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Abstract: 

This paper intends to open a new path in the debate concerning the direction of the new EU financial markets regulation. This legislation is the product of two landmark events. The publication in 1998 of the Commission Action Plan for Financial Services and the publication of the Final Report of the Wise Men Committee in February 2001. Old and new EU financial markets regulation, and the processes surrounding it, can only be properly understood if the conflicting ideologies guiding its drafting and implementation are clearly identified. The paper argues that this has not happened in an EU context. There is a lamentable dearth of research in the area of EU financial services legislation from a political and economic analysis (public choice) perspective. As a result, the ideologies reflected on this legislation and the role that major players in the financial services industry, such as the organizations ISDA and BMA and their large law firm advisors, play in its drafting remain largely uninvestigated. On the other hand, US securities regulation and the New Deal statutes have been subjected to extensive political and economic analysis by law and economics scholars. Thus, a new research field has become wide open to European law and economics scholars. The demand for undertaking an extensive analysis of this kind has become even more pressing since 1997. The technological advancements, such as the trading of financial products on the Internet and the remote provision of financial services by the same means, placed into mass market use during that year threaten to alter radically the cost and geographic structure of the EU financial services industry and the fundamentals of the provider/user relationship. 
The paper identifies the ideological confusion that permeates EU financial markets regulation as the basic problem inhibiting the fast and effective enactment of the new EU financial markets legislation. It argues that the confusion that has surrounded the progress and implementation of EU Commission’s proposals for new financial markets legislation due to national government, European Parliament or industry lobbying groups’ intervention or rejection of its proposals is owed to this lack of guiding policy direction. This has led to serious delays in the enactment and implementation of necessary financial markets legislation. 

1. Introduction

The term political economy in its wider context encompasses the application of the tools of economics for the analysis of the political, social and legal phenomenon and it is with this meaning that is used here.
 The first step in the economic analysis of the regulation of financial services in the EU is to identify the aims, objectives, rationales and interests that such regulation should pursue in the first place. A number of developments have made this question more timely than ever. These developments are the recent financial scandals that have tarnished the US economy and have led to the collapse of such giants as Enron and WorldCom,
 which have had severely adverse effects on EU stock markets and corporations, the Commission’s Action Plan for Financial Services and the recommendations made in the Final Report of the Committee of Wise Men on the Regulation of European Securities Markets.
 

2. The Political Economy of EU Financial Services Legislation

2.1
The EC’s New Deal for Financial Services
A great deal has been written in respect of the economic analysis of US securities regulation.
 This, before the newly enacted and implemented Sarbanes-Oxley,
 was largely based on the “New Deal” statutes of the early thirties.
 On the other hand, very little has been said, from an economic analysis perspective, about the underlying fundamentals of the political consensus reached between the Delors’ Commission and the member states which led to the Single European Act and the subsequent EC financial services legislation of the late eighties and early nineties. Nor much has been said about the subsequent collapse of this consensus in the mid-nineties. I shall call this consensus, somewhat licentiously, the “EC’s New Deal for Financial Services”.
 

Colin Mayer’s
 and Marco Pagano’s
 research on the transaction cost aspects of the integrated EU financial market and expected benefits has been methodologically rigorous and ultimately convincing. This, however, has been restricted to certain aspects of the internal market for financial services. Mayer’s research in this area has mostly focused on the differing regulation of the asset management industry and Pagano’s on the differing structure and costs of securities trading between the different EU financial markets. In addition, little thought has been given to the interest group analysis of the EU financial services legislation. Most of the existing literature in this area has, in fact, focused on justifying centrally driven harmonization of the rules of conduct in EU financial markets.
 As a result, neither the aims of EU financial services legislation, nor its results have been extensively examined from a political and economic analysis perspective,
 despite the fact that other aspects of the internal market have been subjected, to a certain extent, into such analysis.

2.2
The Internal Market “is not working”

The drive towards the harmonisation of the rules for the prudential regulation of credit institutions and investment firms acquired an unstoppable momentum in the course of EC’s New Deal for Financial Services. The water dams and the river defenses of the doubters were flooded by the wave of optimism, which surrounded the enactment of 2BCD, ISD and CAD. Many commentators, perceived these as the vehicle that would bring about the “promised land” of the EU single market for financial services and attendant benefits. I shall call this attitude the “post-ISD euphoria”.
 At the same time, and possibly for that reason, insufficient thought was given to the gaps it was leaving behind. These gaps can be mainly found in the area of rules of conduct and their enforcement in the context of cross-border transactions.
 

To make matters worse by the mid-nineties the harmonisation zeal had eclipsed due to prevailing decentralization attitudes to EU legislation, supported strongly by the UK and a number of other EU member states. 

Subsequently, in the autumn of 1998 the EU Action Plan on Financial Services
 and the follow up Commission Communication in the spring of 1999
 (together referred to, hereinafter, as the “Action Plan”) confirmed what most people in the field suspected by then. Despite the significant inroads that harmonisation legislation made in the late eighties and early nineties in the areas of prudential regulation of banks, insurance undertakings and investment firms and the regulation of the public offer of securities and fund products, the integrated financial market was not ante portas. According to the Commission, wide differences prevailed throughout the EU: (a) in the way financial services contracts are formed; (b) the way national conduct of business rules regulate the relationship between financial services intermediaries and their clients; (c) the way exemptions from the public offer rules are provided or administered in various member states; (d) in the application of marketing and investment advertisement rules; and (e) in the way regulators understand and interpret the harmonised legislation. 

This, of course, does not mean that earlier commentators were not right to stress the importance of the harmonisation legislation of the late eighties and early nineties and the benefits it brought about. It’s just that, the “post-ISD euphoria” concealed, to a significant degree, the importance of the remaining barriers to free movement of financial services in the EU. 

2.3
Efficiency versus Fairness

For historical reasons that go as far back as the Treaty of Rome, which encompasses in the same text both the objective of a liberal market economy and social democracy, no serious thought has ever been given to the question whether the predominant aims of harmonisation legislation in the area of financial services are mutually compatible. Arguably, the two main rationales of EU financial services legislation (as these can be found in the recitals of most EU financial markets directives) are the opening up of national markets (“liberalization”), and improved investor protection (“fairness”). “Liberalisation” is held to lead to increased efficiencies in intra-state trade within the EU through reduced transaction costs bringing about more competitive and better priced markets, facilitating thus market integration. It is achieved through the targeted reduction of national barriers (e.g., legal and regulatory barriers and attendant costs of multiple compliance) in the establishment of EU firms in member states other than their home country and the cross-border conduct of banking investment and insurance business. In this way, harmonized legislation has created a “level playing field” between home firms and those established in other EU member states. Increased investor protection, on the other hand, is achieved by raising the protective content of investor protection rules in the harmonised legislation 

The pursuit of both aims, namely, that of increased efficiency through deregulatory measures that result in reduction of transaction costs so that to achieve an integrated market, and that of fairness (i.e., increased investor protection) through paternalistic regulation would seem to many theorists as impossible, given the apparent tension between the two. The debate regarding the (im)possibility to pursue efficient outcomes, which are also (morally) fair is, of course, as old as law and economics,
 and in fact much predates the law and economics movement.
 However, the fact that, views on the subject differ widely, does nothing to diminish the importance of the tension between the two most stated objectives of modern social and economic life and legal initiatives.
 EU financial services legislation cannot be an exception to this rule. Furthermore, the concern and skepticism expressed in this paper regarding the apparent “ideological confusion” permeating most parts of EU financial services legislation is not at all “theoretical”. Essentially, as explained above, national regulators are invited to implement and enforce pieces of legislation, which, in the same space, ask them to both open up their national markets and raise the level of “protectionism” within their jurisdictions.

An illustration of the confusion arising from the pursuit of conflicting objectives in the implementation into national law of EU financial services legislation constitute the public offer and prospectus directive
 and the ISD. Arguably, if protectionist attitudes had not inhibited the drive for liberalisation, there would have been much less differentiation across the EU in the treatment of professional and expert investors or in the utilisation of the private placement exemptions.
 This confusion and asymmetry, aided also by diverging national conduct of business and marketing regimes, including investment advertisement regimes, have created significant barriers to the offer of financial services in the EU on a cross-border basis. In addition, confusion has often led to regulatory paralysis. For example, under the ISD host country regulators are entrusted with the supervision of incoming firms’ compliance with domestic conduct of business rules, despite the fact that these are also supervised by their home state regulator. 

It is this largely unacknowledged tension and sometimes-outright conflict between the pursuit of deregulatory objectives and paternalistic regulation that has, in the author’s view, created the current trail of confusion that surrounds the implementation of the Commission’s Action Plan and enactment of new EU financial services legislation, as envisaged in the Action Plan. An example of “confused” lawmaking as a result of serious disagreements between the proponents of liberalization and the proponents of protection - who under the guise of investor protection concerns are bound to also try to protect national commercial interests - constitute the “trials and tribulations” that have followed the draft 13the Company law directive (“The Takeovers directive”). The draft 13th company law directive, harmonising takeover regulation within the EC, began in 1990 but subsequently the impetus for its enactment faded out. In the mid-1990s, interest was renewed and in November 1997, the European Commission presented an amended proposal for a directive on takeover bids. In June 1999,
 it was announced that the Internal Market Council had reached a political agreement on all but one aspect of the proposed 13th Company Law Directive. A year later, in June 2000, work had progressed to the extent that the Council of Ministers adopted a Common Position on the directive on takeover bids.
 The directive was then sent to the European Parliament for a second reading, a procedure which was formalised by the July 2000 Communication from the Commission to Parliament. The European Parliament, which was supposed to have completed its second reading by October 2000, instead came out with suggestions for 15 further amendments to the directive during its December plenary session. The Commission could fully accept only three of them. A conciliation procedure was initiated in April 2001. A compromise text was agreed in June 2001. The European Parliament however voted to reject this compromise solution.

Other recent examples of this confusion in legislative objectives constitute the draft market abuse directive
 and the draft directive for the remote selling of financial services.
 The first, especially at level two (implementing provisions),
 is “unashamedly” protectionist, and admittedly for good reason, considering the recent scandals that have tarnished the reputation of corporate America. At the same time, the proposal directive for the distant selling of financial Services constitutes a genuine liberalisation measure. The draft directive aims to establish an appropriate harmonised legal framework governing distance contracts for financial services. It consolidates and completes the existing legal framework, so as to facilitate the functioning of the internal market. In particular, it comprises details of the information that has to be provided before conclusion of the contract, an obligation to provide written confirmation of this information, a right of withdrawal, except in the case of certain specific services, the principle of payment for the service provided before withdrawal, consumer protection with regard to payment by card, a ban on unsolicited sales, a limit on using means of distance communication, and measures to facilitate the settling of disputes. Although the proposal directive reaches arbitrary solutions in a number of areas, e.g., regarding contract cancellation, cooling off periods, adjudication of disputes, it, arguably, provides a level of protection that is lower than that already provided in some continental jurisdictions to retail users of financial services, e.g., Spain, Italy, France. In this respect, it constitutes a fine compromise between the suggestions of the providers of E-commerce financial services and the very restrictive provisions that the aforementioned jurisdictions have in place. The fact, however, that both documents may constitute good solutions to existing problems, does not mean that they do not stand on opposite poles in terms of actual, as opposed to suggested, objectives and outcomes.

3.
The Impact of E-Commerce: Two clicks and “a prayer” 

Significantly, it took two major developments in the global financial markets to fully expose the importance of the remaining barriers in intra state trade in financial products and services in the EC. The first was the introduction of the common currency (Euro). The second was the increased use of the Internet as a means for the distribution of financial products and provision of financial services on a cross-border basis. While the impact of the EMU on the integration of the internal market for financial services cannot be underestimated, the relevant discussion is best left to well qualified econometricians. What, however, can be discussed here with a certain degree of confidence is the effect that the provision of financial services over the Internet brought to the already creaking architecture created by the EC New Deal for Financial Services. Namely, although it would be very difficult to measure with precision, what are the exact economic benefits that the technological revolution is meant to bring to the internal market for financial services, and why can these only be safeguarded through the reform of EC financial services regime and the elimination of national legal barriers, some general assumptions can still be made.

One of the major criticisms directed at classical economics (i.e., the writings of Adam Smith & David Ricardo)
 and neoclassical economics (i.e., the synthesis between the writings of liberal free market theorists, the assumptions made in Alfred Marshall’s microeconomics and the Keynesian
 version of macroeconomics)
 is that it perceives technology as an exogenous and random development (with the characteristics of public good) and it does not build it into its models of economic growth.
 Against this background, the New (Endogenous) Growth Theory, as developed by professors Lucas and Romer,
 regards technological development not only as a major factor for the increase of productivity of the other two major production factors that of capital and labour, but also as a factor that creates increased (and not diminishing) returns to the scale. It can be validly assumed that, Lucas and Romer theory can be extended to the alteration that technological change brings in the way financial products are distributed and services are offered to end users. This means that, because of the use of new technology, transaction costs in the distribution of financial products are reduced. It means, also, that the global financial services industry will become an even tighter oligopoly, dominated by the very few large players that will afford the initial sunk costs of building up multifunctional and reliable E-Commerce platforms, and who will reap the subsequent increased returns to the scale.

The advent of the E-Financial Services has, arguably, brought down the cost of transacting on a global scale for the financial services industry, especially in respect of dissemination of financial information (e.g., investment research) and distribution of savings and investment products. What was before offered only on the phone and to a selected list of clients (mostly institutional investors) has become now available on-line and accessible to a much wider group of potential users.
 Simple, as well as complex, financial products have become only a click away from the reach of even unsophisticated/retail investors. Such persons, did not have in the past, due to very high transaction costs, immediate and unlimited access, if they had any access at all, to the majority of the products that the global financial services industry generates, including sophisticated investment information and exotic investment techniques.
 

Another significant gain, that technological change, in the way financial services are provided, is expected to bring, is improved allocative efficiency. Unfettered investor access to competing providers of financial services allows them to compare the charges and products of competing providers and choose to transact with those that provide the best product or service for the lowest price. The fact that investment information is now available to a degree unthinkable in the past allows, this argument goes, investors to compare prices and performance and choose the products with the highest returns, for their risk appetite, which are provided from the most credible firms, minimizing, thus, inefficiency in the allocation of their investable savings.

How then, in practical terms, do national legal barriers to the integration of the internal market for financial services inhibit the cultivation of the expected benefits of the E-Commerce revolution? The next section will attempt to provide an answer to this question and will discuss the recent Commission initiatives in this area.

4.
The New EU Financial Services Consensus
This section discusses the inadequacies of the internal market for financial services and the Commission’s reaction to the incomplete legal framework. Those practising in the area of financial markets in London and other European capitals have some “horror stories” to tell about the cost of setting up an E-Commerce platform in what is supposed to be a single market. A significant part of this expenditure goes on legal advice in an attempt to ensure the compliance of the platform with an interminable web of conflicting national public offer, investment advertisement, marketing and conduct of business rules. Of course, entry costs of a very large size can only dissuade new entrants, reducing, instead of increasing, competition in the EU financial services industry. This results in increased market concentration in what is already a highly oligopolistic market.

With the publication of the aforementioned Action Plan for financial services the EU Commission acknowledged the aforementioned pathogenies of the EU financial services regime and suggested a series of new directives to be adopted and implemented before 2005. Therefore, the Action Plan signaled the emergence of a new consensus for the continuation and completion of the harmonisation process, in the various areas of financial services regulation, with ultimate aim the achievement of a truly integrated market for financial services. Another major development in this area has been the establishment of the Wise Men Committee and the suggestions made in its Final Report. However, it is remarkable that, in either document, no attempt is made to initiate a serious discussion on the observed above asymmetry and possible incompatibility between the two main objectives of EU financial services legislation.

4.1
The Wise Men Committee

The Wise Men Committee was established as part of the Commission’s effort to answer industry and market demands to find an acceptable “fast track” process for the introduction of new EU securities legislation. The Committee published its Final Report in February 2001. It agreed with industry’s view that keeping pace with emerging market norms and practices should be of paramount concern for EU financial markets legislation.
 The Committee suggested a new 4 level regulatory approach.
 The first two levels of the Committee’s proposal are concerned with the “fast track” production of financial markets legislation by the EU bodies. It is undoubtful that the suggestions of the Wise Men Report will be used in the production of most future financial services directives. The Wise Men Committee has recommended that the EU Commission, the Council and the Parliament should produce, in the area of financial markets, only general principle - framework directives (Level 1).
 These should be followed by implementing measures (Level 2),
 which are imposed by the Commission with the assistance of the ESC,
 following consultation with CESR. A further level is envisaged comprising detailed measures (Level 3), which will have the objective of improving the common and uniform implementation of Level 1 and 2 acts in the Member States’ legal orders. Such rules may be imposed by national regulators through coordinated EU action following consultation within CESR and applied and enforced consistently across the EC.
 

The Wise Men Committee deemed as a matter of primary importance the drawing up, by the EU bodies, even in the context of the amended Treaty following the Intergovernmental Conference, of a list of guiding principles for EU financial services legislation.
 The Committee constructed its own indicative list, which, essentially, constitutes a codification of the main principles espoused in the recitals of most EU financial markets directives:

“- to maintain confidence in European securities markets;

 - to maintain high levels of prudential supervision;

 - to contribute to the efforts of macro and micro prudential supervisors to ensure systemic stability;

 - to ensure appropriate levels of consumer protection proportionate to the different  degrees of risk involved;

- to respect the subsidiarity and proportionality principles of the Treaty;

 - to promote competition and ensure that the Community’s competition rules are fully respected;

 - to ensure that regulation is efficient as well as encouraging, not discouraging, innovation;

- to take account of the European, as well as the wider international dimension of,  securities markets.”

The Committee did not discuss the fundamental economic and social values that these principles reflect and whose attainment the relevant legislation aims at. It only provided scarce guidance as to how the suggested 2 levels of the new legislation will produce principles/rules molded into the overarching ideological framework that guides EU financial services regulation. It noted, however, that Level 1 legislation - the framework principles “are the core political principles, the essential elements of each proposal. They reflect the key political choices to be taken by the European Parliament and the Council of Ministers on the basis of a proposal by the European Commission. They determine the political direction and orientation, . . .”
 

4.2 
Commission Initiatives in the Area of E-Financial Services

E-Financial services like any other economic activity carried on, predominantly, via the Internet needs, in order to grow and expand, a simple and stable legal environment. Complex law and multiple regimes raise transaction costs and suffocate economic activity. Therefore, the adoption by the EU of the E-Commerce Directive
 constitutes a serious breakthrough and should be applauded. The application of the provisions of the E-Commerce Directive could signify the de facto adoption of the home country rule in the offer of financial services over the Internet throughout the EU. The natural consequence of this rule would have been that providers of E-Financial Services would only need to comply with the conduct of business, investment advertisement and marketing rules of the country of establishment. However, as the directive provides for a number of derogations this does not seem to be the case in the area of E-Financial Services. The Commission has initiated consultation
 with the aim to delineate the scope of the E-Commerce Directive in the field of financial services and identify measures that should be taken to bring financial services legislation in line with the provisions of the Directive, especially in the area of retail financial services.

Admittedly, the E-Commerce and ISD Communications
 signify Commission’s resolve, despite serious opposition by some member states, to adopt the principle of “home country control” in all aspects of E-financial services, including the supervision of e-finance platforms’ compliance with national public offer, conduct of business and marketing rules. However, even this reform is not going to be sufficient to bring the desired simplicity and legal certainty that would further the integration of the internal market for financial services, unlocking the efficiency gains that an integrated markets is supposed to bring. In the author’s view, fundamental questions about the definition of securities and other financial investments, the meaning of public offers, the ambit of private placements, the definition of investment advertisement, collective investment schemes, professional (or expert) investors and how much protection such investors need should be revisited and answered, this time with clarity and certainty.
 

Accordingly, an obvious danger arising from the Commission’s current focus on extensive regulations covering the offer of investment services to retail investors, as a means to compensate for a lack of clear policy direction, is the creation of a highly complex body of legislation. This, in turn, may mean that only a central regulator will be able properly to interpret and apply the relevant rules. The establishment of an EU securities regulator may present some real advantages. But, it, currently, faces insurmountable constitutional problems. Also, it is opposed strongly by several member states.

5.
Future Regulation of E-Financial Services in the EC: “The Importance of being E[a]rnest”

Market players in the global financial services industry recognize the great potential the internal market for financial services holds for them. Given also the adverse demographics, which create a serious need for private investment schemes for the 300 million EU citizens. If barriers to entry are lowered, it is possible that such operators will establish e-commerce platforms covering most EU jurisdictions and extend the benefits of increased competition to large numbers of European investors and savers. It is, therefore, undesirable that they are prevented from doing so by the fragmentation of the internal market in financial services and its inability to regulate itself through a sensible and compatible set of national laws. 

This paper has argued that the challenge of facilitating the provision of E-financial services in the EU has only unearthed, in a more acute form, the long existing structural divergences in the way the provision of financial services and the offer of financial products is regulated in the EC. Establishing the “home country” rule, as the predominant principle in the regulation of cross-border provision of financial services is a significant step forward. It is not, however, sufficient, by itself, to create an integrated market for financial services.  

The new EU financial services consensus must first establish clear guidelines regarding the objectives of the forthcoming legislation. The political economy of such legislation, and the underlying policy objectives it serves, must be clear before the relevant directives are adopted. The potentially conflicting objectives of liberalisation (“open borders”) and fairness (increased investor protection) may not be simultaneously attainable. If EU policy makers choose to give priority to liberalisation, for instance, instead of increased investor protection, this does not mean that the latter will necessarily be harmed. Leaving room in European financial services law for negotiation between the interested parties does not mean that retail investors will necessarily be prejudiced. In fact, the advent of E-Commerce and the changes that it brings in the cost and geographic structure and organisation of financial markets might be a unique opportunity for EU financial markets regulation to facilitate the achievement of Coasean distributions without the impediment of the endowment effect.
 Arguably, technological developments seem to de facto eradicate established players “endowments” in the area of financial markets facilitating rational rather than behavioral distributions. A good example of this is the erosion of the market share of established national and international exchanges. These not only have lost their quasi- natural monopoly position, because of technological developments,
 but also they consistently lose trading volume to ATS in the field of securities trading,
 although reputational endowments are, of course, the hardest to eradicate.

Also, it is possible that the ensuing tension between consumers, national regulators and the forces of the market may lead to a new equilibrium in the construction of consumer contracts for the benefit of all parties involved. This may, in the beginning, be achieved through the use of commonly accepted industry codes. If irregularities persist causing grievances to retail investors, then once liberalization has been achieved, private law (i.e., contract law) harmonisation may follow. This solution has the additional advantage of incorporating any lessons learnt from the prior implementation of the liberalisation directives. 

6. 
Conclusion

It has been argued in this paper that an effective equilibrium in EU financial services lawmaking can only be reached, if EU policy makers acknowledge that the pursuit of conflicting objectives has led to the creation of a continuous dis-equilibrium in the implementation and enforcement of EU investment laws. National regulators, who by definition possess highly protective instincts in their lawmaking and enforcement functions, have been continually instructed to, at the same time, raise the standard of investor protection in their legal orders and open up the domestic market. So far, national regulators’ reaction to this disharmony has been the production of conflicting and complex laws, which result in confusion and legal uncertainty. Arguably, confusion and legal uncertainty are the archenemies of integrative efforts for all social, economic and political systems. The EU cannot be an exception to this rule. Therefore, the introduction a clear sense of policy direction, instead of untenable compromises, should guide the new financial services directives. Embracing technological revolution, and providing simple and clear definitions of those concepts and products that constitute the foundations of the modern financial services industry could prove an excellent step forward.

Appendix A

The most important gaps in the EU Financial Market Regulation according to the Report of the Wise Men

a. 
Lack of commonly agreed guiding principles covering all financial

services legislation;

b.
 failure to make the mutual recognition principle work for the

wholesale market business in the context of the Investment Services

Directive (ISD); for regulated markets themselves; for the retail

sector; or for a single passport prospectus working for cross-border

capital raising;

c.
outdated rules on listing requirements, no distinction between

admission to listing and to trading, and lack of a definition of a public

offer;

d.
 ambiguity over the scope and application of conduct of business rules

(Article 11 of the ISD) as well as on the definition of who is a professional investor;

e.
 no appropriate rules to deal with alternative trading systems (ATS);

f.
 potential inconsistencies between the E-commerce Directive and

financial services directives;

g.
 no comprehensive market abuse regime;

h.
 no cross-border collateral arrangements;

i.
 no set of common European-wide accepted international accounting

standards;

j. 
outdated investment rules for UCITS and pension funds;

k.
unresolved public policy issues for clearing and settlement activities;

l.
 no agreed takeover rules;

 m.
no high and equivalent levels of consumer protection and no efficient

methods for resolving cross border consumer disputes.
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