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4,000,000 Shares

First Trust/FIDAC Mortgage Income Fund
Common Shares
$20.00 per Share

The Fund. First Trust/FIDAC Mortgage Income Fund (the "Fund") is a newly
organized, diversified, closed-end management investment company.

Investment Objectives. The Fund's primary investment objective is to seek a
high level of current income. As a secondary objective, the Fund will seek to
preserve capital. There can be no assurance that the Fund's investment
objectives will be achieved.

The Fund will pursue its objectives by investing primarily in
mortgage-backed securities representing part ownership in a pool of either
residential or commercial mortgage loans that, in the opinion of the Fund's
sub—adviser, offer an attractive combination of credit quality, yield and
maturity. These securities may be issued by government agencies or by private
originators or issuers, generally in the form of pass-through certificates,
collateralized mortgage obligations, residential mortgage-backed securities or
commercial mortgage-backed securities. Collectively, agency mortgage
pass—-through certificates, agency collateralized mortgage obligations,
non-agency residential mortgage-backed securities and non-agency commercial
mortgage-backed securities are referred to as "MBS" in this prospectus.

Under normal market conditions, the Fund will invest at least 80% of its
managed assets in MBS. In addition, the Fund may invest up to 20% of its managed
assets in U.S. government securities, or cash or other short-term instruments,
and may invest up to 10% of its managed assets in other mortgage-related assets
that are secured by pools of assets that represent interests in real estate. The
Fund will invest all of its managed assets in securities that at the time of
investment are investment grade quality and rated within the three highest
investment grades by at least one rating agency or are unrated but judged to be
of comparable quality by the Fund's sub-adviser.

No Prior History. Because the Fund is newly organized, its shares have no
history of public trading. Shares of closed-end investment companies frequently
trade at a discount from their net asset value. This risk may be greater for
investors expecting to sell their shares in a relatively short period after
completion of the public offering. The Fund's common shares have been approved
for listing on the New York Stock Exchange, subject to notice of issuance, under
the symbol "FMY."

Investment Adviser and Sub-Adviser. First Trust Advisors L.P. ("First Trust
Advisors" or the "Adviser") will be the Fund's investment adviser and is
responsible for selecting and supervising the Fund's sub-adviser, Fixed Income
Discount Advisory Company ("FIDAC" or the "Sub-Adviser"), the ongoing monitoring
of the Fund's investment portfolio, managing the Fund's business affairs and
providing certain clerical and bookkeeping and other administrative services.
The Adviser, in consultation with the Sub-Adviser, is also responsible for
determining the Fund's overall investment strategy and overseeing its
implementation. (continued on the following page)
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Investing in the Fund's common shares involves certain risks that are
described in the "Risks" section beginning on page 22 of this prospectus.

Per Share Total (1)
Public offering price $20.00 $80, 000,000
Sales load $.90 $3,600,000
Estimated offering costs (2) (3) $.04 $160,000
Proceeds, after expenses, to the Fund $19.006 $76,240,000

(notes on following page)
Neither the Securities and Exchange Commission nor any state securities
commission has approved or disapproved of these securities or determined if this

prospectus is truthful or complete. Any representation to the contrary is a
criminal offense.

The common shares will be ready for delivery on or about May 31, 2005.

Merrill Lynch & Co.

Advest, Inc. Robert W. Baird & Cc
Ferris, Baker Watts J.J.B. Hilliard, W.L. Lyons, Inc. Janney Montgomery Scott
Incorporated
RBC Capital Markets Stifel, Nicolaus & Company SunTrust Robinson Humph
Incorporated
Wedbush Morgan Securities Inc. Wells Fargo Securitie

The date of this prospectus is May 25, 2005.

(continued from previous page)

First Trust Advisors serves as investment adviser or portfolio supervisor
to investment portfolios with approximately $17.1 billion in assets which it
managed or supervised as of March 31, 2005. FIDAC is a wholly-owned subsidiary
of Annaly Mortgage Management, Inc. ("Annaly"), a New York Stock Exchange-listed
real estate investment trust. As of March 31, 2005, FIDAC and its parent Annaly
collectively had approximately $37.8 billion of gross assets under management.
See "Management of the Fund" in this prospectus and "Investment Adviser" and
"Sub-Adviser" in the Fund's Statement of Additional Information (the "SAI").

Leverage. Within approximately two months after the completion of the
offering of common shares described in this prospectus, the Fund intends,
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subject to then favorable market conditions, to utilize leverage primarily
through the use of reverse repurchase agreements. The Fund may also utilize
leverage through the issuance of preferred shares of beneficial interest
("Preferred Shares"), commercial paper or notes and/or borrowings. The Fund will
limit its use of leverage to an aggregate amount of up to 331/3% of the Fund's
Managed Assets after such issuance and/or borrowings. "Managed Assets" means the
average daily gross asset value of the Fund (including assets attributable to
the Fund's Preferred Shares, if any, and the principal amount of borrowings)
minus the sum of the Fund's accrued and unpaid dividends on any outstanding
Preferred Shares and accrued liabilities (other than the principal amount of any
reverse repurchase agreements, other borrowings or of commercial paper or notes
issued by the Fund). For purposes of determining Managed Assets, the liquidation
preference of the Preferred Shares is not treated as a liability. The use of
reverse repurchase agreements and the issuance of other borrowings or Preferred
Shares, the repayment of which would be senior to the common shares, will result
in the financial leveraging of the common shares. If the Fund decides to offer
Preferred Shares or engage in another form of leveraging, the terms of such
shares or leveraging and the timing and other terms of their offering or
arrangement will be determined by the Fund's board of trustees ("Board of
Trustees"). Through leveraging, the Fund will seek to obtain a higher return for
the holders of common shares than if the Fund did not use leverage. Leverage is
a speculative technique and investors should note that there are special risks
and costs associated with the leveraging of the common shares. There can be no
assurance that a leveraging strategy will be successful during any period in
which it is employed. See "Borrowings and Preferred Shares--Effects of
Leverage," "Risks—--Leverage Risk" and "Description of Shares."

You should read this prospectus, which contains important information about
the Fund, before deciding whether to invest in the common shares, and retain it
for future reference. This prospectus sets forth concisely the information about
the Fund that a prospective investor ought to know before investing. The SAT,
dated May 25, 2005, containing additional information about the Fund, has been
filed with the Securities and Exchange Commission and is incorporated by
reference in its entirety into this prospectus. You may request a free copy of
the SAI, the table of contents of which is on page 42 of this prospectus, annual
and semi-annual reports to shareholders when available, and other information
about the Fund, and make shareholder inquiries by calling (800) 988-5891, by
writing to the Fund or from the Fund's website (http://www.ftportfolios.com).
You also may obtain a copy of the SAI (and other information regarding the Fund)
from the Securities and Exchange Commission's website (http:// www.sec.gov).

The Fund's common shares do not represent a deposit or obligation of, and
are not guaranteed or endorsed by, any bank or other insured depository
institution, and are not federally insured by the Federal Deposit Insurance
Corporation (the "FDIC"), the Federal Reserve Board or any other government
agency.

(notes from previous page)

(1) The Fund has granted the underwriters an option to purchase up to
600,000 additional common shares at the public offering price, less the
sales load, within 45 days of the date of this prospectus solely to
cover overallotments, if any. If such option is exercised in full, the
total price to the public, sales load, estimated offering costs and
proceeds, after expenses, to the Fund will be $92,000,000, $4,140,000,
$184,000 and $87,676,000, respectively. See "Underwriting."

(2) Total expenses of the offering of the Fund's common shares paid by the
Fund (other than sales load, but including the partial reimbursement of



Edgar Filing: FIRST TRUST/FIDAC MORTGAGE INCOME FUND - Form 497

certain underwriter expenses described below) are estimated to be
$160,000, which represents .2% (or $.04 per common share) of the Fund's
offering price. In addition, the Fund anticipates utilizing leverage
through the use of reverse repurchase agreements in the aggregate
principal amount of approximately $38,000,000. There are no offering
costs associated with the use of reverse repurchase agreements. The
Fund's investment adviser, First Trust Advisors, has agreed to pay (i)
all organizational expenses and (ii) all offering costs of the Fund
(other than sales load, but including the partial reimbursement of
expenses described below) that exceed .2% (or $.04 per common share) of
the Fund's offering price. The Fund's sub-adviser, FIDAC, has agreed to
reimburse the Fund's investment adviser the lesser of (i) $100,000 or
(ii) one-half of such organizational expenses and offering costs of the
Fund that exceed .2% (or $.04 per common share) of the Fund's offering
price.

(3) The Fund has agreed to pay the underwriters $.00667 per common share as
a partial reimbursement of expenses incurred in connection with the
offering and to pay certain fees to counsel to the underwriters. The
Fund's investment adviser (not the Fund) will pay Merrill Lynch, Pierce,
Fenner & Smith Incorporated additional compensation. The total amount of
the foregoing payments will not exceed 4.5% (or $.90 per common share)
of the total price to the public of the common shares sold in this
offering, but is in addition to the 4.5% (or $.90 per common share)
sales load described in the table. See "Underwriting."
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You should rely only on the information contained in this prospectus.
Neither the Fund nor the underwriters have authorized any other person to
provide you with different information. If anyone provides you with different or
inconsistent information, you should not rely on it. Neither the Fund nor the
underwriters are making an offer to sell these securities in any jurisdiction
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where the offer or sale is not permitted.
_3_
PROSPECTUS SUMMARY

This is only a summary. This summary does not contain all of the
information that you should consider before investing in the Fund's common
shares. You should review the more detailed information contained in this
prospectus and in the SAI, especially the information set forth in this
prospectus under the heading "Risks."

The Fund.......couoiiiieeennnnnn. First Trust/FIDAC Mortgage Income Fund (the
"Fund") 1is a newly organized, diversified,
closed-end management investment company.
See "The Fund."

The Offering...........iii... The Fund is offering 4,000,000 common shares
of beneficial interest at $20.00 per share
through a group of underwriters (the
"Underwriters") led by Merrill Lynch,
Pierce, Fenner & Smith Incorporated
("Merrill Lynch"). The common shares of
beneficial interest are called "Common
Shares" in this prospectus. You must
purchase at least 100 Common Shares in this
offering. The Fund has given the
Underwriters an option to purchase up to
600,000 additional Common Shares to cover
orders in excess of 4,000,000 Common Shares.
The Adviser has agreed to pay (i) all
organizational expenses and (ii) all
offering costs of the Fund (other than sales
load, but including a partial reimbursement
of certain underwriter expenses) that exceed
.2% (or $.04 per Common Share) of the Fund's
offering price. The Sub-Adviser has agreed
to reimburse the Adviser the lesser of (i)
$100,000 or (ii) one-half of such
organizational expenses and offering costs
of the Fund that exceed .2% (or $.04 per
Common Share) of the Fund's offering price.

Listing....e ettt nn. The Fund's Common Shares have been approved
for listing on the New York Stock Exchange
("NYSE"), subject to notice of issuance,
under the symbol "FMY."

Investment Objectives

and Policies.....oiiiiiiinnnnn.. The Fund's primary investment objective is
to seek a high level of current income. As a
secondary objective, the Fund will seek to
preserve capital. There can be no assurance
that the Fund's investment objectives will
be achieved.

The Fund will pursue its objectives by
investing primarily in MBS that, in the
opinion of the Fund's Sub-Adviser, offer an
attractive combination of credit quality,
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yield and maturity. The Fund's investment
securities will include:

o mortgage pass-through certificates
issued or guaranteed by the Government
National Mortgage Association ("GNMA"),
the Federal National Mortgage
Association ("FNMA") and/or the Federal
Home Loan Mortgage Corporation
("FHLMC") (collectively, "Agency
Mortgage Pass-through Certificates");

o collateralized mortgage obligations
issued by GNMA, FNMA or FHLMC ("Agency
CMOs" and, collectively with Agency
Mortgage Pass-through Certificates,
"Agency MBS");

o debt obligations issued by private
originators or issuers backed by
residential mortgage loans ("Non-Agency
RMBS") ;

o multi-class debt or pass-through or
pay-through securities backed by a
mortgage loan or pool of mortgage loans
on commercial real estate ("CMBS");

o real estate-related assets
collateralized by pools of assets such
as home equity loans and lines of
credit ("Other MBS"); and

o U.S. government securities, or cash or
other short-term instruments.

Under normal market conditions, the Fund
will invest at least 80% of its Managed
Assets in MBS. In addition, the Fund may
invest up to 20% of its Managed Assets in
U.S. government securities, or cash or other
short-term instruments, and may invest up to
10% of its Managed Assets in Other MBS.
Under normal market conditions, the Fund
will be fully invested in MBS and Other MBS.

The Fund will invest all of its Managed
Assets in securities that at the time of
investment are investment grade quality. The
Fund will only invest in securities which

are:
_4_

o issued or guaranteed by the U.S.
government or any agency or
instrumentality thereof;

o rated within the three highest

investment grades by at least one
rating agency (A/A2 or better by
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Moody's Investors Service, Inc.
("Moody's"), Standard & Poor's Ratings
Group, a division of The McGraw-Hill
Companies, Inc. ("S&P") or Fitch
Ratings, Inc. ("Fitch")); or

o unrated but judged to be of comparable
quality by the Sub-Adviser.

The MBS in which the Fund may invest include
those with fixed, floating or variable
interest rates, those with interest rates
that change based on multiples of changes in
a specified index of interest rates and
those with interest rates that change
inversely to changes in interest rates, as
well as those that do not bear interest. The
Fund will not invest in corporate bonds,
other than those primarily secured by
interests in real estate.

The Fund will attempt to reduce portfolio
prepayment risk by investing in MBS, such as
certain Non-Agency RMBS, whose returns may
be enhanced by faster prepayments, and also
by investing in MBS, such as certain Agency
MBS, whose returns may be enhanced by slower
prepayments. The Fund may invest a portion
of its Managed Assets in subordinated
classes of MBS, including Non-Agency RMBS
and CMBS.

Percentage limitations described in this
prospectus are as of the time of investment
by the Fund and may be exceeded on a
going-forward basis as a result of market
value fluctuations of the Fund's portfolio.

While the majority of the Fund's investments
are expected initially to consist of fixed-
rate investment securities, the Fund may
also invest in adjustable-rate MBS. In
selecting MBS and Other MBS, the Sub-Adviser
will consider the liquidity of the market
for the different MBS. Unlike most
fixed-income products, MBS are sold and
traded based on the anticipated average life
of the security rather than the stated
maturity. The average life of a mortgage is
the average number of years that each dollar
of unpaid principal due on the security
remains outstanding. If prepayment rates are
faster than expected (typical in declining
interest rate environments), the average
life of the security will be shorter than
the original estimate. If prepayment rates
are slower (typical in rising interest rate
environments), the security's average life
will be extended. The Sub-Adviser will
manage the Fund's portfolio's prepayment
characteristics to take advantage of
observed interest rate trends. In a rising
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Investment Adviser

and Sub-Adviser

interest rate environment, it is expected
that the Fund would purchase securities that
will benefit from a slowdown in mortgage
prepayment rates. Conversely, in a falling
interest rate environment, it is anticipated
that the Fund would add securities to the
portfolio that would benefit from increasing
prepayment rates.

The Fund's investment objectives are
considered fundamental and may not be
changed without shareholder approval. The
remainder of the Fund's investment policies
(other than its investment restrictions
which are described in the SAI), including
its investment strategy, are considered
non-fundamental and may be changed by the
Board of Trustees without shareholder
approval. The Fund will provide investors
with at least 60 days prior notice of any
change in the Fund's investment strategy.
There can be no assurance that the Fund's
investment objectives will be achieved. See
"The Fund's Investments" and "Risks" in this
prospectus and "Investment Policies and
Techniques" and "Additional Information
About the Fund's Investments and Investment
Risks" in the SAT.

First Trust Advisors L.P. will be the Fund's
investment adviser and will be responsible
for supervising the Fund's Sub-Adviser,
monitoring the Fund's investment portfolio,
managing the Fund's business affairs and
providing certain clerical and bookkeeping
and other administrative services. The
Adviser, in consultation with the
Sub-Adviser, 1s also responsible for
determining the Fund's overall investment
strategy and overseeing its implementation.
Fixed Income Discount Advisory Company will
be the Fund's Sub-Adviser.

—-5-

First Trust Advisors, a registered
investment adviser, is an Illinois limited
partnership formed in 1991. It serves as
investment adviser or portfolio supervisor
to investment portfolios with approximately
$17.1 billion in assets which it managed or
supervised as of March 31, 2005. See the SAI
under "Adviser."

FIDAC, a registered investment adviser, is a
wholly-owned subsidiary of Annaly Mortgage
Management, Inc., a New York Stock
Exchange-listed real estate investment
trust. As of March 31, 2005, FIDAC and its



Edgar Filing: FIRST TRUST/FIDAC MORTGAGE INCOME FUND - Form 497

Strategic Transactions...........

Borrowings and
Preferred Shares

parent Annaly collectively had approximately
$37.8 billion of gross assets under
management. See the SAI under "Sub-Adviser."

The Fund may, but is not required to, use
various strategic transactions (1) to seek
to reduce interest rate risks arising from
any use of financial leverage, (2) to
facilitate portfolio management and (3) to
mitigate risks, including interest rate and
credit risks. The Fund may purchase and sell
derivative investments such as
exchange-listed and over-the-counter put and
call options on securities, fixed-income and
interest rate indices and other financial
instruments, purchase and sell financial
futures contracts and options thereon and
enter into various interest rate
transactions such as swaps, caps, floors or
collars or credit transactions, total rate
of return swap transactions and credit
derivative instruments. The Fund also may
purchase derivative instruments that combine
features of these instruments. Collectively,
all of the above are referred to as
"Strategic Transactions." The Fund generally
seeks to use these instruments and
transactions as portfolio management or
hedging techniques to protect against
possible adverse changes in the market value
of securities held in or to be purchased for
the Fund's portfolio, protect the value of
the Fund's portfolio, facilitate the sale of
certain securities for investment purposes,
manage the effective interest rate exposure
of the Fund or establish positions in the
derivatives markets as a substitute for
purchasing or selling particular securities.

The Fund intends to leverage its assets
through the use of reverse repurchase
agreements and, to a lesser extent, through
the issuance of Preferred Shares, commercial
paper or notes and/or borrowings (each a
"Leverage Instrument" and collectively, the
"Leverage Instruments") in an aggregate
amount of up to 331/3% of the Fund's Managed
Assets after such issuance and/or borrowing.
The Fund intends to utilize leverage
primarily through the use of reverse
repurchase agreements. Leverage creates a
greater risk of loss, as well as potential
for more gain, for the Common Shares than if
leverage is not used. The Fund's leveraging
strategy may not be successful. See
"Risks—--Leverage Risk." Subject to market
conditions, approximately two months after
completion of this offering the Fund intends
to establish a leverage program. Investors
should understand that Leverage Instruments
will have seniority over the Common Shares.
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Distributions

The use of Leverage Instruments will
leverage your investment in the Common
Shares. A reverse repurchase agreement,
although structured as a sale and repurchase
obligation, acts as a financing under which
the Fund will effectively pledge its assets
as collateral to secure a short-term loan.
Generally, the other party to the agreement
makes the loan in an amount equal to a
percentage of the market value of the
pledged collateral. At the maturity of the
reverse repurchase agreement, the Fund will
be required to repay the loan and
correspondingly receive back its collateral.
While used as collateral, the assets
continue to pay principal and interest which
are for the benefit of the Fund. The Fund
may also issue commercial paper or notes or
obtain other loans from banks and other
financial institutions. If the Fund uses
Leverage Instruments, associated costs will
be borne immediately by holders of Common
Shares ("Common Shareholders") and result in
a reduction of the net asset value ("NAV")
of the Common Shares.

Preferred Shares, if issued, will pay
dividends based on short-term rates, which
will be reset frequently. Borrowings may be
at a fixed or floating rate and generally
will be based upon short-term rates. So long
as the rate of return, net of applicable
Fund expenses, on the Fund's portfolio
investments purchased with leverage exceeds
the then current interest rate or dividend
rate on the Leverage Instruments, the Fund
will generate more return or income than
will be needed to pay such dividends or

—6—

interest payments. In this event, the excess
will be available to pay higher dividends to
Common Shareholders. When leverage is
employed, the NAV and market prices of the
Common Shares and the yield to Common
Shareholders will be more volatile.

The Fund's present distribution policy,
which may be changed at any time by the
Fund's Board of Trustees, is to distribute
monthly all or a portion of its net
investment income to Common Shareholders
(after the payment of interest and/or
dividends in connection with leverage). In
addition, the Fund intends to distribute any
net long-term capital gains to Common
Shareholders as long-term capital gain
dividends at least annually. Unless an
election is made to receive dividends in
cash, Common Shareholders will automatically
have all dividends and distributions

10
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reinvested in Common Shares through the
Fund's Dividend Reinvestment Plan. See
"Dividend Reinvestment Plan."

If the Fund realizes a long-term capital
gain, it will be required to allocate such
gain between the Common Shares and the
Preferred Shares, if any, issued by the Fund
in proportion to the total dividends paid to
each class of shares for the year in which
the income is realized. See "Distributions"
and "Borrowings and Preferred Shares."

Administrator,

Custodian and

Transfer Agent..........ccoiiie... The Fund has retained PFPC Trust Company as
custodian, and PFPC Inc. as administrator,
Fund accountant and transfer agent for the
Fund. The Adviser and the Board of Trustees
will be responsible for monitoring the
activities of the custodian, administrator,
Fund accountant and transfer agent. See
"Administrator, Custodian and Transfer
Agent."

Closed-End Structure............. Closed-end funds differ from open-end
management investment companies (commonly
referred to as mutual funds) in that
closed-end funds generally list their shares
for trading on a securities exchange and do
not redeem their shares at the option of the
shareholder. By comparison, mutual funds
issue securities redeemable at net asset
value at the option of the shareholder and
typically engage in a continuous offering of
their shares. Mutual funds are subject to
continuous asset in-flows and out-flows that
can complicate portfolio management, whereas
closed-end funds generally can stay more
fully invested in securities consistent with
the closed-end fund's investment objective
and policies. In addition, in comparison to
open—end funds, closed-end funds have
greater flexibility in their ability to make
certain types of investments, including
investments in illigquid securities.

Shares of closed-end funds listed for
trading on a securities exchange frequently
trade at a discount from NAV. The market
price of such shares may be affected by NAV,
dividend or distribution levels (which are
dependent, in part, on expenses), supply of
and demand for the shares, stability of
dividends or distributions, trading volume
of the shares, general market and economic
conditions and other factors beyond the
control of a closed-end fund. The foregoing
factors may result in the market price of
the Common Shares being greater than, less
than or equal to, NAV.

11
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Tax Matters...

Special Risk
Considerations

The Board of Trustees has reviewed the
structure of the Fund in light of its
investment objectives and policies and
believes that the closed-end fund structure
is appropriate. As described in this
prospectus, however, the Board of Trustees
may review periodically the trading range
and activity of the Common Shares with
respect to its NAV and the Board of Trustees
may take certain actions to seek to reduce
or eliminate any such discount. Such actions
may include open market repurchases or
tender offers for the Common Shares or the
possible conversion of the Fund to an
open-end fund. There can be no assurance
that the Board of Trustees will decide to
undertake any of these actions or that, if
undertaken, such actions would result in the
Common Shares trading at a price equal to or
close to NAV per Common Share. Investors
should assume that it is highly unlikely
that the Board of Trustees would vote to
convert the Fund to an open- end management
investment company. See "Structure of the
Fund; Common Share Repurchases; Conversion
to Open-End Fund."

Distributions with respect to the Common
Shares will constitute dividends to the
extent of the Fund's current and accumulated
earnings and profits, as calculated for U.S.

—7—

federal income tax purposes. Such dividends
generally will be taxable as ordinary income
to Common Shareholders. Distributions of net
capital gain that are designated by the Fund
as capital gain dividends will be treated as
long-term capital gains in the hands of
Common Shareholders receiving such
distributions. In addition, distributions
generally will not constitute "qualified
dividends" for U.S. federal income tax
purposes and thus will not be eligible for
the new lower tax rates on qualified
dividends. See "Tax Matters."

Risk is inherent in all investing. The
following discussion summarizes the
principal risks that you should consider
before deciding whether to invest in the
Fund. For additional information about the
risks associated with investing in the Fund,
see "Risks."

No Operating History. The Fund is a newly
organized, diversified, closed-end
management investment company with no
operating history.

12
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Investment and Market Risk. An investment in
Common Shares is subject to investment risk,
including the possible loss of the entire
principal amount that you invest. Your
investment in Common Shares represents an
indirect investment in the securities owned
by the Fund. The value of these securities,
like other market investments, may move up
or down, sometimes rapidly and
unpredictably. The value of the securities
in which the Fund invests will affect the
value of the Common Shares. Your Common
Shares at any point in time may be worth
less than your original investment, even
after taking into account the reinvestment
of Fund dividends and distributions.

Management Risk. The Fund is subject to
management risk because it 1is an actively
managed portfolio. The Adviser and the
Sub-Adviser will apply investment techniques
and risk analyses in making investment
decisions for the Fund, but there can be no
guarantee that these will produce the
desired results.

Credit Risk. Credit risk is the risk that
one or more securities in the Fund's
portfolio will (1) decline in price due to
deterioration of the issuer's or underlying
pool's financial condition or other events
or (2) fail to pay interest or principal
when due. Although the Fund will invest all
of its Managed Assets in investment grade
securities, or if unrated, judged to be of
comparable quality by the Sub-Adviser, no
assurance can be given that the value of the
securities will not decline.

The Fund may invest a portion of its Managed
Assets in subordinated classes of MBS,
including Non-Agency RMBS and CMBS. Such
subordinated classes are subject to a
greater degree of non-payment risk than are
senior classes of the same issuer or agency.
In addition, under certain market
conditions, the market for subordinated
classes of MBS may not be as liquid as the
market for other fixed-income securities.

Prepayment Risk. MBS are backed by pools of
mortgage loans. The Fund will receive
payments from the payments that are made on
these underlying mortgage loans. If
borrowers prepay their mortgage loans at
rates that are faster than expected, this
results in prepayments that are faster than
expected on the MBS. These faster than
expected prepayments may adversely affect
the Fund's profitability, particularly if
the Fund is forced to invest prepayments it
receives in lower yielding securities.

13
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Prepayment rates generally increase when
interest rates fall and decrease when
interest rates rise, but changes in
prepayment rates are difficult to predict.
Prepayment rates also may be affected by
conditions in the housing and financial
markets, general economic conditions and the
relative interest rates on fixed-rate and
adjustable-rate mortgage loans.

The Fund may also invest in MBS which are
interest-only ("IO") securities and
principal-only ("PO") securities. An IO
security receives some or all of the
interest portion of the underlying
collateral and little or no principal. A
reference principal value called a notional
value is used to calculate the amount of
interest due. IOs are sold at a deep
discount to their notional principal amount.
A PO security does not receive any interest,
is priced at a deep discount to its
redemption value and ultimately receives the
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redemption value. Generally speaking, when
interest rates are falling and prepayment
rates are increasing, the value of a PO
security will rise and the value of an IO
security will fall. Conversely, when
interest rates are rising and prepayment
rates are decreasing, generally the value of
a PO security will fall and the value of an
IO security will rise.

The Fund may also acquire MBS that are less
affected by prepayments. For example, CMOs
divide a pool of mortgage loans into
multiple tranches that allow for shifting of
prepayment risks from slower-paying tranches
to faster-paying tranches. This is in
contrast to pass-through or pay-through MBS,
where all investors share equally in all
payments, including all prepayments. While
the Fund will seek to minimize prepayment
risk to the extent practical, the Fund must
balance prepayment risk against other risks
and the potential returns of each investment
in selecting investments. No strategy can
completely insulate the Fund from prepayment
risk.

Reinvestment Risk. Reinvestment risk is the
risk that income from the Fund's portfolio
will decline if the Fund invests the
proceeds from matured, traded or called
bonds at market interest rates that are
below the Fund portfolio's current earnings
rate. A decline in income could affect the
Common Shares' market price or their overall

14
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returns.

Interest Rate Risk. Interest rate risk is
the risk that fixed-income securities will
decline in value because of changes in
market interest rates. When market interest
rates rise, the market value of such
securities generally will fall. Under
current market conditions, the Fund will
primarily invest in securities that pay a
fixed rate of return, therefore, the NAV and
market price of the Common Shares will tend
to decline if the market interest rates
applicable to such investments were to rise.
During periods of rising interest rates, the
average life of certain types of securities
may be extended because of slower than
expected prepayments. This may lock in a
below market yield, increase the security's
duration and reduce the value of the
security. Investments in debt securities
with long- term maturities may experience
significant price declines if long-term
interest rates increase. Market interest
rates in the United States currently are
near historically low levels. In addition,
the Fund may purchase MBS that have a higher
interest rate than the market interest rate
at the time. In exchange for this higher
interest rate, the Fund will be required to
pay a premium over the market value to
acquire the security.

An increase in the interest payments on the
Fund's borrowings or dividends on Preferred
Shares relative to the interest it earns on
its investment securities may adversely
affect the Fund's profitability. The Fund
earns money based upon the spread between
the interest payments it earns on its
investment securities and the interest
payments it must make on its borrowings or
dividend payments it must make on its
Preferred Shares.

The Fund relies primarily on short-term
borrowings to acquire investment securities
with long-term maturities. Accordingly, if
short-term interest rates increase, this may
adversely affect its profitability. Some of
the investment securities the Fund may
acquire are adjustable-rate securities. This
means that their interest rates may vary
over time based upon changes in an objective
index, such as:

o LIBOR. The interest rate that banks in
London offer for deposits in London of
U.S. dollars.

o Treasury Rate. A monthly or weekly
average yield of benchmark U.S. Treasury
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securities, as published by the Federal
Reserve Board.

o CD Rate. The weekly average of
secondary market interest rates on
six-month negotiable certificates of
deposit, as published by the Federal
Reserve Board.

These indices generally reflect short-term
interest rates.

The interest rates on the Fund's borrowings
and dividend rates on its Preferred Shares

similarly vary with changes in an objective
index. Nevertheless, the interest rates on
the Fund's borrowings and dividend rates on
its Preferred Shares generally adjust more
frequently than the interest rates on its

adjustable-rate investment securities. In a
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period of rising interest rates, the Fund
could experience a decrease in net income or
a net loss because the interest rates on its
borrowings and dividend rates on its
Preferred Shares adjust faster than the
interest rates on its adjustable-rate
investment securities.

In a period of rising interest rates, the
Fund's interest and dividend payments could
increase while the interest it earns on its
fixed-rate MBS would not change. This would
adversely affect the Fund's profitability.

While the majority of the Fund's investments
are expected initially to consist of fixed-
rate investment securities, the Fund may
also invest in adjustable-rate MBS. The Fund
may acquire adjustable-rate investment
securities, which typically are subject to
periodic and lifetime interest rate caps.
Periodic interest rate caps limit the amount
an interest rate can increase during any
given period. Lifetime interest rate caps
limit the amount an interest rate can
increase through maturity of an investment
security. The Fund's borrowings and
Preferred Shares are not subject to similar
restrictions. Accordingly, in a period of
rapidly increasing interest rates, the Fund
could experience a decrease in net income or
experience a net loss because the interest
rates on its borrowings could increase
without limitation while the interest rates
on its adjustable-rate investment

securities would be limited by caps. The
Fund may also invest in MBS whose interest
rates move in a direction opposite to the
changes in the designated index.
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Floating Rate CMOs/Inverse Floating Rate
CMOs Risk. The Fund may invest in tranches
of CMOs which have coupon rates which reset
periodically at a specified increment over
an index, such as LIBOR (or sometimes more
than one index). These floating rate CMOs
typically are issued with lifetime caps on
the coupon rate thereon. In a falling
interest rate environment, coupon rates on
floating rate CMOs will generally fall,
adversely affecting the amount of income
received by the Fund as well as the value of
the security. The Fund also may invest in
inverse floating rate CMOs. Inverse floating
rate CMOs constitute a tranche of a CMO with
a coupon rate that moves in the reverse
direction to an applicable index such as
LIBOR. Accordingly, the coupon rate thereon
will increase as interest rates decrease.
Inverse floating rate CMOs are typically
more volatile than fixed or floating rate
tranches of CMOs. Many inverse floating rate
CMOs have coupons that move inversely to a
multiple of the applicable indexes. The
effect of the coupon varying inversely to a
multiple of an applicable index creates a
leverage situation. Inverse floating rate
CMOs based on multiples of a stated index
are designed to be highly sensitive to
changes in interest rates and can subject
the holders thereof to extreme reductions of
yield and loss of principal. The markets for
inverse floating rate CMOs with highly
leveraged characteristics at times may be
very thin.

Bond Market Risk. The yield spreads of the
Fund's portfolio securities, or yield
differentials between the Fund's portfolio
securities and Treasury securities with
comparable maturities, may widen, causing
the value of the Fund's portfolio securities
to underperform Treasury securities. The
amount of public information available about
the MBS and Other MBS in the Fund's
portfolio is generally less than that for
corporate equities or bonds, and the
investment performance of the Fund may
therefore be more dependent on the
analytical capabilities of the Sub-Adviser
than if the Fund were a stock fund or a
corporate bond fund.

Economic Sector Risk. Under normal market
conditions, the Fund will be fully invested
in Agency MBS, Non-Agency RMBS, CMBS or
Other MBS. This may make the Fund more
susceptible to adverse economic, political
or regulatory events that affect the value
of real estate, and increase the potential
for fluctuation in the net asset value of
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the Fund's Common Shares.

Inflation Risk. Inflation risk is the risk
that the value of assets or income from
investments will be worth less in the future
as inflation decreases the value of money.
As inflation increases, the real value of
the Common Shares and distributions can
decline. In addition, during any periods of
rising inflation, the dividend rates or
borrowing costs associated with the Fund's
use of financial leverage would likely
increase, which would tend to further reduce
returns to Common Shareholders.

-10-

U.S. Government Securities Risk. U.S.
government securities generally do not
involve the credit risks associated with
investments in other types of debt
securities, although, as a result, the
yields available from U.S. government
securities are generally lower than the
yields available from corporate fixed-income
securities. Like other debt securities,
however, the values of U.S. government
securities change as interest rates
fluctuate. Fluctuations in the value of
portfolio securities will not affect
interest income on existing portfolio
securities but will be reflected in the
Fund's NAV. Since the magnitude of these
fluctuations will generally be greater at
times when the Fund's average maturity is
longer, under certain market conditions the
Fund may, for temporary defensive purposes,
accept lower current income from short-term
investments rather than investing in higher
yielding long-term securities.

Government Agency Risk. Uncertainties
regarding the accounting policies of certain
government agencies, including FNMA and
FHLMC, and possible changes in regulatory
oversight and accounting policies of these
agencies may adversely affect the credit
quality, availability or investment
character of the securities issued by these
agencies. To the extent that legislation or
federal regulators that regulate certain
government agencies impose additional
requirements or restrictions with respect to
the ability of such institutions to issue
securities, particularly in connection with
highly leveraged transactions, the
availability of government agency securities
for investment may be adversely affected.
Further, such legislation or regulation
could depress the market value of government
agency securities.
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Asset-Backed Securities Risk. Payment of
interest and repayment of principal on
asset- backed securities may be largely
dependent upon the cash flows generated by
the assets backing the securities and, in
certain cases, supported by letters of
credit, surety bonds or other credit
enhancements. Asset-backed security values
may also be affected by the creditworthiness
of the servicing agent for the pool, the
originator of the loans or receivables or
the entities providing the credit
enhancement. In addition, the underlying
assets are subject to prepayments that
shorten the securities' weighted average
maturity and may lower their return.

Market Discount From Net Asset Value. Shares
of closed-end investment companies
frequently trade at a discount from their
NAV. This characteristic is a risk separate
and distinct from the risk that the Fund's
NAV could decrease as a result of its
investment activities and may be greater for
investors expecting to sell their Common
Shares in a relatively short period
following completion of this offering. The
NAV of the Common Shares will be reduced
immediately following the offering as a
result of the payment of certain offering
costs. Although the value of the Fund's net
assets 1s generally considered by market
participants in determining whether to
purchase or sell Common Shares, whether
investors will realize gains or losses upon
the sale of the Common Shares will depend
entirely upon whether the market price of
the Common Shares at the time of sale is
above or below the investor's purchase price
for the Common Shares. Because the market
price of the Common Shares will be
determined by factors such as NAV, dividend
and distribution levels (which are
dependent, in part, on expenses), supply of
and demand for the Common Shares, stability
of dividends or distributions, trading
volume of the Common Shares, general market
and economic conditions and other factors
beyond the control of the Fund, the Fund
cannot predict whether the Common Shares
will trade at, below or above NAV or at,
below or above the initial public offering
price.

Leverage Risk. The Fund may borrow an amount
up to 331/3% (or such other percentage as
permitted by law) of its Managed Assets
(including the amount borrowed) less all
liabilities other than borrowings. The Fund
may also issue Preferred Shares in an amount
up to 50% of the Fund's Managed Assets
(including the proceeds from Leverage

19



Edgar Filing: FIRST TRUST/FIDAC MORTGAGE INCOME FUND - Form 497

Instruments). However, the Fund intends,
under normal circumstances, to utilize
leverage in an amount up to 331/3% of the
Fund's Managed Assets. The Fund intends to
leverage its assets through the use of
reverse repurchase agreements. Reverse
repurchase agreements and the issuance of
Preferred Shares, commercial paper or notes
or incurring other indebtedness is referred
to in this prospectus collectively as
"leverage." The Fund may use leverage for

11—

investment purposes, to finance the
repurchase of its Common Shares and to meet
cash requirements. Although the use of
leverage by the Fund may create an
opportunity for increased return for the
Common Shares, it also results in additional
risks and can magnify the effect of any
losses. If the income and gains earned on
the securities and investments purchased
with leverage proceeds are greater than the
cost of the leverage, the Common Shares'
return will be greater than if leverage had
not been used. Conversely, if the income and
gains from the securities and investments
purchased with such proceeds does not cover
the cost of leverage, the return to the
Common Shares will be less than if leverage
had not been used. Reverse repurchase
agreements are also subject to the risks
that the market value of the securities sold
by the Fund may decline below the price of
the securities the Fund is obligated to
repurchase, and that the securities may not
be returned to the Fund. There is no
assurance that a leveraging strategy will be
successful. Leverage involves risks and
special considerations for Common
Shareholders including:

o the likelihood of greater volatility of
NAV and market price of the Common
Shares than a comparable portfolio
without leverage;

o the risk that fluctuations in interest
rates on repurchase agreements,
borrowings and short-term debt or in
the dividend rates on any Preferred
Shares that the Fund may pay will
reduce the return to the Common
Shareholders or will result in
fluctuations in the dividends paid on
the Common Shares;

o the effect of leverage in a declining
market, which is likely to cause a
greater decline in the NAV of the
Common Shares than if the Fund were not
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leveraged, which may result in a
greater decline in the market price of
the Common Shares; and

o when the Fund uses leverage, the
investment advisory fee payable to the
Adviser (and by the Adviser to the
Sub-Adviser) will be higher than if the
Fund did not use leverage.

The Sub-Adviser, in its judgment,
nevertheless may determine to continue to
use leverage if it expects that the benefits
to the Fund's shareholders of maintaining
the leveraged position will outweigh the
current reduced return.

Interest Rate Transactions Risk. In order to
reduce the variability of leverage borrowing
costs from short-term reverse repurchase
agreements, the Fund may enter into interest
rate swaps with the effect of fixing net
borrowing costs for longer periods of time.

The value of the Fund's interest rate swaps
could increase or decrease, with a
corresponding impact on the NAV of the Fund.
To the extent there is a decline in interest
rates, the value of the interest rate swap
could decrease, and could result in a
decrease in the Fund's NAV. In addition, if
the counterparty to an interest rate swap
defaults, the Fund would be obligated to
make the payments that it had intended to
avoid. Depending on whether the Fund would
be entitled to receive net payments from the
counterparty on the swap, which in turn
would depend on the general state of short-
term interest rates and the returns on the
Fund's portfolio securities at that point in
time, a default could adversely affect the
NAV of the Common Shares.

Derivatives Risk. The Fund's Strategic
Transactions involve risks, including the
imperfect correlation between the value of
such instruments and the underlying assets
of the Fund, the possible default of the
other party to the transaction or
illiquidity of the derivative investments.
Furthermore, the ability to successfully use
hedging and interest rate transactions
depends on the Sub-Adviser's ability to
predict pertinent market movements, which
cannot be assured. Thus, the use of
derivatives for hedging and interest rate
management purposes may result in losses
greater than if they had not been used, may
require the Fund to sell or purchase
portfolio securities at inopportune times or
for prices other than current market values,
may limit the amount of appreciation the

21



Edgar Filing: FIRST TRUST/FIDAC MORTGAGE INCOME FUND - Form 497

Fund can realize on an investment or may
cause the Fund to hold a security that it
might otherwise sell. Additionally, amounts
paid by the Fund as premiums and cash or
other assets held in margin accounts with
respect to Strategic Transactions are not
otherwise available to the Fund for
investment purposes. See "Risks--Derivatives
Risk."

—-12-

Illiquid/Restricted Securities Risk. The
Fund may invest up to 10% of its Managed
Assets in securities that, at the time of
investment, are illiquid (determined using
the Securities and Exchange Commission's
standard applicable to investment companies,
i.e., securities that cannot be disposed of
within seven days in the ordinary course of
business at approximately the value at which
the Fund has valued the securities). The
Fund may also invest, without limit, in
restricted securities. However, restricted
securities determined by the Sub-Adviser to
be illiquid are subject to the limitations
set forth above. The Sub-Adviser, under the
supervision of the Board of Trustees, will
determine whether restricted securities are
illiquid (that is, not readily marketable)
and thus subject to the Fund's limit of
investing no more than 10% of its Managed
Assets in illiquid securities. Investments
in restricted securities could have the
effect of increasing the amount of the
Fund's assets invested in illiquid
securities if qualified institutional buyers
are unwilling to purchase these securities.
Illiquid and restricted securities may be
difficult to dispose of at a fair price at
the times when the Fund believes it is
desirable to do so. The market price of
illiquid and restricted securities generally
is more volatile than that of more liquid
securities, which may adversely affect the
price that the Fund pays for or recovers
upon the sale of such securities. Illiquid
and restricted securities are also more
difficult to value and the Sub-Adviser's
judgment may play a greater role in the
valuation process. Investment of the Fund's
assets in illiquid and restricted securities
may restrict the Fund's ability to take
advantage of market opportunities. The risks
associated with illiquid and restricted
securities may be particularly acute in
situations in which the Fund's operations
require cash and could result in the Fund
borrowing to meet its short-term needs or
incurring losses on the sale of illiquid or
restricted securities. In order to dispose
of an unregistered security, the Fund, where
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it has contractual rights to do so, may have
to cause such security to be registered. A
considerable period may elapse between the
time the decision is made to sell the
security and the time the security is
registered, therefore enabling the Fund to
sell it. Contractual restrictions on the
resale of securities vary in length and
scope and are generally the result of a
negotiation between the issuer and acquiror
of the securities. In either case, the Fund
would bear market risks during that period.

Portfolio Turnover Risk. The Fund's annual
portfolio turnover rate may vary greatly
from year to year. Although the Fund cannot
accurately predict its annual portfolio
turnover rate, it is not expected to exceed
100% under normal circumstances. However,
portfolio turnover rate is not considered a
limiting factor in the execution of
investment decisions for the Fund. High
portfolio turnover may result in the Fund's
recognition of gains that will be taxable as
ordinary income to the Fund. A high
portfolio turnover may increase the Fund's
current and accumulated earnings and
profits, resulting in a greater portion of
the Fund's distributions being treated as a
dividend for U.S. federal income tax
purposes to the Fund's Common Shareholders.
In addition, a higher portfolio turnover
rate results in correspondingly greater
brokerage commissions and other
transactional expenses that are borne by the
Fund. See "The Fund's Investments-—-—
Investment Practices—--Portfolio Turnover"
and "Tax Matters."

Market Disruption Risk. The terrorist
attacks in the United States on September
11, 2001 had a disruptive effect on the
securities markets. The ongoing U.S.
military and related action in Irag and
events in the Middle East, as well as the
continuing threat of terrorist attacks,
could have significant adverse effects on
the U.S. economy, the stock market and world
economies and markets generally. The Fund
cannot predict the effects of similar events
in the future on the U.S. and world
economies, the value of the Common Shares or
the NAV of the Fund.

Certain Affiliations. Certain broker-dealers
may be considered to be affiliated persons
of the Fund or First Trust Advisors. Absent
an exemption from the Securities and
Exchange Commission or other regulatory
relief, the Fund is generally precluded from
effecting certain principal transactions
with affiliated brokers, and its ability to
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utilize affiliated brokers for agency
transactions is subject to restrictions.
This could limit the Fund's ability to
engage in securities transactions and take
advantage of market opportunities. In
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addition, until the underwriting syndicate
is broken in connection with the initial
public offering of the Common Shares, the
Fund will be precluded from effecting
principal transactions with brokers who are
members of the syndicate.

Anti-Takeover Provisions. The Fund's
Declaration of Trust includes provisions
that could limit the ability of other
entities or persons to acquire control of
the Fund or convert the Fund to open-end
status. These provisions could have the
effect of depriving the Common Shareholders
of opportunities to sell their Common Shares
at a premium over the then current market
price of the Common Shares. See "Certain
Provisions in the Declaration of Trust" and
"Risks—--Anti-Takeover Provisions."

Secondary Market for the Fund's Shares. The
issuance of Common Shares through the Fund's
Dividend Reinvestment Plan may have an
adverse effect on the secondary market for
the Fund's Common Shares. The increase in
the number of outstanding Common Shares
resulting from issuances pursuant to the
Fund's Dividend Reinvestment Plan and the
discount to the market price at which such
Common Shares may be issued, may put
downward pressure on the market price for
the Common Shares. Common Shares will not be
issued pursuant to the Fund's Dividend
Reinvestment Plan at any time when Common
Shares are trading at a lower price than the
Fund's NAV per Common Share. When the Fund's
Common Shares are trading at a premium, the
Fund may also issue Common Shares that may
be sold through private transactions
effected on the NYSE or through
broker-dealers. The increase in the number
of outstanding Common Shares resulting from
these offerings may put downward pressure on
the market price for Common Shares.

—14-

SUMMARY OF FUND EXPENSES

The following table assumes the use of leverage in the form of reverse
repurchase agreements in an amount equal to 331/3% of the Fund's Managed Assets
(after their utilization), and shows Fund expenses as a percentage of net assets



Edgar Filing: FIRST TRUST/FIDAC MORTGAGE INCOME FUND - Form 497

attributable to Common Shares. The "Other expenses" shown in the table and
related footnotes are based on estimated amounts.

Shareholder Transaction Expenses
Sales load paid by you (as a percentage of offering price) .....c.c.iiiiiiiiiiineennn.
Offering expenses borne by the Fund (as a percentage of offering price)..............
Offering expenses of reverse repurchase agreements expected to be borne
by the Fund (as a percentage of offering pPrice) . ...ttt ittt eeeeeennenns
Dividend Reinvestment Plan fees. ...ttt ittt ittt ettt enn

Percentage c
Attributable t
(Assumes Reve

Agreements

Annual Expenses
Management £eES (4) (6) v vttt i i i ittt ittt et ae et eeaeeeeeeeeneeeeeeeeaaeeeeneens 1.49%
Interest payments on borrowed fUNAS. . ...ttt ittt ittt ettt eeaeeeeeeeenneeeens 1.50%
L@l T D oY o = .46%
TOLAl ANNUAL EX OIS S e v vt e e e e e ettt a e e e e e e e eeeeeeeeeeeeeeeeeeeeaeeeeeeeenneeeens 3.45%

* Assuming the Fund utilizes leverage in the form of reverse repurchase
agreements, there are no offering expenses associated with the use of
reverse repurchase agreements.

The purpose of the table above and the example below is to help you
understand all fees and expenses that you, as a holder of Common Shares, would
bear directly or indirectly. The expenses shown in the table under "Other
expenses" and "Total annual expenses" are based on estimated amounts for the
Fund's first full year of operations and assume that the Fund issues
approximately 5,000,000 Common Shares. If the Fund issues fewer Common Shares,
all other things being equal, these expenses would increase. See "Management of
the Fund" and "Dividend Reinvestment Plan."

The following example illustrates the expenses (including the sales load of
$45 and estimated offering expenses of this offering of $2) that you would pay
on a $1,000 investment in Common Shares, assuming (1) total net annual expenses
of 3.45% of net assets attributable to Common Shares and (2) a 5% annual
return*:

1 Year 3 Years 5 Years 10 Years

* The example should not be considered a representation of future expenses.
Actual expenses may be greater or less than those shown. The example
assumes that the estimated "Other expenses" set forth in the Annual
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Expenses table are accurate and that all dividends and distributions are
reinvested at net asset value. Moreover, the Fund's actual rate of return
may be greater or less than the hypothetical 5% return shown in the
example. In the event that the Fund does not utilize any leverage, an
investor would pay the following expenses based on the assumptions in the
example: one year, $61; three years, $89; five years, $120; and ten years,
$207.
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THE FUND

The Fund is a newly organized, diversified, closed-end management
investment company registered under the Investment Company Act of 1940, as

amended (the "1940 Act"). The Fund was organized on February 22, 2005 as a
Massachusetts business trust pursuant to a Declaration of Trust (the
"Declaration of Trust"). As a newly organized entity, the Fund has no operating

history. The Fund's principal office is located at 1001 Warrenville Road, Suite
300, Lisle, Illinois 60532, and its telephone number is (630) 241-4141.
Investment in the Fund involves certain risks and special considerations,
including risks associated with the Fund's use of leverage.

See "Risks."

USE OF PROCEEDS

The net proceeds of the offering of Common Shares will be approximately
$76,240,000 ($87,676,000 if the Underwriters exercise the overallotment option
in full) after payment of the estimated offering costs. The Adviser has agreed
to pay (i) all organizational expenses and (ii) all offering costs of the Fund
(other than sales load, but including a partial reimbursement of certain
underwriter expenses) that exceed .2% (or $.04 per Common Share) of the Fund's
offering price. The Sub-Adviser has agreed to reimburse the Adviser for the
lesser of (i) $100,000 or (ii) of such organizational expenses and offering
costs of the Fund that exceed .2% (or $.04 per Common Share) of the Fund's
offering price. The Fund will invest the net proceeds of the offering in
accordance with the Fund's investment objectives and policies as stated below.
The Fund expects it will be able to invest substantially all of the net proceeds
in securities that meet the Fund's investment objectives and policies within two
months after the completion of the offering. Pending such investment, it is
anticipated that the proceeds will be invested in cash or cash equivalents.

THE FUND'S INVESTMENTS

Investment Objectives and Policies

The Fund's primary investment objective is to seek a high level of current
income. As a secondary objective, the Fund will seek to preserve capital. The
Fund will pursue its objectives by investing primarily in MBS that, in the
opinion of the Fund's Sub- Adviser, offer an attractive combination of credit
quality, yield and maturity. There can be no assurance that the Fund's
investment objectives will be achieved.

The Fund's investment objectives and the investment restrictions listed in
the SAI are considered fundamental and may not be changed without approval by
holders of a majority of the outstanding voting securities of the Fund, as
defined in the 1940 Act, which includes Common Shares and Preferred Shares, if
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any, voting together as a single class, and the holders of the outstanding
Preferred Shares voting as a single class. The remainder of the Fund's
investment policies, including its investment strategy, are considered
non-fundamental and may be changed by the Board of Trustees without shareholder
approval, provided that shareholders receive at least 60 days prior written
notice of any change. As defined in the 1940 Act, when used with respect to
particular shares of the Fund, a "majority of the outstanding" shares means (i)
67% or more of the shares present at a meeting, if the holders of more than 50%
of the shares are present or represented by proxy, or (ii) more than 50% of the
shares, whichever is less.

Investment Philosophy and Process

Under normal market conditions, the Fund will invest substantially all of
its Managed Assets in a diversified portfolio of MBS. The Fund will acquire
investment securities that the Sub-Adviser has the necessary expertise to
evaluate and manage. For example, each individual MBS has a unique cash flow
that can change in different interest rate environments. The Sub-Adviser
believes that future interest rates and mortgage prepayment rates are very
difficult to predict. Therefore, the Sub-Adviser will seek to minimize
prepayment risk by structuring a diversified portfolio with a variety of
prepayment characteristics and through other means which it believes will
provide acceptable returns over a broad range of interest rate and prepayment
scenarios.

Unlike most fixed-income products, MBS are sold and traded based on the
anticipated average life of the security rather than the stated maturity. The
average life 1is the average number of years that each dollar of unpaid principal
due on the security remains outstanding. If prepayment rates are faster than
expected (typical in declining rate environments), the average life of the
security will be shorter than the original estimate. If prepayment rates are
slower (typical in rising rate environments), the security's average life will
be extended. The total return of a MBS is highly dependent on the underlying
cash flows which determine the average life. Constructing a diversified MBS
portfolio means exposure to securities that can benefit from both increasing and
declining prepayment environments.

In constructing a diversified MBS portfolio, the Sub-Adviser utilizes a
disciplined investment process that identifies assets that it expects will
provide income in a wide range of interest rate environments. The investment
process is designed to consistently evaluate five sources of portfolio
performance: yield curve, duration, prepayment performance, credit and leverage.
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The Sub-Adviser's research process is internally driven and is
predominantly top down in nature. The Sub-Adviser analyzes the fixed-income
market from the perspectives of (1) long-term structural trends, (2) medium-term
bond market valuations and (3) short-term tactical views.

Generally, the Sub-Adviser views long-term structural trends as being
driven by an understanding of demographics, political systems/cycles, fiscal
sustainability, international trade, capital market structures, global growth
rates and regulatory regimes. The Sub-Adviser believes these factors influence
the demand/supply for capital, and therefore have a structural impact on
long-term yield patterns. Opportunities are identified by comparative sector
analysis, determining which sectors are likely to benefit or suffer as economic
and political cycles change.

The Sub-Adviser examines medium-term bond market valuations in order to
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judge whether they are consistent with economic and political environments, and
how they are likely to change in the context of the Sub-Adviser's forecasts over
a three to 12 month period. This analysis determines the overall composition of
the Fund's portfolio.

The Sub-Adviser determines tactical views through continuous monitoring of
market developments. Relative value, cash flow analysis, market positioning
intelligence and portfolio flow data are used to determine the timing,
implementation and scale of positions suggested by the Sub-Adviser's strategic
views.

Underlying the investment process is consistent risk management and stress
testing of the portfolio using risk modeling and attribution techniques.
Quantitative techniques are used to identify and test market observations and
are a tool to assist in portfolio construction.

The Sub-Adviser's investment team follows a disciplined investment process
that applies daily information flow into portfolio construction, liability
management and risk management. The process is designed to highlight investment
opportunities that provide current income and capital protection across the MBS
market, and the underlying philosophy is to invest in a "balanced portfolio"
that provides income in a wide range of market environments.

Mortgage cash flow characteristics can vary greatly between different
securities. The building block for an investment decision is to gauge prepayment
exposure by examining such underlying loan characteristics as geographic
information, servicer information, FICO credit scores (developed by Fair Isaac &
Co.), loan balance and prepayment penalties.

Although analysis focuses on portfolio cash flow, there are other factors
(such as interest rates, swap spreads, currency moves and risk appetite
indicators) that will also contribute to performance irrespective of underlying
yield performance. The portfolio is constructed to reflect the Sub-Adviser's
investment team's views, and in a manner to optimize returns according to market
conditions. Each investment idea is monitored on a daily basis using risk
modeling and attribution techniques to determine that the risk/reward ratio is
acceptable.

Portfolio Composition

The Fund's portfolio will be composed principally of the following
investments. A more detailed description of the Fund's investment policies and
restrictions and more detailed information about the Fund's portfolio
investments are contained in the SATI.

Under normal market conditions, the Fund will invest at least 80% of its
Managed Assets in MBS. In addition, the Fund may invest up to 20% of its Managed
Assets in U.S. government securities, or cash or other short-term instruments
and may invest up to 10% of its Managed Assets in Other MBS. Under normal market
conditions, the Fund will be fully invested in MBS and Other MBS.

The Fund will invest all of its Managed Assets in securities that at the
time of investment are investment grade quality. The Fund will only invest in

securities which are:

o issued or guaranteed by the U.S. government or any agency or
instrumentality thereof;

o rated within the three highest investment grades by at least one rating
agency (A/A2 or better by Moody's, S&P or Fitch); or

o unrated but judged to be of comparable quality by the Sub-Adviser.
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The MBS in which the Fund may invest include those with fixed, floating or
variable interest rates, those with interest rates that change based on
multiples of changes in a specified index of interest rates and those with
interest rates that change inversely to changes in interest rates, as well as
those that do not bear interest. The Fund will not invest in corporate bonds,
other than those primarily secured by interests in real estate.
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The Fund will attempt to reduce portfolio prepayment risk by investing in
MBS, such as certain Non-Agency RMBS, whose returns may be enhanced by faster
prepayments, and also by investing in MBS, such as certain Agency MBS, whose
returns may be enhanced by slower prepayments. The Fund may invest a portion of
its Managed Assets in subordinated classes of MBS, including Non-Agency RMBS and
CMBS.

MBS Expected Average Maturity and Stated Final Maturity. The stated final
maturity of MBS or Other MBS often corresponds to the last scheduled payment of
the longest maturity individual loan in the underlying pool of assets. The
expected average maturity of MBS or Other MBS, often referred to as "weighted
average life," depends upon the expected timing of all the return of principal
from the security, which in turn depends upon assumptions regarding the expected
cash flow from the underlying pool, including scheduled principal, prepayments
and other factors that may affect cash flow.

The discussion below describes the principal categories of securities in
which the Fund intends to invest.

Agency MBS. Agency MBS are securities that represent participations in, are
secured by or payable from, mortgage loans secured by real residential property.
Agency MBS include the following:

o Agency Mortgage Pass-through Certificates. The agency mortgage
pass—-through certificates in which the Fund will invest include those
issued or guaranteed by GNMA, FNMA and/or FHLMC.

These mortgage pass-through certificates provide for the pass-through
to investors of their pro rata share of monthly payments (including any
prepayments) made by the individual borrowers on the pooled mortgage
loans, net of any fees paid to the guarantor of such securities and the
servicer of the underlying loans. GNMA, FNMA and FHLMC guarantee timely
distributions of interest and principal to shareholders.

GNMA is a wholly-owned corporate instrumentality of the U.S. Department
of Housing and Urban Development. The full faith and credit of the U.S.
government is pledged to payment of all amounts that may be required to
be paid under GNMA's guaranty. FNMA and FHLMC are federally chartered
and privately owned corporations created pursuant to the Federal
National Mortgage Association Charter Act of 1938 and the Emergency
Home Finance Act of 1970, respectively. The obligations of FNMA and
FHLMC are obligations solely of those respective corporations, and are
not backed by the full faith and credit of the U.S. government.

o Agency Collateralized Mortgage Obligations. Agency CMOs are debt
obligations issued by GNMA, FNMA or FHLMC. CMOs are backed by mortgage
pass—-through certificates (discussed above) and are evidenced by a
series of bonds or certificates issued in multiple "classes." The
principal and interest on the underlying mortgage assets may be
allocated among the several classes of a series of CMOs in many ways.

In a CMO, a series of bonds or certificates are issued in multiple
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classes. Each class of CMOs, often referred to as a "tranche," is
issued at a specific coupon rate and has a stated maturity or final
distribution date. Principal prepayments on collateral underlying a CMO
may cause 1t to be retired substantially earlier than the stated
maturities or final distribution dates. The principal and interest on
the underlying mortgages may be allocated among the several tranches of
a series of a CMO in many ways. As a result of this allocation process,
certain tranches of a CMO may have more predictable cash flows, while
the cash flows of other tranches may be less predictable. CMO tranches
with less predictable cash flows will generally exhibit more volatile
market prices and yields. One or more tranches of a CMO may have coupon
rates which reset periodically at a specified increment over an index,
such as LIBOR (or sometimes more than one index). These floating rate
CMOs typically are issued with lifetime caps on the coupon rate
thereon. The Fund also may invest in inverse floating rate CMOs.
Inverse floating rate CMOs constitute a tranche of a CMO with a coupon
rate that moves in the reverse direction to an applicable interest rate
such as LIBOR. Accordingly, the coupon rate thereon will increase as
interest rates decrease. Inverse floating rate CMOs are typically more
volatile than fixed or floating rate tranches of CMOs. Many inverse
floating rate CMOs have coupons that move inversely to a multiple of
the applicable indexes. The effect of the coupon varying inversely to a
multiple of an applicable index creates a leverage situation. Inverse
floating rate CMOs based on multiples of a stated index are designed to
be highly sensitive to changes in interest rates and can subject the
holders thereof to extreme reductions of yield and loss of principal.
The markets for inverse floating rate CMOs with highly leveraged
characteristics at times may be very thin.

Agency CMOs issued after 1991 have generally elected to be treated, for
federal income tax purposes, as a Real Estate Mortgage Investment
Conduit (a "REMIC"). A Non-Agency issuer of CMOs issued after 1991 must
elect to be treated as a REMIC or it will be taxable as a corporation
under rules regarding taxable mortgage pools.

o Stripped Mortgage-Backed Securities. The Fund also may invest in
stripped mortgage-backed securities ("Stripped Mortgage-Backed
Securities"). Stripped Mortgage-Backed Securities are created by

segregating the cash flows from underlying mortgage loans or mortgage
securities to create two or more new securities, each with a specified
percentage of the underlying security's principal or interest payments.
Mortgage securities may be partially stripped so that each investor
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class receives some interest and some principal. When securities are
completely stripped, however, all of the interest is distributed to
holders of one type of securities, known as an interest-only or IO
security, and all of the principal is distributed to holders of another
type of security known as a principal-only or PO security. Strips can
be created in a pass-through structure or as tranches of a CMO. The
yields to maturity on IOs and POs are very sensitive to the rate of
principal payments (including prepayments) on the related underlying
mortgage assets. If the underlying mortgage assets experience greater
than anticipated prepayments of principal, the Fund may not fully
recoup its initial investment in IOs. Conversely, 1if the underlying
mortgage assets experience less than anticipated prepayments of
principal, the yield on POs could be materially and adversely affected.

Non-Agency RMBS. Non-Agency RMBS are debt obligations issued by private

originators or issuers in residential mortgage loans. Non-Agency RMBS generally
are issued as CMOs, and are backed by pools of whole mortgage loans or by
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Non—-Agency RMBS generally are securitized in senior/subordinated
structures, or structured with one or more of the types of credit enhancement
described below under "Credit Support." In senior/subordinated structures, the
senior class investors have greater protection against potential losses on the
underlying mortgage loans or assets than the subordinated class investors, who
assume the first losses if there are defaults on the underlying loans.

CMBS. CMBS are multi-class debt or pass-through or pay-through securities
backed by a mortgage loan or pool of mortgage loans on commercial real estate,
such as industrial and warehouse properties, office buildings, retail space and
shopping malls, multifamily properties, hotels and motels, nursing homes and
medical facilities. Assets underlying CMBS may relate to many properties, only a
few properties, or to a single property. Each commercial mortgage loan that
underlies a CMBS has certain distinct characteristics.

Commercial mortgage loans are sometimes non-amortizing and often not fully
amortizing. At their maturity date, repayment of the remaining principal balance
or "balloon" is due and is repaid through the attainment of an additional loan,
the sale of the property or the contribution of additional capital.

Unlike most single family residential mortgages, commercial real estate
loans often contain provisions that substantially reduce the likelihood that
they will be prepaid. The provisions generally impose significant prepayment
penalties on loans and, in some cases, there may be prohibitions on principal
prepayments for several years following origination.

Changing real estate markets may adversely affect both the value of the
underlying collateral and the borrower's ability to meet contractual
obligations, either of which may lead to delinquencies, defaults, modifications
or foreclosure that in turn may lead to the realization of losses in CMBS.

CMBS have been issued in public and private transactions by a variety of
public and private issuers. The Fund may from time to time purchase CMBS
directly from issuers in negotiated or non-negotiated transactions or from a
holder of such CMBS in the secondary market.

Commercial mortgage securitizations generally are senior/subordinated
structures. The senior class investors have greater protection against potential
losses on the underlying mortgage loans or assets than the subordinated class
investors who take the first loss if there are defaults on the underlying
commercial mortgage loans. Other protections, which may benefit all of the
classes including the subordinated classes, may include issuer guarantees,
additional subordinated securities, cross-collateralization, over-—
collateralization and the equity in the underlying properties.

Other MBS. Other MBS, which will be mortgage-related assets, are
collateralized by pools of assets such as home equity loans and lines of credit.
Other MBS include pools of loans generally secured by property and other forms
of residential dwellings such as manufactured housing and by loans used to
finance the building and establishment of franchise businesses. Other MBS
include securities secured by second liens on residential property, commonly
referred to as "home equity loans" and "home equity lines-of- credit."

Credit Support. Many of the Non-Agency RMBS, CMBS and Other MBS in which
the Fund will invest are issued in a senior/ subordinated structure. In these
structures, the senior class investors have greater protection against potential
losses on the underlying loans or assets than do the subordinated class
investors. In senior/subordinated structures, Non-Agency RMBS, CMBS and Other
MBS are often backed by a pool of assets representing the obligations of a
number of different parties. To lessen the effect of a failure by obligors on
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underlying assets to make payments, such securities may contain elements of
credit support. Such credit support falls into two categories: (1) liquidity
protection and (2) protection against losses resulting from ultimate default by
an obligor on the underlying assets. Liquidity protection generally refers to
the provision of advances, typically by the entity administering the pool of
assets, to ensure that the pass-through of payments due on the underlying pool
occurs in a timely fashion. Protection against losses resulting from ultimate
default enhances the likelihood of ultimate payment of the obligations on at
least a portion of the assets in the pool. Such protection may be provided
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through guarantees, insurance policies or letters of credit obtained by the
issuer or sponsor from third parties (referred to herein as "third party credit
support"), through various means of structuring the transaction or through a
combination of such approaches. The Fund will not pay any additional fees for
such credit support, although the existence of credit support may increase the
price the Fund pays for a security.

U.S. Government Securities. U.S. government securities include issues of
the U.S. Treasury, such as bills, certificates of indebtedness, notes and bonds,
as well as obligations of agencies and instrumentalities of the U.S. government.
U.S. Treasury securities are backed by the full faith and credit of the U.S.
government. Obligations of agencies and instrumentalities of the U.S. government
often are not backed by the full faith and credit of the U.S. government.

Illiquid/Restricted Securities. The Fund may invest up to 10% of its
Managed Assets in securities that, at the time of investment, are illiquid
(determined using the Securities and Exchange Commission's standard applicable
to investment companies, i.e., securities that cannot be disposed of within
seven days in the ordinary course of business at approximately the value at
which the Fund has valued the securities). The Fund may also invest, without
limit, in restricted securities. However, restricted securities determined by
the Sub-Adviser to be illiquid are subject to the limitation set forth above.

Short-Term Debt Securities; Temporary Defensive Position; Invest-Up Period.
During the period in which the net proceeds of the offering of Common Shares are
being invested, or during periods in which the Adviser or Sub-Adviser determines
that it is temporarily unable to follow the Fund's investment strategy or that
it is impractical to do so, the Fund may deviate from its investment strategy
and invest all or any portion of its Managed Assets in cash or cash equivalents.
The Adviser's or Sub-Adviser's determination that it is temporarily unable to
follow the Fund's investment strategy or that it is impractical to do so will
generally occur only in situations in which a market disruption event has
occurred and where trading in the securities selected through application of the
Fund's investment strategy is extremely limited or absent. In such a case,
Common Shares of the Fund may be adversely affected and the Fund may not pursue
or achieve its investment objectives. For a further description of these
temporary investments, see the SAI under "Investment Policies and Techniques."

Investment Practices

Strategic Transactions. The Fund may, but is not required to, use various
Strategic Transactions (1) to seek to reduce interest rate risks arising from
any use of financial leverage, (2) to facilitate portfolio management and (3) to
mitigate risks, including interest rate and credit risks. Strategic Transactions
are generally accepted under modern portfolio management theory and are
regularly used by many mutual funds and other institutional investors. Although
the Sub-Adviser seeks to use such practices to further the Fund's investment
objectives, no assurance can be given that the Sub-Adviser will engage in any of
these practices or that these practices will achieve this result.
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The Fund may purchase and sell derivative instruments such as
exchange-listed and over-the-counter put and call options on securities,
fixed-income and interest rate indices and other financial instruments, purchase
and sell financial futures contracts and options thereon and enter into wvarious
interest rate transactions such as swaps, caps, floors or collars or credit
transactions, total rate of return swap transactions and credit derivative
instruments. The Fund also may purchase derivative instruments that combine
features of these instruments. The Fund generally seeks to use Strategic
Transactions as portfolio management or hedging techniques to protect against
possible adverse changes in the market value of securities held in or to be
purchased for the Fund's portfolio, protect the value of the Fund's portfolio,
facilitate the sale of certain securities for investment purposes, manage the
effective interest rate exposure of the Fund or establish positions in the
derivative markets as a substitute for purchasing or selling particular
securities.

Strategic Transactions have risks, including the imperfect correlation
between the value of such instruments and the underlying assets, the possible
default of the other party to the transactions or illiquidity of the derivative
investments. Furthermore, the ability to successfully use Strategic Transactions
depends on the Sub-Adviser's ability to predict pertinent market movements,
which cannot be assured. Thus, the use of Strategic Transactions may result in
losses greater than if they had not been used, may require the Fund to sell or
purchase portfolio securities at inopportune times or for prices other than
current market values, may limit the amount of appreciation the Fund can realize
on an investment, or may cause the Fund to hold a security that it might
otherwise sell. Additionally, amounts paid by the Fund as premiums and cash or
other assets held in margin accounts with respect to Strategic Transactions are
not otherwise available to the Fund for investment purposes. See
"Risks—-Derivatives Risk" in this prospectus and "Other Investment Policies and
Techniques" in the SAI for further information on Strategic Transactions and
their risks.

Portfolio Turnover. The Fund's annual portfolio turnover rate may vary
greatly from year to year. Although the Fund cannot accurately predict its
annual portfolio turnover rate, it is not expected to exceed 100% under normal
circumstances. Portfolio turnover rate is not considered a limiting factor in
the execution of investment decisions for the Fund. There are no limits on the
rate of portfolio turnover, and investments may be sold without regard to length
of time held when the Fund's investment strategy so dictates. A higher portfolio
turnover rate results in correspondingly greater brokerage commissions and other
transactional expenses that are borne by the Fund. High portfolio turnover may
result in the realization of net short-term capital gains by the Fund which,
when distributed to Common Shareholders, will be taxable as ordinary income. See
"Tax Matters."
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BORROWINGS AND PREFERRED SHARES

The Fund anticipates that under current market conditions it will issue
Leverage Instruments in an aggregate amount of up to 331/3% of its Managed
Assets, after such issuance and/or borrowings, approximately two months after
the completion of this offering. Any use of Leverage Instruments by the Fund
will, however, be consistent with the provisions of the 1940 Act. The Fund
intends to utilize leverage primarily through the use of reverse repurchase
agreements. A reverse repurchase agreement, although structured as a sale and
repurchase obligation, acts as a financing under which the Fund will effectively
pledge its securities as collateral to secure a short-term loan. Generally, the
other party to the agreement makes the loan in an amount equal to a percentage
of the market value of the pledged collateral. At the maturity of the reverse
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repurchase agreement, the Fund will be required to repay the loan and
correspondingly receive back its collateral. While used as collateral, the
securities continue to pay principal and interest which are for the benefit of
the Fund. The Fund may borrow from banks and other financial institutions.

Any Leverage Instruments would have complete priority upon distribution of
the Fund's assets over Common Shares. The issuance of Leverage Instruments would
leverage the Common Shares. Although the timing and other terms of the offering
of Leverage Instruments and the terms of the Leverage Instruments would be
determined by the Fund's Board of Trustees, the Fund expects to invest the
proceeds derived from any Leverage Instrument offering in securities consistent
with the Fund's investment objectives and policies. If Preferred Shares are
issued, they would pay adjustable rate dividends based on shorter-term interest
rates, which would be redetermined periodically by an auction process. The
adjustment period for Preferred Share dividends could be as short as one day or
as long as a year or more. So long as the Fund's portfolio is invested in
securities that provide a higher rate of return than the dividend rate or
interest rate of the Leverage Instruments, after taking expenses into
consideration, the leverage will cause Common Shareholders to receive a higher
rate of income than if the Fund were not leveraged.

Leverage creates risk for the Common Shareholders, including the likelihood
of greater volatility of NAV and market price of the Common Shares, and the risk
that fluctuations in interest rates on reverse repurchase agreements, borrowings
and debt or in the dividend rates on any Preferred Shares may affect the return
to the Common Shareholders or will result in fluctuations in the dividends paid
on the Common Shares. To the extent total return exceeds the cost of leverage,
the Fund's return will be greater than if leverage had not been used.
Conversely, if the total return derived from securities purchased with funds
received from the use of leverage is less than the cost of leverage, the Fund's
return will be less than if leverage had not been used, and therefore the amount
available for distribution to Common Shareholders as dividends and other
distributions will be reduced. In the latter case, the Sub-Adviser in its best
judgment nevertheless may determine to maintain the Fund's leveraged position if
it expects that the benefits to the Fund's Common Shareholders of maintaining
the leveraged position will outweigh the current reduced return. Under normal
market conditions, the Fund anticipates that it will be able to invest the
proceeds from leverage at a higher rate than the costs of leverage, which would
enhance returns to Common Shareholders. The fees paid to the Adviser (and by the
Adviser to the Sub-Adviser) will be calculated on the basis of the Managed
Assets including proceeds from reverse repurchase agreements and other
borrowings for leverage and the issuance of Preferred Shares. During periods in
which the Fund is utilizing financial leverage, the investment advisory fee
payable to the Adviser (and by the Adviser to the Sub-Adviser) will be higher
than if the Fund did not utilize a leveraged capital structure. The use of
leverage creates risks and involves special considerations. See "Risks—--Leverage
Risk."

The Fund's Declaration of Trust authorizes the Fund, without prior approval
of the Common Shareholders, to borrow money. In this connection, the Fund may
enter into reverse repurchase agreements, issue notes or other evidence of
indebtedness (including bank borrowings or commercial paper) and may secure any
such borrowings by mortgaging, pledging or otherwise subjecting as security the
Fund's assets. In connection with such borrowing, the Fund may be required to
maintain minimum average balances with the lender or to pay a commitment or
other fee to maintain a line of credit. Any such requirements will increase the
cost of borrowing over the stated interest rate. Under the requirements of the
1940 Act, the Fund, immediately after any such borrowings, must have an "asset
coverage" of at least 300% (331/3% of Managed Assets after borrowings). With
respect to such borrowing, asset coverage means the ratio which the value of the
total assets of the Fund, less all liabilities and indebtedness not represented
by senior securities (as defined in the 1940 Act), bears to the aggregate amount
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of such borrowing represented by senior securities issued by the Fund.

The rights of lenders to the Fund to receive interest on and repayment of
principal of any such borrowings will be senior to those of the Common
Shareholders, and the terms of any such borrowings may contain provisions which
limit certain activities of the Fund, including the payment of dividends to
Common Shareholders in certain circumstances. Further, the 1940 Act does (in
certain circumstances) grant to the lenders to the Fund certain voting rights in
the event of default in the payment of interest on or repayment of principal. In
the event that such provisions would impair the Fund's status as a regulated
investment company under the Internal Revenue Code of 1986, as amended (the
"Code"), the Fund intends to repay the borrowings. Any borrowing will likely be
ranked senior or equal to all other existing and future borrowings of the Fund.

Certain types of borrowings may result in the Fund being subject to
covenants in credit agreements relating to asset coverage and portfolio
composition requirements. The Fund may be subject to certain restrictions on
investments imposed by guidelines of one or more rating agencies, which may
issue ratings for the short-term corporate debt securities or Preferred Shares
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issued by the Fund. These guidelines may impose asset coverage or portfolio
composition requirements that are more stringent than those imposed by the 1940
Act. It is not anticipated that these covenants or guidelines will impede the
Sub-Adviser from managing the Fund's portfolio in accordance with the Fund's
investment objectives and policies.

If Preferred Shares are issued, they would pay adjustable rate dividends
based on shorter-term interest rates, which would be redetermined periodically
by an auction process. The adjustment period for Preferred Shares dividends
could be as short as one day or as long as a year Oor more.

Under the 1940 Act, the Fund is not permitted to issue Preferred Shares
unless immediately after such issuance the value of the Fund's Managed Assets is
at least 200% of the liquidation value of the outstanding Preferred Shares
(i.e., the liquidation value may not exceed 50% of the Fund's Managed Assets).
In addition, the Fund is not permitted to declare any cash dividend or other
distribution on its Common Shares unless, at the time of such declaration, the
value of the Fund's Managed Assets is at least 200% of such liquidation value.
If Preferred Shares are issued, the Fund intends, to the extent possible, to
purchase or redeem Preferred Shares from time to time to the extent necessary in
order to maintain coverage of any Preferred Shares of at least 200%. In
addition, as a condition to obtaining ratings on the Preferred Shares, the terms
of any Preferred Shares issued are expected to include asset coverage
maintenance provisions which will require the redemption of the Preferred Shares
in the event of non-compliance by the Fund and may also prohibit dividends and
other distributions on the Common Shares in such circumstances. In order to meet
redemption requirements, the Fund may have to liquidate portfolio securities.
Such liquidations and redemptions would cause the Fund to incur related
transaction costs and could result in capital losses to the Fund. Prohibitions
on dividends and other distributions on the Common Shares could impair the
Fund's ability to qualify as a regulated investment company under the Code. If
the Fund has Preferred Shares outstanding, two of the Fund's trustees will be
elected by the holders of Preferred Shares as a class. The remaining trustees of
the Fund will be elected by holders of Common Shares and Preferred Shares voting
together as a single class. In the event the Fund failed to pay dividends on
Preferred Shares for two years, holders of Preferred Shares would be entitled to
elect a majority of the trustees of the Fund.

The Fund may also borrow money as a temporary measure for extraordinary or
emergency purposes, including the payment of dividends and the settlement of
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securities transactions which otherwise might require untimely dispositions of
Fund securities.

Effects of Leverage

Assuming that the Leverage Instruments will represent approximately 331/3%
of the Fund's capital and pay dividends or interest at an annual combined
average rate of 3.04%, the income generated by the Fund's portfolio (net of
estimated expenses) must exceed 1.00% in order to cover the dividend or interest
payments specifically related to the Leverage Instruments. Of course, these
numbers are merely estimates used for illustration. Actual dividend or interest
rates on the Leverage Instruments will vary frequently and may be significantly
higher or lower than the rate estimated above.

The following table is furnished in response to requirements of the
Securities and Exchange Commission. It is designed to illustrate the effect of
leverage on Common Share total return, assuming investment portfolio total
returns (comprised of income and changes in the value of securities held in the
Fund's portfolio) of (10%), (5%), 0%, 5% and 10%. These assumed investment
portfolio returns are hypothetical figures and are not necessarily indicative of
the investment portfolio returns experienced or expected to be experienced by
the Fund. See "Risks."

The table further reflects the issuance of reverse repurchase agreements
representing 331/3% of the Fund's capital, net of expenses, and the Fund's
currently projected annual interest rate on its reverse repurchase agreements of
3.04%.

Assumed Portfolio Total Return (Net of Expenses) ..... (10)

Common Share Total Return ..........o.iiiiiennneen.. (16.43) (1.50)%

Common Share total return is composed of two elements: the Common Share
dividends paid by the Fund (the amount of which is largely determined by the net
investment income of the Fund after paying dividends or interest on its Leverage
Instruments) and gains or losses on the value of the securities the Fund owns.
As required by Securities and Exchange Commission rules, the table above assumes
that the Fund is more likely to suffer capital losses than to enjoy capital
appreciation. For example, to assume a total return of 0% the Fund must assume
that the interest it receives on its debt security investments is entirely
offset by losses in the value of those investments.

RISKS
Risk is inherent in all investing. The following discussion summarizes the
principal risks that you should consider before deciding whether to invest in
the Fund. For additional information about the risks associated with investing
in the Fund, see "Additional Information About the Fund's Investments and
Investment Risks" in the SAI.
_22_

No Operating History

The Fund is a newly organized, diversified, closed-end management
investment company with no operating history.

5%
5.97%
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Investment and Market Risk

An investment in Common Shares is subject to investment risk, including the
possible loss of the entire principal amount that you invest. Your investment in
Common Shares represents an indirect investment in the securities owned by the
Fund. The value of these securities, like other market investments, may move up
or down, sometimes rapidly and unpredictably. The value of the securities in
which the Fund invests will affect the value of the Common Shares. Your Common
Shares at any point in time may be worth less than your original investment,
even after taking into account the reinvestment of Fund dividends and
distributions.

Management Risk

The Fund is subject to management risk because it is an actively managed
portfolio. The Adviser and the Sub-Adviser will apply investment techniques and
risk analyses in making investment decisions for the Fund, but there can be no
guarantee that these will produce the desired results.

Credit Risk

Credit risk is the risk that one or more securities in the Fund's portfolio
will (1) decline in price due to deterioration of the issuer's or underlying
pool's financial condition or other events or (2) fail to pay interest or
principal when due. Although the Fund will invest all of its Managed Assets in
investment grade securities, or if unrated, judged to be of comparable quality
by the Sub-Adviser, no assurance can be given that the value of the securities
will not decline.

The Fund may invest a portion of its Managed Assets in subordinated classes
of MBS, including Non-Agency RMBS and CMBS. Such subordinated classes are
subject to a greater degree of non-payment than are senior classes of the same
issuer or Agency MBS. In addition, under certain market conditions, the market
for subordinated classes of MBS may not be as liquid as the market for other
fixed-income securities.

Prepayment Risk

MBS are backed by pools of mortgage loans. The Fund will receive payments
from the payments that are made on these underlying mortgage loans. If borrowers
prepay their mortgage loans at rates that are faster than expected, this results
in prepayments that are faster than expected on the MBS. These faster than
expected prepayments may adversely affect the Fund's profitability, particularly
if the Fund is forced to invest prepayments it receives in lower yielding
securities.

Prepayment rates generally increase when interest rates fall and decrease
when interest rates rise, but changes in prepayment rates are difficult to
predict. Prepayment rates also may be affected by conditions in the housing and
financial markets, general economic conditions and the relative interest rates
on fixed-rate and adjustable-rate mortgage loans.

The Fund may also invest in MBS which are IO securities and PO securities.
An IO security receives some or all of the interest portion of the underlying
collateral and little or no principal. A reference principal value called a
notional value is used to calculate the amount of interest due. IOs are sold at
a deep discount to their notional principal amount. A PO security does not
receive any interest, is priced at a deep discount to its redemption value and
ultimately receives the redemption value. Generally speaking, when interest
rates are falling and prepayment rates are increasing, the value of a PO
security will rise and the value of an IO security will fall. Conversely, when
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interest rates are rising and prepayment rates are decreasing, generally the
value of a PO security will fall and the value of an IO security will rise.

The Fund may also acquire MBS that are less affected by prepayments. For
example, CMOs divide a pool of mortgage loans into multiple tranches that allow
for shifting of prepayment risks from slower-paying tranches to faster-paying
tranches. This is in contrast to pass—-through or pay-through MBS, where all
investors share equally in all payments, including all prepayments. While the
Fund will seek to minimize prepayment risk to the extent practical, the Fund
must balance prepayment risk against other risks and the potential returns of
each investment in selecting investments. No strategy can completely insulate
the Fund from prepayment risk.

Reinvestment Risk

Reinvestment risk is the risk that income from the Fund's portfolio will
decline if the Fund invests the proceeds from matured, traded or called bonds at
market interest rates that are below the Fund portfolio's current earnings rate.
A decline in income could affect the Common Shares' market price or their
overall returns.
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Interest Rate Risk

Interest rate risk is the risk that fixed-income securities will decline in
value because of changes in market interest rates. When market interest rates
rise, the market value of such securities generally will fall. Under current
market conditions, the Fund will primarily invest in securities that pay a fixed
rate of return, therefore the NAV and market price of the Common Shares will
tend to decline if the market interest rates applicable to such investments were
to rise. During periods of rising interest rates, the average life of certain
types of securities may be extended because of slower than expected prepayments.
This may lock in a below market yield, increase the security's duration and
reduce the value of the security. Investments in debt securities with long-term
maturities may experience significant price declines if long-term interest rates
increase. Market interest rates in the United States currently are near
historically low levels. In addition, the Fund may purchase MBS that have a
higher interest rate than the market interest rate at the time. In exchange for
this higher interest rate, the Fund will be required to pay a premium over the
redemption value to acquire the security.

An increase in the interest payments on the Fund's borrowings or dividends
on Preferred Shares relative to the interest it earns on its investment
securities may adversely affect the Fund's profitability. The Fund earns money
based upon the spread between the interest payments it earns on its investment
securities and the interest payments it must make on its borrowings or dividend
payments it must make on its Preferred Shares.

The Fund relies primarily on short-term borrowings to acquire investment
securities with long-term maturities. Accordingly, if short-term interest rates
increase, this may adversely affect its profitability. Some of the investment
securities the Fund may acquire are adjustable-rate securities. This means that
their interest rates may vary over time based upon changes in an objective
index, such as:

o LIBOR. The interest rate that banks in London offer for deposits in
London of U.S. dollars.

o Treasury Rate. A monthly or weekly average yield of benchmark U.S.
Treasury securities, as published by the Federal Reserve Board.
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o CD Rate. The weekly average of secondary market interest rates on
six-month negotiable certificates of deposit, as published by the
Federal Reserve Board.

These indices generally reflect short-term interest rates.

The interest rates on the Fund's borrowings and dividend rates on its
Preferred Shares similarly vary with changes in an objective index.
Nevertheless, the interest rates on the Fund's borrowings and dividend rates on
its Preferred Shares generally adjust more frequently than the interest rates on
its adjustable-rate investment securities. In a period of rising interest rates,
the Fund could experience a decrease in net income or a net loss because the
interest rates on its borrowings and dividend rates on its Preferred Shares
adjust faster than the interest rates on its adjustable-rate investment
securities.

In a period of rising interest rates, the Fund's interest and dividend
payments could increase while the interest it earns on its fixed-rate MBS would
not change. This would adversely affect the Fund's profitability.

While the majority of the Fund's investments are expected initially to
consist of fixed-rate investment securities, the Fund may also invest in
adjustable-rate MBS. The Fund may acquire adjustable-rate investment securities,
which typically are subject to periodic and lifetime interest rate caps.
Periodic interest rate caps limit the amount an interest rate can increase
during any given period. Lifetime interest rate caps limit the amount an
interest rate can increase through maturity of an investment security. The
Fund's borrowings are not subject to similar restrictions. Accordingly, in a
period of rapidly increasing interest rates, the Fund could experience a
decrease in net income or experience a net loss because the interest rates on
its borrowings and Preferred Shares could increase without limitation while the
interest rates on its adjustable-rate investment securities would be limited by
caps. The Fund may also invest in MBS whose interest rates move in a direction
opposite to the changes in the designated index.

Floating Rate CMOs/Inverse Floating Rate CMOs Risk

The Fund may invest in tranches of CMOs which have coupon rates which reset
periodically at a specified increment over an index, such as LIBOR (or sometimes
more than one index). These floating rate CMOs typically are issued with
lifetime caps on the coupon rate thereon. In a falling interest rate
environment, coupon rates on floating rate CMOs will generally fall, adversely
affecting the amount of income received by the Fund as well as the value of the
security. The Fund also may invest in inverse floating rate CMOs. Inverse
floating rate CMOs constitute a tranche of a CMO with a coupon rate that moves
in the reverse direction to an applicable index such as LIBOR. Accordingly, the
coupon rate thereon will increase as interest rates decrease. Inverse floating
rate CMOs are typically more volatile than fixed or floating rate tranches of
CMOs. Many inverse floating rate CMOs have coupons that move inversely to a
multiple of the applicable indexes. The effect of the coupon varying inversely
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to a multiple of an applicable index creates a leverage situation. Inverse
floating rate CMOs based on multiples of a stated index are designed to be
highly sensitive to changes in interest rates and can subject the holders
thereof to extreme reductions of yield and loss of principal. The markets for
inverse floating rate CMOs with highly leveraged characteristics at times may be
very thin.

Tax Risk Relating to Investments in Certain REMICs
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The Fund may acquire residual interests in REMICs. The Fund may be taxable
at the highest corporate income tax rate on a portion of the income arising from
a residual interest in a REMIC that is allocable to the percentage of the Fund's
Common Shares held by "disqualified organizations," which are generally certain
cooperatives, governmental entities and tax—-exempt organizations that are exempt
from unrelated business taxable income. Because this tax would be imposed on the
Fund, all of the Fund's investors, including investors that are not disqualified
organizations, would bear a portion of the tax cost associated with the Fund's
investment in a residual interest in a REMIC. See "Tax Matters."

In addition, if the Fund realizes excess inclusion income and allocates it
to Common Shareholders, this income cannot be offset by net operating losses of
the Common Shareholders. If the Common Shareholder is a tax-exempt entity and
not a disqualified organization, then this income would be fully taxable as
unrelated business taxable income under Section 512 of the Code. If the Common
Shareholder is a foreign person, it would be subject to U.S. federal income tax
withholding on this income without reduction or exemption pursuant to any
otherwise applicable income tax treaty.

Bond Market Risk

The yield spreads of the Fund's portfolio securities, or yield
differentials between the Fund's portfolio securities and Treasury securities
with comparable maturities, may widen, causing the value of the Fund's portfolio
securities to underperform Treasury securities. The amount of public information
available about the MBS and Other MBS in the Fund's portfolio is generally less
than that for corporate equities or bonds, and the investment performance of the
Fund may therefore be more dependent on the analytical capabilities of the
Sub-Adviser than if the Fund were a stock fund or a corporate bond fund.

Economic Sector Risk

Under normal market conditions, the Fund will be fully invested in Agency
MBS, Non-Agency RMBS, CMBS or Other MBS. This may make the Fund more susceptible
to adverse economic, political or regulatory events that affect the value of
real estate, and increase the potential for fluctuation in the net asset value
of the Fund's Common Shares.

Inflation Risk

Inflation risk is the risk that the value of assets or income from
investments will be worth less in the future as inflation decreases the value of
money. As inflation increases, the real value of the Common Shares and
distributions can decline. In addition, during any periods of rising inflation,
the dividend rates or borrowing costs associated with the Fund's use of
financial leverage would likely increase, which would tend to further reduce
returns to Common Shareholders.

U.S. Government Securities Risk

U.S. government securities generally do not involve the credit risks
associated with investments in other types of debt securities, although, as a
result, the yields available from U.S. government securities are generally lower
than the yields available from corporate fixed-income securities. Like other
debt securities, however, the values of U.S. government securities change as
interest rates fluctuate. Fluctuations in the value of portfolio securities will
not affect interest income on existing portfolio securities but will be
reflected in the Fund's net asset value. Since the magnitude of these
fluctuations will generally be greater at times when the Fund's average maturity
is longer, under certain market conditions the Fund may, for temporary defensive
purposes, accept lower current income from short-term investments rather than
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investing in higher yielding long-term securities.
Government Agency Risk

Uncertainties regarding the accounting policies of certain government
agencies, including FNMA and FHLMC, and possible changes in regulatory oversight
and accounting policies of these agencies may adversely affect the credit
quality, availability or investment character of the securities issued by these
agencies. To the extent that legislation or federal regulators that regulate
certain government agencies impose additional requirements or restrictions with
respect to the ability of such institutions to issue securities, particularly in
connection with highly leveraged transactions, the availability of government
agency securities for investment may be adversely affected. Further, such
legislation or regulation could depress the market value of government agency
securities.

_25_
Asset-Backed Securities Risk

Payment of interest and repayment of principal on asset-backed securities
may be largely dependent upon the cash flows generated by the assets backing the
securities and, in certain cases, supported by letters of credit, surety bonds
or other credit enhancements. Asset-backed security values may also be affected
by the creditworthiness of the servicing agent for the pool, the originator of
the loans or receivables or the entities providing the credit enhancement. In
addition, the underlying assets are subject to prepayments that shorten the
securities' weighted average maturity and may lower their return.

Market Discount From Net Asset Value

Shares of closed-end investment companies frequently trade at a discount
from their net asset value. This characteristic is a risk separate and distinct
from the risk that the Fund's NAV could decrease as a result of its investment
activities and may be greater for investors expecting to sell their Common
Shares in a relatively short period following completion of this offering. The
NAV of the Common Shares will be reduced immediately following the offering as a
result of the payment of certain offering costs. Although the value of the
Fund's net assets 1s generally considered by market participants in determining
whether to purchase or sell Common Shares, whether investors will realize gains
or losses upon the sale of the Common Shares will depend entirely upon whether
the market price of the Common Shares at the time of sale is above or below the
investor's purchase price for the Common Shares. Because the market price of the
Common Shares will be determined by factors such as net asset value, dividend
and distribution levels (which are dependent, in part, on expenses), supply of
and demand for the Common Shares, stability of dividends or distributions,
trading volume of the Common Shares, general market and economic conditions and
other factors beyond the control of the Fund, the Fund cannot predict whether
the Common Shares will trade at, below or above NAV or at, below or above the
initial public offering price.

Leverage Risk

The Fund may borrow an amount up to 331/3% (or such other percentage as
permitted by law) of its Managed Assets (including the amounts borrowed pursuant
to reverse repurchase agreements) less all liabilities other than borrowings.
The Fund may also issue Preferred Shares in an amount up to 50% of the Fund's
Managed Assets (including the proceeds from Leverage Instruments). However, the
Fund intends, under normal circumstances, to utilize leverage in an amount up to
331/3% of the Fund's Managed Assets. The Fund intends to leverage its assets
through the use of reverse repurchase agreements. Reverse repurchase agreements,
borrowings and the issuance of Preferred Shares are referred to in this
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prospectus collectively as "leverage." The Fund may leverage its assets for
investment purposes, to finance the repurchase of its Common Shares, and to meet
cash requirements. Although the use of leverage by the Fund may create an
opportunity for increased return for the Common Shares, it also results in
additional risks and can magnify the effect of any losses. If the income and
gains earned on the securities and investments purchased with leverage proceeds
are greater than the cost of the leverage, the Common Shares' return will be
greater than if leverage had not been used. Conversely, 1f the income and gains
from the securities and investments purchased with such proceeds does not cover
the cost of leverage, the return to the Common Shares will be less than if
leverage had not been used. Reverse repurchase agreements are also subject to
the risks that the market value of the securities sold by the Fund may decline
below the price of the securities the Fund is obligated to repurchase, and that
the securities may not be returned to the Fund. There is no assurance that a
leveraging strategy will be successful. Leverage involves risks and special
considerations for Common Shareholders including:

o the likelihood of greater volatility of NAV and market price of the
Common Shares than a comparable portfolio without leverage;

o the risk that fluctuations in interest rates on reverse repurchase
agreements, borrowings and short-term debt or in the dividend rates on
any Preferred Shares that the Fund may pay will reduce the return to
the Common Shareholders or will result in fluctuations in the dividends
paid on the Common Shares;

o the effect of leverage in a declining market, which is likely to cause
a greater decline in the NAV of the Common Shares than if the Fund were
not leveraged, which may result in a greater decline in the market
price of the Common Shares; and

o when the Fund uses financial leverage, the investment advisory fee
payable to the Adviser (and by the Adviser to the Sub-Adviser) will be
higher than if the Fund did not use leverage.

The Sub-Adviser, in its judgment, nevertheless may determine to continue to
use leverage if it expects that the benefits to the Fund's shareholders of
maintaining the leveraged position will outweigh the current reduced return.

The funds borrowed pursuant to a leverage borrowing program (such as a
reverse repurchase agreement, credit line or commercial paper program), oOr
obtained through the issuance of Preferred Shares, constitute a substantial lien
and burden by reason of their prior claim against the income of the Fund and
against the net assets of the Fund in liquidation. The rights of lenders to
receive payments of interest on and repayments of principal on any borrowings
made by the Fund under a leverage borrowing program are senior to the rights of
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Common Shareholders and the holders of Preferred Shares, with respect to the
payment of dividends or upon liquidation. The Fund may not be permitted to
declare dividends or other distributions, including dividends and distributions
with respect to Common Shares or Preferred Shares or purchase Common Shares or
Preferred Shares, unless at the time thereof the Fund meets certain asset
coverage requirements and no event of default exists under any leverage program.
In addition, the Fund may not be permitted to pay dividends on Common Shares
unless all dividends on the Preferred Shares and/or accrued interest on
borrowings have been paid, or set aside for payment. In an event of default
under a leverage borrowing program, the lenders have the right to cause a
liquidation of collateral (i.e., sell securities and other assets of the Fund)
and, if any such default is not cured, the lenders may be able to control the
liquidation as well. Certain types of leverage may result in the Fund being
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subject to covenants relating to asset coverage and Fund composition
requirements. The Fund may be subject to certain restrictions on investments
imposed by guidelines of one or more rating agencies, which may issue ratings
for the Preferred Shares or other leverage securities issued by the Fund. These
guidelines may impose asset coverage or Fund composition requirements that are
more stringent than those imposed by the 1940 Act. The Sub-Adviser does not
believe that these covenants or guidelines will impede it from managing the
Fund's portfolio in accordance with the Fund's investment objectives and
policies.

While the Fund may from time to time consider reducing leverage in response
to actual or anticipated changes in interest rates in an effort to mitigate the
increased volatility of current income and NAV associated with leverage, there
can be no assurance that the Fund will actually reduce leverage in the future or
that any reduction, if undertaken, will benefit the Common Shareholders. Changes
in the future direction of interest rates are very difficult to predict
accurately. If the Fund were to reduce leverage based on a prediction about
future changes to interest rates, and that prediction turned out to be
incorrect, the reduction in leverage would likely operate to reduce the income
and/or total returns to Common Shareholders relative to the circumstance if the
Fund had not reduced leverage. The Fund may decide that this risk outweighs the
likelihood of achieving the desired reduction to volatility in income and Common
Share price if the prediction were to turn out to be correct, and determine not
to reduce leverage as described above.

Interest Rate Transactions Risk

In order to reduce the variability of leverage borrowing costs from
short-term reverse repurchase agreements, the Fund may enter into interest rate
swaps with the effect of fixing net borrowing costs for longer periods of time.

The value of the Fund's interest rate swaps could increase or decrease,
with a corresponding impact on the NAV of the Fund. To the extent there is a
decline in interest rates, the value of the interest rate swap could decrease,
and could result in a decrease in the Fund's NAV. In addition, if the
counterparty to an interest rate swap defaults, the Fund would be obligated to
make the payments that it had intended to avoid. Depending on whether the Fund
would be entitled to receive net payments from the counterparty on the swap,
which in turn would depend on the general state of short-term interest rates and
the returns on the Fund's portfolio securities at that point in time, a default
could adversely affect the NAV of the Common Shares.

Derivatives Risk

Strategic Transactions involve risks, including the imperfect correlation
between the value of such instruments and the underlying assets, the possible
default of the other party to the transaction or illiquidity of the derivative
investments. Furthermore, the ability to successfully use Strategic Transactions
depends on the Sub-Adviser's ability to predict pertinent market movements,
which cannot be assured. Thus, the use of Strategic Transactions may result in
losses greater than if they had not been used, may require the Fund to sell or
purchase portfolio securities at inopportune times or for prices other than
current market values, may limit the amount of appreciation the Fund can realize
on an investment or may cause the Fund to hold a security that it might
otherwise sell. Additionally, amounts paid by the Fund as premiums and cash or
other assets held in margin accounts with respect to Strategic Transactions will
not otherwise be available to the Fund for investment purposes.

There are several risks associated with transactions in options on
securities. For example, there are significant differences between the
securities and options markets that could result in an imperfect correlation
between these markets, causing a given transaction not to achieve its
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objectives. A decision as to whether, when and how to use options involves the
exercise of skill and judgment, and even a well-conceived transaction may be
unsuccessful to some degree because of market behavior or unexpected events.

There are several risks associated with the use of futures contracts and
futures options. The purchase or sale of a futures contract may result in losses
in excess of the amount invested in the futures contract. While the Fund may
enter into futures contracts and options on futures contracts for hedging
purposes, the use of futures contracts and options on futures contracts might
result in a poorer overall performance for the Fund than if it had not engaged
in any such transactions. There may be an imperfect correlation between the
Fund's portfolio holdings and futures contracts or options on futures contracts
entered into by the Fund, which may prevent the Fund from achieving the intended
hedge or expose the Fund to risk of loss. The degree of imperfection of
correlation depends on circumstances such as variations in market demand for
futures, options on futures and their related securities, including technical
influences in futures and futures options trading, and differences between the
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securities markets and the securities underlying the standard contracts
available for trading. Further, the Fund's use of futures contracts and options
on futures contracts to reduce risk involves costs and will be subject to the
Sub-Adviser's ability to correctly predict changes in interest rate
relationships or other factors.

Depending on whether the Fund would be entitled to receive net payments
from the counterparty on a swap or cap, which in turn would depend on the
general state of short-term interest rates at that point in time, a default by a
counterparty could negatively impact the performance of the Common Shares. In
addition, at the time an interest rate swap or cap transaction reaches its
scheduled termination date, there is a risk that the Fund would not be able to
obtain a replacement transaction or that the terms of the replacement would not
be as favorable as on the expiring transaction. If this occurs, it could have a
negative impact on the performance of the Common Shares. If the Fund fails to
maintain any required asset coverage ratios in connection with any use by the
Fund of financial leverage, the Fund may be required to redeem or prepay some oOr
all of the financial leverage. Such redemption or prepayment would likely result
in the Fund seeking to terminate early all or a portion of any swap or cap
transaction. Early termination of a swap could result in a termination payment
by or to the Fund. Early termination of a cap could result in a termination
payment to the Fund. The Fund intends to maintain, in a segregated account, cash
or liquid securities having a value at least equal to the Fund's net payment
obligations under any swap transaction, marked to market daily. The Fund will
not enter into interest rate swap or cap transactions having a notional amount
that exceeds the outstanding amount of the Fund's leverage.

The Fund may purchase credit derivative instruments for the purposes of
hedging the Fund's credit risk exposure to certain issuers of securities that
the Fund owns. For example, the Fund may enter into credit swap default
contracts for hedging purposes where the Fund would be the buyer of such a
contract. The Fund would be entitled to receive the par (or other agreed-upon)
value of a referenced debt obligation from the counterparty to the contract in
the event of a default by a third party, such as a U.S. issuer, on the debt
obligation. In return, the Fund would pay to the counterparty a periodic stream
of payments over the term of the contract provided that no event of default has
occurred. If no default occurs, the Fund would have spent the stream of payments
and received no benefit from the contract.

The use of interest rate swaps and caps is a highly specialized activity

that involves investment techniques and risks different from those associated
with ordinary portfolio security transactions. Depending on market conditions in
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general, the Fund's use of swaps or caps could enhance or harm the overall
performance of the Common Shares. To the extent there is a decline in interest
rates, the value of the interest rate swap or cap could decline, and could
result in a decline in the NAV of the Common Shares. In addition, if short-term
interest rates are lower than the Fund's fixed rate of payment on the interest
rate swap, the swap will reduce Common Share net earnings. If, on the other
hand, short-term interest rates are higher than the fixed rate of payment on the
interest rate swap, the swap will enhance Common Share net earnings. Buying
interest rate caps could decrease the net earnings of the Common Shares in the
event that the premium paid by the Fund to the counterparty exceeds the
additional amount the Fund would have been required to pay had it not entered
into the cap agreement. The Fund has no current intention of selling an interest
rate swap or cap.

Interest rate swaps and caps do not involve the delivery of securities or
other underlying assets or principal. Accordingly, the risk of loss with respect
to interest rate swaps is limited to the net amount of interest payments that
the Fund is contractually obligated to make. If the counterparty defaults, the
Fund would not be able to use the anticipated net receipts under the swap or cap
to offset any declines in the value of the Fund's portfolio assets being hedged.
Depending on whether the Fund would be entitled to receive net payments from the
counterparty on the swap or cap, which in turn would depend on the general state
of the market rates at that point in time, such a default could negatively
impact the performance of the Common Shares.

Illiquid/Restricted Securities Risk

The Fund may invest up to 10% of its Managed Assets in securities that, at
the time of investment, are illiquid (determined using the Securities and
Exchange Commission's standard applicable to investment companies, i.e.,
securities that cannot be disposed of within seven days in the ordinary course
of business at approximately the value at which the Fund has valued the
securities). The Fund may also invest, without limit, in restricted securities.
However, restricted securities determined by the Sub-Adviser to be illiquid are
subject to the limitations set forth above. The Sub-Adviser, under the
supervision of the Board of Trustees, will determine whether restricted
securities are illiquid (that is, not readily marketable) and thus subject to
the Fund's limit of investing no more than 10% of its Managed Assets in illiquid
securities. Investments in restricted securities could have the effect of
increasing the amount of the Fund's assets invested in illiquid securities if
qualified institutional buyers are unwilling to purchase these securities.
Illiguid and restricted securities may be difficult to dispose of at a fair
price at the times when the Fund believes it is desirable to do so. The market
price of illiquid and restricted securities generally is more volatile than that
of more liquid securities, which may adversely affect the price that the Fund
pays for or recovers upon the sale of such securities. Illiquid and restricted
securities are also more difficult to value and the Sub-Adviser's judgment may
play a greater role in the valuation process. Investment of the Fund's assets in
illiquid and restricted securities may restrict the Fund's ability to take
advantage of market opportunities. The risks associated with illiquid and
restricted securities may be particularly acute in situations in which the
Fund's operations require cash and could result in the Fund borrowing to meet
its short-term needs or incurring losses on the sale of illiquid or restricted
securities. In order to dispose of an unregistered security, the Fund, where it
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has contractual rights to do so, may have to cause such security to be
registered. A considerable period may elapse between the time the decision is
made to sell the security and the time the security is registered, therefore
enabling the Fund to sell it. Contractual restrictions on the resale of
securities vary in length and scope and are generally the result of a
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negotiation between the issuer and acquiror of the securities. In either case,
the Fund would bear market risks during that period.

Portfolio Turnover Risk

The Fund's annual portfolio turnover rate may vary greatly from year to
year. Although the Fund cannot accurately predict its annual portfolio turnover
rate, it is not expected to exceed 100% under normal circumstances. However,
portfolio turnover rate is not considered a limiting factor in the execution of
investment decisions for the Fund. High portfolio turnover may result in the
Fund's recognition of gains that will be taxable as ordinary income to the Fund.
A high portfolio turnover may increase the Fund's current and accumulated
earnings and profits, resulting in a greater portion of the Fund's distributions
being treated as a dividend for U.S. federal tax income purposes to the Fund's
Common Shareholders. In addition, a higher portfolio turnover rate results in
correspondingly greater brokerage commissions and other transactional expenses
that are borne by the Fund. See "The Fund's Investments--Investment
Practices—--Portfolio Turnover" and "Tax Matters."

Market Disruption Risk

The terrorist attacks in the United States on September 11, 2001 had a
disruptive effect on the securities markets. The ongoing U.S. military and
related action in Irag and events in the Middle East, as well as the continuing
threat of terrorist attacks, could have significant adverse effects on the U.S.
economy, the stock market and world economies and markets generally. The Fund
cannot predict the effects of similar events in the future on the U.S. and world
economies, the value of the Common Shares or the NAV of the Fund.

Certain Affiliations

Certain broker-dealers may be considered to be affiliated persons of the
Fund or First Trust Advisors. Absent an exemption from the Securities and
Exchange Commission or other regulatory relief, the Fund is generally precluded
from effecting certain principal transactions with affiliated brokers, and its
ability to utilize affiliated brokers for agency transactions is subject to
restrictions. This could limit the Fund's ability to engage in securities
transactions and take advantage of market opportunities. In addition, until the
underwriting syndicate is broken in connection with the initial public offering
of the Common Shares, the Fund will be precluded from effecting principal
transactions with brokers who are members of the syndicate.

Anti-Takeover Provisions

The Fund's Declaration of Trust includes provisions that could limit the
ability of other entities or persons to acquire control of the Fund or convert
the Fund to open-end status. These provisions could have the effect of depriving
the Common Shareholders of opportunities to sell their Common Shares at a
premium over the then current market price of the Common Shares. See "Certain
Provisions in the Declaration of Trust."

Secondary Market for the Fund's Shares

The issuance of Common Shares through the Fund's Dividend Reinvestment Plan
may have an adverse effect on the secondary market for the Fund's Common Shares.
The increase in the number of outstanding Common Shares resulting from issuances
pursuant to the Fund's Dividend Reinvestment Plan and the discount to the market
price at which such Common Shares may be issued, may put downward pressure on
the market price for the Common Shares. Common Shares will not be issued
pursuant to the Fund's Dividend Reinvestment Plan at any time when Common Shares
are trading at a lower price than the Fund's NAV per Common Share. When the
Fund's Common Shares are trading at a premium, the Fund may also issue Common
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Shares that may be sold through private transactions effected on the NYSE or
through broker-dealers. The increase in the number of outstanding Common Shares
resulting from these offerings may put downward pressure on the market price for
Common Shares.

MANAGEMENT OF THE FUND

Trustees and Officers

The Board of Trustees is responsible for the general supervision of the
duties performed by the Adviser and the Sub-Adviser. There are five trustees of
the Fund, one of whom is an "interested person" (as defined in the 1940 Act) and
four of whom are not "interested persons." The names and business addresses of
the trustees and officers of the Fund and their principal occupations and other
affiliations during the past five years are set forth under "Management of the
Fund" in the SAT.

_2 9_
Investment Adviser

First Trust Advisors, 1001 Warrenville Road, Suite 300, Lisle, Illinois
60532, 1is the investment adviser to the Fund and is responsible for selecting
and supervising the Sub-Adviser. First Trust Advisors serves as investment
adviser or portfolio supervisor to investment portfolios with approximately
$17.1 billion in assets which it managed or supervised as of March 31, 2005.

First Trust Advisors is also responsible for the ongoing monitoring of the
Fund's investment portfolio, managing the Fund's business affairs and providing
certain clerical, bookkeeping and other administrative services.

First Trust Advisors, a registered investment adviser, is an Illinois
limited partnership formed in 1991 and an investment adviser registered with the
Securities and Exchange Commission under the Investment Advisers Act of 1940
(the "Advisers Act"). First Trust Advisors is a limited partnership with one
limited partner, Grace Partners of DuPage L.P. ("Grace Partners"), and one
general partner, The Charger Corporation. Grace Partners is a limited
partnership with one general partner, The Charger Corporation, and a number of
limited partners. Grace Partners' and The Charger Corporation's primary business
is investment advisory and broker-dealer services through their interests. The
Charger Corporation is an Illinois corporation controlled by the Robert Donald
Van Kampen family. First Trust Advisors is controlled by Grace Partners and The
Charger Corporation.

For additional information concerning First Trust Advisors, including a
description of the services provided, see "Investment Adviser" in the SATI.

Sub-Adviser

FIDAC, which is a registered investment adviser, will act as Sub-Adviser to
the Fund. FIDAC was formed in 1994, and is located in New York, New York. FIDAC
is a leading fixed-income management company specializing in investing in U.S.
agency mortgage-backed and Treasury securities and managing interest
rate-sensitive strategies. From initially managing investment strategies in
separate managed accounts and its first fund, The U.S. Dollar Floating Rate
Fund, Ltd., FIDAC has grown assets under management to approximately $18.6
billion as of March 31, 2005 through nine investment vehicles distributed in
Latin America, Europe, China, Japan, South Korea, Canada, the United States,
Malta and South Africa. In June of 2004, FIDAC was acquired by Annaly Mortgage
Management, Inc. ("Annaly"), a New York Stock Exchange-listed real estate
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investment trust which, at March 31, 2005, owned and managed a portfolio of
approximately $19.2 billion in residential mortgage-backed securities. The
following is a brief description of the background of the key management
personnel of FIDAC.

There is no one individual primarily responsible for portfolio management
decisions for the Fund. Investments are made under the direction of a team of
FIDAC professionals led by Michael A.J. Farrell, Wellington Denahan-Norris,
Jennifer Karve, James Fortescue, Kristopher Konrad and Rose-Marie Lyght.

Mr. Farrell is the Chief Executive Officer, President and founder of FIDAC
and Chairman, Chief Executive Officer and President of Annaly.

Mrs. Denahan-Norris is the Executive Vice-President and Chief Investment
Officer of FIDAC and Vice Chairman, Chief Investment Officer and founder of
Annaly and has been with both companies since their inception.

Ms. Karve 1is an Executive Vice-President and Senior Portfolio Manager for
FIDAC and Executive Vice-President, Secretary and Senior Portfolio Manager for
Annaly. Ms. Karve joined FIDAC in 1994.

Mr. Fortescue is a Senior Vice-President and Head of Financing for FIDAC
and Annaly. Mr. Fortescue joined FIDAC in 1995.

Mr. Konrad is a Senior Vice-President and Portfolio Manager for FIDAC and
Annaly. Mr. Konrad joined both companies in 1997.

Ms. Lyght is a Senior Vice-President and Portfolio Manager for FIDAC and
Annaly. Ms. Lyght joined both companies in 1999.

The SAI provides additional information about the portfolio managers'
compensation, other accounts managed by the portfolio managers and their
ownership of shares of the Fund.

For additional information concerning FIDAC, including a description of
the services provided, see "Sub-Adviser" in the SAI.

Investment Management Agreement

Pursuant to an investment management agreement between the Adviser and the
Fund (the "Investment Management Agreement"), the Fund has agreed to pay a fee
for the services and facilities provided by the Adviser at the annual rate of
1.00% of Managed Assets.

-30-

For purposes of calculation of the management fee, the Fund's "Managed
Assets" means the average daily gross asset value of the Fund (which includes
assets attributable to the Fund's Preferred Shares, if any, and the principal
amount of borrowings), minus the sum of the Fund's accrued and unpaid dividends
on any outstanding Preferred Shares and accrued liabilities (other than the
principal amount of any borrowings incurred, commercial paper or notes issued by
the Fund) .

In addition to the management fee, the Fund pays all other costs and
expenses of its operations, including the compensation of its trustees (other
than those affiliated with the Adviser), custodian, transfer agency,
administrative, accounting and dividend disbursing expenses, legal fees,
leverage expenses, rating agency fees, listing fees and expenses, expenses of
the independent registered public accounting firm, expenses of repurchasing
Common Shares, expenses of preparing, printing and distributing shareholder
reports, notices, proxy statements and reports to governmental agencies and
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taxes, if any.

The Sub-Adviser receives a portfolio management fee at the annual rate of
.50% of Managed Assets, which is paid by the Adviser out of the Adviser's
management fee.

The Adviser has agreed to pay (i) all organizational expenses and (ii) all
offering costs of the Fund (other than sales load, but including the partial
reimbursement of certain underwriter expenses) that exceed .2% (or $.04 per
Common Share) of the Fund's offering price. The Sub-Adviser has agreed to
reimburse the Adviser the lesser of (i) $100,000 or (ii) one-half of such
organizational expenses and offering costs of the Fund that exceed .2% (or $.04
per Common Share) of the Fund's offering price.

Because the fee paid to the Adviser (and by the Adviser to the Sub-Adviser)
will be calculated on the basis of the Fund's Managed Assets, which include the
proceeds of leverage, the dollar amount of the Adviser's and Sub-Adviser's fees
will be higher (and the Adviser and Sub-Adviser will be benefited to that
extent) when leverage is utilized. In this regard, if the Fund uses leverage in
the amount equal to 331/3% of the Fund's Managed Assets (after the issuance of
leverage), the Fund's management fee would be 1.49% of net assets attributable
to Common Shares. See "Summary of Fund Expenses."

NET ASSET VALUE

The NAV of the Common Shares of the Fund will be computed based upon the
value of the Fund's portfolio securities and other assets. The NAV will be
determined as of the close of regular trading on the New York Stock Exchange
("NYSE") (normally 4:00 p.m. New York City time) on each day the NYSE is open
for trading. The Fund calculates NAV per Common Share by subtracting the Fund's
liabilities (including accrued expenses, dividends payable and all borrowings of
the Fund) and the liquidation value of any outstanding Preferred Shares from the
Fund's Managed Assets (the value of the securities and other investments the
Fund holds plus cash or other assets, including interest accrued but not yet
received) and dividing the result by the total number of Common Shares
outstanding.

The Fund's portfolio securities and other assets will be valued daily in
accordance with valuation procedures adopted by the Board of Trustees.
