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RECOMMENDATION

Acceptance of the staff response to the Civil Grand Jury Report entitled, "City Fails to Hold History
San Jose Accountable."

OUTCOME

Acceptance of this response will allow the staff to submit the response to the Presiding Judge of the
Santa Clara County Superior Court in accordance with the requirements of the California Penal
Code, as discussed below.

BACKGROUND

The Santa Clara County Civil Grand Jury issued a report on June 2, 2008, entitled, "City Fails to
Hold History San Jose Accountable." The report (included as Attachment A) focuses on History San
Jose's (HSJ's) performance under its operation agreement with the City, the City's administration of
that agreement, and the Council's December 18, 2007 action to approve an increased subsidy for
HSJ for Fiscal Year 2007-2008.

According to California Penal Code Section 933(c), a governing body of the public agency which
has been subject to a Grand Jury final report shall respond within 90 days to the Presiding Judge of
the Superior Court on the findings and recommendations pertaining to matters under control of the
governing body. Section 933.05 of the Penal Code contains guidelines for responses to the findings
and recommendations.

For each Grand Jury finding, the responding body must do one of the following:
• Agree with the finding
• Partially agree with the finding and provide an explanation, or
• Disagree wholly with the finding and provide an explanation.
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For each Grand Jury recommendation, the responding body must report one of the following actions:
• The recommendation has been implemented, with a summary of the actions taken to

complete implementation.
• The recommendation has not yet been implemented, but will be implemented in the future,

with an implementation timeline.
• The recommendation requires further analysis, with an explanation, and the scope of the

parameters of an analysis or study, and a timeframe for the matter to be prepared for
discussion, which shall not exceed six months from the date of publication of the Grand Jury
report.

• The recommendation will not be implemented because it is not warranted or is not
reasonable, with an explanation.

ANALYSIS

Grand Jury Findings, Recommendations, and City's Response

Finding #1: The City of San Jose has failed in its fiduciary oversight of History San Jose. In spite
of recommendations made by the Macias Consulting Group, the City Council approved a subsidy
increase to HSJ this year of over $300,000 without HSJ meeting its contractual requirements for
documentation. .

City Response: The City partially agrees with this finding.

On December 18,2007, the City Council approved an increase in HSJ's 2007-2008 operating
subsidy of $300,177, from $574,823 to $875,000. This action approved a staff recommendation
which responded to Council direction from October 16,2007. At the October 16 meeting, the
Council had accepted the Macias Consulting Group audit, and directed staff to return with a
recommended subsidy level based on the following principle: "Until the structural budget deficit has
been eliminated, the General Fund subsidy should not exceed the total cost of maintenance, security
and utilities such that the facility is available for public use. Funding for programming should be
generated from operating revenues or from other sources."

The staff recommendation to increase the subsidy to $875,000 relied on that principle. It should be
noted that, while the Macias audit recommended a declining subsidy over four years (which staff did
not recommend), its recommendation for 2007-2008 was $840,377, approximately $35,000 less than
the staff recommendation.

Based on the Council's October direction, the City worked diligently with HSJ to understand the
organization's budget and cash flow, analyzed the costs of maintenance, security and utilities
required to make the facility available for public use, analyzed HSJ's monetary resources against the
service level the community expects, and assessed whether the City could deliver that service level
by using the funds now devoted to the subsidy for direct City services. This work produced the
December 18, 2007 recommendations, which also resulted in a revised operation agreement that
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required more frequent and more stringent financial reporting, requirements with which HSJ has
complied.

The City agrees that HSJ has not met all of its contractual requirements, the key areas being failure
to provide a strategic plan, and failure to build a cash flow reserve of a minimum of 3% per year
until it reaches 25% of its annual operating budget. HSJ, under the current Executive Director, is
planning to complete a strategic business plan in September, but has been unable to build cash
reserves because it has not raised enough money to meet its annual operating budget, as well as meet
the 3% annual reserve requirement. This inability to build reserves has been exacerbated by the
agreed-upon declining City subsidy that was negotiated in the 20 year Operating Agreement between
the City and HSJ.

In light of the steps taken by staff and the Council to ensure that the recommended subsidy increase
was justified and in the best interest of the City, the City only partially agrees with the Grand Jury's
conclusion that the City "failed in its fiduciary oversight." The City does acknowledge, however,
that HSJ did not meet its contractual requirements to complete a strategic plan and to build an
operating reserve.

Recommendation #la: The City should determine based on its overall budget and priorities the
appropriate subsidy level for History San Jose.

City Response: The City agrees with this recommendation and it has been implemented. As
described above, the Council approved an increase of the 2007-2008 subsidy to $875,000 based on
its budget and priorities. The same level was approved for FY 2008-2009 as part of the Council's
consideration of the full operating budget for that year. This increase was approved on a one-time
basis, meaning that the "base budget" (the amount assumed before changes are proposed) for FY
2009-2010 is $335,085, the annual subsidy included in the existing Operation Agreement as
amended.

In accordance with the Council's direction at the December 18,2007 meeting described above, staff
will present a proposed new Operation Agreement containing a recommended new annual subsidy as
part of the 2009-2010 budget process, which begins in January 2009. It is anticipated that the staff
recommendation for the annual subsidy will approximate the new annual level of $875,000.

Recommendation #lb: Based on its spending priorities and the subsidy level it determines to be
appropriate, the City should amend its Operation Agreement to adjust its subsidy schedule with
History San Jose and hold HSJ to its contractual agreements.

City Response: The City agrees with this recommendation and it will be implemented as described
above. As a result of the Council's 2007-2008 action to increase the subsidy, an amended Operation
Agreement was implemented. Included in that agreement amendment is a requirement for more
frequent and more stringent financial reporting, requirements with which HSJ continues to comply.
This amended agreement has been extended for one year, based on the Council's approval of an
$875,000 subsidy for the 2008-2009 budget year. A new Operation Agreement will be presented for
Council approval in conjunction with the 2009-2010 budget process.
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Recommendation #lc: The responsibility for arts and cultural nonprofit oversight should reside
within a City department with sufficient authority and appropriate staffing to enforce contract
compliance.

City Response: The City agrees with this recommendation, although it will be implemented in a
somewhat different way than suggested by the Grand Jury. The City has recently established a
multi-departmental Non-profit Strategic Engagement Committee, facilitated by a Deputy Director in
the Office of Economic Development (OED), a position that was added on a one-time basis for the
2008-2009 budget. The Committee includes representatives from OED, Office of Cultural Affairs
(OCA), General Services, Housing, Parks, Recreation & Neighborhood Services, and Public Works,
all of whom have a role in working with non-profits.

Responsibility for oversight of individual contracts with arts and cultural non-profits rests with
various departmental members ofthe Non-profit Strategic Engagement Committee as described
above. The specific department responsible is the one with which the contractual services are best
aligned. The Committee ensures that each responsible department is aligned with the City's overall
direction and coordinates with other involved departments in providing oversight and service to non
profits.

The Grand Jury recommendation suggests that the oversight responsibility should rest with a single
department for accountability. The City's organizational approach will still accomplish the desired
end result, but approaches it somewhat differently. The City interdepartmental structure ensures that
the lead responsibility for contract oversight and other aspects of the City's relationship with the arts
and cultural non-profit organizations is housed in a department that has the sufficient authority and
appropriate staffing related to the work of each individual non-profit, while the Non-profit Strategic
Engagement Committee ensures that the oversight is done in a consistent way.

The Non-profit Strategic Engagement Committee will discuss the accountability structure for HSJ
over the next few months. Currently, the responsibility lies with the General Services Department.

Finding #2: History San Jose's organizational structure lacks the overall leadership, financial
management, and fundraising strength to meet its contractual obligations.

City Response: The City partially agrees with this finding.

While it is true that HSJ has not met all of its contractual obligations, as described above, HSJ has
acted aggressively to improve its leadership, financial management, and fundraising strength. Its
recent accomplishments, listed below, indicate positive movement toward meeting the obligations
and delivering excellent service to residents.

Recommendation #2: The HSJ Board should re-evaluate the organization's management structure
and hire a full-time CFO and full-time fundraiser.

City Response: The recommendation has been partially implemented, and is expected to be fully
implemented before the end of2008. The HSJ Board has evaluated the organization's structure as
part ofthe development of a strategic plan, which is planned for completion in September. The
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strategic plan will include plans to hire a permanent staff Chief Financial Officer. In addition, HSJ
has hired its contractual Development Director as a full-time staff employee.

Finding #3: History San Jose's Board is not meeting their responsibilities as outlined in HSJ's
Board Responsibilities document.

City Response: The City partially agrees with this finding.

Based on information provided to staff by HSJ, the Board Responsibilities document sets a fund
raising goal for each Board member. The majority, but not all, ofthe Board members have met their
goal. Board giving has increased significantly since the City Council increased HSJ's subsidy in
December 2007.

Recommendation #3: Recruit Board members with financial and management expertise to mentor
HSJ management and oversee the turnaround of the organization. All Board members need to meet
and exceed their fundraising goals, bring in additional Board members, and come up with creative
means to enable HSJ to increase fundraising capabilities.

City Response: The recommendation has been partially implemented. HSJ has added two new
Board members in 2008, and HSJ has informed staff that each of these new members brings the
types of expertise described in the recommendation. According to HSJ, the Board is actively
engaged with HSJ management in the production of a strategic plan for the organization.
Additionally, HSJ has informed staff that the recent Valley of Heart's Delight fund-raising event was
very successful (this is an event for which the Board had primary responsibility for attracting
attendance). Last year's event attracted 230 attendees and produced net proceeds of $36,000. This·
year, the event had 500 attendees and realized a net return of $76,000.

Summary
Since the Council's action in December 2007, HSJ bas:

• Earned accreditation by the American Association of Museums, joining the San Jose
Museum of Art and the deSaisset Museum at Santa Clara University as the only accredited
museums in Santa Clara County.

• Reduced its expenditures to reflect the approved subsidy level and a realistic estimate of
other sources of revenue while retaining the highest priority public programs.

.• Attracted increasing private giving from individuals and corporations, and has prospects to
earn grant funding as well.

• Strengthened its Board of Directors with the addition of two new members.
• Vacated the Stockton Street warehouse with the help of previously-approved City funding,

allowing it to consolidate its collection at History Park and the Central Service Yard, while
allowing the San Jose Redevelopment Agency to demolish the warehouse to make way for
much needed parking in that area.

• Has begun work on a strategic planning process, scheduled for completion in September.
The plan will include plans to hire a permanent staff Chief Financial Officer.

• Has added a full-time grants writer and a full-time Development Director to its staff (the
Development Director was previously a contractor).



HONORABLE MAYOR AND CITY COUNCIL
August 5, 2008
Response to Grand Jury Report Regarding History San Jose
Page 6

The City and HSJ realize that HSJ must make continued strides to improve its long-term
sustainability. It is clear that progress in that direction is being made and the City's commitment to a
larger annual subsidy in 2007-2008 and 2008-2009 has been a key catalyst for that progress.

EVALUATION AND FOLLOW-UP

The City will track HSJ's progress toward completing a strategic plan and carrying out actions
associated with it. As these actions are completed, recommendations #2 and #3 will be fully
implemented.

PUBLIC OUTREACH

Although this action does not meet any of the criteria below, this memorandum is posted on the
City's Council Agenda Website.

o Criteria I: Requires Council action on the use of public funds equal to $1 million or
greater. (Required: Website Posting)

o Criteria 2: Adoption of a new or revised policy that may have implications for public
health, safety, quality of life, or financial/economic vitality of the City. (Required: E
mail and Website Posting)

o Criteria 3: Consideration of proposed changes to service delivery, programs, staffing
that may have impacts to community services and have been identified by staff,
Councilor a Community group that requires special outreach. (Required: E-mail,
Website Posting, Community Meetings, Notice in appropriate newspapers)

COORDINATION

This memorandum has been coordinated with the City Manager's Office, the Budget Office, the City
Attorney's Office, and with History San Jose.

CEQA'

Not a project.

~~
PEiE~YEN
Director of General Services

For questions please contact Peter Jensen, Director of General Services, 975-7290.



2007-2008 SANTA CLARA COUNTY
CIVIL GRAND JURY REPORT

CITY FAILS TO HOLD HISTORY SAN JOSE ACCOUNTABLE

Introduction

The 2007-2008 Santa Clara County Civil Grand Jury (Grand Jury) conducted an
investigation into the financial and management problems of History San Jose (HSJ),
the nonprofit organization responsible for the preservation and promotion of local
history.

Background

The San Jose Historical Museum (Museum) was established in Kelley Park in
1971 in recognition of the importance of preserving and promoting the area's culture
and history. The Museum was owned and operated by the City of San Jose (City),
which developed a nonprofit entity, the San Jose Historical Museum Association
(Association), for fundraising and community involvement. In the early '90s, the
Association advocated to the City that a nonprofit entity could better manage the
combined Museum and the Peralta Adobe and Fallon House historical sites under the
assumption that privatization would enable the Museum to attract more private and
corporate funding. .

In 1994, the City commissioned The Wolf Organization, Inc. (Wolf), an outside
consulting firm, to conduct an assessment of transferring operations of the facilities from
the City to a nonprofit entity. The original Wolf assessment rejected all of the nonprofit
options it considered and recommended that a Museum Commission of prominent
citizens oversee the Museum and create a new nonprofit organization which would
eventually be able to operate the Museum. The City instead decided to transfer
operations of the Museum to a restructured and renamed Association. In its report,
Wolf cautioned that a proven fundraising track record was critical to the future success
of the nonprofit entity, especially in the difficult fundraising environment of San Jose.
Further, it warned that the City would "either have to continue to shoulder a tremendous
percentage of the burden or see the Museum diminish in size and scope of
programming."

In July of 1997, the nonprofit History Museums of San Jose began managing
some of the key programs and services at the Kelley Park and Peralta Adobe/Fallon
House facilities under an Interim Operating Agreement; and on April 1, 1998, the City
and the History Museums of San Jose (later renamed History San Jose) entered into a
20-year renewable Operation Agreement. Key provisions included the following:
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• The City would provide a subsidy to HSJ in the amount of $8 million over 20
years, paid quarterly. (This amount was later amended to $12 million to include
additional salaries per the original agreement.) To support HSJ's request that
the subsidy be paid out in the first ten years, the payment schedule "front loaded"
much of the funding through FY 2007-2008 with the assumption that HSJ could
secure increasing private donations. The sUbsidy schedule is shown in
Appendix A.

• HSJ was required to provide to the City a strategic plan, annual progress reports,
and timely and accurate financial information to support both annual funding and
any additional funding requests.

• HSJ was required to build a cash flow reserve of a minimum of 3% per year until
it reached 25%.

• The property and collections remained the property of the City. Maintenance and
security costs are shared between HSJ and the City, with the City providing
landscaping and utilities, and HSJ providing building maintenance and janitorial
services.

Discussion

History San Jose Financial Management

In the second year of its contract (FY 1999-2000), HSJ reported a deficit of over
$150,000. The following year, despite receiving a sizeable City endowment, HSJ
reported in its Annual Report to the City that it ended the year with a deficit of over
$350,000 and had to borrow from its cash reserve.

From 2001 to 2007 HSJ's financial condition continued to deteriorate, and it
stopped delivering annual reports and strategic plans to the City. Parrish & Peterson
Accountancy Corporation, HSJ's external auditor, documented concerns in the FY
2003-2004 audited financial statement about the organization's ability to acquire
additional donations and continue to provide its current level of programs and services.
In the audited financial statements for FY 2004-2005 and FY 2005-2006, outside auditor
Petrinovich Pugh & Company, LLP, included a letter expressing "substantial doubt
about the Organization's ability to continue as a going concern." Operating deficits
totaled over $480,000 in the four years ending FY 2006-2007, with a deficit of $324,000
reported for the final year of that period.

In May 2007, HSJ requested that the City increase the level of annual City
funding on a permanent basis to meet its basic annual operating cost of $1.9 million.
The City engaged the services of the Macias Consulting Group (Macias) to perform an
audit to assess the organization's financial viability, its compliance with the Operation
Agreement, and the cost to operate an organization of the Museum's size and nature,
including what funding level the City should support.
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In August 2007, HSJ notified the City that it had spent its reserve and City-funded
endowment and would not be able to meet its August payroll without emergency funds.
Although HSJ requested advances on both its second and third quarter payments, the
City advanced the second quarter only as the Macias audit was almost complete.

The Macias audit was published in September 2007. Among its findings were
the following:

• HSJ's financial stability is poor. Total revenues have declined and are
insufficient to support its current mission and level of services.

• HSJ has not had a predictable level of outside funding. The HSJ Board of
Directors (Board) is not meeting its fundraising goals and the organization's
fundraising consultant works only part time.

• Financial management concerns were identified. HSJ has not designated the
key position of Chief Financial Officer (CFO) as full time, and HSJ consistently
overprojects its revenues in its budget.

Macias recommended a four-year performance plan that included restructuring to
hire a full-time CFO and fundraiser, recruiting additional Board members to increase
fundraising, and replacing non-critical employees with volunteers as employees leave
through normal attrition.

In its response, HSJ agreed that it needs to improve its fundraising and
requested a "realistic subsidy of $1.2 million annually with a built in cost of living
increase." No budget, strategic plan, or rationale was provided.

At an October 2007 City Council meeting, the City Council accepted but did not
discuss the Macias audit and approved a recommendation by City staff to advance the
third quarter payment to HSJ. City staff was instructed to work with HSJ to understand
their funding request and make a recommendation in December.

In December 2007, the City Council approved the following:

• An advance of the fourth quarter payment for FY 2007-2008 to meet HSJ's
December payroll because HSJ had based its spending on a
$2 million budget with an assumption of a $1.2 million City subsidy.

• An increase of over $300,000 in the annual operating subsidy for FY 2007-2008
to a total of $875,000.

• Deferred approval of additional funding at the $875,000 level for the following two
fiscal years.

• Direction to have staff work with HSJ to bring forth a funding plan and schedule
at the beginning of FY 2009-2010 for the remaining years of the agreement.
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In an effort to comply with the City Council's direction, HSJ started to develop a
strategic plan and cost controls. As of March 2008, HSJ's cost reduction plan is to defer
hiring a Director of Education and several other vacant staff positions. The February
2008 financial plan for the current fiscal year depends on HSJ raising $421,000 in
revenues before the end of the fiscal year to achieve a balanced budget. No
contingency plans are in place if that target is not met. HSJ is developing a strategic
plan based on receiving an $875,000 annual City subsidy through FY 2009-2010.

History San Jose Governance

The HSJ Board of Directors is accountable for the financial and fiduciary
performance of HSJ. It also is responsible for setting and implementing a strategic plan
and monitoring the performance of the organization and its CEO.

Individual Board members are responsible for raising $3500 annually. The Board
Chair acknowledges that this responsibility is not being met and that Board fund raising
is an area that needs improvement. .

City of San Jose Oversight

The City has had one Administrative Officer who acts as liaison and contract
administrator for the City's cultural venues. This position is responsible for receiving
and reviewing the financial and administrative reports from seven or more nonprofit
organizations and gives verbal summaries to management. The position is also
responsible for attending the nonprofit organizations' Board meetings, although
according to Board minutes the last HSJ Board meeting attended by the City was in
May of 2007. The position does not require expertise in financial analysis and is unable
to spend time reviewing performance and deliverables against contract requirements.
The Administrative Officer estimated to the Grand Jury that approximately ten percent of
the position is devoted to HSJ.

Due to concerns about HSJ's financial viability, the City has recently designated
a director-level individual with a financial background to act as the liaison between HSJ
and City management. This individual is working with HSJ to ensure that 'they develop
a realistic budget and operating plan for the rest of this fiscal year and track to that
budget, and also to report to the City next year on the appropriate funding level for the
organization going forward.
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Conclusions

• The original contract between the City of San Jose and HSJ was established on
the basis of a decreasing subsidy for the City with revenue generation being
transferred to HSJ. Over the last ten years, as the subsidy has decreased, HSJ
has not raised the offsetting revenues or adjusted its operating model for
decreased expenditures.

• The 2007 audit report from the Macias Consulting Group pointed out significant
financial and organizational issues within HSJ.

• HSJ is not staffed to provide appropriate financial management as it lacks a full
time CFO and full-time fundraiser. HSJ management has not demonstrated an
ability to develop and manage to a balanced budget.

• The City of San Jose failed to enforce the Operation Agreement with HSJ and
failed to heed auditors' and HSJ's early warnings of financial problems.

• Based on its current structure, the City of San Jose is not organized to provide
sufficient oversight of nonprofit organizations including contract compliance and
financial analysis.

• The City engaged the services of two professional consultants, The Wolf
Organization and the Macias Consulting Group, but did not follow their
recommendations.

5



Findings and Recommendations

Findings were reviewed with the subject agencies.

Finding 1

The City of San Jose has failed in its fiduciary oversight of History San Jose. In
spite of recommendations made by the Macias Consulting Group, the City Council
approved a subsidy increase to HSJ this year of over $300,000 without HSJ meeting its
contractual requirements for documentation.

Recommendation 1a

The City Council should determine based on its overall budget and priorities the
appropriate subsidy level for History San Jose.

Recommendation 1b

Based on its spending priorities and the subsidy level it determines to be
. appropriate, the City should amend its Operation Agreement to adjust its subsidy

schedule with History San Jose and hold HSJ to its contractual agreements.

Recommendation 1c

The responsibility for arts and cultural nonprofit oversight should reside within a
City department with sufficient authority and appropriate staffing to enforce contract
compliance.

Finding 2

History San Jose's organizational structure lacks the overall leadership, financial
management, and fundraising strength to meet its contractual obligations.

Recommendation 2

The HSJ Board should re-evaluate the organization's management structure and
hire a full-time CFO and full-time fundraiser.
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Finding 3

History San Jose's Board is not meeting their responsibilities as outlined in HSJ's
Board Responsibilities document.

Recommendation 3

History San Jose should recruit Board members with financial and management
expertise to mentor HSJ management and oversee the turnaround of the organization.
All Board members need to meet and exceed their fundraising goals, bring in additional
Board members, and come up with creative means to enable HSJ to increase
fundraising capabilities.
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Board Chair, History San Jose
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PASSED and ADOPTED by the Santa Clara County Civil Grand Jury on this 1st day of
May, 2008.

Raymond A. Blockie, Jr.
Foreperson

Tim Cuneo
Foreperson pro tem

Kathryn C. Philp
Secretary
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Appendix A

History San Jose Subsidy Schedule

Year Fiscal Year . HSJ Annual Supplemental HSJ Total
Subsidy, $ Staff Annual

Payment, $ Subsidy, $
1 1998-99 964,000 199,823 1,163,823
2 1999-00 750,000 199,823 949,823
3 2000-01 750,000 199,823 949,823
4 2001-02 750,000 199,823 949,823
5 2002-03 750,000 199,823 949,823
6 2003-04 712,500 199,823 912,323
7 2004-05 660,000 199,823 859,823
8 2005-06 610,000 199,823 809,823
9 2006-07 487,500 199,823 687,3231

10 2007-08 375,000 199,823 574,823
11 2008-09 135,262 199,823 335,085
12 2009-10 135,262 199,823 335;085
13 2010-11 135,262 199,823 335,085
14 2011-12 135,262 199,823 335,085
15 2012-13 135,262 199,823 335,085
16 2013-14 135,262 199,823 335,085
17 2014-15 135,262 199,823 335,085
18 2015-16 135,262 199,823 335,085
19 2016-17 135,262 199,823 335,085
20 2017-18 61,710 199,823 261,533

Total $8,088,068 $3,996,460 $12,084,528
Source: Operation Agreement between the City of San Jose and The History Museums
of San Jose.

1Actual amount paid to HSJ was $714,124 for this period.
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