
















































































































































































































































































































































































































  

 

201   
 

  

Intermediate Funds’ portfolios. 

     366. UCM bought high-yield structured financial products from far more customers 

than customers to whom it sold these securities; UCM had approximately 350 accounts that 

sold these securities to UCM but only 25-30 accounts to whom UCM sold these securities, 

among which were the Funds. Devaney maintained that he needed only this small number of 

sophisticated buyers to offload his inventory. 

     367. One of UCM’s biggest customers was Defendant Kelsoe, who was described by 

the publication as one of Devaney’s “most valued” customers. The publication identified the 

High Income Fund as one of UCM’s customers and described it as investing “almost 

exclusively in high-yield structured finance products.” 

     368. In another publication (CNNMoney.com,, July 30, 2007), in referring to the 

borrowers whose loans were securitized in the high-yield structured financial products in 

which he dealt, Devaney said, “The consumer has to be an idiot to take on those loans.”  

     369. In mid-June 2007, Devaney told his brokerage customers that there were 10 

forced sellers of the high-yield structured financial instruments in which he was dealing, and 

that he sold to the Funds, for every one buyer. 

F. DEFENDANTS’ MISREPRESENTATIONS AND OMISSIONS 

     370. Defendants herein caused the Funds to misrepresent and/or omit material facts in 

the Funds’ registration statement, as amended from time to time, in connection with the offer 

and sale of the Funds’ shares in violation of the Securities Act of 1933 and in connection with 

the offer to redeem the Funds’ shares in violation of the Securities Exchange Act of 1934 and 

Investment Company Act of 1940. 

 1. High Income Fund  

     371. In connection with the offer and sale of the High Income Fund’s shares during 

the Class Period and the offer to redeem said Fund’s shares during the  Class Period, the De-

fendants made the following explicit or implicit representations in the Fund’s registration 
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statements or amendments thereto, including prospectuses and statements of additional in-

formation, and in annual and semi-annual reports and other documents filed with the SEC 

during the Class Periods and in sales materials and other sources of information for which 

the RMK Defendants and Defendant Company/Funds were responsible: 

(a) The High Income Fund provided the “opportunity for high current income” 

from a broad range of asset classes (see, e.g., sales materials dated June 30, 

2007 and September 30, 2007, ¶ 130); 

(b) The High Income Fund might invest in investment grade, short-term securities 

to achieve liquidity and flexibility (see, e.g., the Fund’s prospectuses dated 

November 1, 2004 and 2005 but this disclosure was not made in the Fund’s 

November 1, 2006 prospectus); 

(c) The High Income Fund provided diversification across multiple fixed income 

asset classes (see, e.g., sales materials dated June 30, 2007 and September 30, 

2007, ¶ 130); 

(d) The High Income Fund provided the “potential for lower NAV volatility than 

typical high-yield funds” (see, e.g., sales materials dated June 30, 2007, ¶ 129); 

(e) The High Income Fund had a “relatively conservative credit posture” that “re-

flect[ed] our goal of higher yields without excessive credit risk” (see, e.g., 

sales materials dated June 30, 2007 and September 30, 2007, ¶ 130); 

(f) The High Income Fund would not invest solely in below-investment grade se-

curities but would “strategically utilize asset-backed securities, mortgage-

backed securities and other structured finance vehicles” (see, e.g., prospectus 

dated November 1, 2006, ¶ 267; sales materials dated June 30, 2007 and Sep-

tember 30, 2007, ¶ 130); 

(g) The High Income Fund’s ability to “acquire a diverse set of assets [asset- and 

mortgage-backed securities] will contribute to higher total returns and a more 
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stable net asset value for the fund than would result from investing in a single 

sector of the debt market such as below investment grade corporate bonds” 

(see, e.g., prospectus dated November 1, 2006, ¶ 267);  

(h) The High Income Fund would not purchase any security if, after the purchase 

thereof, more than 15% of the Fund’s portfolio consisted of illiquid securities 

(see, e.g., Statements of Additional Information dated November 1, 2005 and 

November 1, 2006, ¶¶ 161-62, 168, 170-74, 183); 

(i) The Fund could not invest more than 25% of its net worth in a single industry 

(see, e.g., Statements of Additional Information dated November 1, 2005 and 

November 1, 2006, ¶¶ 273-80);  

(j) The periodically disclosed asset allocations, including the proportion of its in-

vestments in asset- and mortgage-backed securities and other structured financial 

instruments (see, e.g., the Fund’s annual and semi-annual reports dated June 30, 

2004, December 31, 2004, June 30, 2005, December 31, 2005, June 30, 2006, 

December 31, 2006, and June 30, 2007, ¶¶ 273-92); 

(k) The Fund would not use leverage for investment purposes and would borrow 

only in limited circumstances (see, e.g., Statements of Additional Information 

dated November 1, 2005 and November 1, 2006, ¶¶ 293-95);  

(l) The Fund’s published NAVs were a reliable measure of the value of the Fund’s 

net assets (inferred from, inter alia, the Fund’s audited financial statements in its 

annual and semi-annual reports for June 30, 2005, December 31, 2005, June 30, 

2006, December 31, 2006, and June 30, 2007, including PwC’s audit report on 

the annual financial statements therein and the financial highlights published in 

the prospectuses dated November 1, 2004, 2005 and 2006); 

(m) The High Income Fund’s performance could reasonably be compared to the 

Lehman Brothers Ba U.S. High Yield Index and the CSFB High Yield Index, 
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implying the risk of the High Income Fund was approximately that of the two 

high-yield indices and that the Fund’s portfolio composition was approxi-

mately that of the indices, concealing from investors the risk inherent in the 

Funds’ purportedly superior returns (see, e.g., the Fund’s annual and semi-

annual reports dated June 30, 2005, December 31, 2005, June 30, 2006, Decem-

ber 31, 2006, and June 30, 2007, and prospectuses dated November 1, 2004, 

2005 and 2006). 

     372. The representations and disclosures in the preceding paragraph were false or 

misleading in that they painted a picture of the High Income Fund as a fund whose net asset 

value was subject to only limited fluctuations, without the slightest hint of the Fund’s ex-

traordinary exposure to the undisclosed concentration, credit, liquidity and valuation risks 

embedded in the Fund’s portfolio as a result of the Fund investing a far larger portion of its 

assets than did its peers in complex, thinly traded securities of uncertain valuation that could, 

and did, suddenly become unsalable at their estimated values, resulting in precipitous price 

reductions and catastrophic losses, and were otherwise false and misleading for failing to dis-

close the following material facts that Defendants knew, should have known, or were reckless 

in not knowing:  

(a) The “multiple fixed income asset classes” included an extraordinarily heavy 

concentration in complex, thinly traded, structured financial instruments that 

had a history of suddenly becoming unsalable at their estimated valuations and 

that held undisclosed concentration, liquidity, leverage and valuation risks that 

exposed investors in the Fund to a sudden and catastrophic loss as a result of 

changing market sentiments (paragraphs 183-91, 195-305); 

(b) Because of the High Income Fund’s heavy concentration in such financial in-

struments, the Fund was not comparable to other high-yield funds (paragraphs 

127, 146-48, 156, 159-60, 233, 305, 317, 318(d), 399); 
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(c) Contrary to the disclosed representation that the Fund provided the “potential for 

lower NAV volatility than typical high-yield funds,” the High Income Fund’s 

heavy concentration in relatively new, complex, thinly traded structured finan-

cial instruments meant that the Fund provided the undisclosed potential of ex-

traordinarily higher NAV volatility than typical high-yield funds (paragraphs 

127, 146-48, 156, 159-60, 233, 305, 317, 318(d), 399); 

(d) The High Income Fund’s heavy concentration in relatively new thinly traded 

(i.e., illiquid), complex, structured financial instruments meant that the Fund’s 

purported “relatively conservative credit posture” and purported absence of 

“excessive credit risk” did not protect the Fund’s shareholders from the con-

cealed concentration, liquidity and valuation risks embedded in the Fund’s 

portfolio of catastrophic losses as a result of its investments in such instru-

ments (paragraphs 315, 316, 318); 

(e) The High Income Fund’s disclosed “strategic use” of asset-backed securities, 

mortgage-backed securities and other structured finance vehicles to supple-

ment its investments in below-investment grade securities resulted in an undis-

closed extraordinarily heavy concentration in thinly traded (illiquid) securities 

(Id.); 

(f) The High Income Fund’s disclosed “strategic use” of asset- and mortgage-

backed securities and other structured finance vehicles to supplement its in-

vestments in below-investment grade securities resulted in an undisclosed ex-

traordinarily heavy concentration of credit risk (paragraphs 248-66, 273-77, 

280, 283); 

(g) The High Income Fund’s disclosed “strategic use” of relatively new, thinly 

traded, complex, asset-backed securities, mortgage-backed securities and other 

structured financial instruments of uncertain valuation to supplement its in-
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vestments in below-investment grade securities resulted in a portfolio with un-

disclosed extraordinary concentration, liquidity and valuation risks vulnerable 

to precipitous price reductions (paragraphs 315, 316, 318); 

(h) The High Income Fund’s disclosed ability to “acquire a diverse set of assets 

[that] will contribute to higher total returns and a more stable net asset value 

for the fund than would result from investing in a single sector of the debt 

market such as below investment grade corporate bonds” did not, in fact, con-

tribute to a more stable net asset value but to a concealed potentially highly un-

stable net asset value as a result of the Fund’s extraordinarily heavy concentra-

tion in thinly traded structured financial instruments of uncertain valuation 

(Id.); 

(i) The High Income Fund repeatedly purchased illiquid securities when, after the 

purchase thereof, more than 15% of the Fund’s portfolio consisted of illiquid se-

curities, resulting in undisclosed violations of its disclosed investment restriction 

against making such investments (paragraphs 162, 168-215); 

(j) The Fund repeatedly invested more than 25% of its net worth in a single indus-

try, resulting in undisclosed violations of its disclosed investment restriction 

against making such investments (paragraphs 273-77, 280, 283); 

(k) The Fund’s periodically disclosed asset allocation understated the extent to 

which it was invested in a single industry (paragraphs 276-77); 

(l) The Fund’s disclosed asset allocation misrepresented the extent to which the 

Fund was invested in highly risky tranches of asset- and mortgage-backed secu-

rities (paragraphs 284-89, 291-92); 

(m) The Fund employed investment leverage in the form of its investments in the 

low ranking tranches of asset- and mortgage-backed securities, which leverage 

significantly increased the undisclosed risk embedded in the Fund’s portfolio 
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(paragraphs 293-305); 

(n) The Fund’s reported NAVs were not a reliable measure of the value of the 

Fund’s net assets but were merely estimates subject to sudden and precipitous 

reductions because an undisclosed large portion of the Fund’s investments was 

in securities for which market quotations were not readily available and whose 

values had therefore to be estimated based on an undisclosed variety of factors 

that, if disclosed, would have revealed how judgmental, subjective and uncertain 

were the estimated values at which these assets were being carried on the Fund’s 

books and records and reported to the Fund’s shareholders (paragraphs 183-91, 

197-246, 491, 566-75); 

(o) Because the Lehman Brothers Ba U.S. High Yield Index and the CSFB High 

Yield Index included only corporate bonds, the extent to which the composi-

tion of the High Income Fund’s portfolio deviated from the Lehman and CSFB 

indices, and the High Income Fund’s performance could not reasonably be com-

pared to these indices as more than half of the Fund’s portfolio consisted of as-

set-backed and mortgage-backed and other structured securities that were not 

comparable to corporate bonds, the misleading nature of which benchmarks is 

evidenced by the replacement thereof by the High Income Fund’s new man-

ager (HBAM) with the broader Barclays Capital U.S. Corporate High Yield 

Index, formerly known as the Lehman Brothers U.S. Corporate High Yield In-

dex, of which latter index the Lehman Brothers Ba U.S. High Yield Index was 

a more narrowly focused component (paragraphs 308, 317); 

(p) The High Income Fund was run by a portfolio manager, Defendant Kelsoe, who 

applied unorthodox and risky investment strategies resulting in the High Income 

Fund being unlike all the other high-yield funds, with an unique mix of corpo-

rate and asset backed securities for a high yield fund and a performance 
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achieved by investing heavily in the lower tranches of CDOs and asset- and 

mortgage-backed securities ; 

(q) The closure of the High Income Fund to new investors increased the liquidity 

risk of the Fund; 

(r) The risks and omissions identified in paragraphs 197, 226, 258, 332-38. 

     373. Defendant Morgan Management so concentrated the High Income Fund’s 

portfolio in the “asset-backed securities, mortgage-backed securities and other structured fi-

nance vehicles” as to cause the Fund to be so undiversified, and so unlike other high-yield 

mutual funds, that Morgan Keegan now says it is not fair to compare the High Income 

Fund’s performance to other high yield bond funds because the High Income Fund invested 

significantly in structured securities, and other high yield bond funds generally did not. 

2. Intermediate Bond Fund  

     374. In connection with the offer and sale of the Intermediate Fund’s shares during 

the Class Period and the offer to redeem said Fund’s shares during the  Class Period, the De-

fendants made the following representations in the Fund’s registration statements or amend-

ments thereto, including prospectuses and statements of additional information and in annual 

and semi-annual reports and other documents filed with the SEC during all times relevant 

herein and in sales materials and other sources of information for which the RMK Defen-

dants and Defendant Company/Funds were responsible: 

(a) The Intermediate Fund was a bond fund (as represented by its name) that would 

invest primarily in intermediate maturity, investment grade bonds (see e.g.,the 

Fund’s prospectuses dated November 1, 2004, 2005, and 2006, and annual and 

semi-annual reports dated June 30, 2004, December 31, 2004, June 30, 2005, 

December 31, 2005, June 30, 2006, December 31, 2006, and June 30, 2007); 

(b) The Intermediate Fund’s investment objective was a “high level of income by 

investing in intermediate maturity, investment grade bonds [and] . . . . capital 
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growth as a secondary objective when consistent with the fund’s primary ob-

jective” (see e.g.,the Fund’s prospectuses dated November 1, 2004, 2005, and 

2006, and annual and semi-annual reports dated June 30, 2004, December 31, 

2004, June 30, 2005, December 31, 2005, June 30, 2006, December 31, 2006, 

and June 30, 2007); 

(c) For liquidity and flexibility, the Intermediate Fund may invest in investment 

grade, short-term securities (see, e.g., the Fund’s prospectuses dated November 

1, 2004, 2005, 2006); 

(d) The Intermediate Fund provides “a higher level of current income than typical 

money market investments” (see, e.g., sales materials dated December 31, 

2004, December 31, 2005, June 30, 2007, and September 30, 2007, ¶¶ 131, 

134); 

(e) The Intermediate Fund provides a diversified portfolio of mostly investment-

grade debt instruments, with some exposure to below-investment-grade assets 

(see, e.g., sales materials dated December 31, 2005 and September 30, 2007, 

¶¶ 131, 134); 

(f) The Intermediate Fund focuses on “undervalued” and “out-of-favor” sectors 

and securities, “which still have solid credit fundamentals” (see, e.g., sales ma-

terials dated June 30, 2007 and September 30, 2007, ¶ 134); 

(g) Because “the single best way to reduce the risk of any portfolio is through ade-

quate diversification,” the Intermediate Fund’s “portfolio is diversified not 

only with regard to issuer, but also industry, security type and maturity” (see, 

e.g., sales materials dated June 30, 2007 and September 30, 2007, ¶ 134);  

(h) The Intermediate Fund “does not invest in speculative derivatives” (see, e.g., 

sales materials dated December 31, 2005, June 30, 2007 and September 30, 

2007, ¶¶ 132, 134); 
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(i) Like all such fixed income funds, the Intermediate Fund offered “Consistent, 

Periodic Income through a monthly distribution of interest payments. . . . [al-

lowing] investors to more accurately plan investment cash flows and provides 

steady income to those who need it,” recognizing the importance of income to 

investors in the Intermediate Fund (see, e.g., sales literature dated June 30, 

2007 and September 30, 2007); 

(j) The Intermediate Fund “seeks to MINIMIZE RISK” (see, e.g., sales materials 

dated December 31, 2004, December 31, 2005, and June 30, 2007 [emphasis in 

original], ¶ 132);  

(k) The Intermediate Fund would not purchase any security if, after the purchase 

thereof, more than 15% of the Fund’s portfolio consisted of illiquid securities 

(see, e.g., Statements of Additional Information dated November 1, 2005 and 

November 1, 2006, ¶¶ 161-62, 168, 171-77, 183);  

(l) The Intermediate Fund could not invest more than 25% of its net worth in a sin-

gle industry (see, e.g., Statements of Additional Information dated November 1, 

2005 and November 1, 2006, ¶¶ 273-74, 277-80); 

(m) The periodically disclosed asset allocations, including the proportion of its in-

vestments in asset- and mortgage-backed securities and other structured financial 

instruments (see, e.g., annual and semi-annual reports dated June 30, 2004, De-

cember 31, 2004, June 30, 2005, December 31, 2005, June 30, 2006, December 

31, 2006, and June 30, 2007; sales materials dated June 30, 2007); 

(n) The Intermediate Fund would not use leverage for investment purposes and 

would borrow only in limited circumstances (see, e.g., Statements of Additional 

Information dated November 1, 2005 and November 1, 2006, ¶¶ 293-95); 

(o) The Intermediate Fund was for investors whose investment objective is “capital 

preservation” (see, e.g., sales materials dated December 31, 2004, December 
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31, 2005, June 30, 2007, ¶¶ ); 

(p) The Intermediate Fund offered “greater stability in principal value than that of 

long-term bonds” (Id.); 

(q) The Intermediate Fund offered a “diversified portfolio of investment-grade 

debt” (Id.); 

(r) The Intermediate Fund provided “balanced exposure across the investment-

grade spectrum” (see, e.g., sales materials dated June 30, 2007 and September 

30, 2007); 

(s) The Intermediate Fund provided “greater liquidity” enabling investors to “re-

deem any portion of their shares. . . at any time” (see, e.g., sales materials 

dated December 31, 2004, June 30, 2007 and September 30, 2007); 

(t) The Intermediate Fund’s published NAVs were a reliable measure of the value 

of the Fund’s net assets (inferred from, inter alia, the Fund’s audited financial 

statements in its annual and semi-annual reports for June 30, 2005, December 

31, 2005, June 30, 2006, December 31, 2006, and June 30, 2007, including 

PwC’s audit report on the annual financial statements therein and the financial 

highlights published in the prospectuses dated November 1, 2004, 2005 and 

2006); 

(u) The Intermediate Fund’s performance could reasonably be compared to the 

Lehman Brothers Intermediate U. S. Aggregate Index, implying the risk of the 

Intermediate Fund was approximately that of the Lehman index and that the 

Fund’s portfolio composition and relative safety was approximately that of the 

Lehman index (see, e.g., the Fund’s annual and semi-annual reports dated June 

30, 2005, December 31, 2005, June 30, 2006, December 31, 2006, and June 30, 

2007, and prospectuses dated November 1, 2004, 2005 and 2006); 

(v) The Intermediate Fund disclosed in its annual and semi-annual reports as of 
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the following dates the following data regarding the market, credit and interest 

rate risks of its portfolio: 

(1) June 30, 2007: 

• Average credit quality: A 

• Duration: 6.36 years 

• Average effective maturity: 8.48 years 

• 84% of portfolio invested in securities rated investment-grade plus 

7.4% in unrated securities; only 9.1% rated below-investment-grade 

(2) December 31, 2006: 

• Average credit quality: A 

• Duration: 5.59 years 

• Average effective maturity: 7.45 years 

• 80% of portfolio invested in securities rated investment-grade plus 

2.9% in unrated securities; only 17% rated below-investment-grade  

(3) June 30, 2006: 

• Average credit quality: BBB+ 

• Duration: 4.21 years 

• Average effective maturity: 5.62 years 

• 70.5% of portfolio invested in securities rated investment-grade 

plus 0.3% in unrated securities; only 29.2% rated below-

investment-grade 

(4) December 31, 2005: 

• Average credit quality: A- 

• Duration: 3.52 years 

• Average effective maturity: 4.7 years 

• 69% of portfolio invested in securities rated investment-grade plus 
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6.2% in unrated securities; only 24.9% rated below-investment-

grade 

(5) June 30, 2005: 

• Average credit quality: A 

• Duration: 2.36 years 

• Average effective maturity: 3.2 years 

• 70% of portfolio invested in securities rated investment-grade plus 

6.5% in unrated securities; only 23.2% rated below-investment-

grade 

(6) December 31, 2004: 

• Average credit quality: A 

• Duration: 3.32 years 

• Average effective maturity: 5.2 years 

• Percentage of portfolio invested in securities rated investment-

grade, unrated securities, or below-investment-grade not disclosed 

in summary form as above. 

     375. The representations and disclosures in the preceding paragraph were false and 

misleading in that they painted a picture of the Intermediate Fund as a fund whose net asset 

value was subject to only limited fluctuations, without the slightest hint of the Fund’s ex-

traordinary exposure to the undisclosed concentration, credit, liquidity and valuation risks 

lurking in the Fund’s portfolio as a result of the Fund investing a far larger portion of its as-

sets than did its peers in complex, thinly traded structured financial instruments of uncertain 

valuation that had a history of suddenly becoming, and did suddenly become, unsalable at 

their estimated values as a result of shifting market sentiments, resulting in catastrophic 

losses, and were otherwise false and misleading for failing to disclose the following material 

facts that Defendants knew, should have known, or were reckless in not knowing: 
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(a) The Intermediate Fund made extraordinarily heavy investments in complex, 

thinly traded, structured financial instruments that held undisclosed risks, in-

cluding concentration, credit, liquidity, leverage and valuation risks that ex-

posed investors in the Fund to sudden and catastrophic losses as a result of 

changing market sentiments (paragraphs 183-92, 195-305); 

(b) Based on its investment objective, the Intermediate Fund was properly perceived 

as being suitable for investors seeking to preserve their capital, but the Fund was 

not managed in a manner that preserved capital but instead was managed in a 

manner that substantially threatened shareholders’ savings (paragraphs 161-283, 

293-305); 

(c) The Intermediate Fund did not invest in investment grade, short-term securities 

to maintain the Fund’s liquidity and flexibility, or failed to do so in prudent 

amounts, but instead heavily invested in thinly traded, complex, structured fi-

nancial instruments of uncertain valuation that could suddenly become unsal-

able at their estimated values as a result of changing market sentiments (para-

graphs 161-247; 

(d) Regarding the representation that the Intermediate Fund provided a higher level 

of current income than typical money market investments, Defendants falsely 

inferred that the Intermediate Fund provided safety that was comparable to that 

of a money market fund while failing to disclose that its pursuit of such higher 

current income meant heavily investing in highly risky, thinly traded structured 

financial instruments of uncertain valuation (paragraphs 161-283, 293-305); 

(e) Regarding the representation that the Intermediate Fund provided a diversified 

portfolio of mostly investment-grade debt instruments, with some exposure to 

below-investment-grade assets, Defendants failed to disclose the concentra-

tion, credit, liquidity and valuation risks embedded in a portfolio heavily in-
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vested in thinly traded, structured financial instruments of uncertain valuation 

(paragraphs 161-305); 

(f) Regarding the representation that the Intermediate Fund focused on “underval-

ued” and “out-of-favor” sectors and securities, “which still have solid credit 

fundamentals,” Defendants failed to disclose the concentration, credit, liquidity 

and valuation risks embedded in a portfolio heavily invested in thinly traded 

asset- and mortgage-backed securities and other structured financial instru-

ments of uncertain valuation (Id.); 

(g) Regarding the representation that the Intermediate Fund’s “portfolio is diversi-

fied not only with regard to issuer, but also industry, security type and matur-

ity,” the Fund was not diversified as to industry or “security type,” and Defen-

dants failed to disclose the extraordinary concentration, credit, liquidity and 

valuation risks embedded in a portfolio heavily invested in thinly traded, com-

plex asset- and mortgage-backed securities and other structured financial in-

struments of uncertain valuation (Id.); 

(h) Regarding the representation that the Intermediate Fund’s “portfolio is diversi-

fied not only with regard to issuer, but also industry, security type and matur-

ity,” Defendants failed to disclose the extraordinarily heavy concentration of 

credit risk (paragraphs 248-83); 

(i) Regarding the representation that the Intermediate Fund “does not invest in 

speculative derivatives,”  

(1) The Fund in fact did invest in significant amounts of such securities—

e.g., at December 31, 2005, the Fund held interest-only strips (com-

monly viewed as a speculative derivative security) totaling over $32 

million, or 5.8% of the Fund’s total investments, and at June 30, 2006, 

the Fund held almost $20 million in interest-only strips, or almost three 
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percent of the Fund’s total investments; 

(2) The securities in which the Funds invested often included interest rate 

swaps, which are commonly considered derivatives; 

(3) The securities purchased by the Funds included significant investments in 

collateralized debt obligations and collateralized loan obligations, which 

are derivatives, according to Robert Engle, a Nobel laureate in economics 

(“Derivatives Trades Should All Be Transparent,” The Wall Street Jour-

nal, May 15, 2009, p. A13); 

(4) Defendants failed to disclose the risks embedded in a portfolio heavily 

invested in thinly traded securities of uncertain valuation; 

(j) Regarding their recognition that investors in the Intermediate Fund are fixed 

income investors who would rely on the Fund for income, and therefore 

needed their investments to be safe, Defendants failed to disclose the risks 

embedded in a portfolio heavily invested in illiquid securities of uncertain 

valuation and the threat such securities posed to investors’ savings, even 

though the RMK Defendants were warned by the prospectuses for these 

securities that they were not suitable for investors who rely on a stable income 

(paragraphs 161-247, 258(q)); 

(k) Regarding the representation that the Intermediate Fund would not purchase any 

security if, after the purchase thereof, more than 15% of the Fund’s portfolio 

consisted of illiquid securities, the Fund failed to adhere to this limitation and 

failed to disclose its violation of this restriction (paragraphs 161-62, 168-84, 

187-92, 195-215); 

(l) Regarding the representation that the Intermediate Fund could not invest more 

than 25% of its net assets in a single industry, the Fund failed to adhere to this 

limitation and failed to disclose the Fund’s violation of this restriction (para-
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graphs 273-79, 282-83); 

(m) The Fund’s periodically disclosed asset allocations greatly understated the extent 

to which it was invested in mortgage-related securities or in a single industry 

(paragraphs 276-77); 

(n) The Fund’s disclosed asset allocation misrepresented the extent to which the 

Fund was invested in highly risky tranches of asset- and mortgage-backed secu-

rities (paragraphs 284-88, 290-92); 

(o) The Fund employed investment leverage in the form of its investments in the 

low ranking tranches of asset- and mortgage-backed securities, which leverage 

significantly increased the undisclosed risk embedded in the Fund’s portfolio 

(paragraphs 293-305); 

(p) The Intermediate Fund was not for investors whose “investment objective is 

preservation of capital” because of its extraordinarily heavy investments in 

highly risky, complex, thinly traded, structured financial instruments of uncer-

tain valuation  (paragraphs 161-328); 

(q) Regarding the Intermediate Fund’s representation that it provided  “greater sta-

bility in principal value than that of long-term bonds,” the Intermediate Fund 

did not provide such stability, and the Fund failed to disclose that the Fund 

was, as compared with all other bond funds regardless of maturity/duration, 

exposed to the extraordinary concentration, credit, leverage, liquidity and 

valuation risks (Id.); 

(r) Regarding the Intermediate Fund’s representation that it provided a “diversi-

fied portfolio of investment-grade debt,” the Fund did not provide a diversified 

portfolio but, instead, was heavily concentrated in real estate related securities 

(paragraphs 273-83); 

(s) The Intermediate Fund did not provide “balanced exposure across the invest-
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ment-grade spectrum” because it was concentrated in a single industry and the 

Fund’s extraordinarily large investments in thinly traded, complex, structured 

financial instruments of uncertain valuation with extraordinary credit risk ex-

posed the Fund’s investors to a sudden and catastrophic loss as a result of 

changing market sentiments (paragraphs 161-328); 

(t) The Intermediate Fund did not provide “greater liquidity” enabling investors to 

“redeem any portion of their shares. . . at any  time” as the Fund was able to do 

so only by substantially marking down portfolio securities in order to sell them 

to meet redemptions (paragraphs 161-247, 267-72, 323-28); 

(u) In disclosing that the Intermediate Fund “provides steady income to those who 

need it,” the RMK Defendants recognized that many of those who invest in 

funds like the Intermediate Fund need their investments to be safe because 

they are dependent upon them for their income and, accordingly, cannot risk 

principal to the extent that their principal was put at risk by the Fund in the 

way its assets were invested; 

(v) The Intermediate Fund’s reported NAVs were not a reliable measure of the 

value of the Fund’s net assets but were merely estimates subject to sudden and 

precipitous reductions because an undisclosed large portion of the Fund’s in-

vestments was in securities for which market quotations were not readily avail-

able and whose values had therefore to be estimated based on an undisclosed va-

riety of factors that, if disclosed, would have revealed how judgmental, subjec-

tive and uncertain were the estimated values at which these assets were being 

carried on the Fund’s books and records and reported to the Fund’s shareholders 

(paragraphs 183-91, 197-247, 49 566-75); 

(w) Because the Lehman Brothers Intermediate Aggregate U.S. Index was not rep-

resentative of the composition of the Intermediate Fund’s portfolio, the extent 
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to which the Fund’s performance deviated from the Lehman index meant that 

the Fund’s performance could not reasonably be compared to the Lehman index, 

and the use of such index falsely portrayed the Fund’s safety (paragraph 308); 

(x) Because of the Intermediate Fund’s heavy concentration in such financial in-

struments, the Fund was not comparable to other intermediate bond funds (para-

graphs 127, 146, 149-50, 154, 159-60, 233, 308, 312-13, 318(d), 399); 

(y) Regarding the Intermediate Fund’s semi-annual disclosures of the extent to 

which the Fund was exposed to the risks of rising interest rates and borrowers 

that do not repay their loans, the failure to disclose the extraordinary unrelated 

concentration, credit, liquidity and valuation risks inherent in the Fund’s heavy 

investments in thinly traded, complex asset- and mortgage-backed securities of 

uncertain valuation (paragraphs 161-266); 

(z) The Intermediate Bond Fund was run by a portfolio manager, Defendant Kelsoe, 

who applied investment strategies that were unorthodox and far more risky than 

strategies by even high-yield funds; 

(aa) The risks identified in paragraphs 197, 226, 258, 332-40.  

3. Short Term Fund  

     376. In connection with the offer and sale of the Short Term Fund’s shares, during 

the Class Period and the offer to redeem said Fund’s shares during the  Class Period, the De-

fendants made the following representations in the Fund’s registration statements or amend-

ments thereto, including prospectuses and statements of additional information and in annual 

and semi-annual reports and other documents filed with the SEC during all times relevant 

herein and in sales materials and other sources of information for which the RMK Defen-

dants and Defendant Company/Funds were responsible: 

(a) The Short Term Fund was a “fund for investors who seek a high level of cur-

rent income consistent with the preservation of capital” (see, e.g., Fund’s pro-
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spectuses dated November 1, 2005 and November 1, 2006); 

(b) The Short Term Fund’s investment objective was “a high level of current in-

come consistent with preservation of capital” (see, e.g., annual and semi-

annual reports dated June 30, 2005, December 31, 2005, June 30, 2006, De-

cember 31, 2006, and June 30, 2007); 

(c) The Short Term Fund would invest primarily in “one of the four highest catego-

ries” of investment grade bonds (see, e.g., Fund’s prospectuses dated Novem-

ber 1, 2005 and November 1, 2006; sales materials dated June 30, 2007 and 

September 30, 2007); 

(d) The Short Term Fund’s portfolio would “normally maintain a dollar-weighted 

average portfolio maturity of three years or less” in order to “moderate princi-

pal fluctuations” and “thus, provide a more stable net asset value” (see, e.g., 

Fund’s prospectuses dated November 1, 2005 and November 1, 2006; sales 

materials dated June 30, 2007 and September 30, 2007); 

(e) The Short Term Fund represented in November 2005 that it “as a matter of non-

fundamental operating policy, currently does not intend to invest in [restricted] 

securities in the coming year” (see, e.g., Fund’s SAI dated November 1, 2005, 

¶ 163); 

(f) The Short Term Fund, represented in November 2006, that it “will not purchase 

securities for which there is no readily available market . . . . , if immediately 

after and as a result, the value of such securities would exceed, in the aggre-

gate, 15% of the fund’s net assets” (see, e.g., Statements of Additional Informa-

tion dated November 1, 2005 and November 1, 2006, ¶¶ 161-63, 165, 168, 171-

77, 183); 

(g) The Short Term Fund provides a “higher level of current income than typical 

CDs, savings accounts, or money market investments” (see, e.g., sales materials 
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dated June 30, 2007 and September 30, 2007); 

(h) The Short Term Fund provides a “greater stability in principal value than that 

of longer term bonds or bond fund” (see, e.g., sales materials dated June 30, 

2007 and September 30, 2007); 

(i) The Short Term Fund provides a “diversified portfolio of short-term invest-

ment-grade debt securities” (see, e.g., sales materials dated June 30, 2007 and 

September 30, 2007); 

(j) In connection with representing that the “single best way to reduce the risk of 

any portfolio is through adequate diversification,” the Short Term Fund further 

represented that it “is diversified not only with regard to issuer, but also indus-

try, security type and maturity” (see, e.g., sales materials dated September 30, 

2007); 

(k) The Short Term Fund could not invest more than 25% of its net worth in a single 

industry (see, e.g., Statements of Additional Information dated November 1, 

2005 and November 1, 2006, ¶¶ 276-77, 279, 282-83); 

(l) The periodically disclosed asset allocations (see, e.g., the Fund’s annual and 

semi-annual reports dated June 30, 2005, December 31, 2005, June 30, 2006, 

December 31, 2006, and June 30, 2007; sales materials dated June 30, 2007); 

(m) The Short Term Fund’s published NAVs were a reliable measure of the value of 

the Fund’s net assets (inferred from, inter alia, the Fund’s audited financial 

statements in its annual and semi-annual reports for June 30, 2005, December 

31, 2005, June 30, 2006, December 31, 2006, and June 30, 2007, including 

PwC’s audit report on the annual financial statements therein and the financial 

highlights published in the prospectuses dated November 1, 2004, 2005 and 

2006); 

(n) The Short Term Fund’s performance could reasonably be compared to the Leh-
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man Brothers 1-3 Year U.S. Government/Credit Index, implying the risk of the 

Short Term Fund was approximately that of the Lehman index and that the 

Fund’s portfolio composition and relative safety was approximately that of the 

Lehman index (see, e.g., the Fund’s annual and semi-annual reports dated June 

30, 2005, December 31, 2005, June 30, 2006, December 31, 2006, and June 30, 

2007, and prospectuses dated November 1, 2004, 2005 and 2006); 

(o) The Short Term Fund disclosed in its annual and semi-annual reports as of the 

following dates the following data regarding the market, credit and interest rate 

risks of its portfolio: 

(1) June 30, 2007: 

• Average credit quality: A+ 

• Duration: 1.86 years 

• Average effective maturity: 2.48 years 

• 87% of portfolio invested in securities rated investment-grade plus 

7% in unrated securities; only 5.6% rated below-investment-grade 

(2) December 31, 2006: 

• Average credit quality: AA 

• Duration: 1.76 years 

• Average effective maturity: 2.35 years 

• 83% of portfolio invested in securities rated investment-grade plus 

4% in unrated securities; only 13% rated below-investment-grade  

(3) June 30, 2006: 

• Average credit quality: A 

• Duration: 1.47 years 

• Average effective maturity: 1.96 years 

• 73% of portfolio invested in securities rated investment-grade plus 
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5.7% in unrated securities; only 21.7% rated below-investment-

grade 

(4) December 31, 2005: 

• Average credit quality: A 

• Duration: 1.6 years 

• Average effective maturity: 2.14 years 

• 82% of portfolio invested in securities rated investment-grade plus 

3.4% in unrated securities; only 17.5% rated below-investment-

grade 

(5) June 30, 2005: 

• Average credit quality: A 

• Duration: 1.64 years 

• Average effective maturity: 2.2 years 

• Percentage of portfolio invested in securities rated investment-grade, 

unrated, or below-investment-grade not disclosed in summary form 

as above. 

     377. The representations and disclosures in the preceding paragraph were false and 

misleading in that they painted a picture of the Short Term Fund as a safe fund with a stable 

net asset value, without the slightest hint of the Fund’s extraordinary (as compared with all 

other short-term bond funds) exposure to the undisclosed concentration, credit, liquidity and 

valuation risks lurking in the Fund’s portfolio as a result of the Fund investing a far larger 

portion of its assets than did its peers in complex, thinly traded structured financial instru-

ments of uncertain valuation that could, and did, suddenly become unsalable at their esti-

mated values upon changing market sentiments, resulting in extraordinary losses (for a short-

term bond fund), and were otherwise false and misleading for failing to disclose the following 

material facts that Defendants knew, should have known, or were reckless in not knowing: 
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(a) The Short Term Fund was not a “fund for investors who seek a high level of 

current income consistent with the preservation of capital” because of its ex-

traordinarily heavy investments (for a short-term bond fund) in complex, thinly 

traded structured financial instruments of uncertain valuation (paragraphs 161-

91, 194-203, 205, 207-10, 222, 226); 

(b) The Short Term Fund was not managed in accordance with its investment objec-

tive of “a high level of current income consistent with preservation of capital” 

but instead focused solely on high current income without regard to, and in 

fact sacrificed, preservation of capital to achieve income modestly higher than 

other short-term funds (paragraphs 145, 146, 102, 103, 108-10, 249-56, 267-

72, 287); 

(c) The Short Term Fund invested heavily (for a short-term bond fund) in thinly 

traded asset- and mortgage-backed securities and other structured financial 

instruments that held undisclosed concentration, credit, liquidity and valuation 

risks that materialized in 2007 to cause the Fund’s extraordinary (for a short-

term bond fund) loss in NAV (paragraphs 127, 146, 151-52, 158-60, 183, 185-

87, 190, 196-200, 209-10, 233, 249-62, 309-10, 318(d));  

(d) The Short Term Fund did not maintain a portfolio that “moderate[d] principal 

fluctuations” and thus, did not “provide a more stable net asset value” because 

the duration/maturity of its portfolio did not protect it against the concentra-

tion, credit, liquidity and valuation risks imbedded in the thinly traded, com-

plex structured financial instruments of uncertain valuation, which risks mate-

rialized in 2007 to cause the Fund’s extraordinary (for a short-term bond fund) 

loss in NAV (paragraphs 127, 146, 151-52, 158-60, 183, 185-87, 190, 196-200, 

209-10, 232-33, 249-62, 267-72, 310, 318(d)); 

(e) Contrary to its representation in November 2005 that the Short Term Fund “cur-

Case 2:07-cv-02784-SHM-dkv   Document 218    Filed 11/30/09   Page 224 of 404



  

 

225   
 

  

rently does not intend to invest in [restricted] securities in the coming year,” 

the Fund did make such investments in substantial amounts without disclosing 

its change of intent (paragraphs 183, 185-87, 190, 196-200, 209-10); 

(f) Contrary to its representation in November 2006, that it “will not purchase secu-

rities for which there is no readily available market . . ., if immediately after 

and as a result, the value of such securities would exceed, in the aggregate, 

15% of the fund’s net assets,” the Short Term Fund made substantial invest-

ments in securities for which there was no readily available market and pur-

chased such investments when, after the purchase thereof, the Fund held secu-

rities with an aggregate value substantially exceeding 15% of the Fund’s net 

assets, without disclosing its violation of the 15% limitation (paragraphs 183, 

185-87, 190, 194, 196-200, 209-10); 

(g) Regarding the Short Term Fund’s representation that it provided a “higher level 

of current income than typical CDs, savings accounts, or money market in-

vestments,” Defendants inferred that the Short Term Fund provided safety that 

was comparable to that of such universally recognized safe investments and 

failed to disclose that its pursuit of such “higher current income” meant heav-

ily investing in thinly traded, exotic structured financial instruments of uncer-

tain valuation (paragraphs 145, 146, 102, 103, 108-10, 222, 226, 249-56, 287); 

(h) Regarding the Short Term Fund’s representation that it provided  “greater stabil-

ity in principal value than that of longer term bonds or bond fund,” the Fund 

did not provide such stability, and the Fund failed to disclose that the Fund 

was, as compared with all other bond funds regardless of maturity/duration, 

exposed to the extraordinary concentration, liquidity and valuation risks inher-

ent in heavily investing (for a short-term bond fund) in thinly traded, exotic 

structured financial instruments of uncertain valuation (paragraphs 127, 146, 
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151-52, 158-60, 183, 185-87, 190, 196-200, 209-10, 222, 226, 232-33, 249-62, 

267-72, 310, 317(d));; 

(i) Regarding the Short Term Fund’s representation that it provided a “diversified 

portfolio of short-term investment-grade debt securities,” the Fund did not 

provide a diversified portfolio but, instead, heavily concentrated in mortgage-

related securities, exceeding its disclosed 25% limit on investments in a single 

industry (paragraphs 233, 273-92) ; 

(j) Regarding the Short Term Fund’s representation that it “is diversified not only 

with regard to issuer, but also industry, security type and maturity,” the Fund 

was not diversified as to industry or “security type,” and Defendants failed to 

disclose the concentration (for a short-term bond fund) of credit risk and ex-

traordinarily heavy investments (for a short-term bond fund)  in thinly traded, 

exotic structured financial instruments of uncertain valuation (paragraphs 183, 

185-87, 190, 196-200, 209-10, 232, 222, 226, 248-66, 273-92); 

(k) ‘”“Regarding the Short Term Fund’s representation that it was subject to a fun-

damental restriction that prohibited it from investing more than 25% of its net 

worth in a single industry, it failed to adhere to this restriction and failed to dis-

close the Fund’s noncompliance with this fundamental investment restriction 

(paragraphs 271-76, 280, 282); 

(l) The Fund’s periodically disclosed asset allocations understated the extent to 

which the Short Term Fund was invested in mortgage-related securities or in a 

single industry and did not disclose that such concentrations violated the 25% 

limits on investments in a single industry (paragraphs 273-83); 

(m) Regarding the Short Term Fund’s semi-annual disclosures of the extent to 

which the Fund was exposed to the risks of rising interest rates and borrowers 

that do not repay their loans, the failure to disclose the extraordinary (for a 
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short-term bond fund) unrelated concentration, credit, liquidity and valuation 

risks inherent in the Fund’s heavy investments in thinly traded, complex, asset- 

and mortgage-backed securities of uncertain valuation (paragraphs 161-266); 

(n) The Short Term Fund’s reported NAVs were not a reliable measure of the value 

of the Fund’s net assets but were merely estimates subject to sudden and precipi-

tous reductions because an undisclosed large portion of the Fund’s investments 

was in securities for which market quotations were not readily available and 

whose values had therefore to be estimated based on an undisclosed variety of 

factors that, if disclosed, would have revealed how judgmental, subjective and 

uncertain were the estimated values at which these assets were being carried on 

the Fund’s books and records and reported to the Fund’s shareholders (para-

graphs 183-91, 197-246, 493, 567-75); 

(o) Because the Lehman Brothers 1-3 Year U.S. Government/Credit Index was not 

representative of the composition of the Short Term Fund’s portfolio, the ex-

tent to which the Fund’s performance deviated from the Lehman index meant 

that the Fund’s performance could not reasonably be compared to the Lehman 

index and the use of such index falsely portrayed the Fund’s safety (paragraphs 

161-305, 308, 311, 395(h), 399); 

(p) The Short Term Fund was run by a portfolio manager, Defendant Kelsoe, who 

applied investment strategies that were unorthodox and far more risky than 

strategies by even high-yield funds; 

(q) The risks identified in paragraphs 197, 226, 258, 332-40. 

4. The Funds’ Prospectuses Omitted Additional Material Facts 

     378. In addition to the omissions from the Funds’ prospectuses described in para-

graphs 197- 199, 222, 226, 258, 338, 361-62, 364, and 367 above, the Company’s prospec-

tuses, which were distributed to the Funds’ existing and prospective shareholders, did not dis-
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close with respect to one or more of the three Funds the following material facts that Defen-

dants knew, should have known, or were reckless in not knowing: 

(a) The Short Term Fund’s existing comparatively heavy investment for a fund of 

its type in asset- and mortgage-backed securities and in the lower-ranking 

tranches thereof, and intent to continue such comparatively heavy investments, 

and the risks attendant to such an investment strategy (paragraphs 161-305); 

(b) The High Income and Intermediate Funds’ existing heavy investment, and intent 

to continue to heavily invest, in asset- and mortgage-backed securities and in the 

lower-ranking tranches thereof and the risks attendant to such an investment 

strategy (Id.);  

(c) The proportion of the Funds’ respective portfolios invested in asset- and mort-

gage-backed securities and that such proportions were substantially in excess of 

peer funds (paragraphs 284-92, 308). 

(d) Any disclosure of the risks of investing in subordinated securities, in which the 

Funds heavily invested; a generalized description of some of these risks ap-

peared in the Funds’ SAI, which was sent to a shareholder only upon request and 

which was incomplete and misleading for the reasons set forth in paragraphs 

381-82 infra; 

(e) Any disclosure of the risks of investing in illiquid securities, in which the Funds 

heavily invested; a generalized description of some of these risks appeared in the 

Funds’ SAI, which was sent to a shareholder only upon request and which was 

incomplete and misleading for the reasons set forth in paragraphs 383-85 infra. 

5. The Funds’ Misleading Statements of Additional Information 

     379. An SAI, which is sent to a mutual fund’s shareholders only upon request, is not a 

prospectus, which is automatically sent to a mutual fund’s shareholders. 
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(a) Part A of a registered investment company’s registration statement on SEC 

Form N-1A is the prospectus, which includes the information required under 

section 10(a) of the Securities Act of 1933. The prospectus provides essential 

information about the fund in a way that will help investors make informed de-

cisions about whether to purchase the fund’s shares described in the prospec-

tus.  

(b) The SEC instructs registrants, in responding to the Items in Part A of Form N-

1A, to avoid cross-references to the SAI or shareholder reports. 

(c) Part B includes the information required in a fund’s SAI. The purpose of the 

SAI is to provide additional information about the fund that the SEC has con-

cluded is not necessary or appropriate in the public interest or for the protec-

tion of investors to be in the prospectus, but that some investors may find use-

ful.  

(d) Part B affords the fund an opportunity to expand discussions of the matters de-

scribed in the prospectus by including additional information that the fund be-

lieves may be of interest to some investors. 

     380. Defendants made incomplete, limited and misleading disclosures in the Funds’ 

SAIs of the liquidity and other risks regarding the below-investment grade securities in which 

the Funds invested, but not the asset- and mortgage-backed securities and other structured fi-

nancial instruments in which the Funds heavily invested, and which, unlike the below invest-

ment-grade securities in which the Funds’ invested, accounted for most of the Funds’ losses 

(paragraphs 308-16). Such partial, limited and misleading disclosures were irrelevant to the 

real risks of investing in the Funds and misleading because Defendants did not disclose in the 

Funds’ prospectuses, SAIs or selling materials that the asset- and mortgage-backed securities 

and other structured financial instruments in which the Funds heavily invested were likewise:  

(a) Subject to such risks, including liquidity and additional risks (paragraphs 161-
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305);  

(b) Subject to the risk that such instruments are subject to adverse publicity and 

changing investor perceptions and sentiments that are likely to affect the liquid-

ity of such instruments and the ability of pricing services or the Funds’ manage-

ment to value such securities (paragraphs 197, 222, 226);  

(c) Traded in a market that is much thinner and less active than that for more con-

ventional fixed income securities, which can adversely affect the prices of such 

instruments (paragraphs 161-247);  

(d) Because market quotations were not readily available for most, if not all, of such 

securities, subject to “fair value” procedures and involved judgment and signifi-

cant uncertainty, rendering the Funds’ respective NAVs highly uncertain (para-

graphs 197-99, 222, 226);  

(e) Illiquid or exhibited the characteristics of illiquid securities that could suddenly 

become, and had a history of suddenly becoming, unsalable at their estimated 

values before the Funds could sell them at the estimated prices at which they 

were being carried on the Funds’ records (paragraphs 161-215);  

(f) Subject to the value thereof suddenly, and without warning, dropping precipi-

tously, because significantly over half of the High Income and Intermediate 

Funds’ and up to half or more of the Short Term Fund’s respective portfolios 

consisted of securities that exhibited such characteristics (Id.); 

(g) Investments in a single industry in excess of the 25% limit on such investments 

(paragraphs 233, 273-83); and 

(h) Subject to the concentration of credit risk (paragraphs 233, 248-66, 273-83). 

     381. In the Funds’ November 1, 2006 SAI, but not in the Funds’ prospectuses or 

sales materials, the RMK Defendants described in limited and generalized terms some, but not 

all, of the risks inherent in “subordinated” securities without regard to making reference to the 
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specific securities held by the Funds, notwithstanding that Defendants knew, should have 

known, or were reckless in not knowing such risks: 

INVESTMENTS IN SUBORDINATED SECURITIES. Each fund may in-

vest in subordinated classes of senior-subordinated securities (“Subordi-

nated Securities”). Subordinated Securities have no governmental guaran-

tee, and are subordinated in some manner as to the payment of principal 

and/or interest to the holders of more senior mortgage-backed or asset-

backed securities arising out of the same pool of assets. The holders of 

Subordinated Securities typically are compensated with a higher stated yield 

than are the holders of more senior securities. On the other hand, Subordi-

nated Securities typically subject the holder to greater risk than senior secu-

rities and tend to be rated in a lower rating category (frequently a substan-

tially lower rating category) than the senior securities issued in respect of 

the same pool of assets. Subordinated Securities generally are likely to be 

more sensitive to changes in prepayment and interest rates, and the market 

for such securities may be less liquid than is the case for traditional fixed-

income securities and senior mortgage-backed or asset-backed securities. 

     382. Materially omitted from Defendants’ SAI description of “subordinated” securi-

ties in the preceding paragraph, which information did not appear in the Funds’ prospectuses 

or selling materials, were the following facts and conditions of the Funds’ portfolios that De-

fendants knew, should have known, or were reckless in not knowing: 

(a) The magnitude of the Funds’ investments in subordinated securities (paragraphs 

198, 284-92, 308); 

(b) Because of their illiquidity and history of suddenly becoming unsalable at their 

estimated values and the magnitude of the Funds’ holdings of such securities, the 

Funds’ investments in subordinated securities exceeded the Funds’ 15% restric-

tion on illiquid securities (paragraphs 161-215); 

(c) Because the subordinated securities in which the Funds and their sibling RMK 

closed-end funds invested were illiquid, the substantial liquidity risk inherent in 

such securities (paragraph 385 infra); 

(d) The Funds’ investments in subordinated securities exceeded the 25% limit on 
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investments in a single industry (paragraphs 198, 273-83, 308); 

(e) The Funds’ investments in subordinated securities caused the Funds to take on 

enormous credit risk (paragraphs 248-66);  

(f) The subordinated securities in which the Funds so heavily invested were subject 

to the disclosed difficult, subjective and judgmental valuation process that was 

inherently uncertain (paragraphs 216-47); 

(g) The resulting uncertainty of the Funds’ NAV in light of the extraordinarily large 

proportions of the Funds’ respective portfolios invested in subordinated securi-

ties that were subject to the valuation uncertainty inherent in the process of valu-

ing such securities (Id.); 

(h) The disclosure deficiencies and undisclosed material facts regarding the Funds’ 

valuation disclosures described in paragraphs 222 and 226 above; 

(i) The liquidity risks identified in paragraph 197 above. 

     383. In the Funds’ November 1, 2006 SAI, but not in the Funds’ prospectuses or 

sales materials, the RMK Defendants described in limited and generalized terms some, but not 

all, of the risks created by illiquid securities without regard to making reference to the specific 

types of securities held by the Funds, notwithstanding that Defendants knew, should have 

known, or were reckless in not knowing such risks: 

Illiquid and Restricted Securities (All Funds). Illiquid investments are 

investments that cannot be sold or disposed of in the ordinary course of 

business at approximately the prices at which they are valued. Under the 

supervision of the Board, the Adviser determines the liquidity of each 

fund’s investments and, through reports from the Adviser, the Board moni-

tors investments in illiquid instruments. In determining the liquidity of each 

fund’s investments, the Adviser may consider various factors, including (1) 

the frequency of trades and quotations, (2) the number of dealers and pro-

spective purchasers in the marketplace, (3) dealer undertakings to make a 

market, (4) the nature of the security (including any demand or tender fea-

tures), and (5) the nature of the marketplace for trades (including the ability 

to assign or offset the fund’s rights and obligations relating to the invest-
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ment). Investments currently considered by the Adviser to be illiquid in-

clude repurchase agreements not entitling the holder to repayment of prin-

cipal and payment of interest within seven days, non-government stripped 

fixed-ratemortgage-backed securities, and OTC options. Also, the Adviser 

may determine some restricted securities, government-stripped fixed-rate 

mortgage-backed securities, loans and other direct debt instruments, emerg-

ing market securities, and swap agreements to be illiquid. However, with 

respect to OTC options that the funds write, all or a portion of the value of 

the underlying instrument may be illiquid depending on the assets held to 

cover the option and the nature and terms of any agreement the funds may 

have to close out the option before expiration. In the absence of market 

quotations, illiquid investments are priced at fair value as determined in 

good faith by a committee appointed by the Board.  

Illiquid securities may be difficult to dispose of at a fair price at the times 

when either fund believes it is desirable to do so. The market price of illiq-

uid securities generally is more volatile than that of more liquid securities, 

which may adversely affect the price that each fund pays for or recovers 

upon the sale of illiquid securities. Illiquid securities are also more difficult 

to value and thus the Adviser’s judgment plays a greater role in the valua-

tion process. Investment of each fund’s assets in illiquid securities may re-

strict each fund’s ability to take advantage of market opportunities. The 

risks associated with illiquid securities may be particularly acute in situa-

tions in which each fund’s operations require cash and could result in each 

fund borrowing to meet its short-term needs or incurring losses on the sale 

of illiquid securities. 

     384. The SAI description of illiquid and restricted securities in the preceding para-

graph appears 27 pages after the representation at the very beginning of the SAI that the Funds 

could not invest more than 15% of their respective net assets in illiquid securities, thereby sig-

nificantly limiting the risk posed by illiquid securities, assuming that the Funds were managed 

by the RMK Defendants in adherence to this restriction. 

     385. Materially omitted from Defendants’ SAI description of illiquid and restricted 

securities in paragraph 383, which information did not appear in the Funds’ prospectuses or 

selling materials, were the following facts and conditions of the Funds’ portfolios that Defen-

dants knew, should have known, or were reckless in not knowing: 
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(a) The magnitude of the Funds’ investments in illiquid securities (paragraphs 161-

215); 

(b) The Funds’ investments in illiquid securities exceeded the limitation on such in-

vestments described 27 pages earlier in the SAI so that the disclosed risk atten-

dant to illiquid securities infected a substantial portion of the Funds’ respective 

portfolios, not just 15%; 

(c) The Funds were heavily invested in illiquid securities or in thinly traded securi-

ties that were highly susceptible to suddenly becoming unsalable at their esti-

mated values upon changing sentiments without allowing time to sell them at the 

prices at which they were being carried on the Funds’ records (paragraphs 161-

247); 

(d) The proportions of the Funds’ respective portfolios that were subject to the dis-

closed difficult, subjective and judgmental valuation process that was inherently 

uncertain (paragraphs 183, 216-47); 

(e) The resulting uncertainty of the Funds’ NAV in light of the extraordinarily large 

proportion of the Funds’ respective portfolios subject to the valuation uncer-

tainty inherent in the process of valuing illiquid securities (Id.); 

(f) The Funds and the RMK closed-end funds managed by Morgan Management 

were the virtual “market” for these already illiquid securities, and the holdings of 

such securities by the Funds and their sibling RMK closed-end funds constituted 

a dominant portion of such outstanding securities, seriously further restricting 

the Funds’ ability to sell such securities (paragraphs 209-12); 

(g) The Funds’ and RMK closed-end funds’ overlapping holdings of the same illiq-

uid securities provided a strong disincentive against Morgan Management caus-

ing the Funds to sell such securities in a forced sale at less than the values at 

which such securities were being carried, in response to redemptions or other-

Case 2:07-cv-02784-SHM-dkv   Document 218    Filed 11/30/09   Page 234 of 404



  

 

235   
 

  

wise, because such sales would cause the other Funds and the RMK closed-end 

funds to mark their holdings of such securities down to the sale price, resulting 

in the sale of the Funds’ most liquid securities and leaving illiquid securities as 

an ever increasing percentage of the Funds’ respective portfolios and reducing 

the Funds’ needed liquidity to meet redemptions (paragraphs 211-12);   

(h) In determining the liquidity or illiquidity of the Funds’ investments, Morgan 

Management regularly ignored the disclosed factors that determine liquidity or 

illiquidity, representing illiquid securities to be liquid (paragraphs 173-77, 201-

202) ; 

(i) The disclosure deficiencies and undisclosed material facts regarding the Funds’ 

valuation disclosures described in paragraphs 222 and 226 above; 

(j) The liquidity risks identified in paragraph 197 above. 

 6. The Funds’ Misleading Safety/Volatility Disclosures  

     386. Defendants’ misrepresentations regarding the High Income Fund’s stable NAV 

were consistent with and reinforced by the Fund’s reported NAV during the Fund’s fiscal years 

ended June 30, 2002 through June 30, 2006, as disclosed in the High Income Fund’s prospec-

tuses under “Financial Highlights,” during which period the Fund’s NAV changed by only 

$0.14, from $10.42 to $10.56, or 1.33% over the five-year period, or an annual average of only 

0.33%, versus $0.46 for the Intermediate Fund, from $9.93 to $10.39, or 4.5% over the same 

period, and versus $0.30 for the Short-Term Bond Fund, from $9.94 to $10.24, or 2.97% over 

the same period. Paragraphs 545-47 infra. 

     387. From the disclosures set forth above, the Fund’s historic NAV and the Finan-

cial Highlights, a reasonable investor would conclude that the High Income Fund was rela-

tively safe with a stable NAV with no hint of the risk of the extraordinary decline suffered 

by the High Income Fund. See also paragraphs 395-99, 545-47 infra. 

     388. The High Income Fund’s standard deviation and Sharpe ratio falsely portrayed 
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it as the safest of all high-yield funds in 2006 and as a “low risk fund.” < 

     389. The Intermediate and High Income Funds were only modestly more volatile 

than a relevant benchmark. Craig McCann, Regions Morgan Keegan: The Abuse of Structured 

Finance, January 31, 2009, p. 4.  

     390. Because the total returns of the Short Term and Intermediate Funds during the 

Class Period prior to their catastrophic losses were not comparable to high-yield funds, there 

was nothing in those returns to alert investors in those Funds to the extraordinary risk in 

those Funds. The following table shows the total returns (NAV appreciation/depreciation 

plus reinvested dividends) of the Short Term and Intermediate Funds (based on Class A 

shares), based on the Funds’ annual reports for the indicated periods: 

 10 months F o r    t h e    Y e a r    E n d e d  

 4/30/08 6/30/07 6/30/06 6/30/05 6/30/04 

Short Term Fund  -30.03% 5.36% 3.85% 1.21% 3.02% 

Intermediate Fund -76.98% 2.88% 5.77% 6.05% 4.68% 

     391. Defendants’ misrepresentations regarding the Intermediate Fund’s relative safety 

were consistent with and reinforced by the Fund’s reported NAV during the Fund’s fiscal years 

ended June 30, 2002 through June 30, 2006, as disclosed in the Intermediate Fund’s prospec-

tuses under “Financial Highlights,” during which period the Fund’s NAV moved within a 

range of only $0.46 for the Intermediate Fund, from $9.93 to $10.39, or 4.5% over the four-

year period, or an annual average of only 1.13%. From the disclosures set forth above, the 

Fund’s historic NAV and the Financial Highlights, a reasonable investor would conclude 

that the Intermediate Fund was relatively safe with a stable NAV with no hint of the risk of 

the extraordinary decline suffered by the Intermediate Fund. Company/Funds prospectus 

dated November 1, 2006, p. 56. 

     392. Defendants’ misrepresentations regarding the Short Term Fund’s relative safety 

were consistent with and reinforced by the Fund’s reported NAV during the Fund’s fiscal years 

ended June 30, 2002 through June 30, 2006, as disclosed in the Short Term Fund’s prospec-
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tuses under “Financial Highlights,” during which period the Fund’s NAV moved within a 

range ofonly $0.30 for the Short Term Fund, from $9.94 to $10.24, or 2.97% over the four-

year period, or an annual average of only 0.74%. From the disclosures set forth above, the 

Fund’s historic NAV and the Financial Highlights, a reasonable investor would conclude 

that the Short Term Fund was safe with a stable NAV with no hint of the risk of the extraor-

dinary decline suffered by the Short Term Fund. Id. at 54. 

     393. During the Class Periods, the RMK Defendants, on a website that prominently 

displayed the Funds’ affiliation with Regions and Regions Bank, under the heading “THE 

RELIABILITY OF INVESTING WISELY,” advertised as follows (emphasis supplied):  

“When you invest in RMK Select Funds, you know exactly where you’re 

going and exactly what you own. Each Fund has a well defined, ‘no-

surprises’ style of structured, disciplined decision making; each portfolio 

manager is required to select only the most promising investments consis-

tent with that style.” 

     394. With respect to the Funds, the representations set forth in the preceding para-

graph and paragraphs 130-42), as reinforced by the Funds’ respective stable NAVs, were false 

and misleading in that Defendants knew, should have known, or were reckless in not knowing, 

but failed to disclose during the Class Period: 

(a) That the Funds’ respective performances during said Class Period before the 

catastrophic decline in their respective NAVs were attributable to taking signifi-

cant risks not taken by comparable funds (paragraphs 161-328); 

(b) That the Funds’ respective performances, as compared with comparable funds, 

during said Class Period preceding the declines in the Funds’ NAVs were attrib-

utable to their excessive investments in illiquid securities whose valuations 

were uncertain and with a history of suddenly becoming unsalable at their es-

timated valuations paragraphs 145-61, 161-328); 

(c) That the Funds’ respective performances, as compared with comparable funds, 
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during said Class Period preceding the declines in the Funds’ NAVs were attrib-

utable to their excessive investments in illiquid securities in violation of their 

disclosed limitation on such investments (paragraphs 145-61, 161-214); 

(d) That the valuation of an undisclosed but substantial portion of the Funds’ re-

spective portfolio securities, and therefore their respective NAVs, was based 

on mere estimates and, therefore, was subject to substantial uncertainty, ren-

dering their respective NAVs highly uncertain (paragraphs 216-47); 

(e) That, because of their excessive investments in illiquid securities with a history 

of suddenly becoming unsalable at their uncertain estimated values,  

(1) the Funds’ respective advertised NAVs were vulnerable to a precipi-

tous decline as a result of adjusting the Funds’ valuations to reflect 

sudden changes in the market conditions relating to such securities and 

the Funds’ inability to sell such securities to raise needed cash (para-

graphs 161-215, 306-28); 

(2) an investment in the Funds was subject to significantly greater risk 

than an investment in comparable short-term, intermediate-term or 

high income bond mutual funds (paragraphs 161-328); 

(3) the RMK Defendants had no reasonable basis for their representations 

that they believed that limited NAV fluctuation or a stable NAV could 

be achieved (Id.); 

(f) The extent to which the Funds’ respective yields and income and source of 

dividends during all times relevant herein, as compared with comparable mu-

tual funds, were dependent on  

(1) the Funds’ excessive investments in illiquid securities whose estimated 

valuations were uncertain and that were known by Defendants to be 

vulnerable to suddenly becoming unsalable upon changing market sen-
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timents or perceptions of the investment merit of such securities (para-

graphs 161-247); and 

(2) investment policies and practices that were inconsistent with limited 

NAV fluctuation, stable NAV and/or preservation of capital and that 

subjected shareholders in the Funds to risk and volatility substantially 

greater than those of comparable bond mutual funds (paragraphs 113-

60, 306-28). 

     395. The Defendant Company/Funds’ generalized and incomplete risk disclosures 

in their prospectuses, annual and semi-annual reports, and elsewhere, which were substan-

tially uniform throughout all times relevant herein, were negated and rendered immaterial: 

(a) With respect to all three Funds, by the specific disclosures relating to  

• stable NAVs (paragraphs 267-68, 270-71, 386-90, 545-47);  

• “lower NAV volatility than typical high-yield funds” (paragraph 129);  

• “conservative credit posture” (paragraph 130); 

• avoiding “excessive credit risk” (paragraph 130); 

• diversification by investing in assets other than below investment-grade 

bonds (including the structured financial instruments that were a signifi-

cant cause of the Funds’ losses) (paragraphs 130-31, 134, 138, 267),  

• “solid credit fundamentals” (paragraphs 134, 138);  

(b) With respect to the Intermediate Fund, 

• avoiding “speculative derivatives” (paragraphs 132, 134);”  

• the Intermediate Fund was for investors whose “investment objective is 

preservation of capital” and offered “greater stability in principal value 

than that of long-term bonds” (paragraphs 131, 138); and,  

(c) With respect to the Short Term Fund,  

• the Fund’s investment objective was preservation of capital (paragraphs 
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136, 138);  

• the Fund would invest in a portfolio of investment-grade securities with an 

average maturity of three years or less (paragraph 138); 

(d) By the financial performance of the Funds as reflected in their historic stable 

NAVs until July through November 2007 and as reflected in the “Financial 

Highlights” disclosed in the Fund’s prospectuses (paragraphs 386-92, 545-47); 

(e) As a result of the Funds’ failures to disclose in their respective financial state-

ments, or the footnotes thereto, the valuation uncertainty inherent in the Funds’ 

respective NAVs and/or the magnitude of fair-valued securities and the effect 

on the Funds’ NAV of a hypothetical change in the estimated values of such 

securities and the likelihood of such change (paragraphs 216-47);  

(f) By comparing the Funds’ respective performances with short-term, 

intermediate-term and high income bond indices (paragraph 399);  

(g) By the RMK Defendants repeatedly comparing the Funds’ respective perform-

ances with, respectively, Lehman Brothers 1-3 Year U. S. Government/Credit 

Index, the Lehman Brothers Intermediate U.S. Aggregate Index and the Leh-

man Brothers Ba U.S. High Yield Index, implying that the Funds were compa-

rable in risk to such indices, without disclosing the unique risks embedded in, 

and portfolio composition of, the Funds that differentiated the Funds from 

their respective indices, as set forth above (paragraph 317); and 

(h) With respect to the Funds’ disclosure in their common prospectus of what they 

called the “principal risks” to which the RMK Defendants said the Funds were 

subject, neither valuation uncertainty nor liquidity risk was included in these 

“principal risks” (paragraph 405, Appendix A)  

     396. The Funds reported their results semi-annually, on June 30 and December 31. 

     397. There was nothing in the performances of the three Funds, as measured by their 

Case 2:07-cv-02784-SHM-dkv   Document 218    Filed 11/30/09   Page 240 of 404



  

 

241   
 

  

respective total returns (realized and unrealized gains and losses plus investment income), dur-

ing the period preceding October 3, 2007, when the Funds’ 2007 financial statements were fi-

nally released, to prepare, or forewarn, investors in those Funds of the potential for the catas-

trophic losses that was first reported on October 3, 2007. 

     398. Even when the Funds tardily reported their operating results on October 3, 2007, 

for their fiscal year ended June 30, 2007, the three Funds were down only modestly, according 

to what they reported on that date.  It was not until the Funds’ semi-annual report for the six 

months ended December 31, 2007 was released on February 22, 2008, that the scope of the 

catastrophic losses was reported to the Funds’ shareholders. 

     399. Based on the Company/Funds’s annual and semi-annual reports for the periods 

shown, the following table sets out the performances of the three Funds, as measured by their 

respective total returns, during the period relevant herein: 

High   Income   Fund  
 SIX 

MONTHS  
1 YEAR  5 

YEAR  

COMMENCE-
MENT OF 

INVESTMENT 
OPERATIONS  

AS OF DECEMBER 31, 2007     

CLASS A SHARES  -59.48% -60.71% -8.92% 0.24% 

(EXCLUDING SALES LOAD)  -58.44% -59.70% -8.46% 0.53% 

CLASS C SHARES  -58.97% -60.31% -8.92% 0.02% 

(EXCLUDING CDSC)  -58.56% -59.91% -8.92% 0.02% 

CLASS I SHARES  -58.39% -59.60% -8.23% 0.77% 

LEHMAN BROTHERS BA U.S. HIGH YIELD INDEX 0.53% 1.75% 8.66% —  

     

AS OF JUNE 30, 2007      

CLASS A SHARES  -5.46% -0.58% 9.59% 11.46% 

(EXCLUDING SALES LOAD)  -3.04% 1.97% 10.15% 11.81% 

CLASS C SHARES  -4.24% 0.44% 9.60% 11.25% 

(EXCLUDING CDSC)  -3.28% 1.46% 9.60% 11.25% 

CLASS I SHARES  -2.92% 2.22% 10.42% 12.08% 

LEHMAN BROTHERS BA U.S. HIGH YIELD INDEX 1.21% 9.36% 9.01% N/A  

     

AS OF DECEMBER 31, 2006     

CLASS A SHARES 2.53% 8.33% 11.58% 12.68% 

(EXCLUDING SALES LOAD)  5.16% 11.11% 12.15% 13.05% 

CLASS C SHARES  3.85% 9.45% 11.59% 12.49% 

(EXCLUDING CDSC)  4.90% 10.55% 11.59% 12.49% 

CLASS I SHARES  5.29% 11.38% 12.42% 13.32% 

LEHMAN BROTHERS BA U.S. HIGH YIELD INDEX 8.06% 10.07% 7.89% N/A  
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High   Income   Fund  
 SIX 

MONTHS  
1 YEAR  5 

YEAR  

COMMENCE-
MENT OF 

INVESTMENT 
OPERATIONS  

AS OF JUNE 30, 2006      

CLASS A SHARES 3.01% 7.38% 11.98% 12.84% 

(EXCLUDING SALES LOAD) 5.65% 10.13% 12.55% 13.23% 

CLASS C SHARES 4.34% 8.48% 11.99% 12.67% 

(EXCLUDING CDSC) 5.39% 9.58% 11.99% 12.67% 

CLASS I SHARES 5.78% 10.40% 12.82% 13.50% 

LEHMAN BROTHERS BA U.S. HIGH YIELD INDEX 1.86% 2.47% 6.94% N/A 

     

AS OF DECEMBER 31, 2005     

CLASS A SHARES 1.63% 4.98% 12.88% 12.92% 

(EXCLUDING SALES LOAD) 4.24% 7.67% 13.45% 13.34% 

CLASS C SHARES 2.93% 5.96% 12.89% 12.78% 

(EXCLUDING CDSC) 3.97% 7.03% 12.89% 12.78% 

CLASS I SHARES 4.36% 7.83% 13.73% 13.61% 

LEHMAN BROTHERS BA U.S. HIGH YIELD INDEX 0.06% 2.88% 8.25% 6.82% 

     

AS OF JUNE 30, 2005      

CLASS A SHARES N/A  9.51% 13.90% 13.28% 

(EXCLUDING SALES LOAD) N/A  12.32% 14.47% 13.74% 

CLASS C SHARES N/A  10.54% 13.91% 13.17% 

(EXCLUDING CDSC) N/A  11.65% 13.91% 13.17% 

CLASS I SHARES N/A  12.48% 14.76% 14.01% 

LEHMAN BROTHERS BA U.S. HIGH YIELD INDEX N/A  10.83% 8.79% 7.28% 

     

AS OF DECEMBER 31, 2004     

CLASS A SHARES 8.73% 16.08% 15.36% 14.36% 

(EXCLUDING SALES LOAD)     

CLASS C SHARES 8.46% 15.50% 14.82% 13.81% 

(EXCLUDING CDSC)     

CLASS I SHARES 8.86% 16.36% 15.67% 14.65% 

LEHMAN BROTHERS BA U.S. HIGH YIELD INDEX 8.36% 9.61% 8.49% 7.50% 

 
Intermediate   Fund  

 SIX 
MONTHS 

1 YEAR  5 
YEAR  

COMMENCE-
MENT OF 

INVESTMENT 
OPERATIONS  

AS OF DECEMBER 31, 2007     

CLASS A SHARES -50.59% -51.32% -8.98% -1.62% 

(EXCLUDING SALES LOAD)  -49.58% -50.33% -8.62% -1.40% 

CLASS C SHARES -50.23% -51.06% -8.95% -1.76% 

(EXCLUDING CDSC)  -49.73% -50.56% -8.95% -1.76% 

CLASS I SHARES  -49.40% -50.09% -8.35% -1.13% 

LEHMAN BROTHERS INTERMEDIATE U.S. AGGREGATE INDEX 5.73% 7.02% 4.22% —  
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Intermediate   Fund  
 SIX 
MONTHS 

1 YEAR  5 
YEAR  

COMMENCE-
MENT OF 

INVESTMENT 
OPERATIONS  

AS OF JUNE 30, 2007      

CLASS A SHARES -3.46% 0.82% 5.42% 6.75% 

(EXCLUDING SALES LOAD)  -1.48% 2.88% 5.85% 7.01% 

CLASS C SHARES -2.64% 1.40% 5.44% 6.63% 

(EXCLUDING CDSC)  -1.66% 2.42% 5.44% 6.63% 

CLASS I SHARES  1.37% 3.03% 6.09% 7.28% 

LEHMAN BROTHERS INTERMEDIATE U.S. AGGREGATE INDEX 1.22% 5.99% 4.15% N/A  

     

AS OF DECEMBER 31, 2006     

CLASS A SHARES 2.34% 5.02% 6.36% 7.40% 

(EXCLUDING SALES LOAD)  4.43% 7.16% 6.79% 7.68% 

CLASS C SHARES 3.11% 5.73% 6.41% 7.29% 

(EXCLUDING CDSC)  4.15% 6.79% 6.41% 7.29% 

CLASS I SHARES  4.46% 7.43% 7.06% 7.95% 

LEHMAN BROTHERS INTERMEDIATE U.S. AGGREGATE INDEX 4.72% 4.58% 4.70% N/A  

     

AS OF JUNE 30, 2006      

CLASS A SHARES 0.56% 3.66% 6.77% 7.29% 

(EXCLUDING SALES LOAD) 2.61% 5.77% 7.20% 7.59% 

CLASS C SHARES 1.52% 4.46% 6.83% 7.22% 

(EXCLUDING CDSC) 2.54% 5.51% 6.83% 7.22% 

CLASS I SHARES 2.84% 6.14% 7.48% 7.87% 

LEHMAN BROTHERS INTERMEDIATE U.S. AGGREGATE INDEX -0.13% 0.02% 4.66% N/A 

     

AS OF DECEMBER 31, 2005     

CLASS A SHARES 1.02% 3.13% 7.27% 7.43% 

(EXCLUDING SALES LOAD) 3.08% 5.23% 7.71% 7.75% 

CLASS C SHARES 1.87% 3.82% 7.31% 7.37% 

(EXCLUDING CDSC) 2.90% 4.87% 7.31% 7.37% 

CLASS I SHARES 3.21% 5.49% 7.95% 8.02% 

LEHMAN BROTHERS INTERMEDIATE U.S. AGGREGATE INDEX 0.16% 2.01% 5.50% 5.72% 

     

AS OF JUNE 30, 2005     

CLASS A SHARES N/A  3.93% 8.22% 7.54% 

(EXCLUDING SALES LOAD) N/A  6.05% 8.65% 7.88% 

CLASS C SHARES N/A  4.53% 8.26% 7.49% 

(EXCLUDING CDSC) N/A  5.58% 8.26% 7.49% 

CLASS I SHARES N/A  6.21% 8.92% 8.15% 

LEHMAN BROTHERS INTERMEDIATE U.S. AGGREGATE INDEX N/A  5.40% 6.90% 6.16% 

     

AS OF DECEMBER 31, 2004     

CLASS A SHARES 3.88% 7.00% 9.15% 8.20% 

(EXCLUDING SALES LOAD) N/A  N/A  N/A  N/A  

CLASS C SHARES 3.60% 6.63% 8.75% 7.81% 

(EXCLUDING CDSC) N/A  N/A  N/A  N/A  
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Intermediate   Fund  
 SIX 
MONTHS 

1 YEAR  5 
YEAR  

COMMENCE-
MENT OF 

INVESTMENT 
OPERATIONS  

CLASS I SHARES 3.91% 7.26% 9.42% 8.47% 

LEHMAN BROTHERS INTERMEDIATE U.S. AGGREGATE INDEX 3.49% 3.74% 7.23% 6.36% 

 
Short   Term   Fund  

 SIX 
MONTHS 

1 YEAR  5 
YEAR  

COMMENCE-
MENT OF 

INVESTMENT 
OPERATIONS  

AS OF DECEMBER 31, 2007     

CLASS A SHARES -14.34% -12.90% 0.12% 1.39% 

(EXCLUDING SALES LOAD)  -13.03% -11.57% 0.42% 1.61% 

CLASS C SHARES -14.03% -12.75% N/A  -3.06% 

(EXCLUDING CDSC)  -13.16% -11.87% N/A  -3.06% 

CLASS I SHARES  -12.82% -11.25% 0.72% 1.96% 

LEHMAN BROTHERS 1-3 YEAR U.S. GOVERNMENT/CREDIT INDEX 4.57% 6.83% 3.38% —  

     

AS OF JUNE 30, 2007      

CLASS A SHARES 0.15% 3.78% 4.06% 3.77% 

(EXCLUDING SALES LOAD)  1.68% 5.36% 4.38% 4.02% 

CLASS C SHARES 0.47% 4.01% N/A  4.58% 

(EXCLUDING CDSC)  1.48% 5.06% N/A  4.58% 

CLASS I SHARES  1.80% 5.62% 4.64% 4.30% 

LEHMAN BROTHERS 1-3 YEAR U.S. GOVERNMENT/CREDIT INDEX 2.16% 5.34% 3.19% N/A  

     

AS OF DECEMBER 31, 2006     

CLASS A SHARES 2.07% 4.36% 3.65% 3.80% 

(EXCLUDING SALES LOAD)  3.62% 5.95% 3.96% 4.07% 

CLASS C SHARES 2.49% 4.49% N/A  5.25% 

(EXCLUDING CDSC)  3.53% 5.54% N/A  5.25% 

CLASS I SHARES  3.75% 6.11% 4.25% 4.35% 

LEHMAN BROTHERS 1-3 YEAR U.S. GOVERNMENT/CREDIT INDEX 3.11% 4.25% 3.27% N/A  

     

AS OF JUNE 30, 2006      

CLASS A SHARES 0.71% 2.29% 3.48% 3.47% 

(EXCLUDING SALES LOAD) 2.25% 3.85% 3.79% 3.77% 

CLASS C SHARES 0.93% N/A N/A 1.47% 

(EXCLUDING CDSC) 1.95% N/A N/A 2.50% 

CLASS I SHARES 2.27% 4.12% 4.06% 4.05% 

LEHMAN BROTHERS 1-3 YEAR U.S. GOVERNMENT/CREDIT INDEX 1.11% 1.92% 3.50% N/A  

     

AS OF DECEMBER 31, 2005     

CLASS A SHARES 0.05% 1.04% N/A  3.36% 

(EXCLUDING SALES LOAD) 1.57% 2.58% N/A  3.68% 

CLASS C SHARES N/A  N/A  N/A  -0.46% 

(EXCLUDING CDSC) N/A  N/A  N/A  0.54% 

CLASS I SHARES 1.81% 2.95% N/A  4.00% 

LEHMAN BROTHERS 1-3 YEAR U.S. GOVERNMENT/CREDIT INDEX 0.81% 1.77% N/A  N/A  
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Short   Term   Fund  
 SIX 
MONTHS 

1 YEAR  5 
YEAR  

COMMENCE-
MENT OF 

INVESTMENT 
OPERATIONS  

     

AS OF JUNE 30, 2005  10 
months 

   

CLASS A SHARES -0.34% 1.02% N/A  3.44% 

(EXCLUDING SALES LOAD) 1.21% 2.51% N/A  3.78% 

CLASS C SHARES N/A  N/A  N/A   

(EXCLUDING CDSC) N/A  N/A  N/A   

CLASS I SHARES 1.35% 2.80% N/A  4.04% 

LEHMAN BROTHERS 1-3 YEAR U.S. GOVERNMENT/CREDIT INDEX 1.10% 2.23% N/A  4.23% 

     400. In the prospectus dated November 1, 2006 for the High Income Fund, but not for 

either the Intermediate or Short Term Funds, the RMK Defendants disclosed the following 

(emphasis supplied): 

The Adviser’s “bottom-up” strategy focuses on identifying special or unusual 

opportunities where the Adviser decides that the market perception of, or de-

mand for, a credit or structure has created an undervalued situation. The ana-

lytical process concentrates on credit research, debt instrument structure and 

covenant protection. Generally, when investing in below investment grade 

debt, the Adviser will seek to identify issuers and industries that it believes 

are likely to experience stable or improving conditions. Specific factors con-

sidered in the research process may include general industry trends, cash flow 

generation capacity, asset valuation, other debt maturities, capital availabil-

ity, collateral value and priority of payments. 

     401. If Morgan Management had performed the analysis described in the preceding 

paragraph, the concentrated credit risk inherent in the High Income and Intermediate Funds 

would have been apparent to Morgan Management. Either Morgan Management did not per-

form the analysis described in the preceding paragraph, or Morgan Management performed 

such an analysis but ignored the Funds’ respective investment objectives, policies and restric-

tions in causing the Funds to incur these risks. 

G. IDENTICAL DISCLOSURES BUT DISPARATE PERFORMANCES; DISPARATE DIS-

CLOSURES BUT IDENTICAL PERFORMANCES: A COMPARISON OF THE PRO-

SPECTUSES FOR THE RMK FIXED INCOME OPEN- AND CLOSED-END FUNDS  

     402. During the Class Period, Morgan Asset Management managed, and Morgan 
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Keegan underwrote, offered and sold shares in, and administered five open-end and four 

closed-end fixed income funds, three of which open-end funds are the subject of this litigation: 

(a) Regions Morgan Keegan Select High Income Fund (open-end fund whose 

shareholders are included in the Classes); 

(b) Regions Morgan Keegan Select Intermediate Bond Fund (open-end fund whose 

shareholders are included in the Classes); 

(c) Regions Morgan Keegan Select Short Term Bond Fund (open-end fund whose 

shareholders are included in the Classes); 

(d) Regions Morgan Keegan Select Fixed Income Fund (open-end fund) (“FIF”); 

(e) Regions Morgan Keegan Select Limited Maturity Fixed Income Fund (open-end 

fund) (“LMFIF”); 

(f) RMK Advantage Income Fund, Inc. (closed-end fund); 

(g) RMK High Income Fund, Inc. (closed-end fund); 

(h) RMK Multi-Sector High Income Fund, Inc. (closed-end fund); 

(i) RMK Strategic Income Fund, Inc. (closed-end fund). 

     403. Three RMK Select open-end funds and all four closed-end funds suffered catas-

trophic losses as a result of their investment practices during the Class Period, while two other 

of the RMK Select open-end fixed income funds suffered relatively small losses and per-

formed in a manner consistent with the benchmark deemed relevant by Morgan Asset Man-

agement and Morgan Keegan. Appendix A shows the widely disparate performances of the 

five RMK Select open-end funds. 

     404. Nothing in the disclosures of the High Income Fund, Intermediate Fund, Short 

Term Fund, FIF, or LMFIF suggested that the potential risk of loss in three of these funds was 

eight to ten times greater than in the other two—i.e., that the risk of potential loss was magni-

tudes greater in the three than in the other two. 

     405. Although the Funds’ respective performances were far worse than the perform-

Case 2:07-cv-02784-SHM-dkv   Document 218    Filed 11/30/09   Page 246 of 404



  

 

247   
 

  

ances of FIF and LMFIF, the prospectus disclosures of the five open-end “bond” funds were 

substantially identical, as seen from a comparison of the November 1, 2006 and March 30, 

2006 prospectus disclosures of all five RMK Select open-end fixed income funds regarding 

their respective “principal risks.” Appendix B (identical or substantively identical language 

that relates to two or more funds is underlined).  

     406. The losses suffered by the High Income Fund were attributable to the heavy 

concentration in structured financial instruments. Appendix C demonstrates the extent to 

which the portfolios of the RMK Select High Income, Intermediate and Short Term Funds dif-

fered from the portfolios of the RMK Select open-end funds that were not managed by Kelsoe. 

     407. Based on the preceding paragraph and Appendix C, the portfolios of the High 

Income and Intermediate Funds differed significantly from the portfolios of the two RMK Se-

lect fixed income open-end funds not managed by Kelsoe, and, accordingly, the resulting per-

formances of the four open-end fixed income funds likewise differed substantially.  

     408. Also, but to a lesser extent, the Short Term Fund’s portfolio differed from FIF 

and LMFIF, with the same result that the Short Term Fund suffered a significantly greater loss 

than did the two RMK open-end fixed income funds that Kelsoe did not manage. 

     409. While the Short Term Fund was similar in many respects to FIF and LMFIF, and 

even less risky in a number of respects (yield, duration, average effective maturity, number of 

holdings), it differed in one respect: its holdings of asset-backed securities (including mort-

gage-backed securities) (53.6% and 44.9% of its net assets at June 30, 2006 and June 30, 2007 

respectively) substantially exceeded such holdings by FIF (26.2% and 31.2% of its net assets at 

May 31, 2006 and May 31, 2007 respectively) and LMFIF (30.1% and 37% of its net assets at 

May 31, 2006 and May 31, 2007 respectively). Likewise, LMFIF’s higher 8% loss than FIF’s 

2% is attributable to LMFIF’s higher investments in asset- and mortgage-backed securities. 

Appendix C. 

     410. Notwithstanding the substantially different portfolios in which the five RMK Se-
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lect open-end fixed income funds invested, and the accompanying different risks, the risk dis-

closures of the High Income, Intermediate, and Short Term Funds were substantially identical 

to those of FIF and LMFIF and contained no hint of either the significantly different invest-

ment policies and strategies or of the risk inherent in those different investment policies and 

strategies. Appendix B. 

     411. Accordingly, the commonly understood indicators of risk in a fixed income port-

folio—credit quality, yield, duration or maturity, number of securities (diversification), and 

even leverage—did not predict the catastrophic losses incurred by the High Income, Intermedi-

ate and Short Term Funds; the key indicator of risk was the extent to which the Funds had 

heavily invested in asset- and mortgage-backed securities and their uncertain valuations. Ap-

pendix B; paragraphs 306-28. 

     412. The net asset value losses of the High Income and Intermediate Funds exceeded 

the losses of the RMK four closed-end funds (net asset value and market value) over a compa-

rable period. Appendix D. 

     413. The net asset value losses suffered by the High Income and Intermediate Funds 

were greater than those suffered by the RMK closed-end funds, even though the latter em-

ployed leverage while the High Income and Intermediate Funds did not. Appendix F. The use 

of leverage increases a loss in net asset value as compared with what it would be in the absence 

of leverage. 

     414. When compared with their respective benchmarks, the net asset value loss suf-

fered by the Intermediate Fund was significantly greater than the NAV losses of the RMK 

closed-end funds: 85 percentage points for the Intermediate Fund versus 68-71 percentage 

points for the RMK closed-end funds. Appendix D.  

     415. The portfolios of the High Income and Intermediate Funds resembled the portfo-

lios of the RMK closed-end funds. Appendix E 

     416. Based on the preceding paragraph, the High Income and Intermediate Funds and 
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the four RMK closed-end funds were predominantly invested in asset-backed securities (in-

cluding mortgage-backed securities). The High Income Fund closely resembled the four RMK 

closed-end funds in its portfolio composition, differing only to the extent that the High Income 

Fund did not employ leverage. Appendices E, F. 

     417. The Intermediate Fund deviated from the High Income Fund and the four RMK 

closed-end funds, but two of those deviations (average credit quality and yield) indicated the 

Intermediate Fund was a less risky fund than the High Income Fund or the RMK closed-end 

funds, while the third (duration and average effective maturity) indicated only a slightly more 

risky portfolio. Yet, its loss was greater than the High Income Fund and the RMK closed-end 

funds. Appendices A, C, D, E. 

     418. While the losses of the High Income and Intermediate Funds were greater than 

those of the four RMK closed-end fixed income funds, significant risk disclosures in the pro-

spectuses of the four RMK closed-end fixed income funds did not appear in the prospectuses 

of the High Income and Intermediate Funds, as demonstrated by excerpts from the Funds’ No-

vember 1, 2006 prospectus and the prospectus for the RMK Multi-Sector High Income Fund, 

Inc., the last of the four RMK closed-end funds, dated January 9, 2006. Appendix F (emphasis 

supplied to show material differences). 

     419. According to the prospectus disclosures referenced in the preceding paragraph, 

especially the heavy emphasis on risk as seen in the repetitious risk disclosures in the RMK 

Multi-Sector High Income Fund prospectus, an investment in the RMK Multi-Sector High 

Income Fund, Inc., was fraught with significantly greater risk than an investment in either 

the High Income Fund or the Intermediate Fund, and particularly the latter. However, the In-

termediate Fund performed worse, in terms of its NAV, than did the Multi-Sector High In-

come Fund. Appendices D – F. Thus, the risk disclosures by the RMK Defendants for the 

High Income and Intermediate Funds inadequately warned investors of the true risks embed-

ded in those funds. 

Case 2:07-cv-02784-SHM-dkv   Document 218    Filed 11/30/09   Page 249 of 404



  

 

250   
 

  

     420. A Morgan Keegan spokesperson recently emphasized to a reporter the 2003 

prospectus of the closed-end RMK High Income Fund that, among other warnings, says cli-

ents could lose some or all of their money in the fund, which exhibits “greater price volatil-

ity” and is “less liquid.” ArkansasBusiness.com, www.arkansasbusiness.com/article. 

aspx?aID=115153&page=2, June 15, 2009. Such a disclosure was not made with respect to 

the Open-End Funds. 

V. STATEMENT OF FACTS: PwC   

A. PWC’S REQUIRED KNOWLEDGE, RESPONSIBILITIES AND DUTIES 

1. Generally 

     421. KPMG LLP (“KPMG”) was the Company/Funds’ independent public account-

ants for the fiscal years ended June 30, 2000 and June 30, 2001. On November 14, 2001, 

KPMG resigned as independent accountants for the Company. Following KPMG’s resigna-

tion, the Company/Funds’ audit committee selected PwC to be the auditor of the Funds’ fi-

nancial statements. 

     422. In connection with its audits of the Funds’ June 30, 2004, 2005 and 2006 an-

nual financial statements and reports thereon, its reviews of the Funds’ December 31, 2004, 

2005 and 2006 semi-annual financial statements, its issuance of reports on the Funds’ inter-

nal controls, and its affirmance of the information in the Funds’ several prospectuses that 

was derived from the Funds’ audited financial statements, PwC was required by SEC rules 

and regulations and by generally accepted accounting principles (“GAAP”) and generally 

accepted auditing standards (“GAAS”) to know about:  the Funds’ failure to use valuation 

methods required by SEC rules and regulations and the required attendant disclosures, 

GAAP, and by the Funds’ disclosures; the uncertain estimated values of the illiquid and 

market-untested structured financial instruments in which the Funds invested and attendant 

required disclosures; and the Funds’ noncompliance with the limitations on investments in 

illiquid securities and a single industry and attendant required disclosures and with the In-
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termediate and High Income Funds’ respective investment objectives. 

     423. The form and content of, and requirements for, financial statements of regis-

tered investment companies such as the Funds are governed by SEC Regulation S-X and the 

interpretive releases (Accounting Series Releases) relating thereto. The Accounting Series 

Releases, or “ASRs,” have been codified into the SEC’s Codification of Financial Reporting 

Policies (“Codification”). 

     424. The American Institute of Certified Public Accountants (“AICPA”) Audit and 

Accounting Guide, Audits of Investment Companies (“AICPA Guide”) is an authoritative 

source that sets forth recommendations of the AICPA Investment Companies Special Com-

mittee on the application of GAAS to audits of financial statements of investment compa-

nies. The AICPA Guide also presents the committee’s recommendations on and descriptions 

of financial accounting and reporting principles and practices for investment companies.1 

     425. The AICPA Guide is consistent with the standards and principles covered by 

Rules 202 and 203 of the AICPA Code of Professional Conduct. 

     426. The AICPA Guide applicable to PwC’s audit of the Funds’ 2004, 2005 and 

2006 financial statements was the Guide that reflected relevant guidance contained in au-

thoritative pronouncements through May 1, 2007.2 

     427. Where the AICPA Guide is applicable, PwC auditors who audited the Funds’ 

annual financial statements should have used the accounting treatments specified by the 

AICPA Guide or be prepared to justify another treatment, as discussed in paragraph 7 of 

Statement on Auditing Standards (“SAS”) No. 69. 

                                              

1  References herein are to the December 1, 2000 edition and to the May 1, 2007 edi-

tion. Based on a review of the 2007 edition, material cited from the 2007 edition appears 

to be the same as the 2000 edition or relates to guidance in existence preceding May 1, 

2007 and applicable during the Class Period. 

2  See footnote 1. 
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     428. The AICPA Guide does not describe all auditing procedures necessary to per-

form an audit in accordance with generally accepted auditing standards. The Guide was not 

intended to limit or supplant the PwC auditors’ individual judgment, initiative, imagination, 

or vigilance. Programs for each audit should be designed to meet its particular requirements, 

considering the size and kind of organization and the adequacy of internal control and risk 

management.  

     429. Statements of Position of the AICPA Accounting Standards Division present 

the conclusions of at least two-thirds of the Accounting Standards Executive Committee, 

which is the senior technical body of the AICPA authorized to speak for the Institute in the 

areas of financial accounting and reporting. SAS No. 69, The Meaning of Present Fairly in 

Conformity With Generally Accepted Accounting Principles in the Independent Auditor’s 

Report, identifies AICPA Statements of Position as sources of established accounting princi-

ples that an AICPA member should consider if the accounting treatment of a transaction or 

event is not specified by a pronouncement covered by Rule 203 of the AICPA Code of Pro-

fessional Conduct. One of such statements of position is Statement of Position (“SOP”) 93-

1, and in relevant circumstances, the accounting treatment specified by SOP 93-1 should be 

used, or the member should be prepared to justify a conclusion that another treatment better 

presents the substance of the transaction in the circumstances.  

     430. With respect to PwC’s audits of the Funds’ 2004, 2005 and 2006 annual finan-

cial statements, SOP 93-1 provided guidance on the Funds’ financial reporting for the un-

tested illiquid structured financial instruments held by them as investments. SOP 93-1 rec-

ommended procedures to be considered by PwC for reviewing the valuations of the Funds’ 

investments reported in the Funds’ financial statements. 

     431. The Funds issued semi-annual reports, including financial statements that re-

ported the Funds’ net asset value, as of December 31, 2004, 2005 and 2006. Such financial 

statements should be complete and based on generally accepted accounting principles, which 
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should conform to the principles used in preparing the Funds’ annual financial statements. 

     432. It is customary for auditors to review registered investment companies’ interim 

financial statements.  PwC reviewed the Funds’ semi-annual financial statements as of De-

cember 31, 2004, 2005 and 2006. 

     433. Investment companies are grouped according to their primary investment ob-

jectives, and the types of investments made by those funds reflect their stated objectives. The 

composition of an investment company’s portfolio is primarily a function of the company’s 

investment objectives and its market strategy to achieve them. 

     434. The AICPA Guide provides that, before starting an audit of an investment 

company’s financial statements, an auditor is to be familiar with, inter alia, the fund’s busi-

ness and operating characteristics, its industry generally, applicable statutes and regulations, 

SEC registration and reporting forms, the statistics that should be maintained by investment 

companies and the sources of such data, the company’s investment objective and limitations 

and restrictions, and SEC Form N-SAR (a reporting form used by registered investment 

companies for semiannual and annual reports that provides current information and demon-

strates compliance with the ICA).  

     435. The second standard of auditing fieldwork, part of generally accepted auditing 

standards, states that “A sufficient understanding of internal control is to be obtained to plan 

the audit and to determine the nature, timing, and extent of tests to be performed.” AICPA 

2000/2007 Guide ¶ 2.107/2.150.  

     436. The auditor must obtain a sufficient understanding of the entity and its envi-

ronment, including its internal control, to assess the risk of material misstatement of the fi-

nancial statements whether due to error or fraud, and to design the nature, timing and extent 

of further audit procedures. AICPA 2007 Guide ¶ 2.150. 

     437. SEC Form N-SAR requires PwC, as the auditor of the Funds’ financial state-

ments, to report annually to the SEC and to the Funds’ directors and shareholders on the 
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Funds’ internal control over financial reporting. AICPA 2007 Guide ¶ 2.150. 

     438. According to the AICPA Guide, in its consideration of the Funds’ internal con-

trol structure and whether that structure ensured compliance with the Funds’ investment 

policies and restrictions, PwC should have reviewed such relevant Fund documents as the 

most recent prospectus, compliance items reported in the annual N-SAR report to the SEC, 

and other publicly filed documents, certificate of incorporation, bylaws, and minutes of 

board and audit committee and shareholder meetings. AICPA 2000/2007 Guide ¶ 

2.101/2.144. 

2. Pricing and Valuation of the Funds’ Thinly Traded Structured Financial 

Instruments 

     439. PwC’s principal objectives in auditing the Funds’ investment accounts during 

the Class Period were to determine, inter alia, whether there was a reasonable assurance that 

the Funds’ portfolio investments were properly valued. AICPA 2007 Guide ¶ 2.148.  

     440. “Reasonable assurance” means a “high level of assurance.” SAS No. 104. 

     441. The AICPA Guide provides that the audit of an investment company’s invest-

ment accounts is a significant portion of the overall audit because of the relative significance 

of those accounts and of the related income accounts. AICPA 2007 Guide ¶ 2.141. 

     442. All relevant factors must be taken into account in performing good faith valua-

tions. AICPA 2000 Guide ¶¶ 2.35, 2.36, 2.133. 

     443. The AICPA Guide, citing ICA Rule 22c-1, informed the PwC auditors work-

ing on the audits of the Funds’ financial statements that, under the ICA, open-end investment 

companies offering their shares to the public continuously are required to compute the 

Funds’ respective net asset values per share daily to price Fund shares redeemed and sold. 

SOP 93-1 advised PwC auditors to consider reviewing the methods used by management to 

determine and update daily prices and the consistency of these methods from period to pe-

riod and across similar securities. 
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     444. With respect to the fair valuation of securities for which market quotations are 

not readily available, the AICPA Guide makes clear such fair valuations are estimates, pro-

viding: 

2.33 Situations may arise when quoted market prices are not readily 

available or when market quotations are available but it is ques-

tionable whether they represent fair value. Examples include in-

stances when— 

• Market quotations and transactions are infrequent and the 

most recent quotations and transactions occurred substan-

tially prior to the valuation date. 

• The market for the security is “thin” (that is, there are few 

transactions or market makers in the security, the spread be-

tween the bid and asked prices is large, and price quotations 

vary substantially either over time or among individual mar-

ket makers). 

• . . . 

Similar circumstances may also affect the appropriateness of 

valuations supplied by pricing services. Situations such as those 

above are expected to be rare but may occur. In those cases, an 

investment company may establish a policy to substitute a good 

faith estimate of fair value for the quoted market price or pricing 

service valuation. Any policy adopted should be consistently ap-

plied in all situations where significant pricing differences are de-

termined to exist. 

2.34 In December 2003, the SEC adopted new Rule 38a-1 under the 

1940 Act that requires registered investment companies . . . . to 

adopt policies and procedures reasonably designed to prevent 

violation of federal securities laws. . . . the SEC stated that Rule 

38a-1 “requires funds to adopt policies and procedures that re-

quire the fund to monitor for circumstances that may necessitate 

the use of fair value prices; establish criteria for determining 

when market quotations are no longer reliable for a particular 

portfolio security; provide a methodology or methodologies by 

which the fund determines the current fair value of the portfolio 

security; and regularly review the appropriateness and accuracy 

of the method used in valuing securities, and make any necessary 
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adjustments.”. . . . Further. . . . the SEC adopted rules which re-

quire investment companies . . . . to provide a brief explanation 

in their prospectuses of the circumstances under which they will 

use fair value prices and the effects of fair value pricing. 

2.35 Estimating Fair Values of Investments. The SEC’s Codification 

of Financial Reporting Policies provides guidance on the factors 

to be considered in, and on the responsibilities for and methods 

used for, the valuation of securities for which market quotations 

are not readily available [footnote citing Codification §§ 404.03 

and 404.04]. . . . . 

2.36 The objective of the estimating procedures is to state the securi-

ties at the amount at which they could be exchanged in a current 

transaction between willing parties, other than in a forced liqui-

dation sale. The term current transaction means realization in an 

orderly disposition over a reasonable period. All relevant factors 

should be considered in selecting the method of estimating in 

good faith the fair value of each kind of security. 

2.37 In estimating in good faith the fair value of a particular financial 

instrument, the board or its designee (the valuation committee) 

should, to the extent necessary, take into consideration all indica-

tions of fair value that are available. . . .[some of] the factors to 

be considered: 

• Financial standing of the issuer 

• Business and financial plan of the issuer and comparison of 

actual results with the plan 

• Size of position held and the liquidity of the market 

• Contractual restrictions on disposition 

• Reported prices and the extent of public trading in similar fi-

nancial instruments of the issuer or comparable companies 

• Ability of the issuer to obtain needed financing 

• Changes in the economic conditions affecting the issuer 

• A recent purchase or sale of a security of the company 

• Pricing by other dealers in similar securities 

• Financial statements of investees 

2.38 No single method exists for estimating fair value in good faith 

Case 2:07-cv-02784-SHM-dkv   Document 218    Filed 11/30/09   Page 256 of 404



  

 

257   
 

  

because fair value depends on the facts and circumstances of 

each individual case. Valuation methods may be based on a . . . 

discount or premium from market, of a similar, freely traded se-

curity of the same issuer; on a yield to maturity with respect to 

debt issues; or on a combination of these and other methods. In 

addition, with respect to derivative products, other factors (such 

as volatility, interest . . . and term to maturity) should be consid-

ered. The board of directors should be satisfied, however, that 

the method used to estimate fair value in good faith is reasonable 

and appropriate and that the resulting valuation is representative 

of fair value. 

2.39 The information considered and the basis for the valuation deci-

sion should be documented, and the supporting data should be 

retained. The board may appoint individuals to assist it in the es-

timation process and to make the necessary calculations. . . .  If 

considered material, the circumstances surrounding the substitu-

tion of good faith estimates of fair value for market quotations or 

pricing service valuations should be disclosed in the notes to the 

financial statements. . . .  

AICPA 2007 Guide ¶¶ 2.33-2.39. 

     445. With respect to AICPA Guide ¶ 2.34’s admonition that, investment company 

prospectuses disclose “the circumstances under which they will use fair value prices and the 

effects of fair value pricing,” the Funds’ prospectuses did disclose the “circumstances under 

which fair value prices” would be used—namely, the absence of readily available market quo-

tations—but did not disclose “the effects of fair value pricing”—namely, given the magnitude 

of fair-valued securities in the Funds’ portfolios, that the prices at which the Funds’ sharehold-

ers were purchasing and redeeming the Funds’ shares were subject to substantial uncertainty 

and were vulnerable to a sudden precipitous decline in value.  

     446. No single standard for determining “fair value . . . in good faith” can be laid 

down, since fair value depends upon the circumstances of each individual case. SEC Codifi-

cation 404.03.b.iv.  

     447. SEC Codification 404.03.b.iv. provides that directors of mutual funds whose 
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securities are being fair valued in good faith should consider the following factors: 

(a) The fundamental analytical data relating to the investment;  

(b) The nature and duration of restrictions on disposition of the securities; 

(c) An evaluation of the forces which influence the market in which these securi-

ties are purchased and sold;  

(d) Type of security;  

(e) Financial statements; 

(f) Cost at date of purchase; 

(g) Size of holding; 

(h) Discount from market value of unrestricted securities of the same class at time 

of purchase; 

(i) Special reports prepared by analysts; 

(j) Information as to any transactions or offers with respect to the security;  

(k) Price and extent of public trading in similar securities of the issuer or compa-

rable companies. 

     448. SEC Codification 404.03.b.iv. provides that the guidance described in the pre-

ceding paragraph does not purport to delineate all factors which may be considered. The di-

rectors should take into consideration all indications of value available to them in determin-

ing the “fair value” assigned to a particular security. The information so considered together 

with, to the extent practicable, judgment factors considered by the board of directors in 

reaching its decisions should be documented in the minutes of the directors’ meeting and the 

supporting data retained for the inspection of the company’s independent accountant. 

     449. PwC’s auditors should have become familiar with the provisions of the SEC’s 

financial reporting releases on this subject, with emphasis on section 404.03 of SEC’s Codi-

fication of Financial Reporting Policies. AICPA 2000/2007 Guide ¶ 2.133/2.182. 

     450. In the case of investments valued by the investment company using a valuation 
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model, the auditor should assess the reasonableness and appropriateness of the model, in-

cluding whether management has identified the significant assumptions and factors influenc-

ing the measurement of fair value, and whether the significant assumptions used are reason-

able and the model is appropriate considering the entity’s circumstances. (Significant as-

sumptions cover matters that materially affect the fair value measurement and may include 

those that are sensitive to variation or uncertainty in amount or nature, and are susceptible to 

misapplication or bias.) AICPA 2007 Guide ¶ 2.182. 

     451. Under Codification of Statements on Auditing Standards (“AU”) section 328, 

the auditor’s substantive tests of fair value measurements involve (a) testing management’s 

significant assumptions, the valuation model, and the underlying data, (b) developing inde-

pendent fair value estimates for corroborative purposes, or (c) examining subsequent events 

and transactions that confirm or disconfirm the estimate. AICPA 2000/2007 Guide ¶¶ 2.124, 

2.126 / 2.141, 2.168, 2.170. 

     452. In auditing the Funds’ investment accounts, PwC should have considered the 

Funds’ transactions with brokers and pricing services. AICPA 2007 Guide ¶ 2.141. 

     453. To the extent that the estimated values of the Funds’ securities were provided by 

dealers or pricing services, PwC should have considered whether controls maintained by the 

fund or by the pricing service provide reasonable assurance (i.e., high level of assurance) 

that material pricing errors would be prevented or detected, which controls could include, 

inter alia, testing methods used by the pricing service to obtain daily quotations, verifying 

daily changes of each security’s fair value in excess of a stipulated percentage, verifying 

dealer quotations with other dealers on a test basis, and consideration of fair value that has 

not changed for a stipulated period. AICPA 2000/2007 Guide ¶ 2.131/2.176.  

     454. To the extent that Morgan Management used internally developed matrix pric-

ing to determine the fair value of the Funds’ fair valued securities, PwC should have consid-

ered performing the following procedures on a test basis: 
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(a) Reviewing the matrix used; 

(b) Determining that the results have been reviewed by the board of directors or its 

designees for reasonableness; 

(c) Comparing sales proceeds from securities sold during the year with the value 

used on several days before the sale; 

(d) Comparing fair values with values obtained from a second pricing matrix; 

(e) Comparing fair values with quotations obtained from market makers. 

AICPA 2000 Guide ¶ 2.132. 

     455. To the extent that the Funds’ investments were valued using a valuation model, 

regardless of whether such model was developed internally or was one used by the Funds’ 

outside pricing sources, PwC should have obtained an understanding of the entity’s process 

for determining fair value, including: 

(a) The controls over the process used to determine fair value measurements, in-

cluding, for example, controls over data and the segregation of duties between 

investment management functions and those responsible for undertaking the 

valuations; 

(b) The expertise and experience of those determining fair value measurements; 

(c) The role of information technology in the valuation process; 

(d) Significant assumptions used in determining fair value, as well as the process 

used to develop and apply management’s assumptions, including whether 

management used available market information to development the assump-

tions; 

(e) Documentation supporting management’s assumptions; 

(f) The controls over the consistency, timeliness, and reliability of data used in 

valuation models. 

AICPA 2007 Guide ¶ 2.177. 
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     456. With respect to the Funds’ securities for which there were no readily available 

market quotations, PwC should have evaluated whether the method of measurement was ap-

propriate in the circumstances, which evaluation involved obtaining an understanding of man-

agement’s rationale for selecting a particular valuation method by discussing with manage-

ment its reasons for selecting that method. PwC also needed to consider whether:  

(a) Management had sufficiently evaluated and appropriately applied the criteria, 

if any, provided by GAAP to support the selected method; 

(b) The valuation method was appropriate in the circumstances given the nature of 

the item being valued; 

(c) The valuation method was appropriate in relation to the environment in which 

the Funds operated. 

AICPA 2007 Guide ¶ 2.179. 

     457. PwC should have tested the data used to develop the fair value measurements 

of the Funds’ thinly traded structured financial instruments and the disclosures relating 

thereto and should have evaluated whether the fair value measurements were properly de-

termined from such data and management’s assumptions. PwC needed to evaluate whether 

the data on which the fair value measurements were based, including the data used in the 

work of a specialist, was accurate, complete and relevant; and whether fair value measure-

ments were properly determined using such data and management’s assumptions. PwC’s 

tests might have included procedures such as verifying the source of the data, mathematical 

recomputation of inputs, and reviewing of information for internal consistency. AICPA 2007 

Guide ¶ 2.181. 

     458. PwC knew that, because the fee paid by an investment company to its adviser 

to manage its portfolio is a percentage of the value of the portfolio and because of the pres-

sures on portfolio managers to achieve significant above average performance in a highly 

competitive industry to attract additional investment dollars, and because the Funds’ senior 
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portfolio manager could earn a bonus based on the Funds’ performance in comparison to the 

selected benchmark index of as much as half of his base compensation, a risk inherent in the 

valuation of portfolio securities by the management of the investment company is that man-

agement has an incentive to err on the high side when valuing portfolio securities. It is in 

part because of this incentive that auditors must be especially vigilant when auditing valua-

tions of portfolio securities in the course of their audits of an investment company’s financial 

statements.  

     459. PwC was required to confirm that the prices used by the Funds to value their 

portfolio securities were reasonable. 

     460. PwC was required to test the Funds’ respective net asset values as computed 

on the Funds’ price makeup sheets at the date of the Funds’ financial statements and on se-

lected interim dates. Such tests should have included procedures that, inter alia, traced 

quoted market prices to independent sources and, when independent sources were not avail-

able, to supporting documentation for investments stated at fair values, as determined by the 

Funds’ board of directors.  

     461. PwC was required to ascertain whether the pricing and valuation procedures 

used by the Funds complied with the disclosed accounting policies, applicable SEC rules and 

regulations, and generally accepted accounting principles.  

     462. With respect to security values estimated in good faith by the Funds’ board of 

directors, PwC was required to review the procedures employed by the board of directors for 

its continuing appraisal of such securities, determine whether the methods established for 

such valuations were followed, and make certain that these methods were reviewed and ap-

proved by the board of directors. PwC was required to review the procedures applied by the 

board of directors in valuing such securities and to inspect the underlying documentation to 

determine whether the procedures were reasonable and the documentation appropriate for 

that purpose. 
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     463. Pricing and valuation of the Funds’ portfolio securities were part of the Funds’ 

internal accounting controls, the examination or testing of which PwC was responsible in 

connection with its audits of the Funds’ financial statements and on which PwC was required 

to report in addition to its audit report and opinion.  

     464. SEC Form N-SAR states that the auditor’s report on a registered investment 

company’s internal controls should be “based on a review, study, and evaluation of the ac-

counting system, internal accounting controls, . . . made during the audit of the financial 

statements. The report should disclose material weaknesses in the accounting system, the 

system of internal accounting control . . . that exist as of the end of the registrant’s fiscal 

year. Disclosure of a material weakness should include an indication of any corrective action 

taken or proposed.” PwC’s reports on the Funds’ internal controls were exhibits to the 

Funds’ Form N-SAR reports and should have been addressed to the Funds’ shareholders and 

board of directors. 

     465. To the extent that the Funds’ management was relying on a pricing service to 

price its securities, the Funds’ management was obliged to understand how the pricing ser-

vice was pricing those securities, including whether the pricing service was taking into ac-

count in pricing the Funds’ securities those factors deemed relevant by the Funds’ manage-

ment and board of directors.  PwC was required to ascertain that the Funds’ management had 

such an understanding. 

     466. PwC knew that, under the ICA, an open-end mutual fund is required to com-

pute its net asset value daily in order to price the fund’s shares that are being redeemed and 

sold daily. 

     467. The Funds were required to disclose those securities in their respective portfo-

lios whose values were being estimated in accordance with fair value procedures, together 

with the magnitude of such securities, as material information but did not do so until October 

3, 2007, even though such valuations were material throughout the Class Period.  
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     468. If PwC had diligently followed the guidance recited above and given the ex-

traordinarily large proportion of the Funds’ portfolios invested in securities requiring fair value 

estimates, PwC would have identified the uncertainty inherent in half or more of the Funds’ 

respective portfolios, and either  

(a) Because of the limitation imposed by such uncertainty on the ability of PwC to 

properly audit the values of the Funds’ assets, issued a qualified audit opinion as 

to the Funds’ financial statements or disclaimed its ability to render such an 

opinion, and/or 

(b) Counseled the Funds’ management to correctly disclose the magnitude of this 

uncertainty and the effect thereof on the Funds’ net assets and NAV per share,  

in either of which cases, the RMK Defendants’ desired avoidance of either of which disclo-

sures would have caused the Funds’ management to reduce the amount of such fair-valued se-

curities and thereby prevent or minimize the losses incurred in 2007. 

3. The Use of and Need for Good Faith Fair Value Procedures; Valuation 

Uncertainty 

     469. In its annual financial statements for its fiscal year ended June 30, 2007, issued 

on October 3, 2007, the Funds and Defendants disclosed for the first time the dollar amount 

of the Funds’ securities that were fair valued at June 30, 2006. Not disclosed were the per-

centages those dollar amounts represented of the Funds’ portfolios at June 30, 2006. 

     470. In its annual financial statements for its fiscal year ended June 30, 2007, issued 

on October 3, 2007, the Funds and Defendants disclosed the dollar amount of the Funds’ se-

curities that were fair valued at June 30, 2007.  

     471. These disclosures were the first time the Funds disclosed the magnitude of the 

Funds’ portfolio securities that were subject to the highly judgmental, uncertain estimated 

values of securities for which market quotations are not readily available. 

     472. These fair valued securities were 18.2% and 30.7% of the Short Term Fund’s 
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portfolio at June 30, 2006 and June 30, 2007 respectively, 55.8% and 50.4% of the Interme-

diate Fund’s portfolio at June 30, 2006 and June 30, 2007 respectively, and 49.5% and 

59.7% of the High Income Fund’s portfolio at June 30, 2006 and June 30, 2007 respectively, 

calculated as follows: 

 Investments in Securities (from 
annual reports)  

Fair Valued Investments: $ (from 2007 annual report) 
and as % of Investments in Securities (calculated) 

 6/30/06 6/30/07 6/30/06 6/30/07 

Short Term 
Fund  

$66,019,096 $86,400,536 $12,028,659 18.2% $26,567,836 30.7% 

Intermediate 
Fund  

$ 673,709,710 $1,020,989,624 $ 376,056,341  55.8% $ 514,922,503 50.4% 

High Income 
Fund  

$1,192,784,672 $1,045,740,306 $590,018,294 49.5% $624,867,802 59.7% 

     473. Fair valued securities are those for which market quotations are not readily avail-

able. 

     474. Fair valued securities are those that have not traded in significant volume for a 

substantial period. 

     475. Fair valued securities are illiquid securities. 

     476. Fair valued securities are thinly traded. 

     477. Defendants knew that fair valued securities are those for which market quota-

tions are not readily available, or have not traded in significant volume for a substantial period, 

and disclosed same. See paragraph 220(d)-(l). 

     478. PwC knew that the Funds and their management and directors understood that 

fair valued securities are those for which market quotations are not readily available or have 

not traded in significant volume for a substantial period. See paragraph 220(d)-(l). 

     479. PwC and the RMK Defendants knew, by no later than August 21, 2006 (the date 

of the issuance PwC’s audit report on the Funds’ 2006 financial statements),  that approxi-

mately half or more of each of the Intermediate Fund’s and High Income Fund’s, and 18% of 

the Short Term Fund’s, portfolio was fair valued at June 30, 2006. 
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     480. PwC and the RMK Defendants knew that, prior to October 3, 2007, and except 

for the Short Term Fund as of June 30, 2005, the Funds did not identify in their annual and 

semi-annual reports and quarterly schedules of portfolio securities those securities that were 

being fair valued or disclose in such reports the amount of their respective portfolios that were 

being fair valued. 

     481. PwC and the RMK Defendants knew, or should have known, that the Funds 

were required to disclose in their annual and semi-annual reports and quarterly schedules of 

portfolio securities those of the Funds’ investment securities that were being fair valued be-

cause such information was material to investors for the reasons set forth herein. 

     482. PwC knew that trading activity in the high-yield bonds and structured financial 

instruments of the type in which the Funds invested is limited, that the market in which these 

securities are traded is thin, and that, accordingly, dealer quotations may not indicate the 

prices at which these securities may be bought or sold. Accordingly, PwC knew that the fair 

value of such securities should have been estimated by the Funds’ board of directors and that 

the board of directors should have implemented good faith fair value procedures for this pur-

pose.  

     483. According to the AICPA Guide, investment companies such as the Funds re-

port their investment securities at fair value, measured by quoted market prices for securities 

for which market quotations are readily available, or, if market quotations are not readily 

available, an estimate of value (fair value) as determined in good faith by the board of direc-

tors. 

     484. Securities for which market quotations are not readily available are very diffi-

cult to price, and the estimated pricing thereof is based on subjective judgment. 

     485. PwC knew that securities for which market quotations are not readily available 

are very difficult to price and that the estimated pricing thereof is based on subjective judg-

ment. 
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     486. According to the AICPA Guide and Codification § 404.03, quotations for 

over-the-counter securities should ordinarily be obtained from more than one broker-dealer, 

unless they are available from an established market maker for that security. Quotations for 

several days should be reviewed. If a security has been sold infrequently or if the market in 

the security is thin, the reliability of market quotations should be considered. If market quo-

tations for the security are deemed not reliable, an estimate of value, as determined in good 

faith by the board of directors, should be used. 

     487. There were no established or indefinitely committed market makers for most if 

not all of the high-yield bonds and structured financial instruments in which the Funds in-

vested during the Class Period, and any purported market quotations were not reliable indi-

cators of market value. 

     488. According to the AICPA Guide and Codification § 404.03, in certain circum-

stances, it may be necessary to estimate the fair value of securities if market quotations are 

not readily available. The objective of the estimating procedures is to state the securities at 

the amount the owner could reasonably expect to receive for them in a current sale, though 

the owner may not intend to sell them. 

     489. Because a substantial portion of the high-yield bonds and structured financial 

instruments in which the Funds invested did not have readily ascertainable market values, 

the AICPA Guide and Codification § 404.03 required that their valuation should have been 

determined by the board of directors’ fair valuation procedures that were designed to ap-

proximate the values that would have been established by market forces. 

     490.  According to the AICPA Guide and SOP 93-1, because the high-yield bonds 

and structured financial instruments in which the Funds invested did not have readily ascer-

tainable market values and the valuation of such securities was, therefore, estimated, their 

valuation was subject to uncertainty. 

     491. PwC was required to determine whether the Funds’ board of directors on be-
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half of the Funds was making, or should be making, good faith estimates of the value of the 

high-yield bonds and structured financial instruments in which the Funds invested and, 

therefore, determine whether the procedures employed were adequate or reasonable and, fur-

ther, whether to qualify its opinions on the Funds’ financial statements as a result of any in-

adequate or unreasonable procedures employed by the Funds’ board of directors. 

     492. Based on the disclosures on October 3, 2007, regarding the securities held by 

the Funds’ as of June 30, 2006 whose fair values were estimated, and on information and be-

lief based on an understanding that restricted securities are securities for which market quo-

tations are not readily available and because securities are “fair-valued” when market quota-

tions are not readily available, in connection with its efforts to test or verify the prices used 

by the Funds for the high-yield bonds and structured financial instruments in which the 

Funds invested, PwC was unable to obtain independent secondary quotations for a material 

number of such securities during the course of its audits of the Funds’ 2004, 2005 and 2006 

financial statements. 

     493. Upon determining that market quotations were not readily available for a mate-

rial portion of the Funds’ portfolio securities, PwC was required to determine whether the 

procedures adopted by the Funds’ board of directors for good faith fair value pricing of such 

securities were properly applied and whether all factors were taken into account in estimat-

ing the value of the Funds’ securities. 

     494. Because the Funds did not disclose that any of their securities were fair valued 

at June 30, 2006, the inference arises that such valuations were not performed. The same in-

ference arises with respect to the Funds’ June 30, 2005 and 2004 financial statements based 

on the number of restricted securities in each Fund’s portfolio on said dates. 

     495. Whether the Funds did not fair value securities when they should have done so, 

or did fair value such securities but did not disclose the extent to which it was doing so, PwC, 

in connection with its audits of the Funds’ 2004, 2005 and 2006 financial statements: 
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(a) Never advised the Funds’ management and board of directors of the need to 

perform good faith estimates of value for those high-yield bonds and structured 

financial instruments for which secondary market quotations were not readily 

available, as PwC was required to do, or never advised the Funds’ manage-

ment and board of directors of the need to consider the effects, or potential ef-

fects, on the valuations of the Funds’ assets of the substantial portion of the 

Funds’ investment securities that were fair valued, especially in light of the 

Funds’ respective investment objectives, policies and restrictions and how the 

RMK Defendants said how the Funds would be managed; 

(b) Never advised the Funds’ board of directors to disclose in footnotes to the 

Funds’ financial statements, that the Funds’ net asset value was subject to sig-

nificant uncertainty in light of the magnitude of the Funds’ investments in fair 

valued securities or in securities that should have been fair valued, as PwC was 

required to do in view of the Funds’ respective investment objectives, policies 

and restrictions; 

(c) Never disclosed, or advised the Funds’ board of directors to disclose in foot-

notes to the Funds’ financial statements or otherwise, that the Funds’ net asset 

value was subject to significant uncertainty in light of the magnitude of each 

Fund’s investments in fair valued securities or in securities that should have 

been fair valued, as PwC was required to do in view of the materiality of such 

facts and as PwC did do in connection with its audit of the Funds’ 2007 finan-

cial statements; 

(d) Never added an explanatory paragraph to its standard reports to emphasize the 

uncertainty of the valuation of the Funds’ investments in fair valued securities 

or in securities that should have been fair valued, as PwC was required to do 

and as PwC did do in connection with its audit of the Funds’ 2007 and 2008 
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financial statements and as PwC’s successor, Briggs, Bunting & Dougherty, 

LLP, did in connection with the Funds’ audited financial statements for the six 

months ended October 31, 2008; 

(e) Never modified its opinions to report that the Funds’ financial statements did 

not conform with generally accepted accounting principles or rendered an ad-

verse opinion, as PwC was required to do; 

(f) Never included in its reports an explanatory paragraph disclosing the magni-

tude of the Funds’ portfolios subject to good faith valuation estimates by the 

Funds’ board of directors on behalf of the Funds in view of the absence of 

readily ascertainable market values, as PwC was required to do, in order that 

the Funds’ 2004, 2005 and 2006 financial statements be fairly presented in ac-

cordance with generally accepted accounting principles, and as PwC did do in 

connection with its audit of the Funds’ 2007 and 2008 financial statements and 

as PwC’s successor, Briggs, Bunting & Dougherty, LLP, did in connection 

with the Funds’ audited financial statements for the six months ended October 

31, 2008; and  

(g) Never advised the Funds’ board of directors that PwC was unable to render an 

unqualified opinion, or such an opinion without an explanatory paragraph, be-

cause of the limitation placed on the scope of its audits as a result of the mag-

nitude of the Funds’ portfolio securities subject to fair valuation procedures 

and the inherently uncertain values of such estimated valuations, as PwC was 

required to do. 

     496. Despite the magnitude of fair valued securities in the Funds’ portfolios, or se-

curities for which market quotations were not readily available that required fair value esti-

mates but were not fair-valued based on the failure to identify the substantial presence of 

fair-valued securities in the Funds’ portfolio, PwC: 
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(a) Never determined whether control procedures maintained by the Funds’ man-

agement, or by the dealer or pricing service used by the Funds to value the 

high-yield bonds and structured financial instruments in which the Funds in-

vested, provided reasonable assurance (i.e., high level of assurance) that mate-

rial pricing errors would be prevented or detected, as directed by the AICPA 

Guide; 

(b) Never examined the methods used by the pricing service to obtain daily quota-

tions or verify dealer quotations with other dealers on a test basis, as directed 

by the AICPA Guide; 

(c) Did not obtain independent quotations from dealers, as directed by the AICPA 

Guide; and 

(d) Never determined the pricing methodology used by the Funds’ pricing ser-

vices, whether such methodology included all relevant factors, as determined 

by the Funds’ board of directors or otherwise, or whether such pricing services 

used matrix pricing, as directed by the AICPA Guide. 

     497. If the securities in the Funds’ portfolios requiring fair valuation procedures 

were not fair valued until the audit of the Funds’ 2007, or 2006, financial statements, then, in 

connection with the 2006 audit, PwC never: 

(a) Reviewed the procedures employed by the Funds’ board of directors in con-

nection with the Funds’ continuing appraisal of such securities, as PwC was 

required to do;  

(b) Determined whether the methods established by the Funds for such valuations 

were followed, as PwC was required to do; 

(c)  Made certain that the methods established by the Funds for such valuations 

had been reviewed and approved by the Funds’ board of directors, as PwC was 

required to do; 
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(d) Inspected the documentation underlying such valuations to determine whether 

the procedures were reasonable and the documentation appropriate for the pur-

pose of valuing such securities, as PwC was required to do;  

(e) Determined whether the procedures being used to value the Funds’ high-yield 

bonds and structured financial instruments were consistent with the procedures 

disclosed in the Funds’ prospectuses and annual and semi-annual reports as 

PwC was required to do; or 

(f) Determined whether the procedures being used to value the Funds’ structured 

financial instruments were consistent with the procedures prescribed by the 

AICPA Guide ¶¶ 2.33-2.39 and Codification § 404.03.b.iv. See paragraphs 444 

and 447. 

     498. Because the high-yield bonds and structured financial instruments that were 

subject to good faith fair value procedures constituted a material portion of the Funds’ port-

folios and their respective NAVs during the Class Period, resulting in a material portion of 

the Funds’ portfolio valuations being based on estimates of value, PwC should have advised 

the Funds’ management and board of directors that the magnitude of such estimated values 

and the attendant risks and uncertainties should have been disclosed in the Funds’ 2004, 2005, 

and 2006 financial statements and in PwC’s audit reports thereon, as Defendants did do in the 

Funds’ 2007 and 2008 financial statements and in PwC’s reports thereon and as PwC’s suc-

cessor, Briggs, Bunting & Dougherty, LLP, did in connection with the Funds’ audited finan-

cial statements for the six months ended October 31, 2008, because such estimates had a sig-

nificant impact on the Funds’ financial statements. SOP 94-6. 

4. The Funds’ Noncompliance with Their Investment Restrictions 

     499. SEC Codification § 404.03.a. provides (emphasis supplied): 

Where the propriety or validity of an investment in a security by an investment 

company is questionable because of particular provisions of the Investment 

Company Act, or state law, or the company’s investment policy or other repre-
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sentations as stated in its filings with the Commission, or legal obligations in re-

spect of a contract or transaction, a written opinion of legal counsel should also 

be obtained by the company’s management, made available to the independent 

accountant, and a copy included in the working papers. If the questions of propri-

ety or validity are not satisfactorily resolved, the circumstances of the investment 

should be disclosed in the financial statements or notes thereto. 

     500. PwC should have reviewed such relevant investment company documents as 

the latest prospectus, SAI, certificate of incorporation, bylaws, and minutes of the board of 

directors’ and shareholders’ meetings to gain an understanding of the investment company’s 

investment objectives and restrictions. AICPA 2000/2007 Guide ¶ 2.101/2.144. 

     501. PwC should have considered whether the Funds’ management had a program 

to prevent, deter, or detect noncompliance with the Funds’ investment restrictions. Id.   

     502. As part of the consideration described in the preceding paragraph, PwC should 

also have considered obtaining the written compliance policies and procedures designed to 

prevent violation of federal securities laws and meeting with the designated chief compli-

ance officer responsible for administering those policies and procedures. Id.  

     503. PwC should also have considered whether the program described in the second 

preceding paragraph identified noncompliance with the stated investment restrictions and 

tested the operation of the program to the extent considered necessary. Id.  

     504. An investment company’s failure to comply with its stated objectives and in-

vestment restrictions may be considered a possible illegal act that may have an indirect effect 

on the financial statements of the fund. Id.  

     505. The Funds’ failure to comply with their stated investment objectives and re-

strictions was a possible illegal act that had an indirect effect on the Funds’ financial state-

ments. 

     506. The Funds represented that they would limit their investments in illiquid secu-

rities to 15% of their respective net assets and would limit their investments in a single in-

dustry to 25% of their respective portfolios. 
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     507. In fact, the Funds’ investments in illiquid securities during all times relevant 

herein substantially exceeded their respective 15% limitations. Likewise, the Funds’ invest-

ments in a single industry substantially exceeded their respective 25% limitations. 

     508. PwC became aware, or should have become aware, of the illegal acts described 

in the second preceding paragraph in connection with its audit of the Funds’ 2004, 2005 and 

2006 financial statements, and, therefore, in view of the magnitude of the illegal acts described 

in the two preceding paragraphs and their demonstrably material effect on the Funds’ financial 

statements for those years, PwC should have made a report to the SEC relating to such illegal 

acts and should have so informed the Funds’ board of directors so that corrective action could 

have been taken to bring the Funds in compliance with said investment restrictions. 

     509. PwC now says that, based on the allegations herein, the Funds’ directors and 

management had sufficient knowledge that the Funds were not being managed in a manner 

that adhered to their respective investment objectives, policies and restrictions by no later than 

August 2006 and that this knowledge was sufficient to put the directors and management on 

notice of claims by the Funds against Defendants. 

     510. PwC, in connection with its audit of the Funds’ 2004, 2005 and 2006 financial 

statements, never disclosed, or advised the Funds’ board of directors to disclose in footnotes 

to the Funds’ financial statements, the substantial portion of the Funds’ investment securities 

that were restricted, as PwC was required to do in view of the materiality of such facts and as 

PwC’s successor, Briggs, Bunting & Dougherty, LLP, did in connection with the Funds’ au-

dited financial statements for the six months ended October 31, 2008. 

     511. Despite the magnitude of fair valued securities in the Funds’ portfolios, or se-

curities for which market quotations were not readily available that required fair value esti-

mates but were not fair-valued based on the failure to identify the substantial presence of 

fair-valued securities in the Funds’ portfolio, PwC failed to do what it was required to do, as 

set forth in paragraphs 494--97. 
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     512. If the securities in the Funds’ portfolios requiring fair valuation procedures 

were not fair valued until the audit of the Funds’ 2007, or 2006, financial statements, PwC 

failed to do what it was required to do, as set forth in paragraph 497. 

     513. Because the high-yield bonds and structured financial instruments that were 

subject to good faith fair value procedures constituted a material portion of the Funds’ port-

folios and their respective NAVs throughout all relevant times , resulting in a material por-

tion of the Funds’ portfolio valuations being based on estimates of value, the magnitude of 

such estimated values and the attendant risks and uncertainties should have been disclosed, as 

Defendants did in the Funds’ 2007 and 2008 financial statements and as PwC’s successor, 

Briggs, Bunting & Dougherty, LLP, did in connection with the Funds’ financial statements 

for the six months ended October 31, 2008, because such estimates had a significant impact 

on the Funds’ financial statements. SOP 94-6. 

5. Concentration of Credit Risk 

     514. Statement of Financial Auditing Standards (“SFAS”) 105, “Disclosure of Infor-

mation about Financial Instruments with . . . Concentrations of Credit Risk,” provides that an 

“entity shall disclose all significant concentrations of credit risk arising from all financial 

instruments . . . Group concentrations of credit risk exist if a number of counterparties are 

engaged in similar activities and have similar economic characteristics that would cause their 

ability to meet contractual obligations to be similarly affected by changes in economic or 

other conditions.” 

     515. SOP 94-6 requires disclosure in financial statements of credit and industry 

concentrations.  

     516. The Funds’ concentration in the mortgage sector and in structured financial in-

struments should have been, but was not, disclosed in the Funds’ financial statements. 

     517. Such disclosures are not limited to investments in a single industry but include 

other concentrations that may be present but not readily apparent. For example, such concen-
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trations include large investments in junk bonds and structured financial instruments like the 

CDOs in which the Funds heavily invested. 

     518. If PwC had identified the extraordinary credit concentration in the Funds’ 

portfolios, the Funds’ management would have been forewarned of the need to reduce such 

concentration to bring the Funds’ risk profiles within their stated investment objectives, 

policies, restrictions, and representations and could and would have done so by taking 

corrective action, which Defendants Company/Funds, Regions Bank, Morgan Keegan and 

Morgan Management had more than sufficient time to do before the subprime market 

collapsed later in 2007. 

6. The Risks of Material Misstatements Due to Fraud 

     519. The auditor should conduct the engagement with a mindset that recognizes the 

possibility that a material misstatement due to fraud could be present, regardless of any past 

experience with the entity and regardless of the auditor’s belief about management’s honesty 

and integrity. Furthermore, professional skepticism requires an ongoing questioning of 

whether the information and evidence obtained suggests that a material misstatement due to 

fraud has occurred. AICPA 2007 Guide ¶ 2.103. 

     520. PwC’s auditors were required to engage in brainstorming to understand the 

Funds, their complex investments, the environment in which the Funds operated, and to dis-

cuss the potential of the risk of material misstatement in the Funds’ financial statements. 

AICPA 2007 Guide ¶ 2.104. 

     521. Members of the audit team should discuss the potential for material misstate-

ment due to fraud in accordance with the requirements of AU § 316.14-.18. The discussion 

among the audit team members about the susceptibility of the entity’s financial statements to 

material misstatement due to fraud should include a consideration of the known external and 

internal factors affecting the entity that might (a) create incentives/pressures for management 

and others to commit fraud, (b) provide the opportunity for fraud to be perpetrated, and (c) 
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indicate a culture or environment that enables management to rationalize committing fraud. 

The “brain storming” by the audit team members about the risks of material misstatement 

due to fraud also should continue throughout the audit.  AICPA 2007 Guide ¶ 2.104. 

     522. Among the examples of factors unique to the investment company industry in 

general, and the Funds in particular, indicating the potential for the risk of fraudulent financial 

reporting, or the risks of material misstatements due to fraud, auditors are instructed to be 

aware of the following: 

(a) Significant investments for which market quotations are not readily available;  

(b) Inadequate procedures for estimating these values; 

(c) Significant investments in derivative financial instruments (e.g., the structured 

securities in which the Funds heavily invested) whose value is very difficult to 

estimate; 

(d) Inadequate monitoring of the fund’s compliance with its prospectus require-

ments; 

(e) Lack of board members’ understanding of how portfolio management intends 

to implement the fund’s investment objectives, thereby creating a situation in 

which management can aggressively interpret or disregard policies in place 

(e.g., restrictions on illiquid securities and industry concentration); 

(f) Lack of board members’ understanding of derivatives (e.g., the illiquid struc-

tured securities in which the Funds heavily invested) used by portfolio manag-

ers and involvement in approving or disapproving use of specific strategies, 

thereby creating a situation in which management can aggressively interpret or 

disregard policies in place; 

(g) Inadequate segregation of duties between operating (e.g., portfolio manage-

ment, fund distribution) and compliance monitoring functions—e.g., a chief 

compliance officer who had no apparent experience in investment company 
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law and regulation versus portfolio management and fund distribution func-

tions assigned to personnel significantly more experienced in such matters; 

(h) Unusual or unexpected relationships may indicate a material misstatement due 

to fraud such as investment performance substantially higher (or lower) when 

compared to industry peers or other relevant benchmarks, which cannot be 

readily attributed to the performance of specific securities where prices are 

readily available in an active market;  

(i) Accounts, transactions, and assertions that have high inherent risk because 

they involve a high degree of management judgment and subjectivity and are, 

therefore, susceptible to manipulation by management; 

(j) Significant amounts of investments traded in “thin” markets, particularly 

through one market maker (either exclusively or primarily); 

(k) Regarding fair valued investments, risks present in daily market valuation in-

clude lack of consideration of or availability of secondary/comparative pricing 

sources and significant levels of pricing from brokers; 

(l) Regarding derivative instruments (e.g., structured securities in which the 

Funds heavily invested), which are characterized by high inherent risk, risk 

factors include lack of policy governing derivative investments, including a 

clear definition of derivatives; lack of oversight over the use of derivative in-

vestments, including ongoing risk assessment of derivative instruments; lack 

of adequate procedures to value derivatives; and lack of awareness or under-

standing of derivative transactions on the part of senior management or the 

board of directors (e.g., Funds’ management represents that Funds were not 

investing in derivatives when in fact they were). 

AICPA 2007 Guide ¶¶ 2.105, 2.107, 2.110, 2.111, 2.112, 2.113. 

     523. Although fraud risk factors such as those described in the preceding paragraph 
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do not necessarily indicate the existence of fraud, they often are present in circumstances 

where fraud exists. AICPA 2007 Guide ¶ 2.108. 

     524. Regarding securities that cannot be valued on the basis of prices determined on 

an active market, various risks exist, including the following: 

(a) To the extent that management is estimating the value of portfolio investments, 

even through generally recognized models, the risk of fraudulent misstatement 

through systematic bias ordinarily exists;  

(b) If an investment is valued through a single market maker (often the counter-

party that sold the investment to the investment company), there is a risk that 

collusion occurred between that market maker and management in establishing 

a valuation for the investment;  

(c) In those cases where the independent valuation service estimates the value of 

securities that are not traded in the market, and of which the investment com-

pany, and other accounts managed by the same portfolio manager, may be the 

predominant, or sole, holder(s) of the securities, based predominantly, or 

solely, on information that is provided by the investment company, there is a 

risk that the information provided by management to the service is incomplete 

or otherwise biased; 

(d) If the market for a security is “thin,” there is a risk that the investment com-

pany may be able to manipulate the quoted price by systematic purchases of 

the security in the market.  

AICPA 2007 Guide ¶ 2.119. 

     525. A “thin” market is one in which trades are typically sporadic, so that small 

changes in supply or demand can have a significant effect on quoted prices; usually, such 

securities have an extremely small “float” (i.e., freely tradable amounts owned by the pub-

lic). AICPA 2007 Guide ¶ 2.119. 
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     526. A fund organization’s program to prevent, deter, and detect fraud includes the 

periodic documentation of the fund’s compliance with its investment objectives and restric-

tions. AICPA 2007 Guide ¶ 2.129. 

     527. Audit procedures relevant to assessing the risks of material misstatement due to 

fraud include the following: 

(a) Analytical procedures such as comparing fund performance to benchmark in-

dices and net investment income ratios to yield indices for comparable securi-

ties or investment funds; 

(b) Reading compliance summaries for individual funds and testing compliance 

determinations contained therein; 

(c) Testing inputs to valuation models for reasonableness in relation to published 

data or financial information services; 

(d) Reviewing minutes of board valuation committee meetings and considering 

whether the minutes adequately support valuations determined, or the proce-

dures used to reach them. 

AICPA 2007 Guide ¶  2.132. 

     528.  The failure to disclose in the notes to the Funds’ 2004, 2005 and 2006 financial 

statements, and in PwC’s audit reports on said financial statements, the magnitude of the 

Funds’ securities whose values were estimated and, therefore, subject to significant uncer-

tainty, was a material misstatement due to fraud within the meaning of AICPA 2007 Guide ¶¶ 

2.101-2.140. 

     529. The failure described in the preceding paragraph was a “previously unrecog-

nized risk of material misstatement due to fraud.” See AICPA 2007 Guide ¶ 2.133. 

     530. The auditor with final responsibility for the audit should ascertain that there 

has been appropriate communication with the other audit team members throughout the audit 

regarding information or conditions indicative of risks of material misstatement due to fraud. 
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AICPA 2007 Guide ¶ 2.134. 

B. PWC’S DISCLOSURE AND REPORTING OBLIGATIONS 

     531. According to PwC, the Funds’ directors and management had sufficient knowl-

edge that the Funds were not being managed in a manner that adhered to their respective in-

vestment objectives, policies and restrictions by no later than mid-2006 and that this knowl-

edge was sufficient to put the directors and management on notice of claims by the Funds 

against Defendants. PwC had the same knowledge. 

     532. If PwC had properly carried out its duties in the course of its audit of the 

Funds’ financial statements for their fiscal years ended June 30, 2006, PwC would have as-

certained the failure either to properly value the Funds’ high-yield bonds and structured fi-

nancial instruments or to disclose the magnitude of the Funds’ fair valued securities, the 

failure to disclose the uncertain value of a substantial portion of the Funds’ portfolio securi-

ties and of the Funds’ respective net asset values, and the Funds’ excessive investments in 

illiquid high-yield bonds and structured financial instruments and in a single industry, all in 

violation of express restrictions on such investments and generally accepted accounting prin-

ciples and SEC rules and regulations, as well as the Funds’ own disclosures. If PwC had so 

ascertained such violative conduct in the course of such audits, it was required to inform the 

Funds’ management and directors of such violative practices. 

     533. SEC Codification § 404.03 provides that where “questions of propriety or va-

lidity [relating to a mutual fund’s investments] are not satisfactorily resolved, the circum-

stances of the investment should be disclosed in the financial statements or notes thereto.” 

     534. The AICPA Guide provides that if PwC was unable to obtain sufficient evi-

dential matter to support the Funds’ management’s assertions about the nature of a matter 

involving an uncertainty – e.g., the valuation of the Funds’ high-yield bonds and structured 

financial instruments – and its presentation or disclosure in the Funds’ financial statements, 

PwC should have considered the need to express a qualified opinion or to disclaim an opin-
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ion because of a scope limitation.  PwC did not do so in connection with its audit of the 

Funds’ 2004, 2005 and 2006 financial statements.   PwC did do so, in part, in connection 

with its audit of the Funds’ 2007 financial statements.  

     535. The AICPA Guide further provides that if PwC’s audits of the Funds’ financial 

statements revealed that the valuation procedures used by the Funds’ board of directors were 

inadequate or unreasonable, or that the underlying documentation did not support the valua-

tions, PwC should have modified its opinion for lack of conformity with generally accepted 

accounting principles or, depending on the significance to the financial statements of the se-

curities subject to such valuation procedures, PwC should have issued an adverse opinion. 

     536. SOP 93-1 provides that, even if PwC had concluded, in the course of its audit 

of the Funds’ 2004. 2005 and 2006 annual financial statements, based on an examination of 

the available evidence, the process used to estimate the values of the Funds’ high-yield 

bonds and structured financial instruments was reasonable, the documentation supportive, 

and the range of possible values of such securities was not significant, PwC might still have 

chosen to emphasize the existence of the uncertainties relating to such estimated valuations 

of such securities by including an explanatory paragraph in its audit report on those financial 

statements, as PwC did do in its October 3, 2007 audit report in connection with its audit of 

the Funds’ 2007 financial statements. 

     537. In light of the magnitude of the high-yield asset- and mortgage-backed securi-

ties and other structured financial instruments that were subject to good faith fair value pro-

cedures, PwC should have, with respect to the Funds’ 2004, 2005 and 2006 financial state-

ments, either: 

(a) Included an explanatory paragraph in its report on the Funds’ financial state-

ments disclosing the magnitude of the Funds’ portfolios subject to good faith 

fair value estimates by the Funds’ board of directors, along with an explana-

tory paragraph to emphasize the uncertainty of the valuation of such securities 
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and of the Funds’ NAVs; or  

(b) Issued an opinion that was qualified because the Funds’ financial statements 

and attendant disclosures failed to conform with generally accepted accounting 

principles; or  

(c) Issued an adverse opinion, or disclaimed its ability to issue an opinion, because 

of the limitation on the scope of its audit resulting from such valuation uncer-

tainty or from the failure of the valuation of the high-yield bonds and struc-

tured financial instruments in which the Funds invested to be done in accor-

dance with required and disclosed valuation procedures.  

     538. PwC furnished to the Funds’ officers and directors in connection with each of 

its audit of the Funds’2006 annual financial statements a “management letter” in which it 

commented on, inter alia, the Funds’ internal controls. In this management letter PwC 

should have reported to the Funds’ management and board of directors:  

(a) The failure to value the Funds’ high-yield bonds and structured financial in-

struments in accordance with the Funds’ disclosed valuation policy, applicable 

generally accepted accounting principles, and SEC rules and regulations;  

(b) The failure to disclose the uncertain estimated values of the Funds’ substantial 

investments in high-yield bonds and structured financial instruments in accor-

dance with applicable generally accepted accounting principles and SEC rules 

and regulations;  

(c) The failure and need to disclose the effect on the Funds’ portfolio valuations 

and NAV per share of such uncertain estimated values of the Funds’ 

substantial investments in high-yield bonds and structured financial 

instruments in light of the Funds’ investment objectives and/or other 

representations regarding maintaining relatively stable NAVs; and  

(d) The failure to comply with the disclosed limitations on the Funds’ investments 
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in illiquid securities and investments in a single industry.  

     539. In its Form N-SAR report on the Funds’ internal controls, PwC should have 

reported to the SEC by at least June 30, 2006, the Funds’ directors and the Funds’ share-

holders the matters identified in the preceding paragraph. 

     540.  In its report to the Funds’ shareholders on the Funds’ annual 2004, 2005 and 

2006 financial statements, or in footnotes to such financial statements, PwC should have dis-

closed, or advised the Funds to disclose, the matters identified in paragraph 538. 

     541. If PwC had timely informed the Funds’ management and directors, as set out 

above, the RMK Defendants could have caused the Funds to take corrective action to bring 

their valuation procedures into compliance with generally accepted accounting principles 

and SEC rules and regulations and disclosed accounting policies, and warned the Funds’ 

shareholders and prospective investors about the uncertainty inherent in the estimated values 

of a substantial portion of the Funds’ assets and, consequently, the uncertainty of the Funds’ 

net asset values. Alternatively, the Funds’ directors and management could have caused the 

Funds to take corrective action by reducing the amount of thinly traded structured financial 

instruments of uncertain valuation that had a history of suddenly becoming unsalable at their 

estimated values, to bring the Funds’ investment practices into compliance with the Funds’ 

respective investment objective, policies, restrictions and representations. 

     542. If, in the absence of corrective action by the RMK Defendants, PwC had 

timely so informed the SEC, the Funds would have been compelled to suspend selling and 

redeeming their shares and take corrective action to bring their portfolios into compliance 

with their respective investment objectives, policies and restrictions. 

C. PWC’S FALSE DIRECT REPRESENTATIONS 

     543. In connection with the offer and sale of, and offer to redeem the Funds’ shares, 

Defendant PwC made the following representations in its report on the Funds’ June 30, 2006 

financial statements on and after August 21, 2006 (date of PwC’s audit report), which ap-
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peared in the Funds’ registration statements or amendments thereto, including prospectuses 

and statements of additional information, and in annual reports and other documents filed 

with the SEC and distributed to the Funds’ shareholders during the period following the is-

suance of said report: 

In our opinion, the accompanying statements of assets and liabilities, in-

cluding the portfolios of investments, and the related statements of opera-

tions and of changes in net assets and the financial highlights present 

fairly, in all material respects, the financial position of Regions Morgan 

Keegan Select Short Term Bond Fund, Regions Morgan Keegan Select In-

termediate Bond Fund and Regions Morgan Keegan Select High Income 

Fund (hereafter referred to as the “Funds”) at June 30, 2006, the results of 

each of their operations and the changes in each of their net assets for each 

of the years or periods presented and the financial highlights for the years 

and periods presented for Regions Morgan Keegan Select Intermediate 

Bond Fund and Regions Morgan Keegan Select High Income Fund and the 

financial highlights for the three years or periods in the year then ended for 

Regions Morgan Keegan Select Short Term Bond Fund, in conformity with 

accounting principles generally accepted in the United States of America. 

These financial statements and financial highlights (hereafter referred to as 

“financial statements”) are the responsibility of the Funds’ management; 

our responsibility is to express an opinion on these financial statements 

based on our audits. We conducted our audits of these financial statements 

in accordance with the standards of the Public Company Accounting Over-

sight Board (United States). Those standards require that we plan and per-

form the audits to obtain reasonable assurance about whether the financial 

statements are free of material misstatement. An audit includes examining, 

on a test basis, evidence supporting the amounts and disclosures in the fi-

nancial statements, assessing the accounting principles used and significant 

estimates made by management, and evaluating the overall financial state-

ment presentation. We believe that our audits, which included confirmation 

of securities at June 30, 2006 by correspondence with the custodian and 

brokers, provide a reasonable basis for our opinion . . . . . 

     544. In connection with the offer and sale of the Funds’ shares, Defendant PwC 

made representations in its reports on the Funds’ June 30, 2004 and June 30, 2005 financial 

statements identical or nearly or substantively identical to those recited in the preceding 

paragraph, which appeared in the Funds’ registration statements or amendments thereto, in-
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cluding prospectuses and statements of additional information, and in annual reports and 

other documents filed with the SEC and distributed to the Funds’ shareholders during the 

period following the issuance of each of said reports. 

     545. The Funds’ June 30, 2006, annual report and prospectus dated November 1, 

2006, contained a section entitled “Financial Highlights.” This section contained excerpts 

from the Funds’ audited financial statements for the preceding three years relating to, inter 

alia, total return, yield, NAV at the beginning and end of the period, income (loss) from in-

vestment operations, net investment income, net realized and unrealized gains (losses) on 

investments, distributions, and the ratio of net investment income to average net assets. The 

financial data that appeared in the “Financial Highlights” section of each of the Funds’ pro-

spectuses was examined by PwC. 

     546.  As an example, the following financial information for the five-year period 

July 31, 2001 through June 30, 2006 (September 1, 2001 through June 30, 2006 for the Short 

Term Fund) was disclosed in the “Financial Highlights” section of the Funds’ November 1, 

2006 prospectus (data is for Class A shares): 

NAV PER 
SHARE RANGE 

NET INVEST-
MENT INCOME 
AS % OF AV-
ERAGE NET 

ASSETS 

ANNUAL TO-
TAL RETURN 

TOTAL ANNUAL 
DISTRIBUTIONS 

PER SHARE FUND  

High Low 

RANGE 
AS % OF 

AVERAGE 
NAV  

High Low 

RANGE AS 
% OF AV-
ERAGE 

INCOME AS 
% OF NET 
ASSETS  

High Low 

RANGE 
AS % OF 

AVERAGE 
TOTAL 

RETURN 

High Low 

RANGE 
AS % OF 

AVERAGE 
DISTRI-

BUTIONS  

Short Term 
Bond Fund  

 $ 10.24   $   9.94  2.97% 4.18% 2.76% 40.92% 6.57% 1.21% 138%  $ 0.44  $ 0.29 41% 

Intermediate 
Fund  

 $ 10.39  $   9.93 4.53% 9.55% 6.61% 36.39% 9.99% 4.68% 72%  $ 1.00  $ 0.68 38% 

High Income 
Fund  

 $ 10.56  $ 10.42 1.33% 13.52% 10.23% 27.71% 14.05% 10.13% 32%  $ 1.44  $ 1.17 21% 

     547. The table in the preceding paragraph demonstrates that the High Income 

Fund’s NAV fluctuated the least (i.e., was the least volatile) of the three Funds and that the 

other performance measures likewise show the High Income Fund to be the least volatile. 

Thus, there was nothing in the performance data of the three Funds over the five-year period 

Case 2:07-cv-02784-SHM-dkv   Document 218    Filed 11/30/09   Page 286 of 404



  

 

287   
 

  

July/September 2001 through June 2006 to suggest the potential for the Short Term Fund, 

Intermediate Fund and High Income Fund to encounter the extraordinary volatility experi-

enced in 2007 and early 2008 or to incur the huge losses that the Funds did incur in 2007 and 

2008. Especially significant is the relative stability of the High Income Fund’s distributions, 

which are very important to investors in fixed income funds. 

     548. The Funds’ June 30, 2004 and June 30, 2005 annual reports and prospectuses 

dated subsequent to said annual reports likewise contained a section entitled “Financial 

Highlights.” This section contained excerpts from the Funds’ audited financial statements for 

the preceding three years relating to, inter alia, total return, yield, NAV at the beginning and 

end of the period, income (loss) from investment operations, net investment income, net 

realized and unrealized gains (losses) on investments, distributions, and the ratio of net 

investment income to average net assets. The financial data that appeared in the “Financial 

Highlights” section of each of the Funds’ prospectuses was examined by PwC. 

     549. During the Class Period, the Funds’ annual reports to shareholders and 

prospectuses were reviewed by PwC, the Funds’ directors and the other RMK Defendants. 

     550. During the Class Period, the prospectuses contained in the Funds’ registration 

statements were distributed, or made available, to prospective investors in the Funds and to 

the Funds’ existing shareholders. The June 30, 2004, 2005 and 2006 annual and December 

31, 2004, 2005 and 2006 semi-annual reports to shareholders were distributed, or made 

available, to existing Fund shareholders at the time they were issued and to prospective in-

vestors throughout the year following their issuance until the next annual report was issued. 

     551. The Funds’ 2004, 2005 and 2006 annual financial statements did not include a 

statement of cash flows; a statement of cash flows was required for the following reasons: 

(a) AICPA Guide ¶ 7.66 provides:  

FASB Statement No. 102 exempts from the requirements to provide 

a statement of cash flows investment companies subject to the 1940 
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Act . . . provided that all of the following conditions are met: 

a.   During the period, substantially all of the enterprise’s invest-

ments were highly liquid (for example, marketable securities 

and other assets for which a market is readily available). 

b.   Substantially all of the enterprise’s investments are carried at fair 

value. (Securities for which fair value is determined using ma-

trix pricing techniques would meet this condition. Other securi-

ties for which fair value is not readily determinable and for 

which fair value must be determined in good faith by the board 

of directors would not.) 

(b) The High Income and Intermediate Funds held securities the fair value of 

which was not readily determinable and the fair value of which was deter-

mined in good faith by the board of directors as of June 30, 2006 and June 30, 

2007 ranging from 50% to 60%. Paragraphs 187 and 472. 

(c) Given the magnitude of securities in the Funds’ portfolios whose valuations 

were estimated, “substantially all” of the Funds’ investments were not “highly 

liquid,” and, therefore, the Funds failed to satisfy the requirement for the ex-

emption from including a statement of cash flows.  

     552. The representations, financial information and representations implicit in said 

financial information set forth in paragraphs 543-46 above were false and misleading in that: 

(a) PwC did not audit the Funds’ financial statements in accordance with applica-

ble auditing standards; 

(b) The Funds’ financial statements were not presented in accordance with gener-

ally accepted accounting principles; 

(c) With respect to the Financial Highlights, PwC failed to disclose that the 

Funds’ financial results were obtained by investment practices that were in-

consistent with, and prohibited by the Funds’ restrictions, investment objec-

tives, and RMK Defendants’ representations about how the Funds would be 

managed; 
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(d) In connection with the Financial Highlights, PwC failed to disclose that the 

Funds’ financial results were obtained by investing in highly speculative illiq-

uid high-yield bonds and structured financial instruments in excess of the 15% 

limitation on illiquid securities disclosed by the Funds and recommended by 

the SEC and in excess of the 25% limit on investments in a single industry; 

(e) In connection with the Financial Highlights, PwC failed to disclose that the 

Funds’ financial statements from which the Financial Highlights were ex-

cerpted were not prepared in accordance with generally accepted accounting 

principles in that, inter alia, the financial statements failed to disclose the 

magnitude of fair valued securities, the material uncertainty inherent in the es-

timated values of such securities, and the effect thereof on the Funds’ respec-

tive NAVs and NAVs per share during all times relevant herein and the ability 

of the Funds’ shareholders to redeem their shares at a reasonably stable NAV 

per share; 

(f) In its reports on the Funds’ financial statements and in connection with the Fi-

nancial Highlights, in view of the magnitude of portfolio securities as to which 

secondary quotations were not available and which were subject to good faith 

fair value procedures, PwC failed to disclose the material valuation uncertainty 

of the high-yield bonds and structured financial instruments in which the 

Funds invested and the effect of such uncertainty on the Funds’ net asset value, 

their financial statements and the Financial Highlights and ability of share-

holders to redeem their shares; 

(g) PwC, in its reports on the Funds’ financial statements, failed either (i) to qual-

ify its opinions on the Funds’ financial statements by including an exception to 

its opinions for the effect on said financial statements of the valuation of the 

Funds’ securities for which market quotations were not readily available as de-
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termined by the Funds’ board of directors and the uncertainties attendant to the 

valuation of such securities, or (ii) to render adverse opinions, or disclaim an 

opinion, because of the limitation on the scope of its audit resulting from such 

valuation uncertainty or from the failure of the valuation of the high-yield 

bonds and structured financial instruments in which the Funds invested to be 

done in accordance with required and disclosed valuation procedures, or (iii) to 

include an explanatory paragraph disclosing the valuation risk inherent in the 

Funds’ portfolios in view of the magnitude of securities subject to good faith 

fair value procedures;  

(h) PwC failed to apply appropriate audit procedures to the valuations of the 

Funds’ high-yield bonds and structured financial instruments and failed to 

modify its audit reports to disclose the Funds’ use of an improper valuation 

method for a significant portion of the Funds’ portfolios or failure to apply fair 

value procedures, as the Funds disclosed would be applied when market quota-

tions were not readily available;  

(i) PwC improperly relied upon the representations of the Funds’ management as 

to the Funds’ compliance with their investment restrictions and/or failed to 

conduct such tests as reasonable to ascertain the Funds’ compliance with their 

disclosed investment restrictions;  

(j) PwC failed to ascertain whether the Funds’ internal control and risk manage-

ment were adequate to ensure compliance by the Funds with their disclosed in-

vestment restrictions;  

(k) PwC did not obtain reasonable assurance (high level of assurance) that the 

Funds were not violating their investment restrictions;  

(l) The Financial Highlights falsely portrayed the Funds as relatively stable (i.e., 

safe) fixed income investment vehicles providing a steady stream of dividends 

Case 2:07-cv-02784-SHM-dkv   Document 218    Filed 11/30/09   Page 290 of 404



  

 

291   
 

  

and concealed the potential for great loss that lurked in each of the Funds’ 

portfolios, which false portrayal would have been cured by the disclosures that 

PwC was required to make in its reports on the Funds’ financial statements, or 

that PwC was required to advise the Funds to make in their financial state-

ments and the footnotes thereto, in accordance with generally accepted ac-

counting principles and applicable SEC rules; and 

(m) The Funds’ financial statements did not include the required statement of cash 

flows, which was required because of the magnitude of securities in the Funds’ 

respective portfolios whose valuations were estimated, thus failing to satisfy 

the requirement for the exemption from including a statement of cash flows 

that substantially all of the Funds’ investments be “highly liquid.” AICPA 

Guide ¶ 7.66; SFAS 102.  

     553. The High Income Fund’s yield (dividends as a percentage of NAV) was in-

flated to the extent that the dividend rate for the individual Funds was not sustainable. The 

actual portfolio income did not support the dividends being paid, resulting in the Fund’s dis-

tributing capital to the shareholders, which was not disclosed and which was prohibited by 

the section 6.3 of the Company’s articles of incorporation. For the year ended June 30, 2007, 

the High Income Fund’s distributions (excluding distributions from net realized gain on in-

vestments) of $137,840,131 exceeded the Fund’s net investment income of $125,790,468 by 

over $12 million. 

     554. In September, October and November 2008, new managers for the Funds 

(HBAM) reduced the High Income Fund’s dividend by 92%, the Intermediate Fund’s divi-

dend by 94%, and the Short Term Fund’s dividend by 63% to bring dividends in line with 

investment income, putting the dividends on a sustainable basis. 

     555. If PwC had not failed in its auditing function as alleged herein but instead had 

conducted the auditing procedures and tests described herein for the Funds’ fiscal year ended 
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June 30, 2004, 2005 and 2006 with the care and diligence reasonably expected by the Plain-

tiffs and the Class, and in the manner reasonably expected by the Funds’ management and 

board of directors in light of PwC’s advertised expertise in matters relating to investment 

companies and the audits of their financial statements and in response to the reliance by the 

Funds’ management and board of directors on PwC as invited by PwC, PwC would have re-

ported to the directors that the Funds were engaging in the wrongful conduct described 

herein, and corrective actions could have been taken by the Funds’ management that would 

have avoided or minimized the losses incurred by Plaintiffs and the class in 2007 and 2008. 

     556. If PwC had disclosed, or informed the Funds’ directors of the need to disclose, 

the matters required to be disclosed by the AICPA Guide in its report on the Funds’ June 30, 

2006 financial statements, the Funds’ shareholders would have been informed of material 

facts relevant to their continuing holdings of the Funds’ shares in connection with the Funds’ 

continuing offers to redeem their shares from their respective shareholders. 

     557. If PwC had disclosed, or had informed the Funds’ directors of the need to dis-

close, the matters required to be disclosed by the AICPA Guide in its reports on the Funds’ 

2004, 2005 and 2006 annual financial statements, the Funds’ management and directors 

would have been forewarned about the Funds’ improper valuation practices, the valuation 

uncertainty relating to the Funds’ largely estimated NAV, and the Funds’ failure to adhere to 

the disclosed restrictions on illiquid securities and investments in a single industry, and, be-

ing forewarned, the Funds’ directors would have caused corrective action to be taken by the 

Funds’ management, thus avoiding the losses incurred by the Funds in 2007 and 2008. 

     558. If PwC had informed Morgan Management, Morgan Keegan and the Funds’ 

board of directors, in connection with its audits either of the Funds’ 2004, 2005 or 2006 an-

nual financial statements of the need to make the disclosures described herein, as PwC did in 

connection with its audit of the Funds’ 2007 and 2008 financial statements, or that PwC was 

unable to render an unqualified opinion on the Funds’ 2004, 2005 or 2006 financial state-
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ments, or if PwC had included an explanatory paragraph in its reports on the Funds’ 2004, 

2005 or 2006 financial statements, as PwC did in connection with its audits of the Funds’ 

2007 and 2008 financial statements, or if PwC had informed the SEC and the Funds’ share-

holders of the above matters, the Fund’s directors, to avoid the need for such disclosures or 

the loss of the Funds’ assets through redemptions, would have caused corrective action to be 

taken by the Funds’ management, thus avoiding the losses incurred by the Funds in 2007 and 

2008. 

     559. If PwC had informed Morgan Management, Morgan Keegan and the Funds’ 

board of directors, in connection with its audit of the Funds’ 2004, 2005 and 2006 annual 

financial statements of the need to make the disclosures described herein, as PwC did in 

connection with its audits of the Funds’ 2007 and 2008 financial statements, or that PwC 

was unable to render an unqualified opinion on the Funds’ financial statements, or if PwC 

had included an explanatory paragraph in its report on the Funds’ 2004, 2005 and 2006 an-

nual financial statements, as PwC did in connection with its audit of the Funds’ 2007 and 

2008 financial statements, or if PwC had informed the SEC and the Funds’ shareholders of 

the above matters, Plaintiffs and the Class, being forewarned, could have avoided the losses 

incurred by them. 

     560. If PwC had timely informed the Funds’ management and directors in June 

2006, or even as late as December 2006, that the Funds’ portfolio securities exceeded the 

disclosed restriction on illiquid securities, the Funds would have sold such illiquid securities 

at a time when, despite the illiquid market for such securities, they could have been sold for 

substantially more than the prices to which they began to drop in 2007. If the Funds had sold 

such securities during the period from mid- to late-2006 to early 2007, they would have 

avoided the losses incurred in 2007 and 2008 as a result of their excessively heavy use of 

uncertainly valued illiquid securities, and the Funds’ net asset value would not have de-

clined, or would not have declined by nearly as much as it did decline. 
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     561. Notwithstanding the belated disclosures in October 2007 regarding the magni-

tude of the fair valued securities present in the Funds’ portfolios at June 30, 2006 and the 

failure to make such disclosures in the June 30, 2006, 2005 and 2004 financial statements, at 

no time has PwC withdrawn its reports on the Funds’ 2006, 2005 or 2004 financial state-

ments, or taken any other steps to inform the Funds’ shareholders of the violative nature of 

the investment policies used by the Funds during the Class Period. 

D. THE FUNDS’ 2004, 2005 AND 2006 FINANCIAL STATEMENTS WERE NOT PRE-

PARED IN ACCORDANCE WITH GENERALLY ACCEPTED ACCOUNTING PRINCI-

PLES AND DID NOT INCLUDE ALL REQUIRED FINANCIAL STATEMENT DISCLO-

SURES 

     562. On April 25, 1938, the SEC issued SEC Accounting Series Release (“ASR”) 4: 

In cases where financial statements filed with the Commission pursuant to 

its rules and regulations under the Securities Act or the Exchange Act are 

prepared in accordance with accounting principles for which there is no 

substantial authoritative support, such financial statements will be pre-

sumed to be misleading, or inaccurate despite disclosures contained in the 

certificate of the accountant or in footnotes to the statements provided the 

matters involved are material. In cases where there is a difference of opin-

ion between the Commission and the registrant as to the proper principles 

of accounting to be followed, disclosure will be accepted in lieu of correc-

tion of the financial statements themselves only if the points involved are 

such that there is substantial authoritative support for the practices fol-

lowed by the registrant and the position of the Commission has not previ-

ously been expressed in rules, regulations or other official releases of the 

Commission, including the published opinions of its Chief Accountant. 

     563. On December 20, 1973, the SEC’s 1938 policy statement was updated to rec-

ognize the establishment of the Financial Accounting Standards Board (“FASB”) through 

the issuance of Accounting Series Release 150. This Release stated, in relevant part: 

Various Acts of Congress administered by the Securities and Exchange 

Commission clearly state the authority of the Commission to prescribe 

methods to be followed in the preparation of accounts and the form and 

content of financial statements to be filed under the Acts and responsibility 

to assure that investors are furnished with information necessary for in-

formed investment decisions. In meeting this statutory responsibility effec-
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tively, in recognition of the expertise, energy and resources of the account-

ing profession, and without abdicating its responsibilities, the Commission 

has historically looked to the standard setting bodies designated by the pro-

fession to provide leadership in establishing and improving the accounting 

principles... 

See also Financial Reporting Release No. 36. 

     564. In addition, AU Section 411, which discusses the sources of established ac-

counting principles that are generally accepted in the United States and which sets forth a 

hierarchy or such principles states: 

Rules and interpretive releases of the Securities and Exchange Commission 

(SEC) have an authority similar to category (a) [the highest level in the hi-

erarchy of accounting principles] pronouncements for SEC registrants. In 

addition, the SEC staff issues Staff Accounting Bulletins that represent 

practices followed by the staff in administering SEC disclosure require-

ments. Also, the Introduction to the FASB’s EITF Abstracts states that the 

Securities and Exchange Commission’s Chief Accountant has said that the 

SEC staff would challenge any accounting that differs from a consensus of 

the FASB Emerging Issues Task Force, because the consensus position 

represents the best thinking on areas for which there are no specific stan-

dards. 

     565. Based on the foregoing, the SEC is the final arbiter of accounting principles. 

     566. SEC Regulation S-X § 210.4-01(a)(1) provides that financial statements that 

are not prepared in accordance with generally accepted accounting principles are presumed 

to be misleading.  

     567. The SEC’s Codification of Financial Reporting Policies, § 404.03.a, requires 

that violations by an investment company of its investment objectives, policies and restric-

tions be disclosed in its financial statements or the footnotes thereto. 

     568. The Funds’ 2004, 2005 and 2006 annual financial statements were not pre-

pared, or presented, in accordance with generally accepted accounting principles because 

they did not disclose: 

(a) The magnitude of the Funds’ respective investment portfolios that was in-
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vested in illiquid or restricted securities and that was required to be valued us-

ing good faith fair value procedures established by the Funds’ board of direc-

tors, as was disclosed in the 2007 and 2008 financial statements, or that such 

required valuation using such procedures had not been done; 

(b) The methods used to perform such valuations, including the method(s) and 

significant assumptions used to estimate the fair values of the Funds’ invest-

ments subject to such valuations; 

(c) The valuation uncertainty attendant to the Funds’ high-yield bonds and struc-

tured financial instruments resulting from the estimated values of such securi-

ties and the effect of such uncertainty on the Funds’ respective net asset val-

ues, including the extent to which the Funds’ respective NAVs per share were 

estimated and the effect on such NAVs of a given change in such estimated 

values and the likelihood of such change;  

(d) That the Funds’ investment practices were inconsistent with, contrary to, and 

prohibited by  

(1) their disclosed investment restrictions limiting investments in illiquid se-

curities and investments in a single industry, 

(2) the representations of RMK Defendants regarding how the Funds would 

be managed, and 

(3) with respect to the Short Term and Intermediate Funds, the investment 

objectives of those Funds to the extent that those investment objectives 

imposed upon the Funds and the RMK Defendants the obligation to 

manage them in a manner that preserved capital, as they represented they 

would do; 

(e) That the Funds failed to disclose the concentration of credit risk inherent in 

their heavy investments in structured financial instruments and in mortgage re-
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lated securities. 

     569. By failing to disclose the Funds’ violations of their respective investment ob-

jectives, policies and restrictions in their respective financial statements, PwC failed to dis-

close in its reports on the Funds’ 2004, 2005 and 2006 annual financial statements that the 

Funds were violating the SEC requirement that such violations be so disclosed, a financial 

statement disclosure required by generally accepted accounting principles.  

     570. In its report on the Funds’ annual financial statements for their fiscal years 

ended June 30, 2004, 2005 and 2006, PwC falsely stated that the Funds’ financial statements 

were prepared in accordance with generally accepted accounting principles.  PwC’s state-

ments were false because the financial statements violated the following generally accepted 

accounting principles or otherwise omitted required financial statement disclosures: 

(a) The principle that financial reporting should provide information that is useful 

to present and potential investors in making rational investment decisions and 

that information should be comprehensible to those who have a reasonable un-

derstanding of business and economic activities (FASB Statement of Financial 

Accounting Concepts No. 1, ¶ 34); 

(b) The principle that financial reporting should be conservative and refrain from 

overstatement of net income or assets, choosing the alternative that provides a 

lower net income or assets if confronted with a decision (FASB Statement of 

Financial Accounting Concepts No. 1); 

(c) The principle that conservatism be used as a prudent reaction to uncertainty to 

ensure that uncertainties and risks inherent in business situations are ade-

quately considered (FASB Statement of Financial Accounting Concepts No. 2, 

¶¶ 95, 97); 

(d) The principle that financial reporting should be reliable in that it represents 

what it purports to represent (FASB Statement of Financial Accounting Con-
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cepts No. 2, ¶¶ 58-59);  

(e) The principle that the quality of reliability and, in particular, of representa-

tional faithfulness leaves no room for accounting representations that subordi-

nate substance to form  (FASB Statement of Financial Accounting Concepts 

No. 2); 

(f) The concept of completeness that nothing material is left out of the informa-

tion that may be necessary to ensure that it validly represents underlying events 

and conditions (FASB Statement of Financial Accounting Concepts No. 2);  

(g) The principle of materiality, which provides that the omission or misstatement 

of an item in a financial report is material if, in light of the surrounding cir-

cumstances, the magnitude of the item is such that it is probable that the judg-

ment of a reasonable person relying upon the report would have been changed 

or influenced by the inclusion or correction of the item (FASB Statement of 

Financial Accounting Concepts No. 2, ¶ 132);  

(h) The concept that “the benefits of information may be increased by making it 

more understandable and, hence, useful to a wider circle of users” (FASB 

Concepts Statement No. 2) and that financial statement disclosures should be 

expressed clearly (SAS No. 106);  

(i) Disclosure of accounting policies should identify and describe the accounting 

principles followed by the reporting entity and the methods of applying those 

principles that materially affect the financial statements (Accounting Principles 

Board Opinion No. 22);  

(j) Disclosure of the methods and significant assumptions used to estimate the fair 

value of the Funds’ investments for which market quotations were not readily 

available (FASB Statement of Financial Accounting Standards No. 107, ¶ 10); 

(k) The omission of a statement of cash flows from the Funds’ financial state-
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ments; and 

(l) The omission of material facts from the Funds’ financial statement disclosures 

relating to the concentration, credit, liquidity and valuation risks and uncertain-

ties embedded in the Funds’ portfolios, the effect of such valuation uncertain-

ties on the Funds’ net assets and NAV per share, and violations of the Funds’ 

respective investment objectives and/or restrictions, all as set forth herein. 

     571. In the footnote disclosures to the Funds’ 2007 financial statements, and in 

PwC’s report on the Funds’ 2007 financial statements, Defendants finally disclosed, albeit 

deficiently, the conditions and risks that had lurked in the Funds’ portfolios, and should have 

been disclosed, throughout all times relevant herein, which nondisclosures violated GAAP. 

See paragraph 220(l) above. 

E. PWC’S AUDITS OF THE FUNDS’ 2004, 2005 AND 2006 FINANCIAL STATEMENTS 

WERE NOT CONDUCTED IN ACCORDANCE WITH GENERALLY ACCEPTED AU-

DITING STANDARDS 

     572. Throughout all times relevant herein, PwC had continual and complete access 

to the Funds’ books, records (as maintained by Morgan Management and Morgan Keegan), 

and the Funds’ and Morgan Management’s and Morgan Keegan’s corporate, financial, oper-

ating and business information, as well as their business operations, and ample opportunity 

to observe their investment and accounting practices. PwC had superior access to and 

knowledge of all aspects of the Funds’ business and was well informed as to their account-

ing practices.  

     573. The phrase “fair value” is defined, for accounting purposes (FASB Statement 

Nos. 107 ¶ 5, 115) as: “The amount at which a financial instrument could be exchanged in a 

current transaction between willing parties, other than in a forced or liquidation sale.” “Fair 

value” is also defined as “the price that would be received to sell an asset or paid to transfer 

a liability in an orderly transaction between market participants at the measurement date.” 

FASB SFAS No. 157 ¶ 5. 
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     574. GAAS specifically provides guidance (in AU Section 332) to auditors in audit-

ing investments in debt and equity securities. It states that: “The auditor should ascertain 

whether investments are accounted for in conformity with generally accepted accounting 

principles, including adequate disclosure of material matters.” It further states that: 

If investments are carried at fair value or if fair value is disclosed for in-

vestments carried at other than fair value, the auditor should obtain evi-

dence corroborating the fair value. In some cases, the method for determin-

ing fair value is specified by generally accepted accounting principles. For 

example, generally accepted accounting principles may require that the fair 

value of an investment be determined using quoted market prices or quota-

tions as opposed to estimation techniques. In those cases, the auditor 

should evaluate whether the determination of fair value is consistent with 

the required valuation method. The following paragraphs provide guidance 

on audit evidence that may be used to corroborate assertions about fair 

value; the guidance should be considered in the context of specific ac-

counting requirements. 

Quoted market prices for investments listed on national exchanges or over-

the-counter markets are available from sources such as financial publica-

tions, the exchanges, or the National Association of Securities Dealers 

Automated Quotations System (NASDAQ). For certain other investments, 

quoted market prices may be obtained from broker-dealers who are market 

makers in those investments. If quoted market prices are not available, es-

timates of fair value frequently can be obtained from third-party sources 

based on proprietary models or from the entity based on internally devel-

oped or acquired models.  

Quoted market prices obtained from financial publications or from national 

exchanges and NASDAQ are generally considered to provide sufficient 

evidence of the fair value of investments. However, for certain invest-

ments, such as securities that do not trade regularly, the auditor should 

consider obtaining estimates of fair value from broker-dealers or other 

third-party sources. In some situations, the auditor may determine that it is 

necessary to obtain fair-value estimates from more than one pricing source. 

For example, this may be appropriate if a pricing source has a relationship 

with an entity that might impair its objectivity.  

For fair-value estimates obtained from broker-dealers and other third-party 

sources, the auditor should consider the applicability of the guidance in 

section 336 [Using the Work of a Specialist] or section 324 [Service Or-
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ganizations]. The guidance in section 336 may be applicable if the third-

party source derives the fair value of a security by using modeling or simi-

lar techniques. If an entity uses a pricing service to obtain prices of listed 

securities in the entity’s portfolio, the guidance in section 324 may be ap-

propriate.  

In the case of investments valued by the entity using a valuation model, the 

auditor does not function as an appraiser and is not expected to substitute 

his or her judgment for that of the entity’s management. Rather, the auditor 

generally should assess the reasonableness and appropriateness of the 

model. The auditor also should determine whether the market variables and 

assumptions used are reasonable and appropriately supported. Estimates of 

expected future cash flows should be based on reasonable and supportable 

assumptions. Further, the auditor should determine whether the entity has 

made appropriate disclosures about the method(s) and significant assump-

tions used to estimate the fair values of such investments.  

The evaluation of the appropriateness of valuation models and each of the 

variables and assumptions used in the models may require considerable 

judgment and knowledge of valuation techniques, market factors that af-

fect value, and market conditions, particularly in relation to similar invest-

ments that are traded. Accordingly, in some circumstances, the auditor may 

consider it necessary to involve a specialist in assessing the entity’s fair-

value estimates or related models.  

     575. Because the Funds’ financial statements during all times relevant herein did 

not include the required disclosures about the method(s) and significant assumptions used to 

estimate the fair values of the Funds’ investments subject to such valuations, the inference 

arises that PwC failed to obtain such information and that, therefore, PwC failed to obtain 

evidence corroborating the investment valuations that the Funds purported to be reflected at 

fair value, thus violating AU § 332. 

     576. In those instances where valuation models were used to arrive at the fair values 

of the Funds’ assets, PwC violated AU Section 332 by failing to: 

(a) Assess the reasonableness and appropriateness of valuation models or assess-

ing the reasonableness and appropriateness of valuation models or, instead, 

making audit judgments that no reasonable auditor would have made if con-
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fronted with the same facts;  

(b) Determine whether the market variables and assumptions used in valuation 

models were reasonable and appropriately supported or, instead, making a de-

termination that the market variables and assumptions used in valuation mod-

els were reasonable and appropriately supported when no reasonable auditor 

would have made the same determination if confronted with the same facts; 

(c)  Assess the reasonableness and supportability of assumptions used in valuation 

models to estimate expected future cash flows of certain investments or, in-

stead, assessing the reasonableness and supportability of assumptions used in 

valuation models to estimate expected future cash flows of certain investments 

and arriving at conclusions that no reasonable auditor would have arrived at if 

confronted with the same facts; 

(d) Determine whether the Funds had made appropriate disclosures about the 

methods and significant assumptions used to estimate the fair values of such 

investments or, instead, by making such determination and arriving at conclu-

sions that no reasonable auditor would have arrived at if confronted with the 

same facts; or 

(e) Engage the services of an independent specialist to assess the reasonableness 

of the values ascribed to the Funds’ illiquid investments which were purported 

to be reflected at fair value, as was done in connection with the audit of the 

Funds’ 2007 financial statements. 

     577. As a result of PwC’s failures described in the preceding paragraph, PwC’s au-

dits were so deficient that they amounted to no audit at all. 

     578. PwC did not comply with GAAS in that it either (a) performed its audits in a 

manner that constituted an extreme departure from GAAS and from the standards of ordi-

nary care; or (b) failed to perform audit procedures that were appropriate and necessary un-
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der the circumstances, such as investigating the Funds’ questionable financial statement as-

sertions as particularized herein, and made audit judgments that no reasonable auditor would 

have made if confronted with the same facts. 

     579. AU Section 561, “Subsequent Discovery of Facts Existing at the Date of the 

Auditor’s Report,” sets forth procedures to be followed by the auditor who, subsequent to 

the date of his report upon audited financial statements, becomes aware that facts may have 

existed at that date which might have affected his report had he then been aware of such 

facts. PwC had a responsibility under this GAAS to revisit at least its 2006 audit when put 

on notice that half of the Funds’ portfolio consisted of fair valued securities whose valua-

tions were highly uncertain, thus requiring disclosure, both in footnotes to the Funds’ 2006 

annual financial statements and a paragraph in PwC’s audit report calling attention to such 

uncertainty, given the magnitude thereof and the effect on the Funds’ respective NAVs, as 

was disclosed in the Funds’ 2007 financial statements. 

     580. PwC failed to comply with AU Section 561, in that PwC failed to (i) advise the 

Funds to disclose that at least their 2006 financial statements were materially misstated and 

to (ii) advise the Funds: 

. . . to make appropriate disclosure of the newly discovered facts and their 

impact on the financial statements to persons who are known to be cur-

rently relying or who are likely to rely on the financial statements and the 

related auditor’s report . . . If the client refuses to make the disclosures . . . 

the auditor should notify each member of the board of directors of such 

refusal and of the fact that, in the absence of disclosure by the client, the 

auditor should take the following steps to the extent applicable: 

a.  Notification to the client that the auditor’s report must no longer be 

associated with the financial statements. 

b.  Notification to regulatory agencies having jurisdiction over the cli-

ent that the auditor’s report should no longer be relied upon. 

c.  Notification to each person known to the auditor to be relying on 

the financial statements that his report should no longer be relied upon.  

AU Section 561. 
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     581. AU Section 311 provides that audit planning involves developing an overall 

strategy for the expected conduct and scope of the audit: 

The auditor should obtain a level of knowledge of the entity’s business 

that will enable him to plan and perform his audit in accordance with gen-

erally accepted auditing standards. That level of knowledge should enable 

him to obtain an understanding of the events, transactions, and practices 

that, in his judgment, may have a significant effect on the financial state-

ments . . .Knowledge of the entity’s business helps the auditor in: 

(a)  Identifying areas that may need special consideration; 

(b)  Assessing conditions under which accounting data are produced, 

processed, reviewed, and accumulated within the organization; 

(c)  Evaluating the reasonableness of estimates; 

(d)  Evaluating the reasonableness of management representations. 

(e) Making judgments about the appropriateness of the accounting 

principles applied and the adequacy of disclosures.  

     582. PwC failed to:  

(a) Identify areas that needed special consideration, such as the appropriate valua-

tion of securities for which market quotations were not readily available and 

the appropriate determination of illiquid securities or identified such areas but 

audited them in a manner that was so deficient that it amounted to no audit at 

all, while making audit judgments that no reasonable auditor would have made 

if confronted with the same facts; 

(b) Assess the conditions under which accounting data (such as the fair values of 

the Funds’ illiquid investments) was produced, processed, reviewed, and ac-

cumulated within the organization or assessed such conditions and made audit 

judgments based upon said assessment that no reasonable auditor would have 

made if confronted with the same facts; 

(c) Evaluate the reasonableness of estimates and management’s representations 

(such as estimates of the fair value of the Funds’ investments and manage-
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ments’ representations regarding these fair values) or evaluated them in a 

manner which was so deficient that it amounted to no evaluation at all; 

(d) Judge the appropriateness of the accounting principles applied (such as the 

principle that disclosure of accounting policies should identify and describe the 

accounting principles followed by the reporting entity and the methods of ap-

plying those principles that materially affect the financial statements) and the 

adequacy of disclosures in the Funds’ financial statements (such as disclosure 

of the nature and the amount of the Funds’ fair-valued, untested, novel, illiquid 

securities), or did so and arrived at judgments that no reasonable auditor would 

have arrived at if confronted with the same facts. 

     583. AU Section 230 mandates that this overall strategy is to comprehend the fact 

that: “Due professional care is to be exercised in the planning and performance of the audit 

and the preparation of the report.” Providing guidance on the concept of due professional 

care, AU Section 230 states: 

Due professional care requires the auditor to exercise professional skepti-

cism. Professional skepticism is an attitude that includes a questioning 

mind and a critical assessment of audit evidence. The auditor uses the 

knowledge, skill, and ability called for by the profession of public ac-

counting to diligently perform, in good faith and with integrity, the gather-

ing and objective evaluation of evidence. 

Gathering and objectively evaluating audit evidence requires the auditor 

to consider the competency and sufficiency of the evidence. Since evi-

dence is gathered and evaluated throughout the audit, professional skepti-

cism should be exercised throughout the audit process. 

The auditor neither assumes that management is dishonest nor assumes 

unquestioned honesty. In exercising professional skepticism, the auditor 

should not be satisfied with less than persuasive evidence because of a be-

lief that management is honest. 

See also Securities Act Release No. 6349 (it is management’s responsibility to identify fac-

tors peculiar to and necessary for an understanding and evaluation of an individual com-
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pany). 

     584. PwC violated GAAS by failing to exercise due professional care in the overall 

conduct and scope of its audits, including the planning and performance of these audits and 

the preparation of its audit report on the Funds’ 2004, 2005 and 2006 annual financial state-

ments as particularized below. 

     585. AU Section 336 provides: 

The auditor’s education and experience enable him or her to be knowl-

edgeable about business matters in general, but the auditor is not expected 

to have the expertise of a person trained for or qualified to engage in the 

practice of another profession or occupation. During the audit, however, 

an auditor may encounter complex or subjective matters potentially mate-

rial to the financial statements. Such matters may require special skill or 

knowledge and in the auditor’s judgment require using the work of a spe-

cialist to obtain competent evidential matter. 

Examples of the types of matters that the auditor may decide require him 

or her to consider using the work of a specialist include, but are not lim-

ited to...Valuation [of]...restricted securities.... 

     586. In planning its audits, PwC failed to consider the facts and circumstances that 

indicated the existence of a substantially increased risk of material misstatement of the fair 

values assigned to the Funds’ fair-valued investments – by failing to disclose the magnitude 

of such investments and the uncertain valuations thereof – and likewise failed to engage the 

services of a qualified and independent specialist to undertake a valuation of those invest-

ments for which market quotations were not readily available. 

     587. AU Section 333 provides that, while an auditor may rely on management’s 

representations as part of the evidential basis for the audit client’s financial statement asser-

tions, the auditor may not rely exclusively on such representations: 

During an audit, management makes many representations to the auditor, 

both oral and written, in response to specific inquiries or through the fi-

nancial statements. Such representations from management are part of the 

evidential matter the independent auditor obtains, but they are not a sub-

stitute for the application of those auditing procedures necessary to afford 
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a reasonable basis for an opinion regarding the financial statements under 

audit. 

     588. PwC was required, but failed, to perform the above described audit procedures 

to corroborate management’s representation that the Funds’ investments in securities for 

which market quotations were not readily available were valued at their fair value and, ac-

cordingly, failed to comply with AU Section 333. 

     589. If PwC had performed the necessary corroborative procedures it would have 

learned that the Funds’ investments in securities for which market quotations were not read-

ily available were not valued at their fair value as represented, and would have called all 

other management representations into question, including, e.g., regarding Morgan Man-

agement’s determinations of the liquidity of the Funds’ securities. As stated in AU Section 

333: 

If a representation made by management is contradicted by other audit 

evidence, the auditor should investigate the circumstances and consider 

the reliability of the representation made. Based on the circumstances, the 

auditor should consider whether his or her reliance on management’s rep-

resentations relating to other aspects of the financial statements is appro-

priate and justified. 

     590. Given the materiality (see SEC Staff Accounting Bulletin No. 99) of the 

Funds’ investments in securities for which market quotations were not readily available, and 

the pervasive impact of these investments on the Funds’ financial statements, PwC should 

have significantly expanded the scope of its audit and the nature of its procedures in obser-

vance of GAAS (AU Section 312), which states that: “Higher risk may cause the auditor to 

expand the extent of procedures applied, apply procedures closer to or as of year end, par-

ticularly in critical audit areas, or modify the nature of procedures to obtain more persuasive 

evidence.” PwC failed to do so, violating GAAS. 

     591. AU Section 325 requires an auditor to report certain critical matters to a com-

pany’s Audit Committee. These critical matters are referred to as “reportable conditions” and 
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are defined as issues relating to significant deficiencies in the design or operation of the in-

ternal control that could adversely affect the organization’s ability to record, process, sum-

marize, and report financial data consistent with the assertions of management in the finan-

cial statements. 

     592. AU Section 325 describes the following matters as reportable conditions: 

(a) Inadequate overall internal control design;  

(b) Absence of appropriate reviews and approvals of transactions, accounting en-

tries, or systems output; 

(c) Inadequate procedures for appropriately assessing and applying accounting 

principles; 

(d) Inadequate provisions for the safeguarding of assets; 

(e) Absence of other controls considered appropriate for the type and level of 

transaction activity; 

(f) Evidence of failure of identified controls in preventing or detecting misstate-

ments of accounting information; 

(g) Evidence that a system fails to provide complete and accurate output consistent 

with the entity’s control objectives and current needs because of design flaws 

of the misapplication of controls; 

(h) Evidence of intentional override of internal control by those in authority to the 

detriment of the overall objectives of the system;  

(i) Evidence of failure to perform tasks that are part of internal control, such as 

reconciliations not prepared or not timely prepared; 

(j) Evidence of willful wrongdoing by employees or management; 

(k) Evidence of manipulation, falsification, or alteration of accounting records or 

supporting documents; 

(l) Evidence of intentional misapplication of accounting principles; 
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(m) Evidence of misrepresentation by client personnel to the auditor; 

(n) Absence of a sufficient level of control consciousness within the organization; 

and 

(o) Evidence of undue bias or lack of objectivity by those responsible for account-

ing decisions. 

     593. One or more of the above reportable conditions existed during all times rele-

vant herein. For example, during all times relevant herein, the Funds identified a number of 

portfolio securities that were restricted. See paragraph 183 above. Notwithstanding that these 

securities possessed the characteristics of illiquid securities and that restricted securities are 

presumptively illiquid, Morgan Management and/or Morgan Keegan determined these secu-

rities to be liquid, thus overriding controls in place to protect the Funds’ assets from the 

kinds of risks that materialized in 2007 and resulting in purchasing more illiquid securities 

when the portfolios already had more than 15% of their net assets in illiquid securities, vio-

lating that restriction, all of which contributed to the catastrophic losses suffered by the 

Funds’ shareholders in 2007. PwC did not report to the Funds’ board of directors these re-

portable conditions, thereby violating AU Section 332 and GAAS. 

     594. Additional examples are found in the facts underlying the numerous disclosure 

deficiencies identified above, which include facts that at best suggest an incompetent man-

agement and board of directors for failing to recognize the nature of the Funds’ investments 

or understand the risks assumed by the Funds or a grossly reckless management and board of 

directors and for failing to ensure the Funds were managed in accordance with the represen-

tations made to investors: 

(a) The fact that the Intermediate Fund represented it did not invest in derivatives, 

when it in fact did so; 

(b) The heavy concentration in all manner of exotic securities directly tied to the 

real estate industry; 
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(c) The High Income Fund’s and Intermediate Fund’s heavy investments in the 

lowest ranking, and therefore riskiest, tranches of risky asset- and mortgage-

backed securities. 

     595. AU Section 329 “requires the use of analytical procedures in the planning and 

overall review stages of all audits.” Analytical procedures involve comparisons of recorded 

amounts, or ratios developed from recorded amounts, to expectations developed by the audi-

tor and include comparisons of the audited fund with its peers, including, e.g., the relative 

performance of the audited fund versus that of its peers and the reasons for any significant 

difference in such performance. 

     596. AU Section 316 states that the following are examples of risk factors relating 

to misstatements arising from fraudulent financial reporting: 

(a) A significant portion of management’s compensation represented by bonuses, 

(b) Stock options, or other incentives, the value of which is contingent upon the 

entity achieving unduly aggressive targets for operating results, financial posi-

tion, or cash flow (Morgan Management’s compensation for advisory services 

was based upon the Funds’ net asset values); 

(c) An excessive interest by management in maintaining or increasing the entity’s 

stock price or earnings trend through the use of unusually aggressive account-

ing practices (Morgan Management’s treatment of restricted asset- and mort-

gage-backed securities as liquid was “unusually aggressive,” especially given 

the magnitude of such securities and the history of such securities suddenly be-

coming unsalable at their estimated values, a history of which PwC was 

knowledgeable because it was disclosed in prospectuses on offerings with 

which PwC was associated); 

(d) Domination of management by a single person or small group without com-

pensating controls such as effective oversight by the board of directors or audit 
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committee (during all times relevant herein the Funds were managed by two 

portfolio managers, and, given what happened, either such management was 

not subject to effective oversight or the oversight was ignored); 

(e) Inadequate monitoring of significant controls; 

(f) Management failing to correct known reportable conditions on a timely basis 

(the purchases of illiquid securities in violation of the restriction against such 

purchases if they cause the Funds’ illiquid securities to exceed 15% of net as-

sets); or 

(g) Management displaying a significant disregard for regulatory authorities (the 

failure to adhere to the SEC’s guidance regarding limiting illiquid securities, 

guidance concerning investing in novel untested fixed income securities, and 

the need for mutual funds to comply with investment objectives and restric-

tions). 

     597. PwC failed to plan and execute its audits of the Funds’ 2004, 2005 and 2006 

financial statements with a view to the existence of these risk factors. Thus, PwC failed “to 

modify procedures” and to exhibit an “increased sensitivity in the selection of the nature and 

extent of documentation to be examined in support of material transactions,” and an “in-

creased recognition of the need to corroborate management explanations or representations 

concerning material matters,” as required by AU Section 316. 

     598. Based on the foregoing, PwC, contrary to its representations in its report on the 

Funds’ 2004, 2005 and 2006 financial statements, did not conduct its audits of the Funds’ 

financial statements in accordance with generally accepted auditing standards and the Funds’ 

financial statements were not presented in conformity with generally accepted accounting 

principles. 

     599. According to AU Section 411, “The Meaning of Present Fairly in Conformity 
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With Generally Accepted Accounting Principles in the Auditor’s Report”:  

The auditor’s opinion that financial statements present fairly an entity’s 

financial position, results of operations, and cash flows in conformity with 

generally accepted accounting principles should be based on his judgment 

as to whether (a) the accounting principles selected and applied have gen-

eral acceptance; (b) the accounting principles are appropriate in the cir-

cumstances; (c) the financial statements, including the related notes, are 

informative of matters that may affect their use, understanding, and inter-

pretation...; (d) the information presented in the financial statements is 

classified and summarized in a reasonable manner, that is neither too de-

tailed nor too condensed...; and (e) the financial statements reflect the un-

derlying events and transactions in a manner that presents the financial 

position, results of operations, and cash flows stated within a range of ac-

ceptable limits, that is, limits that are reasonable and practicable to attain 

in financial statements. 

     600. As particularized above, the financial statements which were disseminated to 

the investing public during all times relevant herein were not presented “fairly...in confor-

mity with generally accepted accounting principles” because: 

(a) The accounting principles selected and applied in the preparation of the Funds’ 

financial statements, particularly with respect to the failures to disclose the 

magnitude of fair-valued securities in the Funds’ portfolios, the uncertainty in-

herent in the estimated valuations of those securities and the effect thereof on 

the Funds’ respective NAVs, the methods and assumptions used to estimate 

the values of the Funds’ thinly traded securities, the liquidity risk posed by 

portfolios so heavily invested in fair-valued illiquid securities, and the Funds’ 

violations of their investment restrictions relating to the limit on illiquid securi-

ties and investments in a single industry, did not have general acceptance. 

(b) The accounting principles that pervasively impacted the Funds’ financial 

statements, particularly those relating to the determination of the fair value of 

investments in securities for which market quotations were not readily avail-

able, were not appropriate in the circumstances. 
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(c) The Funds’ financial statements, including the related notes that failed to dis-

close critical information regarding the Funds’ illiquid investments, were not 

informative of matters that affected their use, understanding, and interpreta-

tion. 

(d) The Funds’ financial statements did not reflect the underlying events and re-

lated circumstances in a manner that presented the financial position and the 

results of operations within a range of acceptable limits that were reasonable 

and practicable to attain in financial statements. 

(e) The Funds’ financial statements did not include a statement of cash flows, 

which was required by GAAP in view of the magnitude of securities in the 

Funds’ portfolios whose valuations were estimated. 

     601. Statements of Cash Flows were included in the Funds’ financial statements for 

their fiscal year ended April 30, 2008. In their semi-annual report and financial statements 

for the six-month period ended October 31, 2008, the Funds provided the following explana-

tion of the significance of a statement of cash flows: “Cash Flow Information: Each Fund 

invests in securities and distributes dividends and distributions which are paid in cash or are 

reinvested at the discretion of stockholders. These activities are reported in the Statement of 

Changes in Net Assets. Additional information on cash receipts and cash payments is pre-

sented in the Statement of Cash Flows. Cash, as used in the Statement of Cash Flows, is the 

amount reported as ‘Cash’ in the Statement of Assets and Liabilities, and does not include 

short-term investments.” 

     602.  In Accounting Series Release No. 173, the SEC made the following comments 

pertaining to economic substance: 

Another problem...is the need for emphasizing the importance of sub-

stance over form in determining accounting principles to be applied to 

particular transactions and situations. In addition to considering substance 

over form in particular transactions, it is important that the overall impres-
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sion created by the financial statements be consistent with the business re-

alities of the company’s financial position and operations. 

We believe that the auditor must stand back from his resolution of particu-

lar accounting issues and assess the aggregate impact of the particular is-

sues upon a reasonable investor’s perception of the economic substance of 

the enterprise for which the financial statements are being presented. 

     603. Based on the above, a reasonable investor was unable to perceive the true eco-

nomic substance of the Funds whose financial statements were being presented. 

     604. In opining on the fairness of the Funds’ 2004, 2005 and 2006 financial state-

ments, PwC represented that its audit included “assessing the accounting principles used and 

significant estimates made by management, and evaluating the overall financial statement 

presentation.” This statement was false because PwC failed to properly “assess the aggregate 

impact of the particular issues upon a reasonable investor’s perception of the economic sub-

stance of the enterprise for which the financial statements are being presented” and for the 

other reasons alleged herein. 

     605. Based on the foregoing, PwC’s audit of the Funds’ financial statements for 

their fiscal year ended June 30, 2004, 2005 and 2006 was not conducted in accordance with 

one or more of the following generally accepted auditing standards: 

(a) General Standard No. 2, in that the audits were not performed by a person or 

persons having adequate technical training and proficiency as an auditor, be-

cause, given the complex nature of the valuations required of the restricted 

novel securities held by the Funds, it was incumbent upon PwC to ensure the 

individuals who performed the audit had the requisite proficiency in areas that 

would affect the presentation of those securities “fair value” under GAAP; 

(b) General Standard No. 2, in that an independence of mental attitude was not 

maintained by PwC during said audits;  

(c) General Standard No. 3, in that due professional care was not exercised in the 

performance of the audits and the preparation of PwC’s reports on the Funds’ 
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financial statements; 

(d) Standard of Field Work No. 1, in that the work was not adequately planned 

and assistants and work were not properly supervised or reviewed; 

(e) Standard of Field Work No. 2, in that PwC failed to obtain a sufficient under-

standing of the Funds’ internal control structure to plan the audits and to de-

termine the nature, timing, and extent of tests to be performed;  

(f) Standard of Field Work No. 3, in that sufficient, competent evidential matter 

was not obtained through inspection, observation, inquiries, and confirmations 

to afford a reasonable basis for an opinion regarding the Funds’ financial 

statements under audit; 

(g) Standard of Reporting No. 1, in that PwC’s reports on the Funds’ financial 

statements for each of said years stated falsely that the Funds’ financial state-

ments were presented in accordance with generally accepted accounting prin-

ciples; 

(h) Standard of Reporting No. 3, in that PwC’s reports on the Funds’ financial 

statements failed to provide information required by generally accepted ac-

counting principles but not disclosed in the Funds’ financial statements or the 

footnotes thereto;  

(i) Standard of Reporting No. 4, in that PwC’s reports improperly contained un-

qualified opinions on the Funds’ financial statements because PwC had failed 

to conduct its audits of the Funds’ financial statements in accordance with 

generally accepted auditing standards and, therefore, PwC had insufficient ba-

sis for expressing such unqualified opinions; 

(j) PwC failed to apply appropriate audit procedures to the valuations of the 

Funds’ high-yield bonds and structured financial instruments for which multi-

ple market quotations were not readily available;  
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(k) PwC failed to modify its audit reports in light of the Funds’ use of an improper 

valuation method for a significant portion of their investment portfolios; 

(l) PwC’s audit reports failed to address the inadequacy of the valuation disclo-

sures in the Funds’ financial statements and the footnotes thereto;  

(m) PwC failed to modify its audit reports or call attention to the uncertainty of the 

Funds’ respective net asset values caused by the uncertainty of the valuations 

of the Funds’ excessive investments in illiquid high-yield bonds and structured 

financial instruments for which market quotations were not readily available or 

that were fair valued;  

(n) PwC failed to obtain reasonable assurance (i.e., high level of assurance) as to 

the fair values of up to half or more of the Funds’ investments; and 

(o) PwC failed to obtain reasonable assurance (i.e., high level of assurance) as to 

the Funds’ compliance with their investment restrictions. 

     606. AU Section 508 required PwC to express a qualified opinion on the Funds’ fi-

nancial statements, in view of the scope limitation attributable to the uncertain valuation of 

the Funds’ assets at June 30, 2006, failure to make required GAAP disclosures regarding 

such uncertainty, and the Funds’ violations of their investment restrictions relating to exces-

sive illiquid securities and investments in a single industry, and, in so doing, to disclose to 

the Funds’ shareholders and prospective shareholders the nature and extent of the Funds’ 

non-GAAP accounting and to provide those disclosures that the Funds’ financial statements 

failed to provide, and for other reasons described above. 

     607. PwC violated GAAS when it failed to express a qualified opinion on the 

Funds’ June 30, 2004, 2005, and 2006 financial statements, or to include an explanatory 

paragraph calling attention to the extent to which the valuations of the Funds’ assets as of 

June 30, 2004, 2005, and 2006 were subject to substantial uncertainty, and in failing to pro-

vide those material disclosures that the Funds’ financial statements failed to provide. 
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     608. Pursuant to PwC’s consent, PwC’s reports on the Funds’ 2004, 2005 and 2006 

financial statements and the Funds’ financial statements, including (a) Schedules of Invest-

ments as of June 30, 2004, 2005 and 2006 and as of each quarter-end during said fiscal 

years; (b) Statements of Assets and Liabilities as of June 30, 2004, 2005 and 2006; (c) 

Statements of Operations for the Years Ended December June 30, 2004, 2005 and 2006; (d) 

Statements of Changes in Net Assets for the Years Ended June 30, 2004, 2005 and 2006; (e) 

Financial Highlights; and (f) Notes to Financial Statements were incorporated by reference 

into the Funds’ registration statement effective on and after August 21, 2006 and the pro-

spectus used to offer and sell the Funds’ shares during the Class Period and to redeem the 

Funds’ shares during the  Class Period after August 21, 2006. 

     609. According to AU Section 711, because a registration statement under the Secu-

rities Act of 1933 speaks as of its effective date, the independent accountant whose report is 

included in such a registration statement has a statutory responsibility that is determined in 

the light of the circumstances on that date. AU Section 711 states: “To sustain the burden of 

proof that he has made a ‘reasonable investigation’, as required under the Securities Act of 

1933, an auditor should extend his procedures with respect to subsequent events from the 

date of his audit report up to the effective date or as close thereto as is reasonable and practi-

cable in the circumstances.” AU Section 711 states that the following procedures, inter alia, 

should generally be performed by the auditor: 

(a) Read the latest available interim financial statements; compare them with the 

financial statements being reported upon; and make any other comparisons 

considered appropriate in the circumstances. In order to make these procedures 

as meaningful as possible for the purpose expressed above, the auditor should 

inquire of officers and other executives having responsibility for financial and 

accounting matters as to whether the interim statements have been prepared on 

the same basis as that used for the statements under audit. 
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(b) Read the available minutes of meetings of stockholders, directors, and appro-

priate committees; as to meetings for which minutes are not available, inquire 

about matters dealt with at such meetings. 

(c) Obtain a letter of representation from appropriate officials, generally the chief 

executive officer, chief financial officer, or others with equivalent positions in 

the entity, as to whether any events occurred subsequent to the date of the fi-

nancial statements being reported on by the independent auditor that in the of-

ficer’s opinion would require adjustment or disclosure in these statements. 

(d) Make such additional inquiries or perform such procedures as he considers 

necessary and appropriate to dispose of questions that arise in carrying out the 

foregoing procedures, inquiries, and discussions. 

(e) Read the entire prospectus and other pertinent portions of the registration 

statement. 

(f) Inquire of and obtain written representations from officers and other execu-

tives responsible for financial and accounting matters about whether any 

events have occurred, other than those reflected or disclosed in the registration 

statement, that, in the officers’ or other executives’ opinion, have a material ef-

fect on the audited financial statements included therein or that should be dis-

closed in order to keep those statements from being misleading. 

     610. Of all the professionals involved in the offer and sale of the Funds’ shares to 

the investing public, the auditor is the only one whose involvement is legally required by the 

federal securities laws. With this legally conferred franchise, however, comes the heavy re-

sponsibility of acting as the Plaintiffs’ and putative class members’ guardian by ensuring that 

the Funds’ financial statements accurately and meaningfully depict its financial situation. 
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VI. DIRECTORS’ DUTIES; RMK ORGANIZATION, RELATIONSHIPS AND 

CONFLICTS; STATUTORY POLICY, SAFE HARBOR   

A. DUTIES OF THE DEFENDANT DIRECTORS   

     611. By reason of their positions as directors of the Company/Funds, the Defendant 

directors owed the Company/Funds and its/their shareholders the fiduciary obligations of 

good faith, trust, loyalty, and due care, and were required to use their utmost ability to man-

age the Company/Funds in a fair, honest, and equitable manner and to protect and preserve 

the Funds’ assets.   

     612. The Defendant directors were required to act solely in furtherance of the best 

interests of the Company/Funds and its/their shareholders so as to benefit all shareholders 

equally and not in furtherance of their personal interest or benefit or in furtherance of the in-

terest or benefit of the non-director Defendants herein.  

     613. The Defendant directors exercised control over the wrongful acts complained 

of herein. 

     614. The Defendant directors were required to exercise reasonable and prudent su-

pervision over the management, policies, practices and controls of the Company/Funds and 

the management thereof by Morgan Management and Morgan Keegan and the Funds’ offi-

cers: 

(a) Exercise good faith and due care in ensuring that the assets of the Com-

pany/Funds were managed and administered by the Funds’ officers, Morgan 

Management and Morgan Keegan in a manner that complied in all respects 

with the Funds’ respective investment objectives, policies, restrictions, and 

representations to the Funds’ shareholders and with all applicable federal and 

state laws, rules, regulations and requirements; 

(b) Exercise good faith and due care in supervising the preparation, filing and/or 

dissemination of financial statements, press releases, audits, reports or other 

information required by law, and in examining and evaluating any reports or 

Case 2:07-cv-02784-SHM-dkv   Document 218    Filed 11/30/09   Page 319 of 404



  

 

320   
 

  

examinations, audits, or other financial information concerning the financial 

condition of the Company/Funds; and  

(c) Exercise good faith and due care in ensuring that the Company’s financial 

statements were prepared in accordance with generally accepted accounting 

principles (“GAAP”). 

     615. The Defendant directors, and particularly the Defendant directors who were 

members of the Audit Committee, were responsible for maintaining and establishing ade-

quate internal accounting for the Company/Funds and to ensure that the Funds’ financial 

statements were based on accurate financial information.  According to GAAP, to accom-

plish the objectives of accurately recording, processing, summarizing, and reporting finan-

cial data, a corporation must establish an internal accounting control structure.  Among other 

things, the Individual Defendants were required to: 

(a) Make and keep books, records, and accounts, which accurately and fairly re-

flect the transactions and dispositions of the assets of the issuer; and 

(b) Devise and maintain a system of internal accounting controls sufficient to pro-

vide reasonable assurances that – 

(1) transactions are executed in accordance with management’s authoriza-

tion; 

(2) transactions are recorded as necessary to permit preparation of financial 

statements in conformity with GAAP. 

     616. The Defendant directors, and particularly the Defendant directors who were 

members of the Audit Committee, were responsible for maintaining and establishing ade-

quate risk management for the Company/Funds to ensure that the risks being assumed by the 

Funds as a result of how their assets were managed by Morgan Management and the Funds’ 

officers were consistent with the Funds’ respective stated investment objectives, policies, 

restrictions and representations made to the Funds’ investors. 
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     617. The Defendant directors, and particularly the Defendant directors who were 

members of the Audit Committee, were responsible for establishing procedures, and for 

overseeing the implementation of such procedures, pursuant to which the Company/Funds’s 

Valuation Committee determined the fair value in good faith of the Funds’ investments for 

which market quotations were not readily available, or for which available quotations did not 

accurately reflect the current value of an investment. 

B. THE INTERTWINED ORGANIZATIONAL AND CONTRACTUAL RELATIONSHIP BE-

TWEEN MORGAN KEEGAN, MORGAN MANAGEMENT, REGIONS BANK AND RE-

GIONS FINANCIAL’  

1. The Investment Advisory Agreement    

     618. Morgan Management was the investment adviser to the Company/Funds pur-

suant to the Advisory Agreement between the Company and Morgan Management, effective 

as of June 25, 2001, and the Advisory Agreement, dated September 1, 2005. The Investment 

Advisory Agreement provided, in pertinent part (as to which provisions the Advisory 

Agreement, dated September 1, 2005, is nearly identical): 

2. OBLIGATIONS OF AND SERVICES TO BE PROVIDED BY, THE AD-

VISER. The Adviser undertakes to provide the services hereinafter set forth and 

to assume the following obligations: 

A. INVESTMENT ADVISORY SERVICES. 

(i) The Adviser shall direct the investments of each Portfolio, subject to and in 

accordance with each Portfolio’s investment objective, policies and limitations 

as provided in its Prospectus and Statement of Additional Information (the 

“Prospectus”) and other governing instruments, as amended from time to time, 

and any other directions and policies which the Board may issue to the Adviser 

from time to time. 

(ii) The Adviser is authorized, in its discretion and without prior consultation 

with the Fund, to purchase and sell securities and other investments for each 

Portfolio. 

B. CORPORATE MANAGEMENT SERVICES. 

(i)  The Adviser shall furnish for the use of the Fund, office space and all neces-

sary office facilities, equipment and personnel for servicing the investments of 
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the Fund. 

(ii)  The Adviser shall pay the salaries of all personnel of the Fund or the Ad-

viser performing services relating to research, statistical and investment activi-

ties. 

5. COMPENSATION OF THE ADVISER. . . . The value of net assets shall be 

determined pursuant to the applicable provisions of the Fund’s Articles of In-

corporation, its By-Laws and the 1940 Act. 

Advisory Agreement by and between Morgan Keegan Select Fund, Inc., and Morgan 

Asset Management, Inc., paragraphs 2.A. (i), (ii), B.(i), (ii), and 5 (emphasis supplied). 

2. The Underwriting Agreement   

     619. Morgan Keegan was the underwriter/distributor of the Funds’ shares pursuant 

to an Underwriting Agreement between the Funds and Morgan Keegan dated March 30, 

2001 (“Underwriting Agreement”). The Funds’ shares were continuously offered for sale 

and were subject to the Funds’ continuing offers to redeem.  

     620. The Underwriting Agreement obligated Morgan Keegan to provide certain 

services and to bear certain expenses in connection with the sale, redemption and offers of 

redemption of the Funds’ shares, including, but not limited to:  

(a) Distribution of prospectuses and reports to current and prospective sharehold-

ers; 

(b) Preparation and distribution of sales/redemption literature and advertising;  

(c) Administrative and overhead cost of distribution and redemptions such as the 

allocable costs of executive office time expended on developing, managing 

and operating the distribution/redemption program.  

     621. Morgan Keegan also compensated investment brokers of Morgan Keegan and 

other persons who engaged in or supported distribution and redemption of shares and share-

holder service based on the sales for which they were responsible and the average daily net 

asset value of Fund shares in accounts of their clients.  

     622. Morgan Keegan paid special additional compensation and promotional incen-
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tives to investment brokers for sales of fund shares.  

     623. Pursuant to the Underwriting Agreement, Morgan Keegan received as com-

pensation for its services a 3.0% sales charge on most purchases of the Funds’ shares.  

     624. The Underwriting Agreement provides: 

1. . . . The Fund authorizes the Distributor, as exclusive agent for the 

Fund, subject to applicable federal and state law and the Articles of Incor-

poration and By-laws of the Fund: (a) to promote the Fund; (b) to solicit or-

ders for the purchase of the Shares of subject to such terms and conditions 

as the Fund may specify; and (c) to accept orders for the purchase of the 

Shares on behalf of the applicable Portfolio. The Distributor shall comply 

with all applicable federal and state laws . . . . 

     625. Paragraph 8 of the Underwriting Agreement between the Company/Funds and 

Morgan Keegan (“Distributor”) states: 

The Distributor agrees to indemnify, defend and hold the Fund, its several of-

ficers and directors, and any person who controls the Fund within the mean-

ing of Section 15 of the 1933 Act, free and harmless from and  against  any 

and all  claims,  demands,  liabilities  and  expenses (including the cost of in-

vestigating  or defending such claims,  demands or  liabilities  and any coun-

sel fees incurred in connection  therewith) which the Fund,  its  officers  or  

directors,  or any such  controlling person may incur,  under the 1933 Act or 

under common law or  otherwise, arising out of or based upon any alleged 

untrue  statement of a material fact contained in information furnished in 

writing by the Distributor to the Fund for use in the  Registration  Statement  

or  arising  out of or based upon any alleged  omission by the  Distributor to 

state a material fact in connection  with such  information  required to be 

stated in the Registration  Statement  or  necessary  to  make  such  informa-

tion  not misleading.       

3. The Fund Accounting Service and Administration Agreements   

     626. Pursuant to the Fund Accounting Service Agreement between Morgan Keegan 

and the Company/Funds, dated July 1, 2005, Morgan Keegan provided services to each 

Fund, which included, portfolio accounting and valuation and financial reporting, and com-

pliance control. 

     627. The Fund Accounting Service Agreement and between the Company and Mor-
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gan Keegan provided, inter alia: 

WHEREAS, Morgan Keegan is a brokerage firm, and is capable of provid-

ing, among other things, record keeping and fund accounting services in ac-

cordance with the 1940 Act, and the Securities Exchange Act of 1934 (the 

“1934 Act”), and the current prospectus of the Fund as filed with the Secu-

rities  and Exchange Commission under the Securities Act of 1933 (the 

“1933 Act”); 

. . . 

1. SERVICES. Morgan Keegan agrees to provide all mutual fund account-

ing services to the Fund on behalf of each Portfolio required to conduct the 

business of the Fund or otherwise required under the 1940 Act, except such 

services as are normally performed by the investment adviser, the Fund’s 

independent accountant, and the officers of the Fund. Such services shall 

include, without limitation, the following: 

A.    PORTFOLIO ACCOUNTING SERVICES: 

. . . 

(3) For each security identified by the Fund on behalf of each Portfo-

lio for pricing, obtain a price for each valuation date from a pric-

ing source approved by the Fund’s Board of Directors. Apply the 

price to the security’s portfolio position to determine its market 

value as of valuation day. In the event that a price for a given se-

curity identified for pricing is not available from the normal pric-

ing sources for a given valuation date, obtain a price from alter-

native source or sources identified by the Fund’s investment ad-

viser. 

(4)    For each security not identified for pricing, determine its market 

value as of each valuation date using a method identified by the 

Fund from among the following: 

(a)    Market value equals book value; 

(b)    Market value equals face value; 

(c)  Market value equals book value less any amortization 

balance or plus any accretion balance (amortized cost 

method);  

(d)  Another method approved by the Fund’s Board of Direc-

tors or its Valuation Committee. 
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. . . 

(9)    Provide the portfolio-based reports requested in writing by the 

Fund or the Fund’s investment adviser in a format as agreed to 

from time to time.  Issue requested reports to the recipient and 

with the frequency identified in the request. 

C. FUND VALUATION AND FINANCIAL REPORTING SERVICES: 

(1)  Account for share purchases, sales, exchanges, transfers, divi-

dend reinvestment, and other share activity as reported on a 

timely basis by the Fund’s transfer agent.  

. . . 

(3)   . . . as of each valuation date produce the set of financial state-

ments in the format agreed to from time to time. Issue the state-

ments to the recipients identified in writing by the Fund on behalf 

of each Portfolio and with the specified frequency. 

(4)   For each day the Fund is open as defined in the Fund’s prospec-

tus, determine net asset value according to the accounting poli-

cies and procedures set forth in the Fund’s prospectus. 

(5)   Calculate per share net asset value, per share net earnings, and 

other per share amounts reflective of Fund and Portfolio opera-

tion at such time as required by the nature and characteristics of 

the Fund and each Portfolio. . . .. 

(6)    Communicate per share price for each valuation date to newspa-

pers, the Fund’s transfer agent, the Fund’s investment adviser, 

and other parties as specified by the Fund’s Administrator. 

(7)    Prepare a monthly proof package of reports in the format agreed 

to from time to time which documents the adequacy of account-

ing detail to support month-end ledger balances and reports. Dis-

tribute this package to the recipients identified in writing by the 

Fund behalf of each Portfolio. 

. . . 

E.    COMPLIANCE CONTROL SERVICES: 

(1)  Make the Fund’s accounting records and the requested portfolio-

based reporting identified above available to the investment ad-

viser upon request in a timely fashion so as to support their com-

pliance-monitoring review. Provide the compliance reporting in 

the format requested by the Fund. Issue the requested reports to 
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the recipients and with the frequency identified in this request. 

(2)    Make the Fund’s accounting records and the requested portfolio-

based and compliance reporting identified above available upon 

request in a timely fashion, to the Fund’s financial accountant, so 

as to support the Fund’s compliance with all applicable regula-

tory filings including N-1A filings, N-SAR filing and any appli-

cable IRS filings, and preparation of the Fund’s financial state-

ments. 

 (3)  Make the Fund’s accounting records identified above available 

upon request to Securities and Exchange Commission representa-

tives, to the Fund’s auditors and to designated Fund agents for 

their review as to the propriety of the Fund’s accounting records 

and the Fund’s operations. 

(4)    Maintain at Morgan Keegan’s expense, and preserve at the 

Fund’s expense in accordance with the 1940 Act and the rules 

thereunder, all such accounting records, which shall at all times 

be the property of the Fund. 

. . . 

3.   RESPONSIBILITY OF MORGAN KEEGAN & COMPANY, INC. 

Morgan Keegan shall be held to the exercise of reasonable care in 

carrying out the provisions of this Agreement, but shall be indemni-

fied by and shall be without liability to the Fund for any action taken 

or omitted by it in good faith without negligence or willful miscon-

duct. Morgan Keegan shall be entitled to rely on and may act upon the 

reasonable advice of the Fund’s auditors or of counsel (who may be 

counsel of the Fund) on all matters, and shall not be liable for any ac-

tion reasonably taken or omitted pursuant to such advice. 

. . . 

     628. Pursuant to the Fund Accounting Service Agreement, Morgan Keegan is liable 

to the Company/Funds for any negligence on Morgan Keegan’s part in providing the ser-

vices to the Company/Funds provided for by the Fund Accounting Service Agreement.  

     629. The Company, on behalf of the Short Term Fund, and Morgan Keegan also en-

tered into an Administration Agreement, dated February 18, 2005, pursuant to which Mor-

gan Keegan provided office space and equipment and all other administrative, executive, and 
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clerical functions for the Company.  

     630. Defendant Maxwell signed the Fund Accounting Service Agreement and the 

Administration Agreement on behalf of both the Company/Funds and Morgan Keegan in his 

capacity as secretary of both corporations. 

     631. Pursuant to paragraph 9.3 of the Administration Agreement described in the 

second preceding paragraph, Morgan Keegan is obligated to “indemnify [Short Term Fund] 

and hold it harmless from and against any and all losses, damages and expenses, including 

reasonable attorneys’ fees and expenses incurred by the [the Company/Funds] which result 

from: (i) the Administrator’s failure to comply with the terms of this Agreement; or (ii) the 

Administrator’s lack of good faith in performing its obligations hereunder; or (iii) the Ad-

ministrator’s negligence or misconduct or that of its employees, agents or contractors in con-

nection herewith.” 

     632. Based on the facts alleged herein, Morgan Keegan, which conducted and had 

complete control over the distribution and redemption of the Funds’ shares, the accounting 

and asset valuation functions of the Company/Funds, the Funds’ compliance with their re-

spective investment objectives, policies and restrictions and applicable laws, rules and regu-

lations at all times relevant herein, and the Funds’ administration and operations with respect 

to everything except the investment of the Funds’ assets, breached and/or otherwise violated: 

(a) The Underwriting Agreement by failing to (i) comply with applicable federal 

and state laws in connection with its distribution and redemption of the Funds’ 

shares, (ii) ensure that the Funds’ registration statement and prospectuses did 

not contain fraudulent or misleading financial or other information or omit ma-

terial facts, (iii) exercise, in connection with the distribution and redemption of 

the Company/Funds’ shares, the requisite due diligence to ferret out all mate-

rial facts relating to the Funds so that they may be disclosed, including all ma-

terial facts bearing on the Funds’ financial condition and the Funds’ invest-
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ment practices and risks, (iv) ensure that the Funds’ June 30, 2006 annual fi-

nancial statements and report and December 31, 2006 semi-annual financial 

statements and report were not false and misleading, and (v) ensure that all 

sales/redemption materials accurately described the risks of the Funds and did 

not contain promises, representations, or other matters that should not have 

been made because they inaccurately portrayed the risk profile of the Funds or 

the manner in which they were being managed;                 

(b) The Fund Accounting Service Agreement by failing to (i) ensure that the 

Funds’ financial statements accurately, and fully complied with GAAP, (ii) en-

sure that the Funds’ June 30, 2006 annual financial statements and report and 

December 31, 2006 semi-annual financial statements and report were not false 

and misleading, (iii) properly value the Funds’ investments and disclose the 

uncertainty inherent in such valuations, the magnitude of the Funds’ invest-

ments subject to such uncertain valuations, the effect thereof on the Funds’ re-

spective NAVs, and the magnitude of the Funds’ illiquid securities; (iv) ensure 

that the Funds complied with their respective investment objectives, policies 

and restrictions; and (v) ensure that internal controls were adequate to detect 

and avoid risks that were incompatible with the Funds’ investment objectives, 

policies and restrictions and representations regarding how the Funds were be-

ing, and would be, managed. 

     633. Plaintiffs properly relied on Morgan Keegan to inform them and/or the Com-

pany/Funds of any financial or other matters or risks that would adversely affect the Funds 

and that required disclosure in the Funds’ registration statement, prospectus, SAI, or annual 

and semi-annual reports or advertising, or of promises, representations, or other matters con-

tained in advertising or other disclosure documents that should not be made because they in-

accurately portrayed the risk profile of the Funds or the manner in which they were being 
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managed. 

     634. In carrying out its due diligence responsibilities in connection with underwrit-

ing the Funds’ securities, Morgan Keegan was uniquely positioned to know the facts alleged 

herein to have been omitted or misrepresented because Morgan Keegan was also responsible 

for valuing the Funds’ securities and overseeing the Funds’ compliance with their respective 

investment objectives, policies, restrictions and representations. 

 4. The Investment Advisory Service Agreements   

     635. On April 1, 2003, Regions Bank, Regions Morgan Keegan Trust FSB, a feder-

ally chartered savings bank and formerly Morgan Keegan Trust Company, and Morgan 

Management entered into an Investment Advisory Services Agreement (the “2003 Agree-

ment”) pursuant to which Morgan Management agreed to render advice and to perform cer-

tain services as with respect to the investment of assets held in fiduciary accounts under the 

management of Bank or RMK Trust. 

     636. Pursuant to the 2003 Agreement, Morgan Management was to provide certain 

enumerated services, including “investment advice and supervision” for the benefit of the 

Fiduciary Accounts; advising Regions Trust in connection with recommending securities, 

money market instruments, and other investments to be purchased for or sold by the Fiduci-

ary Accounts; and assisting Regions Trust as trustee for the benefit of the Fiduciary Ac-

counts in its periodic reviews of assets held in the Fiduciary Accounts; 

     637. The 2003 Agreement also provided, where Regions Bank or RMK Trust them-

selves had investment discretion, for authorization for Morgan Management “to exercise in-

vestment discretion with respect to [the Fiduciary Accounts] and to initiate the purchase or 

sale of securities or other assets therefor on a transaction-by-transaction basis without prior 

approval from [Regions Bank] or [Regions Trust].” The 2007 Agreement contained a nearly 

identical provision. 

     638. On February 5, 2007, a new Investment Advisory Services Agreement (the 
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“2007 Agreement”) was entered into between Regions Bank, d/b/a Regions Morgan Keegan 

Trust, and Morgan Management for investment advice, asset reviews, lists of approved secu-

rities, and other related services to Regions Trust as trustee for the benefit of the Fiduciary 

Accounts.  

     639. The services provided by Morgan Management pursuant to the 2007 Agree-

ment were substantially the same as those provided under the 2003 Agreement, with the fol-

lowing addition: “Performing due diligence on Morgan Keegan investment products, e.g., 

separate account platform, annually and making a report to [Regions Trust] of findings.”  

     640. Under the 2003 and 2007 Agreements, the services provided for therein were 

to be performed by Morgan Management for the benefit of the Fiduciary Accounts “with or-

dinary skill and diligence.”  

     641. Under the 2003 and 2007 Agreements, Regions Bank and RMK Trust “shall be 

responsible for compliance with applicable law governing [Regions] Bank’s and [RMK 

Trust’s] respective management and administration of the [Fiduciary Accounts] and with the 

terms and provisions of the instruments and agreements creating each [Fiduciary Account].” 

     642. The 2003 and 2007 Agreements provided that Regions Bank and RMK Trust  

(in the 2003 Agreement) each (emphasis supplied): 

. . . acknowledges that [Morgan Management] or its affiliates may from 

time to time have an interest in a security, instrument or other asset the pur-

chase or sale of which is recommended by [Morgan Management] and that 

[Morgan Management] may have a  conflict of interest under such circum-

stances. [Morgan Management] shall advise [Regions Bank] or [RMK 

Trust], as the case may be, in writing of any known potential conflicts of in-

terest arising out of any transaction recommended by [Morgan Manage-

ment] and the capacity in which [Morgan Management] acts in such rec-

ommended transaction, and [Morgan Management] shall not complete such 

transaction without the consent of [Regions Bank] or [RMK Trust], as the 

case may be; provided, that the parties agree that no conflict of interest shall 

arise as a result of the involvement of an [Morgan Management] affiliate in 

a transaction where such affiliate is also an affiliate of [Regions Bank] or 

[RMK Trust] and where there are no other circumstances giving rise to a 
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conflict of interest. 

     643. Pursuant to the provision recited in the preceding paragraph, Morgan Man-

agement was obligated to notify Regions Bank and RMK Trust with respect to Morgan 

Management’s conflicting interests arising from the overlapping purchases, sales and hold-

ings by the Funds and the RMK closed-end funds of illiquid securities, as alleged above. See 

paragraphs 207-12, 342, 385(g), 740, 755. The identification of such conflicting interests in-

formed Regions Bank and RMK Trust of the Funds’ violations of their respective investment 

objectives, policies and restrictions and should have led to corrective action to cure such vio-

lations. 

     644. The 2003 and 2007 Agreements provided that each of Regions Bank, RMK 

Trust and Morgan Management had the right to review and approve in advance of use any 

advertising or preprinted client or customer materials that mention the others by name or that 

indicate that Regions Bank or RMK Trust have employed Morgan Management. Morgan 

Management also had the right to review and approve any form client or customer agree-

ments used by Regions Bank or RMK Trust if and to the extent such agreements would af-

fect the scope of Morgan Management’s legal relationship with Regions Bank’s or RMK 

Trust’s customers and clients or Morgan Management’s liability to such customers and cli-

ents. 

     645. Pursuant to the 2003 and 2007 Agreements, Regions Bank and RMK Trust 

paid to Morgan Management $3,500,000 and $8,250,000, respectively, annually. This was in 

addition to the management and other fees paid to Morgan Management and Morgan Keegan 

based on the assets held in the Funds.  

 5. Regions Morgan Keegan Held Itself Out as a Single Unified Enterprise   

     646. Regions treated the revenue generated by Morgan Management as generated 

by Morgan Keegan. In its 2008 Form 10-K annual report, Regions said: “Primary drivers of 

2007 earnings, other than a full-year impact of the AmSouth merger, were Regions’ solid fee 
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income, record performance at Morgan Keegan. . . .”Thus, while shareholders in the Funds 

managed by Morgan Management and Morgan Keegan suffered catastrophic losses, Regions 

bragged about Morgan Keegan’s “record performance.” 

     647. According to Regions, Morgan Keegan managed the Funds and provided Re-

gions Bank’s trust services. In its Form 10-K annual reports for its fiscal years ended De-

cember 31, 2006, 2007 and 2008 (emphasis supplied), Regions described Morgan Keegan’s 

trust and investment advisory functions: 

Regions provides brokerage, investment banking and trust services in over 

300 offices of Morgan Keegan & Company, Inc. . . . 

Morgan Keegan & Company, Inc. (“Morgan Keegan”), a subsidiary of Re-

gions Financial Corporation, is a full-service regional brokerage and in-

vestment banking firm. Morgan Keegan offers products and services in-

cluding securities brokerage, asset management, financial planning, mutual 

funds, securities underwriting, sales and trading, and investment banking. 

Morgan Keegan also manages the delivery of trust services, which are pro-

vided pursuant to the trust powers of Regions Bank. 

Regulation of Morgan Keegan.    As a registered investment adviser and 

broker-dealer, Morgan Keegan is subject to regulation and examination by 

the Securities and Exchange Commission (“SEC”), the Financial Industry 

Regulatory Authority (“FINRA”), the New York Stock Exchange 

(“NYSE”) and other self-regulatory organizations (“SROs”), which may af-

fect its manner of operation and profitability . . . . Rules and regulations for 

registered investment advisers include limitations on the ability of invest-

ment advisers to charge performance-based or non-refundable fees to cli-

ents, record-keeping and reporting requirements, disclosure requirements, 

limitations on principal transactions between an adviser or its affiliates and 

advisory clients, and anti-fraud standards. 

Morgan Keegan is registered as an investment adviser in the following 

states: Alabama, Arkansas, California, Connecticut, Delaware, Florida, 

Georgia, Hawaii, Idaho, Illinois, Indiana, Iowa, Kansas, Kentucky, Louisi-

ana, Maine, Maryland, Massachusetts, Michigan, Minnesota, Mississippi, 

Missouri, Montana, Nebraska, Nevada, New Hampshire, New Jersey, New 

Mexico, New York, North Carolina, Ohio, Oklahoma, Oregon, Pennsyl-

vania, Rhode Island, South Carolina, South Dakota, Tennessee, Texas, 

Utah, Vermont, Virginia, Washington, West Virginia, Wisconsin and the 
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District of Columbia. 

Morgan Keegan’s pre-tax income was negatively affected during 2007 by 

$42.8 million in losses on investments in two open-ended mutual funds 

managed by Morgan Keegan, a subsidiary of Regions. The Company, 

through Morgan Keegan, purchased fund shares in order to provide liquid-

ity to the funds. The carrying value of these investments, which is equal to 

their estimated market value, was approximately $64.6 million as of De-

cember 31, 2007. 

Also included in other assets during the year were investments of approxi-

mately $55.0 million in the Regions Morgan Keegan (“RMK”) Select High 

Income Fund and approximately $75.0 million in the RMK Select Interme-

diate Bond Fund, purchased by Morgan Keegan to provide liquidity support 

to these funds. Both of these funds are proprietary open-end mutual funds 

managed by Morgan Keegan. A portion of the Regions Morgan Keegan Se-

lect High Income Fund investments were [sic] sold during 2007. During 

2007, Regions recognized total losses of approximately $42.8 million on 

these investments in accordance with the equity method of accounting, the 

majority of which is included in other non-interest expense. These invest-

ments are recorded at market value in other assets in the consolidated bal-

ance sheet and totaled approximately $64.6 million at December 31, 2007. 

During 2007, Regions invested approximately $130 million in two open-end 

mutual funds managed by Morgan Keegan. Regions accounts for these in-

vestments using the equity method. At December 31, 2007, total assets of 

these funds were approximately $331 million, while Regions’ investment in 

the funds was approximately $65 million and is included in other assets. 

During 2007, Regions recognized losses associated with these investments 

of approximately $43 million, the majority of which is included in other 

non-interest expense. 

Morgan Keegan’s pre-tax income was negatively affected during 2008 by 

$49.4 million in losses on investments in two open-end mutual funds man-

aged by Morgan Keegan. These losses totaled $42.8 million in 2007.  

Included in professional fees during 2008 and 2007 were $7.4 million and 

$34.6 million, respectively, of merger-related charges. The 2008 increase is 

primarily due to higher legal expenses incurred at Morgan Keegan. 

On June 4, 2007, the Illinois Secretary of State, Securities Department 

(“ISD”) issued a Notice of Hearing alleging that Morgan Keegan failed to 

properly disclose limitations on transferability of shares of certain mutual 

funds advised by an affiliate of Morgan Keegan. 
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     648. Nowhere in its 2006 or 2007 Form 10-K annual reports does Regions mention 

“Morgan Asset Management,” except in a list of subsidiaries at the end of the re-

port.Nowhere in its 2008 Form 10-K does Regions mention “Morgan Asset Management”; 

Morgan Asset Management is not identified as the manager of the Regions’ mutual funds 

but is referenced as “an affiliate” of Morgan Keegan, and legal fees attributable to the mu-

tual fund litigation are described as being incurred solely by Morgan Keegan. 

     649. Regions 2007 Form 10-K annual report provides additional detail regarding its 

relationship with Morgan Keegan. Regions Bank provided its trust services through Morgan 

Keegan: “Regions provides investment banking, brokerage and trust services in over 400 of-

fices of Morgan Keegan & Company, Inc. (“Morgan Keegan”), a subsidiary of Regions and 

one of the largest investment firms based in the South. Morgan Keegan contributed $165.9 

million to consolidated net income in 2007. Its lines of business include private client retail 

brokerage services, fixed-income capital markets, equity capital markets, trust and asset 

management.” “Regions’ primary source of brokerage, investment banking and trust reve-

nue is its subsidiary, Morgan Keegan. Morgan Keegan’s revenues are predominantly re-

corded in the brokerage and investment banking and trust department income lines of the 

consolidated statements of income, while a smaller portion is reported in other non-interest 

income.” “In addition to General Banking/Treasury, Regions has designated as distinct re-

portable segments the activity of its Investment Banking/Brokerage/Trust and Insurance di-

visions. Investment Banking/Brokerage/Trust includes trust activities and all brokerage and 

investment activities associated with Morgan Keegan.” (Emphasis supplied.). 

     650. Throughout the Class Period, Regions aggressively used its and Morgan 

Keegan’s names to brand the retail investment services offered by Regions Bank, Regions, 

Morgan Keegan and Morgan Management as “Regions Morgan Keegan.” For example, in 

public filings and statements, Regions said (emphasis supplied): 

(a) “Regions Trust ... has been combined with Morgan Keegan Trust Co. to form 
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Regions Morgan Keegan Trust . . . Regions is also combining the investment 

management expertise of Morgan Keegan and Regions Trust into Morgan As-

set Management .... “ 

(b) “Regions [Financial’s] investment and securities brokerage, trust and asset 

management division, Morgan Keegan, Inc., provides services from over 400 

offices.” 

(c) “As a Regions Morgan Keegan Trust client, you enjoy: ... Investment Intellect: 

Your investments are professionally managed by Morgan Asset Management, 

our nationally-recognized investment manager.”  

(d) “Morgan Keegan . . . offers products and services including asset management 

. . . Morgan Keegan also manages the delivery of trust services, which are 

provided pursuant to the trust powers of Regions Bank.”  

(e) “Regions {Financial Corporation] provides . . . brokerage and trust services in 

over 400 offices of Morgan Keegan . . “ Morgan Keegan’s lines of business in-

clude . .. trust and asset management. “  

(f)  “Regions [Financial Corporation’s] primary source of brokerage, investment 

banking, and trust revenue is its subsidiary, Morgan Keegan. Morgan Keegan’s 

revenues are predominantly recorded in the brokerage and investment banking 

and trust department income lines ... “  

(g) “In addition to General Banking/Treasury, Regions [Financial Corporation] 

has designated as distinct reportable segments the activity of its Investment 

Banking/Brokerage/Trust and Insurance divisions Investment Bank-

ing/Brokerage/Trust includes trust activities and all brokerage and investment 

activities associated with Morgan Keegan.” 

     651. Regions Financial’s strategy of cross branding and cross marketing its banking 

and Morgan Keegan’s brokerage, mutual fund and asset management services was very suc-
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cessful as Morgan Keegan flourished during 2007, in part from Morgan Keegan’s “healthy 

fixed-income capital markets activity,” even though the Funds it managed suffered catastro-

phic losses in those same fixed income capital markets. As Regions reported in its 2007 

Form 10-K: “Results for 2007 were strong across the board and included strong private cli-

ent revenues, healthy fixed-income capital markets activity, solid equity capital markets 

revenues from good investment banking transaction flow, and higher trust and asset man-

agement fees.” (Emphasis supplied.). 

     652. The Regions/Morgan Keegan cross-branding has been recognized by financial 

analysts. A recent newspaper report noted that “Regions has been very consistent about 

Morgan Keegan being a part of their core business,” a financial analyst is quoted as saying. 

The report goes on to say “Regions has integrated Morgan Keegan into its banking units, 

‘making sure they cross-sell and expanding relationships across both entities,’” again quot-

ing the analyst.  

     653. Among other cross branding tactics, Morgan Management personnel misrepre-

sented themselves as Regions Morgan Keegan Trust officers. At the annual investment 

luncheons sponsored by Regions Bank at “The Club” in Birmingham, Alabama, presenta-

tions were made by persons who identified themselves as Regions Bank trust officers (e.g., 

Defendant Sullivan) but who were actually officers and/or employees of Morgan Manage-

ment. 

     654. In its 2007 Form 10-K, Regions did not separately identify its 2007 operating 

results from its mutual fund management business, instead apparently including that activity 

with Morgan Keegan’s “asset management division”: “Revenues from the private client di-

vision, which was the top revenue producing line of business, totaled $393.5 million, or 30 

percent of Morgan Keegan’s total revenue in 2007 compared to $305.1 million, or 30 per-

cent in 2006. The private client line of business benefited from equity markets volatility, as 

well as the increased number of financial advisors and branch outlets in 2007 related to 
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opening Morgan Keegan offices in former AmSouth branches throughout the footprint. 

Fixed-income capital markets revenue totaled $244.4 million and $187.4 million in 2007 and 

2006, respectively, benefiting from higher trading volumes. Equity capital markets revenue 

totaled $103.3 million in 2007, essentially unchanged from the 2006 level. The asset man-

agement division produced $188.9 million of revenue in 2007 and $149.5 million in 2006.” 

(Emphasis supplied.). 

     655. According to the Regions 2007 Form 10-K, “Asset Management,” which—

based on the absence of any reference to “Morgan Asset Management” or separate segment 

for mutual funds—appears to include Morgan Management’s management of the Funds and 

the other Regions Morgan Keegan Select open-end funds and the RMK closed-end funds, is 

treated as a “division” of Morgan Keegan, and RMK Trust revenues are included in Morgan 

Keegan’s operating results: 

Table 7—Morgan Keegan Revenue by Division 

   
 

Year Ended December 31   

    
 

Private  

Client 

  

  Fixed-Income 

Capital 
  

Equity Capital  

Markets 

  

  Regions MK 

Trust 
  Asset Man-

agement 
  Interest  and 

Other 

   
  

(Dollars in thousands)   

2007  
  
                                              

Gross revenue  
  
$ 393,511    $ 244,407    $ 103,289    $ 225,853    $ 188,905    $ 144,227  

Percent of gross revenue  
  
  30.3%     18.8%     7.9%     17.4%     14.5%     11.1% 

2006  
  
                                              

Gross revenue  
  
$ 305,098    $ 187,425    $ 103,282    $ 131,218    $ 149,511    $ 152,137  

Percent of gross revenue  
  
  29.7%     18.2%     10.0%     12.8%     14.5%     14.8% 

2005  
  
                                              

Gross revenue  
  
$ 248,397    $ 160,062    $ 86,478    $ 103,225    $ 125,410    $ 86,681  

Percent of gross revenue  
  
  30.7%     19.8%     10.7%     12.7%     15.5%     10.6% 

     656. In its 2007 Form 10-K, Regions and Morgan Keegan, the manager of the 

Funds, disclosed that Morgan Keegan employed sophisticated modeling to assist it in man-

aging its interest and market risk exposures: “To manage trading risks arising from interest 

rate and equity price risks, Regions uses a Value at Risk (“VAR”) model to estimate the po-

tential fair value the Company [Regions Financial] could lose on its trading positions given a 

specified statistical confidence level and time-to-liquidate time horizon. The end-of-period 

VAR was approximately $1.8 million as of December 31, 2007 and approximately $910,000 
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as of December 31, 2006. Maximum daily VAR utilization during 2007 was $6.8 million 

and average daily VAR during the same period was $1.2 million.” 

     657. In its 2007 Form 10-K, Regions and Morgan Keegan, in a further disclosure of 

its fixed income securities trading activities, Regions and Morgan Keegan explained, “The 

exposure to market risk is determined by a number of factors, including size, composition 

and diversification of positions held, the absolute and relative levels of interest rates, and 

market volatility.” 

     658. According to Regions’ 2007 Form 10-K, Morgan Keegan also traded in de-

rivative securities analogous to those in which the Funds so heavily invested: “The Company 

also maintains a derivatives trading portfolio of interest rate swaps, option contracts, and fu-

tures and forward commitments used to meet the needs of its customers. The portfolio is 

used to generate trading profit and help clients manage market risk. The Company is subject 

to the risk that a counter-party will fail to perform. These trading derivatives are recorded in 

other assets and other liabilities. The net fair value of the trading portfolio at December 31, 

2007 and 2006 was $36.2 million and $18.6 million, respectively.” 

     659. Regions Bank marketed the Funds at its various branches and recommended to 

persons seeking to invest in Regions Bank certificates of deposit to instead invest in the 

Funds through a “Morgan Keegan desk” on the Regions Bank branch premises. 

     660. Notwithstanding Regions’ portrayal of its organization, Morgan Management 

was the investment adviser to the Company/Funds pursuant to the Advisory Agreement be-

tween the Company and Morgan Management, effective as of June 25, 2001, and the Advi-

sory Agreement, dated September 1, 2005.  

C. THE RMK DEFENDANTS’ DUTY TO THE FIDUCIARY ACCOUNTS AND CON-

FLICTING INTERESTS   

     661. Pursuant to the Investment Advisory Service Agreements between RMK Trust 

and Morgan Management, Morgan Management and RMK Trust caused the Fiduciary Ac-
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counts to invest in the Company/Funds and effectuated the distribution of the Com-

pany/Funds’ shares to the Fiduciary Accounts. 

     662. To the extent that the Funds’ shares were distributed to, or for the benefit of, 

the Fiduciary Accounts via the Investment Advisory Service Agreements between RMK 

Trust and Morgan Management, such shares were distributed without the benefit of the due 

diligence normally performed by the principal underwriter of an issuer’s shares, to the detri-

ment of the Funds. 

     663. As a result of the intertwined contractual (pursuant to the Advisory Agree-

ment, the Fund Accounting Service Agreement, the Investment Advisory Service Agree-

ments the Administration Agreement, and the Underwriting Agreement), corporate and other 

relationships between and among them, and the shared responsibilities for administering the 

Funds and the Fiduciary  Accounts, Regions Bank, Morgan Keegan, and Morgan Manage-

ment collectively owed a fiduciary duty to the Fiduciary Subclass in connection with the 

management and administration of the Fiduciary Accounts. 

     664. Regions Bank (doing business as “Regions Morgan Keegan Trust,” a corporate 

trustee) delegated to Morgan Management its trustee investment function pursuant to certain 

Investment Advisory Service Agreements, and Morgan Management and Morgan Keegan 

jointly managed and administered the Funds and the Fiduciary  Accounts at least to the ex-

tent that they were invested in the Funds. 

     665. Regions Bank’s trust officers were no more than trust administrators, the 

investment management function of managing the trusts having been delegated to Morgan 

Management (directly via the Investment Advisory Service Agreements) and Morgan 

Keegan (indirectly via the Investment Advisory Service Agreements with respect to Morgan 

Management, which shared or delegated its administrative functions, including relating to 

the Fiduciary  Class’s accounts, with and to Morgan Keegan).  

     666. Regions Bank’s delegation of its investment responsibilities to its affiliates 
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was allowed under Alabama statutes sections 19-3B-807 and 19-3B-903, provided, however, 

the trustee is obliged under section 19-3B-807(3) to review and monitor the agents (i.e., 

Morgan Management and Morgan Keegan) to which such delegation was made.  

     667. Regions (through its subsidiaries Regions Bank, Morgan Management and 

Morgan Keegan), Regions Bank, and Morgan Management and Morgan Keegan, to which 

Regions Bank delegated certain of its fiduciary functions and responsibilities with respect to 

the Fiduciary  Subclass, owed a fiduciary duty to said Subclass. 

     668. Recognizing the conflict between its interests as a Defendant in this class ac-

tion, or as an affiliate of the other RMK Defendants herein, on the one hand, and its interests 

and duties as a fiduciary for the Fiduciary Accounts that purchased, otherwise acquired, or 

held, shares of one or more of the Funds on the other, Regions Bank petitioned the Judge of 

Probate of Jefferson County, Alabama for an order appointing a Trustee ad Litem “for the 

limited and specific purposes of monitoring, evaluating, and participating in the Class Ac-

tions and taking any and all appropriate actions on behalf of” the Fiduciary Subclass’s ac-

counts. The Jefferson County Probate Court granted that petition, finding in its Amended 

Order Appointing Trustee ad Litem that “Regions Bank has an apparent or actual conflict of 

interest in the evaluation and pursuit of the Class Actions and the possible assertion of other 

claims concerning the Funds against Morgan Keegan & Co., Morgan Asset Management, 

Inc., and other affiliates of Regions Bank.”  

     669. This belated recognition related to a conflict of interest that did not begin upon 

the filing of this class action but in fact infected the relationships between and among Re-

gions Bank (RMK Trust), Morgan Management and Morgan Keegan and the Fiduciary  Sub-

class at least throughout the Class Period. Although possessing, or privy to, knowledge about 

the deterioration of the subprime securities market, Regions Bank, Morgan Management, 

and Morgan Keegan preferred their interests, and the interests of their affiliates, over the in-

terests of the Fiduciary Subclass in connection with any decision by Regions Bank (RMK 
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Trust), Morgan Management or Morgan Keegan to cause the Fiduciary  Subclass’s accounts, 

or to advise or direct such accounts, to redeem their shares in the Funds at any time after 

June 30, 2006. Not only would such a massive redemption have forced the Funds to sell a 

large proportion of their respective portfolios, it would have removed substantial assets from 

the management of Morgan Management and the administration of Morgan Keegan, thus 

significantly reducing the asset-based fees of both Morgan Management and Morgan 

Keegan, to the substantial detriment of Regions Bank’s parent, Regions, and Regions Bank, 

Morgan Keegan, and Morgan Management and their officers and employees.  

     670. As a result of the Investment Advisory Service Agreements and the manner in 

which Morgan Management managed the Funds’ investments, Regions Bank (RMK Trust) 

was conflicted and it and Morgan Management relinquished the management flexibility nec-

essary to manage the three open-end Funds in accordance with their respective investment 

objectives, policies and restrictions and the Fiduciary Accounts in accordance with Morgan 

Management’s and Regions Bank’s fiduciary duties to said accounts, to the detriment of the 

Funds and their shareholders, including the Fiduciary Accounts. 

D. THE FEDERAL STATUTORY POLICY RELATING TO REGISTERED INVESTMENT 

COMPANIES  

     671. It is the policy of the Investment Company Act of 1940 (“ICA”), effectuated 

through that statute and the Securities Act of 1933, that investors in mutual funds are ad-

versely affected:  

(1) when investors purchase, . . . receive dividends upon, . . . sell, or surren-

der securities issued by investment companies without adequate, accurate, 

and explicit information, fairly presented, concerning the character of such 

securities and the circumstances, policies, and financial responsibility of such 

companies and their managements;  

(2) when investment companies are organized, operated, managed, or their 

portfolio securities are selected, in the interest of directors, officers, invest-

ment advisers, depositors, or other affiliated persons thereof, in the interest of 

underwriters, brokers, or dealers, in the interest of special classes of their se-
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curity holders, or in the interest of other investment companies or persons en-

gaged in other lines of business, rather than in the interest of all classes of 

such companies’ security holders; 

. . . 

“(5) when investment companies, in keeping their accounts, in maintaining 

reserves, and in computing their earnings and the asset value of their out-

standing securities, employ unsound or misleading methods, or are not sub-

ject to adequate independent scrutiny.  

15 U.S.C. §§ 80a-1(b)(1), (2), (5). 

     672. The following description of the purposes of the ICA appears on the SEC’s 

website: 

The Act requires these companies to disclose their financial condition and 

investment policies to investors when stock is initially sold and, subse-

quently, on a regular basis. The focus of this Act is on disclosure to the in-

vesting public of information about the fund and its investment objectives, 

as well as on investment company structure and operations. 

E. NO STATUTORY SAFE HARBOR 

     673. The statutory safe harbor provided for forward-looking statements under cer-

tain circumstances does not apply to any of the allegedly false statements pleaded in this 

Complaint.  The statements alleged to be false and misleading herein all relate to existing 

facts and conditions.  In addition, to the extent certain of the statements alleged to be false 

might be characterized as forward-looking, the specific statements pleaded herein were not 

identified as “forward-looking statements” when made, or if they were so identified, they 

were not accompanied by the requisite language adequately informing investors that actual 

results “could differ materially from those projected.”  To the extent there were any forward-

looking statements, there were no meaningful cautionary statements identifying important 

factors that could cause actual results to differ materially from those in the purportedly for-

ward-looking statement; in fact, as set forth above, many such purportedly “cautionary” 

statements were themselves false and misleading because they represented that certain 

events “may” or “could” occur, when in fact they had already occurred or already existed, as 
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Plaintiffs allege. 

VII. CLAIMS 

     674. With respect to any applicable statute of limitations, this action was 

commenced (i) within one year of the date on which Plaintiffs first discovered, or could have 

discovered by the exercise of reasonable diligence, the facts constituting the breaches and 

other wrongful conduct alleged herein, or (ii) within one year of the date on which the Funds 

were injured or became aware of their injury. Prior to Plaintiffs’ discovery, Defendants 

concealed the bases for the claims asserted herein. 

     675. With respect to the claims asserted herein pursuant to §§ 11, 12(a)(2), and 15 

of the Securities Act, this action has been commenced within one year of the date on which 

Plaintiffs first discovered, or should have discovered, the facts constituting the violations by 

the exercise of reasonable diligence. 

     676. The Funds offered and sold shares of their capital stock during the Class Pe-

riod to Plaintiffs and other members of the Class. 

     677. The shares of the Funds’ capital stock sold to Plaintiffs and other members of 

the Class are securities within the meaning of the Securities Act, the Exchange Act, and the 

ICA. 

     678. The ICA § 7 provides that an investment company cannot offer for sale or sell 

or purchase or redeem, or offer to redeem, its shares unless it is registered under the ICA: 

(a) No investment company organized or otherwise created under the laws of 

the United States or of a State and having a board of directors, unless regis-

tered under section 8, shall directly or indirectly— 

(1) offer for sale, sell, or deliver after sale, by the use of the mails or any 

means or instrumentality of interstate commerce, any security or any interest 

in a security, whether the issuer of such security is such investment company 

or another person; or offer for sale, sell, or deliver after sale any such secu-

rity or interest, having reason to believe that such security or interest will be 

made the subject of a public offering by use of the mails or any means or in-

strumentality of interstate commerce; 
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(2) purchase, redeem, retire, or otherwise acquire or attempt to acquire, by 

use of the mails or any means or instrumentality of interstate commerce, any 

security or any interest in a security, whether the issuer of such security is 

such investment company or another person; 

(b) No depositor or trustee of or underwriter for any investment company, 

organized or otherwise created under the laws of the United States or of a 

State and not having a board of directors, unless such company is registered 

under section 8 or exempt under section 6, shall directly or indirectly— 

(1) offer for sale, sell, or deliver after sale, by use of the mails or any 

means or instrumentality of interstate commerce, any security or any interest 

in a security of which such company is the issuer; or offer for sale, sell, or 

deliver after sale any such security or interest, having reason to believe that 

such security or interest will be made the subject of a public offering by use 

of the mails or any means or instrumentality of interstate commerce;  

(2) purchase, redeem, or otherwise acquire or attempt to acquire, by use 

of the mails or any means or  instrumentality of interstate commerce, any se-

curity or any interest in a security of which such company is the issuer; 

. . . . 

     679. The ICA § 8 requires a registered investment company to file a registration 

statement pursuant to the Securities Act of 1933 with respect to the redeemable securities 

issued by it to public investors.  

     680. The ICA § 8(b) requires a registered investment company to recite its policies 

regarding borrowing money, concentration its investments in a particular industry or group 

of industries, all investment policies that are changeable only by vote of the shareholders, 

and all policies deemed matters of fundamental policy. 

     681. The ICA § 22 addresses the distribution, redemption and repurchase of re-

deemable securities. 

     682. Pursuant to Securities Act Rule 156, under the federal securities laws, it is 

unlawful for any person, directly or indirectly, by the use of any means or instrumentality of 

interstate commerce or of the mails, to use sales literature that is materially misleading in 

connection with the offer or sale of securities issued by an investment company. Sales litera-
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ture is materially misleading if it (1) contains an untrue statement of a material fact or (2) 

omits to state a material fact necessary in order to make a statement made, in the light of the 

circumstances of its use, not misleading.  

     683. Pursuant to Rule 156, in determining whether a particular description, repre-

sentation, illustration, or other statement involving a material fact is misleading, weight 

should be given to all pertinent factors, including but not limited to: 

(a) A statement could be misleading because of the absence of explanations, quali-

fications, limitations or other statements necessary or appropriate to make such 

statement not misleading; 

(b) Representations about past or future investment performance could be mislead-

ing because of statements or omissions made involving a material fact, includ-

ing situations where: 

(1) Portrayals of past income or stability of assets convey an impression of 

the net investment results achieved by an actual investment would not be 

justified under the circumstances; and 

(2) Representations, whether express or implied, about future investment per-

formance, including  

(A) Representations as to security or safety of capital or income associ-

ated with an investment; 

(B) Representations implying that future safety or income may be in-

ferred from or predicted based on past investment performance; or 

(C) Portrayals of past performance made in a manner that would imply 

that safety of principal or income realized in the past would be re-

peated in the future. 

(c) Statements about the characteristics or attributes of a registered investment 

company could be misleading because of:  
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(1) Statements about possible investment methodology that do not give equal 

prominence to discussion of the risks or limitations associated therewith; 

(2) Exaggerated or unsubstantiated claims about management skill or tech-

niques, characteristics of the investment company or an investment in se-

curities issued by such company or security or safety of an investment in 

such investment company; and  

(3) Unwarranted or incompletely explained comparisons to other investment 

vehicles or to indices. 

COUNT I 

VIOLATION OF THE SECURITIES ACT OF 1933 § 11: ALL DEFENDANTS EXCEPT DE-

FENDANT DIRECTORS AND OFFICERS, REGIONS AND MK HOLDING  

     684. This Count I is asserted by Plaintiffs and Class against the Company/Funds, 

Morgan Keegan, Morgan Management and Regions Bank, and PwC (hereinafter “§ 11 De-

fendants”). 

     685. Plaintiffs repeat and reallege each and every allegation contained above as if 

fully set forth herein, except to the extent any allegations contained above contain any facts 

that are unnecessary or irrelevant for purposes of stating a claim under Section 11, including 

but not limited to allegations that might be interpreted to sound in fraud or relating to any 

state of mind on the part of the § 11 Defendants other than strict liability or negligence and 

allegations relating to loss causation, as to which the burden of proof is on Defendants. 

     686. The § 11 Defendants prepared, or participated in the preparation of, or re-

viewed parts or all of the registration statements and all amendments thereto during the Class 

Period, including the prospectus, statement of additional information, and exhibits included 

in said registration statements and amendments.   

     687. Morgan Keegan, Morgan Management and Regions Bank either purchased 

from the Funds, each of which was an “issuer” within the meaning of the Securities Act of 

1933, with a view to, or offered or sold for the Funds in connection with, the distribution of 
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a security, namely shares of the Funds’ common stock, or participated or had a direct or indi-

rect participation in any such undertaking, or participated or had a participation in the direct 

or indirect underwriting of any such undertaking. 

     688. Alternatively, Defendants Morgan Management, Morgan Keegan and Regions 

Bank are liable as controlling persons of the Company/Funds, as set forth below. 

     689. It is the policy of the ICA, effectuated through that statute and the Securities 

Act of 1933, that investors in mutual funds are entitled to “adequate, accurate, and explicit 

information, fairly presented, concerning the character of such securities and the circum-

stances, policies, and financial responsibility of such companies and their managements.” 

ICA § 1(b)(1). 

     690. The § 11 Defendants, except PwC, caused to be effected a distribution of 

shares of the Funds’ capital stock to the public pursuant to a SEC Form N-1A registration 

statement, dated October 27, 1998, as amended on October 28, 1999, June 6, 2000, June 30, 

2006, August 17, 2000, August 18, 2000, August 25, 2000, October 30, 2000, November 11, 

2007, October 26, 2001, October 28, 2002, October 29, 2003, September 10, 2004, October 

28, 2004, November 23, 2004, December 13, 2004, February 11, 2005, September 1, 2005, 

October 31, 2005, August 31, 2006, October 30, 2006, and November 29, 2007, that was in 

effect during the Class Period.  This registration statement, during the Class Period, con-

tained untrue statements of material facts and omitted to state material facts required to be 

stated therein or necessary to make the statements in the registration statement not mislead-

ing, as set forth above.  

     691. Each of the § 11 Defendants, other than PwC, either signed the registration 

statement and the amendments thereto, was a director of the Funds at the time of the filing of 

those portions thereof with respect to which their liability is asserted herein, or consented to 

being named in such registration statement or amendments thereto as a director. 

     692. Plaintiffs did not know that the representations made to them by Defendants 
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regarding the matters described above were untrue and did not know the above alleged mate-

rial facts that were not disclosed. 

     693. PwC consented to being named in the registration statement and the amend-

ments thereto as having prepared or certified portions of the registration statement or as hav-

ing prepared or certified reports used in connection with the registration statement. Liability 

is asserted herein against PwC in connection with those portions of the registration statement 

and amendments thereto prepared or certified by PwC or otherwise attributable to statements 

or reports prepared or certified by PwC and those statements therein made by PwC based on 

its authority and professional expertise. 

     694. PwC:  

(a) Performed accounting and auditing services in connection with such registra-

tion statements and each and every amendment thereto during the Class Pe-

riod;  

(b) Reviewed, or was required to review, those disclosures in such registration 

statements and amendments thereto related to matters for which it had respon-

sibility as the auditor of the Funds’ financial statements; and 

(c) Reviewed, or was required to review, the extent to which the Funds were man-

aged in a manner consistent with their investment objectives and restrictions as 

disclosed in such registration statements and otherwise and in compliance with 

applicable laws, rules and regulations applicable to registered investment com-

panies. 

     695. The Funds and their board of directors and their shareholders and prospective 

shareholders relied upon the expertise of PwC with respect to those matters for which, as the 

auditor of the Funds’ financial statements, PwC was responsible in connection with such 

registration statements. 

     696. Plaintiffs and the other members of the Class are entitled to recover from De-
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fendants pursuant to § 11 of the Securities Act damages as follows: 

(a) With respect to shares purchased, including shares purchased upon reinvesting 

dividends paid by the Funds in respect of such shares, during the Class Period 

and held on the date this suit was initiated, damages in an amount equal to the 

difference between the amount paid therefor (including any “load” or commis-

sion paid in connection with the purchase of such shares), but not to exceed the 

price at which the shares were offered to the public, and the net asset value of 

such shares on the date this action was initiated without reduction for divi-

dends paid in respect of such shares and without interest; 

(b) With respect to shares purchased, including shares purchased upon reinvesting 

dividends paid by the Funds in respect of such shares, during the Class Period 

and redeemed before this action was initiated, damages in an amount equal to 

the difference between the amount paid therefor (including the “load” or 

commission paid in connection with the purchase of such shares), but not to 

exceed the price at which the shares were offered to the public, and the price at 

which such shares were redeemed without reduction for dividends paid in re-

spect of such shares and without interest; or 

(c) With respect to shares purchased, including shares purchased upon reinvesting 

dividends paid by the Funds in respect of such shares, during the Class Period 

and redeemed after this action was initiated but before judgment, damages in 

an amount equal to the difference between the amount paid therefor (including 

the “load” or commission paid in connection with the purchase of such shares), 

but not to exceed the price at which the shares were offered to the public, and 

the price at which such shares were redeemed (if such damages shall be less 

than the damages representing the difference between the amount paid for the 

shares and the net asset value thereof at the time this suit was brought) without 
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reduction for dividends paid in respect of such shares and without interest. 

     697. Upon investing in the Funds, investors acquired an equity interest in the Funds 

entitling them to share in, and receive their pro rata share of, any capital gains or losses and 

interest or other income received by the Funds, all in the form of dividends paid monthly.  

     698.  Upon investing in the Funds, investors also acquired a put option in the form 

of the redeemable shares issued by the Fund as an open-end registered investment company, 

pursuant to which put option they were entitled to “put” their shares to the Funds at the then 

current NAV – to compel the Fund to purchase from them their shares at the current NAV.  

     699. A “put” is a “security” within the meaning of the Securities Act of 1933. 

     700. The put was a continuing obligation of the Funds during the  Class Period and 

was exercisable at the sole discretion of the share/putholder of the Funds’ redeemable shares.  

     701. Because the put operated to allow holders of the Funds’ redeemable shares to 

return them to the Funds at the then current NAV – i.e., gave the Funds’ investors the oppor-

tunity to rescind their investment, return their shares to the Funds and receive their money 

back – the put also represented a continuous offering of the shares to the existing sharehold-

ers. 

     702. Investors in the Funds were obliged to sell their shares back to the Funds only 

by exercising their put option; investors in the Funds could not sell their shares in any market 

because there was no market for the Funds’ shares. Accordingly, the Funds and the put is-

sued to their shareholders were the exclusive means by which investors in the Funds could 

dispose of their investments. 

     703. Pursuant to ICA § 22(e), the Funds were required to price and redeem their 

shares at their respective NAVs next computed after receipt of redemption requests – i.e., 

after the shareholder’s exercise of the put option against the Fund – and to make prompt pay 

of redemption (put) proceeds. 

     704. The put options held by the Funds’ shareholders during the  Class Period were 
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the subject of a continuously effective registration statement under the Securities Act of 

1933. 

     705. That continuously effective put registration statement was false and misleading 

for the reasons alleged above. 

     706. It is the policy of the ICA, effectuated through that statute and the Securities 

Act of 1933, that investors in mutual funds are entitled to “adequate, accurate, and explicit 

information, fairly presented, concerning the character of such securities and the circum-

stances, policies, and financial responsibility of such companies and their managements.” 

ICA § 1(b)(1). 

     707.  Plaintiffs and the other members of the Class are entitled to recover from De-

fendants pursuant to § 11 of the Securities Act damages as follows: 

(a) With respect to put options purchased, including put options purchased upon 

reinvesting dividends paid by the Funds in respect of such securities, during or 

before the  Class Period and held on the date this suit was initiated, damages in 

an amount equal to the difference between the amount paid therefor (including 

any “load” or commission paid in connection with the purchase of such securi-

ties), but not to exceed the price at which the securities were offered to the 

public, and the net asset value of such securities on the date this action was ini-

tiated without reduction for dividends paid in respect of such securities and 

without interest; 

(b) With respect to put options purchased, including put options purchased upon 

reinvesting dividends paid by the Funds in respect of such securities, during or 

before the  Class Period and exercised before this action was initiated, dam-

ages in an amount equal to the difference between the amount paid therefor 

(including the “load” or commission paid in connection with the purchase of 

such securities), but not to exceed the price at which the securities were of-
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fered to the public, and the price at which such put options were exercised 

without reduction for dividends paid in respect of such securities and without 

interest; or 

(c) With respect to put options purchased, including put options purchased upon 

reinvesting dividends paid by the Funds in respect of such securities, during or 

before the  Class Period and redeemed after this action was initiated but before 

judgment, damages in an amount equal to the difference between the amount 

paid therefor (including the “load” or commission paid in connection with the 

purchase of such shares), but not to exceed the price at which the securities 

were offered to the public, and the price at which such put options were exer-

cised (if such damages shall be less than the damages representing the differ-

ence between the amount paid for the securities and the net asset value thereof 

at the time this suit was brought) without reduction for dividends paid in re-

spect of such securities and without interest. 

COUNT II 

VIOLATION OF THE SECURITIES ACT OF 1933 § 12(a)(2): ALL DEFENDANTS EXCEPT 

REGIONS , PWC AND MK HOLDING  

     708. This Count II is asserted by the Plaintiffs and Class against Morgan Keegan as 

underwriter of the Funds’ shares and Morgan Management and Regions Bank as participants 

in the distribution of the Funds’ shares through Regions Bank and/or other subsidiaries and 

trust departments of subsidiaries owned or controlled by Regions (hereinafter the “§ 12 De-

fendants”). 

     709. Plaintiffs repeat and reallege each and every allegation contained above as if 

fully set forth herein, except to the extent any allegations contained above contain any facts 

which are unnecessary or irrelevant for purposes of stating a claim under Section 12, includ-

ing allegations that might be interpreted to sound in fraud or relating to any state of mind on 

the part of the § 12 Defendants other than strict liability or negligence. 
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     710. Alternatively, Defendants Morgan Management, Morgan Keegan and Regions 

Bank are liable as controlling persons of the Company/Funds, as set forth below. 

     711. The § 12 Defendants offered and sold a security, namely shares of the Funds’ 

common stock, by means of a prospectus or were controlling persons of the Funds or of 

those who offered and sold the Funds’ shares.  This prospectus contained untrue statements 

of material facts and omitted to state material facts necessary in order to make the state-

ments, in light of the circumstances under which they were made, not misleading, which 

statements and omissions the § 12 Defendants knew, or in the exercise of reasonable care the 

§ 12 Defendants would have known, were false or were material facts which were required 

to be disclosed to prevent the representations that were made from being misleading.  

     712. The § 12 Defendants actively solicited the sale of the Funds’ shares to serve 

their own financial interests. Morgan Management received management fees based on the 

aggregate net assets of the Funds, Morgan Keegan received commissions and administrative 

fees based on such sales or on the aggregate net assets of the Funds, and Regions, through 

Regions Bank or other subsidiaries and trust departments of subsidiaries owned or controlled 

by Regions, received compensation for participating in the distribution of the Funds’ shares 

and/or fees based on their customers’ accounts holding such shares.  

     713. Plaintiffs did not know that the representations made to them in connection 

with the distribution to them by the § 12 Defendants regarding the matters described above 

were untrue and did not know the above described material facts that were not disclosed. 

     714. As a result of the matters set forth herein, pursuant to § 12(a)(2) of the Securi-

ties Act, Plaintiffs and Class members are entitled to recover the consideration paid for their 

Fund shares with interest thereon, less the amount of any income received thereon, upon the 

tender of such security, or for damages if they no longer own such shares.  

     715. Plaintiffs and putative Class members who do not opt out hereby tender their 

shares in the Funds. 
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     716. The § 12 Defendants are liable to Plaintiffs and class members pursuant to 

§ 12(a)(2) of the Securities Act as sellers of the Funds’ shares.  

COUNT III 

LIABILITY UNDER THE SECURITIES ACT §15: ALL DEFENDANTS EXCEPT COM-

PANY/FUNDS AND PWC   

     717. This Count III is brought by Plaintiffs and the Class pursuant to §15 of the Se-

curities Act, 15 U.S.C. § 77o, against the officers and directors of the Funds and the Com-

pany, as controlling persons of the Company/Funds; Morgan Management, as the controlling 

person of the Company/Funds; Holding, as the controlling person of Morgan Management; 

Regions, as the controlling person of Regions Bank, Morgan Keegan and Holding  (hereinaf-

ter “Controlling Person Defendants”); and certain of the individual Defendants as officers 

and directors of Morgan Management, Morgan Keegan, Holding, Regions Bank, and Re-

gions with respect to the claims asserted in Claims I and II. 

     718. Plaintiffs repeat and reallege each and every allegation contained above as if 

fully set forth herein, except to the extent any allegations contained above contain any facts 

which are unnecessary or irrelevant for purposes of stating a claim under Section 15, includ-

ing allegations that may be interpreted to sound in fraud or relating to any state of mind on 

the part of defendant other than strict liability or negligence. 

     719. Prior to July 1, 2008, the Funds’ shareholders had not elected the 

Company/Funds’ directors since June 26, 2003; the Company/Funds did not hold annual 

shareholder meetings for the purpose of electing directors. The Defendant directors were 

initially selected by Morgan Management, and the Funds’ directors were not, and had not 

been, subject to annual election by the Funds’ shareholders. Because the Funds’ shareholders 

did not annually elect the Funds’ directors, Morgan Management and Morgan Keegan 

effectively controlled the Company/Funds and, therefore, owed a fiduciary duty to the 

Funds’ shareholders. 

     720. Given their dominance over the Company/Funds’ Board, Morgan Management 
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and Morgan Keegan usurped the Board’s functions and performed the functions of the Board 

through their agents the nominal directors of the Company/Funds. 

     721. In 2006 and early 2007, Regions determined that the subprime credit market 

was headed for trouble and acted on that determination by selling its subprime lending unit, 

EquiFirst Corporation.  Regions either did not inform Morgan Management and the 

Defendant officers and directors of its view of the subprime market, even though it was 

obliged to do so, or it did so inform Morgan Management but not the Funds’ directors, and 

Morgan Management ignored such information, or Morgan Management and the Funds’ 

directors were so informed but both the Funds’ directors and Morgan Management ignored 

such information and failed to take measures necessary to avoid the losses the Funds’ 

shareholders incurred later in 2007 and 2008. 

     722. The Funds were required to adhere to their respective investment objectives,  

policies and restrictions, and the Corporate Fiduciary Defendants were required to manage 

the Funds in compliance with said investment objectives, policies and restrictions. 

     723. Each of the Controlling Person Defendants was a controlling person of the § 

11 Defendants (except PwC) or § 12 Defendants. Such persons were controlling persons of 

the Funds by virtue of his or her position as a director or senior officer of the Company, the 

Funds, Morgan Management, Morgan Keegan, or of the wholly owing parent of any of the 

foregoing corporate entities; or by virtue of its position as the manager of, and investment 

advisor to, the Funds; or as the wholly owing parent of any of the foregoing non-Fund corpo-

rate entities. 

     724. Each of the RMK Defendants was a participant in the violations of Sections 11 

and 12(a)(2) of the Securities Act alleged in Counts I and II above, based on his or her hav-

ing signed the registration statements and/or having otherwise participated in the process 

which allowed the offerings of the Funds’ shares to be successfully completed. 
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COUNT IV 

VIOLATION OF INVESTMENT COMPANY ACT §§ 13, 22, 30, 34(b), 47(b): ALL DEFEN-

DANTS  

     725. This Count IV is asserted by Plaintiffs and the Class against all Defendants. 

     726. Plaintiffs repeat and reallege each and every allegation contained above as if 

fully set forth herein, except to the extent any allegations contained above contain any facts 

which are unnecessary or irrelevant for purposes of stating a claim under the ICA, including 

allegations that may be interpreted to sound in fraud. 

     727. Defendants are persons who (i) made untrue statements of material facts in a 

registration statement, amendments thereto, reports, accounts, records and other documents 

filed or transmitted pursuant to the ICA, or the keeping of which is required pursuant to § 

31(a) of the ICA and/or (ii) in connection with such filing, transmitting, or keeping any such 

document, omitted to state therein facts necessary in order to prevent the statements made 

therein, in light of the circumstances under which they were made, from being materially 

misleading, all as set forth above, including but not limited to the Funds’ violation of their 

fundamental investment restriction relating to the limit on investments in a single industry, 

which violation was also a violation of § 13 of the Investment Company Act. 

     728. For purposes of § 34(b) of the ICA, any part of any registration statement, re-

ports, records and other documents filed or transmitted pursuant to the ICA which is signed 

or certified by an accountant or auditor in its capacity as such shall be deemed to be made, 

filed, transmitted, or kept by such accountant or auditor, as well as by the person filing, 

transmitting, or keeping the complete document.  Defendant directors signed the Funds’ reg-

istration statement and amendments thereto and signed the Funds’ reports on the Funds’ in-

ternal controls pursuant to SEC Form N-SAR. PwC signed its reports regarding the Funds’ 

financial statements for their fiscal years ended June 30, 2004, 2005 and 2006 and certified 

such financial statements, which were part of the Funds’ registration statement, as amended 

from time to time during the Class Period, and signed its reports on the Funds’ internal con-
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trols pursuant to SEC Form N-SAR.  The Funds’ President and Treasurer signed and/or cer-

tified the Funds’ annual and semi-annual reports on Forms N-CSR or N-CSRS as “fully 

compl[ying] with the requirements of Section 13(a) or 15(d) of the Securities Exchange Act 

of 1934, as amended; and 2. The information contained in the Report fairly presents, in all 

material respects, the financial condition and results of operations of the Fund.” 

     729. By engaging in the conduct described herein, Defendants violated § 34(b) of 

the ICA, as amended, and, pursuant to § 1(b)(1) and (5) of the ICA, the interests of those 

who invested in the Funds were adversely affected because (i) such investors purchased, 

paid for, exchanged, received dividends upon, voted, refrained from voting, sold, or surren-

dered shares issued by the Funds without adequate, accurate, and explicit information, fairly 

presented, concerning the character of such shares and the circumstances, policies, and fi-

nancial responsibility of the Funds and their management and (ii) the Funds, in keeping their 

accounts and in computing their earnings and the asset value of their outstanding securities, 

employed unsound or misleading methods, and were not subjected to adequate independent 

scrutiny. 

     730. The ICA regulates both the sale (i.e., the purchases of an open-end fund’s 

shares by investors) and redemption (sales by investors of their open-end fund shares to the 

fund) of redeemable securities issued by open-end registered investment companies. 

     731. The ICA recognizes that the accurate calculation of net asset value is critical to 

both the sale of redeemable securities and the redemption thereof, as provided by ICA § 22. 

15 U.S.C. § 80a-22. SEC Rel. 40-4006 (a proposal that was adopted relating “to the manner 

in which the net asset value of a redeemable security issued by a registered investment com-

pany is to be computed for purposes of the distribution. redemption, and repurchase of the 

security” and further noting that “uniformity with respect to the calculation of net asset value 

of redeemable securities issued by registered investment companies would be in the public 

interest and in the interest of investors.”). 
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     732. The term “current net asset value” is used in ICA § 22 relating to the “distribu-

tion, redemption, and repurchase of redeemable securities” and the concept of “net asset 

value” is employed in the definition of the term “redeemable security” in ICA 2(a)(32). 

     733.  In consideration of the interests recited in the preceding two paragraphs, the 

SEC promulgated ICA Rule 2a-4, 17 C.F.R. § 270.2a-4, which, inter alia, provides that: 

(a) The current net asset value of any redeemable security issued by a regis-

tered investment company used in computing periodically the current price 

for the purpose of distrIbution, redemption, and repurchase means an amount 

which reflects calculations, whether or not recorded in the books of account, 

made substantially in accordance with the following, with estimates used 

where necessary or appropriate:  

(1) Portfolio securities with respect to which market quotations are readily 

available shall be valued at current market value, and other securities and as-

sets shall be valued at fair value as determined in good faith. by the board of 

directors of the registered company. 

     734. For the reasons alleged above, the financial statement and other disclosures by 

Defendants attendant to the Funds’ NAVs during the  Class were false and misleading. 

     735. As a result of such conduct, pursuant to § 47(b) of the ICA, Plaintiffs and the 

other members of the Class are entitled to rescind their purchases or holdings of the Funds’ 

shares during the Class Period or are otherwise entitled to damages in an amount to be 

proved at trial. 

     736. By virtue of their control and discretionary authority over the Fiduciary  

Accounts, Regions Bank (RMK Trust), Morgan Keegan and Morgan Management 

determined whether, when and the extent to which the Funds’ shares held in these accounts 

would be redeemed. 

     737. In connection with the Funds’ continuing offers to the Funds’ shareholders to 

redeem their respective shares, Regions Bank (RMK Trust), Morgan Keegan, and Morgan 

Management, which received the Funds’ continuing offers to redeem and which were bound 

by their shared fiduciary duty to the Fiduciary  Subclass to continuously evaluate whether 
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they should direct or otherwise cause the Fiduciary  Accounts to continue to hold or redeem 

the Funds’ shares, failed to direct or otherwise cause the Fiduciary  Subclass’s accounts to 

redeem the Funds’ shares held by such accounts during the  Class Period. 

     738. Regions, Regions Bank, Morgan Keegan and Morgan Management failed to 

do so even though they had determined in 2006, or learned of such determination by Regions 

in 2006, that the subprime credit market was headed for serious trouble and knew, or should 

have known, of the substantial subprime holdings in the Funds’ portfolios and even though 

Regions Bank was obliged by statute to review and monitor Morgan Keegan’s and Morgan 

Management’s administration of the  Fiduciary Subclass accounts pursuant to the authority 

delegated to them by the Investment Advisory Service Agreements. 

     739. As a result of sharing officers and directors and other executives and employ-

ees, Regions’ knowledge of the subprime market and its decision to sell its subprime lending 

subsidiary was attributable to Regions Bank, Morgan Keegan and Morgan Management. 

     740. By not later than December 31, 2006, as a result of its knowledge of the sub-

prime markets, Regions Bank should have directed Morgan Management to redeem the Fi-

duciary Accounts’ shareholdings in the Funds. However, because such shareholders consti-

tuted a substantial portion of the respective portfolios of the three Funds, and because of the 

overlapping holdings among the three Funds and their four closed-end fund siblings also 

managed by Morgan Management, Regions Bank was precluded from exercising its fiduci-

ary duty for fear that such a sudden mass redemption would cause the NAVs of the Funds to 

decline and to precipitate a run on the Funds by the remaining shareholders.  

     741. Because the Funds, Morgan Management and Regions Bank failed to comply 

with the ICA §§ 13, 30, and 34(b), the Investment Advisory Service Agreements pursuant to 

which the assets of the Fiduciary Accounts were invested in the Funds during the Class Period 

and continued to be invested and in the Funds and were held on July 1, 2007 are void and un-

enforceable pursuant to the ICA § 47(b) and must be rescinded, thereby rescinding all invest-
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ments held in the Funds pursuant to said Investment Advisory Service Agreements and not re-

deemed during the Class Period or by July 1, 2007. 

COUNT V 

VIOLATION OF SECURITIES EXCHANGE ACT OF 1934 § 10(b) AND RULE 10b-5: 

FUNDS, MORGAN MANAGEMENT, MORGAN KEEGAN AND REGIONS  

     742. This Count V is asserted by Plaintiffs and the Class against Defendants Com-

pany/Funds, Morgan Management, Morgan Keegan and Regions Bank.  

     743. Plaintiffs repeat and reallege each and every allegation contained above as if 

fully set forth herein. 

     744. The Company/Funds was an “open-end company” and “management invest-

ment company” within the meaning of ICA § 5(a), 15 U.S.C. § 80a-5(a), which provides that 

an “open-end company” is “a management company which is offering for sale or has out-

standing any redeemable security of which it is the issuer.” 

     745. Each of the portfolios (Funds) of the Company issued redeemable common 

stock – i.e., a “security, other than short-term paper, under the terms of which the holder, 

upon its presentation to the issuer or to a person designated by the issuer, is entitled (whether 

absolutely or only out of surplus) to receive approximately his proportionate share of the 

issuer’s current net assets, or the cash equivalent thereof.” ICA § 2(32), 15 U.S.C. § 80a-

2(32). 

     746. Pursuant to Articles Fourth and Sixth, Section 6.6, of the Company/Funds’ 

Articles of Incorporation, investors who purchased shares of the Company/Funds’ common 

stock entered into a contract between them and the Company/Fund pursuant to which they 

were given the right to redeem those shares at their NAV per share: 

FOURTH: The purposes for which the Corporation is formed are to act as an 

open-end management investment company, as contemplated by the Invest-

ment Company Act of 1940, as amended (the “1940 Act”), . . .  

Section 6.6. Redemption by Stockholders. Each holder of Shares shall have 

the right at such times as may be permitted by the Corporation to require the 
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Corporation to redeem all or any part of his Shares at a redemption price per 

Share equal to the net asset value per Share as of such time as the Board of 

Directors shall have prescribed by resolution, minus any applicable sales 

charge or redemption or repurchase fee. In the absence of such resolution, 

the redemption price per Share shall be the net asset value next determined 

(in accordance with Section 6.7) after acceptance of a request for redemption 

in proper form less such charges as are determined by the Board of Directors 

and described in the Corporation’s registration statement under the Securi-

ties Act of 1933, except that Shares may be redeemed by an underwriter at 

(a) the net asset value next determined after such requests are received by a 

dealer with whom such underwriter has a sales agreement or (b) the net asset 

value determined at a later time. . . . 

     747. In connection with the Funds’ continuing offers to their respective 

shareholders to redeem their respective shares of common stock pursuant to their contractual 

and statutory obligations, Defendants Company/Funds, Morgan Management, Morgan 

Keegan and Regions Bank, directly and indirectly,  

(a) Employed devices, schemes, or artifices to defraud; 

(b) Made untrue statements of material facts or omitted to state material facts 

necessary in order to make the statements made, in the light of the 

circumstances under which they are made, not misleading; or 

(c) Engaged in acts, practices, or courses of business that operated or would 

operate as a fraud or deceit on the Funds’ shareholders.  

     748. In connection with Defendants Company/Funds’, Morgan Management’s, 

Morgan Keegan’s and Regions Bank’s continuing offers to the Funds’ existing shareholders 

to redeem the Funds’ respective shares of common stock, Defendants Morgan Management, 

Morgan Keegan and Regions Bank, knowingly and directly participated in the conduct giv-

ing rise to the liability asserted herein, or acted in reckless disregard of said Defendants’ and 

the Company/Funds’ failures to disclose material facts, as set forth herein.  

     749. Alternatively, Defendants Morgan Management, Morgan Keegan and Regions 

Bank are liable as controlling persons of the Company/Funds, as set forth below. 
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     750. PwC knowingly, or with reckless disregard, participated directly in the 

violative conduct alleged above and as alleged herein. 

     751. Accordingly, Defendants Company/Funds, Morgan Management, Morgan 

Keegan, Regions Bank, and PwC are liable to the Class for fraudulently failing to disclose to 

the Class material facts in connection with the Company/Funds’ continuing offers to redeem 

their shares, thus preventing such shareholders from redeeming their shares at NAVs that 

significantly exceeded those after July 2007, all in violation of Section 10(b) of the ‘34 Act 

and Rule 10b-5 thereunder. 

COUNT VI 

VIOLATION OF SECURITIES EXCHANGE ACT OF 1934 §§ 10(b) AND RULE 10b-5: RE-

GIONS BANK, MORGAN KEEGAN, AND MORGAN MANAGEMENT – FIDUCIARY SUB-

CLASS  

     752. This Count VI is asserted by Plaintiffs on behalf of the Fiduciary Subclass a-

gainst Defendants Regions Bank (RMK Trust), Morgan Keegan, and Morgan Management. 

     753. Plaintiffs repeat and reallege each and every allegation contained above as if 

fully set forth herein. 

     754. Alternatively, Defendants Morgan Management, Morgan Keegan and Regions 

Bank are liable as controlling persons of the Company/Funds, as set forth below. 

     755. In connection with Regions Bank’s conflict of interest, as described above, and 

as a result thereof, and given their fiduciary duty to the Fiduciary Class, Regions Bank 

(RMK Trust), Morgan Keegan and Morgan Management owed to the Fiduciary  Class a duty 

to disclose to said Class, or to a person or persons appointed to represent the interests of said 

Class, their conflict of interest, their interest in causing the Fiduciary  Class accounts to in-

vest in the Funds, their analysis of the subprime market and their decision to sell their sub-

prime lender subsidiary/affiliate, together with all of the other material facts alleged herein 

(e.g., concentration, credit, liquidity and valuation risks and uncertainties and the Funds’ vio-

lations of their respective investment objectives, policies and restrictions, including the sub-

Case 2:07-cv-02784-SHM-dkv   Document 218    Filed 11/30/09   Page 362 of 404



  

 

363   
 

  

stantial overlapping ownership of thinly traded securities by the Funds and by the RMK 

closed-end funds that were managed by Morgan Management and Morgan Keegan), and the 

need for the Fiduciary  Class, or the person or persons appointed to represent the interests of 

said Class, to waive said conflict and consent to the continued investment of said Class’s as-

sets in the Funds, all of which was necessary for Regions Bank (RMK Trust), Morgan 

Keegan and Morgan Management to obtain the required consents of the Fiduciary  Class to 

the investment of their assets in the Funds and to the continuation of such investments and to 

refrain from redeeming their shares in the Funds.  

     756. By failing to obtain said consents, and by engaging in conduct alleged herein, 

Regions Bank (RMK Trust), Morgan Keegan and Morgan Management managed the Fidu-

ciary  Class accounts artfully and deceitfully for their gain and advantage. 

     757. As a result of said conduct, Regions Bank (RMK Trust), Morgan Keegan and 

Morgan Management breached the fiduciary duties owed to the Fiduciary  Class  by Regions 

Bank (RMK Trust), Morgan Management and Morgan Keegan to redeem the Fiduciary  

Class’s shares in the Funds, which fiduciary duty breaches were accompanied by said De-

fendants’ failure to disclose material facts and failure to obtain the required waivers by the 

Fiduciary  Class, or by the person or persons appointed to represent the interests of said 

Class, of said Defendants’ conflicting interests in maintaining said Class’s investments in the 

Funds, thus constituting manipulative or deceptive conduct and, further, constituted devices, 

schemes, or artifices to defraud the Fiduciary  Class, or  acts, practices, or courses of busi-

ness that operated or would operate as a fraud or deceit on the Fiduciary  Classes, all in vio-

lation of § 10(b) of the ‘34 Act and Rule 10b-5 thereunder, the Fiduciary  Class incurred 

catastrophic losses. 

 COUNT VII 

LIABILITY UNDER THE SECURITIES EXCHANGE ACT §20: DEFENDANT OFFICERS AND 

DIRECTORS, REGIONS, HOLDING  

     758. This Count VII is brought by Plaintiffs and the Class and Subclass pursuant to 
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§ 20 of the Securities Exchange Act, 15 U.S.C. § 78t, against the RMK Defendants: i.e., 

against the officers and directors of the Company/Funds, as controlling persons of the Com-

pany/Funds; Morgan Management, as a controlling person of the Company/Funds; Holding, 

as the controlling person of Morgan Management; Regions, as the controlling person of Re-

gions Bank, Morgan Management and Morgan Keegan; Morgan Keegan, as a controlling 

person of the Company/Funds; and certain of the individual Defendants as officers and di-

rectors of Morgan Management, Morgan Keegan, Holding, Regions Bank, and Regions 

(hereinafter “Controlling Person Defendants”). 

     759. Plaintiffs repeat and reallege each and every allegation contained above as if 

fully set forth herein, except to the extent any allegations contained above contain any facts 

which are unnecessary or irrelevant for purposes of stating a claim under Section 20. 

     760. Each of the corporate RMK Defendants, by virtue of its position as the 

manager of, and investment advisor to, the Funds; as the administrator of the Funds; or as 

the wholly owing parent of any of the foregoing non-Fund corporate entities, were 

controlling persons of the Company/Funds. 

     761. Prior to July 1, 2008, the Funds’ shareholders had not elected the 

Company/Funds’ directors since June 26, 2003; the Company/Funds did not hold annual 

shareholder meetings for the purpose of electing directors. The Defendant directors were 

initially selected by Morgan Management, and the Funds’ directors were not, and had not 

been, subject to annual election by the Funds’ shareholders. Because the Funds’ shareholders 

did not annually elect the Funds’ directors, Morgan Management and Morgan Keegan 

effectively controlled the Company/Funds and, therefore, owed a fiduciary duty to the 

Funds’ shareholders.  

     762. The Controlling Person Defendants managed the Funds, which had no 

employees of their own, and directly or indirectly controlled the Funds, or were officers or 

directors of the Funds, or occupied a similar status or performed similar functions, or were 
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employees of the Funds or controlling persons of the Funds and materially participated in the 

conduct giving rise to the liability asserted herein, or were a broker-dealer or agent who 

materially participated in such conduct, and are, therefore, liable jointly and severally. 

     763. Morgan Management and Morgan Keegan directly or indirectly controlled the 

Company/Funds via the Advisory Agreement and Fund Accounting Service Agreement 

between the Company/Funds and Morgan Management and Morgan Keegan, respectively, 

pursuant to which all of the business, administrative, managerial, clerical and/or other 

functions attendant to the operation of any business were performed by Morgan Management 

and Morgan Keegan, including providing officers and employees to the Company/Funds. 

Pursuant to these Agreements, Morgan Management and Morgan Keegan functioned as the 

effective officers and directors of the Company/Funds, or occupied a similar status or 

performed similar functions, or were employees of the Company/Funds or controlling 

persons of the Company/Funds and of Morgan Management and Morgan Keegan, or were a 

broker-dealer or agent, 

     764. The Controlling Person Defendants, and in particular Regions Financial and 

Regions Bank are persons who controlled the Company/Funds, which is/are liable under § 

10(b) and Rule 10b-5 thereunder to the extent that the Controlling Person Defendants’ 

wrongful conduct is attributable to the Company/Funds, shall also be liable jointly and sev-

erally with and to the same extent as the Company/Funds to Plaintiffs and the  Class to 

whom such controlled persons are liable. 

     765. Given their dominance over the Company/Funds’ Board, Morgan Management 

and Morgan Keegan usurped the Board’s functions and performed the functions of the Board 

through their agents the nominal directors of the Company/Funds. 

     766. The Funds were required to adhere to their respective investment objectives, 

policies and restrictions, and the RMK Defendants were required to manage the Funds in 

compliance with said investment objectives, policies and restrictions. 
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  PRAYER FOR RELIEF 

WHEREFORE, Plaintiffs, on behalf of themselves and the other members of the 

class, pray for judgment against Defendants as follows: 

A. Declaring this action to be a proper class action, consisting of the Class and the 

Fiduciary Subclass; and 

B. Awarding Plaintiffs and the other members of the  Class and the Fiduciary 

Subclass rescission or compensatory or rescissory damages based either on 

said Class and Subclass members’ fraudulently induced purchases or on their 

being induced not to redeem because of Defendants’ fraudulent continuing of-

fers to redeem the Funds’ shares; and 

C. Awarding to Plaintiffs and the other members of the Class and Fiduciary Sub-

class  prejudgment interest in the manner and at the maximum rate where per-

mitted by law; and 

D. Awarding to Plaintiffs and the other members of the Class and Fiduciary Sub-

class costs and expenses of this litigation, including reasonable attorneys’ fees 

and costs, including experts’ fees and costs; and 

E. Declaring that no other Defendant be allowed contribution or indemnification 

from the Company/Funds;  

F. Declaring that the Company/Funds be allowed contribution and/or indemnifi-

cation from and against the other Defendants; and  

G. Granting such other and further relief as the Court may deem just and proper. 

DEMAND FOR JURY TRIAL 

Plaintiffs demand a trial by jury of all issues so triable. 

Dated:  November 30, 2009  
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 APPERSON, CRUMP & MAXWELL, PLC  

 

s/ Jerome A. Broadhurst____ 

Jerome A. Broadhurst, TNBPR12529 

Charles D. Reaves, TNBPR 22550 

6000 Poplar Avenue, Suite 400 

Memphis, TN  38119-3972 

(901) 260-5133 direct 

(901) 435-5133 fax 

creaves44@comcast.net 

jbroadhurst@appersoncrump.com 

 

 HEAD, SEIFERT & VANDER WEIDE, P.A.     

   Vernon J. Vander Weide  

   Thomas V. Seifert  

333 South Seventh Street, Suite 1140  

Minneapolis, MN  55402-2422  

Telephone: 612-339-1601   

Fax: 612-339-3372 

vvanderweide@hsvwlaw.com 

tseifert@hsvwlaw.com 

 LOCKRIDGE GRINDAL NAUEN PLLP 

Richard A. Lockridge 

Gregg M. Fishbein 

100 Washington Avenue South, Suite 2200 

Minneapolis, MN  55401 

Telephone:  612-339-6900 

Fax: 612-339-0981 

ralockridge@locklaw.com 

gmfishbein@locklaw.com 

 

 ATTORNEYS FOR PLAINTIFFS 
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APPENDIX A 

 

Total Return 
Class A Shares 

RMK Select 
High Income 

Fund 

RMK Select 
Intermediate 
Bond Fund 

RMK Select 
Short Term 
Bond Fund 

RMK Select 
Fixed Income 

Fund (FIF) 

RMK Select 
Limited Maturity 

Fixed Income 
Fund (LMFIF) 

5/1/07-4/30/08 -72.99% -77.99% -31.08%   

Benchmark 0.34% 7.07% 7.18%   

6/1/07-5/31/08    -2.27% -7.59% 

Benchmark    7.1% 6.96% 

1/1/07-12/31/07 -60.71% - 51.32% -12.90%   

Benchmark 1.75% 7.02% 6.83%   

12/1/06-11/30/07    -3.97% -6.66% 

Benchmark    6.36% 6.63% 
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APPENDIX B 

Identical or substantively identical language that relates to two or more funds is underlined. 

RMK Select High In-

come Fund  

-73% 

RMK Select Intermedi-

ate Bond Fund 

-78% 

RMK Select Short 
Term Bond Fund 

-31%  

RMK Select Fixed In-
come Fund (FIF) 

-2% 

RMK Select Limited 
Maturity Fixed Income 

Fund (LMFIF) 

-8% 

Investing in the fund 
involves risks common 
to any investment in 
securities. As with any 
mutual fund, the value of 
the fund’s shares will 
change and you could 
lose money by investing 
in the fund. In addition, 
the performance of the 
fund depends on the 
Adviser’s ability to im-
plement the fund’s in-
vestment strategies. 
There is no guarantee 
that the fund will meet its 
goals. An investment in 
the fund is not a bank 
deposit and is not in-
sured or guaranteed by 
the FDIC or any other 
government agency. 

The fund’s investment 
performance is subject 
to a variety of risks, 
including the following 
principal risks: 

Investing in the fund 
involves risks common 
to any investment in 
securities. As with any 
mutual fund, the value of 
the fund’s shares will 
change and you could 
lose money by investing 
in the fund. In addition, 
the performance of the 
fund depends on the 
Adviser’s ability to im-
plement the fund’s in-
vestment strategies. 
There is no guarantee 
that the fund will meet 
its goals. An investment 
in the fund is not a bank 
deposit and is not in-
sured or guaranteed by 
the FDIC or any other 
government agency. 

The fund’s investment 
performance is subject 
to a variety of risks, 
including the following 
principal  risks: 

Investing in the fund 
involves risks common 
to any investment in 
securities. As with any 
mutual fund, the value of 
the fund’s shares will 
change and you could 
lose money by investing 
in the fund. In addition, 
the performance of the 
fund depends on the 
Adviser’s ability to im-
plement the fund’s in-
vestment strategies. 
There is no guarantee 
that the fund will meet 
its goals. An investment 
in the fund is not a bank 
deposit and is not in-
sured or guaranteed by 
the FDIC or any other 
government agency. 

The fund’s investment 
performance is subject 
to a variety of risks, 
including the following 
principal risks: 

Investing in the fund 
involves risks common 
to any investment in 
securities.  As with any 
mutual fund, the value of 
the fund’s shares will 
change and you could 
lose money by investing 
in the fund. In addition, 
the performance of the 
fund depends on the 
Adviser’s ability to im-
plement the fund’s in-
vestment strategies. 
There is no guarantee 
that the fund will meet 
its goals.  An investment 
in the fund is not a bank 
deposit and is not in-
sured or guaranteed by 
the FDIC or any other 
government agency. 

The fund’s  investment  
performance is subject 
to a variety of risks,  
including the following 
principal risks: 

Investing in the fund 
involves risks common 
to any investment in 
securities.  As with any 
mutual fund,  the value 
of the fund’s  shares will 
change and you could 
lose money by investing 
in the fund. In addition,  
the  performance  of the 
fund depends on the 
Adviser’s ability to im-
plement the fund’s in-
vestment strategies. 
There is no guarantee  
that the fund will meet 
its goals.  An  invest-
ment in the fund is not a 
bank deposit and is not 
insured or  guaranteed 
by the FDIC or any other 
government agency. 

The fund’s  investment  
performance is subject 
to a variety of risks,  
including the following 
principal risks: 
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RMK Select High In-

come Fund  

-73% 

RMK Select Intermedi-

ate Bond Fund 

-78% 

RMK Select Short 
Term Bond Fund 

-31%  

RMK Select Fixed In-
come Fund (FIF) 

-2% 

RMK Select Limited 
Maturity Fixed Income 

Fund (LMFIF) 

-8% 

   FIXED-INCOME SE-
CURITIES RISKs. 
Prices of fixed-rate debt 
securities generally 
move in the opposite 
direction of interest 
rates. The interest pay-
ments on fixed-rate debt 
securities do not change 
when interest rates 
change. Therefore, 
since the price of these 
securities can be ex-
pected to decrease 
when interest rates in-
crease, you can expect 
that the value of invest-
ments in the fund may 
go down. Although  the 
Adviser attempts to        
anticipate interest rate 
movements, there is no 
guarantee that it will be        
able to do so. In addi-
tion,  longer term debt  
securities will experi-
ence greater price  vola-
tility than debt  securi-
ties with shorter  maturi-
ties.        You can ex-
pect the net asset value 
of the fund to fluctuate 
accordingly. 

FIXED-INCOME  SE-
CURITIES  RISKS.  
Prices of  fixed-rate  
debt  securities gener-
ally move in the oppo-
site  direction of interest 
rates. The interest pay-
ments on fixed-rate  
debt securities do not 
change when interest 
rates change. Therefore, 
since the price of these 
securities can be ex-
pected to decrease 
when interest rates  
increase,  you can ex-
pect that the value of 
investments  in the fund 
may go down.  Although  
the Adviser  attempts to 
anticipate interest rate 
movements, there is no 
guarantee that it will be 
able to do so. In addi-
tion,  longer term debt  
securities will experi-
ence greater price  vola-
tility than debt  securi-
ties with shorter  maturi-
ties. You can expect the 
net asset value of the 
fund to fluctuate accord-
ingly. 
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RMK Select High In-

come Fund  

-73% 

RMK Select Intermedi-

ate Bond Fund 

-78% 

RMK Select Short 
Term Bond Fund 

-31%  

RMK Select Fixed In-
come Fund (FIF) 

-2% 

RMK Select Limited 
Maturity Fixed Income 

Fund (LMFIF) 

-8% 

Credit Risk. Credit risk 
refers to an issuer’s ability 
to make payments of 
principal and interest 
when they are due. Bond 
prices typically decline if 
the issuer’s credit quality 
deteriorates. Lower grade 
securities may experience 
high default rates, which 
could mean that the fund 
may lose some or all of its 
investments in such 
securities. If this occurs, 
the fund’s net asset value 
and ability to pay divi-
dends to shareholders 
would be adversely af-
fected. 

Credit Risk. Credit risk 
refers to an issuer’s 
ability to make payments 
of principal and interest 
when they are due. Bond 
prices typically decline if 
the issuer’s credit quality 
deteriorates. Lower 
grade securities may 
experience high default 
rates, which could mean 
that the fund may lose 
some or all of its invest-
ments in such securities. 
If this occurs, the fund’s 
net asset value and 
ability to pay dividends 
to shareholders would 
be adversely affected. 

Credit Risk. Credit risk 
refers to an issuer’s 
ability to make pay-
ments of principal and 
interest when they are 
due. Bond prices typi-
cally decline if the is-
suer’s credit quality 
deteriorates. Lower 
grade securities may 
experience high default 
rates, which could mean 
that the fund may lose 
some or all of its in-
vestments in such secu-
rities. If this occurs, the 
fund’s net asset value 
and ability to pay divi-
dends to shareholders 
would be adversely 
affected. 

Credit Risks.  Credit risk 
is the possibility that an 
issuer will default on a 
security by failing to pay 
interest or principal 
when due. If an        
issuer defaults, the fund 
will lose money. Many 
fixed-income  securities 
receive  credit  ratings  
from  services  such as  
Standard  & Poor’s and 
Moody’s.  These ser-
vices assign ratings to 
securities by assessing 
the        likelihood of 
issuer default.  Lower 
credit ratings corre-
spond to higher credit 
risk. If a security has not 
received a rating, the 
fund must rely        en-
tirely upon the Adviser’s 
credit assessment.  
Fixed-income securities 
generally compensate 
for greater credit risk by 
paying interest at a 
higher rate. The differ-
ence between the yield 
of a security and the 
yield of a U.S.  Treasury 
security with a compa-
rable maturity (the 
spread) measures the 
additional interest paid 
for risk.  Spreads may 
increase        generally 
in response to adverse 
economic or market 
conditions. A security’s 
spread may also in-
crease if the security’s 
rating is lowered, or the 
security is perceived to 
have an increased credit 
risk.  An increase in the 
spread will cause the 
price of the security to 
decline. Credit risk in-
cludes the possibility 
that a party to a transac-
tion involving the fund 
will fail to meet its obli-
gations. This could 
cause the fund to lose 
the benefit of the trans-
action or prevent the 
fund from selling or 
buying other securities 
to implement its invest-
ment strategy. [contin-
ued below at “Below 
Investment Grade Bond 
Risk”] 

Credit Risks.  Credit risk 
is the possibility that an 
issuer will default on a 
security by failing to pay 
interest or principal 
when due. If an issuer 
defaults, the fund will 
lose money. Many fixed-
income  securities re-
ceive  credit  ratings  
from  services  such as  
Standard  & Poor’s and 
Moody’s.  These ser-
vices assign ratings to 
securities by assessing 
the likelihood of issuer 
default.  Lower credit 
ratings correspond to 
higher credit risk. If a 
security has not re-
ceived a rating, the fund 
must rely entirely upon 
the Adviser’s credit 
assessment.  Fixed-
income securities gen-
erally compensate for 
greater credit risk by 
paying interest at a 
higher rate. The differ-
ence between the yield 
of a security and the 
yield of a U.S.  Treasury 
security with a compa-
rable maturity (the 
spread) measures the 
additional interest paid 
for risk.  Spreads may 
increase generally in 
response to adverse 
economic or market 
conditions.  A security’s 
spread may also in-
crease if the security’s 
rating is lowered, or the 
security is perceived to 
have an increased credit 
risk.  An increase in the 
spread will cause the 
price of the security to 
decline. Credit risk in-
cludes the possibility 
that a party to a transac-
tion involving the fund 
will fail to meet its obli-
gations.  This could 
cause the fund to lose 
the benefit of the trans-
action or prevent the 
fund from selling or 
buying other securities 
to implement its invest-
ment strategy. [contin-
ued below at “Below 
Investment Grade Bond 
Risk”] 
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RMK Select High In-

come Fund  

-73% 

RMK Select Intermedi-

ate Bond Fund 

-78% 

RMK Select Short 
Term Bond Fund 

-31%  

RMK Select Fixed In-
come Fund (FIF) 

-2% 

RMK Select Limited 
Maturity Fixed Income 

Fund (LMFIF) 

-8% 

Interest Rate and Related 
Risks. Interest rate risk is 
the risk that debt securi-
ties will decline in value 
because of changes in 
market interest rates. 
Generally, when market 
interest rates rise, the 
value of debt securities 
declines, and vice versa. 
The fund’s investment in 
such securities means 
that the net asset value of 
the fund will tend to 
decline if market interest 
rates rise. During periods 
of rising interest rates, the 
average life of certain 
types of securities in 
which the fund will invest 
may be extended because 
of slower than expected 
principal payments. This 
may lock in a below 
market interest rate, 
increase the security’s 
duration (the estimated 
period until the principal 
and interest are paid in 
full) and reduce the value 
of the security. This is 
known as extension risk. 
During periods of declin-
ing interest rates, the 
issuer of a security may 
exercise its option to 
prepay principal earlier 
than scheduled, forcing 
the fund to reinvest in 
lower yielding securities. 
This is known as call or 
prepayment risk. Market 
factors, such as the 
demand for particular 
fixed-income securities, 
may also cause the price 
of certain fixed-income 
securities to fall while the 
prices of other securities 
rise or remain unchanged. 
In addition, the prices of 
long-term debt obligations 
generally fluctuate more 
than prices of short-term 
debt obligations as inter-
est rates change. 

Interest Rate and Re-
lated Risks. Interest rate 
risk is the risk that debt 
securities will decline in 
value because of 
changes in market inter-
est rates. Generally, 
when market interest 
rates rise, the value of 
debt securities declines, 
and vice versa. The 
fund’s investment in 
such securities means 
that the net asset value 
of the fund will tend to 
decline if market interest 
rates rise. During peri-
ods of rising interest 
rates, the average life of 
certain types of securi-
ties in which the fund will 
invest may be extended 
because of slower than 
expected principal pay-
ments. This may lock in 
a below market interest 
rate, increase the secu-
rity’s duration (the esti-
mated period until the 
principal and interest are 
paid in full) and reduce 
the value of the security. 
This is known as exten-
sion risk. During periods 
of declining interest 
rates, the issuer of a 
security may exercise its 
option to prepay princi-
pal earlier than sched-
uled, forcing the fund to 
reinvest in lower yielding 
securities. This is known 
as call or prepayment 
risk. Market factors, 
such as the demand for 
particular fixed-income 
securities, may also 
cause the price of cer-
tain fixed-income securi-
ties to fall while the 
prices of other securities 
rise or remain un-
changed. In addition, the 
prices of long-term debt 
obligations generally 
fluctuate more than 
prices of short-term debt 
obligations as interest 
rates change. 

Interest Rate Risk. In-
terest rate risk is the risk 
that debt securities will 
decline in value because 
of changes in market 
interest rates. Generally, 
when market interest 
rates rise, the value of 
debt securities declines, 
and vice versa. The 
fund’s investment in 
such securities means 
that the net asset value 
of the fund will tend to 
decline if market interest 
rates rise. The prices of 
long-term debt obliga-
tions generally fluctuate 
more than prices of 
short-term debt obliga-
tions as interest rates 
change. 

 

INTEREST RATE 
RISKS.  Prices of fixed-
income securities rise 
and fall in response to 
changes in the interest 
rate paid on similar 
securities. Generally, 
when interest rates rise, 
prices of fixed-income 
securities fall.  However,  
market  factors,  such  
as  the  demand for 
particular fixed-income  
securities,  may cause 
the  price of  certain  
fixed-income securities  
to fall while the prices of 
other  securities  rise or 
remain unchanged. 
Interest rate changes 
have a greater effect on 
the price of fixed-income 
securities with longer 
durations. 

INTEREST RATE 
RISKS.  Prices of fixed-
income securities rise 
and fall in response to 
changes in the interest 
rate paid on similar 
securities. Generally, 
when interest rates rise, 
prices of fixed-income 
securities        fall.  
However,  market  fac-
tors,  such  as  the  
demand  for  particular 
fixed-income  securities, 
may cause the  price of  
certain fixed-income 
securities to fall while 
the prices of other  se-
curities  rise or remain 
unchanged.  Interest 
rate changes have a 
greater  effect on the 
price of fixed-income 
securities with longer 
durations. 
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RMK Select High In-

come Fund  

-73% 

RMK Select Intermedi-

ate Bond Fund 

-78% 

RMK Select Short 
Term Bond Fund 

-31%  

RMK Select Fixed In-
come Fund (FIF) 

-2% 

RMK Select Limited 
Maturity Fixed Income 

Fund (LMFIF) 

-8% 

 Intermediate Term Bond 
Risk. Bonds (debt) that 
have average maturities 
generally ranging from 1 
to 10 years normally 
offer higher yields but 
less price stability than 
short-term bonds and 
offer greater price stabil-
ity but lower yields than 
long term bonds.  

   

Value Investing Risk. 
The fund focuses its 
investments on securi-
ties that the Adviser 
believes are underval-
ued or inexpensive rela-
tive to other invest-
ments. These types of 
securities may present 
risks in addition to the 
general risks associated 
with investing in them. 
These securities gener-
ally are selected on the 
basis of an issuer’s eco-
nomic fundamentals 
relative to current market 
price. Such securities 
are subject to the risk of 
mis-estimation of certain 
business and economic 
fundamental factors. In 
addition, during certain 
time periods, market 
dynamics may favor 
“growth” securities over 
“value” securities. Disci-
plined adherence to a 
“value” investment man-
date during such periods 
can result in significant 
underperformance rela-
tive to overall market 
indices and other man-
aged investment vehi-
cles that pursue growth 
style investments and/or 
flexible style mandates. 

Value Investing Risk. 
The fund focuses its 
investments on securi-
ties that the Adviser 
believes are underval-
ued or inexpensive rela-
tive to other invest-
ments. These types of 
securities may present 
risks in addition to the 
general risks associated 
with investing in them. 
These securities gener-
ally are selected on the 
basis of an issuer’s 
economic fundamentals 
relative to current mar-
ket price. Such securi-
ties are subject to the 
risk of mis-estimation of 
certain business and 
economic fundamental 
factors. In addition, 
during certain time peri-
ods, market dynamics 
may favor “growth” se-
curities over “value” 
securities. Disciplined 
adherence to a “value” 
investment mandate 
during such periods can 
result in significant un-
derperformance relative 
to overall market indices 
and other managed 
investment vehicles that 
pursue growth style 
investments and/or 
flexible style mandates. 

Value Investing Risk. 
The fund focuses its 
investments on securi-
ties that the Adviser 
believes are underval-
ued or inexpensive rela-
tive to other invest-
ments. These types of 
securities may present 
risks in addition to the 
general risks associated 
with investing in them. 
These securities gener-
ally are selected on the 
basis of an issuer’s 
economic fundamentals 
relative to current mar-
ket price. Such securi-
ties are subject to the 
risk of mis-estimation of 
certain business and 
economic fundamental 
factors. In addition, 
during certain time peri-
ods, market dynamics 
may favor “growth” se-
curities over “value” 
securities. Disciplined 
adherence to a “value” 
investment mandate 
during such periods can 
result in significant un-
derperformance relative 
to overall market indices 
and other managed 
investment vehicles that 
pursue growth style 
investments and/or 
flexible style mandates. 

CALL RISKS.  Call risk 
is the possibility that an 
issuer may redeem a 
fixed-income security 
before maturity (a call) 
at a price below its cur-
rent market price.  An 
increase in the likelihood 
of a call may reduce the 
security’s price. If a 
fixed-income security is 
called, the fund may 
have to reinvest the 
proceeds in other fixed-
income securities with 
lower interest   rates,   
higher   credit   risks or 
other less favorable 
characteristics. 

CALL RISKS.  Call risk 
is the possibility that an 
issuer may redeem a 
fixed-income security  
before  maturity  (a call) 
at a price  below  its 
current market price.  
An increase in the likeli-
hood of a call may re-
duce        the security’s 
price. If a fixed-income 
security is called, the 
fund may have to rein-
vest the proceeds in 
other fixed-income secu-
rities with lower interest   
rates,   higher   credit   
risks or other   less   
favorable        character-
istics. 
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RMK Select High In-

come Fund  

-73% 

RMK Select Intermedi-

ate Bond Fund 

-78% 

RMK Select Short 
Term Bond Fund 

-31%  

RMK Select Fixed In-
come Fund (FIF) 

-2% 

RMK Select Limited 
Maturity Fixed Income 

Fund (LMFIF) 

-8% 

Investment Grade Bond 
Risk. Investment grade 
bonds are considered 
less risky than bonds 
whose ratings are below 
investment grade; how-
ever, ratings are no 
guarantee   of quality. 
The credit quality of 
these bonds can decline 
which would normally 
cause the prices of 
these bonds to decline. 

Investment Grade Bond 
Risk. Investment grade 
bonds are considered 
less risky than bonds 
whose ratings are below 
investment grade; how-
ever, ratings are no 
guarantee of quality. The 
credit quality of these 
bonds can decline which 
would normally cause 
the prices of these 
bonds to decline. 

Investment Grade Bond 
Risk. Investment grade 
bonds are considered 
less risky than bonds 
whose ratings are below 
investment grade; how-
ever, ratings are no 
guarantee of quality. 
The credit quality of 
these bonds can decline 
which would normally 
cause the prices of 
these bonds to decline. 
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RMK Select High In-

come Fund  

-73% 

RMK Select Intermedi-

ate Bond Fund 

-78% 

RMK Select Short 
Term Bond Fund 

-31%  

RMK Select Fixed In-
come Fund (FIF) 

-2% 

RMK Select Limited 
Maturity Fixed Income 

Fund (LMFIF) 

-8% 

Below Investment Grade 
Bond Risk. The fund 
invests primarily in below 
investment grade bonds.  
These bonds involve a 
higher degree of credit 
risk. The market prices of 
below investment grade 
bonds are generally less 
sensitive to interest rate 
changes than higher-rated 
investments, but more 
sensitive to adverse 
economic or political 
changes, or individual 
developments specific to 
the issuer. In the event of 
an unanticipated default, 
the fund would experience 
a reduction in its income, 
a decline in the market 
value of the securities so 
affected and a decline in 
the value of its shares. 
During an economic 
downturn or period of 
rising interest rates, highly 
leveraged and other below 
investment grade issuers 
may experience financial 
stress that could ad-
versely affect their ability 
to service principal and 
interest payment obliga-
tions, to meet projected 
business goals and to 
obtain additional financ-
ing. Periods of economic 
or political uncertainty and 
change can be expected 
to result in volatility of 
prices of these securities. 
NRSROs consider such 
bonds to be speculative in 
nature. [Repeated to 
compare with other 2 
funds.] 

Below Investment Grade 
Bond Risk. These 
bonds, commonly known 
as “junk bonds,” involve 
a higher degree of credit 
risk. In the event of an 
unanticipated default, 
the fund would experi-
ence a reduction in its 
income, a decline in the 
market value of the 
securities so affected 
and a decline in the 
value of its shares. Dur-
ing an economic down-
turn or period of rising 
interest rates, highly 
leveraged and other 
below investment grade 
issuers may experience 
financial stress that 
could adversely affect 
their ability to service 
principal and interest 
payment obligations, to 
meet projected business 
goals and to obtain addi-
tional financing. The 
market prices of below 
investment grade bonds 
are generally less sensi-
tive to interest rate 
changes than higher-
rated investments but 
are more sensitive to 
adverse economic or 
political changes or 
individual developments 
specific to the issuer. 
Periods of economic or 
political uncertainty and 
change can be expected 
to result in volatility of 
prices of these securi-
ties. NRSROs consider 
these bonds to be 
speculative in nature. 

 

Below Investment Grade 
Bond Risk. These 
bonds, commonly 
known as “junk bonds,” 
involve a higher degree 
of credit risk. In the 
event of an unantici-
pated default, the fund 
would experience a 
reduction in its income, 
a decline in the market 
value of the securities 
so affected and a de-
cline in the value of its 
shares. During an eco-
nomic downturn or pe-
riod of rising interest 
rates, highly leveraged 
and other below invest-
ment grade issuers may 
experiencefinancial 
stress that could ad-
versely affect their ability 
to service principal and 
interest payment obliga-
tions, to meet projected 
business goals and to 
obtain additional financ-
ing. The market prices 
of below investment 
grade bonds are gener-
ally less sensitive to 
interest rate changes 
than higher-rated in-
vestments but are more 
sensitive to adverse 
economic or political 
changes or individual 
developments specific 
to the issuer. Periods of 
economic or political 
uncertainty and change 
can be expected to re-
sult in volatility of prices 
of these securities. 
NRSROs consider these 
bonds to be speculative 
in nature. 

[continued from 
“CREDIT RISKS” above] 
Below investment grade 
debt securities are com-
monly  referred to as 
“junk bonds”  and  are  
considered  speculative  
with  respect  to an  
issuer’s capacity to pay 
interest and repay  prin-
cipal.  They involve 
greater risk of loss, are 
subject to greater price 
volatility and are less 
liquid, especially during  
periods  of  economic 
uncertainty or change, 
than higher-rated debt 
securities. 

 

[continued from 
“CREDIT RISKS” above] 
Below investment grade 
debt securities are com-
monly  referred to as 
“junk bonds”  and  are  
considered  speculative  
with  respect  to an  
issuer’s capacity to pay 
interest and repay  prin-
cipal.  They involve 
greater risk of loss, are 
subject to greater price 
volatility and are less 
liquid, especially during  
periods  of  economic 
uncertainty or change, 
than higher-rated debt 
securities. 

 

 

Case 2:07-cv-02784-SHM-dkv   Document 218    Filed 11/30/09   Page 375 of 404



  

 

376   
 

  

RMK Select High In-

come Fund  

-73% 

RMK Select Intermedi-

ate Bond Fund 

-78% 

RMK Select Short 
Term Bond Fund 

-31%  

RMK Select Fixed In-
come Fund (FIF) 

-2% 

RMK Select Limited 
Maturity Fixed Income 

Fund (LMFIF) 

-8% 

Mortgage-Backed and 
Asset-Backed Securities 
Risk. Mortgage-backed 
and asset-backed securi-
ties are subject to pre-
payment risk. When 
interest rates decline, 
unscheduled prepayments 
can be expected to accel-
erate, and the fund would 
be required to reinvest the 
proceeds of the prepay-
ments at the lower interest 
rates then available. 
Unscheduled prepay-
ments would also limit the 
potential for capital appre-
ciation on mortgage-
backed and asset-backed 
securities. Conversely, 
when interest rates rise, 
the values of mortgage-
backed and asset-backed 
securities generally fall. 
Since rising interest rates 
typically result in de-
creased prepayments, this 
could lengthen the aver-
age lives of such securi-
ties, and cause their value 
to decline more than 
traditional fixed-income 
securities. 

Mortgage-Backed and 
Asset-Backed Securities 
Risk. Mortgage-backed 
and asset-backed secu-
rities are subject to pre-
payment risk. When 
interest rates decline, 
unscheduled prepay-
ments can be expected 
to accelerate, and the 
fund would be required 
to reinvest the proceeds 
of the prepayments at 
the lower interest rates 
then available. Un-
scheduled prepayments 
would also limit the 
potential for capital ap-
preciation on mortgage-
backed and asset-
backed securities. Con-
versely, when interest 
rates rise, the values of 
mortgage-backed and 
asset-backed securities 
generally fall. Since 
rising interest rates 
typically result in de-
creased prepayments, 
this could lengthen the 
average lives of such 
securities, and cause 
their value to decline 
more than traditional 
fixed-income securities. 

Mortgage-Backed and 
Asset-Backed Securities 
Risk. Mortgage-backed 
and asset-backed secu-
rities are subject to pre-
payment risk. When 
interest rates decline, 
unscheduled prepay-
ments can be expected 
to accelerate, and the 
fund would be required 
to reinvest the proceeds 
of the prepayments at 
the lower interest rates 
then available. Un-
scheduled prepayments 
would also limit the 
potential for capital ap-
preciation on mortgage-
backed and asset-
backed securities. Con-
versely, when interest 
rates rise, the values of 
mortgage-backed and 
asset-backed securities 
generally fall. Since 
rising interest rates 
typically result in de-
creased prepayments, 
this could lengthen the 
average lives of such 
securities, and cause 
their value to decline 
more than traditional 
fixed-income securities. 

PREPAYMENT RISKS. 
Mortgage-backed and 
asset-backed securities 
are subject to risks of 
prepayment.  When 
interest rates decline,   
unscheduled prepay-
ments can be expected 
to accelerate, and the 
fund would be required 
to reinvest the proceeds 
of the prepayments at 
the lower interest rates        
then available. Un-
scheduled prepayments 
would also limit the 
potential for capital ap-
preciation on mortgage-
backed and asset-
backed securities. Con-
versely, when interest 
rates rise, the values of 
mortgage-backed and        
asset-backed securities 
generally fall. Since 
rising interest rates 
typically result in  de-
creased prepayments,  
this could lengthen the        
average lives of such  
securities,  and cause 
their value to decline 
more than traditional 
fixed-income securities. 

PREPAYMENT RISKS. 
Mortgage-backed and 
asset-backed securities 
are subject to risks of 
prepayment.  When 
interest rates  decline,  
unscheduled prepay-
ments can be expected 
to accelerate, and the 
fund would be required 
to reinvest the proceeds 
of the  prepayments  at 
the lower interest rates 
then available.  Un-
scheduled prepayments 
would also limit the 
potential for capital ap-
preciation on mortgage-
backed and asset-
backed securities. Con-
versely, when interest 
rates rise, the values of 
mortgage-backed and 
asset-backed securities 
generally  fall.  Since 
rising interest  rates 
typically  result in  de-
creased prepayments, 
this  could  lengthen  the 
average lives of such  
securities, and cause 
their value to decline 
more than traditional 
fixed-income securities. 
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RMK Select High In-

come Fund  

-73% 

RMK Select Intermedi-

ate Bond Fund 

-78% 

RMK Select Short 
Term Bond Fund 

-31%  

RMK Select Fixed In-
come Fund (FIF) 

-2% 

RMK Select Limited 
Maturity Fixed Income 

Fund (LMFIF) 

-8% 

Distressed Securities 
Risk. Distressed securi-
ties frequently do not 
produce income while 
they are outstanding. The 
fund may be required to 
bear certain extraordinary 
expenses in order to 
protect and recover its 
investment in certain 
distressed securities. 
Therefore, to the extent 
the fund seeks capital 
growth through investment 
in distressed securities, its 
current income may be 
diminished. The fund also 
will be subject to signifi-
cant uncertainty as to 
when and in what manner 
and for what value the 
obligations evidenced by 
the distressed securities 
will eventually be satisfied 
(e.g., through a liquidation 
of the obligor’s assets, an 
exchange offer or plan of 
reorganization involving 
the distressed securities 
or a payment of some 
amount in satisfaction of 
the obligation). 

    

Selection Risk. This 
means that the particular 
securities that are se-
lected by the Adviser may 
underperform the market 
or those securities se-
lected by other funds with 
similar objectives. 

Selection Risk. This 
means that the particular 
securities that are se-
lected by the Adviser 
may underperform the 
market or those securi-
ties selected by other 
funds with similar objec-
tives. 

Selection Risk. This 
means that the particu-
lar securities that are 
selected by the Adviser 
may  underperform the 
market or those securi-
ties selected by other 
funds with similar objec-
tives. 

SECURITY  SELEC-
TION RISk. The particu-
lar  securities that are 
selected by the Adviser 
for the fund may  under-
perform the market or 
those securities se-
lected by other funds 
with similar objectives. 

SECURITY  SELEC-
TION RISK. The particu-
lar  securities that are 
selected by       the Ad-
viser for the fund may  
underperform the mar-
ket or those securities 
selected by other funds 
with similar objectives. 
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APPENDIX C 

The following data are as of June 30, 2007 for the High Income, Intermediate and Short Term 

Funds and as of May 31, 2007 for the two RMK open-end fixed income funds not managed by 

Defendant Kelsoe (asset allocation percentages are of net assets; loss percentages are of net 

asset value for the year-ended April 30, 2008 [High Income, Intermediate and Short Term 

Funds] or May 31, 2008 [FIF, LMFIF] and are from Appendix A): 

Portfolio Characteristics / Composition 

RMK Select 

High In-

come Fund 

-73% 

RMK Select 

Intermediate 

Bond Fund 

-78% 

RMK Select 
Short Term 
Bond Fund 

-31% 

RMK Se-
lect Fixed 
Income 

Fund (FIF) 

-2% 

RMK Select 
Limited 
Maturity 
Fixed In-

come Fund 
(LMFIF) 

-8% 

Statistics:      

Average Credit Quality BB A- A+ AAA AAA 

Current Yield 12.38% 6.97% 5.17% 5.72% 4.97% 

Yield to Maturity 12.89% 7.92% 6.52% 6.12% 5.84% 

Duration (years) 4.45 6.36 1.86  4.25 1.66 

Average Effective Maturity (years) 5.93 8.48 2.48  6.08 2.22 

Percentage of Leveraged Assets 0% 0% 0% 0% 0% 

Total Number of Holdings 327 193 76 62 20 

Asset Allocation:      

Asset-Backed Securities Investment-Grade  5.3% 36.6% 30.5% 2.1% 9.1% 

Asset-Backed Securities Below Investment-Grade 30.7% 1.0% 0.0% - - 

Corporate Bonds Investment-Grade  2.2% 41.1% 28.5% 20.5% 1.6% 

Corporate Bonds Below Investment-Grade  25.4% 2.0% 2.8% - - 

Mortgage-Backed Securities Investment-Grade  3.7% 14.1% 14.4% 29.1% 27.9% 

Mortgage-Backed Securities Below Investment-
Grade 

12.2% 0.8% 0.0% - - 

U.S., Government & Agency, Municipal Securities  0.1% 2.2% 14.7% 45.9% 50.8% 

Common Stocks  11.8% 0.0% 0.0% 0.0% 0.0% 

Preferred Stocks 6.0% 2.7% 2.6% 0.0% 0.0% 

Short-Term Investments 1.6% 0.3% 3.0% 8.7% 21.6% 

Certificates of Deposit 0.0% 0.0% 0.0% 5.9% 4.8% 

Total Investments as % of Net Assets  99.0% 100.8% 96.5% 112.2% 115.8% 

The following data are as of June 30, 2006 for the High Income, Intermediate and Short Term 

Funds and as of May 31, 2006 for the two RMK open-end fixed income funds not managed by 
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Defendant Kelsoe (asset allocation percentages are of net assets; loss percentages are of net 

asset value for the year-ended April 30, 2008 [High Income, Intermediate and Short Term 

Funds] or May 31, 2008 [FIF, LMFIF] and are from Appendix A): 

Portfolio Characteristics / Composition 

RMK Select 

High In-

come Fund 

-73% 

RMK Select 

Intermediate 

Bond Fund 

-78% 

RMK Select 
Short Term 
Bond Fund 

-31% 

RMK Se-
lect Fixed 
Income 

Fund (FIF) 

-2% 

RMK Select 
Limited 
Maturity 
Fixed In-

come Fund 
(LMFIF) 

-8% 

Statistics:      

Average Credit Quality BB- BBB+ A AA AA 

Current Yield 10.92% 6.69% 4.37% 5.62% 4.72% 

Yield to Maturity 12.88% 7.93% 5.97% 5.77% 5.97% 

Duration (years) 3.61 4.21 1.47  3.56 1.48 

Average Effective Maturity (years) 4.81 5.62 1.96  4.75 1.89 

Percentage of Leveraged Assets 0% 0% 0% 0% 0% 

Total Number of Holdings 315 157 72 81 29 

Asset Allocation:      

Asset-Backed Securities Investment-Grade  5.7% 58.0% 39.8% 0.6% 14.9% 

Asset-Backed Securities Below Investment-Grade 35.5% 5.2% 1.8% - - 

Corporate Bonds Investment-Grade  0.0% 18.1% 31.7% 32.9% 14.2% 

Corporate Bonds Below Investment-Grade  26.2% 1.1% 10.0% - - 

Mortgage-Backed Securities Investment-Grade  1.0% 11.1% 11.6% 25.6% 15.2% 

Mortgage-Backed Securities Below Investment-
Grade 

15.9% 1.1% 0.4% - - 

U.S., Government & Agency, Municipal Securities  0.1% 2.7% 4.2% 38.8% 52.0% 

Common Stocks  9.3% 0.0% 0.0% 0.0% 0.0% 

Preferred Stocks 1.6% 0.0% 0.0% 0.0% 0.0% 

Short-Term Investments 0.7h% 1.4% 0.1% 9.2% 5.5% 

Mutual Funds  0.0% 0.0% 0.0% 13.9% 22.3% 

Certificates of Deposit 0.0% 0.0% 0.0% 4.4% 3.4% 

Total Investments as % of Net Assets  99.3% 101.0% 99.6% 116.2% 122.0% 
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APPENDIX D 

Total Return 

RMK Select 
High Income 

Fund 

RMK Select 
Intermediate 
Bond Fund 

RMK Advan-
tage Income 
Fund, Inc. 

RMK High 
Income 

Fund, Inc. 

RMK Multi-
Sector High 

Income Fund, 
Inc. 

RMK Strategic 
Income Fund, 

Inc. 

5/1/07-4/30/08 -72.99% -77.99%     

Benchmark 0.34% 7.07%     

4/1/07-3/31/08:       

Market Value    -73.61% -72.40% -72.67% -74.01% 

Net Asset 
Value  

  -68.89% -68.72% -72.48% 
-70.24% 

Benchmark   -1.25% -1.25% -1.25% -1.25% 
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APPENDIX E 

The following data are as of June 30, 2007 for the High Income and Intermediate Funds and as 

of March 31, 2007 for the four RMK closed-end funds (asset allocation percentages are of net 

assets; loss percentages are of net asset value for year-ended April 30, 2008 [High Income and 

Intermediate Funds] or March 31, 2008 [RMK closed-end funds] and are from Appendix D): 

Portfolio Characteristics / Compo-

sition 

RMK Select 
High In-

come Fund 

73% 

RMK Select 
Intermediate 
Bond Fund 

78% 

RMK Ad-
vantage 
Income 

Fund, Inc. 

69% 

RMK High 
Income 

Fund, Inc. 

69% 

RMK Multi-
Sector High 

Income 
Fund, Inc. 

72% 

RMK Strate-
gic Income 
Fund, Inc. 

70% 

Statistics:       

Average Credit Quality BB A- BB BB BB BB 

Current Yield 12.38% 6.97% 10.98% 11.05% 10.69% 11.34% 

Yield to Maturity 12.89% 7.92% 12.13% 12.05% 12.40% 12.15% 

Duration (years) 4.45 6.36 4.29  4.26 4.49 4.30 

Average Effective Maturity (years) 5.93 8.48 5.71  5.68 5.99 5.74 

Percentage of Leveraged Assets 0 0 26% 27% 27% 28% 

Total Number of Holdings 327 193 307 310 302 326 

Asset Allocation:       

Asset-Backed Securities Invest-
ment-Grade  

5.3% 36.6% 19.6% 16.2% 16.6% 23.3% 

Asset-Backed Securities Below 
Investment-Grade 

30.7% 1.0% 34.4% 35.1% 38.0% 30.9% 

Corporate Bonds Investment-Grade  2.2% 41.1% 3.3% 3.9% 3.4% 3.3% 

Corporate Bonds Below Invest-
ment-Grade 

 25.4% 2.0% 35.8% 37.7% 33.8% 35.5% 

Mortgage-Backed Securities In-
vestment-Grade  

3.7% 14.1% 6.6% 8.0% 7.5% 9.6% 

Mortgage-Backed Securities Below 
Investment-Grade 

12.2% 0.8% 12.9% 12.4% 15.6% 12.7% 

Government & Agency, Municipal 
Securities  

0.1% 2.2% 0.0% 0.2% 0.0% 0.2% 

Common Stocks  11.8% 0.0% 12.0% 12.4% 11.7% 12.4% 

Preferred Stocks 6.0% 2.7% 5.0% 5.1% 5.4% 4.4% 

Short-Term Investments 1.6% 0.3% 2.6% 2.5% 0.5% 3.3% 

Total Investments as % of Net As-
sets  

99.0% 100.8% 132.4% 133.5% 132.5% 
135.6% 

The following data are as of June 30, 2006 for the High Income and Intermediate Funds and as 

of March 31, 2006 for the four RMK closed-end funds (asset allocation percentages are of net 
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assets; loss percentages are of net asset value for year-ended April 30, 2008 [High Income and 

Intermediate Funds] or March 31, 2008 [RMK closed-end funds] and are from Appendix D): 

Portfolio Characteristics / Compo-

sition 

RMK Select 
High In-

come Fund 

73% 

RMK Select 
Intermediate 
Bond Fund 

78% 

RMK Ad-
vantage 
Income 

Fund, Inc. 

69% 

RMK High 
Income 

Fund, Inc. 

69% 

RMK Multi-
Sector High 

Income 
Fund, Inc. 

72% 

RMK Strate-
gic Income 
Fund, Inc. 

70% 

Statistics:       

Average Credit Quality BB- BBB+ BB- BB BB- BB 

Current Yield 10.92% 6.69% 10.71% 10.27% 9.01% 10.77% 

Yield to Maturity 12.88% 7.93% 12.79% 12.53% 13.21% 12.59% 

Duration (years) 3.61 4.21 3.32  3.48 3.22 3.43 

Average Effective Maturity (years) 4.81 5.62 4.42  4.64 4.29 4.57 

Percentage of Leveraged Assets 0 0 26% 27% 0% 26% 

Total Number of Holdings 315 157 260 256 174 267 

Asset Allocation:       

Asset-Backed Securities Invest-
ment-Grade  

5.7% 58.0% 14.0% 12.9% 9.2% 18.7% 

Asset-Backed Securities Below 
Investment-Grade 

35.5% 5.2% 42.2% 41.6% 32.1% 35.9% 

Corporate Bonds Investment-Grade  0.0% 18.1% 1.4% 1.3% 1.9% 1.1% 

Corporate Bonds Below Invest-
ment-Grade 

 26.2% 1.1% 34.5% 34.6% 24.5% 33.1% 

Mortgage-Backed Securities In-
vestment-Grade  

1.0% 11.1% 4.4% 4.7% 2.5% 
7.6% 

Mortgage-Backed Securities Below 
Investment-Grade 

15.9% 1.1% 14.2% 15.3% 14.4% 13.2% 

Government & Agency, Municipal 
Securities  

0.1% 2.7% 0.2% 0.9% 0.0% 1.0% 

Common Stocks  9.3% 0.0% 12.7% 13.1% 5.2% 19.1% 

Preferred Stocks 1.6% 0.0% 3.7% 2.2% 2.3% 1.9% 

Short-Term Investments 0.7h% 1.4% 3.9% 9.2% 5.5% 5.7% 

Total Investments as % of Net As-
sets  

99.3% 101.0% 134.9% 135.9% 99.4% 
137.4% 
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APPENDIX F 

Emphasis is supplied to show material differences in the excerpted disclosures. 

RMK Select High Income 

Fund  

-73% 

RMK Select Intermediate 

Bond Fund 

-78% 

RMK Multi-Sector High Income Fund, Inc  

-72% 

COVER:  
Regions Morgan Keegan Select Short Term Bond 
Fund 
A bond fund for investors who seek a high level of current income 
consistent with the preservation of capital. 
Regions Morgan Keegan Select Intermediate 
Bond Fund 
A bond fund for investors who seek to earn a high level of income 
primarily from intermediate maturity, investment grade bonds. 
Regions Morgan Keegan Select High Income 
Fund 
A bond fund for investors who can accept higher risk and seek to 
earn a high level of income primarily from below investment grade 
bonds. 

COVER:  
THE FUND’S ANTICIPATED INVESTMENT OF A MA-
JORITY OF ITS TOTAL ASSETS IN BELOW INVEST-
MENT GRADE DEBT SECURITIES AND ITS EX-
PECTED USE OF LEVERAGE INVOLVE A HIGH DE-
GREE OF RISK. STOCKHOLDERS CAN LOSE SOME 
OR ALL OF THEIR INVESTMENT. SEE “RISKS” BE-
GINNING ON PAGE 26 OF THIS PROSPECTUS. 

Third page: 

Shares of Morgan Keegan Select Fund, Inc., like shares of 
all mutual funds, are not bank deposits or obligations, are 
not guaranteed by any bank, and are not insured or guar-
anteed by the U.S. government, the Federal Deposit Insur-
ance Corporation (“FDIC”), the Federal Reserve Board, or 
any other government agency. Investment in mutual funds 
involves investment risk, including possible loss of princi-
pal. 

 

Pages 3 (Short Term Fund), 11 (Intermediate Fund), 20 
(High Income Fund):  

Investing in the fund involves risks common to any invest-
ment in securities. As with any mutual fund, the value of 
the fund’s shares will change and you could lose money by 
investing in the fund. 

 

Page 2: Principal Investment 
Strategies 

Page 10: Principal Investment 
Strategies 

Page 2: INVESTMENT POLICIES 
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RMK Select High Income 

Fund  

-73% 

RMK Select Intermediate 

Bond Fund 

-78% 

RMK Multi-Sector High Income Fund, Inc  

-72% 

Regions Morgan Keegan Select 
High Income Fund (“High In-
come Fund”), seeks to achieve 
its investment objectives by 
investing a majority of its total 
assets in below investment 
grade debt securities that the 
Adviser believes offer attractive 
yield and capital appreciation 
potential. These securities in-
clude, but are not limited to, 
corporate bonds, mortgage-
backed and asset-backed secu-
rities and other structured fi-
nance vehicles, convertible debt 
securities, U.S. government 
securities and municipal and 
foreign government obligations. 
Below investment grade debt 
securities are rated Ba1 or lower 
by Moody’s, BB+ or lower by 
S&P, comparably rated by an-
other NRSRO or, if unrated, 
determined by the Adviser to be 
of comparable quality. Up to 
100% of the fund’s total assets 
may consist of debt securities 
that are rated below investment 
grade and their unrated equiva-
lents (deemed by the Adviser to 
be of comparable quality). 

The fund may invest up to 10% 
of its total assets in distressed 
securities, which include securi-
ties: issued by a company in a 
bankruptcy reorganization pro-
ceeding; subject to some other 
form of public or private debt 
restructuring; otherwise in de-
fault or in significant risk of be-
ing in default as to the payment 
of interest or repayment of prin-
cipal; or trading at prices sub-
stantially below other below 
investment grade debt securities 
of companies in similar indus-
tries. Distressed securities are 
generally rated Ca or lower by 
Moody’s or CC or lower by S&P, 
comparably rated by another 
NRSRO or are unrated but con-
sidered by the Adviser to be of 
comparable quality. The fund 
may also invest in other securi-
ties providing the potential for 
high income or a combination of 
high income and capital growth 

Under normal circumstances, 
Regions Morgan Keegan Se-
lect Intermediate Bond Fund 
(“Intermediate Bond Fund”), 
seeks to achieve its invest-
ment objectives by investing at 
least 80% of its assets in debt 
securities. The fund invests 
primarily in investment grade, 
intermediate term maturity 
bonds (those bonds rated 
investment grade by at least 
one NRSRO with effective 
maturities of 1 to 10 years) 
that the Adviser believes offer 
attractive yield and capital 
appreciation potential. Invest-
ment grade debt securities 
purchased by the fund will be 
rated, at the time of invest-
ment, Baa3 or higher by 
Moody’s, BBB- or higher by 
S&P, within one of the four 
highest ratings classes by 
another NRSRO or, if unrated, 
determined by the Adviser to 
be of comparable quality. If a 
security satisfies the fund’s 
minimum rating criteria at the 
time of purchase and is sub-
sequently downgraded below 
such rating, the fund will not 
be required to dispose of such 
security. If a downgrade oc-
curs, the Adviser will consider 
what action, including the sale 
of such security, is in the best 
interest of the fund and its 
shareholders. The fund may 
invest in U.S. government 
securities, corporate bonds, 
debentures, notes, preferred 
stock, mortgage-backed and 
asset- backed securities. 
Moreover, in addition to pur-
chasing investment grade 
securities to fulfill its invest-
ment objectives, the fund may 
invest up to 35% of its assets 
in below investment grade 
debt securities (commonly 
referred to as “junk bonds”), 
convertible securities and 
common stocks. Below in-
vestment grade debt securities 
are rated Ba1 or lower by 
Moody’s, BB+ or lower by 
S&P, comparably rated by 

The Fund intends to focus its investments in below in-
vestment grade securities. Under normal market condi-
tions, the Fund anticipates that it will invest at least 50% 
of its total assets in below investment grade securities. 
Below investment grade debt securities are rated Ba1 or 
lower by Moody’s Investors Service, Inc. (“Moody’s”), 
BB+ or lower by Standard & Poor’s Ratings Group 
(“S&P”), comparably rated by another nationally recog-
nized statistical rating organization (each a “rating 
agency”) or, if unrated, determined by the Adviser to be 
of comparable quality. Below investment grade debt 
securities are commonly referred to as “junk bonds” and 
are considered speculative with respect to an issuer’s 
capacity to pay interest and repay principal. They involve 
greater risk of loss, are subject to greater price volatility 
and are less liquid, especially during periods of eco-
nomic uncertainty or change, than higher-rated debt 
securities. The Fund may invest up to 20% of its total 
assets in distressed securities, which include securities: 
issued by a company in a bankruptcy reorganization 
proceeding; subject to some other form of public or pri-
vate debt restructuring; otherwise in default or in signifi-
cant risk of being in default as to the payment of interest 
or repayment of principal; or trading at prices substan-
tially below other below investment grade debt securities 
of companies in similar industries. Distressed securities 
are generally rated Ca1 or lower by Moody’s or CC+ or 
lower by S&P, comparably rated by another rating 
agency or are unrated but considered by the Adviser to 
be of comparable quality. 
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if the Adviser expects to achieve 
the fund’s investment objectives 
with such investments. 

another NRSRO or, if unrated, 
determined by the Adviser to 
be of comparable quality. The 
policy of the fund under normal 
circumstances is to keep the 
portfolio’s average effective 
maturity between 3 and 10 
years. 

 

No disclosure regarding 
leverage. 

No disclosure regarding 
leverage. 

Page 3: USE OF LEVERAGE BY THE FUND 
The Fund may use leverage through bank borrowings, 
reverse repurchase agreements or other transactions 
involving indebtedness. . . . Leverage creates an oppor-
tunity for increased income and capital appreciation for 
common stockholders, but at the same time involves a 
high degree of risk. There can be no assurance that a 
leveraging strategy will be utilized or that it will be suc-
cessful during any period in which it is used. See “Lev-
erage” and “Risks – Leverage Risk.” 

No similar prospectus disclo-
sure. 

No similar prospectus disclo-
sure. 

Page 6: Risks-General  

Because the Fund expects to invest a majority of its as-
sets in below investment grade debt securities, invest-
ment in the Fund’s common shares involves a high de-
gree of risk. The Fund should not constitute a complete 
investment program for any investor. 

Pages 7 (Short Term Fund), 15 (Intermediate Fund), 25 
(High Income Fund) regarding INVESTMENT RISK:  

Investment in mutual funds involves investment risk, in-
cluding possible loss of principal. 

Page 1 (Short Term Fund, Intermediate Fund, High Income 
Fund):  

Morgan Keegan Select Fund, Inc. (the “Company”) offers 
three bond funds to investors with varied investment objec-
tives, from investors with short-term goals who wish to take 
little investment risk to those investors who have long-term 
goals and are willing to bear the risks of high-yield, below 
investment grade bonds for potentially greater rewards. 

Page 6:  

INVESTMENT RISK. An investment in the Fund is sub-
ject to investment risk, including the risk of loss of the 
entire principal that a common stockholder invests. At 
any point in time, the Fund’s common shares may be 
worth less than the amount originally paid for them, even 
after taking into account the reinvestment of dividends 
and other distributions. An investment in the Fund’s 
common shares represents an indirect investment in the 
securities owned by the Fund. The value of these securi-
ties, like other market investments, may move up or 
down, sometimes rapidly and unpredictably. 

No similar prospectus disclo-
sure. 

No similar prospectus disclo-
sure. 

Page 7:  

LEVERAGE RISK. Leverage creates an opportunity for 
an increased return to common stockholders, but it is a 
speculative technique because it increases the Fund’s 
exposure to capital risk. . . . .  

Use of leverage may increase the likelihood that the net 
asset value of the Fund and market value of its common 
shares will be more volatile, and the yield and total re-
turn to common stockholders will tend to fluctuate more 
in response to changes in interest rates.  

Case 2:07-cv-02784-SHM-dkv   Document 218    Filed 11/30/09   Page 385 of 404



  

 

386   
 

  

RMK Select High Income 

Fund  

-73% 

RMK Select Intermediate 

Bond Fund 

-78% 

RMK Multi-Sector High Income Fund, Inc  

-72% 

Below Investment Grade Bond 
Risk. The fund invests primarily in 
below investment grade bonds.  
These bonds involve a higher 
degree of credit risk. The market 
prices of below investment grade 
bonds are generally less sensitive 
to interest rate changes than 
higher-rated investments, but 
more sensitive to adverse eco-
nomic or political changes, or 
individual developments specific 
to the issuer. In the event of an 
unanticipated default, the fund 
would experience a reduction in 
its income, a decline in the mar-
ket value of the securities so 
affected and a decline in the 
value of its shares. During an 
economic downturn or period of 
rising interest rates, highly lever-
aged and other below investment 
grade issuers may experience 
financial stress that could ad-
versely affect their ability to 
service principal and interest 
payment obligations, to meet 
projected business goals and to 
obtain additional financing. Peri-
ods of economic or political 
uncertainty and change can be 
expected to result in volatility of 
prices of these securities. 
NRSROs consider such bonds to 
be speculative in nature.  

Below Investment Grade Bond 
Risk. These bonds, commonly 
known as “junk bonds,” involve 
a higher degree of credit risk. 
In the event of an unantici-
pated default, the fund would 
experience a reduction in its 
income, a decline in the market 
value of the securities so af-
fected and a decline in the 
value of its shares. During an 
economic downturn or period 
of rising interest rates, highly 
leveraged and other below 
investment grade issuers may 
experience financial stress that 
could adversely affect their 
ability to service principal and 
interest payment obligations, to 
meet projected business goals 
and to obtain additional financ-
ing. The market prices of be-
low investment grade bonds 
are generally less sensitive to 
interest rate changes than 
higher-rated investments but 
are more sensitive to adverse 
economic or political changes 
or individual developments 
specific to the issuer. Periods 
of economic or political uncer-
tainty and change can be ex-
pected to result in volatility of 
prices of these securities. 
NRSROs consider these bonds 
to be speculative in nature. 

Page 8:  

BELOW INVESTMENT GRADE SECURITIES RISK. 
Below investment grade debt securities are commonly 
referred to as “junk bonds.” Below investment grade 
securities are considered speculative with respect to an 
issuer’s capacity to pay interest and repay principal and 
are susceptible to default or decline in market value due 
to adverse economic and business developments. 
These securities are less liquid than investment grade 
securities. 

Mortgage-Backed and Asset-Backed Securities Risk. Mortgage-
backed and asset-backed securities are subject to prepayment 
risk. When interest rates decline, unscheduled prepayments can 
be expected to accelerate, and the fund would be required to rein-
vest the proceeds of the prepayments at the lower interest rates 
then available. Unscheduled prepayments would also limit the 
potential for capital appreciation on mortgage-backed and asset-
backed securities. Conversely, when interest rates rise, the values 
of mortgage-backed and asset-backed securities generally fall. 
Since rising interest rates typically result in decreased prepay-
ments, this could lengthen the average lives of such securities, 
and cause their value to decline more than traditional fixed-income 
securities. 

Page 9:  

MORTGAGE-BACKED SECURITIES RISK. Mortgage-
backed securities may have less potential for capital 
appreciation than comparable fixed-income securities, 
due to prepayment risk, which is the likelihood of in-
creased prepayments of mortgages as interest rates 
decline. A mortgage-backed security’s stated maturity 
may be shortened by unscheduled prepayments on the 
underlying mortgages, and, therefore, it is not possible 
to predict accurately the security’s return to the Fund. If 
the Fund buys mortgage-backed securities at a pre-
mium, mortgage foreclosures and prepayments of prin-
cipal by mortgagors (which usually may be made at any 
time without penalty) may result in some loss of the 
Fund’s principal investment to the extent of the premium 
paid. Alternatively, in a rising interest rate environment, 
the value of mortgage-backed securities may be ad-
versely affected when payments on underlying mort-
gages do not occur as anticipated, resulting in the ex-
tension of the security’s effective maturity and the re-
lated increase in interest rate sensitivity of a longer-term  
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 instrument. The value of mortgage-backed securities 
may also change due to shifts in the market’s perception 
of issuers and regulatory or tax changes adversely af-
fecting the mortgage securities markets as a whole. In 
addition, mortgage-backed securities are subject to the 
credit risk associated with the performance of the under-
lying mortgage properties. In certain instances, third-
party guarantees or other forms of credit support can 
reduce the credit risk. 

No similar prospectus disclo-
sure. 

No similar prospectus disclo-
sure. 

Page 9: 

ASSET-BACKED SECURITIES RISK. Payment of inter-
est and repayment of principal on asset-backed securi-
ties may be largely dependent upon the cash flows gen-
erated by the assets backing the securities and, in cer-
tain cases, supported by letters of credit, surety bonds or 
other credit enhancements. Asset-backed security val-
ues 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 enhance-
ment. In addition, these securities may be subject to 
prepayment risk. 

No similar prospectus disclo-
sure. 

No similar prospectus disclo-
sure. 

Pages 9-10: 

CORPORATE BONDS RISK. The Fund’s investments in 
corporate bonds are subject to a number of the risks 
described in this Prospectus, including management 
risk, interest rate risk, inflation risk, deflation risk, below 
investment grade securities risk,  foreign securities risk 
and illiquid and restricted securities risks. 

No similar prospectus disclo-
sure. 

No similar prospectus disclo-
sure. 

Page 12: 

ILLIQUID AND RESTRICTED SECURITIES RISKS. Il-
liquid securities may be difficult to dispose of at a fair 
price at the times when the Fund believes it is desirable 
to do so. Market prices of illiquid securities generally are 
more volatile than those of more liquid securities, which 
may adversely affect the price that the Fund pays for or 
recovers upon the sale of illiquid securities. Illiquid secu-
rities are also more difficult to value, and the Adviser’s 
judgment may play a greater role in the valuation proc-
ess. Investment of the Fund’s assets in illiquid securities 
may restrict the Fund’s ability to take advantage of mar-
ket opportunities. The risks associated with illiquid secu-
rities 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 securities. Restricted securi-
ties have contractual restrictions on their public resale, 
which may make it more difficult to value them, limit the 
Fund’s ability to dispose of them and lower the amount 
the Fund could realize upon their sale. 
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No similar prospectus disclo-
sure. 

No similar prospectus disclo-
sure. 

Page 12: 

DERIVATIVES RISK. Even a small investment in deriva-
tives can have a significant impact on the Fund’s expo-
sure to fluctuations in interest rates or currency ex-
change rates. If changes in a derivative’s value do not 
correspond to changes in the value of the Fund’s other 
investments, the Fund may not fully benefit from or could 
lose money on the derivative position. In addition, some 
derivatives involve risk of loss if the person who issued 
the derivative defaults on its obligation. Certain deriva-
tives may be less liquid and more difficult to value than 
others. 

Case 2:07-cv-02784-SHM-dkv   Document 218    Filed 11/30/09   Page 388 of 404



  

 

389   
 

  

RMK Select High Income 

Fund  

-73% 

RMK Select Intermediate 

Bond Fund 

-78% 

RMK Multi-Sector High Income Fund, Inc  

-72% 

Page 19: 

The Adviser’s investment 
approach is driven by a 
strong value-oriented phi-
losophy. The Adviser con-
centrates on identifying spe-
cific sectors and securities 
that present the most attrac-
tive combination of current 
income and principal per-
formance relative to alterna-
tive investments. This 
“value-investing” approach 
generally emphasizes the 
analysis and selection of 
individual securities over 
attempting to forecast 
macro-economic trends or 
interest rate movements. 

The Adviser’s “bottom-up” 
strategy focuses on identify-
ing special or unusual op-
portunities where the Ad-
viser decides that the market 
perception of, or demand 
for, a credit or structure has 
created an undervalued 
situation. The analytical 
process concentrates on 
credit research, debt instru-
ment structure and covenant 
protection. Generally, when 
investing in below invest-
ment grade debt, the Ad-
viser will seek to identify 
issuers and industries that it 
believes are likely to experi-
ence stable or improving 
conditions. Specific factors 
considered in the research 
process may include general 
industry trends, cash flow 
generation capacity, asset 
valuation, other debt maturi-
ties, capital availability, col-
lateral value and priority of 
payments. 

No similar prospectus disclo-
sure. 

Page 16: 

The Adviser’s investment approach is driven by a strong 
value-oriented philosophy. The Adviser concentrates on 
identifying specific sectors, or asset categories, and 
securities that present the most attractive combination of 
current income and principal performance relative to 
alternative investments. Typically, these sectors include 
below investment grade corporate bonds, investment 
grade corporate bonds, medium- and lower- rated mort-
gage-backed securities, commercial mortgages, pre-
ferred stocks, and other asset-backed securities. This 
“value-investing” approach generally emphasizes the 
analysis and selection of individual securities over at-
tempting to forecast macro-economic trends or interest 
rate movements. The Adviser will employ an active 
management approach that will emphasize the flexibility 
to allocate Fund assets across a wide range of asset 
categories. 

The Adviser’s “bottom-up” strategy focuses on identify-
ing special or unusual opportunities where the Adviser 
decides that the market perception of, or demand for, a 
credit or structure has created an undervalued situation. 
The analytical process concentrates on credit research, 
debt instrument structure and covenant protection. Gen-
erally, when investing in below investment grade debt 
securities, the Adviser will seek to identify issuers and 
industries that it believes are likely to experience stable 
or improving conditions. Specific factors considered in 
the research process may include general industry 
trends, cash flow generation capacity, asset valuation, 
other debt maturities, capital availability, collateral value 
and priority of payments. 
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No similar prospectus disclo-
sure. 

No similar prospectus disclo-
sure. 

Page 16:  

The ratings of a rating agency represent its opinion as to 
the credit quality of the debt securities it undertakes to 
rate and do not evaluate market risk. Ratings are not 
absolute standards of credit quality; consequently, debt 
securities with the same maturity, duration, coupon, and 
rating may have different yields. Rating agencies may 
fail to make timely changes in credit ratings and an is-
suer’s current financial condition may be better or worse 
than a rating indicates. Appendix A to the Statement of 
Additional Information describes the various ratings as-
signed to debt securities by Moody’s, S&P and Fitch 
Ratings. 

No similar prospectus disclo-
sure. 

No similar prospectus disclo-
sure. 

Page 18: 

Since the risk of default is higher for below investment 
grade securities than investment grade securities, the 
Adviser’s research and credit analysis are an especially 
important part of managing securities of this type. The 
Adviser will attempt to identify those issuers of below 
investment grade securities whose financial conditions 
the Adviser believes are adequate to meet future obliga-
tions or have improved or are expected to improve in the 
future. The Adviser’s analysis focuses on relative values 
based on such factors as interest or dividend coverage, 
asset coverage, earnings prospects and the experience 
and managerial strength of the issuer. 
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The less comprehensive disclo-
sure (see above) was not re-
peated for this Fund. 

The less comprehensive dis-
closure (see above) was not 
repeated for this Fund. 

Pages 18-19: 

MORTGAGE-BACKED SECURITIES. Mortgage-backed 
securities represent direct or indirect participations in, or 
are secured by and payable from, mortgage loans se-
cured by real property and include single- and multi-
class pass-through securities and collateralized mort-
gage obligations. U.S. government mortgage backed 
securities include mortgage-backed securities issued or 
guaranteed as to the payment of principal and interest 
(but not as to market value) by Ginnie Mae (also known 
as the Government National Mortgage Association), 
Fannie Mae (also known as the Federal National Mort-
gage Association), Freddie Mac (also known as the 
Federal Home Loan Mortgage Corporation) or other 
government-sponsored enterprises. Other mortgage-
backed securities are issued by private issuers. Private 
issuers are generally originators of and investors in 
mortgage loans, including savings associations, mort-
gage bankers, commercial banks, investment bankers 
and special purpose entities. Payments of principal and 
interest (but not the market value) of such private mort-
gage-backed securities may be supported by pools of 
mortgage loans or other mortgage-backed securities 
that are guaranteed, directly or indirectly, by the U.S. 
government or one of its agencies or instrumentalities, 
or they may be issued without any government guaran-
tee of the underlying mortgage assets but with some 
form of non-government credit enhancement. Non-
governmental mortgage-backed securities may offer 
higher yields than those issued by government entities, 
but may also be subject to greater price changes than 
governmental issues. 

Some mortgage-backed securities, such as collateral-
ized mortgage obligations, make payments of both prin-
cipal and interest at a variety of intervals; others make 
semiannual interest payments at a predetermined rate 
and repay principal at maturity (like a typical bond). 
Stripped mortgage-backed securities are created when 
the interest and principal components of a mortgage-
backed security are separated and sold as individual 
securities. In the case of a stripped mortgage-backed 
security, the holder of the principal-only, or “PO,” secu-
rity receives the principal payments made by the under-
lying mortgage, while the holder of the interest-only, or 
“IO,” security receives interest payments from the same 
underlying mortgage. 

Mortgage-backed securities are based on different types 
of mortgages including those on commercial real estate 
or residential properties. These securities often have 
stated maturities of up to thirty years when they are is-
sued, depending upon the length of the mortgages un-
derlying the securities. In practice, however, unsched-
uled or early payments of principal and interest on the 
underlying mortgages may make the securities’ effective 
maturity shorter than this, and the prevailing interest 
rates may be higher or lower than the current yield of the 
Fund’s portfolio at the time the Fund receives the pay-
ments for reinvestment. 
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The less comprehensive pro-
spectus disclosure (see above) 
was not repeated for this Fund. 

The less comprehensive pro-
spectus disclosure (see 
above) was not repeated for 
this Fund. 

Page 19:  

ASSET-BACKED SECURITIES. Asset-backed securities 
represent direct or indirect participations in, or are se-
cured by and payable from, pools of assets such as, 
among other things, motor vehicle installment sales con-
tracts, installment loan contracts, leases of various types 
of real and personal property, and receivables from re-
volving credit (credit card) agreements or a combination 
of the foregoing. These assets are securitized through 
the use of trusts and special purpose corporations. 
Credit enhancements, such as various forms of cash 
collateral accounts or letters of credit, may support pay-
ments of principal and interest on asset-backed securi-
ties. Although these securities may be supported by 
letters of credit or other credit enhancements, payment 
of interest and principal ultimately depends upon indi-
viduals paying the underlying loans or accounts, which 
payment may be affected adversely by general down-
turns in the economy. Asset-backed securities are sub-
ject to the same risk of prepayment described below with 
respect to mortgage-backed securities. The risk that 
recovery on repossessed collateral might be unavailable 
or inadequate to support payments, however, is greater 
for asset-backed securities than for mortgage-backed 
securities. 

No similar prospectus disclo-
sure. 

No similar prospectus disclo-
sure. 

Page 19: 

CORPORATE BONDS. Corporate bonds are debt obli-
gations issued by U.S. and foreign corporations and 
other business entities. Corporate bonds may be either 
secured or unsecured. Collateral used for secured debt 
includes, but is not limited to, real property, machinery, 
equipment, accounts receivable, stocks, bonds or notes. 
If a bond is unsecured, it is known as a debenture. 
Bondholders, as creditors, have a prior legal claim over 
common and preferred stockholders as to both income 
and assets of the corporation for the principal and inter-
est due them and may have a prior claim over other 
creditors if liens or mortgages are involved. Interest on 
corporate bonds may be fixed rate, floating rate, adjust-
able rate, zero coupon, contingent, deferred, or have 
payment-in-kind features. Interest on corporate bonds is 
typically paid semi-annually and is fully taxable to the 
bondholder. Corporate bonds contain elements of both 
interest-rate risk and credit risk. The market value of a 
corporate bond generally may be expected to rise and 
fall inversely with interest rates and may also be affected 
by the credit rating of the corporation, the corporation’s 
performance and perceptions of the corporation in the 
marketplace. Corporate bonds usually yield more than 
government or agency bonds due to the presence of 
credit risk. 
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No similar prospectus disclo-
sure. 

No similar prospectus disclo-
sure. 

Page 21:  

PRIVATE PLACEMENTS. Securities sold in private 
placement transactions between their issuers and their 
purchasers are neither listed on an exchange nor traded 
in the OTC secondary market. In many cases, privately 
placed securities will be subject to contractual or legal 
restrictions on transfer. As a result of the absence of a 
public trading market, privately placed securities may in 
turn be less liquid and more difficult to value than pub-
licly traded securities. Although privately placed securi-
ties may be resold in privately negotiated transactions, 
the prices realized from the sales could, due to illiquid-
ity, be less than those originally paid by the Fund or less 
than if such securities were more widely traded. In addi-
tion, issuers whose securities are not publicly traded 
may not be subject to the disclosure and other investor 
protection requirements that may be applicable if their 
securities were publicly traded. If any privately placed 
securities held by the Fund are required to be registered 
under the securities laws of one or more jurisdictions 
before being resold, the Fund may be required to bear 
the expenses of registration. 
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No similar prospectus disclo-
sure. 

No similar prospectus disclo-
sure. 

Pages 21-22:  

ILLIQUID AND RESTRICTED SECURITIES. Illiquid in-
vestments are investments that cannot be sold or dis-
posed of in the ordinary course of business at approxi-
mately the prices at which they are valued. Investments 
currently considered by the Adviser to be illiquid include 
repurchase agreements not entitling the holder to re-
payment of principal and payment of interest within 
seven days, non-government stripped fixed-rate mort-
gage-backed securities, and OTC options. In the ab-
sence of readily available market quotations a commit-
tee appointed by the Fund’s Board will price illiquid in-
vestments at a fair value as determined in good faith. 
Valuing illiquid securities typically requires greater judg-
ment than valuing securities for which there is an active 
trading market. The market price of illiquid securities 
generally is more volatile than that of more liquid securi-
ties, which may adversely affect the price that the Fund 
pays for or recovers upon the sale of illiquid securities. 
Investment of the Fund’s assets in illiquid securities may 
restrict the Fund’s ability to take advantage of market 
opportunities. The risks associated with illiquid 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 securities. 

The Fund may invest in restricted securities, which are 
securities that may not be sold to the public without an 
effective registration statement under the Securities Act 
of 1933 Act, as amended (the “1933 Act”). The restric-
tion on public sale may make it more difficult to value 
such securities, limit the Fund’s ability to dispose of 
them and lower the amount the Fund could realize upon 
their sale. Before they are registered, restricted securi-
ties may be sold only in a privately negotiated transac-
tion or pursuant to an exemption from registration. Rule 
144A under the 1933 Act establishes a “safe harbor” 
from the registration requirements of the 1933 Act for 
resales of certain securities to qualified institutional buy-
ers. An insufficient number of qualified institutional buy-
ers interested in purchasing Rule 144A-eligible securi-
ties held by the Fund, however, could affect adversely 
the marketability of such portfolio securities and the 
Fund might be unable to dispose of such securities 
promptly or at reasonable prices. 
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Page 22: 

DERIVATIVES. The Fund may, but is not required to, 
use various derivatives, including those described be-
low, to earn income, facilitate portfolio management and 
mitigate risks. Such derivatives are generally accepted 
under modern portfolio management practices and are 
regularly used by closed-end management investment 
companies and other institutional investors. Although the 
Adviser seeks to use these practices to further the 
Fund’s investment objectives, no assurance can be 
given that these practices will achieve that result. The 
Fund may purchase and sell derivative instruments such 
as exchange-listed and OTC put and call options on 
securities, financial futures, equity, fixed-income and 
interest rate indices, and other financial instruments. It 
may purchase and sell financial futures contracts and 
options thereon. Moreover, the Fund may enter into 
various interest rate transactions such as swaps, caps, 
floors or collars and enter into various currency transac-
tions such as currency forward contracts, currency fu-
tures contracts, currency swaps or options on currency 
or currency futures or credit transactions and credit de-
fault swaps. The Fund may also purchase derivative 
instruments that combine features of several of these 
instruments. The Fund generally seeks to use deriva-
tives as a portfolio management or hedging technique to 
seek to protect against possible adverse changes in the 
market value of securities held in or to be purchased for 
its portfolio, protect the value of its portfolio, facilitate the 
sale of certain securities for investment purposes, man-
age its effective interest rate exposure, protect against 
changes in currency exchange rates, manage the effec-
tive maturity or duration of its portfolio or establish posi-
tions in the derivatives markets as a temporary substi-
tute for purchasing or selling particular securities. The 
Fund may use derivatives for non-hedging purposes to 
enhance potential gain, although no more than 5% of its 
net assets will be committed to initial margin and premi-
ums for those positions. 
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Page 25: 

LEVERAGE  

Although leverage creates an opportunity for increased 
income and capital appreciation for common stockhold-
ers, at the same time it involves a high degree of risk. 
Leverage will increase the Fund’s exposure to capital 
risk. Successful use of leverage depends on the Ad-
viser’s ability to predict correctly interest rates and mar-
ket movements and the Fund’s continued access to 
bank borrowings, reverse repurchase agreements or 
other vehicles for leverage on favorable terms. There is 
no assurance that the use of a leveraging strategy will 
be successful during any period in which it is used.  

The premise underlying the use of leverage is that the 
costs of leveraging generally will be based on short-term 
rates, which normally will be lower than the return (in-
cluding the potential for capital appreciation) that the 
Fund can earn on the longer-term portfolio investments 
that it makes with the proceeds obtained through the 
leverage. Thus, the common stockholders would benefit 
from an incremental return. However, if the differential 
between the return on the Fund’s investments and the 
cost of leverage were to narrow, the incremental benefit 
would be reduced and could be eliminated or even be-
come negative. Furthermore, if long-term rates rise, the 
net asset value of the Fund’s common shares will reflect 
the resulting decline in the value of a larger aggregate 
amount of portfolio assets than the Fund would hold if it 
had not leveraged. Thus, leveraging exaggerates 
changes in the value of and in the yield on the Fund’s 
portfolio. This, in turn, may result in greater volatility of 
both the net asset value and the market price of the 
common shares. 
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Pages 25-26: 

EFFECTS OF LEVERAGE 

Assuming borrowings in the amount of approximately 
30% of the Fund’s total assets (including the amounts 
obtained through leverage), and an annual interest rate 
of 4.65% payable on such leverage based on market 
rates as of the date of this Prospectus, the annual return 
that the Fund’s portfolio must experience (net of ex-
penses) in order to cover those interest payments would 
be 1.4%. 

The following table is designed to illustrate the effect of 
the foregoing level of leverage on the return to a com-
mon stockholder, assuming hypothetical annual returns 
(net of expenses) of the Fund’s portfolio of -10% to 10%. 
As the table shows, the leverage generally increases the 
return to common stockholders when portfolio return is 
positive and greater than the cost of leverage and de-
creases the return when the portfolio return is negative 
or less than the cost of leverage. The figures appearing 
in the table are hypothetical and actual returns may be 
greater or less than those appearing in the table. 

. . . 

During the time in which the Fund is utilizing leverage, 
the amount of the fees paid to the Adviser for investment 
management and administrative services will be higher 
than if the Fund did not utilize leverage because the fees 
paid will be calculated based on the Fund’s Managed 
Assets, which include assets purchased with leverage 
proceeds. Therefore, the Adviser will have a financial 
incentive to leverage the Fund, which may create a con-
flict of interest between the Adviser and the common 
stockholders. Because payments on any borrowings 
and/or dividends on any preferred shares would be paid 
by the Fund at a specified rate, only its common stock-
holders would bear the Fund’s fees and expenses. 

The less comprehensive disclo-
sure (see above) was not re-
peated for this Fund. 

The less comprehensive dis-
closure (see above) was not 
repeated for this Fund. 

Page 26: 

INVESTMENT RISK. An investment in the Fund is sub-
ject to investment risk, including the risk of loss of the 
entire principal that a common stockholder invests. At 
any point in time the Fund’s common shares may be 
worth less than the amount originally paid for them, even 
after taking into account the reinvestment of dividends 
and other  distributions. An investment in the Fund’s 
common shares represents an indirect investment in the 
securities owned by the Fund. The value of these securi-
ties, like other market investments, may move up or 
down, sometimes rapidly and unpredictably. 
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Pages 27-28: 

LEVERAGE RISK. Borrowings or other transactions 
involving Fund indebtedness (other than for temporary 
or emergency purposes) and any preferred shares is-
sued by the Fund all would be considered “senior securi-
ties” for purposes of the 1940 Act and would constitute 
leverage. Leverage creates an opportunity for an in-
creased return to common stockholders, but it is a 
speculative technique in that it will increase the Fund’s 
exposure to capital risk. Unless the income and capital 
appreciation, if any, on securities acquired with bor-
rowed funds or other leverage proceeds exceed the cost 
of the leverage, the use of leverage will diminish the 
investment performance of the common shares. Suc-
cessful use of leverage depends on the Adviser’s ability 
to predict correctly interest rates and market move-
ments, and there is no assurance that the use of a lev-
eraging strategy will increase stockholder returns during 
any period in which it is used. 

Use of leverage may increase the likelihood that the net 
asset value of the Fund and market value of its common 
shares will be more volatile, and the yield and total re-
turn to common stockholders will tend to fluctuate more 
in response to changes in interest rates. If the market 
value of the Fund’s portfolio declines, any leverage will 
result in a greater decrease in net asset value to com-
mon stockholders than if the Fund were not leveraged. 
Such greater net asset value decrease will also tend to 
cause a greater decline in the market price for the com-
mon shares. 

. . . 

. . . To the extent necessary, the Fund intends to repay 
indebtedness or to purchase or redeem preferred shares 
to maintain the required asset coverage. Doing so may 
require the Fund to liquidate portfolio securities at a time 
when it would not otherwise be desirable to do so. . . . 
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The less comprehensive disclo-
sure (see above) was not re-
peated for this Fund. 

The less comprehensive dis-
closure (see above) was not 
repeated for this Fund. 

Pages 28-29: 

BELOW INVESTMENT GRADE SECURITIES RISK. 
Below investment grade securities are subject to the 
following risks, among others: 

Adverse changes in economic conditions are more likely 
to lead to a weakened capacity of a below investment 
grade issuer to make principal payments and interest 
payments than an investment grade issuer. The principal 
amount of below investment grade securities out-
standing has proliferated in the past decade as an in-
creasing number of issuers have used below investment 
grade debt securities for corporate financing. An eco-
nomic downturn could adversely affect the ability of 
highly leveraged issuers to service their obligations or to 
repay their obligations upon maturity. 

Similarly, downturns in profitability in specific industries 
could adversely affect the ability of below investment 
grade issuers in those industries to meet their obliga-
tions. The market values of lower quality securities tend 
to reflect individual developments of the issuer to a 
greater extent than do higher quality securities, which 
react primarily to fluctuations in the general level of in-
terest rates. 

The secondary market for below investment grade secu-
rities may not be as liquid as the secondary market for 
more highly rated securities, a factor that may have an 
adverse effect on the Fund’s ability to dispose of a par-
ticular security when necessary to meet its liquidity 
needs. There are fewer dealers in the market for below 
investment grade securities than investment grade obli-
gations. The prices quoted by different dealers may vary 
significantly and the spread between the bid and asked 
price is generally much larger than for higher quality 
instruments. Under adverse market or economic condi-
tions, the secondary market for below investment grade 
securities could contract further, independent of any 
specific adverse change in the condition of a particular 
issuer, and these instruments may become illiquid. 
As a result, the Fund could find it more difficult to sell 
these securities or may be able to sell the securities only 
at prices lower than if such securities were widely 
traded. Prices realized upon the sale of such lower-rated 
or unrated securities, under these circumstances, may 
be less than the prices used in calculating the Fund’s 
net asset value. 

Since investors generally perceive that there are greater 
risks associated with lower quality securities of the type 
in which the Fund may invest its assets, the yields and 
prices of such securities may tend to fluctuate more than 
those for higher-rated securities. In the lower quality 
segments of the debt securities market, changes in per-
ceptions of issuers’ creditworthiness tend to occur more 
frequently and in a more pronounced manner than do 
changes in higher quality segments of the debt securi-
ties market, resulting in greater yield and price volatility. 
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The less comprehensive disclo-
sure (see above) was not re-
peated for this Fund. 

The less comprehensive dis-
closure (see above) was not 
repeated for this Fund. 

Pages 29-30: 

MORTGAGE-BACKED SECURITIES RISK. Mortgage-
backed securities may have less potential for capital 
appreciation than comparable fixed-income securities, 
due to prepayment risk, which is the likelihood of in-
creased prepayments of mortgages as interest rates 
decline. If the Fund buys mortgage-backed securities at 
a premium, mortgage foreclosures and prepayments of 
principal by mortgagors (which usually may be made at 
any time without penalty) may result in some loss of the 
Fund’s principal investment to the extent of the premium 
paid. A mortgage-backed security’s stated maturity may 
be shortened by unscheduled prepayments on the un-
derlying mortgages, and, therefore, it is not possible to 
predict accurately the security’s return to the Fund. 
Moreover, with respect to certain stripped mortgage-
backed securities, if the underlying mortgage securities 
experience greater than anticipated prepayments of 
principal, the Fund may fail to fully recoup its initial in-
vestment. In a rising interest rate environment, the value 
of mortgage-backed securities may be adversely af-
fected when payments on underlying mortgages do not 
occur as anticipated, resulting in the extension of the 
security’s effective maturity and the related increase in 
interest rate sensitivity of a longer-term instrument. The 
value of mortgage-backed securities may also change 
due to shifts in the market’s perception of issuers and 
regulatory or tax changes adversely affecting the mort-
gage securities markets as a whole. In addition, mort-
gage-backed securities are subject to the credit risk as-
sociated with the performance of the underlying mort-
gage properties. In certain instances, third-party guaran-
tees or other forms of credit support can reduce the 
credit risk. 

No similar prospectus disclo-
sure. 

No similar prospectus disclo-
sure. 

Page 30:  

ASSET-BACKED SECURITIES RISK. Payment of inter-
est and repayment of principal on asset-backed securi-
ties may be largely dependent upon the cash flows gen-
erated by the assets backing the securities and, in cer-
tain cases, supported by letters of credit, surety bonds or 
other credit enhancements. Asset-backed security val-
ues 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 enhance-
ment. In addition, the underlying assets are subject to 
prepayments that shorten the securities’ weighted aver-
age maturity and may lower their return. 
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Page 30:  

CORPORATE BONDS RISK. The Fund’s investments in 
corporate bonds are subject to a number of risks de-
scribed in the Prospectus, including management risk, 
interest rate risk, inflation risk, deflation risk, below in-
vestment grade securities risk, foreign securities risk 
and illiquid and restricted securities risks. 

No similar prospectus disclo-
sure. 

No similar prospectus disclo-
sure. 

Pages 31-32: 

ILLIQUID AND RESTRICTED SECURITIES RISKS. Il-
liquid securities may be difficult to dispose of at a fair 
price at the times when the Fund believes it is desirable 
to do so. Market prices of illiquid securities generally are 
more volatile than those of more liquid securities, which 
may adversely affect the price that the Fund pays for or 
recovers upon the sale of illiquid securities. Illiquid secu-
rities are also more difficult to value, and the Adviser’s 
judgment as to value will often be given greater weight 
than market quotations, if any exist. If market quotations 
are not available, illiquid securities will be valued in ac-
cordance with procedures established by the Fund’s 
Board, including the use of outside pricing services. In-
vestment of the Fund’s capital in illiquid securities may 
restrict the Fund’s ability to take advantage of market 
opportunities. The risks associated with illiquid 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 securities. 

Restricted securities have contractual restrictions on 
their public resale, which may make it more difficult to 
value them, may limit the Fund’s ability to dispose of 
them and may lower the amount the Fund could realize 
upon their sale. To enable the Fund to sell its holdings of 
a restricted security not registered under the 1933 Act, 
the Fund may have to cause those securities to be regis-
tered. The expenses of registering restricted securities 
may be negotiated by the Fund with the issuer at the 
time the Fund buys the securities. When the Fund must 
arrange registration because the Fund wishes to sell the 
security, a considerable period may elapse between the 
time the decision is made to sell the security and the 
time the security is registered so that the Fund could sell 
it. The Fund would bear the risks of any downward price 
fluctuation during that period. 

Case 2:07-cv-02784-SHM-dkv   Document 218    Filed 11/30/09   Page 401 of 404



  

 

402   
 

  

RMK Select High Income 

Fund  

-73% 

RMK Select Intermediate 

Bond Fund 

-78% 

RMK Multi-Sector High Income Fund, Inc  

-72% 

No similar prospectus disclo-
sure. 

No similar prospectus disclo-
sure. 

DERIVATIVES RISK. Even a small investment in deriva-
tives can have a significant impact on the Fund’s expo-
sure to fluctuations in interest rates or currency ex-
change rates. There may be an imperfect correlation 
between the values of such instruments and the underly-
ing assets. If changes in a derivative’s value do not cor-
respond to changes in the value of the Fund’s other in-
vestments, the Fund may not fully benefit from or could 
lose money on the derivative position. In addition, some 
derivatives involve risk of loss if the person who issued 
the derivative defaults on its obligation. Moreover, cer-
tain derivatives may be less liquid and more difficult to 
value than others. Furthermore, the ability to success-
fully use derivatives depends on the Adviser’s ability to 
predict pertinent market movements, which cannot be 
assured. Thus, the use of derivatives may result in 
losses greater than if they had not been used, may re-
quire 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.  
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