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Westmoreland County IDA, Redstone Presbyterian Seniorcare 
8.00%, 11/15/23 (Prerefunded 11/15/10) (1) 5,000 5,462

  74,859

Puerto Rico 1.0% 

Puerto Rico Aqueduct & Sewer Auth., 6.00%, 7/1/44   5,000 4,999

Puerto Rico Electric Power Auth., 5.50%, 7/1/38   2,250 2,247

Puerto Rico Ind., Tourism, Ed., Medical & Environmental, AES 
Corp., 6.625%, 6/1/26  (2) 1,720 1,725

Puerto Rico Sales Tax Fin. Corp., 6.50%, 8/1/44   6,000 6,482

  15,453

Rhode Island 0.5% 

Central Falls Detention Fac. Corp., 7.25%, 7/15/35   11,000 7,712

  7,712

South Carolina 2.0% 

Connector 2000 Assn., Zero Coupon, 1/1/10   2,900 275

Connector 2000 Assn., Zero Coupon, 1/1/31   21,100 1,517

Georgetown County, PCR, Int'l. Paper, 6.25%, 9/1/23  (2) 2,000 1,935

Lancaster County, Edenmoor Improvement Dist.                          
5.75%, 12/1/37   5,725 2,297

Myrtle Beach Tax Increment, Air Force Base, 5.25%, 11/1/26   2,330 1,507

Myrtle Beach Tax Increment, Air Force Base, 5.30%, 11/1/35   1,000 575

Piedmont Municipal Power Agency, 5.25%, 1/1/21   1,000 1,005

Richland County, Int'l Paper, 4.60%, 9/1/12   2,000 1,967

South Carolina Jobs Economic Dev. Auth., Bon Secours Health 
5.625%, 11/15/30 (Prerefunded 11/15/12) (1) 1,000 1,133

South Carolina Jobs Economic Dev. Auth., Bon Secours Health 
5.625%, 11/15/30   6,485 6,172

South Carolina Public Service Auth., 5.50%, 1/1/38   2,000 2,146

Tobacco Settlement Management, 6.00%, 5/15/22  2,620 2,760
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Tobacco Settlement Management, Tobacco Industry                   
5.00%, 6/1/18   3,625 3,625

York County, IDRB, Celanese, 5.70%, 1/1/24  (2) 5,460 4,313

  31,227

South Dakota 0.4% 

South Dakota HEFA, Avera Health, 5.25%, 7/1/38   2,230 2,044

South Dakota HEFA, Sanford Health, Sioux Valley Hosp.           
5.50%, 11/1/31   3,500 3,525

  5,569

Tennessee 2.8% 

Chattanooga Health, Ed. & Housing Fac. Board, CDFI Phase 1 
5.50%, 10/1/20   2,840 2,354

Chattanooga Health, Ed. & Housing Fac. Board, CDFI Phase 1 
6.00%, 10/1/35   5,850 4,378

Chattanooga Health, Ed. & Housing Fac. Board, CDFI Phase I 
5.125%, 10/1/35   3,370 2,417

Clarksville Public Building Auth., GO, VRDN, 0.14%, 1/1/33   605 605

Clarksville Public Building Auth., Metropolitan Nashville & 
Davidson, GO, VRDN, 0.14%, 7/1/26   1,360 1,360

Knox County Health, Ed., & Housing Fac. Board, Covenant 
Health, Zero Coupon, 1/1/35   5,000 871

Knox County Health, Ed., & Housing Fac. Board, Covenant 
Health, Zero Coupon, 1/1/36   4,500 729

Knox County Health, Ed., & Housing Fac. Board, Covenant 
Health, Zero Coupon, 1/1/37   4,000 604

Knox County Health, Ed., & Housing Fac. Board, Covenant 
Health, Zero Coupon, 1/1/38   5,000 701

Knox County Health, Ed., & Housing Fac. Board, Covenant 
Health, Zero Coupon, 1/1/40   3,000 362

Maury County Ind. Dev. Board, Solid Waste, 6.25%, 8/1/18 
(Prerefunded 8/1/11) (1)(2) 1,600 1,743

Sullivan County Health, Ed. & Housing Fac., Wellmont Health  
5.25%, 9/1/36   2,500 1,778
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Sullivan County Health, Ed. & Housing Fac., Wellmont Health  
6.25%, 9/1/22 (Prerefunded 9/1/12) (1) 1,940 2,209

Sullivan County Health, Ed. & Housing Fac., Wellmont Health 
6.25%, 9/1/22 (Prerefunded 9/1/12) (1) 1,160 1,321

Tennessee Energy Acquisition Corp., Goldman Sachs            
5.00%, 9/1/14   3,755 3,859

Tennessee Energy Acquisition Corp., Goldman Sachs              
5.00%, 9/1/16   9,540 9,544

Tennessee Energy Acquisition Corp., Goldman Sachs               
5.25%, 9/1/24   3,250 3,146

Tennessee Energy Acquisition Corp., Goldman Sachs              
5.25%, 9/1/26   5,280 5,079

  43,060

Texas 7.7% 

Abilene Health Fac. Dev. Corp., Sears Methodist Retirement 
5.875%, 11/15/18   2,750 2,425

Abilene Health Fac. Dev. Corp., Sears Methodist Retirement 
6.00%, 11/15/29   3,500 2,608

Abilene Health Fac. Dev. Corp., Sears Methodist Retirement 
7.00%, 11/15/33   4,250 3,362

Austin Convention Enterprises, 5.75%, 1/1/34  (4) 3,500 2,478

Austin Convention Enterprises, 6.00%, 1/1/19  (4) 1,000 835

Austin Convention Enterprises, 6.00%, 1/1/20  (4) 1,000 824

Brazos River Auth., PCR, Texas Competitive Electric                   
7.70%, 4/1/33  (2) 4,850 2,381

Brazos River Auth., PCR, Texas Competitive Electric                  
8.25%, 5/1/33  (2)(4) 10,000 5,210

Brazos River Auth., PCR, Texas Competitive Electric            
6.75%, 4/1/38 (Tender 4/1/13) (2) 2,675 1,836

Brazos River Harbor Navigation Dist., IDRB, Dow Chemical, VR 
5.95%, 5/15/33  (2) 5,500 4,773

Guadalupe-Blanco River Auth., IDRB, AEP Texas Central  
5.625%, 10/1/17   5,000 5,047

Gulf Coast IDA, Citgo Petroleum, VR, 7.50%, 5/1/25  (2) 1,030 1,033



T. Rowe Price Tax-Free High Yield Fund

	 $ Par/Shares	 Value

(Amounts in 000s)

27

T. ROWE PRICE TAX-FREE H IGH YIELD FUND 

     
 
 
 $ Par/Shares Value 

   

 

                    

Gulf Coast Waste Disposal Auth., Anheuser-Busch Companies 
5.90%, 4/1/36  (2) 6,750 6,208

Gulf Coast Waste Disposal Auth., Waste Management, 5.20%, 
5/1/28  (2) 4,000 3,561

Harris County Health Fac. Dev. Corp., Memorial Hermann 
Healthcare, 7.00%, 12/1/27   1,000 1,103

Harris County Health Fac. Dev. Corp., Memorial Hermann 
Healthcare, 7.25%, 12/1/35   2,150 2,354

Harris County Health Fac. Dev. Corp., Texas Children's Hosp. 
VRDN, 0.13%, 10/1/41   6,825 6,825

Houston Health Fac. Dev. Corp., Buckingham Senior Living 
Community, 7.00%, 2/15/23 (Prerefunded 2/15/14) (1) 500 592

Houston Health Fac. Dev. Corp., Buckingham Senior Living 
Community, 7.00%, 2/15/26 (Prerefunded 2/15/14) (1) 1,500 1,777

Lubbock Health Fac., Saint Joseph Health, VRDN                   
0.19%, 7/1/23   2,690 2,690

Matagorda County Navigation Dist. #1, PCR, Centerpoint Energy 
5.95%, 5/1/30  (2) 5,000 4,252

Matagorda County Navigation Dist. #1, PCR, Central Power & 
Light, 6.30%, 11/1/29   3,500 3,694

North Texas Tollway Auth., 5.75%, 1/1/40  (9) 12,000 12,118

North Texas Tollway Auth., 5.75%, 1/1/40   2,985 2,997

Port Corpus Christi Auth., Celanese, 6.70%, 11/1/30  (2) 6,940 5,944

Red River Auth., Celanese, 6.70%, 11/1/30  (2) 3,590 3,075

SA Energy Acquisition Public Fac. Corp., Goldman Sachs, Gas 
Supply, 5.50%, 8/1/21   4,000 4,035

Sabine River Auth., Texas Competitive Electric, 5.50%, 5/1/22 
(Tender 11/1/11)  6,175 5,011

Sabine River Auth., Texas Competitive Electric                     
5.75%, 5/1/30 (Tender 11/1/11) (2) 7,715 6,261

Tarrant County Cultural Ed. Fac. Fin. Corp., Edgemere Northwest 
Senior High School, 6.00%, 11/15/26   1,500 1,304

Tarrant County Cultural Ed. Fac. Fin. Corp., Edgemere Northwest 
Senior High School, 6.00%, 11/15/36   2,500 2,006
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Tarrant County Cultural Ed. Fac. Fin. Corp., Scott & White 
Memorial Hosp., 5.50%, 8/15/31   5,000 5,078

Texas Municipal Gas Acquistion & Supply, Merrill Lynch           
6.25%, 12/15/26   5,000 5,079

Tyler Health Fac. Dev. Corp., Mother Frances Hosp.                    
5.00%, 7/1/37   2,000 1,470

  120,246

Utah 0.7% 

Carbon County, PCR, IDRB, Solid Waste, Sunnyside 
Cogeneration, 7.10%, 8/15/23  (2) 2,700 2,319

Tooele County, PCR, Union Pacific, 5.70%, 11/1/26  (2) 8,550 8,309

  10,628

Virgin Islands 0.9% 

Virgin Islands PFA, 6.625%, 10/1/29   8,900 9,050

Virgin Islands PFA, Hovensa Refinery, 4.70%, 7/1/22  (2) 1,250 1,047

Virgin Islands PFA, Hovensa Refinery, 5.875%, 7/1/22  (2) 1,800 1,710

Virgin Islands PFA, Hovensa Refinery, 6.125%, 7/1/22  (2) 2,350 2,284

  14,091

Virginia 4.0% 

Bedford County IDA, Georgia Pacific, Nekoosa                           
6.55%, 12/1/25  (2) 7,760 6,880

Buena Vista Public Recreational Auth., 5.50%, 7/15/35  (7) 2,075 1,155

Charles City County IDA, IDRB, Waste Management, VR         
6.25%, 4/1/27  (2) 1,500 1,552

Fairfax County IDA, Inova Health, 5.50%, 5/15/35   6,725 6,981

Fauquier County IDA, Fauquier Hosp., 5.25%, 10/1/37   3,400 2,993

Giles County IDA, PCR, Celanese Americas, 5.95%, 12/1/25  (2) 550 443

Goochland County IDA, IDRB, Georgia Pacific, Nekoosa          
5.65%, 12/1/25  (2) 4,405 3,544
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Henrico County Economic Dev. Auth., Virginia United Methodist 
Homes, 6.50%, 6/1/22   1,000 1,005

Hopewell IDA, Smurfit - Stone Container Corp.                          
5.25%, 6/1/15  (13) 5,900 3,569

James City County Economic Dev. Auth., Windsormeade         
5.40%, 7/1/27   2,000 1,174

James City County Economic Dev. Auth., Windsormeade           
5.50%, 7/1/37   3,495 1,853

Lexington IDA, Stonewall Jackson Hosp., 7.00%, 7/1/25   240 211

New Port CDA, Special Assessment, 5.50%, 9/1/26   1,000 588

New Port CDA, Special Assessment, 5.60%, 9/1/36   1,000 525

Norfolk Economic Dev. Auth., BBL ODU, 6.00%, 11/1/36  (2) 1,435 871

Norfolk Redev. & Housing Auth., Harbors Edge Retirement 
Community, 6.00%, 1/1/25   500 398

Norfolk Redev. & Housing Auth., Harbors Edge Retirement 
Community, 6.125%, 1/1/35   1,150 835

Peninsula Ports Auth., Baptist Homes, 5.375%, 12/1/26   1,300 973

Peninsula Ports Auth., Baptist Homes, 5.40%, 12/1/33   10,950 7,536

Peninsula Town Center CDA, 6.45%, 9/1/37   1,400 1,034

Virginia HDA, Single Family, 6.25%, 7/1/31   5,000 5,393

Virginia Small Business Fin. Auth., Carilion Clinic, VRDN           
0.50%, 7/1/42   4,800 4,800

Virginia Small Business Fin. Auth., Wellmont Health                 
5.25%, 9/1/37   3,250 2,238

Washington County IDA, Mountain States Health Alliance 
7.50%, 7/1/29   2,750 3,037

Washington County IDA, Mountain States Health Alliance 
7.75%, 7/1/38   3,000 3,332

  62,920

Washington 0.4% 

Snohomish County Housing Auth., Multi-Family                 
Millwood Estates, 5.50%, 6/1/29   3,750 3,751
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Washington Health Care Fac. Auth., Highline Medical Center 
6.25%, 8/1/36   3,000 3,189

  6,940

West Virginia 0.3% 

Pleasants County, Allegheny Energy Supply, 5.25%, 10/15/37   5,175 4,644

  4,644

Wyoming 0.4% 

Sweetwater County, IDRB, PCR, FMC Corp., Solid Waste                  
5.60%, 12/1/35  (2) 7,000 6,092

  6,092

Total Municipal Securities (Cost $1,716,220)  1,534,277

PREFERRED STOCKS 0.6%  

Charter Mac Equity Issuer Trust  (4) 4,000 4,108

Munimae Bond Subsidiary  (2)(4) 6,000 5,220

Total Preferred Stocks (Cost $10,000)  9,328

Total Investments in Securities 

99.0% of Net Assets (Cost $1,726,220)  $ 1,543,605

‡ Denominated in U.S. dollars unless otherwise noted. 
(1) Prerefunded date is used in determining portfolio maturity. 
(2) Interest subject to alternative minimum tax 
(3) Insured by XL Capital Assurance Inc. 
(4)

 

Security was purchased pursuant to Rule 144A under the Securities Act of 1933 
and may be resold in transactions exempt from registration only to qualified 
institutional buyers -- total value of such securities at period-end amounts to 
$74,009 and represents 4.7% of net assets. 

(5) Insured by AMBAC Assurance Corp. 
(6) Insured by Assured Guaranty U.S. Holdings 
(7) Insured by ACA Financial Guaranty Corp. 
(8) Non-income producing 
(9) Insured by Financial Guaranty Insurance Company 
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(10)

 
Issuer filed petition for Chapter 11 bankruptcy protection; the amount and timing 
of future liquidation distributions is uncertain. 

(11) Escrowed to maturity 
(12) Insured by Radian Asset Assurance Inc. 
(13)

 
Issuer is currently in a Chapter 11 bankruptcy reorganization proceeding; the 
amount and timing of future distributions is uncertain. 

(14)

 

Issuer is currently in a Chapter 11 bankruptcy reorganization proceeding. To 
date, the fund has received cash distributions of all pre-petition interest and 
$638.49 per $1,000 par; the amount and timing of future distributions is 
uncertain. 

(15) Payment of interest deferred through 2010 pursuant to forbearance agreement. 
CDA Community Development Administration/Authority 
EFA Educational Facility Authority 
GO General Obligation 

HEFA Health & Educational Facility Authority 
HFA Health Facility Authority 
HFC Housing Finance Corp. 

HFFA Health Facility Financing Authority 
HHEFA Health & Higher Educational Facility Authority 

IDA Industrial Development Authority/Agency 
IDRB Industrial Development Revenue Bond 
PCR Pollution Control Revenue 
PFA Public Finance Authority/Agency 
RIB

 

Residual interest bond issued by a third party securitization trust and purchased 
directly through a cash transaction that involved no exchange of previously held 
securities; rate varies inversely to short-term interest rates and the rate presented 
is the effective rate at period-end. 

STEP
 

Stepped coupon bond for which the coupon rate of interest will adjust on specified 
future date(s) 

VR Variable Rate; rate shown is effective rate at period-end. 
VRDN

 

Variable Rate Demand Note under which the holder has the right to sell the 
security to the issuer or the issuer's agent at a predetermined price (generally par) 
on specified dates (generally daily or weekly) upon required notification; such 
specified dates are considered the effective maturity for purposes of the fund's 
weighted average maturity; rate shown is effective rate at period-end and maturity 
date shown is final maturity. 
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Futures Contracts 
($000s)

12/09 $

(50)         

Unrealized
Expiration Value Gain (Loss)

Short, 100 U.S. Treasury ten year contracts 
$250 cash, pledged as initial margin (11,722)          

Contract

Variation margin receivable (payable) 
on open futures contracts $

Net payments (receipts) of variation

$ (46)            

margin to date (4)              
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($000s, except shares and per share amounts)

Statement of Assets and Liabilities

T. ROWE PRICE TAX-FREE HIGH YIELD FUND  
Unaudited August 31, 2009 

  
STATEMENT OF ASSETS AND LIABILITIES  

($000s, except shares and per share amounts)  
 
Assets 

Investments in securities, at value (cost $1,726,220)  $ 1,543,605  

Interest receivable  26,704  

Receivable for shares sold  3,219  

Receivable for investment securities sold  845  

Cash  321  

Deposit on futures  250  

Other assets  29  

Total assets  1,574,973  

 
Liabilities 

Payable for investment securities purchased  10,818  

Payable for shares redeemed  919  

Investment management fees payable  779  

Due to affiliates  56  

Other liabilities  2,694  

Total liabilities  15,266  

 
NET ASSETS  $ 1,559,707  
 
Net Assets Consist of: 

Undistributed net investment income  $ 1,707  

Accumulated undistributed net realized loss   (31,221)  

Net unrealized loss  (182,661)  

Paid-in capital applicable to 155,735,099 shares of $0.01 par value 
capital stock outstanding; 1,000,000,000 shares authorized  1,771,882  

 
NET ASSETS  $ 1,559,707  
 
NET ASSET VALUE PER SHARE  $ 10.02  
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T. ROWE PRICE TAX-FREE HIGH YIELD FUND  
Unaudited  

  
STATEMENT OF OPERATIONS  

($000s)  
 

6 Months 
Ended 

8/31/09
Investment Income (Loss) 
Interest income  $ 46,545  

Expenses 
Investment management  4,267  
Shareholder servicing  277  
Prospectus and shareholder reports  43  
Custody and accounting  134  
Registration  37  
Legal and audit  13  
Directors  6  
Miscellaneous  7  

Total expenses  4,784 

Net investment income  41,761  

 
Realized and Unrealized Gain (Loss) 

Net realized gain (loss) 
Securities  (3,593)  
Futures  185  

Net realized loss  (3,408) 

 
Change in net unrealized gain (loss) 

Securities  156,738  
Futures  (46)  

Change in net unrealized gain  156,692 

Net realized and unrealized gain  153,284  

 
INCREASE IN NET ASSETS FROM OPERATIONS  $ 195,045  
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Statement of Changes in Net Assets

T. ROWE PRICE TAX-FREE HIGH YIELD FUND  
Unaudited  

  
STATEMENT OF CHANGES IN NET ASSETS  

($000s)  
 

6 Months 
Ended 

8/31/09

 Year 
Ended 

2/28/09
Increase (Decrease) in Net Assets 

Operations 
Net investment income  $ 41,761  $ 75,701  
Net realized loss  (3,408)  (16,984)  
Change in net unrealized gain (loss)  156,692  (238,327)  
Increase (decrease) in net assets from 
operations 195,045 (179,610) 

 
Distributions to shareholders 

Net investment income  (41,602)  (75,481)  
 
Capital share transactions* 

Shares sold  268,671  444,607  
Distributions reinvested  25,549  48,924  
Shares redeemed  (104,861)  (371,573)  
Increase in net assets from capital share 
transactions 189,359 121,958 

 
Net Assets 

Increase (decrease) during period  342,802  (133,133)  
Beginning of period  1,216,905  1,350,038  

End of period  $ 1,559,707  $ 1,216,905  

 
Undistributed net investment income  1,707  1,548  

 
 
*Share information 

Shares sold  28,787  44,163  
Distributions reinvested  2,680  4,872  
Shares redeemed  (11,108)  (37,763)  
Increase in shares outstanding 20,359 11,272 
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Notes to Financial Statements

T. Rowe Price Tax-Free High Yield Fund (the fund), is registered under the 
Investment Company Act of 1940 (the 1940 Act) as a diversified, open-end man-
agement investment company. The fund commenced operations on March 1,  
1985. The fund seeks to provide a high level of income exempt from federal 
income taxes by investing primarily in long-term low- to upper-medium-grade 
municipal securities.

Note 1 - Significant Accounting Policies

Basis of Preparation  The accompanying financial statements were prepared in 
accordance with accounting principles generally accepted in the United States 
of America (GAAP), which require the use of estimates made by fund manage-
ment. Fund management believes that estimates and security valuations are 
appropriate; however, actual results may differ from those estimates, and the 
security valuations reflected in the financial statements may differ from the 
value the fund ultimately realizes on the securities. Further, fund management 
believes no events have occurred between August 31, 2009 and October 16, 
2009, the date of issuance of the financial statements, that require adjustment 
of, or disclosure in, the accompanying financial statements.

Investment Transactions, Investment Income, and Distributions  Income and 
expenses are recorded on the accrual basis. Premiums and discounts on debt 
securities are amortized for financial reporting purposes. Dividend income and 
capital gain distributions are recorded on the ex-dividend date. Income tax-related 
interest and penalties, if incurred, would be recorded as income tax expense. 
Investment transactions are accounted for on the trade date. Realized gains and 
losses are reported on the identified cost basis. Distributions to shareholders are 
recorded on the ex-dividend date. Income distributions are declared on a daily 
basis and paid monthly. Capital gain distributions, if any, are declared and paid 
by the fund, typically on an annual basis.

Credits  The fund earns credits on temporarily uninvested cash balances held at 
the custodian which reduce the fund’s custody charges. Custody expense in the 
accompanying financial statements is presented before reduction for credits.

New Accounting Pronouncement  On March 1, 2009, the fund adopted new 
accounting guidance that requires enhanced disclosures about derivative and 
hedging activities, including how such activities are accounted for and their 
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effect on financial position, performance and cash flows. Adoption of this guid-
ance had no impact on the fund’s net assets or results of operations.

Note 2 - VALUATION

The fund’s investments are reported at fair value as defined under GAAP. The 
fund values its investments and computes its net asset value per share at the close 
of the New York Stock Exchange (NYSE), normally 4 p.m. ET, each day that the 
NYSE is open for business. 

Valuation Methods  Debt securities are generally traded in the over-the-counter 
(OTC) market. Securities with remaining maturities of one year or more at the 
time of acquisition are valued at prices furnished by dealers who make markets 
in such securities or by an independent pricing service, which considers the 
yield or price of bonds of comparable quality, coupon, maturity, and type, as 
well as prices quoted by dealers who make markets in such securities. Securities 
with remaining maturities of less than one year at the time of acquisition gener-
ally use amortized cost in local currency to approximate fair value. However, if 
amortized cost is deemed not to reflect fair value or the fund holds a significant 
amount of such securities with remaining maturities of more than 60 days, the 
securities are valued at prices furnished by dealers who make markets in such 
securities or by an independent pricing service.

Equity securities listed or regularly traded on a securities exchange or in the OTC 
market are valued at the last quoted sale price or, for certain markets, the official 
closing price at the time the valuations are made, except for OTC Bulletin Board 
securities, which are valued at the mean of the latest bid and asked prices. A 
security that is listed or traded on more than one exchange is valued at the quo-
tation on the exchange determined to be the primary market for such security. 
Listed securities not traded on a particular day are valued at the mean of the lat-
est bid and asked prices for domestic securities and the last quoted sale price for 
international securities.

Financial futures contracts are valued at closing settlement prices.

Other investments, including restricted securities, and those for which the above 
valuation procedures are inappropriate or are deemed not to reflect fair value are 
stated at fair value as determined in good faith by the T. Rowe Price Valuation 
Committee, established by the fund’s Board of Directors.
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Valuation Inputs  Various inputs are used to determine the value of the fund’s 
investments. These inputs are summarized in the three broad levels listed below:  

Level 1	 –	 quoted prices in active markets for identical securities

Level 2	 –	 observable inputs other than Level 1 quoted prices (including, 
but not limited to, quoted prices for similar securities, interest 
rates, prepayment speeds, credit risk)

Level 3	 –	 unobservable inputs 

Observable inputs are those based on market data obtained from sources inde-
pendent of the fund, and unobservable inputs reflect the fund’s own assumptions 
based on the best information available. The input levels are not necessarily an 
indication of the risk or liquidity associated with investments at that level. The 
following table summarizes the fund’s investments, based on the inputs used to 
determine their values on August 31, 2009: 

	

Note 3 - derivative instruments

During the six months ended August 31, 2009, the fund invested in derivative 
instruments. As defined by GAAP, a derivative is a financial instrument whose 
value is derived from an underlying security price, foreign exchange rate, interest 
rate, index of prices or rates, or other variable; it requires little or no initial invest-
ment and permits or requires net settlement. The fund invests in derivatives only 
if the expected risks and rewards are consistent with its investment objectives, 
policies, and overall risk profile, as described in its prospectus and Statement of 
Additional Information. The fund may use derivatives for a variety of purposes, 
such as seeking to hedge against declines in principal value, increase yield, invest 
in an asset with greater efficiency and at a lower cost than is possible through 

($000s) Level 1 Level 2 Level 3 Total Value

Quoted  
Prices

Significant 
Observable 

Inputs

Significant 
Unobservable 

Inputs

Assets

Investments in Securities $	 – $	 1,543,605 $	 – $	 1,543,605

Liabilities

Futures Contracts $	 50 $	 – $	 – $	 50
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direct investment, or to adjust portfolio duration and credit exposure. The risks 
associated with the use of derivatives are different from, and potentially much 
greater than, the risks associated with investing directly in the instruments on 
which the derivatives are based. Investments in derivatives can magnify returns 
positively or negatively; however, the fund at all times maintains sufficient cash 
reserves, liquid assets, or other SEC-permitted asset types to cover the settlement 
obligations under its open derivative contracts. During the six months ended 
August 31, 2009, the fund’s exposure to derivatives, based on underlying notional 
amounts, was generally between 0% and 1% of net assets. 

The fund values its derivatives at fair value, as described below and in Note 2, and 
recognizes changes in fair value currently in its results of operations. Accordingly, 
the fund does not follow hedge accounting even for derivatives employed as eco-
nomic hedges. 

As of August 31, 2009, the fund held interest rate futures with cumulative unreal-
ized loss of $46,000; the value reflected in Other Liabilities on the accompanying 
Statement of Assets and Liabilities is the related unsettled variation margin pay-
able of $50,000.

Additionally, during the six months ended August 31, 2009, the fund recognized 
$185,000 of realized gain on Futures and a $46,000 change in unrealized loss 
on Futures related to its investments in interest rate derivatives; such amounts are 
included in the accompanying Statement of Operations.

Counterparty risk related to exchange-traded derivatives, including futures and 
options contracts, is minimal because the exchange’s clearinghouse provides pro-
tection against defaults. Additionally, for exchange-traded derivatives, each broker 
in its sole discretion may change margin requirements applicable to the fund. 

Futures Contracts  The fund is subject to interest rate risk in the normal course 
of pursuing its investment objectives and uses futures contracts to help manage 
such risk. The fund may enter into futures contracts to manage exposure to inter-
est rate and yield curve movements, security prices, foreign currencies, credit 
quality, and mortgage prepayments; as an efficient means of adjusting exposure 
to all or part of a target market; to enhance income; as a cash management tool; 
and/or to adjust portfolio duration and credit exposure. A futures contract pro-
vides for the future sale by one party and purchase by another of a specified 
amount of a particular underlying financial instrument at an agreed upon price, 
date, time, and place. The fund currently invests only in exchange-traded futures, 
which generally are standardized as to maturity date, underlying financial instru-
ment, and other contract terms. Upon entering into a futures contract, the fund 
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is required to deposit with the broker cash or securities in an amount equal to 
a certain percentage of the contract value (initial margin deposit); the margin 
deposit must then be maintained at the established level over the life of the 
contract. Subsequent payments are made or received by the fund each day to 
settle daily fluctuations in the value of the contract (variation margin), which 
reflect changes in the value of the underlying financial instrument. Variation 
margin is recorded as unrealized gain or loss until the contract is closed. For 
a futures contract, the value included in net assets is the amount of unsettled 
variation margin; variation margin receivable is included in Other Assets and 
variation margin payable is included in Other Liabilities. Risks related to the use 
of futures contracts include possible illiquidity of the futures markets, contract 
prices that can be highly volatile and imperfectly correlated to movements in 
hedged security values and/or interest rates, and potential losses in excess of the 
fund’s initial investment. 

Note 4 - OTHER Investment Transactions

Consistent with its investment objective, the fund engages in the following 
practices to manage exposure to certain risks or to enhance performance. The 
investment objective, policies, program, and risk factors of the fund are described 
more fully in the fund’s prospectus and Statement of Additional Information.

Noninvestment-Grade Debt Securities  At August 31, 2009, approximately 35% of 
the fund’s net assets were invested, directly or through its investment in T. Rowe 
Price institutional funds, in noninvestment-grade debt securities, commonly 
referred to as “high-yield” or “junk” bonds. A real or perceived economic down-
turn or higher interest rates could adversely affect the liquidity or value, or both, 
of such securities because such events could lessen the ability of issuers to make 
principal and interest payments.

Restricted Securities  The fund may invest in securities that are subject to legal or 
contractual restrictions on resale. Prompt sale of such securities at an acceptable 
price may be difficult and may involve substantial delays and additional costs. 

Residual-Interest Bonds  During the six months ended August 31, 2009, the fund 
held residual-interest bonds (RIBs) purchased from third-party special purpose 
trusts, which securitize an underlying bond into RIBs and short-term floating-rate 
bonds. RIBs generally are entitled to the cash flows of the underlying bond that 
remain after payment of amounts due to the floating-rate bondholders and trust-
related fees; they also generally have the right to acquire the underlying bond 
from the trust. RIBs can only be traded in accordance with Rule 144A of the 
Securities Act of 1933 and cannot be offered for public resale. Risks arise from 
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changes in interest rates and the value of the underlying bond, and the sale of the 
RIBs may involve delay or additional costs.

Other  Purchases and sales of portfolio securities other than short-term securities 
aggregated $317,664,000 and $102,581,000, respectively, for the six months 
ended August 31, 2009. 

Note 5 - Federal Income Taxes

No provision for federal income taxes is required since the fund intends to con-
tinue to qualify as a regulated investment company under Subchapter M of the 
Internal Revenue Code and distribute to shareholders all of its income and gains. 
Distributions are determined in accordance with Federal income tax regulations, 
which differ from generally accepted accounting principles, and, therefore, may 
differ in amount or character from net investment income and realized gains 
for financial reporting purposes. Financial reporting records are adjusted for 
permanent book/tax differences to reflect tax character but are not adjusted for 
temporary differences. The amount and character of tax-basis distributions and 
composition of net assets are finalized at fiscal year-end; accordingly, tax-basis 
balances have not been determined as of August 31, 2009.

In accordance with federal tax regulations, the fund deferred recognition of certain 
capital loss amounts previously recognized in the prior fiscal year for financial 
reporting purposes until the current fiscal period for tax purposes. Such defer-
rals amounted to $10,781,000 and related to net capital losses realized between 
November 1 and the fund’s fiscal year-end date. Further, the fund intends to 
retain realized gains to the extent of available capital loss carryforwards. As of 
February 28, 2009, the fund had $17,027,000 of unused capital loss carryfor-
wards, of which $1,699,000 expire in fiscal 2010, $8,610,000 expire in fiscal 
2011, $61,000 expire in fiscal 2014, and 6,657,000 in fiscal 2017. 

At August 31, 2009, the cost of investments for federal income tax purposes was 
$1,723,941,000. Net unrealized gain loss aggregated $180,382,000 at period-
end, of which $42,671,000 related to appreciated investments and $223,053,000 
related to depreciated investments.

Note 6 - related Party Transactions

The fund is managed by T. Rowe Price Associates, Inc. (the manager or Price 
Associates), a wholly owned subsidiary of T. Rowe Price Group, Inc. The invest-
ment management agreement between the fund and the manager provides for an 

$
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annual investment management fee, which is computed daily and paid monthly. 
The fee consists of an individual fund fee, equal to 0.30% of the fund’s average 
daily net assets, and a group fee. The group fee rate is calculated based on the 
combined net assets of certain mutual funds sponsored by Price Associates (the 
group) applied to a graduated fee schedule, with rates ranging from 0.48% for the 
first $1 billion of assets to 0.285% for assets in excess of $220 billion. The fund’s 
group fee is determined by applying the group fee rate to the fund’s average daily 
net assets. At August 31, 2009, the effective annual group fee rate was 0.31%.

In addition, the fund has entered into service agreements with Price Associates 
and a wholly owned subsidiary of Price Associates (collectively, Price). Price 
Associates computes the daily share price and provides certain other adminis-
trative services to the fund. T. Rowe Price Services, Inc., provides shareholder 
and administrative services in its capacity as the fund’s transfer and dividend 
disbursing agent. For the six months ended August 31, 2009, expenses incurred 
pursuant to these service agreements were $66,000 for Price Associates and 
$174,000 for T. Rowe Price Services, Inc. The total amount payable at period-
end pursuant to these service agreements is reflected as Due to Affiliates in the 
accompanying financial statements.
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Information on Proxy Voting Policies, Procedures, and Records

A description of the policies and procedures used by T. Rowe Price funds and portfolios  
to determine how to vote proxies relating to portfolio securities is available in each fund’s  
Statement of Additional Information, which you may request by calling 1-800-225-5132 or  
by accessing the SEC’s Web site, www.sec.gov. The description of our proxy voting policies  
and procedures is also available on our Web site, www.troweprice.com. To access it, click  
on the words “Our Company” at the top of our corporate homepage. Then, when the next  
page appears, click on the words “Proxy Voting Policies” on the left side of the page.

Each fund’s most recent annual proxy voting record is available on our Web site and  
through the SEC’s Web site. To access it through our Web site, follow the directions above,  
then click on the words “Proxy Voting Records” on the right side of the Proxy Voting  
Policies page.

How to Obtain Quarterly Portfolio Holdings

The fund files a complete schedule of portfolio holdings with the Securities and Exchange  
Commission for the first and third quarters of each fiscal year on Form N-Q. The fund’s  
Form N-Q is available electronically on the SEC’s Web site (www.sec.gov); hard copies  
may be reviewed and copied at the SEC’s Public Reference Room, 450 Fifth St. N.W.,  
Washington, DC 20549. For more information on the Public Reference Room, call  
1-800-SEC-0330. 
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Approval of Investment Management Agreement

On March 10, 2009, the fund’s Board of Directors (Board) unanimously approved the invest-
ment advisory contract (Contract) between the fund and its investment manager, T. Rowe 
Price Associates, Inc. (Manager). The Board considered a variety of factors in connection 
with its review of the Contract, also taking into account information provided by the Manager 
during the course of the year, as discussed below:

Services Provided by the Manager
The Board considered the nature, quality, and extent of the services provided to the fund by 
the Manager. These services included, but were not limited to, management of the fund’s 
portfolio and a variety of related activities, as well as financial and administrative services, 
reporting, and communications. The Board also reviewed the background and experience of 
the Manager’s senior management team and investment personnel involved in the manage-
ment of the fund. The Board concluded that it was satisfied with the nature, quality, and 
extent of the services provided by the Manager. 

Investment Performance of the Fund 
The Board reviewed the fund’s average annual total returns over the 1-, 3-, 5-, and 10-year 
periods as well as the fund’s year-by-year returns and compared these returns with previ-
ously agreed upon comparable performance measures and market data, including those 
supplied by Lipper and Morningstar, which are independent providers of mutual fund data. 
On the basis of this evaluation and the Board’s ongoing review of investment results, and 
factoring in the severity of the market turmoil in 2008, the Board concluded that the fund’s 
performance was satisfactory.

Costs, Benefits, Profits, and Economies of Scale
The Board reviewed detailed information regarding the revenues received by the Manager 
under the Contract and other benefits that the Manager (and its affiliates) may have realized 
from its relationship with the fund, including research received under “soft dollar” agree-
ments. The Board noted that soft dollars were not used to pay for third-party, non-broker 
research during 2008. The Board also received information on the estimated costs incurred 
and profits realized by the Manager and its affiliates from advising T. Rowe Price mutual 
funds, as well as estimates of the gross profits realized from managing the fund in particular. 
The Board concluded that the Manager’s profits were reasonable in light of the services pro-
vided to the fund. The Board also considered whether the fund or other funds benefit under 
the fee levels set forth in the Contract from any economies of scale realized by the Manager. 
Under the Contract, the fund pays a fee to the Manager composed of two components—a 
group fee rate based on the aggregate assets of certain T. Rowe Price mutual funds (including 
the fund) that declines at certain asset levels and an individual fund fee rate that is assessed 
on the assets of the fund. The Board concluded that the advisory fee structure for the fund 
continued to provide for a reasonable sharing of benefits from economies of scale with the 
fund’s investors.



45

T. Rowe Price Tax-Free High Yield Fund

Approval of Investment Management Agreement (continued)

Fees
The Board reviewed the fund’s management fee rate, operating expenses, and total expense 
ratio and compared them with fees and expenses of other comparable funds based on 
information and data supplied by Lipper. The information provided to the Board indicated 
that the fund’s management fee rate was at or above the median for comparable funds. 
The information also indicated that the fund’s expense ratio was at or below the median 
for comparable funds. The Board also reviewed the fee schedules for comparable privately 
managed accounts of the Manager and its affiliates. Management informed the Board that 
the Manager’s responsibilities for privately managed accounts are more limited than its 
responsibilities for the fund and other T. Rowe Price mutual funds that it or its affiliates 
advise. On the basis of the information provided, the Board concluded that the fees paid by 
the fund under the Contract were reasonable. 

Approval of the Contract
As noted, the Board approved the continuation of the Contract. No single factor was con-
sidered in isolation or to be determinative to the decision. Rather, the Board concluded, in 
light of a weighting and balancing of all factors considered, that it was in the best interests 
of the fund to approve the continuation of the Contract, including the fees to be charged 
for services thereunder.



46

T. Rowe Price Investment Services and Information

Investment Services and Information
KNOWLEDGEABLE SERVICE REPRESENTATIVES

By Phone: 1-800-225-5132. Available Monday through Friday from 8 a.m. until  
10 p.m. ET and Saturday from 8:30 a.m. until 5 p.m. ET.

In Person at a T. Rowe Price Investor Center. Please visit the Web at  
troweprice.com/investorcenter or call 1-800-225-5132 to locate a center near you.

ACCOUNT SERVICES

Automated 24-Hour Services Including Tele*Accesssm and account access  
through the T. Rowe Price Web site at troweprice.com. 

Automatic Investing. From your bank account or paycheck. 

Automatic Withdrawal. Scheduled, periodic redemptions. 

IRA Rebalancing. Automatically rebalance to ensure that your accounts reflect  
your desired asset allocations.

BROKERAGE SERVICES‡

Trade stocks, mutual funds, ETFs, bonds, options, CDs, precious metals,  
and more at competitive commissions.

INVESTMENT INFORMATION

Consolidated Statement. Overview of all of your accounts.

Shareholder Reports. Manager reviews of their strategies and results. 

T. Rowe Price Report. Quarterly investment newsletter.

T. Rowe Price Investor. Quarterly publication of insightful financial articles. 

Insights. Educational reports on investment strategies and markets. 

Investment Guides. Investors Portfolio Review; International Investing Guide;  
Guide to Bond Funds; On Track Retirement Savings Guide; and Retirement  
Readiness Guide. 

FINANCIAL INTERMEDIARIES AND ADVISORS

By Phone: 1-877-804-2315. Contact us Monday through Friday from 8:30 a.m.  
until 6 p.m. ET.

By Mail: T. Rowe Price, Financial Institution Services, P.O. Box 89000, Baltimore,  
MD 21289-4232.

CUSTOMERS WHO TRADE THROUGH A FINANCIAL INTERMEDIARY

Please contact your intermediary or financial professional for assistance.

	 ‡	� Option trading involves additional risk and is not suitable for all investors. Brokerage services offered by  
T. Rowe Price Investment Services, Inc., member FINRA/SIPC.

This page contains supplementary information that is not part of the shareholder report.

http://www.troweprice.com/investorcenter
http://www.troweprice.com
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troweprice.com

LOG IN AND MANAGE YOUR INVESTMENTS ONLINE 	 troweprice.com/access

We offer a consolidated view of your T. Rowe Price mutual fund and brokerage  
accounts. You can sort accounts, customize their groupings, and/or grant View  
Access to others as you see fit. Analyze your portfolio with Portfolio Growth  
Tracker. Track the historical growth of your mutual fund investments over time.  
The analysis consists of three components: Activity Summary, Asset Allocation,  
and Net Investment versus Market Value. 

ONLINE SERVICING	 troweprice.com/paperless

Enroll to receive your transaction confirmations, investor statements, prospec-
tuses, and shareholder reports online instead of by U.S. mail. You will receive an  
e-mail with a link to our Web site informing you that your document is available to  
view online, print, or download. For your convenience and recordkeeping purposes,  
you will continue to receive your end-of-year summary statement by mail. 

Join our E-mail Program to receive market and fund information by e-mail.  
Receive timely market reports, performance on T. Rowe Price mutual funds, invest-
ment and market insights from T. Rowe Price managers, and more. 

INVESTMENT GUIDANCE AND TOOLS	 troweprice.com/planningtools

Personal Guides provide you with information that can help you, in a few easy  
steps, match investments with your financial objectives.

Morningstar® Portfolio Manager (formerly Portfolio Tracker) enables you to  
track, rebalance, and analyze your portfolio. 

Morningstar Portfolio X-Ray® is a comprehensive tool that provides an in-depth  
examination of your exposure to different sectors, stock types, sub-asset classes,  
and global diversification.

FINANCIAL INTERMEDIARIES AND ADVISORS	 troweprice.com/financialintermediaries

This secure site is designed for professional financial intermediaries and advisors.  
Financial professionals may access daily prices and historical performance on  
mutual funds; view market research, manager commentary, and sales ideas; and  
access literature and forms. For U.S. technical assistance, call 1-888-358-8490  
or e-mail us at onlinehelp@troweprice.com. For non-U.S. technical assistance,  
call +1 (410) 345 4400 or contact us via e-mail.

This page contains supplementary information that is not part of the shareholder report.

http://www.troweprice.com
http://www.troweprice.com/access
http://www.troweprice.com/paperless
http://www.troweprice.com/planningtools
http://www.troweprice.com/financialintermediaries
mailto:onlinehelp@troweprice.com
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T. Rowe Price Mutual Funds

For more information about T. Rowe Price funds or services, please contact us directly at  
1-800-225-5132. Request a prospectus, which includes investment objectives, risks, fees,  
expenses, and other information that you should read and consider carefully before investing.

�Investments in the money market funds are not insured or guaranteed by the FDIC or any other  
government agency. Although the funds seek to preserve the value of your investment at $1.00 per  
share, it is possible to lose money by investing in the funds. 
*	� T. Rowe Price Advisor and R Classes may be available for these funds. T. Rowe Price Advisor and R Classes are  

offered only through financial intermediaries. For more information about T. Rowe Price Advisor and R Classes,  
contact your financial professional or call T. Rowe Price at 1-877-804-2315.

STOCK FUNDS

Domestic 
Blue Chip Growth*
Capital Appreciation*
Capital Opportunity*
Diversified Mid-Cap Growth
Diversified Small-Cap Growth
Dividend Growth*
Equity Income*
Equity Index 500
Extended Equity Market Index
Financial Services
Growth & Income
Growth Stock*
Health Sciences
Media & Telecommunications
Mid-Cap Growth*
Mid-Cap Value*
New America Growth*
New Era
New Horizons
Real Estate*
Science & Technology*
Small-Cap Stock*
Small-Cap Value*
Spectrum Growth
Tax-Efficient Equity 
Total Equity Market Index
U.S. Large-Cap Core* 
Value*

ASSET ALLOCATION FUNDS

Balanced
Personal Strategy Balanced
Personal Strategy Growth
Personal Strategy Income
Retirement 2005* 
Retirement 2010*
Retirement 2015*
Retirement 2020*

ASSET ALLOCATION FUNDS (cont.)

Retirement 2025*
Retirement 2030*
Retirement 2035*
Retirement 2040*
Retirement 2045*
Retirement 2050*
Retirement 2055*
Retirement Income*

BOND FUNDS

Domestic Taxable
Corporate Income
GNMA 
High Yield*
Inflation Protected Bond
New Income*
Short-Term Bond*
Spectrum Income
Strategic Income*
Summit GNMA
U.S. Bond Index
U.S. Treasury Intermediate
U.S. Treasury Long-Term

Domestic Tax-Free
California Tax-Free Bond
Georgia Tax-Free Bond
Maryland Short-Term  

Tax-Free Bond
Maryland Tax-Free Bond
New Jersey Tax-Free Bond
New York Tax-Free Bond
Summit Municipal Income
Summit Municipal Intermediate
Tax-Free High Yield
Tax-Free Income*
Tax-Free Short-Intermediate
Virginia Tax-Free Bond

MONEY MARKET FUNDS

Taxable
Prime Reserve
Summit Cash Reserves
U.S. Treasury Money

Tax-Free
California Tax-Free Money
Maryland Tax-Free Money
New York Tax-Free Money
Summit Municipal Money Market
Tax-Exempt Money

INTERNATIONAL/GLOBAL 
FUNDS

Stock
Africa & Middle East
Emerging Europe & Mediterranean
Emerging Markets Stock
European Stock
Global Large-Cap Stock*
Global Real Estate*
Global Stock*
Global Technology
International Discovery
International Equity Index
International Growth & Income*
International Stock*
Japan
Latin America
New Asia
Overseas Stock
Spectrum International 

Bond
Emerging Markets Bond
International Bond*

T. Rowe Price Investment Services, Inc.  
100 East Pratt Street 
Baltimore, MD 21202

This page contains supplementary information that is not part of the shareholder report.


