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1 The Problem

1.1 The Strategy

Before the 1986 Budget Speech, persons who risked becoming domiciled fo.r

inheritance tax purpoies in the UK would often create an 'oexcluded property"
settlement. They riould remain beneficiaries under the settlement. The settled

p;"p;at;"uld thus remain outside the charge to inheritance tax notwithstanding the

iater acquisition of a UK domicile by the settlor.

1.2 The Effect of the Gifts with Reservation of Benefit Provisions

The effect of the gifts with reservation of benefit provisions on such a strategy is

tught.o"ttoversiil. Let itbesupPosgq that the settlor creates an excluded property

r.Ttt"io.nt which is in a traditional wide discretionary form. He is an object of the

trustees'discretion as to both capitaland income. In those circumstances the Revenue

*iff uff"g.,.orrectly or not,2 thit he h-as ma_de a gift with.a reservation of benefit. On

ifr. 
"5"frlitio" 

tnutitt. reservation of benefit continues during his lifetime, he will be

deemed to be beneficially entitled to the settled property o_n his^death. See Finance

,A.ri 1q80, section 102(3i, which provides: "If, immediately before the death of the

donor, thfre is any property which, in relation to him, is property subject to a

,er..l,iution, then, t'o iire'extent that the property would not,-apart from this section,

iil p;i ;f the donor's estate immeAlitely before his dealh, that property shall.be

treated for the purposes of the 1984 Act as property to which he was beneficially
entitled immediately before his death"'
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1.3 The Importance of Excluded Property

The settled property will only form part of his estate immediately b_e{ore. death for
inheritance ta* ir,rrposes. However, ilit is not excluded property, see Inheritance Tax

Act 1984, section 5(l).

There are two sets of rules for determining whether property is excluded property'

One set, contained in Inheritance Tax Act, section 6, applies generally. The other set,

contained in Inheritance Tax Act, section 48, applies in the case of settled property.

One view is that in determining whether property which is deemed to be included in
u p..ron" estate by virtue of Finance Acf 1986, section 102(3) is excluded-property,

itis irrelevant whether the property subject to a reservation is in fact settled property

so that one simply applies the leneral rules. I shall call this the "non-settled property

solution". a cbntrarl, view is held by many, which I.shall call the "settled pr_o_p9rti1

solution", As the settled property soiution-is beneficial to immigrants to the United

fingOo*, it is not surprising ihatit has not been challenged. On the other hand, if the

setti'ed property solution is Jorrect, it would work to the disadvantage of the taxPqyeT

in the converse case where a person settles property while United Kingdom domiciled
and dies neither domiciled, nor deemed foi inheriiance tax purposes to be domiciled,

in the United Kingdom.

The Capital Taxes Office formerly favoured the settled property solution. In recent

years, ii is uncertain quite what its position is'

2 The Settted ProPertY Solution

The settled property solution is that where propqrty which is deemed to be comprised

in the estate of'a de'ceased person by virtue of Finance Act 1986, section 102(3) is in
fact settled property. Then, in deiermining whether it is excluded property, 

^orte
uppft.r ttr. *les appiicable to settledproperty, contained in Inheritance Tax Act 1984,

;;&61 48, rathei than those appiicable to non-settled property, contained in
Inheritance Tax Act 1984, section 6.

At first glance, this view appears to be wrong.- The deceased is deemed, contrarylo
the facti, to have been beneficially entitled to the.property_comprised i". tlt:
settlement. "Beneficially entitled" must mean "beneficially and.absolutely entitled".

If a person is absolutely entitled to property, then by necessary implication it cannot

U. r'.ttt.A property: Inheritance fai Alt 1984, section 43. -The rules relating to the

characteriiatibn oisettledproperty as excluded property and contained in Inheritance

1'ax Act 1984, section 48^cannof therefore be in point. Instead, one falls back on

Inheritance Tax Act 1984, section 6 with the result that the domicile status of the

settlor at the time the settlement is created is irrelevant and one is simply concerned

with his domicile or deemed domicile immediately before his death.

3 The PolicY

The policybehind section 102 is quite clear. A lifetime.gift should no longer.be

effeciive to secure the advantageo.ri lo*et rates of tax if it is made with a reservation
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of benefit. Tax is to be charged on the donor's death as though he had never made the

gift.

Given that policy, one would expect it to be quite.irrelevant in whom the gifted

property was actually vested at the time of the donor's death''

Everyone seems to agree that if the propertysubject to. the. reservation is not settled

prop6rty at the time'of the donor'i debth, then the identity of.its actual owner is

iUr'otutirty irrelevant in determining whether it is to be included in the donor's estate

on his death. For example, if I gift-a house in Florida to my son who is domiciled in
Florida but continue to enjoy aieservation of benefit in respect of it until my death,

it is clearly irrelevant thaiin his hands it is excluded pro^perty because it.is property

situate ouiside the UK and in the beneficial ownership of a person domiciled outside

the UK within the meaning of Inheritance Tax Act 1984, section 6(1).

The argument for the non-settled property solution is thai it cannot make any

Jiff.r"i.. that the property subject to th^e reiervation is in reality vested at law in the

trustees of the settlemint ind in equity in the beneficiaries under the settlement. In

both 
"ur"r, 

the property is deemed'to 6e in the beneficial ownership. oflhe deceased

i*-.ai"i.iy b6fore his death. That is quite inconsistent with its bein_g in the

beneficial ownership of any other person or with its being_ settled property.. Moreover,

tn. poti.y behind the provision ls as clearly applicable to a settled gift as to .an

"UrJfri. 
gift- The donor is to be taxed in either case as though he had made no gift'

4 TheArgumentforthesettledPropertySolutionBasedon IHTA, Section
4e(t)

4.1 The Pro-Argument

There is a good argument in favour of the settled property. solution. Inheritance Tax

A.t iqS+, iection?l(l) provides that a person beneficially entitled to an interest in
pos.ession in settled property is to. be -treated for the purposes of the Act as

t;;;ii;i;tty entitled to^the property in which the interest subsists. It is generally

ut."pt.O tfrut this provision ls notio be interpreted as requiring .one to deem the

settled property not to be settled property at all. Thus, in determining whether what

is inclu'ded in iris estate is excludedproperty, one has regard to the test for settled

pt"p.rty t"ia Oo*tr in section 48 and not that for non-settled property laid down in

i..ii""'6. Thewordingof section 102(3) isverysimilarandthusone shouldconstrue

the section in the same waY.

4.2 TheCounter-Argument

One should never forget that there is nothing so Protean as a word or an express-ion

used in a statute. Coistruction of a statutory provision can properly be undertaken

only in its context and by keeping the mischief canon of ilterpretation to the forefront
of one's mind. The u.ry rutn. w6rds can bear entirely different meanings in different

of course, the identity of the original donee may b_e relevant in determining.whether the

.*ti""."i".r into ptiy at all; fof the section 102(5) exemption may be available' That,

however, is quite a different matter.
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contexts. That is why legal dictionaries are no substitute for Counsel's Opinion.

Deeming a person to be beneficially entitled to property does indeed entail deeming

ttrui pioi.tdy not to be settled property, in the ordinary and natural meaning of the

words.'Where one finds a deemlng-provision, one must deem all the necessary

.onr.qu.tr.es unless that leads to injlsiice or absurdity or^would defeat the manifest
purpot'" of the statut e. See Marshali v Kerr in the Court gf APPg_u],  appro.ved on this

ioiitUy the House of Lords.5 If the construction of section 49(1) generally adopted

is corr6ct, then there must be some special reason for construing those words

otherwise than according to their ordinary and natural meaning. Such reasoning may

U. totutty inappropriate In the context olsection 102(3) of the Finance Act 1986. it
can be uigu..i itrui lt Ir abundantly clear from other provisions of the Inheritance Tax

Act l984"that the deeming provision contained in section a9(.1) is byno means to

apply for all purposes. Miieover, if it did .apply. fqr. determining whether prg.perly

which was in fact settled property was to be included_in a person's estate immediately

before his death, then thii wbuld give rise to anomaly'

It should be noted that both section 48 (definition of excluded property in.relation to

r.itt.O property) and section 49 (treatment of interest in possessio-n)- are both

contained in Inheritance Tax Act 19d4, Part III which deals only with settled property'

Sectiott a9(1) is a provision which in terms deals only with settled property' By

contrast, finance Act 1986, section 102 deals in principle with all types of property,

settled or non-settled.

The following are illustrations of lnheritance Tax Act 1984 provisions where,

notwithstandiig section 49(l), the beneficiary is treated as being entitled merely to

an interest in pSssession in ieitled property and not to the settled property itself:

Section 51(l)(2) (disposal ofinterest in possession) 
^.

Section SZif j,ii),il) ind (a) (charge ontermination of interest.in possession)

Section SZiD,bj itia (+)'(exceptions from charge under section 52)

Section 55 iievei'sionary interest acquired by beneficiary)
Section 56(3) (exclusion of certain exemptions)
Section Zt(t)ind (4) (accumulation and maintenance trusts)

Section 80 (initial interest of settlor or spouse)

Section 81 (property moving between settlements)
Section 86(4) (trusts for benefit of employe-es)-

Section el(Zj (apportionment of transier of value made by close company)

Section 10i (cilmpanies' interests in settled property)
Section 20g'(liadility for tax exigible on-death by reference to settled

property)'S..iion 
ZOf (f )0) (liability of person entitled for interest in possession in

settled proPertY)
Section 26iQ; (control of company from settled shares)'

Each and every one of these provisions proceeds on the assumption, or only makes

[19e3] STC 360.

[1994] STC 638.
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sense on the basis, that the deeming provision in section +O(1) p not to_apply T!:t"
ui" quit" distinct from provisions-such as,-for example., Inheritance Tax Act 1984,

r.rti'"" 142(5) which ixpressly provides that section a9(1) is not to apply for the

pr,tpor. of section 142 (alteraiion of diwositions ta\ing effect_on d_.9t-h), A more

i"Ll..t6g example stili is to be found in Part III of Chapter TlJ, which in general

"*por.t 
s?ttlemerits without an interest in possession to periodic and exit charges'

S.iil"n 58(1) defines "relevant property" to mean "settled property in which no

q;;iifyttg ilierest in possession subslsts.i. Cl9a1ly, it presupposes that section 49(l)
,i;;;"i ;ppty; for if it did, no property in which an interest in possession subsisted,

whether a q:oitlfying one or otherwise, would be settled property'

The provision which is perhaps nearest to the p_resent case is section 54(2), which
t.f.ri .*p..ssly to the occasibn of the death of a person entitled to an interest in
possession in settled proPertY.

Given this multitude of derogations from the operation of section 49(l), it is not

altogether surprising that the p-revalent view is that section 49(l) doesn_ot apply so as

io .i.fuO" tfr. op.ru"tion of settion 48 on the death of a person entitled for an interest

ir p"tt"r.l"n in'settled property. This interpretation is in any event clearly.required

by'the context, as otheiwiie anomaly would result. The only situation in which

rJ.ii"r +gitj is Airectly relevant to a iharge to inheritance tax is on the death ofthe
p.i*" U.ti.fi.iutty .niitl.d to the interesiin possession in settled property' Iltltt
i"r., tn. .trarge is brought about through the combined operation of section 49(l),
section 5(l) and section 4(1)'

Now it is quite clear that, in the case of every other. charge on s.ettled property, it is
the settled property excluded property rules contained in section 48 which are to

;ppt rfrii ir' the case erren *hbre ihere is a charge und.er sectior 52(1) on the

iJril'ination or disposal of an interest in possession during. the lifetime of the

beneficiary: see section 53(l). It would thus be highly anomalous if there were no

.hurg" on ih" termination oi u tife interest in possession inter.viuos but there were on

the d"eath of the beneficiary if the life interesl terminated only then andvice verso.

5 The Kessler Arguments

5.1 The Basic Argument

James Kessler favours the non-settled property solution at 17 .10 and 11 .11 of his

Taxation of Foreign Domiciliaries (Key Haven 2001). He says, at l7 .10.2:

,'The Non-settled property Solution seems,pers,u_asiv-e.at firlt-glance, an{ fas
support from no l6ss an authority than Robert Venables QC's.Noru Resident

Trusts . .. . Nevertheless it was until recently almost universally accepted as

wrong.

What about the deeming provision that the property is_to be treated as if the

donor were beneficially entitled to it? The answer is that the property must

still be regarded as 'settled property' for the application of the excluded

properties.
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One way to reach this conclusion is to note that the deeming provision does

not deem that in order to be beneficially and absolutely entitled to the settled
property. One can be beneficially entitled to property which is settled

irroferty. (Bear in mind that 'settlement' has a wide definition for IHT. It
in.tuA.i property held subject to a continge-ncy, property charged. with the
payment 

^of 
an innuity, and a lease for life. A person entitled to such

property may nevertheiess be said to be 'beneficially' entitled.)

That this is the correct construction is confirmed by section 49(l) which
provides that:

a person beneficially entitled to an interest-i! Possession in settled
property shall be treated for the purposes of this Act as beneficially
bntitted to the property in which the interest subsists'

No-one suggests that property to which section 49(l) applies is not to.be
treated as Je-ttled propertyforihe purposes of the GWR rules. The wording
of the deeming provision in s'102(3) is the same'"

5.2 Critique of the Basic Argument

I find it difficult to believe that section 49(l) is providing anything other than that the

6.n.lt iu.y .ntitled to the interest in possesiion is deemed to be bene{icially entitled

to ttre e.tti.e settled property free frbm the equitable interests of others under the

settlement and thus td Ue Uen'enc ially and absolutely entitled. At least until I read Mr
kessler's views, I had always supposed that it was universally agreed that if a peJso.n

is entitled to an interest in f osseiiion in the whole of the settle{ ProPe.rtY, then.he is

deemed to be entitled to ihe whole of the settled property itself, i.e. that he is
beneficially and absolutely entitled to the settled property.

Mr Kessler states in parentheses that the definition of "settlement" for inheritance tax

purposes includes "property held subject to a contingency, property charged with the

iruy*.nt of an annuity, and a lease for fife. A pers.on entitled.to such property may

nevertheless be saidio be 'beneficially' entitled". I find the truth of this terse

statement to be by no means as obvious as Mr Kessler assumes it is. Indeed, I believe
it to be wrong if I have correctly interpreted it.

Let us take the case of property subject to a contingency. Suppose I am entitled to an

estate defeasibly on my marrjritrg i Roman Catholic. Now while I am beneficially
entitLed to my defeasible interesl, I am not beneficially entitled to the estate itself
b"caus" "benLficially entitled" means "absolutely.and beneficially entitled", ]f ole
asks what constitutel the settled property, it is the freehold interest vested in the

irort.". and not my determinable b^enefi ciil interest. If one asks to what section 4 9 ( l )
deems me to be 

"trtitl.d, 
it is the freehold interest and not my defeasible beneficial

interest.

Where property is held on trust for X for life but charged_ with.an annuity in.favour
of i, fo'r inheritance tax purposes, each is deemed to be beneficially. entitled to the

income of an appropriate^frabtion of the settled property. Se^e Inheritance Tax Act
iqg+, section 30. i.{ow, in reality, neither the ienant for life nor the annuitant is

beneficially entitled to any fraction ofthe settled property itselfbut to their respective
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beneficialinterests. Yetlamsurethattheeffectofsectiona9(l)istodeemthemto
be beneficially and absolutely entitled to the respective fractions of the settled

property in which their respective inlerests are deemed to subsist. X's executors

ian'not,'in my view, argue that for inheritance-tax purposes on his death one is to
value the fraction of tn". settled property to which he is deemed to be beneficially
entitled as being subject to the annuity.

What of the case of the lease for life? If it creates a settlement, the reversion on the

lease is treated as the settled property. The lessee's interest in the property is to be

taken to subsist in the whole^of thaf property.6 Hence, the lessee is deemed to be

i"Ur"f"t.iyl entitled to the reversion. 
^ 

Se^e Inheritance Tax Act 1984, sections 43(3)

ind 50(6). I do not see how this assists Mr Kessler's argument'

Mr Kessler also states: "No-one suggests that property to which sectign 49(1) applies

is not to be treated as settled pro.-p-erty for the purposes of the GWR rules. The

*oiOing of the deeming provision-in s.tOZ(3)-is the same". Those who favour the

settled"property solutio'n do indeed advocate that "property to which section 49(l)
appties'lr not to be treated as settled property for the purposesof the GWR rules"'
ifr'iy woutO assert that if the settlor seitlei_property on trust fol X (not his spous.e)for

life 6nd confers on the trustees an overridingpowef of appointment as to cap,ital in
iu"o"t of himself, then, assuming that to be a gift with reservation of benefit, the

piop.rty which is'in faci will be diemed to be comprised in the.estate of the settlor

irnriediately before his death; and it will be just as.irr?l,evant that it is at that time

deemed to te beneficially (and absolutely) owned by X. as it would be if X were

actually the absolute owner'and there were a reservation in respect of it.

5.3 The Kessler Argument on Interest in Possession Trusts

In a continuation of the passage cited at 5.1 above, Mr Kessler continues:

"The correctness of this is also confirmed if one considers a trust under

which the settlor has an interest in possession' See below'"

He states al l7.ll (Settlement in which donor has an interest in possession)

"Suppose:

(1) S (not UK domiciled) creates a settlement;

(Z) S has an interest in possession in his settlement at the time of his death;

(3) the settled property is (accordingly)? subject to a reservation;

This is not the case to the extent that consideration was given for the lease' See section 1 70'

The property would not be property subject to a reservation simply because the settlor

r.t.iti.J'" life interest in it.' S,3e my In'heritance Tax Planning 3'd edition B'2'4'l and

io^iiirioi", for Stamp Duties Nei South Wales y.f*pgtlq!_Trustee Compqny Limited

llSiai ii izj. f6i, ptint, however, does not invalidate Mr Kessler's reasoning.
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(4) the property is not UK situate at the time of the death.

Section 102(3), FA 1986 provides:

"If, immediately before the death of the donor, there is any property which,
in ielation to him, is property subject to a reservation then, to the extent tho.t

the property would not-, apart from this section, for.m part of the -donor's
estite t**ndtot"ty before-his death, that property shall be treated for the

prrrpor.r of the tg}+"llct as prop_erty.to which h.e was beneficially entitled

immediately before his death." (Emphasis added)

The words in italics are here called "the donor's estate exemption to the GWR ruIe".

Adopting the Settled Property Solution, the position is easy to understand:

(l) The settled property is excluded property under s.43(3), ignoring s' 103(3).

(2) Accordingly, aparl from s.103(3), it does not form part of the estate of S

immediately before his death; see s.5(l).

(3) Accordingly, the donor's estate exemption to the GWR rule does not apply

and the dJeining provision is s.103(3) does apply; but

(4) this does not matter as the property is excluded prop.erty,for GWR purposes

and treated as outside the estate oi S at the time of this death.

Adopting the non-settled property solution, the position is as follows:

(1) The settled property is excluded property under s.43(3), ignoring s.103(3).

(2) Accordingly, as before, apart from s.103(3), it does not form part of the estate

of S immediatelY before his death.

(3) However, applying s.103(3) and the non-settled plop.erty solution, it is not
\- / 

excluded prb^p.irty'ro doeiform part of the estate of S immediately before his

death.

Thus the property is simultaneously excluded for one pufpose and not excluded for

another. this is"possible but co*ple* and clumsy and suggests that something is

wrong with the non-settled property solution."

5.4 Critique of the Kessler Argument on Interest in Possession Trusts

Mr Kessler concludes: "Thus the property is simultaneously excluded for one purpose

and not excluded for another. rnis i^s possible but complex and clumsy_and suggests

itrJ ."t".i6ittg ir *rong with the non-iettled property solution". Now I am sure that

Irni f.r.t.t wiuld agrJe that if I give away my Provencal home to my.partner, who

il;;t ;t rpor6. unfi who is domlciled inNew South Wales, and continue to spend

;";;;';;.itfti" ft". of charge, then the home is property.subject to a reservation

on 
"ifJ"uift. 

It is at the same tiln; (a) exclud_ed propeity - if one is considering the

estate of my partner - and (b) non-excluded prbperty - if one is considering the
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application of the gifts with reservation of benefit provisions in relation to my death.

If inay be "complJx and clumsy" to deem property which belongs to one p.erson.to

belong to another for a scintilla tumporii, but that is exactly what.the gifts.with
reserv"ation of benefit provisions do. it might be said once again_that it can make no

difference to whom th^e property subject to a reservation in fact belongs or whether
it is in fact settled propertY.

6 Planning

One possibility of avoiding the gifts with reservation of bene_fit provisions is for the

settlor to make a sheared {ift. not example, if he were simply to gi{t the remainder
-xpectant 

on his own lifeind were to reiain a life interest by wqy of resulting trust,

there would be no reservation of benefit. On his death he would be deemed to be

beneficially entitled to the settled property as settled prop.erty It would rank as

excluded property and thus not increase the tax exigible on his death.

If the settled property at any stage consists of an interest in land. Finance Act 1986,

sections 102.L-l^02C', inserted by Finance Act 1999, must be taken into account.

Another possibility is so to construct the trusts that any gift in settlement constitutes

un "*.-pt transfer of value by virtue of the spouse exemption contained in
Inheritanie Tax Act 1984, section 18, thus bringing into play Finance Act 1986,

section 102(5Xa). See IRi v Eversdenl200Z) SfC 1109..It is crucial to ensure that

the gift itr s"itie*"nt does constitute a transfeiof value and one which fails to qualify
as a chargeable transfer of value merely on account of the spouse exemption. .Thus,
there wili be no point in the settlor gifting excluded property, as that would not

constitute a transfer of value at all: hheritance Tax Act 1984, section 3(2).

It is sometimes suggested that the settlor should bg given a life interest in the settled

property;8 he wilit'irus be deemed to be beneficially entitled to the settled property

by uitt i" of section ag]); the settled property is, as. such, excluded property; hence

oir ttr. one hand it falls'to be disregardedin computing the value of his estate on his

death and on the other hand Financi Act 1986, section 102(3) cannot apply to it. The

weak link in the argument is the last one. Section l0?q) is not prevented from
applying simply bec-ause the deceased donor was beneficially entitled to theproperty
in iluesiion. Ii ii necessary that it formed part of the donor's estate immediately before

his'death" Yet as itis,quisettledproperty, excludedproperty' section-5(l) expressly
provides that it does not formpait oThis estate. Thus section 102(3) can operate,

*6i.tt brings one back to the vital question of which set of rules one applies to
determine *hether or not the property is excluded property.

7 Conclusion

The accepted construction of section 49(l) can,9f 99-urs_9, work to the benefit of the

Revenue, as where a non-UK domiciled tenant for life dies entitled to an interest in
possessioninanon-excludedpropertysettlement. So. too,myviewof section 102(3)

There can be good reasons why this should not be an immediate life interest: see Inheritance

iax Act 198?, sections 80 ind 82, discussed at D.15.2.4 of the third edition of my
Inheritance Tax Planning.



can work to the advantage of the taxpayer, as where a settlor establishes a trust while
he is UK-domiciled, buibecomes non-UK domiciled before his death.

Attheendoftheday,theinterpretationofsectionl02(3)isamatteroflaw. Assuch,
itwillfalltobedeterminedbytheAppellateCommitteeoftheHouseofLords. One

must ask how high is the probability of their Lordships giving 
^section 

102(3) a

constructionwhicf,will faciiitate the avoidance oftaxbypersons of foreign extraction
who have become firmly settled in this country. Of course, I accept that the House

of Lords showed in Fitiwittiam v IRC that it is capable of giving the green light to
the most technical of tax avoidance schemes, while the decision not to give effect-to

itt. lufy 1988 Consultative Paper on residence of individual-s by tightening up the

ruies aifecting long-term UK risidents with a foreign domicile showed that foreign

domiciliariesitill h"ad, at least atthattime, considerable political clout. Yet times are

ro*.nungirg. It is therefore possible that the Capital Taxes Office will one day take

ilfr. poiri.'fils also possible ttrat it could be raiied in the case where it was in the

taxpayer's interest to do so.
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