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Introduction

Get ready for some changes in the way you practice securities arbitration. NASD Dispute Resolution, Inc. now administers 95% of all securities arbitrations. It is presently anticipated that in late 2004, its single Code of Arbitration Procedure will become three codes - a Customer Code (the Rule 12000 series), an Industry Code (the Rule 13000 series) and a Mediation Code (the Rule 14000 series), all of which: simplify language from the prior single Code; codify into rules what had previously been practices, recommendations and guides; and, implement substantive changes. 

This article highlights the most significant changes you will see in the Customer Code and examines their practical application to our practice. This article is written before the SEC has sought public comment on the Customer Code and before the NASD submitted its proposed Industry Code and Mediation Code to the SEC (which it will do in early 2004). The Industry Code will track most of the new Customer Code and the Mediation Code will not contain any substantial changes from the current mediation rules.

While the NASD’s initial impetus was to rewrite the Code of Arbitration Procedure in “plain English”, its goals expanded and, in its rule filing with the SEC for the Customer Code, the NASD stated that the added purposes were:

· Reorganizing the Code in a more logical, user-friendly way, including creating separate Codes; and

· Implementing several substantive rule changes, including codifying several common practices, providing more guidance to parties and arbitrators, and streamlining the administration of arbitrations in the NASD forum.

The Code of Arbitration Procedure for Customer Disputes (the Customer Code) will now be divided into nine parts, which, said the NASD in its Rule 19b-4 filing with the SEC (File No. SR-NASD-2003-158), are intended to approximate the chronological order of a typical arbitration:

· Part 1 – Rules 12100 – 12105: Interpretative Material - definitions and rules relating to the organization and authority of the NASD.

· Part 2 – Rules 12200 – 12213: General Arbitration Rules - what claims are subject to NASD arbitration and what claims are not, sanctions, hearing locations and payment of arbitrators.

· Part 3 – Rules 12300 – 12314: Initiating and Responding to Claims
· Part 4 – Rules 12400 – 12414: Arbitrators
· Part 5 – Rules 12500 – 12514: Prehearing Procedures and Discovery

· Part 6 – Rules 12600 – 12609: Hearings
· Part 7 – Rules 12700 – 12702: Termination of an Arbitration Before Award

· Part 8 – Rules 12800 – 12801: Simplified Arbitrations and Default Proceedings

· Part 9 – Rules 12900 – 12904:  Fees and Awards
What’s New Other Than the Order of Things, Shorter Words, Bullet Points and Active Verbs? 
Here are 17 subjects.
1. What to do About the Inactive Party When the Other Parties Agree  to Modify the Rules for that Case - Rule 12105

Under the former rule, if all the active parties in a case agreed to go forward with less than three arbitrators; agreed to change the time to respond to pleadings; or, agreed to some other change in the rules, decisions of the panel or of the Director of Arbitration, an inactive, non-appearing party could gum up the works. That party’s non-responsiveness would prevent unanimity, which was required to modify the rules for particular cases. The new rule permits the Director to determine that that party’s non-responsiveness will not prevent the agreed-to modification or other change to go forward.

2. Denial of the Use of the NASD -  Added Power to the Director - Rule 12203

Some heated arbitrations bring out the worst in people, creating a security risk to the forum or to the other parties. In the past, if the Director wanted to deny that party the use of the NASD’s arbitration facilities because of  “extraordinary circumstances,” this rule did not provide for such authority. All the Director could do was deny the use of the forum if the dispute was “not a proper subject matter for arbitration.” And in that instance, the Director had to secure the approval of the NASD’s National Arbitration and Mediation Committee or its Executive Committee. Now the Director can take such action directly if he or she determines “the subject matter of the dispute is inappropriate” or “for other reasons if extraordinary circumstances exist.”

3. Extensions of Deadlines – Rule 12207

Until this new rule, there was no guidance in the Code for the extension of deadlines other than the filing and serving of pleadings (which required the consent of the Director or the initial Claimant). Now parties can agree in writing to extend or modify any deadline for serving an Answer, returning arbitrator or chairperson lists, responding to motions or exchanging documents or witness lists. If there is such an agreement, the parties are required to notify the Director, in writing, of the new deadline. The rule further provides that the panel itself, without full party consent, can extend or modify any deadlines on its own initiative or upon the motion of a party. Lastly, the Director may also extend deadlines “for good cause” or the panel may do so “in extraordinary circumstances.”

      4.   Ex Parte Communications Prohibited (Except) -  Rule 12210

While this new rule prohibits parties or anyone acting on their behalf from   communicating with any arbitrator outside of a scheduled hearing or conference – unless all parties or their representatives are present – and further prohibits directly sending an arbitrator anything in writing (e.g., motions, requests, submissions) – unless the arbitrators and the parties agree – the NASD also separately implemented a rule on the joint administration of cases, which bypasses the NASD under certain circumstances.

Entitled “Direct Communication Between Parties and Arbitrators”, the rule provides that:

· All arbitrators and parties must agree to use direct communication during the Initial Prehearing Conference or a later conference or hearing.

· Parties may only send the arbitrators items listed in an Order of the arbitrators.

· Parties may send items various ways: by regular mail, overnight courier, facsimile or email. Faxes and emails may only be used if all the arbitrators and parties have such capability.

· Copies of all materials sent to the arbitrators must be sent at the same time and in the same manner to all parties and the Director of Arbitration (or the assigned Staff person). If the submission exceeds 15 pages, it must be sent to the Director by regular mail or overnight courier.

· The Director must receive copies of any Orders and decisions made as a result of direct communications among the parties and the arbitrators.

· Parties are prohibited from communicating orally with the arbitrators unless all the other parties are present (e.g., are also on the phone). As such, the prohibition on ex parte communications still applies.

· Any party or arbitrator may terminate this procedure at any time after giving written notice to the other parties and arbitrators.

5. Sanctions Against Parties and Their Representatives – Rule 12211

This rule codifies sanctions described in the NASD’s Discovery Guide, goes beyond discovery abuses and even affects a party’s representative (despite the fact that the representative is not a party to the arbitration agreement). If a party or the party’s representative fails to comply with any provision of the Code or any Order of the arbitrators, sanctions may be imposed (as long as those sanctions are not “prohibited by applicable law”). Those sanctions can include but are not limited to:

· Monetary penalties payable to one or more parties

· Precluding a party from presenting evidence

· Making an adverse inference against that party

· Assessing postponement and/or forum fees

· Assessing attorney’s fees, costs and expenses

In the past, Rule 10305 permitted the arbitrators to dismiss a claim, defense or proceeding with prejudice as a sanction for the willful and intentional material failure to comply with an order of the arbitrators if lesser sanctions proved ineffective.

6. Hearing Location – Rule 12212

While there had not been a specific rule on where hearings usually take place, experienced securities arbitration attorneys knew that it would usually be in the city closest to where the Claimant resided at the time of the dispute, as long as the NASD had a hearing location there. This new rule codifies this practice.

The NASD currently maintains 50 designated hearing locations. The new rule provides that the Director will decide which of those locations will be the hearing location for the arbitration. “Generally,” states the rule, “the Director will select the hearing location closest to the customer’s residence at the time of the events giving rise to the dispute.” However, the rule also provides that the parties may agree in writing to a hearing location other than one selected by the Director if they agree before arbitrator lists are sent out under Rule 12403 (see below).  Lastly, the rule allows the Director to change the hearing location upon a party’s motion.

7. Time to Answer Counterclaims and Cross-Claims - Rules 12304 & 12305

This rule provides for uniformity for responsive pleadings. In the past, Claimants had only 10 days to file a Reply to a Respondent’s Counterclaim. Now Claimants have 20 days to respond.  Respondents had 45 days to answer a Cross-Claim from another Respondent. Now such Respondents also have 20 days to respond.

8. Curing Deficient Statements of Claim – Rule 12307

Before this rule’s enactment, if the NASD determined that a Claimant had filed a deficient Statement of Claim, it would notify the Claimant and give him or her 30 days to correct the deficiency. If it wasn’t corrected in time, the Statement of Claim would be dismissed without prejudice from filing it again. Until this rule, parties were not entirely sure as to what qualified as a deficient Claim.  Now there are enumerated examples of such deficiencies:

· The Uniform Submission Agreement was not filed, was not properly signed and dated or does not name all parties who are named in the Statement of Claim.

· Claimant failed to file the correct number of Statements of Claim, exhibits thereto or Submission Agreements. Remember – the NASD gets the original, three copies for the arbitrators and additional copies for each named Respondent.

· Statement of Claim failed to specify the customer’s home address at the time of the events in question or did not specify the Claimant’s current address or that of the Claimant’s representative.

· Claimant failed to pay all required filing fees and deposits, unless they were deferred by the Director.

What happens if all the deficiencies are not corrected within 30 days from the time Claimant receives notice from the Director? The case will be closed and there will be no refund of any filing fees or deposits made by the Claimant.

The new rule also applies to Counterclaims, Cross-Claims and Third Party Claims that are similarly deficient, except for those pleadings the Director will not be making the determination – the arbitrators will. If the panel determines them to be deficient and the deficiencies are not corrected within 30 days of notification, “the panel will proceed with the arbitration as though the deficient” pleading had not been made in the first place.

9. Amending Pleadings to Add Parties  - Rule 12309(c)

Under the old rule, if a party amended a pleading to add a new party to the case between the time the Director consolidated the arbitrator lists and the time the panel was appointed, the newly-named party was not able to take part in the arbitrator selection process. Nor could that new party object to being added to the arbitration.  Now, no party may amend a pleading to add a party during the period of time between the date the ranked arbitrator lists are due to the Director and the panel is appointed.

Once the panel is appointed, a pleading may not be amended – for any reason – without the panel’s approval. In addition, the party added after the panel has been appointed must be given an opportunity to be heard before the panel may grant the motion to amend (to add the party). 

10. Time Extended to Answer an Amended Pleading  - Rule 12310

Under former Rule 10328, parties had 10 business days to answer an amended pleading. Now they have 20 calendar days, making it consistent with the time to respond to Counterclaims and Cross-Claims.

11. Arbitrators – The Rules Have Changed With Respect to Their Number, Selection and Appointment  -  Rules 12400 – 12407

Rule 12400 – Neutral List Selection

· Arbitrator names will now be selected by the Neutral List Selection System (NLSS) on a random rather than a rotational basis, primarily, says the NASD, because of computer programming requirements.

· Parties may no longer unilaterally request arbitrators with particular expertise.

· There are now three rosters of arbitrators:

· Non-public arbitrators

· Public arbitrators

· Chairpersons – public arbitrators who have either completed chairperson training provided by the NASD (or have substantially equivalent training or experience) and either: (1) have a law degree and are a member of a bar of at least one jurisdiction and have served as an arbitrator through the issuance of an Award on at least two SRO arbitrations, or (2) have served as an arbitrator through Award on at least three SRO arbitrations.

Rules 12401 and 12402 – Number of Arbitrators and Panel Composition

· Claims of up to $25,000, exclusive of interest and expenses – one public arbitrator hears the case under the simplified arbitration procedures of Rule12800. That single public arbitrator must be selected from the chairperson roster, unless the parties agree in writing otherwise.

· Claims of more than $25,000 up to $50,000, exclusive of interest and expenses – one public arbitrator (from the chairperson roster) unless any party requests a panel of three arbitrators (then, two from the public and one from the industry; the one from the public must be from the chairperson roster, unless the parties agree in writing otherwise). The former rule also allowed the single arbitrator to request a panel of three.

· Claims of more than $50,000 or where unspecified or non-monetary Claims are made - the panel consists of three arbitrators, unless the parties agree in writing to one arbitrator.

Rules 12403 and 12404 – Reducing the Chance of a Strike Out

The NASD’s Neutral List Selection System is based, in part, on the arbitrator selection process of the American Arbitration Association. At the AAA, however, there are limits to the number of “strikes” a party may exercise, reducing the chance that the opposing parties will strike everyone from the list. Until this rule was amended, that is what often happened since there were no limits to the strikes.

These rules now provide:

· If a panel consists of only one arbitrator, NLSS will generate a list of 7 public arbitrators from the chairperson roster.

· If a panel consists of three arbitrators, NLSS will generate three separate lists of 7 arbitrators each – of non-public arbitrators, public arbitrators and chairpersons. 

· Within approximately 30 calendar days after the last Answer is due, the Director will send the lists generated by NLSS to all the parties at the same time (along with 10 years of employment history and other background information about each arbitrator).

· If a party requests “additional information about an arbitrator”, the Director will ask the arbitrator to supply that additional information and will then forward it to all the parties at the same time. At the Director’s discretion, this request for additional information can toll the time for parties to return the ranked lists.

· Each separately represented party may strike up to 5 of the arbitrators from each list for any reason.

· Each separately represented party must rank the remaining arbitrators on the lists in order of preference and must return the lists no more than 20 calendar days after the Director sent out the lists to the parties.  If the Director does not receive the lists in time, he or she will proceed as if that party had no objection to any of the arbitrators on the list, nor any preference to their ranking on the lists.

12.  Mandatory Initial Prehearing Conferences - Rule 12500 

In the past, Rule 10321(d) provided for prehearing conferences upon the written request of a party, an arbitrator or at the discretion of the Director to consider discovery-related issues “and any other matters which will expedite the arbitration proceedings.”  In practice, however, these “discretionary” prehearing conferences became the norm and now this rule codifies that practice.

After the panel is appointed, the Director will schedule an Initial Prehearing Conference (IPC), which shall generally be held by telephone. Notice will be at least 20 calendar days before it takes place.

At the IPC, the panel will:

· Set discovery, briefing and motion deadlines

· Schedule subsequent hearing sessions

· Address other preliminary matters

This rule provides for eliminating an IPC if the parties submit specific information, in writing, to the Director before the IPC has been scheduled concerning: their acceptance of the panel’s composition; a minimum of four mutually agreeable hearing dates; a discovery schedule; a list of anticipated motions, with filing and response due dates; and, a determination of whether briefs will be submitted and, if so, the due date for the briefs and the reply briefs.

13. Procedural and Dispositive Motions  - Rules 12503 and 12504

Since the NASD’s Code did not provide for motion practice, arbitrators lacked guidelines, resulting in inconsistent outcomes. Rule 12503 establishes procedures and deadlines for making, responding to and deciding procedural motions and Rule 12504 provides a framework for dispositive motions.


Rule 12503 – Procedural Motions

· They can be made in writing or orally during any hearing session. They can be in any form but if they are written, such motions must be served directly on each other party at the same time and in the same manner, with a copy sent to the Director and (usually through the NASD) to each arbitrator.
· However, before making a motion, “a party must make an effort to resolve the matter that is the subject of the motion with the other parties.” Therefore, every motion must include a description of the efforts made to resolve the matter.
· Procedural motions must be served at least 20 calendar days before a scheduled hearing, unless the parties decide otherwise.
· Parties then have 10 calendar days to respond to the motion, unless the moving party agrees to an extension of time or the Director or the panel decide otherwise. As with motions, responses have to be served on all the parties, the Director and the arbitrators.
· The rule specifically provides who decides certain procedural motions:
· Use of the forum – the Director.
· Combining or separating Claims or arbitrations or changing the hearing location – the Director, until a panel is appointed, and then by the panel.
· Discovery-related motions – generally the chairperson of the panel.
· Arbitrator recusal – the arbitrator who is the subject of the request (see Rule 12409).
· Eligibility and dispositive motions – the full panel.
Rule 12504 – Dispositive Motions Before a Hearing on the Merits

This is probably the most controversial new rule. Many customer attorneys contend that the institutionalization of dispositive motion practice will turn this forum of equity into a  forum of law; will be made as a knee jerk reaction to each and every Statement of Claim; and, will force all panels to be proficient in various legal principles and statutes. On the other hand, many defense attorneys see dispositive motion practice as necessary to meet the goal of arbitration as an expeditious alternative to litigation by eliminating absolutely groundless claims that have no basis in the law.

Believing that it must recognize the reality of current arbitration practice, the NASD seeks, by this rule, to draw a fine balance between the competing interests and arguments of the customer and defense bar. It starts by stating in the rule that “motions to decide a claim before a hearing are discouraged, and may only be granted in extraordinary circumstances.” Examples of such circumstances are not listed.

Dispositive motions must be in writing and must usually be served at least 60 days before a scheduled hearing. Parties have 45 days to respond to the motion. These particular motions will be decided by the full panel and cannot be granted unless a prehearing conference on the motion is held (provided the parties do not waive such a conference and permit the arbitrators to decide the motion on the written submissions).

To discourage the unbridled use of such motions, the final provision of the rule provides that the arbitrators may issue sanctions if they determine that a party filed the motion in bad faith. Examples of such bad faith are not listed.

In its rule filing with the SEC on the new Customer Code, the NASD said that it “believes that parties have the right to a hearing in arbitration. However, NASD also acknowledges that in certain extraordinary circumstances, it would be unfair to require a party to proceed to a hearing.”

14. The Discovery Guide Becomes a Rule - Rules 12505 - 12511

In 1999, the NASD dealt squarely with the most troubling and vexatious aspect of securities arbitration – discovery abuses. It issued NASD Notice to Members 99-90 “The Discovery Guide” and while that guide has largely been followed by parties and arbitrators, it remained just that: a guide. The new discovery rules codify the discovery procedures outlined in the Guide; extend deadlines for compliance with and objections to discovery requests; and, provide for motions to compel discovery, depositions under certain circumstances and heightened sanctions for non-compliance.

Rule 12505 – Reiterates what had been in Rule 10321(a). Namely, that the parties must cooperate to the fullest extent practicable in the voluntary exchange of documents and information to expedite the arbitration.

Rule 12506 – This rule is divided into two parts:

· The first part states that Document Production Lists 1 and 2 of the Discovery Guide describe the documents that are presumed to be discoverable in all customer arbitrations and that other Document Production Lists in the Guide may also apply, depending on the specific causes of action alleged.

· The second states that unless the parties agree otherwise, they must either: (1) produce to all parties all documents in their possession or control from Lists 1 and 2 and any other Document List that is applicable based on the causes of action alleged; (2) identify and explain the reason that specific documents in those lists cannot be produced within the required time and state when the documents will be produced; or (3) object as provided in Rule 12508 (see below).

· Production, explanation or objection must be made within 60 calendar days of the date that the Answer to the Statement of Claim is due.

Rule 12507 – Provides for the procedure to follow when a party seeks additional documents or information not in The Discovery Guide. Such requests may be on the Claimant or on any Respondent named in the initial Statement of Claim 45 calendar days or more after the Director serves the Statement of Claim on the Respondent(s). At the same time, the requesting party must serve a copy of the request on all the other parties. The requests must be “specific and relate to the matter in controversy.”

Rule 12508 – This new rule sets forth the manner in which a party may object to document or information production requirements.

· The party must identify which document or requested information it is objecting to and why.

· Objections must be in writing and must be served on all other parties at the same time and in the same manner.

· Objections should not be filed with the Director and parties must produce all applicable listed documents and other requested documents or information that has not been specified in the Rule 12508 objection.

· As a result, any objection not made within the 60 day required time period is waived, unless the panel determines that the party had substantial justification for failing to make the objection within the required time.

Rule 12509 – Motions to request the panel chairperson to compel the opposing party to produce documents or information may be made when that party has failed to comply with Rule 12506 [Document Production Lists] or Rule 12507 [Other Discovery Requests] or has objected to the production of documents or information in accordance with Rule 12508. Motions to compel discovery must include the disputed document request or list, a copy of any objection thereto, and a description of the efforts of the moving party to resolve the issue before making the motion.

Rule 12510 – This rule codifies the practice of depositions in securities arbitration. The rule categorically states that they are strongly discouraged but, upon motion of a party, may be permitted by the panel “only under very limited circumstances.” Those circumstances include:

· Preserving the testimony of ill or dying witnesses;

· Accommodating essential witnesses unable or unwilling to travel long distances for a hearing;

· Expediting large or complex cases; or, 

· “If the panel determines that extraordinary circumstances exist.” Examples of such circumstances are not set forth.

Rule 12511 - The arbitrators may issue sanctions against any party for failing to comply with the discovery provisions of the Code (unless the panel determines that there is substantial justification for the failure to comply) or for frivolously objecting to the production of requested documents or information. 

Under Rule 10305(b) of the former Code, arbitrators were empowered to dismiss a claim, defense or proceeding with prejudice as a sanction for the willful or intentional material failure to comply with their Order “if lesser sanctions have proven ineffective.” The new rule goes a step further. Such dismissal with prejudice can now take place for the “intentional and material failure to comply with a discovery order of the panel if prior warnings or sanctions have proven ineffective.”

   15. The 20 Day Rule Becomes More Inclusive – Rule 12514
The 20 day prehearing exchange rule [Rule 10321(c)] used to require all parties: (1) to serve on each other copies of documents in their possession they intended to present on their direct case (only) at the hearing and (2) to identify witnesses they intended to present on their direct case. The arbitrators were given the authority to exclude from the arbitration hearing any documents nor so exchanged or witnesses so identified. That rule has been expanded and modified.

Now, at least 20 calendar days before the first scheduled hearing date, all parties must provide all other parties (not the Director or the arbitrators) with copies of all the documents and other materials in their possession or control that they intend to use at the hearing that have not already been produced. That is, there is no longer an exclusion for documents a party intends to introduce on the cross-examination of an adversary’s witness. The names and affiliations of all witnesses the parties intend to present at the hearing must also be disclosed and the parties must file their witness lists with the Director, with enough copies for each arbitrator.

What happens if the new 20 day exchange rule is not complied with? Parties may not present any document or other materials not produced and or any witnesses not identified, unless the panel determines that good cause exists for the failure to produce the document or to identify the witness. What is good cause? The rule states that it includes “the need to use documents or call witnesses for rebuttal or impeachment purposes based on developments during the hearing.”  While this “good cause” exception to the new rule may appear to be similar to the earlier rule’s exclusion of cross-examination and rebuttal documents from the 20 day production requirement, one runs the risk that “developments during the hearing” may not take place, preventing a party from introducing those documents or witnesses at the hearing.

     16. Postponements Get Even Tougher, But … - Rule 12601

No arbitration forum is fond of adjournment requests. It is very difficult scheduling hearings and a number of people (particularly the arbitrators) set valuable time aside.  Rule 10319 used to provide that arbitrators had the discretion to adjourn hearings on their own initiative or at the request of a party and, if granted, the requesting party had to pay a fee equal to the initial deposit of hearing session fees for the first adjournment and twice the initial deposit of hearing session fees, not to exceed $1,500, for a second or subsequent adjournment request by that party. Upon receiving a third adjournment request consented to by all the parties, the arbitrators had the authority to dismiss the arbitration without prejudice to the Claimant filing a new arbitration. The rule has gotten harsher. Now:

· A hearing may only be postponed if:

· All the parties agree (intended to make the adjournment rule more user-friendly)

· The Director postpones it “in extraordinary circumstances” (such as a national or regional emergency);

· The panel chooses to exercise its discretion; or

· The panel grants a motion to postpone that is made 10 or more calendar days before the hearing is scheduled to begin, unless the panel determines that good cause exists.

· While a postponement fee will now be charged for each postponement agreed to by the parties or granted by the panel upon the request of one or more parties, the arbitrators may assess part or all of any such fee against a party that did not request the postponement if the panel determines that the non-requesting party caused or contributed to the need for the postponement (e.g., failed to comply with document requests or arbitrator Orders). The fee schedule is now less confusing. 

· To encourage mediation, no postponement fee will be charged if a hearing is postponed because the parties agree to submit the matter to mediation at the NASD.

       17. Fees – Still High But Less Confusing - Rules 12900 – 12903

Before the fee rules were revised, Claimants had to pay a non-refundable filing fee and an initial hearing session deposit that could be refundable under certain circumstances. Parties also had to pay hearing session fees for each hearing session. Although the filing fee and initial hearing session  deposit were both due on filing of the Statement of Claim, they were presented in the Code as separate fees, causing confusion. The fee schedules have been revised in two ways:

1. One Fee - There is now one single fee that is paid when a Claim is filed and, in most instances, the total amount paid is the same as they had been. An amount equal to the hearing session deposit would be refundable if the case is settled at least 10 calendar days prior to the hearing on the merits. Under the former rule, the initial hearing session deposit was refundable if the case settled 8 days before the hearing on the merits.

2. Brackets - Several sets of brackets in the filing fee schedule have been condensed, without any appreciable difference in the total amount of fees that had been required.

Conclusion


The NASD is to be complimented on continuing to adapt its rules to the increased demands put on its arbitration system. It is obvious that a great deal of thought went into the changes. While the discovery rules have gotten tougher; while the formalization of dispositive motions may create a procedural quagmire; and, while the sanction authority of arbitrators over attorneys may be problematic, the primary goals of the new Code have a good chance of being achieved – to provide more guidance to parties and arbitrators and to streamline the administration of cases.
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