eJournal
of Tax
Research

Atax

UNSW

Volume 14, Number 2 November 2016
(Special Edition: Atax 12" International Tax Administration Conference)

CONTENTS

2 5 1 Editorial

Grant Wardell-Johnson and Robin Woellner

253 Beyond polemics: Poverty, taxes, and noncompliance






eJournal of Tax Research (2016) vb4, no. 2, pp. 35386

What's BEPS got to do with it2xploring the
effectiveness of thin capitalisation rules

Ann KayisKumar

Abstract

In October 2015, the OECD made a best practice recommendation in Action 4 of its BEPS project, suggesting a Fixed Ratio
Rule in place of thin capitalisation ruleEhis review was almost 3 decades in the making, with the most recent OECD report

on thin caitalisation rules published in 1986, which omitted guidance on how these rules could best be designed.

Thin capitalisation rules’ strong emphasis on revenue base protection has resulted in their exponentially increasityg populari
internationally since t

The optimisation model developed in this paper shows that the OECD’s Fixed Ratio Rule é&ffeubiree than the current
regime of thin capitalisation rules at protecting the tax revenue base from the maggrtessivanultinational enterprises
(MNEs). However, the model also indicates that it is ultimately more effective to align the tawein¢adf intercompany
funding to eliminate the ‘underlying disease’ (the tax incentive for thin capitalisation), rather than adopting rulemgttat mi
the ‘symptom’ (such as the OECD'’s Fixed Ratio Rule).

This research presents a unique contributiomédliterature by simulating complex creassrder intercompany tax planning
strategies.
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1. INTRODUCTION

For nearly a century, tax authorities have been developing international principles for
tax treaties imttempts to addresbe problem of international tax coordination, with
their focusevolving into designing international principles to prevent both the double
taxation and double ndxation of MNE incomé.

In October 2015, the OECD made a best practice recommendation in Action 4 of its
BEPS project, suggesting a Fixed Ratio Rule in place of thin capitalisation Tiiss.
review was almost 3 decadedlie making, with the most recent OECD report on thin
capitalisation rules published in 198@ich omitted guidance on how these rules
could best be designéd.

In response to whether the Australian Government has actioned the OECD’s BEPS
Recommendation on Action 4, the Treasury noted thaustralia has already
tightened its Thin Capitalisation ruleS However, this position is contrary to
commentary from both practitionérand academicSwho note that tightening the

safe harbour rule should not benflated with strengthening the overall effectiveness

of thethin capitalisation regime and, in turn, the ability of a jurisdiction to protect its
tax revenue base.

While the OECD makes a distinction between combating BEPS and reducing
distortions betweerthe tax treatment of debt and equitig,is clear that both the
OECD’s BEPS project and the thin capitalisation rules’ raisons di€tpgimarily
concerned with protecting national tax revenue bastsvever, it is the decision of

2‘The issue of international tax coordination has often been seen mainly as a problem of alleviating
double taxation.This problem arises because most countries insist on their right to tax all income
originating within their borders as well as all income earned by their residéotgever, since some
countries have found it in their interest to play the roleaf haven’, the international tax
coordination problem may often be one of preventing tax evasion rather than a problem of double
taxation: PB Sgrensen, ‘Issues in the Theory of International Tax Coordination’ (Bank of Finland
Discussion Papers No 4/90, 20 February 1996, 7
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the revenue authorieto create a crosssrder taxinduced debt bias which actually
results in said tax base erosibn.

The current international tax framework incentivises the location of expenses in
highertax jurisdictions and income in lever notax jurisdictions as it can result in
significant tax minimisation. Mitinational enterprisefMNES) can shift expenses to,

361






eJournal of Tax Research What's BEPs got to do with it?

363



eJournal of Tax Research What's BEPs got to do with it?

A significant gap in the literature is that thin capitalisation rules’ impact on tax
planning has only been analysed on a piecemeal basis, and studies have not yet
adequately considered the impact of thin capitalisation rules on MNES’ investment
decisions. Notably, Rufand Schindler observe that there are too few empirical

studies investigating the effect of thin capitalisation rules on investiieSimilarly,

Merlo, Riedel and Wamser notedhe question of how thin capitalisation rules are
related to real investemt activities of MNEs has been widely neglected in the
literature . *®

However investments by an MNEan be grouped as either real or ‘pure papér’.

this context, despite the literature already analysing the isolated impacts of ‘pure paper’
profit shifing induced by international tax differenc@she literature has not yet
focussed on the behavioural responses induced by thin capitalisation rules on MNEs
‘pure paper’ investment decision3his analysiswould likely form a key litmus test

of whether garticular reform eliminates or encourages distortions between debt and
equity financing.

Further there is little emphasis on eliminating distortions in the tax treatment of cross
border intercompany passive incorfe. This paper posits that an unequal tax
treatment of passive income involving certain categories of otherwise fungible
intercompany debt and equity financing, licensing and finance leasing activities, can
distort economic choices about commercial activities and encourage tax planning
behaviours

The reasoning for this is twiold; first, intercompany dealings are fungible and
mobile3* Seconda parent company would likely be neutral to these different funding
options? particularly if they constitute purely financing activities that are detehin
and allocated by corporate treasury centres and eliminated on consolidation for
accounting purposes.

An underlying assumption in this paper is that as long as an MNEs can benefit from
tax planning opportunities presented by existing rules includingy, alig the arm’s
length standard, thin capitalisation rules, debt/equity rules, withholding taxes and

27
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foreign tax relief, there is a tax incentive to adjust its behaviour to maximise overall
deductions in highetax jurisdictions to minimise the growpide tax liability and, in
turn, the overall net profit after tax

The author recognises that not all MNEs will fall within this category in practice.
Accordingly, this study is only concerned with MNEs that are responsive to cross
border taxinduced distortions.

Assuming that MNEs which exhibiax planning behaviour make tax decisions as a
global group with the objective of minimising total tax payable worldwiBach ax
planning is generally encouraged by tax professioffaland is statutorily,
adninistratively and judicially condone8. In other words, such an MNE isax-
minimising , albeit with varying degrees of aggressiveness.

Accordingly, the behaviourally distortive effects of existing and proposed tax rules
relating to cros$order intercompany activities are of primary concern in this study.
Specifically, he focus of this paper is on MNE’'s crdssder intercompany
transactions relating to passive or highly mobile income; specifically how tax
distortions affect MNE decisions on the fundim between intercompany financing,
licensing and finance leasing activities.

As such, this paper proposes restricting the tax deductibility of thetberwise
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Figure 1. Various types of intercompany payments

Perhaps the most controversial aspect of the funding bias concept is that royalties are
fungible. However, this paper does not suggest that all intercompany royalties are
equivalent and fungible with other financing activitieRather, the scope is limited to
some categories of licenses or royalty financing ostensibly similar in their capacity to
provide access to an underlying asset with the ability to provide a reveasam str
(termed‘royalties) but not dissimilar in operation to intercompany debt or equity
financing or a finance lease

It is noteworthy that, as observed by Vanfh]istorically, excess royalties were
assumed by some OEEC delegates to be classifidividend-1.6at--1. (C)6 (.9 (i)-](a2.6i)-4.6 (1)
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financial transactions ... affiliated leasing transactions could replicate the
consequences of related lendirfy Nonetheless, Benshalom observes that the
mobility of intercompany activities erodes the source jurisdiction’s tax base from both
the perspective of intangible and tangible manufacturing and merchandise aéfivities.

So, while the literature implicitly contains support for the proposition that-barsker
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global tax liabilities through external debt financing, but we cannot observe
their using internal debt to generate interest deductions intéwgbeuntries

and interest income in lotax countries ... intrafirm transactions are
nontrivial and may even exceed the avoidanppodunities with third
parties®’

In the absence of a requirement to fully disclose their intercompany transactions in
financial statements, croseferencing the information reported to taxing authorities
and reported in financial statements is a highly challenging “fagkurther, if a
subsidiary is a private company it does not even need to disclose comprehensive
finandal statements in the source jurisdictiinAccordingly, this presents a gap in

the literature.

Generally, quantitative evaluations are conducted utilising regression based evaluation
methods and general equilibrium modellingFor example, there is growing
theoretical literature on the relationship between tax planning and investment locations,
and its implications for tax policie8. There is also a rich literature which utilises
empirical data in this context, extensively considering the relafipristween MNE
Ieverg'ilge and taxation with US, Canadian and European Union (particularly German)
data:

47KS Markle and DAShakelford, ‘CrossCountry Comparisons of the Effects of Leverage, Intangible
Assets, and Tax Havens on Corporate Income Taxes’ (2012) 65 Tax Law REvj@d7432.

48 Commentators such as De Simone and Stomberg observe than¢fhl reporting for incomexes is
so complex that even sophisticated financial statement users often ignore detailed tax disalubures
‘taxation is often viewed by the market as beyond meaningful anapsisSimone L and Stomberg B,
‘Do InvestorsDifferentially ValueTax Avoidance of Incoméobile Firms?’ (Working Paper,
University of Texas at Austin, June 2012),Qonsolidated accounts undergo intercompany
eliminations so are not helpful in this regakifhile some MNEs provide some detail regarding their
intercompany tragactions in their segment reports, this is not a requirement across the board. See
further, ‘this large shift in preax income without any corresponding change in revenues suggests the
presence of significant intercompany paymedikely royalty payments attributable to the transfer of
intellectual property into IrelandK BalakrishnanJ Blouin and WGuay, ‘Does Tax Aggressiveness
Reduce Financial Reporting Transparency?’ (Working Paper, Wharton School, University of
Pennsylvania, 20 September 2011), 29.

“9 For example, in the financial year ending 2014, Google Australia Pty Ltd’s disclosure omitted itemising
over $35 million in expenses from its financial statement and the corresponding notes, not even
categorising these expenses as ‘COGS’ and/or ‘Other expefsetier, Google Australia Pty Ltd’s
intercompany financing activities were presumably classified as ‘operating’ activities, as the ‘financing’
section of the cash flow statement was entirely blank, with no details afforded in the notes.

* Q Hong and MSmart, ‘InPraise of x Havens: Internationalax Planning and BreignDirect
Investment’ (2010) 54(1fturopean Economic Revie8®2; see references cited therein, including: H
Grubert and Slemrod, ‘The Eect of Taxes on Investment anddomeShifting to Puerto Rico’ (1998)
80 Review of Economics and Statisti865-73; A Haufler and GSchjelderup, ‘Corporate Tax Systems
and Crossountry Profit Shifting’ (2000) 52 Oxford Economic Pape&86-25;J Mintz and MSmart
M, ‘Income Shifting, Investnent, and &x Competition: Theory andvidence from Rovincial
Taxation in Canada’ (2004) 88 Journal of Public Econorhiz$3-168; S Bucovetsky and Adaufler,

Tax Competition When Firms Choose Their Organizational Form: Should Tax Loopholes For
Multinationds Be Closed?Technical Report 1625, CESifo, 20058l&émrod and JWilson, ‘Tax
Competition withParasiticTaxH
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Substantially less developed is the literature on the effect of taxation on leverage in a
multilateral context, with ‘nxn countries. Huizinga, Laeverand Nicodéme present

the primary exploration of whether MNEs make multilateral capital structure decisions
based on the tax rates faced by various subsidiaries.
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International tax
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Figure 2: The modelled ‘multiverse’ of policy iterations and MNE tax
aggressiveness

This hypothetical ggroach is preferable due to the accessibility issues associated with
collecting various revenue authorities’ corporate tax return data and the limitations of
using accounting dataEven if accounting data was gathered through annual reports
this approach is problematic given the difference between accounting profit and
taxable income. Specifically, MNEs start with accounting profit and then make
adjustments to accounting préfito reach their taxable profif. Accordingly, it is
difficult to glean interompany taxelated information from financial statements.

Further,these difficulties ar@xacerbated by recent amendments to the Corporations
Act 2001, enacted 28 June 2010, which have removed the requirement for companies
to include full unconsolidated parent entity financial statements in their group annual
financial reports under Chapter 2M of t@erporations Act 200Where consolidated
financial statements are requir®d.This renders it even more difficult to discern
intercompany taxelated information. Also, there is currently no requirement to
produce‘general purposefinancial reports in subsidiary locations where the MNE
determines that that subsidiary is notreporting entity. Further, given the gaps in
reporting requirements and the fact that some items atmtsfhce sheet to begin with,

it is highly difficult to undertake a meaningful analysis of data from financial
statements in this contexi@This is madenore problematiby the absence of official
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The remainder of this section outlines and justifies the optimisation model.
Specifically, it expresses MNEs' decisions to utilise various conduit financing
structures to minimise taxation for the overall group in thenfof an algorithmic
expression.

The optimisation modeis developed using the IBM ILOG CPLEX for Microsoft
Excel (‘CPLEX’) software® Microsoft Excel is utilised to generate the data,
delineate the parameters and display the solution in a multidimensional format, while
the CPLEX software is used to express and solve the optimisation problem.
Quantitative analysis facilitates a deeper emsthnding of the interplay of effects
determining taxnduced distortions than may not be observable with a qualitative
analysis alone.

The ‘objective functionis to minimise the total tax payable by the MNE on global
operations. The ‘constraints’ arehe four groups of otherwise fungible intercompany
debt and equity financing, licensing and finance leasing activitidse model can
then be finguned by overlaying various parameters.

Specifically, he hypothetical MNE modelled by this paper has estiiie four
jurisdictions; two higktax jurisdictions (one capita&xporter and one capitahporter;
specifically, a US parent and Australian subsidiary) and two kavejurisdictions
(one nontreaty country and one treaty country, in Hong Kong and Singapore,
respectivelyf®

Given its focus on intercompany funding options, this optimisation model focusses on
funding constraints and regulatory limitations directly relevant to intercompany
funding decisionsnamely, withholding taxes, thirapitalisation rules and foreign tax
credits. This ensures the modelcemplex and flexibleenough to represeroth
funding structure decisions and regulations influencing thekavioural responses

The baseline model in the optimisation problem csinsof the current global tax
framework and its treatment of fungible funding optiotisis necessary to develop a
baseline model because modelling in this area has not yet focussed on the fungibility
of intercompany funding optionsSo far, the predomant focus in the literature has
been on an econonwide scal&’ with firms identified with, for example, one unit of

® CPLEX is a sophisticated software appropriate for both building and solving optimisation problems,
and for interfacing with Microsoft Excel; ‘IBM® ILOG® CPLEX® for Microsoft®xgel is an
extension to IBM ILOG CPLEX that allows you to use Microsoft Excel format to define your
optimization problems and solve them. Thus a business user or educator who is already familiar with
Excel can enter their optimization problems in that fairand solve them, without having to learn a
new interface or command language. CPLEX is a tool for solving linear optimization problems,
commonly referred to as Linear Programming (LP) problet@v ILOG CPLEX V12.1 IBM ILOG
CPLEX for Microsoft: Excel Usr's Manual, 12
<ftp://public.dhe.ibm.com/software/websphere/ilog/docs/optimization/cplex/cplex_excel_user.pdf

% In the Australian context, it appears that Singapore is a relatively more popular jurisdiction than other
well-known lowtax jurisdictions sch as Ireland in terms of the volume of intercompany payments
made by Australian companiesBaitler and GNilkins, ‘Singapore, Ireland dp Havens For
Multinational Tax Dodgers’, Sydney Morning Her&tmhline), 1 May 2014
<http://www.smh.com.au/business/singapmetandtop-havensfor-multinational-taxdodgers
20140430-37hzi.htrrl

7 See, for example, OBacobs and Spengel, ‘The Effective Average Tax Burden in the European
Union and the USA: A Computdrased Calculation and Comparison with the ModehefEuropean
Tax Analyzer’ (ZEW Discussion Paper No-84, Centre for European Economic Research (ZEW)
and University of Mannheim, September 1999).
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capital with different firm types linked to different types of capital whereby MNEs
dispose of as unit of mobile capiffl. Even when the ralysis is constrained to a
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For ease of reference, the abbreviations used throughout the remainder of this section
are summarised in Tablebelow:
Table 1. Abbreviations used in formulation of model

Abbreviations

02$6, | Net profit before tax for compg * Eat the start of the period
02$6 | Net profit before tax for companyEat the end of the period
N Headline corporate income tax rate in countgy *
TTP Total tax payable
N The rate of return on debt financing from compa&yo company ‘F
&y v The balance of debt financing provided from compahtp‘company ‘F
1 The interest received by compangg(or, if negative, interest paid)
N The rate of return on equity financing from compatid company F
"oy The balance of equity financing provided from compaBgto' company ‘F
8 The dividends received by compan§(or, if negative, dividends paid)
N The rate of return on licensing from comparto company ‘F
% v Thebalance of licenses provided from compaiyd company ‘F
N The royalties received by compang(or, if negative, royalties paid)
I\JJ v The rate of return on finance leasing from compaBp‘company ‘F

oy The balance of finandeases provided from companfto company ‘F
20 The finance lease payments received by comp&fgr, if negative, finance leas

payments paid)

4.1 The objective function Minimising total tax payable

Since this model is only concerned with théeioompany activities conducted to
minimise tax, the only relevant constraints relate to these intercompany trans&ctions.
02$6,is the amount of Net Profit Before Tax@2$ 6 of company Eat the
beginning of the periodd 2 $ gsis the amount of EBIT of companyatEhe end of the
period; Nis the tax rat€ defined by the government of countB/For simplicity, the
‘real’ NPBT is a constant for each entity in each jurisdiction and is gi%eh¥ 6,).

The impact of he sum of intercompany transactions in each affiliate on NPBT is
denoted as follows:

0236= 028G+ v+ B 40+ 2 (1)

The general optimisation problem is the minimisation of the objective function by
adjusting the design variables and at the same time satisfying the constiraitits.
present analysis, the objective function is Total Tax Payablé @ for the corpoate

group.

® Elements of 8ction4 have been elaborated on in detail in a previous paper by the authorKiiayés,
above n 53.

s While the ‘effecti\e tax rate’ would arguably be preferable, for simplicity the headline corporate
income tax rate is used in this variation of the model.
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a

/EEIEOA62Z |  02%$f.5x N )
ab

As illustrated in an earlier paper by the autHdhe model is set with an initilPBT
at $100 for both affiliates in the highx jurisdictions and with NPBT as $0 for the
affili ate in the lowetax jurisdiction’®

4.2 The constraints Intercompany financing activities

Since this model is only concerned with the intercompany activities conducted to
minimise tax, the only relevant constraints relate to these intercompany transactions,
rather than extending to ‘real’ economic activities.

Accordingly, this optimisation problem is subject to four ‘primary constrairisich
constraint relates to one of the four categories of fungible intercompany funding that
constitute the focus of this thesis; namely, debt financing, equity financing, licensing
and finance leasing &gy * 'Yy ' %vand ‘ 5y respectively)’® These can be
characterised as the underlying capital amountsy§). The ‘flow’ (* (y) or
remuneration deried therefrom constitutes interest, dividends, royalties and finance
lease payments ¢, * 8} * 4hand ‘ 2} respectively).
This is formulated as follows for each constraint:
a
(= I -o¥ Ny (3)
s 0V
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Table 2 Overview of withholding tax rates between USA, Singapore, Australiand Hong Kong

Withholding tax rates
Interest Dividends Royalties Finance lease
payments
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highlighted in bold. For example, assuming a high level of participation, the
withholding tax rate of dividends from Co C and Co A would be perocent It is
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51 Variation 1: Tightening Au stralia’s thin capitalisation rules

One of the most surprising findings in relation to the existing system is that the
hypothetical MNE is indifferent to the existence and/or variation in thin capitalisation
rules. This is because while thin capitalisatioles change the funding mix of entities
within an MNE, theT TP remains unchanged.

Specifically, where this variation is modelled with NEBficrements between &nhd

100, theTTP remains the same for each increment of tax aggressiveness, such that the
AETR is 26.50per cent to 30.75per cent regardless of whether thin capitalisation rules
are tightened.In contrast, in the absence of any tax planning the AETR is $&50

cent for the hypothetical MNE. So,oatrary to policymakers perception that thin
capitalisation rules can bmade more effective at restricting base erosion by simply
tightened the dekb-equity ratio, this modedlsofinds no impact on TTP.

The model shows nohange in TTP from tightening thin capitalisation rules from a
debtto-equity ratio of 3:1 to 1.5:1,as recently implemented by Tax and
Superannuation Laws Amendment (2014 Measures No 4) Ac{Qon4

In addition, capital structure and both the quantum and direction of funds flow remains

the same under smlled tightened thin capitalisation rulesin particular, the

Australian subsidiary experiences no change in its funding mix between inboiynd-
outboundenly, or both inbound/outbound rule3his result seem to be at odds with

the literature that tightening thin capitalisation rules would impact MNEs’ funding
decisions. The reason (m)22.14 Tc rsiy.9 (a)-1. (nt)-4.61.1 (r).3 (si)-2 (he)-1.6 ( )4(ddi)-4.3p(
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While at first blush these results may appear unusual, the anecdotal research presented
by Ruf and Schindlét anticipates this resulfThis finding is significant because even
though there is a growingody ofliterature challenging the traditional belief that thin
capitalisation rules protect the tax revenue base, including Ruf and ScHindkgr
Vann® there is currently no empirical evidence thatv FDI is sinply financed at or

around the dekib-equity ratio limits set by thin capitalisation ruleaccordingly, this

finding could have significant policy implications globally, especially given the
worldwide popularity of implementing and tighiag thin capitisation rules.

5.2 Variation 2: Unilateral adoption of the OECD’s BEPS recommendation
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Shaviro notd that this strict reform would bring the US rules closer to the German
earningsstripping rules®* However,there was much opposition to this ‘bifurcation’
rule.C
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rule in comparison to both the existing regime and the OECD's BEPS
Recommendation is presented in belawrigure 4.

Figure 4: Results of modelling the OECD’s Recommendatioand an Extended
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the unilateral and multilateral implementation of the OECD’s BEPS Recommendation
with both reforms resulting in an increase aat tax payable by the MNE, most
markedly for the most tax aggressive MNHEdowever, the most noteworthy finding

in this paper is thaan extended thicapitalisation rule is more effective at protecting

a jurisdiction’s tax revenue base than the OECD’s BEPS Recommendation.

While the implementation of the OECD’s BEPS Recommendation results in an
improvement to tax revenue base protection, the improvement is only marginal and
the reform ceases to deliver any improvement in tax revenue outcomes for the
majaity of MNEs (who are assumed to not be-gaggressive).On the other hand, an
extended thin capitalisation rule delivers a significant improvement to tax revenue
base protection, particularly for the most taggressive MNE but also across all levels

of tax-aggressiveness, as shown in Figure 5.

Figure 5: Results of modelling the OECD’s Recommendatiomand an Extended
thin capitalisation rule

Variation 2 Variation 3
OECD OECD
Recommendation Recommendation c
(Unilateral Fixed (Multilateral Fixed Broadened TC DECS

Ratio Rule c) Ratio Rule c)

Variation 4

Variation 1

Current

53.00 53.77 53.77 58.05

53.85 54.50 54.50 58.40
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