $acli256 contracts may be treated as ordinary incomless.
Also, Section 1256 contracts held by the Fund eetid of each taxable year (and, generally, fopqaes of the 4%
excise tax, on October 31 of each year) are “matiadarket” (that is, treated as sold at fair makaue), with the
result that unrealized gains or losses are tresgabough they were realized.

Generally, hedging transactions, if any, undertakgthe Funds may result in “straddles” for U.Sdéml income
tax purposes. The straddle rules may affect tlaeaciter of gains (or losses) realized by a Fumdaddition, losses
realized by a Fund on positions that are part sifaddle may be deferred under the straddle readiser than being
taken into account in calculating the taxable inedor the taxable year in which the losses aréze@dl Because
only a few regulations implementing the straddliesthave been promulgated, the tax consequence$tmd of
engaging in hedging transactions are not entirglgrc Hedging transactions may increase the anufusttort-term
capital gain realized by a Fund which is taxedraéary income when distributed to shareholders.

The Funds may make one or more of the electioniaéle under the Internal Revenue Code, which amieable

to straddles. If a Fund makes any of the electitms amount, character and timing of the recogmitf gains or
losses from the affected straddle positions willdegermined under rules that vary according todleetion(s)

made. The rules applicable under certain of thetigins may operate to accelerate the recognifigaios or losses
from the affected straddle positions.

Because application of the straddle rules may affee character of gains or losses, and may def=ek and/or
accelerate the recognition of gains or losses ftben affected straddle positions, the amount whiakstnbe

distributed to shareholders, and which will be thxe shareholders as ordinary income or long-teapital gain,

may be more than or less than the distributiores Biind that did not engage in such hedging traiosesct

Certain hedging activities may cause a dividend weauld otherwise be subject to the lower tax egiplicable to a
“qualifying dividend,” to instead be taxed at tlaer of tax applicable to ordinary income.

The diversification requirements applicable to adFa assets may limit the extent to which the Fuiltlbe able to
engage in transactions in options, futures or fodvweantracts.

Constructive Sales. IRS rules may affect the timing and character af glathe Funds engage in transactions that
reduce or eliminate its risk of loss with respextappreciated financial positions. If a Fund ent@to certain
transactions in property while holding substanfiadlentical property, the Fund would be treatedfashad sold
and immediately repurchased the property and wbelthxed on any gain (but not loss) from the coictitre sale.
The character of gain from a constructive sale daépend upon a Fund’s holding period in the prypetoss
from a constructive sale would be recognized whenproperty was subsequently disposed of, andhésacter
would depend on a Fund’s holding period and thdiegtpon of various loss deferral provisions of thternal
Revenue Code.

Foreign Shareholders. The tax consequences to a foreign shareholdemafhvestment in the Funds may be
different from those described herein. Taxatiba shareholder who, as to the United Statesnisreesident alien
individual, foreign trust or estate, foreign corgiion, or foreign partnership (“foreign sharehofjledepends on
whether the income from a Fund is “effectively cected” with a U.S. trade or business carried onsbgh
shareholder. If the income from a Fund is notaféely connected with a U.S. trade or businessiedon by a
foreign shareholder, ordinary income dividends I(idng distributions of any net short-term capitgins) will
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generally be subject to U.S. withholding tax at thee or 30% (or, if applicable, lower treaty ratgon the gross
amount of the dividend. Such a foreign shareholdeuld generally be exempt from U.S. federal incaare on
gains realized on the sale of shares of a Funddatidbutions of net long-term capital gains theg¢ designated as
capital gain dividends. If the income from the Eus effectively connected with a U.S. trade oribess carried on
by a foreign shareholder, then ordinary incomed#inds, capital gain dividends and any gains redlig®on the
sale of shares of a Fund will be subject to U.8effal income tax at the rates applicable to Ui&etis or domestic
corporations. Note that the 15% rate of tax appliedo certain dividends (discussed above) doesappty to
dividends paid to foreign shareholders. Foreigareholders are advised to consult their own taxsads with
respect to the particular tax consequences to tfean investment in the Funds.

Other Taxation. The foregoing discussion relates only to U.S. Faldercome tax law as applicable to U.S.
persons (i.e., U.S. citizens and residents and didieneorporations, partnerships, trusts and egtatBsstributions
by the Funds and dispositions of Fund shares abgpba subject to other state and local taxes, lagid treatment
under state and local income tax laws may diffemfithe U.S. Federal income tax treatment. Shadehsishould
consult their tax advisers with respect to particuquestions of U.S. Federal, state and local iaxat Future
legislative or administrative changes or court siecis may significantly change the conclusions esged herein,
and any such changes or decisions may have a cBtmaffect with respect to the transactions comiated
herein.

TRUSTEES AND OFFICERS
Board of Trustees Overall responsibility for management of the Stnests with the Board of Trustees (“Trustees”
or “Board”). Subject to the Trust's Trust Instrumieits By-Laws and Delaware law, the Trustees talvpowers
necessary and convenient to carry out their respititiss, including the appointment and removaltbé Trust's
officers. There are currently five Trustees, fafirwhom are not “interested persons” of the Trughiv the
meaning of that term under the 1940 Act (“Independeustees”). The Trustees, in turn, elect tHecerfs of the
Trust to actively supervise its day-to-day operatio

Information about the Trustees of the Trust isudeld in the following table. The address for eanlste is 1001
Nineteenth Street North, Arlington, VA 22209.

Name, Address and Age Term of Office*  Principal Occupation Portfolios Other
and Length of During Past 5 Years Overseen in Directorships
Time Served** the Trust
and Fund
Complex***
I ndependent Trustees
Michael A. Willner, 53 Since President AlphaGrip, Inc. 9 None
June 1997 January 2001 to present.
Reena Aggarwal, 52 Since Professor, Georgetown 9 IndexIQ Trust
July 2006 University, 2000 to present;

Deputy Dean, McDonough
School of Business,
Georgetown University,
2006-2008; Interim Dean,
2004-2005; Visiting
Professor MIT Sloan School
of Management, 2005-2006.

William E. Cole, Jr., 60 Since Retired, 2006. Partner, Ernst 9 None
July 2006 & Young LLP, 1972-2006.
Charles O. Heller, 74 Since President, Annapolis Capital 9 None

September 2003 Group, since 2005; Athlone
Global Security (venture

28



capital firm), 2006-2008;
Beacon Global LLC
(venture capital firm), 2003-

2005.
I nterested Trustee”
David H. Ellison, 51 Since Director, CIO and President, 9 None
100 Federal Street September 2003 FBR Fund Advisers, Inc.,
Boston, MA 02110 since December 1999; and

Portfolio manager for
Equity Funds since October
1996.

* Trustees serve until their resignation, rempwadeath.
** | ength of time served is measured from the ieatldate of service as a Trustee of any of thed&wr the
Predecessor Funds.
*** The “Fund Complex” consists of all mutual fun@slvised by FBR Capital Markets Holding Group, I(fEBR
Capital Markets”) and its affiliate advisers.
*  Mr. Ellison is considered to be an “Interested Teas of the Trust due to his position with FBR Fukdisers.
The Trustees presently have an audit committea/ustion committee, and a nominating committeehedavhich
are comprised of all of the Independent Trusteeh®fTrust: Ms. Aggarwal and Messrs. Willner, Catel Heller.
The function of the audit committee is to recomméamtependent auditors, pre-approve audit and cen@an-audit
services to be provided by the independent auditotise Funds, and review and report on accourdimfinancial
matters. The Board has adopted a written chastehe Audit Committee. The function of the valoatcommittee
is to determine and monitor the value of the Furaisets pursuant to the Trust's Valuation Procedur€he
function of the nominating committee is to nomingersons to serve as Independent Trustees andve se
committees of the Board. The Board does not hapeliay related to considering nominees recommenuled
shareholders. There was no meeting of the valmaticnominating committee during the Funds’ mosenrt fiscal
year end. The audit committee met twice duringptieod.

Remuneration of Certain Trustees and Executive Oftiers Each Independent Trustee receives an annuaieeta
of $25,000 and a fee of $2,500 for each regulartimgeand $1,000 for each committee meeting attengbc
expenses, and $1,000 for each telephonic meetiegd®d. The Trust Chairman receives an additifemlof
$2,000 for each meeting and the Audit Committeei@en receives $1,000 for each committee meetitendéd.
Officers of the Funds and Trustees who are intedegersons of the Funds (if any) do not receivecamypensation
from the Funds or any other funds managed by thas&éd The following table sets forth informatioggarding
compensation of each of the Trustees by the Tanghe fiscal year ended October 31, 2009.

Compensation Table

Name of Trustee Aggregate Pension or Retirement  Estimated Annual  Total Compensation
Compensation Benefits Accrued as Benefits Upon from the Fund and
from Trust Part of Fund Expenses Retirement Fund Complex Paid

to Trustees*

Michael A. Willner” $51,500 N/A N/A $51,500
Reena Aggarwal $39,000 N/A N/A $39,000
William E. Cole, Jr’* $42,500 N/A N/A $42,500
Charles O. Heller $41,500 N/A N/A $41,500
David H. Ellison None None None None
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* “Fund Complex” consists of all mutual funds adadsby FBR Capital Markets Holding Group, Inc. (“FEBRpital
Markets”) and its affiliate advisers.

* Mr. Willner serves as the Chairman of the Board.

" Mr. Cole serves as the Chairman of the Audit Conamit

Officers of the Trust
The officers of the Trust, their ages, addressdspaimcipal occupations during the past five years,as follows:

Name, Address and Age Position(s) Held With Principal Occupation During Past 5 Years
the Trust and Term
of Office*
David H. Ellison, 51 President Since 2001; Director, CIO and President, FBR Fund Advisers,,Isitice
100 Federal Street Trustee Since 2003  December 1999; and Portfolio Manager, FBR Fund séehd,
Boston, MA 02110 Inc., since October 1996.
Winsor H. Aylesworth, 62 Executive Vice Portfolio Manager, FBR Fund Advisers, Inc. sincet8mber
100 Federal Street President Since 1999 1998.
Boston, MA 02110
William B. Sanders Ill, 45 Executive Vice Senior Vice President of Fund Operations, FBR Fund
1001 Nineteenth Street North President Since 1999 Advisers, Inc. since August 1999; and Head TradeFBR
Arlington, VA 22209 Fund Advisers, Inc., since January 1997.
Guy F. Talarico, 54 Chief Compliance CEO of Alaric Compliance Services, LLC since Jaguar
800 Third Avenue Officer Since 2006 2006. Co-Chief Executive Officer of EOS Compliance
11" Floor Services, LLC June 2004 - December 2005. Senidiir
New York, NY 10022 of Investors Bank & Trust Institutional Custody Eion

February 2001- June 2004.
Kimberly J. Bradshaw, 35 Secretary Since 2003 Employee of FBR since August 1998 serving in vasiou
1001 Nineteenth Street North and Treasurer Since capacities, including Senior Vice President Fund
Arlington, VA 22209 2006 Administration, Chief Compliance Officer of FBR kestment
Services, Inc., Transfer Agent Operations Managdrrund
Accounting Supervisor. Vice President and Secretéry
Money Management Advisers, Inc., November 2003-Marc

2006.
Kristin E. Stelljes, 33 Assistant Treasurer  Employee of FBR since February 2002, serving imowesr
1001 Nineteenth Street North Since 2006 capacities including Assistant Vice President Fund
Arlington, VA 22209 Administration, Supervisor Fund Administration, Acntant,

and Customer Service Representative.
* The officers of the Trust serve at the pleasuréhe Trustees.

As of January 31, 2010, the Trustees and officérthe Trust, as a group, owned approximately 38%hef
outstanding shares of the Pegasus Fund, 27% afutstanding shares of the Pegasus Mid Cap Fund,df8%e

outstanding shares of the Pegasus Small Cap Fidfal 02 the outstanding shares of the Pegasus SrapliGZowth

Fund, 8% of the outstanding shares of the Large Fagncial Fund, and less than 1% of the outstandirares of
the Focus Fund, Small Cap Financial Fund, Techyolagnd and Gas Utility Index Fund.
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Trustees’ Ownership of Fund Shares as of Decembef 32009

Dollar Range of Equity Securities owned in:

Pegasus Fund
Pegasus Mid Cap Fund
Pegasus Small Cap Fund

Pegasus Small Cap Growth Fund
Focus Fund
Large Cap Financial Fund
Small Cap Financial Fund
Technology Fund
Gas Utility Index Fund

Michael A. Willner

Pegasus Fund
Pegasus Mid Cap Fund
Pegasus Small Cap Fund

Reena Aggarwal

Aggregee Dollar Range
of Equity Securities in
All Registered
Investment Companies
Overseen By Trustee in
Family of Investment
Companies*

None $10,001 - $50,

None
None

$10,001 - $50,000

None

$1 - $10,000
$1 - $10,000

None

$1 - $10,000

None $10,001 - $50,000

None
None
None

Pegasus Small Cap Growth Fund
$10,001 - $50,000

Focus Fund
Large Cap Financial Fund
Small Cap Financial Fund
Technology Fund
Gas Utility Index Fund

Pegasus Fund
Pegasus Mid Cap Fund
Pegasus Small Cap Fund

Pegasus Small Cap Growth Fund

Focus Fund
Large Cap Financial Fund
Small Cap Financial Fund

Technology Fund
Gas Utility Index Fund

William E. Cole, Jr.

Pegasus Fund
Pegasus Mid Cap Fund
Pegasus Small Cap Fund
Pegasus Small Cap Growth Fund
Focus Fund
Large Cap Financial Fund
Small Cap Financial Fund
Technology Fund
Gas Utility Index Fund

Charles O. Heller

Pegasus Fund
Pegasus Mid Cap Fund
Pegasus Small Cap Fund

David H. Ellison

Pegasus Small Cap Growth Fund

Focus Fund
Large Cap Financial Fund
Small Cap Financial Fund
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$1 - $10,000
$1 - $10,000

None
None
$1 - $10,000 @$D; $50,000
None
None
$1 - $10,000
None
None
None
$1 - $10,000
$1 - $10,000
$10,001 - $50,000 0,08% - $100,000
None
$10,001 - $50,000
None
None
None
None

$10,001 - $50,000

None
Over $100,000 Ovengino
Over $100,000
Over $100,000
Over $100,000
Over $100,000
Over $100,000
Over $100,000



Technology Fund None
Gas Utility Index Fund None

* “Family of Investment Companies” consists of militual funds advised by FBR Capital Markets Hajd®roup,
Inc. (“FBR Capital Markets”) and its affiliate adeirs.

TRUST MANAGEMENT AND ADMINISTRATION

Investment Adviser. FBR Fund Advisers, Inc. (the “Adviser”), located1f01 Nineteenth Street North, Arlington,
Virginia 22209, serves as the investment advis¢heoFunds. The Adviser oversees the investmeeaofi Fund's
assets, subject at all times to the supervisiothef Trustees of the Funds. The Adviser continuatimducts
investment research and supervision for the Fumdlsis: responsible for the purchase and sale of €actd’'s
investments.

The Adviser was organized as a Delaware corporatidi®96 and is registered with the Securities Brdhange
Commission as an investment adviser. The Advisex subsidiary of FBR Capital Markets, Inc. (“FBRpGal
Markets”). As of January 31, 2010, the Adviser agad approximately $1.26 bhillion of net assets elnaltf of the
Funds.

The Investment Advisory Agreement The Investment Advisory Agreement between theiget and the Trust on
behalf of the Funds (the “Investment Advisory Agremt”) provides that it will continue in effect aseach Fund
for an initial two-year term and for consecutiveeeyear terms thereafter, provided that such coating is

approved at least annually by the Trustees or Iy Bba majority of the outstanding shares of ad~(as defined
under “Additional Information”), and, in either egsby a majority of the Trustees who are not part the

Investment Advisory Agreement or interested pergassdefined in the 1940 Act) of any party to theestment

Advisory Agreement, by votes cast in person at ating called for such purpose.

The Investment Advisory Agreement is terminableta® Fund at any time on 60 days’ written noticéhaiit
penalty by the Trustees, by vote of a majority led butstanding shares of the Fund, or by the Advisehe
Investment Advisory Agreement also terminates aatarally in the event of any assignment, as defimethe
1940 Act.

The Investment Advisory Agreement provides that Auviser shall not be liable for any error of judgm or
mistake of law or for any loss suffered by a Funcdnnection with the performance of services pamsto the
Investment Advisory Agreement, except a loss ragyfirom a breach of fiduciary duty with respecttie receipt
of compensation for services or a loss resultiognfwillful misfeasance, bad faith, or negligencetioa part of the
Adviser in the performance of its duties, or fraeckless disregard by it of its duties and obligatithereunder.

Under the Investment Advisory Agreement, the Advisgy delegate a portion of its responsibilitiesatsub-
adviser. In addition, the Investment Advisory Agmeent provides that the Adviser may render sentivesigh its
own employees or the employees of one or moreiaéd companies that are qualified to act as apsiment
adviser of a Fund and are under common control WBR Capital Markets as long as all such persoes ar
functioning as part of an organized group of pessomanaged by authorized officers of the Adviser.

For its services, the Adviser receives a fee ararual rate based on the Funds’ net assets aw$ollo

Fund Rate
Pegasus Fund 0.90%
Pegasus Mid Cap Fund 0.90%
Pegasus Small Cap Fund 0.90%
Pegasus Small Cap Growth Fund 0.90%
Focus Fund 0.90%
Large Cap Financial Fund 0.90%
Small Cap Financial Fund 0.90%
Technology Fund 0.90%
Gas Utility Index Fund 0.40%
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Effective May 30, 2008, FBR Fund Advisers, Inc. hgseed in writing to waive a portion of its invesint advisory
fees and assume certain expenses of the Invesdss Ghares of each Fund, except the Gas Utilitgxiielind, to
the extent annual fund operating expenses exc&&®4l.1.35%, 1.45% and 1.45% of the Pegasus FurghsBs
Mid Cap Fund, Pegasus Small Cap Fund and Pegasalt Gap Growth Fund, respectively and 1.95% offbeus
Fund, Large Cap Financial Fund, Small Cap FinanEiahd and Technology Fund’'s average daily net asset
(excluding interest, taxes, brokerage commissiodisjdend expenses, acquired fund fees and expenses,
extraordinary legal expenses, or any other extinarg expenses) With respect to the Gas Utilityebadrund, the
Adviser has agreed in writing to waive a portioritefinvestment advisory fees and assume certgirreses of the
Fund’s Investor Class to the extent annual fundatpey expenses exceed 0.85% of the Fund’'s avetaife net
assets (excluding interest, taxes, brokerage cosionis, dividend expenses, acquired fund fees apenses,
extraordinary legal expenses, or any other extinard expenses). FBR Fund Advisers, Inc. has agireediting
to waive a portion of its investment advisory fe@sl assume certain expenses of the | Class shiagasio Fund to
the extent annual fund operating expenses excé¥¥41.1.10%, 1.20% and 1.20% of the Pegasus FurghsBs
Mid Cap Fund, Pegasus Small Cap Fund and Pegasalt Gap Growth Fund, respectively and 1.70% offbeus
Fund and Small Cap Financial Fund’s average dalyassets (excluding interest, taxes, brokeragemissions,
dividend expenses, acquired fund fees and expemsdgordinary legal expenses or any other extiaargd
expenses). FBR Fund Advisers, Inc. has agreed itmgrto waive a portion of its investment advisdees and
assume certain expenses of the R Class shareslofFemd to the extent annual fund operating exmenaseeed
1.70% of the Pegasus Small Cap Growth Fund, 2.20%ted~ocus Fund and Small Cap Financial Fund,1a88%
of the Gas Utility Index Fund’s average daily nesets (excluding interest, taxes, brokerage conwnissdividend
expenses, acquired fund fees and expenses, extragrdegal expenses or any other extraordinaryeegps). The
Adviser has agreed to maintain these expense tioritawith regard to each Fund through February?283.

For the fiscal year ended October 31, 2009, eachl Ppaid investment advisory fees and received @eess and
reimbursements of expenses as follows:

Gross Advisory Advisory Fee Net Advisory Expense
Fund Fees Waivers Fees Reimbursements
Pegasus Fund $112,281 $(112,281) $- $(11,680)
Pegasus Mid Cap Fund 56,505 (56,505) - (54,342)
Pegasus Small Cap Fund 66,439 (66,439) - (37,530)
Pegasus Small Cap Growth 38,063 (38,063) - (83,085)
Fund
Focus Fund 6,876,176 (10,825) 6,865,351 -
Large Cap Financial Fund 221,101 - 221,101 -
Small Cap Financial Fund 1,594,107 (10,554) 1553 -
Technology Fund 62,228 (62,228) - (10,061)
Gas Utility Index Fund 719,637 (10,559) 709,078 -

For the fiscal year ended October 31, 2008, each fpaid investment advisory fees and received f@gess and
reimbursements of expenses as follows:

Gross Advisory Advisory Fee Net Advisory Expense
Fund Fees Waivers Fees Reimbursements
Pegasus Fund $ 81,035 $ (76,144) $ 4,891 -$
Pegasus Mid Cap Fund 37,788 (37,788) - (48,874)
Pegasus Small Cap Fund 41,334 (41,334) - (42,270)
Pegasus Small Cap Growth 35,828 (35,828) - (65,950)
Fund
Focus Fund 9,965,909 (709) 9,965,200 -
Large Cap Financial Fund 145,196 (21,380) 123,816 -
Small Cap Financial Fund 1,232,316 (687) 1,23,62 -
Technology Fund 192,240 (16,622) 175,618 -
Gas Utility Index Fund 1,051,470 (900) 1,050,570 -
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For the fiscal year ended October 31, 2007, eachl Ppaid investment advisory fees and received @@ess and

reimbursements of expenses as follows:

Gross Advisory

Fund Fees
Pegasus Fund $ 117,714
Pegasus Mid Cap Fuhd 20,497
Pegasus Small Cap Fund 23,428
Pegasus Small Cap Growth 41,238
Fund

Focus Fund 13,230,756
Large Cap Financial Fund 206,760
Small Cap Financial Fund 2,135,115
Technology Fund 352,020
Gas Utility Index Fund 1,143,082

Advisory Fee
Waivers

$ (31,699)
(20,497)
(23,428)
(41,238)

(8,361)

! From commencement of operations on February 287 286l October 31, 2007.

Net Advisory Expense
Fees Reimbursements
$ 86,015 $ —
— (30,166)
— (24,112)
— (44,311)
13,230,756
198,399 —
2,135,115
352,020
1,143,082

Effective May 30, 2008, the Adviser may recoup amyved amount from a Fund pursuant to this agreéihsoch
reimbursement does not cause the Fund to excestingxiexpense limitations and the reimbursemenhasle
within three years after the year in which the Adviincurred the expense. As of October 31, 288%tnds had
the following amounts (and year of expiration) sdbjto repayment to the Adviser:

Fund Year Fees Waived

Pegasus Fund — Investor Class

Pegasus Fund — | Class

Pegasus Mid Cap Fund — Investor Class
Pegasus Mid Cap Fund — | Class

Pegasus Small Cap Fund — Investor Class
Pegasus Small Cap Fund — | Class
Pegasus Small Cap Growth Fund — Investor Class
Pegasus Small Cap Growth Fund — | Class
Pegasus Small Cap Growth Fund — R Class
Focus Fund — R Class

Small Cap Financial Fund — R Class
Technology Fund — Investor Class

Gas Utility Index Fund — R Class

Repayment
Expires
2008 2011
2009 2012
2008 2011
2009 2012
2008 2011
2009 2012
2008 2011
2009 2012
2008 2011
2009 2012
2008 2011
2009 2012
8 200 2011
2009 2012
2008 2011
2009 2012
2008 2011
2009 2012
2008 2011
2009 2012
2008 2011
2009 2012
2008 2011
2009 2012
2008 2011
2009 2012

Balance

$ 42,645
112,398
1,153
11,563
8887,
99,322
1,295
11,525
6,703
92,582
1,298
11,387
44,078
98,547
4361
11,301
4501
11,300
709
10,825
687
10,554
7,400
72,289
823
10,559

During the year ended October 31, 2009, the Large Einancial Fund — Investor Class and the GasyJtidex

Fund — Investor Class repaid Fund Advisers $104%%i&] respectively, for fees waived during thedlseear ended
October 31, 2008. During the year ended Octobef8@8, the Large Cap Financial Fund — Investos€;I&mall
Cap Financial — | Class, Technology Fund — InveSiiass and Gas Utility Index Fund — Investor Clagmid Fund
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Advisers $$7,218, $391, $125 and $680, respectifelyfees waived during the fiscal year ended ©eto31,
2008.

Distributor. FBR Investment Services, Inc. (the “Distributof¢cated at 1001 Nineteenth Street North, Arlington,
VA 22209, is an affiliate of the Adviser and senass principal underwriter and distributor of thenBs’ shares
pursuant to an agreement with the Trust whichneweable annually. The Distributor promotes antssgiares of
the Funds on a continuous, best efforts basis.

Distribution Plan. The Trust's Board of Trustees has adopted a Didtdh Plan (the “Plan”) on behalf of the
Investor Class shares of each Fund, except theUBlity Index Fund, pursuant to Rule 12b-1 undez #0940 Act
(the “Plan”). Pursuant to the Investor Class P&ath Fund pays the Distributor a fee for distriyFund shares
at the annual rate of up to 0.25% of the averadlg dat assets of the Fund shares for which ih&sdistributor of
record. The Trust has also adopted a Distributitam Por R Class shareholders of certain Funds plags the
Distributor a fee for distributing Fund sharesta ainnual rate of up to 0.50% of the average dtyassets of the
Fund shares for which it is the distributor of netoUnder the Plan, the Distributor may pay thpadties in respect
of these services such amount as it may determirte fees paid to the Distributor under the Planespayable
without regard to actual expenses incurred. ThesfTunderstands that these third parties also hasge fees to
their clients who are beneficial owners of Fundrelan connection with their client accounts. Tehé=es would be
in addition to any amounts which may be receivedheyn from the Distributor under the Plans.

Distribution fees may be used by the Distributor: f@) costs of printing and distributing a Fungispectus,
statement of additional information and reportsprospective investors in the Funds; (b) costs wealin

preparing, printing and distributing sales literatypertaining to a Fund; (c) an allocation of owath and other
branch office distribution-related expenses of@igributor; (d) payments to persons who providppsirt services
in connection with the distribution of a Fund’'s s#g including but not limited to, office space asglipment,
telephone facilities, answering routine inquiriegarding a Fund, processing shareholder transacdiot providing
any other shareholder services not otherwise peavidy a Fund’s transfer agent; (e) accruals farédt on the
amount of the foregoing expenses that exceed #tghiition fee; and (f) any other expense primgaritended to
result in the sale of a Fund’s shares, includingheut limitation, payments to salesmen and sellieglers who
have entered into selected dealer agreements hétBistributor, at the time of the sale of shaifeapplicable, and
continuing fees to each such salesmen and seléiates, which fee shall begin to accrue immediaaéiyr the sale
of such shares. In addition to the above, R Clastsillition fees may be used by the Distributor. fqa) costs
related to account maintenance and personal seprindded to shareholders; (b) costs attributabledtivities

related to retirement plan programs and the spsracsuch retirement plan programs which inveshenFunds; (c)
costs attributable to activities related to adntiaters of retirement plan programs, including rekeeping and
other similar administrative support services pded to participants in retirement plan programscihinvest in the
Funds; and (d) costs attributable to the supporetifement plan programs including educational atieér related
information services provided to retirement pland their participants which invest in the Funds.

In approving the Plans in accordance with the memgoénts of Rule 12b-1 under the 1940 Act, the Eesst
(including the independent Trustees, being Trustdesare not “interested persons,” as defined byli®40 Act, of
the Trust and who have no direct or indirect finahiterest in the operation of the Plans or ity agreements
related to the Plans) considered various factodsdetermined that there is a reasonable likelihivad the Plans
will benefit the shareholders. The Plans will doné in effect as to a Fund from year to year iécfically
approved annually (a) by the majority of such Fgnalitstanding voting shares or by the Board of fEesand (b)
by the vote of a majority of the independent TrasteWhile the Plans remain in effect, the Trusilgtrepare and
furnish to the Board of Trustees a written repettisg forth the amounts spent by each Fund urgeiPtans and
the purposes for which such expenditures were madee Plans may not be amended to increase matethal
amount to be spent for distribution without shatdepapproval and all material amendments to tltas Phust be
approved by the Board and by the Independent Teastast in person at a meeting called specifidaltythat
purpose. While the Plans are in effect, the sele@nd nomination of the Independent Trusteed slegainade by
those Independent Trustees then in office.

For the fiscal year ended October 31, 2009, tHeviahg amounts were paid by each Fund with respeatvestor
Class shares:
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Fund Amount Paid

Pegasus Fund $31,004
Pegasus Mid Cap Fund 15,514
Pegasus Small Cap Fund 18,266
Pegasus Small Cap Growth Fund 10,183
Focus Fund 1,846,767
Large Cap Financial Fund 61,417
Small Cap Financial Fund 436,613
Technology Fund 17,286

For the fiscal year ended October 31, 2009 th@olig amounts were paid by each Fund with respe& Class
shares :

Fund Amount Paid
Pegasus Small Cap Growth Fund $364
Focus Fund 598
Small Cap Financial Fund 547
Gas Utility Index Fund 354

For the fiscal year ended October 31, 2009, th&ibigor incurred the following expenses with respe Investor
Class shares:

Printing and
Mailing Compensation Approximate
Sales Prospectuses to Sales Total Amount
Material to other than Personnel and Spent With
and Current Broker- Respect to
Advertising  Shareholders Dealers Other* Each Fund
Pegasus Fund $ 1,618 $ 177 $ 34,144 1,8 $ 37,057
Pegasus Mid Cap Fund 810 46 17,007 560 18,423
Pegasus Small Cap Fund 953 55 20,087 659 21,754
Pegasus Small Cap Growth Fund 531 87 11,205 367 1902,
Focus Fund 96,386 11,200 2,024,943 66,634 2,199,16
Large Cap Financial Fund 3,205 601 67,550 2,216 57023
Small Cap Financial Fund 22,789 3,062 478,487 5,75 520,093
Technology Fund 902 131 18,939 624 20,596

* Other expenses include administrative, overheactandulting fees.

For the fiscal year ended October 31, 2009 theribigbr incurred the following expenses with reggeR Class
shares:

Printing and
Mailing Compensation Approximate
Sales Prospectuses to Sales Total Amount
Material to other than Personnel and Spent With
and Current Broker- Respect to
Advertising  Shareholders Dealers Other* Each Fund
Pegasus Small Cap Growth Fund $10 $1 $380 $ 7 $398
Focus Fund 16 2 627 11 656
Small Cap Financial Fund 14 3 572 10 599
Gas Utility Index Fund 9 2 371 6 388

* Other expenses include administrative, overheaccandulting fees.
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Fund Administration. JPMorgan Chase Bank N.A. (“JPMorgan”) serves asatfministrator to the Funds and
provides pursuant to an Administration Agreememigfeement”) day-to-day administrative services uahg
monitoring portfolio compliance, determining congwice with provisions of the Internal Revenue Codd a
preparing the Funds’ registration statements. (Runisto the Agreement, JPMorgan receives a fee0200 of the
first $2.5 billion of average daily net assetshwd Trust, 0.0175% of the next $1.0 billion of aggraaily net assets
of the Trust and 0.015% of the Trust’s averageydalt assets in excess of $3.5 hillion.

Pursuant to the Administrative Services Agreemta,Adviser also provides administrative serviaethe Funds
including oversight of service providers. For theriod ended October 31, 2009, the Adviser recev6@% of
average daily net assets of the Trust. Effectiveddaber 1, 2009, the Adviser receives 0.04% of ayegaily net
assets of the Trust. The Adviser also provideskimeds with office space, facilities and busineggigment and
generally administers the Funds’ business affai @rovides the services of executive and clepessonnel for
administering the affairs of the Funds. The Advisempensates all personnel, Officers, and Trusié#ise Funds
if such persons are employees of the Adviser.

For the fiscal years ended October 31, 2007, 20082809, the following fees were paid to FBR Furdli&ers,
Inc. pursuant to the Agreement for each Fund:

Fund Amount Paid
2007 2008 2009

Pegasus Fund $7,695 $1,801 $2,495
Pegasus Mid Cap Fund 1,328 840 1,256
Pegasus Small Cap Fund 1,519 918 1,476
Pegasus Small Cap Growth Fund 2,690 796 846
Focus Fund 862,285 221,445 152,791
Large Cap Financial Fund 13,512 3,226 4,913
Small Cap Financial Fund 139,775 27,382 35,415
Technology Fund 23,004 4,272 1,383
Gas Utility Index Fund 319,102 157,716 107,943

For the fiscal years ended October 31, 2008 an®,2th@ following fees were paid to JPMorgan pursudarthe
Agreement for each Fund:

Fund Amount Paid
2008 2009

Pegasus Fund $1,911 $2,314
Pegasus Mid Cap Fund 828 1,017
Pegasus Small Cap Fund 928 990
Pegasus Small Cap Growth Fund 818 574
Focus Fund 232,429 122,013
Large Cap Financial Fund 2,864 4,060
Small Cap Financial Fund 26,796 34,485
Technology Fund 4,721 838
Gas Utility Index Fund 54,048 33,246

Custodian. JPMorgan Chase Bank, N.A. (“*JPMorgan”), 303 Breay Suite 900, Cincinnati, Ohio 45202, serves
at the Custodian of the Funds’ investments. Th&dtlian acts as each Fund’s depository, safe kieepartfolio
securities, collects all income and other paymuiitis respect thereto, disburses funds at the Fumrdjgest and
maintains records in connection with its duties.

Transfer Agent and Fund Accountant. JPMorgan, 303 Broadway, Suite 900, Cincinnati, (3202 acts as the
Funds’ transfer agent and fund accountant. loafsacity as transfer agent, JPMorgan maintainsett@rds of each
shareholder’s account, answers shareholder inguidencerning their accounts, processes purchasds an
redemptions of Fund shares, acts as dividend astdidition disbursing agent and performs other anting and
shareholder service functions. In its capacityuasl accountant, JPMorgan is responsible for cating the daily

net asset value of the Funds in accordance withFilneds’ current prospectuses and statement of iadalit
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information and maintains the general ledger fer Flunds and records all income, expenses, capiad |activity
and security transactions.

American Gas Association. The American Gas Association (“AGA”") also providedministrative services to the
FBR Gas Utility Index Fund pursuant to an Admirasitre Services Agreement between the Fund and AG#ese
administrative services include overseeing theutatmn of the Index. AUS performs the actual comagions
required to produce the Index and receives a fesudoh calculations pursuant to a contractual gearent with
AGA. AGA does not furnish other securities advicehe Fund or the Adviser or make recommendatiegarding
the purchase or sale of securities by the FunddeUthe terms of an agreement approved by the Bafardustees,
AGA provides the Adviser with current informatioegarding the common stock composition of the Indexess
than quarterly but may supply such information méegjuently. In addition, AGA provides the Fundtlwi
information on the natural gas industry. Effectivarch 1, 2007, the Fund pays AGA in its capacity a
administrator a fee at an annual rate of 0.04%efaverage daily net assets of the Fund. For scalfyears ended
October 31, 2009, 2008 and 2007, the Fund paifbtlmving administration fees to AGA:

2007 2008 2009
$151,178 $105,147 $71,964

ExpensesExcept for expenses paid by the Adviser and théribigor, each Fund bears all costs of its openatio
Expenses attributable to a class (“Class Expensési]) be allocated to that class only. Class Egeenvith respect
to the R Class shares must include payments madeignt to the distribution plan relating to thaa€3. In the
event a particular expense is not reasonably dllechy class to a particular class, it shall bated as a Fund
expense or a Trust expense. Trust expenses diretdited to a Fund are charged to the Fund; othgereses are
allocated proportionately among all the portfolideach Trust in relation to the net asset valughefportfolios.

Chief Compliance Officer. The Trust has contracted with Alaric Compliari®ervices, LLC to provide the
services of Guy F. Talarico to serve in the capaaitChief Compliance Officer of the Trust underl®38a-1 of

the 1940 Act. For these services, the Trust pags bn a monthly basis, plus any out of pocketesg®e Each
Fund pays a portion of the fees based on averagesgets and number of funds in the Trust.

Independent Registered Public Accounting Firm. The financial statements of the Funds (or theiresponding
Predecessor Funds) have been audited by Tait, A&IlBaker LLP, the Trust’'s independent registeradliz
accounting firm, as indicated in their report wigspect thereto, and are incorporated by referkagso in reliance
upon the authority of said firm as experts in givgaid report.

BROKERAGE ALLOCATION AND OTHER PRACTICES

Portfolio Transactions. Pursuant to the Investment Advisory Agreement,Aldgiser determines, subject to the
general supervision of the Trustees of the Trust, @ accordance with each Fund’s investment obecind
restrictions, which securities are to be purchasetisold by a Fund, and which brokers are to lggbddi to execute
its portfolio transactions. Purchases from undiens and/or broker-dealers of portfolio securitieslude a
commission or concession paid by the issuer toutiderwriter and/or broker-dealer and purchases fiealers
serving as market makers may include the spreaseleet the bid and asked price. While the Adviseregally
seeks competitive spreads or commissions, a Fund moa necessarily pay the lowest spread or comorissi
available on each transaction, for reasons disdussew.

Allocation of transactions to broker-dealers isedetined by the Adviser in its best judgment andaimanner
deemed fair and reasonable to shareholders. Timangyrconsideration is prompt execution of orderam effective
manner at the most favorable price. Subject ts tlinsideration, broker-dealers who provide supeteai

investment research to the Adviser may receiversrfte transactions by the Trust. Information soeived is in
addition to and not in lieu of services requirechtoperformed by the Adviser and does not redueéniestment
advisory fees payable to the Adviser by a FundchSaformation may be useful to the Adviser in segvboth the

Trust and other advisory clients and, converselghsupplemental research information obtainechbyptacement
of orders on behalf of other clients may be usgfuhe Adviser in carrying out its obligations tetTrust.
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In selecting broker-dealers to execute a partictarsaction, and in evaluating the best overathseavailable, the
Adviser is authorized to consider the brokeragerasdarch services (as those terms are definedciin® 28(e) of
the Securities Exchange Act of 1934, as amendenliged to the Fund and/or other accounts over wiieh
Adviser or its affiliates exercise investment dégmn. The Adviser may cause the Fund to pay &dsrdealer or
that furnishes brokerage and research servicegtehcommission than that which might be chargediyther
broker-dealer for effecting the same transactiaoyvided that the Adviser determines in good failttsuch
commission is reasonable in relation the valuehef tirokerage and research services provided by lsuadter-

dealer, viewed in terms of either the particulangaction or the overall responsibilities of theviddr to the Fund.
Such brokerage and research services might cawmifsigiports and statistics on specific companiegndustries,

general summaries of groups of bonds and their eoatipe earnings and yields, or broad overviewshef

securities markets and the economy.

The Commission has published proposed interpreinvgance that would tighten existing standards eomning the
types of expenses that qualify for the Section P8&fe harbor and set forth certain steps thatstmvent advisers
would need to take in order to ensure such quatific.

Supplementary research information so received &ldition to and not in lieu of services requitedbe performed
by the Adviser and does not reduce the investmdmuisary fees payable to the Adviser by the FunduchS
information may be useful to the Adviser in servbigh the Fund and other advisory clients and, ewsely, such
supplemental research information obtained by thegment of orders on behalf of other clients mayubeful to
the Adviser in carrying out its obligations to thend.

In accordance with procedures adopted by the Baled-unds may place portfolio transactions witbkler-dealers
who sell fund shares only if such brokerage isdi@ct or indirect compensation for the promotiorsale of shares
of the Funds or any other investment company.

The Trustees have authorized the allocation of dnae to FBR Capital Markets & Co. (“FBR & Co.”)n a
affiliated broker-dealer, to effect portfolio trations on an agency basis. The Trustees haveaeatippocedures
incorporating the standards of Rule 17e-1 unded80 Act, which require that the commission paidffiliated
broker-dealers must be “reasonable and fair condparéhe commission, fee or other remunerationivece or to
be received, by other brokers in connection witimparable transactions involving similar securitéhging a
comparable period of time.” At times, a Fund mépgurchase portfolio securities directly from ldes acting as
principals, underwriters or market makers. As ¢hansactions are usually conducted on a net,basisrokerage
commissions are paid by the Fund.

Investment decisions for a Fund are made indepéiydieam those made for the other Funds of the Torsany

other investment company or account managed byAthaser. Such other funds, investment companies
accounts may also invest in the same securitiaghich a Fund invests. When a purchase or saldefsame
security is made at substantially the same timbeadmalf of a Fund and another advisory client, thagaction will

be averaged as to price, and available investnadiotsated as to amount, in a manner which the Aghlielieves to
be equitable to the Fund and such other advis@entcl In some instances, this investment procethay affect the
price paid or received by a Fund or the size ofpth&tion obtained by the Fund in an adverse marelative to the
result that would have been obtained if only thed-thad participated in or been allocated such #radko the
extent permitted by law, the Adviser may aggredfagesecurities to be sold or purchased for a Futidthose to be
sold or purchased for the other Funds of the Tou$br other advisory clients in order to obtairsbexecution. In
making investment recommendations for a Fund, theiger will not inquire or take into consideratiamether an
issuer of securities proposed for purchase orlsatbe Fund is a customer of the Adviser, or iteptor affiliates,

and, in dealing with commercial customers, the Adwior its affiliates will not inquire or take intmnsideration
whether securities of such customers are held dy thst.

For the fiscal year ended October 31, 2009, eacd paid brokerage commissions as follows:
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% of % of Aggregate

Total Aggregate Dollar Amount
Brokerage Commissions Commissions  of Transactions
Commissions Paid to Paid to Effected through
Fund Paid FBR & Co. FBR & Co. FBR & Co.
Pegasus Fund $10,819 $- - -
Pegasus Mid Cap Fund 7,291 - - -
Pegasus Small Cap Fund 22,180 - - -
Pegasus Small Cap Growth Fund 5,334 - - -
Focus Fund 225,106 - - -
Large Cap Financial Fund 78,411 3,410 4.3% 1.5%
Small Cap Financial Fund 896,776 52,942 5.9% 4.0%
Technology Fund 11,077 - - -
Gas Utility Index Fund 34,435 - - -

For the fiscal year ended October 31, 2008, eacld paid brokerage commissions as follows:

% of % of Aggregate
Total Aggregate Dollar Amount
Brokerage Commissions Commissions  of Transactions
Commissions Paid to Paid to Effected through
Fund Paid FBR & Co. FBR & Co. FBR & Co.
Pegasus Fund $ 2,924 $--
Pegasus Mid Cap Fund 3,637 --
Pegasus Small Cap Fund 8,196 --
Pegasus Small Cap Growth Fund 4,160 --
Focus Fund 551,334 -
Large Cap Financial Fund 68,409 2,400 3.5% 1.4%
Small Cap Financial Fund 482,333 43,731 9.1% 6.4%
Technology Fund 26,966 --
Gas Utility Index Fund 45,190 --

For the fiscal year ended October 31, 2007, eack paid brokerage commissions as follows:

% of % of Aggregate
Total Aggregate Dollar Amount
Brokerage Commissions Commissions  of Transactions
Commissions Paid to Paid to Effected through
Fund Paid FBR & Co. FBR & Co. FBR & Co.
Pegasus Fund $ 7,528 $-- - -
Pegasus Mid Cap Furld 4,196 - - -
Pegasus Small Cap Fuhd 4,272 - - -
Pegasus Small Cap Growth Fund 6,292 -- - -
Focus Fund 261,418 -- - -
Large Cap Financial Fund 17,487 -- -- -
Small Cap Financial Fund 271,480 25,786 9.5% 6%
Technology Fund 62,132 -- - -
Gas Utility Index Fund 41,833 - - -

! commissions paid from commencement of operationSetmmuary 28, 2007 until October 31, 2007.
FINANCIAL STATEMENTS
The financial statements for the fiscal year en@stiober 31, 2009, with respect to the Funds, irinlydotes

thereto and the report of Tait, Weller & Baker Lthereon, are herein incorporated by reference.opy of the
Funds' Annual Report to shareholders, with respetiie FBR Pegasus Fuffy the FBR Pegasus Mid Cap FiMtd
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the FBR Pegasus Small Cap Fllfidthe FBR Pegasus Small Cap Growth Fifadhe FBR Focus Fund, the FBR
Large Cap Financial Fund, the FBR Small Cap Firsreiind, the FBR Technology Fund and the FBR GaiyUt
Index Fund must accompany the delivery of this SBdpies of the Funds’ most recent annual report ey
obtained without charge upon request by writingTtee FBR Funds, 1001 Nineteenth Street North, Atting
Virginia 22209 or by calling toll free 888.888.0025

DESCRIPTION OF SHARES

The Trust is a Delaware statutory trust formed ept&mber 26, 2003. The Trust Instrument authotizeg rustees
to issue an unlimited number of shares, which aits wf beneficial interest, without par value. eThrust presently
is authorized to issue ten series of shares, wigiphesent interests in the FBR Pegasus Plintie FBR Pegasus
Mid Cap Fund", the FBR Pegasus Small Cap Fliidhe FBR Pegasus Small Cap Growth Fifndhe FBR Focus
Fund, the FBR Large Cap Financial Fund, the FBRIS@&p Financial Fund, the FBR Technology Fund, FB&R
Gas Utility Index Fund and the FBR Fund for Goveemtninvestors. The Trust Instrument authorizesTthestees
to divide or redivide any unissued shares of thesfTinto one or more additional series by settinghanging in any
one or more aspects their respective preferenoasgcsion or other rights, voting power, restrintiplimitations as
to dividends, qualifications, and terms and coodgiof redemption.

Shares have no subscription or preemptive rightiscently such conversion or exchange rights as thistées may
grant in their discretion. When issued for paymastiescribed in the Prospectuses and this SATri&’s shares
will be fully paid and non-assessable. In the éwéra liquidation or dissolution of the Trust, sbs of a Fund are
entitled to receive the assets available for digtion belonging to the Fund, and a proportioné&itution, based
upon the relative asset values of the respectived$wf the Trust, of any general assets not behgngp any

particular Fund which are available for distribatio

Shares of the Trust are entitled to one vote paresfwith proportional voting for fractional shares such matters
as shareholders are entitled to vote. On any mattemitted to a vote of the shareholders, all ehare voted
separately by individual series (Funds), and whendle Trustees determine that the matter affechg certain
series, may be submitted for a vote by only sucieseexcept: (1) when required by the 1940 Acareb are voted
in the aggregate and not by individual series; @)dvhen the Trustees have determined that theemaffects the
interests of more than one series and that votynghlareholders of all series would be consistetit thie 1940 Act,
then the shareholders of all such series shalhtidesl to vote thereon (either by individual ser@g by shares voted
in the aggregate, as the Trustees in their discrethay determine). There will normally be no megdi of
shareholders for the purpose of electing Trustedssa and until such time as less than a majofith® Trustees
have been elected by the shareholders, at whiahttie Trustees then in office will call a shareleoéd meeting for
the election of Trustees. In addition, Trusteey tmaremoved from office by a vote of the holdersitdeast two-
thirds of the outstanding shares of the Trust. éetimg shall be held for such purpose upon thetesritequest of
the holders of not less than 10% of the outstandimgres. Upon written request by ten or more $lodders
meeting the qualifications of Section 16(c) of #8210 Act, (i.e., persons who have been sharehofdeet least six
months, and who hold shares having a NAV of att|$a5,000 or constituting 1% of the outstandingrefpstating
that such shareholders wish to communicate wittother shareholders for the purpose of obtainiegsifgnatures
necessary to demand a meeting to consider remdwalToustee, the Trust will provide a list of sHawklers or
disseminate appropriate materials (at the expehskeorequesting shareholders). Except as set faobve, the
Trustees shall continue to hold office and may agpbeir successors.

Rule 18f-2 under the 1940 Act provides that anytenakequired to be submitted to the holders ofdabtstanding
voting securities of an investment company suckhasTrust shall not be deemed to have been eftdgtacted
upon unless approved by the holders of a majofith® outstanding shares of each Fund of the Tafistted by
the matter. For purposes of determining whetheragbproval of a majority of the outstanding sharfes Fund will
be required in connection with a matter, a Fund mot be deemed to be affected by a matter untdassclear that
the interests of each Fund in the matter are idalptor that the matter does not affect any inteoésthe Fund.
Under Rule 18f-2, the approval of an investmentisaty agreement or any change in investment palioyld be
effectively acted upon with respect to a Fund ohBpproved by a majority of the outstanding shaxesuch Fund.
However, Rule 18f-2 also provides that the rattfa of independent public accountants, the apgrof/arincipal
underwriting contracts, and the election of Trustesay be effectively acted upon by shareholderthefTrust
voting without regard to series.
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SHAREHOLDER AND TRUSTEE LIABILITY

The Delaware Statutory Trust Act provides that arsholder of a Delaware statutory trust shall bitled to the
same limitation of personal liability extended toassholders of Delaware corporations, and the Deslevirrust
Instrument provides that shareholders of the Tshatl not be liable for the obligations of the Ttru3he Delaware
Trust Instrument also provides for indemnificationt of the Trust property of any shareholder heddspnally
liable solely by reason of his or her being or hgvbeen a shareholder. The Delaware Trust Insmumkso
provides that the Trust shall, upon request, asshmelefense of any claim made against any shateh&r any
act or obligation of the Trust, and shall satisfiy gudgment thereon. Thus, the risk of a sharedroidcurring
financial loss on account of shareholder liabilitgonsidered to be extremely remote.

The Delaware Trust Instrument states further tloat rustee, officer, or agent of the Trust shalpleesonally liable

in connection with the administration or presematof the assets of a Fund or the conduct of thustEr business;
nor shall any Trustee, officer, or agent be perptiable to any person for any action or failueact except for
his own bad faith, willful misfeasance, gross nggtice, or reckless disregard of his duties. ThestTinstrument

also provides that all persons having any clainmiregdhe Trustees or the Trust shall look solelyhi assets of the
Trust for payment.

DISCLOSURE OF PORTFOLIO HOLDINGS

The Board has adopted policies and procedureshimpublic and nonpublic disclosure of the Fund’stfpbo
securities (“Disclosure Procedures”). On a qubrtdrasis, the Funds disclose on the Trust's website
www.fbrfunds.com each Fund’s entire portfolio holdings, includirg description of each security and the
percentage such security represents of the Fuotdikibvestments as of that date. The informatwihbe available

no later than the 10th business day following the ef each calendar quarter and shall remain onviigsite until
the next calendar quarter’s information is maddiplybavailable. The Funds also make availablé¢aieradditional
information regarding their portfoliog.¢). top-10 holdings, asset allocation, sector breakdmmrtheir website on a
quarterly basis by the {'5f the month following the calendar quarter-emdcomplete list of the Funds’ portfolio
holdings is also publicly available on a quartdrisis through filings made with the SEC on Form€3R and N-

Q.

As a general matter, no information concerning pleetfolio holdings of the Funds may be disclosedatty

unaffiliated third party except (1) to service piders that require such information in the courpesforming their
duties (such as the Funds’ custodian, fund accatsjtanvestment adviser and sub-advisers (if appl&),

administrator, independent public accountantstys, officers and trustees and each of theireese affiliates
and advisors) and are subject to a duty of confidkty, and (2) pursuant to enumerated exceptimat serve a
legitimate business purpose. These exceptionsudecl(l) disclosure of portfolio holdings only afteuch

information has been publicly disclosed, as prodidethe previous paragraph, and (2) to third-paegdors such
as Morningstar and Lipper Analytical Services tfg@tagree to not distribute the portfolio holdirgsresults of the
analysis to third parties, other departments osqes who are likely to use the information for msgs of
purchasing or selling the Funds before the podfbibldings or results of the analysis become plybhwailable;

and (b) signs a written confidentiality agreemenhe confidentiality agreement must provide, amotiter things,
that the recipient of the portfolio holdings infaation agrees to limit access to the portfolio infation to its
employees (and agents) who, on a need to know,tmsiq1) authorized to have access to the pasttadildings

information and (2) subject to confidentiality ajdtions, including duties not to trade on non-puliformation, no
less restrictive than the confidentiality obligatsocontained in the confidentiality agreement.

Any exceptions to the policies and procedures nmy lbe made consent of the Trust’s chief compliawifieer and
will be reported to the Board at the Board’s negularly scheduled meeting.

SHAREHOLDER SERVICES AGREEMENTS
The Funds are authorized to enter into certain éftrdder Services Agreements pursuant to which thed§ are

entitled to make payments to certain entities whitdy include investment advisers, brokers, dealanks, trust
companies and other types of organizations (“Autiear Service Providers”) for providing administvatiservices
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with respect to shares of the Funds attributablertbeld in the name of the Authorized Service Rlewfor its
clients or other parties with whom they have aisarg relationship. Under the terms of each Shalder Services
Agreement, a Fund is authorized to pay an Autledri@ervice Provider (which may include affiliatésh®e Funds)
a shareholder services fee at the rate of up t6%9.8n an annual basis of the average daily net asfige of the
shares of the Fund attributable to or held in taen@ of the Authorized Service Provider for providicertain
administrative services to Fund shareholders withow the Authorized Service Provider has a servicing
relationship. Among the types of shareholder sewithat may be compensated under these typesreémgnts
are: (1) answering customer inquiries of a geneaalire regarding the Funds; (2) responding to custanquiries
and requests regarding statements of additionakrimdtion, reports, notices, proxies and proxy stetgs, and
other Fund documents; (3) delivering prospectusdsamnual and semi-annual reports to beneficialessvof Fund
shares; (4) assisting the Funds in establishingnaaidtaining shareholder accounts and recordssuyBjaccounting
for Fund share transactions at the shareholderuatdevel; and (6) assisting customers in changiagount
options, account designations, and account addreard providing such other shareholder adminiggatervices
as may be reasonably requested.

PROXY VOTING POLICIES AND PROCEDURES

The Board of each Fund has approved proxy votirigipe and procedures for the Fund that delegaetthority
to vote proxies related to Fund portfolio secusiti® the Adviser. The Adviser’'s proxy voting p@ise and
procedures address the responsibility of the Adwisesnsure that proxies received for portfoliowsé@®s held by
the Fund are voted in the best interest of the Fumduding in those situations involving a confflicf interest
between the Fund on the one hand, and the Ad\isstributor, and certain of their affiliated persoon the other.
Such voting responsibilities will be exercised imanner that is consistent with the general antifrarovisions of
the Investment Advisers Act of 1940, as well asitivestment adviser’s fiduciary duties under theefal and state
law to act in the best interest of its clients.

Voting Proxies. Proxies solicited for items of business with o issuers whose voting securities are owned by
the Fund must be voted in the best interests ofFined. Proxies are voted on a case-by-case hagheibest
economic interest of the client or shareholderrtgkinto consideration all relevant contractual gations and other
circumstances at the time of the vote. Proxiesadse voted with the objective of fostering goodpmrate
governance practices, including the fair and etyeatment of shareholders together with the redslergisclosure

of company policies, activities and returns. Tldvi&er may abstain from voting a client proxy wtike effect on
shareholders’ economic interests or the value @ftbrtfolio holding is indeterminable or insignéiat; or when the
cost of voting the proxies outweighs the benedity, when voting certain non-U.S. securities.

Conflicts of Interest. The Adviser generally insulates itself from cor8iof interests between the Fund and itself,
the Fund'’s Distributor and/or certain affiliatedrpens of the Adviser or Distributor by voting pregiin accordance
with the Adviser’s proxy voting policies and proceds. Where a conflict of interest arises, theigelvmay pursue
one of the following courses of action: (1) convamead-hoc committee to assess and resolve théatp(#) vote

in accordance with the instructions of a clientshareholder after providing notice to that clientsbareholder of
the conflict; (3) vote the proxy in accordance witte recommendation of an independent third-paetywise
provider; or (4) delegate the vote to an indepentlérd-party service provider. The Board of Teest of the Fund
has appointed a committee of the Board for the gaef providing the Fund’s consent to vote in erativhere the
Adviser seeks such consent because of a conflizitefest that arises in connection with a paréicwote or for
other reasons.

Each portfolio manager of the Adviser and/or PrBwsignate (a representative designated by thegtiorthanager

to vote proxies) is encouraged to own shares irFthed over which he oversees the proxy procese asgn his

voting interest with other Fund shareholders. Pbefolio manager and/or Proxy Designate is requie review

each proxy issue and make a voting decision imalyi manner that, in his/her best judgment, ihalest interests
of the client.

The Funds have filed with the SEC their proxy vgthecord on Form N-PX for the most recent 12-m@ehod
ended June 30. Form N-PX must be filed by the Bugath year by August 31. Once filed, the mostneEorm
N-PX will be available without charge, upon requdsy calling 888.888.0025 or the Securities and Haxge
Commission’s website &ittp://www.sec.gov
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PORTFOLIO MANAGERS

Portfolio Managers. David H. Ellison, Winsor H. Aylesworth, Robert Barringer, Ryan C. Kelley, David S.
Rainey, Brian E. Macauley, and Ira Rothberg arepitrefolio managers of the Funds. The followinbl¢alists the
number and type of accounts managed by each indivas of October 31, 2009.

Registered Pooled

Investment Assets Investment Assets Assets Total Assets

Company Managed Vehicle Managed Other Managed Managed
Portfolio Manager  Accounts  ($ millions)*  Accounts ($ millions)* Accounts ($ millions)*  ($ millions)*

David H. Ellison 3 $243.9 0 - 0 - $243.9
Winsor H.

Aylesworth 2 202.2 0 - 0 - 202.2
Robert C. Barringer 3 35.3 0 - 0 - 35.3
Ryan C. Kelley 2 25.9 0 - 0 - 25.9
David S. Rainey 1 794.2 0 - 0 - 794.2
Brian E. Macauley 1 794.2 0 - 0 - 794.2
Ira Rothberg 1 794.2 0 - 0 - 794.2

* |f an account has a co-portfolio manager, the tatenber of accounts and assets have been allomageth respective manager. Therefore, some
accounts and assets have been counted twice.

As indicated in the table above, portfolio manageesy manage numerous accounts for multiple clieffteese
accounts may include registered investment companoiher types of pooled accounts (e.g., colledtivestment
funds), and separate accounitg.(accounts managed on behalf of individuals or ipubt private institutions).
Portfolio managers of the Adviser make investmagttiglons for each account based on the investnigattives
and policies and other relevant investment conataers applicable to that portfolio. Even wherdtiple accounts
are managed by the same portfolio manager witlirséime investment discipline, the Adviser may tdt®on with
respect to one account that may differ from thartgror nature of action taken, with respect to haptaccount.
Accordingly, the performance of each account maddoyea portfolio manager will vary.

Conflicts of interest also may arise where someacts managed by a particular portfolio managerehagher
fees than the fees paid by other accounts. Beeapsetfolio manager’'s compensation may be affebietevenues
earned by the Adviser, the incentives associated any given account may be significantly highelawer than
those associated with other accounts.

In addition, to the extent that trade orders agregated, which typically occurs in limited circuarsces involving
participation in initial public offerings or seccamy offerings, conflicts may arise when aggregatary/or
allocating aggregated trades. The Adviser may eagge multiple trade orders for a single securityséveral
accounts into a single trade order, absent speditnt directions to the contrary. When a decisi® made to
aggregate transactions on behalf of more than cneuat, the transactions will be allocated to alitigipating
client accounts in a fair and equitable manner.

The Adviser has adopted and implemented policie$ pmocedures, including brokerage and trade allmcat
policies and procedures, which it believes addthesconflicts associated with managing multiplecaeds for

multiple clients. In addition, the Adviser monioa variety of areas, including compliance withcagt investment
guidelines and/or restrictions, the allocationrfial public offerings, and compliance with the viser's Code of

Ethics and compliance program under the 1940 Adt lamestment Advisers Act of 1940. Furthermorejice

personnel of the Adviser periodically review thefpemance of all portfolio managers.

The compensation package for portfolio managerthefAdviser is a combination of base salary, antoaluses
based on merit and asset based fees. The assel fleas are paid quarterly and are calculated emverage net
assets for the quarter of the respective Fund. BWlison’'s compensation is comprised of a basergaknd a
percentage of assets in the Trust. Mr. Ayleswsrtémpensation is comprised of a base salary, giertmonus
arrangements based on merit and a percentage efsass the FBR Technology Fund. Mr. Barringer’'s
compensation is comprised of a base salary, pertoolius arrangements based on merit and a perecoitagsets
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in the FBR Pegasus Full FBR Pegasus Small Cap Fliidand FBR Pegasus Small Cap Growth FlfndMr.
Kelley is compensated with a base salary, peribditus arrangements based on merit and a percesftagsets in
the FBR Pegasus Fulltland FBR Pegasus Mid Cap FiMd Mr. Rainey’s compensation is comprised of a
percentage of assets in the FBR Focus Fund. Mcallay’s compensation is comprised of a percentdgessets

in the FBR Focus Fund. Mr. Rothberg’s compensaisooomprised of a percentage of assets in the FB&us
Fund. In addition, each of the portfolio manageeseligible for equity grants in FBR Capital MarkéZorp. based
on a number of factors determined by FBR Capitatkés Corp.

The following table shows the dollar range eachtfptic manager owns of the Funds which they manageof
October 31, 2009:

Dollar Range of
Amount Owned in

Portfolio Manager Fund Fund

David H. Ellison FBR Large Cap Financial Fund O8$#r000,000
FBR Small Cap Financial Fund Over $1,000,000
FBR Technology Fund None

Winsor H. Aylesworth  FBR Technology Fund $50,00D8,000
FBR Gas Utility Index Fund $50,001-$100,000

Robert C. Barringer FBR Pegasus Flihd $10,001 - $50,000
FBR Pegasus Small Cap FuNd $100,001 - $200,000
FBR Pegasus Small Cap Growth Flid $10,001 - $50,000

Ryan C. Kelley FBR Pegasus FiMd $10,001-$50,000
FBR Pegasus Mid Cap Fuiti $10,001-$50,000

David S. Rainey FBR Focus Fund $100,001 - $500,000

Brian E. Macauley FBR Focus Fund $50,001-$100,000

Ira Rothberg FBR Focus Fund $50,001-$100,000

CONTROL PERSONS AND PRINCIPAL HOLDERS OF SECURITIES

As of January 31, 2010, the following persons Heddeficially or of record 5% or more of the outslisng shares of
the Funds.

Name and Address Number of Shares Percentag_e*of
Ownership

FBR PEGASUS FUNDO" — Investor Class

National Financial Services LLC 983,383.867 48.02%
For the Exclusive Benefit of Our Customers

200 Liberty Street 1 World Financial Center

New York, NY 10281

Charles Schwab & Co. Inc. 613,779.114 29.97%
Special Custody Account for Benefit of Customers

101 Montgomery Street

San Francisco, CA 94104

FBR Fund Advisers, Inc. 116,857.658 5.71%
1001 Nineteenth Street North
Arlington, VA 22209

FBR PEGASUS FUND" - | Class

FBR Fund Advisers, Inc. 10,168.468 80.87%
1001 Nineteenth Street North

Arlington, VA 22209

Merrill Lynch Pierce Fenner & Smith 2,405.593 1943
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For the Sole Benefit of Customers
4800 Deer Lake Drive East
Jacksonville, FL 32246

FBR PEGASUS MID CAP FUND™ — Investor Class
FBR Fund Advisers, Inc.

1001 Nineteenth Street North

Arlington, VA 22209

National Financial Services LLC

For the Exclusive Benefit of Our Customers
200 Liberty Street 1 World Financial Center
New York, NY 10281

Charles Schwab & Co. Inc.

Special Custody Account for Benefit of Customers
101 Montgomery Street

San Francisco, CA 94104

FBR PEGASUS MID CAP FUND™ — | Class
FBR Fund Advisers, Inc.

1001 Nineteenth Street North

Arlington, VA 22209

FBR PEGASUS SMALL CAP FUND™- Investor Class

National Financial Services LLC

For the Exclusive Benefit of Our Customers
200 Liberty Street 1 World Financial Center
New York, NY 10281

FBR Fund Advisers, Inc.
1001 Nineteenth Street North
Arlington, VA 22209

Charles Schwab & Co. Inc.

Special Custody Account for Benefit of Customers
101 Montgomery Street

San Francisco, CA 94104

FBR PEGASUS SMALL CAP FUND™ — | Class
FBR Fund Advisers, Inc.

1001 Nineteenth Street North

Arlington, VA 22209

FBR PEGASUS SMALL CAP GROWTH FUND ™—
Investor Class

National Financial Services LLC

For the Benefit of Customers

200 Liberty Street 1 World Financial Center

New York, NY 10281

Charles Schwab & Co. Inc.

Special Custody Account for Benefit of Customers
101 Montgomery Street

San Francisco, CA 94104
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234,149.517

192,834.788

150,576.934

10,275.002

662,500.027

258,238.595

117,021.736

10,382.188

225,864.288

190,678.289

37.01%

30.48%

23.80%

100%

57.58%

22.44%

10.17%

100%

37.66%

31.79%



FBR Fund Advisers, Inc.
1001 Nineteenth Street North
Arlington, VA 22209

FBR PEGASUS SMALL CAP GROWTH FUND ™ — |

Class

National Financial Services LLC

For the Benefit of Customers

200 Liberty Street 1 World Financial Center
New York, NY 10281

FBR Fund Advisers, Inc.
1001 Nineteenth Street North
Arlington, VA 22209

Merrill Lynch Pierce Fenner & Smith
For the Sole Benefit of Customers
4800 Deer Lake Drive East
Jacksonville, FL 32246

FBR PEGASUS SMALL CAP GROWTH FUND™ - R

Class

FBR Fund Advisers, Inc.
1001 Nineteenth Street North
Arlington, VA 22209

FBR FOCUS FUND - Investor Class
National Financial Services LLC

For the Benefit of Customers

200 Liberty Street 1 World Financial Center
New York, NY 10281

Charles Schwab & Co. Inc.

Special Custody Account for Benefit of Customers
101 Montgomery Street

San Francisco, CA 94104

FBR FOCUS FUND - | Class

National Financial Services LLC

For the Benefit of Customers

200 Liberty Street 1 World Financial Center
New York, NY 10281

First Clearing LLC
2801 Market Street
St. Louis, MO 63103

Charles Schwab & Co. Inc.

Special Custody Account for Benefit of Customers
101 Montgomery Street

San Francisco, CA 94104

FBR FOCUS FUND — R Class
FBR Fund Advisers, Inc.

1001 Nineteenth St. North
Arlington, VA 22209

77,441.397

11,208.131

10,000.000

1,494.314

10,000.000

7,933,462.767

4,993,420.116

8,467,241.883

3,128,376.967

1,527,162.836

41,728.157

12.91%

49.37%

44.05%

6.58%

100%

43048

27.37%

60082

22.47%

10.97%

50.16%



Charles Schwab & Co. Inc. 41,233.224 49.57%
Special Custody Account for Benefit of Customers

101 Montgomery Street

San Francisco, CA 94104

FBR LARGE CAP FINANCIAL FUND - Investor Class

Charles Schwab & Co. Inc. 1,257,268.554 47.87%
Special Custody Account for Benefit of Customers

101 Montgomery Street

San Francisco, CA 94104

National Financial Services LLC 611,372.594 23.28%
For the Benefit of Customers

200 Liberty Street 1 World Financial Center

New York, NY 10281

Ameritrade Inc. 159,265.076 6.06%
For the Exclusive Benefit of Customers

P.O. Box 2226

Omaha, NE 68103

FBR SMALL CAP FINANCIAL FUND - Investor Class

National Financial Services LLC 4,228,637.190 39058
For the Benefit of Customers

200 Liberty Street 1 World Financial Center

New York, NY 10281

Charles Schwab & Co. Inc. 3,798,718.884 35.56%
Special Custody Account for Benefit of Customers

101 Montgomery Street

San Francisco, CA 94104

Ameritrade Inc. 574,761.669 5.38%
For the Exclusive Benefit of Customers

P.O. Box 2226

Omaha, NE 68103

FBR SMALL CAP FINANCIAL FUND — | Class

Pershing LLC 444,283.131 38.97%
P.O. Box 2052

Jersey City, NJ

National Financial Services LLC 373,937.887 32.80%
For the Benefit of Customers

200 Liberty Street 1 World Financial Center

New York, NY 10281

Post Co. 112948 129,974.118 11.40%
c/o Bank of New York

P.O. Box 1066 Wall Street Station

New York, NY 10268

SEI Private Trust Co. 89,238.624 7.83%

One Freedom Valley Drive
Oaks, PA 19456
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FBR SMALL CAP FINANCIAL FUND - R Class

FBR Fund Advisers, Inc. 10,210.545 81.62%
1001 Nineteenth Street North

Arlington, VA 22209

National Financial Services LLC 1,972.302 15.77%
For the Benefit of Customers

200 Liberty Street 1 World Financial Center

New York, NY 10281

FBR TECHNOLOGY FUND - Investor Class

National Financial Services Corp. 611,701.688 5%70
For the Benefit of Customers

200 Liberty Street 1 World Financial Center

New York, NY 10281

Charles Schwab & Co. Inc. 206,882.379 19.51%
Special Custody Account for Benefit of Customers

101 Montgomery Street

San Francisco, CA 94104

FBR GAS UTILITY INDEX FUND - Investor Class

Charles Schwab & Co. Inc. 3,070,292.405 23.31%
Special Custody Account for Benefit of Customers

101 Montgomery Street

San Francisco, CA 94104

National Financial Services Corp. 1,891,625.239 36%
For the Benefit of Customers

Church St. Station

New York, NY 10281

FBR GAS UTILITY INDEX FUND — R Class

FBR Fund Advisers, Inc. 12,310.928 85.01%
1001 Nineteenth St. North

Arlington, VA 22209

National Financial Services Corp. 2,170.491 14.99%
For the Benefit of Customers

Church St. Station

New York, NY 10281

* A party holding in excess of 25% of the outsting voting securities of a Fund may be deemedoturol the
Fund based on the substantial ownership interddtarel the party’s resultant ability to influencatimg on certain
matters submitted to shareholders for their comattn and approval.

ADDITIONAL INFORMATION

As used in the Prospectuses and in this SAI, “adseibnging to a Fund” means the considerationivedeby the
Trust upon the issuance or sale of shares of a,Fagdther with all income, earnings, profits, gndceeds derived
from the investment thereof, including any procefedsh the sale, exchange, or liquidation of suckestments, and
any funds or payments derived from any reinvestroéistuch proceeds and any general assets of tha, Twhich
general liabilities and expenses are not readiytified as belonging to a particular Fund thataltecated to that
Fund by the Trustees. The Trustees may allocate general assets in any manner they deem faiequitable. It
is anticipated that the factor that will be usedthwy Trustees in making allocations of generaltadsea particular
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Fund of the Trust will be the relative NAV of eaaspective Fund at the time of allocation. Asseie®nging to a
particular Fund are charged with the direct lidiei§ and expenses in respect of that Fund, andavithare of the
general liabilities and expenses of each of thedBurot readily identified as belonging to a pattciéund, which
are allocated to each Fund in accordance withr@pgationate share of the net asset values of thet &t the time
of allocation. The timing of allocations of genleessets and general liabilities and expenses efTiust to a
particular Fund will be determined by the Trustaed will be in accordance with generally acceptecbanting
principles. Determinations by the Trustees ahéotiming of the allocation of general liabilitiesd expenses and
as to the timing and allocable portion of any gahassets with respect to a particular Fund arelusive.

As used in the Prospectuses and in this SAIl, ae“abta majority of the outstanding shares” of ad-umeans the
affirmative vote of the lesser of (a) 67% or moféehe shares of the Fund present at a meeting twthe holders
of more than 50% of the outstanding shares of thredFare represented in person or by proxy, or @jerthan 50%
of the outstanding shares of the Fund.

Code of Ethics Pursuant to Rule 17j-1 under the 1940 Act, thesfees have adopted a Code of Ethics for the
Trust and approved this same Code of Ethics fothser and Distributor based on a determinatrat the Code

of Ethics contains provisions reasonably neceskaprevent access persons from violating Rule lépder the
1940 Act. The Code of Ethics permits access persorinvest in securities that may be purchasedetd by a
Fund, subject to a number of restrictions and amtincluding blackout periods, pre-approval ofd&s, and
reporting requirements.

The Prospectuses and this SAI are not an offerinthe securities herein described in any state fiickv such

offering may not lawfully be made. No salesmaralele or other person is authorized to give angrimition or
make any representation other than those containibeg Prospectuses and this SAI.
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APPENDIX A
DESCRIPTION OF SECURITY RATINGS.

The nationally recognized statistical rating orgations (individually, an “NRSRQ") that may be i#dd by the
Adviser with regard to portfolio investments foretfund include Moody’s Investors Service, Inc. (‘ddg’s”),
Standard & Poor’s Ratings Services (“S&P”), DuffRaelps, Inc. (“Duff”), Fitch Investors Service, In¢Fitch”),
IBCA Limited and its affiliate, IBCA Inc. (collectely, “IBCA"), and Thompson BankWatch, Inc. (“Thosgn”).
Set forth below is a description of the relevanings of each such NRSRO. The NRSROs that maytitieed by
the Adviser and the description of each NRSRO'mgatis as of the date of this SAI, and may subsetiy change.

Long-Term Debt Ratings(may be assigned, for example, to corporate andaipah bonds).

Description of the five highest long-term debtmgs by Moody’s (Moody’s applies numerical modifiéesg., 1, 2,
and 3) in each rating category to indicate the stsiranking within the category):

Aaa. Bonds which are rated Aaa are judged to libeobest quality. They carry the smallest degfaéavestment

risk and are generally referred to as “gilt edgethterest payments are protected by a large @arbgxceptionally

stable margin and principal is secure. While thgous protective elements are likely to changehsthanges as
can be visualized are most unlikely to impair thedamentally strong position of such issues.

Aa. Bonds which are rated Aa are judged to beigti Quality by all standards. Together with the Amaup, they
comprise what are generally known as high gradel®oihey are rated lower than the best bonds Beaaargins
of protection may not be as large as in Aaa seesrior fluctuation of protective elements may begofater
amplitude or there may be other elements preseithwhake the long-term risk appear somewhat latigen in
Aaa securities.

A. Bonds which are rated A possess many favorablestment attributes and are to be consideredpasru
medium-grade obligations. Factors giving secuigtyrincipal and interest are considered adequmteelements
may be present which suggest a susceptibility fmainment some time in the future.

Baa. Bonds which are rated Baa are considerecedaim grade obligations, I.E., they are neithehlyigrrotected
nor poorly secured. Interest payments and prihapeurity appear adequate for the present buaiceprotective
elements may be lacking or may be characterisyiaatreliable over any great length of time. Sucmds lack
outstanding investment characteristics and intiage speculative characteristics as well.

Ba. Bonds which are rated Ba are judged to haeeudptive elements, |.E., their future cannot besaered as
well assured. Often the protection of interest pridcipal payments may be very moderate and tlyenetb well
safeguarded during both good and bad times inutued. Uncertainty of position characterizes bandsis class.

Description of the five highest long-term debtmgs by S&P (S&P may apply a plus (+) or minus ¢-atparticular
rating classification to show relative standinghiitthat classification):

AAA. Debt rated AAA has the highest rating assigjiiyy S&P. Capacity to pay interest and repay [paicis
extremely strong.

AA. Debt rated AA has a very strong capacity tg paerest and repay principal and differs from Higher rated
issues only in small degree.

A. Debt rated A has a strong capacity to pay egeand repay principal although it is somewhatersusceptible
to the adverse effects of changes in circumstaaeds®conomic conditions than debt in higher ratgdgories.

BBB. Debt rated BBB is regarded as having an adgoapacity to pay interest and repay princip&hereas it
normally exhibits adequate protection parametefgeige economic conditions or changing circumstaiace more
likely to lead to a weakened capacity to pay irdeasd repay principal for debt in this categomntin higher rated
categories.
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BB. Debt rated BB is regarded, on balance, asgmathtely speculative with respect to capacitydg mterest and
repay principal in accordance with the terms of abéigation. While such debt will likely have sorgeality and
protective characteristics, these are outweigheldigye uncertainties or major risk exposure to estveonditions.

Description of the three highest long-term debhgs by Duff:

AAA.- Highest credit quality. The risk factors anegligible being only slightly more than for riflee U.S.
Treasury debt.

AA+, AA, AA-. High credit quality protection facte are strong. Risk is modest but may vary shigfiim time to
time because of economic conditions.

A+, A, A-. Protection factors are average but adae. However, risk factors are more variable arghtgr in
periods of economic stress.

Description of the three highest long-term delinga by Fitch (plus or minus signs are used withtang symbol to
indicate the relative position of the credit withie rating category):

AAA. Bonds considered to be investment grade dntiehighest credit quality. The obligor has aneptionally
strong ability to pay interest and repay principetijch is unlikely to be affected by reasonablyef®eable events.

AA. Bonds considered to be investment grade angeof high credit quality. The obligor’s ability pay interest
and repay principal is very strong, although nadtegas strong as bonds rated “AAA.” Because boatixd in the
“AAA" and “AA” categories are not significantly vakrable to foreseeable future developments, shart-tlebt of
these issues is generally rated “[-]+.”

A. Bonds considered to be investment grade ankigif credit quality. The obligor’s ability to papterest and
repay principal is considered to be strong, but fm@ymore vulnerable to adverse changes in econcomditions
and circumstances than bonds with higher ratings.

IBCA's description of its three highest long-termbd ratings:

AAA. Obligations for which there is the lowest egpation of investment risk. Capacity for timegpayment of
principal and interest is substantial. Adversenges in business, economic or financial conditiaresunlikely to
increase investment risk significantly.

AA. Obligations for which there is a very low expation of investment risk. Capacity for timelypegyment of
principal and interest is substantial. Adversengjes in business, economic, or financial conditioray increase
investment risk albeit not very significantly.

A. Obligations for which there is a low expectatiof investment risk. Capacity for timely repaymehiprincipal

and interest is strong, although adverse changkasimess, economic or financial conditions may leaincreased
investment risk.

Short-Term Debt Ratings (may be assigned, for example, to commercial papaster demand notes, bank
instruments, and letters of credit).

Moody’s description of its three highest short-teteit ratings:
Prime-1. Issuers rated Prime-1 (or supportingtingins) have a superior capacity for repaymenserior short-
term promissory obligations. Prime-1 repaymentacéy will normally be evidenced by many of theldoling

characteristics:

- Leading market positions in well-estalidid industries.
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- High rates of return on funds employed.

- Conservative capitalization structurethwnoderate reliance on debt
and ample asset protection.

- Broad margins in earnings coverage addifinancial charges and high
internal cash generation.

- Well-established access to a range afifiial markets and assured sources of alternaiielitig,

Prime-2. Issuers rated Prime-2 (or supportingtingins) have a strong capacity for repaymentesiigr short-term

debt obligations. This will normally be evidendeygl many of the characteristics cited above but lesaer degree.
Earnings trends and coverage ratios, while sourad, Ioe more subject to variation. Capitalizationrabteristics,

while still appropriate, may be more affected byeexal conditions. Ample alternate liquidity is imained.

Prime-3. Issuers rated Prime-3 (or supportingtirtfins) have an acceptable ability for repaynm&rgenior short-
term obligations. The effect of industry charaistizs and market compositions may be more prongdinc
Variability in earnings and profitability may resiuh changes in the level of debt protection measiemts and may
require relatively high financial leverage. Adetgalternate liquidity is maintained.

S&P’s description of its three highest short-terabidratings:

A-1. This designation indicates that the degreesaiety regarding timely payment is strong. Thossies
determined to have extremely strong safety charatitss are denoted with a plus sign (+).

A-2. Capacity for timely payment on issues witfsttiesignation is satisfactory. However, the reéatiegree of
safety is not as high as for issues designated.”A-1

A-3. Issues carrying this designation have adexjeaipacity for timely payment. They are, howevegre
vulnerable to the adverse effects of changes augistances than obligations carrying the higheigdations.

Duff's description of its five highest short-terratat ratings (Duff incorporates gradations of “1eh¢ plus) and “1-
" (one minus) to assist investors in recognizingliy differences within the highest rating
category):

Duff 1+. Highest certainty of timely payment. $hterm liquidity, including internal operating firs and/or
access to alternative sources of funds, is outstgn@nd safety is just below risk-free U.S. Tregsshort-term
obligations.

Duff 1. Very high certainty of timely payment. duiidity factors are excellent and supported by ghwdiamental
protection factors. Risk factors are minor.

Duff 1-. High certainty of timely payment. Liquig factors are strong and supported by good furetdai
protection factors. Risk factors are very small.

Duff 2. Good certainty of timely payment. Liquigifactors and company fundamentals are soundhoAgh
ongoing funding needs may enlarge total financeguirements, access to capital markets is goosk fRttors
are small.

Duff 3. Satisfactory liquidity and other protegctidactors qualify issue as to investment gradesk Ractors are
larger and subject to more variation. Neverthelgs®ly payment is expected.

Fitch’s description of its four highest short-tedebt ratings:

F-1+. Exceptionally Strong Credit Quality. Issw#ssigned this rating are regarded as having thagest degree
of assurance for timely payment.
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F-1. Very Strong Credit Quality. Issues assigtied rating reflect an assurance of timely paynmriy slightly
less in degree than issues rated F-1+.

F-2. Good Credit Quality. Issues assigned thismgehave a satisfactory degree of assurance riwelyi payment,
but the margin of safety is not as great as fardssassigned F-1+ or F-1 ratings.

F-3. Fair Credit Quality. Issues assigned thisigahave characteristics suggesting that the @éegf@assurance for
timely payment is adequate, however, near-term radvehanges could cause these securities to be batew
investment grade.

IBCA's description of its three highest short-tedebt ratings:
A+. Obligations supported by the highest capaftitytimely repayment.
Al. Obligations supported by a very strong capdoit timely repayment.

A2. Obligations supported by a strong capacitytiimely repayment, although such capacity may tseesptible to
adverse changes in business, economic or finacwialitions.

SHORT-TERM DEBT RATINGS. Thompson BankWatch, I({f.BW") ratings are based upon a qualitative and
guantitative analysis of all segments of the ormation including, where applicable, holding compasyd
operating subsidiaries.

TBW Ratings do not constitute a recommendationuypdr sell securities of any of these companiesther, TBW

does not suggest specific investment criteria fatividual clients. The TBW Short-Term Ratings appb

commercial paper, other senior short-term obligetiand deposit obligations of the entities to whlwh rating has
been assigned. The TBW Short-Term Ratings apgly tonunsecured instruments that have a maturitynaf year
or less. The TBW Short-Term Ratings specificalbgass the likelihood of an untimely payment of @pal or

interest.

TBW-1. The highest category; indicates a very hdggree of likelihood that principal and interedt e paid on a
timely basis.

TBW-2. The second highest category; while the degof safety regarding timely repayment of printigad
interest is strong, the relative degree of safetyot as high as for issues rated “TBW-1.”

TBW-3. The lowest investment grade category; iatis that while more susceptible to adverse demeofs
(both internal and external) than obligations withher ratings, capacity to service principal ameiiest in a timely
fashion is considered adequate.

TBW-4. The lowest rating category; this ratingégarded as non-investment grade and, therefoeeukgive.
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Definitions of Certain Money Market Instruments

Commercial Paper. Commercial paper consists ofaured promissory notes issued by corporationsueks of
commercial paper normally have maturities of léssitnine months and fixed rates of return.

Certificates of Deposit. Certificates of Deposit anegotiable certificates issued against fundsositgd in a
commercial bank or a savings and loan associatioa fiefinite period of time and earning a spedifieturn.

Bankers’ Acceptances. Bankers’ acceptances aretiable drafts or bills of exchange, normally dratw an
importer or exporter to pay for specific merchaadiwhich are “accepted” by a bank, meaning, inctffthat the
bank unconditionally agrees to pay the face vafua@instrument on maturity.

U.S. Treasury Obligations. U.S. Treasury Obligadicare obligations issued or guaranteed as to payofe
principal and interest by the full faith and creditthe U.S. Government. These obligations majude Treasury
bills, notes and bonds, and issues of agenciesimstdumentalities of the U.S. Government, providaeth
obligations are guaranteed as to payment of prahcgnd interest by the full faith and credit of theS.
Government.

U.S. Government Agency and Instrumentality Obligiasi. Obligations issued by agencies and instruatiges of

the U.S. Government include such agencies anduimstntalities as the Government National Mortgage
Association, the Export-Import Bank of the Unitetht8s, the Tennessee Valley Authority, the Farnkéwme
Administration, the Federal Home Loan Banks, thedfal Intermediate Credit Banks, the Federal Fanedi€
Banks, the Federal Land Banks, the Federal HouAadministration, the Federal National Mortgage Asation,

the Federal Home Loan Mortgage Corporation, and Shalent Loan Marketing Association. Some of these
obligations, such as those of the Government Nation

Mortgage Association are supported by the fullhfaind credit of the U.S. Treasury; others, sucthase of the
Export-Import Bank of the United States, are sutgabiby the right of the issuer to borrow from theedsury;
others, such as those of the Federal National MgegAssociation, are supported by the discretionatlority of
the U.S. Government to purchase the agency’s dhigs still others, such as those of the Studeratr_Marketing
Association, are supported only by the credit a&f thstrumentality. No assurance can be given tiatU.S.
Government would provide financial support to US®vernment-sponsored instrumentalities if it is oloigated to
do so by law. A Fund will invest in the obligat®f such instrumentalities only when the investiedviser
believes that the credit risk with respect to th&rumentality is minimal.
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