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Federal Home Loan Bank of Boston 

The Problem We Face 

The Classic Banker’s Trap 

1. Too Much Liquidity 

2. Sparse Loan Demand 

3. Too little yield available 

4. The curve is steep and extending duration 
looks dangerous, but… 

5. …sitting in funds looks worse 
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Federal Home Loan Bank of Boston 

What Do You Require of Your Portfolio? 

The Primary Purpose of the Bond Portfolio Is: 

1. Liquidity…holding pen for loan growth 

2. Income…a critical NIM driver 

3. Collateral vs. public funds 
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Federal Home Loan Bank of Boston 

How are Interest Rates Faring? 
Bond Yields are: 

1. Low, but trading at “new normal” levels.  Get used to it. 

2. Headed higher when QE and non normal measures 
from the Fed cease. 
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Federal Home Loan Bank of Boston 

Can You Put a Date On It? 
Bond Yields will be: 

1. 300bps+ higher by Jan 2015 (2yrs)  

2. 300bps+ higher by Jan 2016 (3yrs) 

3. 300bps+ higher by Jan 2017 (4yrs) 

4. Ups and downs but roughly the same by Jan 2016 
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Federal Home Loan Bank of Boston 

When Will Unemployment Reach 6.50% 
The current unemployment rate is 7.7%.  Over the past 

two years, monthly job creation has averaged 150K.  
When will the jobless rate decline to 6.50%? 

 

1. Sometime before Jan 2014 

2. Sometime before Jan 2015  

3. Sometime before Jan 2016  

4. Sometime after Jan 2016 
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Federal Home Loan Bank of Boston 

Which Product Performed the Best in 2012? 
Who Won Last Year?  (highest return) 

1. 1-3yr Agencies  

2. 1-3yr WAL MBS 

3. 1-3yr Corps (rated A or better) 

4. 1-3yr General Obligation Muni Bonds (rated A or better) 
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Federal Home Loan Bank of Boston 

Which Products Performed the Best in 2012? 

Who Won Last Year?  (Answer Key) 

1. 1-3yr General Obligation Muni Bonds (rated A or better) 

2. 1-3yr Corps (rated A or better) 

3. 1-3yr WAL MBS 

4. 1-3yr Agencies  
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Federal Home Loan Bank of Boston 

And Treasuries won HUGE in 2011 
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Federal Home Loan Bank of Boston 

Why Did This Happen? 

High Grade Bonds Fared Well Because 

Interest Rates Trended (mostly) lower 

The Fed is buying massive sums 

“Don’t Fight the Fed” 
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Federal Home Loan Bank of Boston 

Treasury Rates in 2012 
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Federal Home Loan Bank of Boston 

“Who Loves Ya Baby?” – The Fed! 
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Federal Home Loan Bank of Boston 

Where is the Fed Buying the Most? 
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Federal Home Loan Bank of Boston 

So What’s Smart/Safe in 2013? 
The Bonds on the Fed’s List is a Good Start 

– Portfolios profited in 2012 with HIGH GRADE, 
BORING bonds.  Perfect for a bank portfolio. 

• No surprises 

• broad trading audience 

• “shallow water” safety characteristics 

• Due diligence is no chore 

– More profitable than you think and they fit well with 
economic scenario you just described 

• Roll down the curve 

• Pay attention as you go 
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Federal Home Loan Bank of Boston 

Asset Allocation = Duration/Convexity 
Even if you pick the “wrong” products 

– You can still win if you get the duration (price action) and convexity 
(optionality) parts right 

– If you think rates will be low for 24-36+ months 

• Buy bullets (duration for price action / positive convexity) 

• Call protected par priced agencies and current coupon MBS 

• Munis and Hybrid Agency ARMs 

– If you think rates are low and moving up 

• Buy shorter bullets (short duration / roll down the curve liquidity) 

• Cushions, shorter callables w/o call protection and premium MBS 

• Munis and Hybrid Agency ARMs 

– If you’re unsure…do some of all and be half right (not all wrong) 
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Federal Home Loan Bank of Boston 

Agency Bullets: A Known Quantity 
• Match Duration to your Rate 

Conviction and Buy It 

– Treasury or Agency 

– Identifiable Liquidity 

– Perfect Knowledge of future 
Cashflow 

– Perfect Knowledge of future 
Pricing ( @ given spread / yield / date) 

– “But I hate the yield!” 

• Beats cash 

• 5yr earned 2.25% TR in ’12 
(0.875% book yield) 
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Federal Home Loan Bank of Boston 

Bullets: 5yr USTN Total Return 2012 
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Federal Home Loan Bank of Boston 

Bullets: A Steep Curve is Your Friend 

Rates Unchanged: 

1.651% Ann. T.R. 
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Federal Home Loan Bank of Boston 

Bullets: A Steep Curve is Your Friend 

Rates Down 25bps: 

2.02% Ann. T.R. 
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Federal Home Loan Bank of Boston 

Bullets: A Steep Curve is Your Friend 

Rates up 100bps: 

0.18% Ann. T.R. 
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Federal Home Loan Bank of Boston 

Buying Bullets & Rolling Down the Curve 
It’s Difficult Not to Appreciate The Virtue of Simplicity 

– WYSIWYG 

– New Due Diligence Standards 
• “I laugh in your General Direction” 

– Coupled with a specific interest rate conviction  
• Easy to find your match 

– Liquidity in a rising and higher rate environment 
• The most liquid in your portfolio (watchout low cpn MBS and 

Step Coupons) 

– You’ll rarely have to “explain yourself” to the BOD or 
regulators 
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Federal Home Loan Bank of Boston 

Because Someday This Picture Will Matter 
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Federal Home Loan Bank of Boston 

Agency Callables: Nominal Yield 
Callable Agencies Have Value (& detractors) 

– If you seek “additional yield” – spread to bullets 

– If you have a specific conviction on rates (premium 
“cushion” callables, or discounts) 

– If you haven’t got a specific conviction on rates but 
seek “a port in the low yield storm” 

• Not suggested by us as the preferred manner to buy/own 
but beats cash (maximum current nominal yield) 

– Easy to acquire and judiciously analyze 

– Many styles, find one which fits your conviction best 
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Federal Home Loan Bank of Boston 

A Reasonable Structure for Your Outlook 
FNMA 2% 4-2020/2014 1x only  101.318  

– 0.96% YTC / 1.80% YTM 

– 2% 6yr bullet if NOT called in April 2014 

– Today, a 6yr bullet yields 1.10%.  So rates could rise 
nearly 90bps and this is still called – defensive. 

– This morphs into a bullet…WYSIWYG 

• Remember that part about keeping it simple?  
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Federal Home Loan Bank of Boston 

1x Call: A Reasonable Profile 

Rates up 100bps: 

0.55% Ann. T.R. 
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Federal Home Loan Bank of Boston 

Mortgage Backed Securities & CMOs 

Just like Callable Bonds…they come with Pros & Cons 

– If you seek “additional yield” – spread to bullets 

– If you have a specific conviction on rates 
• Premium: cushion / seasoned coupons (higher coupons), expecting 

HIGHER RATES and INCREASED CASHFLOW 
– CAUTION: NEGATIVE YIELDS AND SHORTER THAN ANITICPATED WTD 

AVG LIVES ARE POSSIBLE 

• Par / Discount: lowest coupons, expecting LOWER RATES and 
DECREASED CASHFLOW 

– CAUTION: EXTENSION RISK AND EXCESSIVE PRICE DEPRECIATION 
POSSIBLE 

– Unlike agency debentures (bullets or callables) you will never 
know cashflows in advance – we try to guess well. 

– We rely on modeling: Accuracy?  Relevance at current rates? 
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Federal Home Loan Bank of Boston 

The Road to Hades… 
  …is paved with Premium MBS/CMOs 

It all sounded right: 

– You wanted maximize reasonable yield (income) 

– You wanted asset quality (agency only – no private 
labels) 

– You thought rates weren’t headed up real soon, but 
you still  wanted to avoid extension and excessive 
price risk 

 

– This means buying premium MBS, right? 
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Federal Home Loan Bank of Boston 

Here’s What One Manager Was Sold 

Features: 
– Structured Collateral 

CMO (CMO of CMOs) 
– 6.50% cpn 
– 4.44% Wtd Loan Rate to 

Borrower with 30yr Am 
– Constructed with pools 

of Jumbo loans issued in 
’11/’12, avg loan 
balance is $565k  top 
balance $785k 

– 77% of loans from CA 
– 111.492 Dollar Price 

 
 What’s the Attraction? 

 2.97% yield in base case seems nice, and with only a 3.67yr Avg Life 

 If rates rise this extends, but the 6.50% helps mitigage price decline 

 

But it’s making a requirement of the market: Don’t speed up, Negative Yields! 
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Federal Home Loan Bank of Boston 

Ooops…Same Bond @ Same Time 

A Different View: 

– Looking at this bond 
using ACTUAL recent 
prepay experience 
as opposed to Wall 
Street Median 
Prepay Estimate 

– Good intentions, but 
not properly vetted 
for proper 
performance 
 
 

What happened? 

 If this prepay pace continues, the excessive premium paid will be more than 
the cumulative coupon paid…negative yield! 

 The “safety” of a the 6.5% coupon has been counteracted.  This bond married 
a large coupon with fast paying collateral.  A deadly mix from the start. 
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Federal Home Loan Bank of Boston 

A Better Idea: The Direct Collateral 

Features: 
– Plain Vanilla MBS 
– 4.50% cpn 
– 4.93% Wtd Loan Rate to 

Borrower with 30yr Am 
– Constructed with pools 

of conventional loans 
issued mostly in ’11, avg 
loan balance is $85k 

– 11% of loans from CA 
– 111.1875 Dollar Price 

 
 

What’s the Attraction? 

 1.299% yield in base case looks reasonable with 3.75yr Avg Life 

 If rates rise this extends, 4.50% coupon helps…for a while 

 

Still making a requirement of the market: Don’t speed up, Negative Yields! 
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Federal Home Loan Bank of Boston 

This Prepay History is Less Threatening 

Historical Prepays: 

– Looking at this bond 
using ACTUAL recent 
prepay experience 
as opposed to Wall 
Street Median 
Prepay Estimate 

– Still much price risk 
when rates rise, but 
reasonable income 
at current pace 
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Federal Home Loan Bank of Boston 

Agency Hybrid ARMs: The“Anti” MBS 
A FIXED then FLOAT Agency MBS Product 

 Fixed Coupon for a Fixed Period (3yrs, 5yrs, 7yrs, 10yrs) 

 Resets at Margin + Index @ first reset date, annually after 
 Attractive periodic and lifetime caps (5-2-5 & 2-2-6 constructs) 

 Tend to PAY FASTER as RATES RISE 
 This isn’t likely with any other fixed rate MBS product 

 This is precisely what you want to happen 

 Morphs into 1/1 structure 

 Amortize premium to first reset date 

 

 Caution: As with all MBS products, excessive premiums may 
diminish returns in a fast prepay environment 
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Federal Home Loan Bank of Boston 

5/1 Adjustable Rate Mortgage (2011 issue) 

 Agency MBS: FreddieMac 
Hybrid ARM (2011 
issuance) 

 RBC Classification: 20% 
 Coupon: 3.008%, 

Adjustable @ 1yr LIBOR + 
1.87% annually 

 Next Reset: May 2016, 
8.008% life cap, 5% 
periodic cap @ next reset; 
2% 

 Maturity: 30yr 
amortization, 4.93yr 
weighted avg. life 

 Principal: Paid monthly 
with accrued interest 
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Federal Home Loan Bank of Boston 

Other Reasonable MBS Structures  

   MBS Pools You Should Favor:  
– Plain Vanilla 15yr and 10yr MBS pools are “shallow 

water” bonds which will demonstrate comparatively 
less price decline in a rising rate environment. 

– We like the cashflow characteristics 

– The same rules apply 
• Be careful with premiums 

• Study them well to better understand each pool 
– Loan size / Borrower’s Avg Loan Rate / Geographic density / Loan 

to Value / # of loans in pool / third party origination / recent actual 
prepay speeds /  cash out refi / owner occupied or vacation 

– Simple is GREAT!  Liquidity and Easy Due Diligence  
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Federal Home Loan Bank of Boston 

“Slow Pay” 3% FNMA 15yr Pool (2011 issuance) 

   What it is and Why We Like It  
– Plain vanilla FNMA 3% 15yr MBS pool 

– 106-14+ dollar price / March 14 settle 

– 1.65% to 1.75% nominal yields at recent speeds 

– Large pool ($253M) with low average balance ($119k) 

– SLOW PAYER! – since 2011 issuance, never posted a month over 11 CPR (only one month in 
double digits).  So contraction is not so much a problem. 
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Federal Home Loan Bank of Boston 

Municipal Bonds 
“The rumors of my death have been greatly exaggerated” Mark Twain 

 Plain vanilla, high quality munis are safe and sound and have 
miniscule default rates (sorry Meredith!) 

 General Obligation and Essential Purpose Revenue 

 Rated, or not – value is there (insurance is secondary) 

 TEYs exceed taxable agency counterparts 

 BQ Designation: 

 Moved from <$10mm to <$30mm now back to <$10mm 

 Non BQs allowable to 2% of assets if original ’09/’10 issuance 

 Dodd-Frank 939a / OCC matrix 

 The source of much consternation: misunderstood and attracting 
vendors like watermelon attracts flies on the summer picnic table 
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Federal Home Loan Bank of Boston 

The OCC Matrix 
 

• If you own General 

Obligation and/or 

“Essential Purpose” 

Revenue bonds, the 

standard is NOT 

onerous.  Key ratios 

have been 

reasonably 

accessible via 

public documents 

• The Task: To define 

“investment grade” 

and document the 

metrics we cite 

(hint: see financials 

for relevant figures). 
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Federal Home Loan Bank of Boston 

ALL Data is SOURCED Through Public Docs 
 

Due Diligence Worksheets are 

Constructed from this Data 

•The worksheets are “pretty” and 

useful muni bond file components 

•Many vendors have crowded the 

scene and wish to sell you this data 

for varied fees and convince you 

that they’re the best source for this 

information 

•Investors can assemble this same 

data, entirely free, from source 

documents. 

•You can also build alert groups 

based on single CUSIPs or by 6 

digit “base CUSIPs” for specific 

ISSUER surveillance.  
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Federal Home Loan Bank of Boston 

www.emma.msrb.org 
Source data / free all day long / auto updates 

Start by clicking here 
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Federal Home Loan Bank of Boston 

www.emma.msrb.org 
 

Sign yourself into the 

EMMA database…this 

is free and owned by 

the MSRB 
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Federal Home Loan Bank of Boston 

www.emma.msrb.org 
 

Now I’m logged in 

and can search 

for filing 

documents of 

individual CUSIPs 

or group CUSIPs 
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Federal Home Loan Bank of Boston 

www.emma.msrb.org 
 

New Purchase 

Due Diligence Documents: 

Official statements 

Financial Statements 

• Post 7/1/2009 

• Annual audits 

• Budgets 

• Appendices 

Ratings Data 

Add this individual 

security to your 

continued 

monitoring list 
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Federal Home Loan Bank of Boston 

www.emma.msrb.org 
 

Continued Monitoring 

Due Diligence Documents: 

New official statements 
New Financial Statements 

• Post 7/1/2009 

• Recent audits 

• Recent budgets 

• Appendices 

Event Notices 

• call notices 

• Refundings 

Ratings Data 
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Federal Home Loan Bank of Boston 

www.emma.msrb.org 
 

GROUP Monitoring 

  Due Diligence Assistance: 

Input the 6 digit base 

CUSIPs (which identify the 

issuer) 

And select the events 

you’d like to be made 

aware of 

Click “manage alerts” and create a group  
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Federal Home Loan Bank of Boston 

Bank Qualified vs Bank Eligible 
The 2% Exemption in 2009’s American Recovery Act 

Bank Qualified Tax Exempt Muni Bonds 

 BQ issuers float <$10mm (Qualified Small Issuer) 

 Receive preferable tax treatment per ’86 TEFRA 
 NBQ bonds suffer punitive tax treatment 

 

Bank Eligible Tax Exempt Muni Bonds 

Also referred to as “safe harbor” munis 

Affords the less punitive tax treatment to NBQ “new 
money” bonds issued in 2009/2010 

 Limited to no more than 2% of assets 
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Federal Home Loan Bank of Boston 

Bank Eligible: Do the Math… 
Aaa Brookfield WI USD GO/UT 4% 4-1-21/19 116.172 1.25% ytc / 1.84%ytm 

 
 

BQ TEFRA Penalty Calculation 

 Cost of Funds x 20% TEFRA disallowance x Tax Bracket 

 1% x 20% x 39.6% 

 .000792 = 0.08% = TEFRA penalty 

 Subtract TEFRA penalty from Tax Free Yields, then solve for 
Taxable Equivalent Yield (TEY) 

TEY Calculation 

 Municipal Yield – TEFRA penalty / (1 – Tax Bracket) 

 YTC: (1.25% - 0.08%) / (1-.396) = 1.93% TEY 

 YTM: (1.84% - 0.08%) / (1-.396) = 2.91% TEY 

 4% Coupon @ 100: (4.00% -0.08%) / (1-.396) = 6.49% TEY 
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Federal Home Loan Bank of Boston 

Same bond W/O BQ Treatment: 
Aaa Brookfield WI USD GO/UT 4% 4-1-21/19 116.172 1.25% ytc / 1.84%ytm 

 
 

NBQ TEFRA Penalty Calculation 
 Cost of Funds x 100% TEFRA disallowance x Tax Bracket 

 1% x 100% x 39.6% 

 .00396 = 0.396% = TEFRA penalty 

 Subtract TEFRA penalty from Tax Free Yields, then solve for 
Taxable Equivalent Yield (TEY) 

TEY Calculation 
 Municipal Yield – TEFRA penalty / (1 – Tax Bracket) 

 YTC: (1.25% -0.396%) / (1-.396) = 1.41% TEY (-52bps) 

 YTM: (1.84% -0.396%) / (1-.396) = 2.39% TEY (-52bps) 

 4% Coupon @ 100: (4.00% -0.396%) / (1-.396) = 5.96% TEY 
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Federal Home Loan Bank of Boston 

Bloomberg BQA Screen Makes it Simple! 
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Federal Home Loan Bank of Boston 

Do You Need Tax Free Bonds? 

1. YES 

2. NO – but you might still consider them 
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Federal Home Loan Bank of Boston 

Muni Bonds: Maximizing T.E.Yield 

STAY WITH TOP QUALITY ISSUERS / GOs & Essential Purpose Revs 

pre TEY calc, 

raw yields 

exceed USTN 

pre TEY calc, 

raw yields 

exceed USTN 
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Federal Home Loan Bank of Boston 

Municipal Insurers: Weak Hands 

What is the UNDERLYING credit? 
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Federal Home Loan Bank of Boston 

Measure and Monitor Your Holdings 

 

 Rates have been low for an extended period 

When yields move back up, it will be fast (1994) 

Do you remember bond losses? 

Do you know which holdings will produce the greatest 
potential losses? 

Measure often….Do you have a measuring stick? 

Portfolio Analytics Reports (PARs) 

 Find one and get to know it! 
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Federal Home Loan Bank of Boston 

Understand Your Price Profile 
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Federal Home Loan Bank of Boston 

Conclusions 
 

 Markets are still trying to “find their way” and volatility should be 
expected…have a “safe/sane” and tradeable core portfolio 

 Simple DOES NOT mean LOW YIELD…it generally means HIGH 
QUALITY and VALUE PROTECTION in difficult markets, so embrace 
simple! 

 Know your exposure and get comfortable with the greatest risk: 
 Diminished Income (as rates stay put or move lower) 
 Diminished Value (as rates rise) 
 FAST paying MBS bonds…harvest gains / minimize losses 

 Cash is a poor option and shouldn’t be misunderstood as “safe,” 
because you can do better no matter your outlook 

 Take strategic gains and buy non core products carefully 
 
CThompson@countryclubbank.com    www.ccbcm.com 
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