Institutional distance and the performance of foreign subsidiaries in the Brazilian host market: a positive relationship
Abstract
This panel study examines the influence of institutional distance on the performance of 399 foreign subsidiaries in the Brazilian host market from 2008-2011. Regression analysis was carried out on panel data using weighted least squares as estimator. Similar to research conducted in other national contexts, results revealed significant correlation between institutional distance and firm performance. Unlike previous research, however, these correlations were positive: the greater the institutional distance, the better the performance.  Normative distance, regulative distance and the interaction of the two positively influenced ROA, raising questions with regard to the concept of institutional distance, its operationalization and influence. 
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1 Introduction 
The big question in international business research, as argued eloquently by Peng (2004: 102) is "what determines the international success or failure of firms."  The first and most direct aspect of this question has to do with what might be the determinants of performance in international business; and, as Peng (2004) points out, there is still no complete, definitive answer to this.  To answer this question, he suggests, will require considerable theoretical and empirical work focusing, particularly, on emerging markets. 
Following upon these observations of Peng (2004) and the article of Wright, Filatotchev, Hoskisson and Peng (2005) with respect to the fact that strategy research in emerging economies is "challenging the conventional wisdom", there has been an upsurge in research on firms operating in these economies, with much of it focused on multinationals and their subsidiaries (Xu & Meyer, 2013).
With respect, specifically, to the determinants of international performance Peng, Wang and Jiang (2008) proposed a conceptual framework for studying the question called the "strategy tripod" that includes, in addition to the widely accepted industry-based and resource-based views,  a third leg influenced by institutional theory, which they termed the "institution-based view".  This three-legged approach, according to the authors, generates a more complete understanding of the success or failure of firms in emerging markets.   
The premise of Peng, Wang and Jiang (2008) is that when the subsidiary of a multinational firm is installed in another country, it comes under the influence of the institutions of the host country. This influence can generate negative or positive outcomes for the firm's performance (Xu, Pan & Beamish, 2004). 
As pointed out by Cantwell, Dunning and Lundan (2010), with increasing foreign direct investment in emerging economies, the question of institutional differences between home and host country has gained prominence.

In spite of the increased research interest in emerging markets in general, most of this interest has been focused upon specific markets or specific regions.  In the survey of literature reported in Xu and Meyer (2013), only thirteen articles, or five percent of the total, looked at the Latin American region, although this represented a 450% increase in numbers over the previous five-year period.  
Among emerging markets, although figuring as a member of the so-called BRIC - a quartet of the largest and supposedly most important of these markets - Brazil, located in Latin America, is conspicuous chiefly for the paucity of research attention it receives in the international business and business strategy literatures (Li et al, 2012).  Nonetheless, the Brazilian economy is the largest in Latin America and the seventh largest in the world (World Bank, 2014), close behind sixth-place UK; and in recent years Brazil has been one of the major recipients of FDI worldwide, ranking fourth in this regard in 2012 (UNCTAD, 2013).  

Furthermore, as an object of research, the Brazilian context may offer contributions to international business and strategy theories,  given the significant institutional differences  observed by Estrin and Preverzer (2010), in their comparison of formal and informal institutional factors in BRIC countries (Brazil, Russia, India and China), and how these impact on  corporate governance.  As argued by Jackson and Deeg (2008), greater attention to different institutional settings and their diversity has much to offer theory-building in the international business area.
From both a practical and theoretical viewpoint, then, there are reasons   to investigate the influence of institutional conditions on foreign subsidiary performance in the Brazilian host market, as we do in this paper.
2 Institutional Distance

The institution-based view highlights the formal and informal structures that regulate international business development and that together with industry structure and firms' resources and capabilities shape industrial competition (Peng, Wang & Jiang, 2008; Peng & Pleggenkuhle-Miles, 2009). Table 1 presents the dimensions of institutions as seen by an economist (North, 1990) and a sociologist (Scott, 1995).   These dimensions are operationalized, respectively, as rules, laws, and regulations (formal, regulative/coercive), and group norms, cultural values and cognition (informal, normative and cognitive), influenced by ethnicity, religion and education.
	Formality(North, 1990)
	Pillars (Scott, 1995)
	Operationalization

	Formal
	Regulatory (coercive)
	Rules

Laws

Regulations

	Informal
	Normative
	Norms

	
	Cognitive
	Ethnicity
Religion
Culture


Table 1: Dimensions of institutions. Source: Adapted from North (1990) and Scott (1995).

Kostova (1999) uses the term “institutional distance” to describe the degree of similarity or difference between the regulatory, normative and cognitive components of the institutional environment of a firm’s country of origin and those of the host country. The regulatory components are manifested in the laws, rules and regulations that establish order and stability in a society, encouraging certain behaviors and discouraging others. Normative components consist of the values and norms upheld by individuals in a given society; while the cognitive elements involve the mental programs used by individuals in observing and interpreting what is happening in the environment (Kostova, 1999; Kostova & Zaheer, 1999).
Kostova and Zaheer (1999) and Jackson and Deeg (2008) argue that the institutional distance between the country of origin of a multinational company (MNC) and the host country of a subsidiary exerts a negative impact on the MNC's efforts to establish and maintain legitimacy in the host country. According to the same authors, lack of familiarity with what is accepted as legitimate in the host country and market differences between the country of origin and the host country can increase the uncertainty and risk for the firm’s performance in the host country. In a recent empirical study, Roy and Oliver (2009) demonstrated the impact of the host country legal environment on criteria for partner selection in international joint ventures, evidencing the continuing concern for institutional differences in international business studies.  A similar finding was reported by  Li et al (2012) with respect to their analysis of BRIC countries, leading them to conclude that differences exist  in how  rule of law impacts on the creation of market value for local alliance partners  depending on the country. 
Xu, Pan and Beamish (2004), in a study that operationalized institutional distance, emphasized two dimensions of this: a) normative distance; and b) regulatory distance. Regulatory distance expresses the differences in rules and regulations between the subsidiary firm’s country of origin and the host country, while normative distance reflects the differences in social norms (Xu, Pan & Beamish, 2004). The operationalization of institutional distance developed by Xu, Pan and Beamish (2004) is not only accepted but widely used, as shown by the recent studies of Xie et al. (2011), Chao and Kumar (2010) and Gaur and Lu (2007). Based on these works, it is hypothesized that:
Hypothesis 1: The greater the normative distance between the foreign MNC’s country of origin and the Brazilian host market, the lower the subsidiary’s performance will be.  
Hypothesis 2: The greater the regulative distance between the foreign MNC’s country of origin and the Brazilian host market the lower the subsidiary’s performance will be.
Although the constructs for normative and regulative distance are distinct in nature, (Xu, Pan & Beamish, 2004; Gaur & Lu, 2007; Chao & Kumar, 2010), Thomé, Vieira and Santos (2012) demonstrated that in a specific emergent market, Russia, normative and regulative characteristics were so complex and volatile, sometimes even conflicting, that it seemed possible that their interaction might create additional complications for firms that wanted to establish themselves in this market.  Similar findings were reported by Estrin and Prevezer (2010), who observed that in Russia informal institutions compete with and undermine the functioning of formal institutions. It is inferred from these studies that the possibility exists for interaction between the constructs of regulatory distance and normative distance, although this has not previously been tested using representative data. Therefore: 

Hypothesis 3: The greater the interaction between the normative and regulative distances observed between the foreign multinational’s country of origin and the Brazilian host market, the lower the subsidiary’s performance will be.  
3 Methods
 This study focused on subsidiaries of foreign firms that operate in the Brazilian host market, with respect to the institutional conditions affecting their performance. Panel data was assembled on all the foreign firms having sales of over US$470 million included in the Revista Exame database in the years 2008, 2009, 2010 and 2011.  This database has been used previously in studies of foreign subsidiaries in the Brazilian host market by Wanke, Fleury and Hijjar (2007) and Ogasavara (2010). 
Seven hundred and forty (740) foreign subsidiaries were initially identified for investigation. Those that presented missing values were eliminated, reducing the sample to 420; and, after exclusion of the outliers, 399 were left, or 53.92% of the initial population. 
The database included subsidiaries from 24
 different countries of origin, acting in the following sectors: retail, wholesale, automotive, capital goods, consumer goods, electronics, information technology, telecommunications, energy, pharmaceuticals, construction, mining, pulp and paper, agriculture, chemical and petrochemical, services, steel and metallurgical, and transportation.
To identify the influence of institutional distance on foreign subsidiary performance in the Brazilian host market, a panel analysis was made (Gujarati, 1995; Green, 2008) with return on assets considered as the dependent variable. Multiple regression analysis was applied to panel data, using weighted least squares as estimator.  
3.1 Dependent variable
Return on assets (ROA), a metric that represents the company's potential to generate profits and that is widely employed in the field of international business as a general performance measure (Chari & Davi, 2011; Li & Yue, 2008), was used as proxy for the dependent variable, performance.  The Revista Exame database was used to establish the ROA for each subsidiary. 
3.2 Independent variables
The normative distance and the regulative distance variables were calculated following the procedures of Xu, Pan and Beamish (2004), and using, as they did, items from The Global Competitiveness Report that deal with institutional factors, in particular those corresponding to the attitudes, norms  (normative distance) and regulatory infrastructure (regulatory distance) reported for each country. The editions of this Report used in our study were for 2008/2009, 2009/2010, 2010/2011 and 2011/2012.  The procedures used for calculating normative distance and regulatory distance were those developed by Xu, Pan and Beamish (2004). These same procedures were also employed by Xie et al. (2011), Chao and Kumar (2010), and Gaur and Lu (2007). The interaction between normative and regulatory distances was obtained by multiplying the respective values for these constructs resulting from the application of the Xu, Pan and Beamish (2004) procedures.
3.3 Control variables
As control variables, components of i) industry competition and ii) firm resources and capabilities (Peng, Wang & Jiang, 2008) were used. For industrial competition, market concentration and the sector’s level of technological intensity were used. Following Xiu et al. (2011) and Wang et al (2012), the Hirschman-Herfindahl index (HHI) was used to measure market concentration. To calculate the HHI, the database of the Brazilian Ministry of Development, Industry and Foreign Trade (BRASIL, 2009; 2010; 2011; 2012) was used, specifically the item sales per firm for the period 2008-2011.  This database is organized by specific sector
 and does not distinguish the national origin of firms.
Classification of the sector's level of technological intensity followed that  of the Organization for Economic Co-operation and Development  (OECD, 2005) and used an ordinal scale treated as an interval scale, as was done in the studies of Kearns and Ruane (2001), Görg and Strobl (2003), Godin (2004) and Falk (2007). Firms in sectors categorized as low in technological intensity were assigned the number 1. Those in sectors classified as medium-low technological intensity were attributed the number 2, The number 3 was attributed to firms in sectors of medium-high technological intensity, and the number 4 to those in sectors of high technological intensity (Godin, 2004; Kearns & Ruane, 2001).   
To represent firm resources and capabilities, the variables of size, international experience and local knowledge were used. Size was expressed in terms of the number of employees (Delios & Beamish, 2001; Halkos & Tzeremes, 2007) in Brazil, using data from the Revista Exame database for the years 2008, 2009, 2010 and 2011. 
The MNC's international experience was calculated based on the number of its foreign subsidiaries (Li, 1994; Gaur & Lu, 2007). To obtain these figures, we analyzed performance reports for the years of interest made available by the head offices of the foreign subsidiaries hosted in the Brazilian market.
The last control variable used was that of local knowledge, expressed in years of operation in the host market (Makino & Delios, 1996; Xie et al., 2011). This data was acquired from information made available by the Brazilian subsidiaries themselves. 
3.4 Correlation matrix
The correlation matrix, Table 2, does not show strong correlation among the variables. To investigate possible multicollinearity problems, variance inflation factors (VIFs) were calculated. According to Echambadi and Hess (2007: 443), "VIFs are currently the most commonly used tools to diagnose multicollinearity.". Results revealed that all variance inflation factors were quite low, indicating no multicollinearity problems (Echambadi & Hess, 2007).
	
	ROA
	Size
	International Experience
	Local  knowledge
	HHI
	Level of Technological Intensity
	Normative Distance
	Regulatory Distance
	Interaction Between Normative and Regulatory Distances

	ROA
	1.0000
	-0.1385
	0.0385
	0.0520
	-0.0421
	-0.0327
	0.0288
	-0.0097
	0.0153

	Size
	
	1.0000
	0.0514
	0.0516
	-0.2154
	-0.1564
	0.0060
	0.0643
	0.0095

	International Experience
	
	
	1.0000
	0.2543
	-0.0709
	-0.0578
	0.3086
	0.2901
	0.2907

	Local  Knowledge
	
	
	
	1.0000
	-0.1836
	-0.1820
	0.4147
	0.3224
	0.4057

	HHI
	
	
	
	
	1.0000
	0.4180
	-0.1310
	-0.1477
	-0.0985

	Level of Technological Intensity
	
	
	
	
	
	1.0000
	-0.2109
	-0.2360
	-0.1535

	Normative Distance
	
	
	
	
	
	
	1.0000
	0.8498
	0.9618

	Regulatory Distance
	
	
	
	
	
	
	
	1.0000
	0.8895

	Interaction Between Normative and Regulatory Distances
	
	
	
	
	
	
	
	
	1.0000


Table 2: Correlation matrix
Source: Research results
4 RESULTS AND DISCUSSION
 The influence of institutional conditions on the performance of foreign subsidiaries in the Brazilian host market was tested, with ROA as the dependent variable and normative and regulative distance, and their interaction, as independent variables. Table 3 summarizes the ROA results in accordance with the four different models applied. The analyses were carried out using separate models, following the same strategy used by Chao and Kumar (2010) and always including control values in the regression models. As in Chao and Kumar (2010), the base model, Model 1, uses control variables only. Model 2 includes the normative distance and control variables, Model 3 the regulatory distance and control variables, and Model 4 the control variables and the interaction variable of normative and regulatory distances.
In Model 1 (see Table 3), all the control variables were significant (p<0.01). All maintained this level of significance in Model 2, when the independent variable of normative distance was included.
In Model 2, the independent variable, normative distance, presented a 8.27038 coefficient significant at p<0.01, which refutes Hypothesis 1. In other words, normative distance is positively related to foreign subsidiary performance (ROA) in the Brazilian host market.
In Model 3, only the control variables International Experience (-5.91295) and Local Market Knowledge (8.04058) were significantly (p<0.01) related to performance. In this model, the independent variable, regulatory distance (7.20431) was significant (p<0.01), and thus Hypothesis 2 was also rejected. Like normative distance, regulatory distance is positively related to performance (ROA) of foreign subsidiaries in the Brazilian host market.
In Model 4, the control variables of Size, Local Market Knowledge, International Experience and Technological Intensity Level were significant (p<0.01), but Market Concentration was not. In this model, the independent variable (the interaction between normative and regulatory distances) presents the coefficient 3.37926 and is significant (p<0.01). Thus Hypothesis 3 is rejected, as well. In other words, the interaction between normative and regulatory distances is also positively related to the performance (ROA) of foreign subsidiaries in the Brazilian host market.
These results confirm the significance of institutional characteristics for performance in emerging markets, as argued by Peng, Wang and Jiang (2008).  However, surprisingly, the results of normative and regulatory distances and of the interaction between normative and regulatory distances have been found to be positively related to foreign subsidiary performance in the Brazilian host market. Furthermore, our study reveals a level of significance (p<0.01) identical to that found by Xu, Pan and Beamish (2004) and Gaur and Lu (2007), albeit with a positive coefficient for the independent variables, normative distance and regulatory distance, in our study and a negative coefficient in those previous studies.
	
	Model 1
	Model 2
	Model 3
	Model 4

	Control Variables
	
	
	
	

	Const
	6.94994
	17.7383**
	-1.34607
	3.11532

	Size
	2.60913***
	2.89412***
	0.88805
	1.94385***

	International Experience
	-7.81286***
	-16.0273***
	-5.91295***
	-8.03327***

	Local Knowledge
	11.5828***
	21.0342***
	8.04058***
	10.945***

	Level of Technological Intensity
	-2.63766***
	-4.87351***
	0.0399588
	-1.95217**

	HHI
	-22.0322***
	-44.5935***
	0.225144
	-10.5083

	Institutional Conditions 
	
	
	
	

	Normative Distance
	
	8.27038***
	
	

	Regulatory Distance
	
	
	7.20431***
	

	Interaction Between Normative and Regulatory Distances
	
	
	
	3.37926***

	N
	399
	399
	399
	399

	F-value
	57.73017***
	493.8118***
	24.48857***
	25.92781***

	R²
	0.427852
	0.885002
	0.276222
	0.287785

	R² adjusted
	0.420441
	0.883209
	0.264943
	0.276685

	*
	p<0.1
	

	**
	p<0.05
	

	***
	p<0.01
	


Table 3: Influence of institutional conditions on foreign subsidiary performance in the Brazilian host market. 
Source: Research results.
Our study results also show greater statistical significance than those of the study by Xie, et al (2011) on foreign subsidiaries in the U.S. host market, in which significance of the independent variables (normative and regulatory distance) did not reach  (p>0.1),  and higher effect significance than the results found by Chao and Kumar (2010).  In addition, the models present (R²) higher than those in the similar studies of Chao and Kumar (2010). 
Nevertheless, these results run counter to the perception of Thomé, Vieira and Santos (2010) about the possible deleterious effects on performance of interaction between the variables, normative distance and regulatory distance.  They appear congruent, however, with the observation of Estrin and Prevezer (2010: 41) that "Brazil is characterized by 'accommodating' informal institutions which get around the effectively enforced but restrictive formal institutions and reconcile varying objectives that are held between actors in formal and informal institutions.".
Interestingly, as in previous studies showing negative relationships, possible explanations for the positive relationships found between institutional distance variables and performance in Brazil may also be rooted in institutional characteristics. A careful reading of Baer and Kerstenetzky (1964), Lowinger (1974) and the more recent Baer (2008) and Ranincheski, Negri and Mueller (2011), suggests that the development of Brazilian institutions has a number of unique characteristics. The possible uniqueness of Brazilian institutions is not only very much in line with the arguments for the institutional diversity of the so-called emerging market economies presented by Jackson and Deeg (2008), but consistent with results reported by Estrin and Prevezer (2010), in a study that looked specifically at Brazil, Russia, India and China.
The form taken by institutions in Brazil has been attributed to various factors such as: the colonization experience (Ranincheski, Negri & Mueller, 2011); economic development policies emphasizing import substitution with the intent, initially, in the years following World War II, of encouraging industrialization (Baer & Kerstenetzky, 1964); later economic development policies that created protection mechanisms for the nascent industry, culminating in leveraging exports (Lowinger, 1974) that were strictly linked to the multinational subsidiaries installed in Brazil (Baer, 2008), given the fact that local industry was incipient (Ranincheski, Negri & Mueller, 2011). In other words, multinational subsidiaries established in Brazil enjoyed the same protections as local industry, and the same incentives to export. 
Of potential importance in understanding the results of this study are the values for the control variables Local Knowledge and International Experience.  As mentioned above, International Experience had a strong negative correlation with performance in the Brazilian market.  In other words, familiarity with other host markets appears to be a disadvantage in Brazil, given the fact that the greater the level of international experience, the poorer the performance in the Brazilian market.  This finding is congruent with that of Perkins (2014) with respect to the Brazilian host market.  Using an experiential learning framework and looking specifically at MNCs operating in the Brazilian telecommunications industry, Perkins (2014, p.168) found that "firms experience learning penalties when the breadth of experience is not relevant to Brazil."  

Contrasting with this, we found a strong positive correlation between local knowledge and performance.  These findings with respect to local knowledge are consistent with previous studies.  As pointed out by Li (1994) and Makino e Delios (1996), various attributes of local knowledge cannot be treated as public goods easily accessible by and transferable within the MNC. Local knowledge in a specific host country may be more tacit in some countries than others, making it more difficult to capture (Sasaki & Yoshikawa, 2014). Whether for this reason or not, certainly subsidiaries with a longer knowledge of the Brazilian host market present significantly superior performance.

Contrary to the possibility of transfer or reallocation of capabilities from one foreign subsidiary to another by the MNC posited by Rugman and Verbeke (2001) and Chandra, Styles and Wilkinson (2009), in the Brazilian host market prior experience non-relevant to the Brazilian institutional context appears to be a liability. The difficulty of promoting effective flows of knowledge and capabilities from one subsidiary to another (Tippmann, Scotto & Mangematin, 2014) appears to be particularly acute in the case of Brazilian subsidiaries.
While one possible explanation for the results of this study is the nature of Brazilian institutions, other explanations are also conceivable.  One is the fact that unlike many other studies looking at institutional distance, this one is not focused on entry problems and entry strategies.  With more study of how different institutional settings affect performance over the long term, the finding that the longer the experience in the host market, the better the performance to the extent of eliminating or reversing the effects of institutional differences may prove less surprising. 

Another possible explanation may be related to the size of the subsidiaries studied. All of the firms included in the study can be characterized as large on the basis of their volume of sales.  Although the study was carried out with large firms only, with the exception of Model 3, the results reveal a very high level of significance for the size of the Brazilian subsidiary.  In short, in a sample made up of large subsidiaries, the largest of these performed better, as was found by Halkos and Tzeremes (2007) with respect to firms operating in Greece. Nonetheless, it is possible that a database including small and medium-sized firms might present different results.  In this regard, it is relevant to note the difficulties of data availability in emerging markets, in general, and Brazil is no exception in this regard.  This must be considered a limitation to the present study. Finally, there is the possibility of problems with the construct of institutional distance and/or the constructs of normative and regulatory distance employed. 
Zaheer, Schomaker and Nachum (2012) suggest that the criticisms of Shenkar (2001) to the cultural distance construct may be applicable to other distance constructs, as well. Zaheer, Schomaker and Nachum (2012, p.24)  argue:    
...where we as strategy and international management scholars have perhaps failed most egregiously is by treating distance superficially, as one more variable in a regression. We have to conceptualize why we think distance matters, how we think its effects play out and exactly what mechanisms are at work in the process. Getting this kind of conceptual clarity will immediately lead us toward greater precision in theorizing about and measuring distance. This is perhaps the area where distance research needs the most direction."
The results of our study support this call for a better conceptualization of institutional distance and why it matters, showing that there is, indeed, a need to better understand what mechanisms are at work in the relationship between regulatory distance and normative distance and how they relate to MNC performance.  The assumption in the literature has been that lesser distance means greater similarity and greater similarity contributes to fewer difficulties in interaction and mutual understanding (Zaheer, Schomaker & Nachum, 2012; Chao & Kumar, 2010; Estrin & Prevezer, 2010; Jackson & Deeg, 2008). Our findings show that this is not always the case.  What they do not show is why or under what circumstances this is not the case.  Obviously there is much we still need to know about institutional distance and how it works.
Managerial implications.  
The evidence of the study is clear that regulatory and normative distances are by no means a liability in Brazil.  They are, rather, an advantage that increases with time as the MNC learns more about how to exploit the relevant differences.  However, the findings of this study, while suggesting that there are rewards for staying the course, also provide empirical support for the Brazilian adage that "Brazil is not for beginners". The importance of local knowledge to performance suggests that for "beginners" in this host market, there will be benefits to partnering with those having local knowledge.  Having prior foreign experience acquired in other host markets is of no advantage in Brazil.  On the contrary, it is a liability. The experience that counts is experience in the Brazilian host market. This does not necessarily mean partnering with or acquiring a Brazilian firm.  MNCs having longstanding experience in the country also can have the local knowledge necessary for survival and success in the Brazilian market.  
5 Conclusions
This paper identified the influence of institutional conditions on foreign subsidiary performance in the Brazilian host market. The analysis of results regarding the role of institutional distances in the performance of foreign subsidiaries in the Brazilian host market found no support for the three pre-established hypotheses. In other words, the coefficients for normative (8.27038) and regulative (7.20431) distances, and the interaction between the two (3.37926) reveal a significantly positive (p<0.01) relationship with foreign subsidiary performance (ROA) in the Brazilian host market.   
  The rejection of these hypotheses contradicts the results found by Xu, Pan and Beamish (2004), Gaur and Lu (2007), Chao and Kumar (2010) about normative and regulative distances, and the inferences of Thomé, Vieira and Santos (2012) and Estrin and Prevezer (2010) with respect to interaction between normative and regulatory distances.
Possible explanations suggested for these contrary findings include the possible singularity of Brazilian institutions   (Baer, 2008; Ranincheski, Negri & Mueller, 2011) which provides a propitious environment for the flourishing of foreign subsidiaries. Other possible explanations may be that results reflect a focus on performance rather than entry, the composition of the database, or problems with the concept of institutional distance, its operationalization and influence.  

What appears certain is that institutions and institutional distance do matter to MNC performance and that we still have a lot to learn about how and why they matter. 
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