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WHAT IS
CROWDFUNDING?


It starts with a vision…
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1. Imagine you have a vision you wish to create, but this vision needs funding


2. You decide to show the public your vision and ask them to help fund it


3. The public likes the idea and each person contributes a small amount of cash


4. You get to create the vision and say thanks to members of the public by giving them something back




INTRODUCTION


Crowdfunding’s time has arrived. But there is a problem with the literature.


Much of the written material about crowdfunding is based on the US and tends to examine major successes that have used the crowdfunding model. This is great if you want to build the next Google or Microsoft, but if you don’t, then this book is still for you. It is a little step towards redressing this imbalance by offering you, the reader, a view from the UK, within the context of the smaller success stories.


These stories have emerged when producers have managed to raise enough money to put on shows; archaeologists, through their passion and commitment, have been able to excavate sites; authors have managed to get enough people behind them to write their books; craft artisans have used the model to create their visions; and community projects have been able to add value in their local areas.


Crowdfunding represents one of the most exhilarating ways of raising funds for your project. It enables you to gain exposure in the public domain and a seal of approval for your ideas from the masses. Crowdfunding is not a new phenomenon and has been around in different forms for a while. It developed from crowdsourcing, where people get together to solve problems. For example, there may be a need to find a new way of delivering a product to clients or to create a new design for a local skate park. The crowd helps to generate the ideas behind these initiatives. In a way, crowdfunding is an extension of crowdsourcing; only now the crowd adds money (funding) to a project. It offers solutions to project needs in all sorts of fields, from technology to zoos.


There has been a lot of talk about broken banking systems and the need for change, but change is often very slow. Maybe we are witnessing a shift as people turn away from the traditional forms of retail and commercial banking and seek a more ethical and transparent way of raising money. Peer- to-peer lending fits these criteria and organizations like Ratesetter and Zopa are at the vanguard of this field here in the UK.


All this change fits well with the contemporary concept of the maker/DIY culture and the collaborative society, which has slowly gained traction over the past few years. Personas behind these concepts have gained near ‘hero’ status as saviours of our economies and structural systems. Books have emerged and become bestsellers. Talks are provided on TED.tv and other video-based sites where guru messages flirt with the viewer, convincing them that they, the experts, know best while the truth is, this is a phenomenon on your terms, in your time, on your patch and with your permission. We are all members of the crowd. We are the audience, the creators and the judges of this stuff that’s getting produced.


In the 1990s, pop act Snap! had a hit with a track, featuring rapper Turbo B, called I’ve Got the Power. If this were to be released today, the title might be ‘We’ve got the power’ - simply because we have. This book will also look at the dark side of crowdfunding. This is the negative aspect of crowdfunding, but not a side that needs to be feared. Raising your required funding is – as we shall see – only one aspect of this very social way of raising awareness about your vision.


It is the planning stages on which we largely concentrate in this book; we aim to provide you with a guide that will help you tap into the vast potential of crowdfunding. As authors, we are in a position to offer this advice because we have been observing and helping stakeholders in this phenomenon for a number of years.


What we are really attempting to do here is to add value for you through our research and development of models for success. To this end, we have developed the Crowdfunding Planning Page, a useful and practical resource that will aid your campaign before, during and after the launch of your crowdfunding challenge.


Make no mistake, it is a challenge. Crowdfunding, like most things in life, looks easy when you look at successful examples, retrospectively. Isn’t it obvious they were always going to succeed? Well, not to the project team before it reached its targets. Crowdfunding needs careful planning, sweat, tears and passion for success to be achieved. So before you march straight in, please read this book, reflect on the contents and plan, plan, plan.


You are about to start one of the most amazing journeys, so let’s ensure you have everything you might need along the way. We begin with some definitions:


TABLE I: USEFUL DEFINITIONS










	TERM


	DEFINITION







	APPLICANT


	PERSON OR TEAM SEEKING VALUE FROM THE CROWD







	CAMPAIGN


	THE TEMPORARY PITCH MADE TO THE CROWD







	FUNDER


	THE PERSON OR TEAM BACKING THE CAMPAIGN







	MODEL


	ONE OF FIVE CROWDFUNDING OPTIONS WITH THE ACRONYM DREIM*







	PLATFORM


	
THE ONLINE PLACE FROM WHERE THE PITCH IS PRESENTED


to the crowd









*DREIM = Donation, Reward, Equity, Interest (debt) and Mixed.
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1.1


CROWDSOURCING


People acting together to achieve a pre-defined goal is nothing new. It has probably been happening for millennia. What is new, is the means of communicating and arranging for your needs to be met. Instead of relying on geographical neighbours and family we can now achieve similar results with people many thousands of miles away from us. That’s a really powerful concept and one that defines our age.


Before we begin, it might be useful for us to take stock and define what we mean by crowdsourcing and funding. A brilliant definition of these was written by Brian Rubinton in an academic paper he published in 2011.2 He stated that crowdsourcing was:


“…the process of one party progressing towards a goal by requesting and receiving small contributions from many parties in exchange for a form of value to those parties.”


He then wrote that crowdfunding was:


“…the process of one party financing a project by requesting and receiving small contributions from many parties in exchange for a form of value to those parties.”


The term crowdsourcing was first used in 2006 by American, Chris Anderson.3 He famously wrote an article for Wired magazine entitled The Rise of Crowdsourcing. For the first time, the masses in the networked social worlds we inhabit were seen as entrepreneurial entities with the ability to sustain their activities. For Anderson, this started in 2004 with a medical institution seeking photos of ill people to use in their promotional materials. What this institution found was that, rather than paying for photographer to take the photos they required, they could buy a whole range of suitable photos from a website with hundreds of cheap images.


These images were cheap because they were taken and supplied by amateurs in their spare time. But what made this group special was the fact they were also making a bit of money on the side by selling their photography. Some were superb quality. Many of the contributors had ordinary day jobs and spent all their free time on their hobby.


This story is important because it highlights the very essence of the rise of the pro-am class. Products that were, at one time, the exclusive tools of the professional class (in this case, expensive cameras) were now becoming cheap enough for anyone to buy. What’s more, amateur photographers could learn to use this equipment online for free. Through the online communities within which they interacted. they were spreading their know-how, tips, ‘dos and don’ts’, all for free. What these people gained in return was a form of social capital, a kind of prestige for being the best there was at that particular aspect of photography or even the business models they used to distribute and sell their work.


The aformentioned example presents an obvious problem for the professional photographer; their business model is no about longer competing with other professional photographers who market themselves as having specialist knowledge and expensive equipment. There has been an explosion in the number of amateur photographers selling sophisticated images at just a few pounds each.


Those wanting images now have a huge selection from which to choose, at low prices. Software means that these images can also be manipulated to create effects that are superior to the original image. In short, amateurs can learn to use free software, like GIMP (GNU Image Manipulation Program), to add value to their photographs. They can share their work via sites dedicated to selling their creations, or offer them for free, all with feedback and ‘feedforward’ from their peers. If they are lucky, the pictures may even go viral.


Further Up Yonder, a short video compiled from images from the international space station, edited together by Giacomo Sardelli, a young man from the north of Italy, did just that. In late 2012, he stitched together speeded-up time-lapse images of planet Earth with poignant voice-overs from astronauts, and posted it to Vimeo. Within a week, the video had received more than 100,000 views, he had been featured in the Guardian newspaper in the UK and interviewed for the BBC’s Newsround programme. Sardelli had the vision, NASA had the images, DigitalR3public created the soundtrack Synthetic Truth. These were combined by Sardelli to create a wonderful piece of cinema that the world was free to share, watch and wonder at.4


These are powerful tools created, not by huge corporations in their offices in major cities, but by individuals who have a passion for a hobby, whether this is software development or photography. This can all be done outside the boundaries and restrictions of traditional copyright by employing the Creative Commons licence. This allows creators to share their work with others who can build on the original, creating something fresh as a result.


But Further Up Yonder is not just about crowdsourcing materials for a project. This is about the amateur doing it for the sake of doing it. Had NASA asked for such a video to be created, we would indeed be talking about a brilliant creation that fulfilled another function, beyond the purpose for which Further Up Yonder was actually created (art).


Developing an artistic creation is not necessarily the same thing as creating for crowdsourcing. Remember Brian Rubinton’s words at the opening of this section. Sardelli’s story is not about “the process of one party progressing towards a goal by requesting and receiving small contributions from many parties in exchange for a form of value to those parties”, it is about one party (Sardelli) creating value for many parties (the crowd) because he could. He had the will to do it, the technology and the vision. He was also able, cognitively, to put all this together.


Sardelli may go on to become a top film producer, he obviously has talent, and may even be asked by NASA to compile another movie on its behalf. But again, a distinction must be made with the concept of crowdsourcing. Sardelli may be asked, not the crowd. If NASA asked the crowd – it would be sourcing that value it sought from the crowd; NASA would be crowdsourcing.


While modern politicians like to claim they have all the answers, experts certainly do not. They may be too close to the question they are asking to be in a position to answer it. By opening the question up to the crowd they can employ many, many different people from an extremely diverse range of backgrounds. This is the great strength of crowdsourcing, it allows for input on issues from those external to the culture of the field from within which the question has emerged. In other words, outsiders may be able to see the problem with fresh eyes and not be blinded by the constraints of being an expert ‘in’ the subject area.


We will always need experts. Crowdsourcing means the expert could be someone with a passion for the subject but not necessarily someone from within the field or sector. It could be anyone with a sufficiently deep understanding of the topic or issue, the drive to engage and the will to apply that knowledge.


Crowdsourcing is the proud parent of crowdfunding and the latter has grown rapidly in terms of media coverage and utility to its stakeholders. There are criticisms of crowdfunding and one of the more important ones has been concerned with the ‘expert’ voice. Generally, this argument is that the previous system of raising finance through venture capitalists, business angels or business bankers, meant more advice and input from experts on the development of new entrepreneurial projects.


Their input was greater than just the money they would give or lend to the business. They might add value through their contacts, knowledge of systems, networks and infrastructure that could be at the disposal of the entrepreneur once the expert was on board.


Crowdfunding changes this situation, especially for the creative industries, by allowing the project manager (entrepreneur) to gain the funds needed to realize the project without having to convince a venture capitalist, business angel or bank employee of its worth. More than this, the project manager can now do this on their own terms. This is because people are now more in control than ever before.


This is not suggesting an easier route to finance can be found in crowdfunding, applicants still have to convince the crowd to help them, via well thought-out, detailed, plans and pitches. But amateurs and professionals alike can help in this emergent method.


Amateurs are able to pass on helpful tips to other amateurs using social media tools. This advice could be about price, usage or even where to find face-to-face help. Social media facilitates this exchange and makes these interactions, for whatever purpose, possible.


For the creative industries, this is a massive change in their favour. A report by Professor Stuart Fraser, published in 20115 , found that the creative industries were often misunderstood by financial institutions. Finance was more difficult for this sector than for other comparable sectors. There were a number of reasons cited, but one stood out as prominent, and it applies to crowdfunding just as much as it does to traditional means of raising finance for a project: it is ‘moral hazard’.


Moral hazard is the use of the capital raised for purposes other than those stated. For example, imagine I am a visual artist working with glass and decide to buy a new furnace to heat my glass. I ask the people with the money to provide £2,000 and they decide to lend me the money. I receive £2,000 and then, instead of using it to buy the furnace, I spend that money on paying my bills. This is an example of moral hazard. I have used the cash for purposes other than those stated when I initially requested the money.


For the lenders in the old system, this was a problem; they had lent me £2,000 for the purchase of an asset that had monetary value - it was a physical asset with monetary value. If things had gone wrong and I had gone bankrupt, the investors would have lost some money but they might have also been able to sell the furnace and recoup a little of the lost money. In the moral hazard scenario, I have used the money for another purpose; once the bills are paid the money has gone - there is no asset for the people who are owed the money to sell on.


This example is very simplistic and moral hazard has always been a real risk factor when lending institutions are approached by anyone, let alone the creative industries. It is also very difficult to predict the winning formula for a piece of theatre or art. Added to this is the challenge of understanding what will be the next Mousetrap6 or who will be the next Rothko.7 It is almost impossible to predict with any certainty.


Experts who lend money like certainty, or at least the mirage of certainty, and this has been the other side of the problem for the creative industries: the risks are deemed to be too high for traditional lenders. However, a new star has now taken centre stage for this and many more sectors - that new star is crowdfunding.


Crowdfunding is not just useful for the creative industries - it is a sound funding route for many sectors. There are still dangers with it and crowdfunding is not an easy route to getting your project funded, there are many factors that need considering before you enter the public domain.


Crowdfunding has the potential to effect massive change in the way we do things. It means the gatekeepers who previously decided whether or not a potential project received funding are no longer as relevant. Decisions about the value of a theatrical show or of the work of a sculptor can now be decided by the public. Even manufactured goods can be ‘tested’ before production begins. Crowdfund a possible product or piece of art and see how the public reacts; if people like it, it gains the funding needed and if they don’t, it doesn’t. Simple.


For products or services, this also allows the producer the opportunity of gauging the size of a potential market. They may be able to presell products or tickets before committing too many resources. This is really valuable information and an area of crowdfunding we shall explore in much more detail later in the book.




1.2


CROWDFUNDING
PATHS AND MODELS


First we need to establish that crowdfunding a project is an entrepreneurial activity that, if successful in raising funds, will mean an opportunity being realized. Therefore, before we detail the models available in crowdfunding, let’s take a moment to define exactly what we mean. To define an entrepreneurial opportunity we shall turn to the words of brilliant British author, David Rae:


“The opportunity may be a situation which already exists, or one which we create and which would not otherwise have occurred. An opportunity may be one which we can actually recognize now, or one which will arise in the future. Types of opportunity may include, for example:


• a ‘gap in the market’ for a product or service


• a mismatch between supply and demand


• a future possibility which can be recognized or created


• a problem that can be solved, for example, by applying a solution to a need


• a more effective or efficient business process, system or model


• a new or existing technology or approach which has not yet been applied


• the transfer of something that works in one situation to another, such as a product, process or business concept


• a commodity or experience people would desire or find useful if they knew about it.” 8


It is important to distinguish between peer-to-peer (p2p) personal finance and p2p project finance as these are the two paths available in crowdfunding (see figure 1.2.1).


FIGURE 1.2.1: CROWDFUNDING PATHS
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Personal finance is the borrowing and lending of money for personal purposes. This could be for a car, boat or extension to a home. There can be any number of reasons why people borrow money in this category, but the use of the money borrowed is for something personal.


Project finance, on the other hand, will refer here to the use of money borrowed for the purposes of an entrepreneurial opportunity. ‘Project’ can mean many things, and indeed the extension of a house or the purchase of a boat can be classed as a project, but for the purposes of this book, a project will be defined as an entrepreneurial opportunity, in its broadest sense. This is an important definition because an entrepreneurial opportunity, in this sense, may not be a sustainable opportunity. It may be ephemeral in nature.


In other words, the opportunity may not be one that will last long term, in the traditional business model sense. It may be a simple model that is project-based.


The project manager in this circumstance opens the project, completes the task requested and then closes the project before moving on to the next one. This model is common in the creative industries. It is ephemeral because the project may only exist for a short space of time.


Think about a one-off theatre production; let us call it ‘ The Play’. It is planned, executed and then shelved until a possible future performance can be arranged. But the management, the technical team and the actors will probably move on to other productions where they will be working alongside a completely new team.


So although they continue to function with different shows and possibly in different geographical locations, ‘The Play’ becomes ephemeral - only existing for a fleeting moment.


This unique model can often be seen in the creative industries where projects are available or functioning for a temporary (and possibly specific) time and place. This is counter to the sustainable development of a traditional entrepreneurial venture where one of the criteria for the opportunity is that it is able to sustain itself in economic terms.


So, there must be an income of some sort to enable the enterprise to continue. Even if it is a social enterprise, there still needs to be some form of income to enable the enterprise to function on its own without continually applying for funding from awards or grants.


There may well be instances where personal lending has been used for the purposes of funding an entrepreneurial project. Parallels exist here with the entrepreneur and/or artist using their credit card or personal overdraft facility in order to finance their vision.


Some literature will class crowdfunding as both p2p personal finance and p2p project finance, and, actually, this is correct as both are a form of crowdfunding. However the main focus of this book will be project finance.


Before getting into that, we will begin with a description of the available paths within crowdfunding and then outline the various models. We will deal first with the personal finance path and then move to the more diverse project finance path.


This is important because it sets the scene for the novice in crowdfunding and helps our understanding of the various applications of the models. Crowdfunding is nothing new; what is new is the ability to connect individuals separated by huge distances to help fund a project.


Each path has its own set of models that sit under the headline path as demonstrated in figure 1.2.2, (p30) which clearly shows the paths available in the crowdfunding milieu.


FIGURE 1.2.2: CROWDFUNDING PATHS WITH MODELS
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From figure 1.2.2, we can see there are two distinct paths (personal finance and project finance) with equally distinct models in each path.


PERSONAL FINANCE: LONG VERSUS SHORT


As a concept, personal finance crowdfunding is much more straightforward than its sister model, project finance crowdfunding. Personal finance crowdfunding is divided into three camps: long, long+ and short lending. The amounts borrowed can be for rates comparable with the market generally unless you are planning to use pay-day lending (which is short-term lending).


Zopa was the first platform to offer p2p personal finance and was established in the UK in 2005. In 2010, Ratesetter joined the market. Ratesetter and Zopa are in the long-term lending personal finance market.


At the time of writing, there are two players in the short-term lending market: Piggy Bank – a trading name of DJS (UK) Limited - incorporated with Companies House in 2012 – and The Lending Well (incorporated with Companies House in 2011). Both were closed for a time through 2013/2014 and, at the time of writing, Piggy Bank was lending money but did not appear to be accepting new lenders from the crowd. The Lending Well remained closed for business. Whether this is because of legislation, lack of demand or some other circumstance is not clear.


What is clear is that crowdfunding is a very exciting arena to be watching right now as new models and applications of the concept emerge. One such recent development has been the emergence of a platform called eMoneyUnion (incorporated with Companies House in 2012).


Before we go any further, let’s summarize these models in figure 1.2.3:


FIGURE 1.2.3: SHORT VERSUS LONG MARKETS
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Long tends to be for more standard market rates and allows loans to be repaid over a longer period of time. In contrast, short (sometimes referred to as ‘pay-day lending’ or ‘vulture lending’) tends to be for shorter periods of time and interest is charged above the standard market rates. This is because these loans are perceived as higher risk and are, by their nature, for shorter periods of time.


It should, however, be noted that eMoneyUnion will lend money for up to a five-year period, but at higher rates of interest. This is justified as the individuals borrowing the money have very poor credit ratings and may even need the backing of a higher credit-rated individual as a guarantor for the loan. This is a newer application of crowdfunding and it sits below the short and long models as it offers higher-risk borrowers the opportunity to borrow from the crowdfunding market, at interest rates that reflect the risks.


Table 1.2.1 contrasts these market players in the personal finance sector and it becomes quite clear that Ratesetter has much more flexibility for the user in terms of the loan’s time-span. Ratesetter offers four options to users, whereas Zopa offers just two. A question both organizations are no doubt asking is “what value does this bring the users?” Are users (both borrowers and lenders) attracted by more dynamic lending periods or do they prefer more straightforward choices? Interestingly, Zopa has changed its model in recent years, perhaps in response to market demands.


Essentially, these are strategic questions for the organizations and their business models. All business models in this sector are multisided in that they need the lenders to lend and the borrowers to borrow for the platform and the market generally to be sustainable. If they were to lose one or the other side of the business the market would collapse.


TABLE 1.2.1: COMPARATIVE MATRIX


(ACCESSED *17/12/12, #28/11/13 & 04/02/14)












	PLATFORM


	TERM


	BORROW ( )







	RATESETTER


	MONTHS: 1, 12, 36, 48/60


	1000 - 25000#







	ZOPA


	MONTHS: 36 or up to 60


	1000 - 20000







	EMONEYUNION


	MONTHS: 12 to 60


	1000 - 10000[image: Image]







	PIGGY BANK


	DAYS: 7 - 42
(1-HOUR LOANS ALSO POSSIBLE)


	50 - 500**







	THE LENDING WELL


	DAYS: 10 - 31


	100 - 750*








**Upper level increases to £1,000 for established borrowers


What makes these models unique is that the platforms are not actually lending any money.


They are merely acting as a meeting place for the lender and the borrower and charging a fee for fixing up the ‘date’ between the two. They comply with the Financial Conduct Authority rules as well as having their own code of conduct provided by the peer2peer Finance Association (launched in August 2011). This was established by Ratesetter and Zopa in the personal finance model, and funding circle in the project finance model, to set out clear rules of conduct and quality standards for the peer-to-peer debt raising crowdfunding industry.


It is fair to say that both Ratesetter and Zopa are similar in their business models. With the recent turmoil and depression that was felt throughout much of the economy between 2008 and 2014, this may offer some comfort to investors. These sites do not offer amazing returns, but they are relatively stable and any bad debt will be factored in to the returns they feature for your investment; in other words the platforms are trying to be as transparent as they dare, while not trying to put off would be investors.


Nothing is risk-free in investing. But at least, here, your money helps ordinary people while making a small return for you. Most people seem to agree that this is a preferable system to the impersonal corporations that were the only option in the past.


UNIQUE FEATURES


Ratesetter allows lenders and their borrowers to agree rates of interest. This works well as the lender wants to lend at a reasonable rate and get their capital returned with interest, while the borrower wants to borrow at an acceptable rate.


If borrowers try to charge higher interest than the market average, their offers will take much longer to be accepted and, in extreme cases, may not be loaned at all. This is because the borrower is free to choose the rates at which they borrow. So, by default, most will choose a rate that is considered reasonable or even ‘cheap’ when compared with the market generally. For lenders, Ratesetter offers a calculator that will predict how fast money will be loaned and the expected returns (including default rates). They also inform the lender if the rates are too high which acts as a means of policing the rates on offer and ensures lenders are aware of the current levels in order to maximize their lending capacity.


In effect, what Ratesetter is doing is holding the rates in equilibrium. Lenders want their monies loaned and returns paid efficiently, while borrowers want to be able to borrow at fair rates. This system ensures transparency is offered to all users of the platform. Rates are clear for all markets in all loan periods and the expected (average) default rate for the lender is also clearly set out.


Any loss due to defaults in the personal finance model is not tax deductible. A lender cannot write-off the loss against their taxable income from transactions in the personal finance path. This is different in the project finance path where the UK government has introduced schemes allowing losses to be offset against tax payment. On top of this, profits from certain types of investments are not taxed. There are two schemes called the Enterprise Investment Scheme (EIS)13 or the Start-up Enterprise Investment Scheme (SEIS)14.


The platforms in the long and long+ markets have received a substantial amount of criticism for charging much higher rates than the market average. A counter-argument is that the lender is taking a bigger gamble by lending to individuals with high risk profiles. To attract lenders, the rates must be striking.


Recently, an argument has been put forward from within the industry that a form of EIS or SEIS would help this sector by attracting more lenders. Rates could thus be negotiated by the crowd and losses made more acceptable because of the favourable tax position for the lender. This is not the place to detail these arguments, but it is important the reader is aware of the criticisms often levelled at short and long+ models of lending.


Each of the highlighted companies can be mapped using the same template as Figure 1.2.3 (p31). Only here we can outline which company fits which model:


FIGURE 1.2.4: COMPANIES AND THEIR MARKET MODELS
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Now we have set the scene, we move on below to project finance – which is the main focus.


PROJECT FINANCE


There are four different models for crowdfunding in the project finance path. Each one differs substantially and each offers value to different business models. Using the DREIM acronym (Donation, Reward, Equity, Interest (debt) or Mixed - see figure 1.2.5) each model will be outlined below (these will be given more depth in section 2.7).


FIGURE 1.2.5: CROWDFUNDING PROJECT FINANCE MODEL.
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Project finance is the main focus of this book – the entrepreneurial application of the five models above to crowdfunding. David Rae provided a brilliant insight at the beginning of this book with a clear definition of what exactly an entrepreneurial opportunity is. But here we need to develop this a little further as we add layers to the complexity of the terms. Again using David Rae, let’s define exactly what we mean by these terms:
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