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Foreword
In this day of declining assets, the Government must find ways for conserving resources.  In the world of acquisition that means our contracts must be written to obtain the best value for the Government.  Best value is often thought of as "lowest price", however a changing view of the acquisition process now includes both price and non-price factors in that definition. 

The incentive for best value, from a contractor's perspective, is generally (however, not always) financially based.  Contract incentives have traditionally been considered financially based, however, an effective incentive is not always cold hard cash, but may be based on non-price/cost factors that have a financial or business process impact on the contractor.  Generally, the most effective incentive for both industry and the Government is a combination of both financial and non-financial incentives.

In the simplest terms, the award of a contract is a financial incentive to the contracting world.  An award may also have non-financial benefits such as keeping a workforce employed, increasing the business base, filling in down time for the workforce, etc.  Our job, within the acquisition community, is to be good business managers and stewards of Government assets.  In that vein, we must look for contract incentives which will save Government assets, whether that equates to direct dollars or non-financial savings in areas such as safety, response time, quality, oversight, etc.  

Contracts, by their very nature, motivate successful performance—contractors that fail to perform satisfactorily may not get paid or receive follow on contracts.  Just meeting the minimum contract terms may be adequate for some commercial contract requirements; however, to encourage "superior performance" many contracts are incorporating additional incentives designed to encourage a higher level of performance.  One non-cost example of this is the "past performance information" developed and maintained by the Government throughout the contract life cycle.  The report is available to all Government buying activities for review.  A good report may/will mean more business whereas a poor report may have an effect on future business.  This makes past performance a very strong non-cost incentive to perform well.  An exceptional track record gives a contractor a greater competitive edge in future source selections and thus a stronger assurance of future work.  Past performance might also be considered a "negative" incentive for those contractors who do not perform well.  Additional negative incentives available include provisions, such as the construction provisions for liquidated damages, create a "cause and effect."   This cause and effect means that if the contractor causes harm or damage to the Government as a result of failure to perform, the effect results in contractor compensation to the Government.  The overall point is that incentives are an essential element of any contract.  

The following information will discuss incentives available to the Government.  The incentives discussed are not all-inclusive and should be viewed only as a starting point.  What is an incentive to one particular contractor, one agency of the Government, one sector of the business world, or one geographical location may not be a critical/important factor for the other.  Acquisition reform has taught us that contractor and Government interests are not mutually exclusive.  Innovation and partnering with industry can be profitable in both financial and non-financial terms to both industry and the Government.  The goal of this guide is to encourage innovation that results in profitable contract experiences for both industry and the Government.

CONTRACT INCENTIVES

I.  The U.S. military is the best in the world.  To keep this edge, we must assure the war-fighter has the best tools available from both a cost and a non-cost perspective.  The industrial base and industry participation is needed to keep this edge.  Industry is critical to the Department of Defense (DOD) effort because:


A.  DOD relies on private industry to provide leading-edge technologies at an affordable cost throughout a system’s life cycle or throughout the contract performance period.  Consequently, DOD’s suppliers must be innovative, efficient, and effective.


1.  Innovation by defense suppliers will enable war-fighting systems to attain the capabilities possible by incorporating the latest technological advances, especially those non-traditional supplies from the commercial sector.


2.  Defense acquisition processes must be more efficient and cycle time must decrease to meet the wide-ranging set of requirements imposed by today’s unstable national security environment.  Thus, DOD suppliers must improve their efficiency and cycle time.  They must consider and adopt practices proven effective in the highly competitive commercial marketplace.  Lean industry principles and best practices should be recognized and rewarded.


3.  DOD will only be able to buy the highest quality goods and services at the best value if defense suppliers are effective in delivering a quality output at a fair price in a timely manner.


B.  In the past there have been frequent disconnects between the contract incentives designed by the Government and the motivational factors driving the contractor.  Consequently, the structure of the business relationship often met only performance goals at the expense of cost and schedule goals—usually to the detriment of the user, the mission, and the taxpayer.  Available budget dollars provided a cushion for the inefficiencies inherent in the Government-contractor relationship.  DOD can no longer afford to fund these inefficiencies and must develop effective incentive strategies that meet a more holistic goal of "best value," all factors considered.


C.  A critical component for developing an incentive strategy must include not only an improvement of our ability to use existing contractual incentives, but a range of new and innovative contract incentives that recognizes the results the contractor and the Government desire while minimizing any undesirable outcomes.  The acquisition workforce must be able to employ these contract incentives, both cost based and non-cost based, in a manner that ensures the incentives will produce a superior quality product efficiently, effectively, and at the best value.  



D.  Structuring and implementing an effective incentive relationship must take into account the perspectives and motivations not only of corporate and policy level managers, but also the functional managers who have day-to-day responsibility for performing or overseeing the contract provisions (e.g. the Contracting Officer, Contract Specialist, COR, QAE, contractor Project Manager, on the job foremen, etc).  The challenge is to determine what contractor behavior you want to motivate and then structure the proper incentive strategy to effectively motivate that behavior.

II.    Barriers to industry/Government partnerships.


A.  A common barrier to successful Government/industry partnership is an inherent distrust of motives of the other party.  The Government may have the attitude that the contractor should assume all the risk and is concerned only with the profit line while the contractor feels the Government is unreasonable by shifting risk to them as well as trying to squeeze out all contractor profit.  


B.   A major barrier to contractor innovation and expanding the industrial base is the Governments' reliance on vendor costing data.  With a few minor exceptions, Federal cost reimbursement contracts require that an "approved cost accounting standard procedure" be in place prior to award.  This requirement is not an industry commercial standard therefore it may require the contractor to maintain one set of accounting practices for their commercial business and the cost accounting standards for their Government customers.  This adds cost and time to the process as well as discourages many viable firms from participating.  Agencies can avoid this problem if they can use acquisition strategies that rely on a fixed-price type contract.  

1.  In some cases, a Firm Fixed Price (FFP) or Fixed Price (FP) contract with economic price adjustment or a FPI (Fixed Price Incentive) may be a viable alternative to a cost contract.  If properly constructed, the fixed price arrangements may provide sufficient flexibility for innovation and risk.  In addition all fixed price contracts are exempt from cost accounting standards coverage.  

2.  A fixed price arrangement places performance risk on the contractor, therefore it is not suitable for either developmental or experimental contracts or for those contracts with significant unknowns (how much, where, when, etc).  

3.  If the risk can be sufficiently fixed, the fixed price arrangement with an incentive fee or economic price adjustment may provide sufficient incentive to encourage industry superior performance.  

4.  These "non-cost" incentive arrangements will expand the vendor base and decrease contractor costs plus lower Government contract administration effort and costs.      

III.   The regulatory basis for incentive type contracts is provided by the Federal Acquisition Regulation (FAR) Part 16.4.  Recommend a review of Part 16.4 to provide background on the concept and use of incentives within the Federal acquisition environment.  Keep in mind the subject of incentives is much larger than contract types as it encompasses all aspects of a contractor's performance using either cost incentives or non-cost incentives.   

IV.   Federal contracting is affected by the following factors:


A.  The Risk Factor



1.  Risk to a company is the likelihood of the project achieving its financial objectives.  On the other hand, risk to the Government may be viewed as receipt (or non-receipt) of goods or services too little, too late, nonconforming, of inferior quality, and/or at an excessive cost or price.  Stated another way, risk is the potential impact on value of events not proceeding as planned.  Companies and investors are willing to accept greater risks for higher returns.



2.  For a company, financial risk can be driven by many factors in a project. Types of risk may include: price risk, technical risk, schedule risk, market/economy risk, technology risk, competition risk, type of contract, etc. any of which can significantly have an effect on a project’s financial performance.   These factors may risk the future survival of a project and the potential for future contracts.



 3.  Examples of risks affecting federal contractors include: 



a. Price risk reflects the company’s ability to maintain the price of the product.  An example is a requirements contract that results in purchase of only a small portion of the original estimated requirement.  This may put the contractor in a "price risk" category for the number of units supplied.  This may also be viewed as a risk for the Government as prices and/or availability may vary significantly from acquisition to acquisition.


b. Technical risk would include risks involved with design and development challenges.  For the contractor, they risk future contracts, their reputation, and potential loss of profit.  For the Government, some of the risk might include: additional costs incurred, increased administrative burden, and milestone slippage.


c. Schedule risk reflects the likelihood of meeting contract schedule.  Liquidated damages or non-reimbursable excess production/services costs and/or lost profit/fee may be the result.  Risk to the Government might include total failure to support the mission.


d. Market risk may be affected by the company's estimate of how much/many items will be purchased by the market (or in this case, the Government).  A risk to the Government could be loss to the industrial base.
 



e. Technology risk might include the expense of set-up for a technology that is fast evolving only to be obsolete before profitability.  (Think about the dot com industry!)  And, for the Government, it might result in use of taxpayer dollars with no return on the investment.


f. Competitive risk could include (from a contractor's perspective) the cost of remaining competitive in a saturated industry.  Generally, from the Government's perspective, competition would not be considered a risk but a desired outcome.



g. Type of contract structure determines where the maximum financial risk will be placed.  Fixed-price contracts, especially a Research & Development (R&D) effort, places significantly higher risks on the contractor than a cost reimbursement contract.  In a cost reimbursement contract, the Government largely accepts the financial risk by allowing the contractor to charge all of its incurred costs to the Government.



B.  The Leadership Factor can be a critical element when considering an incentive relationship.


1.  Incentive type contracts work best when there is a sound long-term business relationship/partnership.  A successful business relationship must not only deliver a product or service, but also maximize value for both parties.  Leadership within both the Government and industry is critical to the development of such a business partnership and must be based on trust.  Trust takes time to develop and can only be achieved through effective communication that includes a recognition of both parties needs.  Any successful incentive type contract will be based on a give and take that ultimately benefits both the contractor and the Government.


2. Initially, most relationships are economically based.  Once the economic link is established, leadership provides the example and encouragement to move towards a trust based working relationship.  Trust develops because the repercussions of breaking trust are usually prohibitive.  This is an evolutionary process that is critical for long-term success between industry and the Government. 



 

3.  Many industry and Government agencies still do not understand that innovative thinking is best approached as a partnership, rather than by use of the autocratic "hands off" approach.  This historical relationship between Government and industry limits the development of new approaches to acquisition problems and common solutions that benefit both parties.



4.  A likely consequence of any innovative effort always includes the possibility of failure.  Some failure is inevitable, but accepting that fact may be a "cultural shock" for some Government personnel.  Risk of failure must be accepted if innovation is to succeed.  An even harder concept for Government managers to accept is that some rewards may still be appropriate even in light of a failure.  The point is, we must challenge and expand our thinking, use these lessons learned, and welcome innovation.




5.  To succeed in the incentive environment, leaders must set the example by committing to long-term partnerships based on shared goals.  Proactive leadership is necessary at all levels in both industry and in the Government to ensure innovation is encouraged and a “different” approach becomes embedded in the culture.


C.  The Sole Source versus Competition Factor

1.  In a sole source environment, the justification and approval for the action must be developed and approved before initiating discussions with the contractor.  However, soon after the determination is made the Government and the contractor should review the issues or processes they believe are relevant to the requirement.  At this point in the process, the Government will generally have a greater understanding of the factors directly relevant to the instant procurement, while the contractor will have greater insight into the internal processes and decision-making capabilities required.


a. The Government and the contractor must openly and honestly assess all of the factors based on their unique perspectives to define the most effective contract incentives for the acquisition.  


b. Exploring these “differences in perspective” should surface critical information necessary for a more complete understanding of the process challenges.  This process will help the parties define an incentive approach that (1) recognizes the needs and motivations of the parties at that particular point in time and through the period of performance, (2) reflects a contract strategy that both the Government and the contractor believe will ensure a successful outcome.



2.  Competitive requirements encourage "factor collaboration" 



a. The effective use of competition and financial incentives is one way to reduce risk.  In the earliest stages of the acquisition process, the agency should still be looking for innovative solutions to meet its needs.  If given the opportunity, industry can be helpful in proposing innovative solutions.  Ways to encourage industry to participate early in the process are to issue a "sources sought" synopsis, publish a draft solicitation for comments, sponsor industry forums, etc prior to the final development and release of the solicitation.  When developing the solicitation, assure there is language in the solicitation that will encourage the proposal of alternate and/or additional incentives.



b. To encourage innovative solutions, requirements in solicitations should be written not as detailed design or performance specifications, but rather as broad based statements of objectives (or targets) for function and/or performance based requirements. (See the presentation for Performance Based Services Acquisition (PBSA) provided at the USACCE webpage at http://www.hq.usacce.army.mil under "Center of Excellence in Service Contracting" for an excellent overview of PBSA.)  These requirements should consider any long-term costs such as operations and maintenance (O&M) or life cycle costs when applicable.  Considering these costs may result in alternative solutions that may better meet the agency's needs.  In addition, effective use of competition and financial incentives will help the agency obtain better cost, schedule, and performance goals at contract inception.



c. After receipt of proposals, discussions based on the individual contractor’s approach and their perspective of the requirement may result in tailoring specific incentives for each proposal that better reflect the needs of each individual firm.  Although individual contract arrangements may differ among contractors, the integrity of the source selection process must be maintained.  Discussions may not impart a unique advantage or provide insight to another’s proposal or approach.  The goal is to enable the offeror to provide the best possible proposal and for the Government to improve the probability of the successful performance and/or delivery of the requirement.



3.  Whether sole source or competitive, the contract administration phase brings unique challenges.  To be prepared to respond to these challenges, recommend all cost incentive contracts include an “incentive adjustment plan” that addresses changes to the business process after contract award and/or during contract performance.



D.  Shared Value Factor



1.  Shared value is the concept that the Government and the contractor generally share a common set of top-level goals that also define “value.” At first glance, the goals of the Government customer—the taxpayer and war-fighter—and the contractor may seem contradictory.  However, these common goals include the achievement of customer satisfaction, program or requirements stability, and positive program and financial performance.  Participants in successful business relationships develop mutually beneficial solutions to achieve these goals.



2.  Performance success is dependent on the individual success of all the participants; it is likely that neither a Government nor a contractor team will succeed if their counterparts are failing.  The value interests of both can be met if this is recognized and considered throughout the relationship.  Success depends not only upon each side looking out for its own interests, but also seeking to understand the other side’s perspectives and goals.  This is critical to a successful business relationship. 



3.  A balanced focus within a successful business relationship provides a real shared understanding of performance interests as well as business concepts.  For the Government, this will likely include reduced total operating costs and performance that meets or exceeds the stated performance requirements.  For the contractor, it generally includes a stable program, the generation of positive cash flow and profit, as well as a satisfied Government customer.  Incentive strategies not based on a sound understanding of the business concepts risk rewarding the wrong behavior and jeopardizing successful performance of the requirement.  

V.  An effective incentive strategy for an individual procurement may include several concepts and innovative applications to provide the behavior desired.   This includes rewards and consequences that assure a continuance of commitment on the contractor's part to achieve the objectives of the project even if the reward becomes unattainable. The spectrum of incentives can be financial (cost), non-cost, positive, negative, or a combination of these factors.  An incentive may have an effect on any portion of a contract to include labor or material cost, schedule, quality of performance, individual effort, terms and conditions, subcontractor incentives, etc.  Regardless of the final composition and structure of the incentives, the goal is to encourage and motivate the best-quality performance.


A.  Cost Based Incentive:  A cost based incentive is designed to relate profit or fee to results achieved by the contractor in relation to identified cost-based targets.   Incentives must be quantified and within a reasonable range.  The arrangement must be written so that it offers the contractor rewards commensurate with the risks he assumes. The arrangement must not create a situation in which cost is overemphasized or underemphasized relative to other procurement objectives.  The cost or financial incentive may also reduce risk by motivating contractors to meet cost, schedule, and performance goals.  Financial incentives often take the form of additional profit for improved performance such as in a fixed-price incentive (FPI) contract.  



B.  Schedule Based Incentives focus on getting a contractor to exceed delivery expectations. They can be defined in terms of calendar days or months, attaining or exceeding milestones, or meeting rapid-response or urgent requirements.  Schedule risks may be very high since the customer requirements may not remain firm and the impact of changes cannot be predicted with reasonable accuracy.  Reward to the contractor for accepting schedule risks must be consistent with the level of risk.  As an example, pre-production schedule objectives and risks would differ significantly from production schedule objectives and risks. The pre-production challenges usually are unknowns in technology and instability in requirements and funding which places more risk on the contractor.  On the other hand, manufacturing unknowns that drive a production schedule such as supply of materials and parts, labor, etc. represent a greater risk to the customer.  


C.  Performance Based Incentives should be used when they will induce better quality performance and may be positive, negative, or a combination of both.  A performance-based incentive should be applied selectively to motivate efforts that may not otherwise be emphasized, and to discourage inefficiency.  Incentives should apply to the most important aspects of the work, rather than to each individual task.  

1.  An example of a performance-based incentive would be an award fee contract arrangement.  The evaluation factors established in the award plan will provide for a subjective assessment of contractor performance for a stated performance period.  The plan will allow contractors to earn a portion (if not all) of an award-fee pool.  The agency will unilaterally determine how well the contractor meets or exceeds the applicable performance standards and subjectively determine the amount of earned fee to be paid.  The award fee plan must provide how this fee is structured and what the contractor needs to do to earn some/all of the fees. 
2.  Although an incentive is generally thought of as a "positive" incentive, a negative incentive is any requirement that causes a contractor to take action in order to avoid an undesirable result.  Negative incentives could include rework or re-performance of the services at no additional cost to the Government (in the case of a fixed price contract) or fee (in the case of a cost reimbursement type contract), a deduction for services not rendered, reduction in paid fee, etc.  It is noted that any reduction in the actual contract funding for services not rendered must represent as closely as possible the value of the service lost and not be considered a "penalty."  

3.  Past performance assessments are a quick way for motivating improved performance or to reinforce exceptional performance.  As mentioned earlier, past performance information can have an effect on decisions to exercise options or to make future contract awards.  

D.  Organization and Individual Incentives can be an effective tool in producing the desired performance.  As an example, the Government might encourage, but not require, some type of company behavior, which recognizes individual "employee" or team accomplishments by use of a share in savings formula.  A savings arrangement that "shares" with the workforce encourages "buy-in" at the lowest worker level, where many of the innovations begin.  This helps instill a partnership between the customer and all levels throughout the contractor organization.  


E.  Terms and Conditions are another way to achieve an incentive through the operation of the basic contract structure.  As an example:

1.  Contract financing such as use of Performance Based Payments (PBP) may be an effective incentive to the small business that lacks the cash flow to adequately support the financial burden during the start up or early portion of contract performance.  PBPs can be provided “…only to the extent actually needed for prompt and efficient performance, considering the availability of private financing.”   The use of PBPs will be viewed as an incentive to contractors who might otherwise not be able to compete or have the opportunity to successfully perform because of a variety of legitimate reasons (often it is a cash flow problem).

2.  Award-term contract arrangements are very similar to award-fee contracts, however, instead of or in addition to the award fee the contractor is awarded additional periods of performance.  Or, if performance is habitually below standard, the period of performance can be shortened.  Award-term arrangements are most suitable when establishing a long-term relationship is valuable both to the Government and to the potential contractor.  They differ from options in that award terms are based on a formal evaluation process and do not entail the regulatory procedures associated with priced options. 

F.  Subcontractor Incentives (Supply Chain) strategies can be constructed to encourage prime contractors to motivate their suppliers to excel in all parts of the acquisition process.  Prime contractors may include incentive provisions in their subcontracts similar to or in addition to those found in the prime contract.  As an example, the prime may include provisions within the subcontract that provides the sub a higher rate of profit as an incentive for early delivery.
VI. Considerations when Contemplating Incentives 
A.  Make sure incentives are challenging but realistic and attainable—in other words, understand that a contractor will not spend a dime to earn a nickel.  To achieve the desired outcome, incentives should be consistent with the effort and the contract value.  They must also be carefully structured to consider their overall impact and to avoid any unintended consequences while providing value for achieving the mission.  The goal is to reward contractors for outstanding work but not penalize them for work that is fully satisfactory but less than outstanding.

B.  Make sure those incentives are based upon valid performance objectives and performance standards, and ensure that they are measurable and attainable.  If they do not clearly communicate the agency’s desires and expectations, they will have—at best—only a random chance of achieving the desired outcome.  An “I’ll know it when I see it” approach is neither an incentive nor a performance standard.

C.  The definitions of standard performance, maximum positive and negative performance incentives, and the units of measurement should be established in the beginning.  They will vary from contract to contract and are subject to discussion during a source selection.  The incentive structure must reflect both the value to the Government of the various performance levels as well as a meaningful incentive to the contractor.

D.  Incentives should correlate with results.  Agencies should avoid rewarding contractors for simply meeting minimum standards of contract performance and should, instead, create a proper balance between cost, performance, and schedule incentives.  The incentive amount should correspond to the difficulty of the task required but should not exceed the value of the benefits the Government receives.  Agencies need to follow-up to ensure that desired results are realized (i.e., that incentives actually encourage good performance and discourage unsatisfactory performance).  Verifying the effectiveness of the incentives used is critical.

E.  Areas of emphasis may change during performance for many reasons.  The original objectives of either party may change so an assessment of incentives may be necessary throughout the contract life.  A reassessment of the current environment and the original assumptions or parameters that originally were used as a baseline to develop the strategy should be made throughout the term of the contract.  Contract incentives should not be considered frozen from the moment of award.  To be effective, they need to be fluid, timely, and topical.  If it doesn't work - change it!

F.  Ask yourself the following types of questions when developing an incentive strategy.  The questions should be considered a guide or tool, not as an all-inclusive listing.


1.  Will enhanced performance provide additional value to the mission? 
2.  Which areas of the requirement would benefit most from enhanced performance?


3.  Which areas do not need added incentives (or which areas can do without than)?
4. How much is the agency willing to pay to achieve a level of performance beyond the performance standard?  Is there a potential for use of cost sharing?
5.  Do contractors within the particular industry prefer additional performance periods (award terms) in lieu of monetary incentives (award fees)?
6.  Is the incentive affordable?  Will it have an effect on timelines or schedules in a positive way? Will it have an effect on timelines or schedules in a negative way?
7.  What practices motivate contractors to invest resources to achieve the goals?


8.  What is the Government environment specific to this acquisition?

9.  Are there political issues that impact the Government or the contractor?

10. What form should the incentive take?

11. How should the Government communicate its strategy to industry?

12. When does the Government reward the contractor?

13. Where does the particular program fit within the company?

14. How does the prime communicate with its subcontractors (incentive flow down)?

15. Are there any goals with which the incentives conflict?

16. As goals are achieved, how can the contractor share in the compensation?

17. Are the incentives effective?

18. Are incentives focused on the objectives?

19. How effective are the tools and processes management uses to monitor and analyze performance?

20. Are there sufficient schedule and resources available to meet goals and objectives?

21. Is there flexibility?

22. Will the values originally assigned to performance and delivery incentives change?

23. Will the originally determined range of effectiveness remain realistic throughout the contract life?

24. Will the objectives with which the contractor approaches performance under the contract change?

25. How will change in the overall mix of the contractor's types of contracts and requirements have an effect on the contractor's behavior and the performance?

26. How does one flexibly maintain the right incentives for the contractor?


27.  How can we address future changes in incentives?

VII. Remedies for Non-Performance:  A remedy is a "negative incentive."  Performance-based contracts should specify procedures or remedies for reductions in price (or fee) when services are not performed or do not meet contract requirements.  While reductions in price may be appropriate for a particular circumstance, it is also recognized that it may be more feasible to require the contractor to re-perform the service at no additional cost to the Government or additional profit or fee.  Acceptance procedures should provide the appropriate terms to address less-than-satisfactory performance.  In cases where commercial item acquisition procedures are used, agencies should rely on contractor's existing quality assurance systems as a substitute for acceptance procedures.  The bottom line is that agencies identify poor performance and put in place remedies to lessen the impact to the Government of deficient performance (whether late, nonconforming, substandard, etc.) 

VIII. SUMMARY:  The information provided in this guide is presented to provide the Government manager the basics in how to motivate your contractor with contract incentives.  There is no cookie cutter way to guarantee you will develop the very best strategy for success.  However, there are many ways to assure failure.  The fastest way to fail is to proceed on the premise that industry is taking advantage and must be carefully watched.  A better approach is to develop a partnership with your clients (yes they are clients) to the mutual benefit of both Government and industry.  This partnership is most successful if it recognizes the needs of the public as well as the private and provides a positive outcome for the needs of both.  Financial and corporate success is the goal of the contractor, serving our war-fighter with the best possible value is the goal of the acquisition community.  If both goals are achieved, it will provide a win-win solution.  In a nutshell, success leads to that elusive -- better, cheaper, faster support of the soldier we all are striving to meet.  
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