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Foreword

It might seem odd that a fundamentally oriented investor would write the Foreword for a book devoted to technical analysis. After all, many fundamental investors view technical analysis as nothing more than fortune-telling, and technical analysts as wizards who should be locked up and kept away from the children (and investors/traders who behave like children). But here I am, a fundamental investor, doing just that.

The fact is that the business of investing is complicated. Think of it as a pyramid with each angle of the pyramid representing a different approach—you’ve got the fundamentals, valuation, and the technicals.

It is the influence on equities called the “technicals” that Jeff Hirsch captures so eloquently and succinctly in The Little Book of Stock Market Cycles.

Jeff’s thoughtful book takes a cue from Winston Churchill, who once wrote that “the farther back you can look, the farther forward you are likely to see.”

As Jeff writes, the lessons of stock market history are invaluable. The study of patterns from the past makes future trends clearer, just as the avoidance of history makes them potentially lethal to your investments’ well-being.

Mr. Market is not an easy guy to get to know. Analysis of market history and the rhythm of financial cycles isn’t a simple task, and especially not the way Jeff does it. Determining the roles that human behavior, holidays, elections, seasons, and the calendar play in influencing the stock market’s direction requires careful observation and critical thinking. Even the role of peace and war is fair game in Jeff’s analysis.

And then there is Jeff’s outlandish May 2010 prophesy of a super boom in stocks—in which he feels the Dow Jones Industrial Average may rise to 38,820 by 2025!

Learn why Jeff is ringing in a new bull market beginning in the 2017−2018 period. His conviction is high and his reasoning appears sound.

In The Little Book of Stock Market Cycles, Jeff presents a commonsense message and invaluable lessons for how to take advantage of time-proven market patterns. Both individual and institutional investors should take notice.

After all, those who cannot remember the past are condemned to repeat it!

Douglas A. Kass

Seabreeze Partners Management Inc.


Introduction

There is no magic formula to make trading or investing easy. Nothing can replace research, experience, and a healthy dose of luck. There is, however, a methodology investors can employ to mitigate losses and enhance returns. Nineteenth century philosopher George Santayana once pronounced that “Those who cannot remember the past are condemned to repeat it.”

This is the cornerstone of my research for the Stock Trader’s Almanac, which was founded by my father Yale Hirsch in 1966. By analyzing and studying the markets from a historical perspective, modern-day market action and events can be put into historical context. Whether you are a short-term trader or a longer term investor, being aware of historical and seasonal patterns and tendencies is helpful and valuable.

The Little Book of Stock Market Cycles is an amalgamation of the most effective indicators, patterns, and seasonalities that have been painstakingly researched and vetted over the nearly 50-year history of the Stock Trader’s Almanac. Those who study market history are bound to profit from it!

To be a successful trader or investor, you must understand how the market behaves under normal conditions. Whether it is in a secular bull market or a secular bear market, Wall Street moves to a predictable cadence governed by the passage of time. Recurring events such as the presidential election every four years, end-of-quarter portfolio rebalancing, options and futures expirations, tax deadlines, and holidays have a predictable influence on traders and investors.

People’s day-to-day lives, such as paying bills, going on summer vacations, holiday shopping, and 401(k) contributions have an indelible effect on the market. Humans are creatures of habit. Knowing the habits of your fellow traders and investors will make market events, once dismissed as chance, unfold before you with apparent outcomes. Even in today’s world of “high frequency” trading and 4G smart phone communication, old-time daily regimens prevail and shape the intraday moments of the stock market in much the same manner as they have for decades.

Exogenous events, whether foreign or domestic, have been impacting the market since our forefathers gathered under the buttonwood tree. In today’s geopolitical cauldron, an investor who doesn’t comprehend the difference between peacetime markets and wartime markets is a sitting duck. Though the market never reacts the same way every time, knowing how it performed in the past will give you an edge in future times of crisis.

However, this is not an exact science as patterns and tendencies change and shift. Major cultural shifts and technology have had a profound impact on markets and their behaviors. Farming made August the best month of the year from 1900 to 1951, but now that less than 2 percent of the U.S. population farms, August is one of the worst months. Technology has increased access to markets and significantly speeded its response. In 1965, millions of shares were traded daily on the NYSE, now it is billions.

Armed with the knowledge of how the market has performed in the past, you will be better prepared to identify shifts in momentum that come at major market tops and bottoms. Your long-term investments will grow quicker and safer while your trading activities will become more productive and profitable. This Little Book will show you the market’s behavior and how to incorporate it into your investment strategy.

As Patrick Henry said in his famous “Give Me Liberty or Give Me Death” speech, “I know of no way of judging the future but by the past.” Market cycles and patterns do not repeat exactly what they have done in the past, but like the rest of the natural phenomena in the universe, they surely rhyme.

Within these pages I have given you the framework of what makes the market tick and how it behaves with respect to human and cultural behavior patterns. I don’t blindly subscribe to dogmatic schools of market cycles with rigid counting systems. Like my good friend Sam Stovall at S&P, I use history as a guide.

Always remember that stock market cycles are not exact, they are as much an art form as a science. Be contrary to the crowd. When everyone is in agreement and dead sure a particular cycle, level, or future outcome is in play, the market will likely wobble off course and do what the least number of market participants expect.

Once you have these cycles and patterns firmly embedded in your investment and trading mentality you must turn to the factors on the ground in the present. Using common sense, technical indicators, fundamentals, and contrary thinking you will be able anticipate the future with success.

Trade carefully, invest wisely, and use history as a guide!


Chapter One

Cutting through the Bull

Exploring the Meaning and History behind Bull and Bear Markets

Have you ever heard the saying “a rising tide lifts all boats”? When referring to economics and the financial markets, it means that everyone does better in prosperous times and most stocks perform well in bull markets. Conversely, all boats drop when the tide goes out. Most folks feel the pain of economic recession and bear markets drive stocks down en masse.

“Financial genius is a rising stock market” is another saying I keep in mind to help contain any bouts of hubris that arise from making accurate market calls. The phrase has been attributed to both the renowned economist John Kenneth Galbraith and the legendary investor Sir John Templeton. Put another way, “don’t confuse brains with a bull market.”

Being in a bull or a bear market has the single greatest influence on stock prices and the value of your investment portfolio. Therefore, it’s critical for investors to know how to identify the two. What happened to your portfolio in 2008? Unless you were a superstar stock-shorting hedge fund manager your portfolio was likely cut in half like those of most investors and even top fund managers. If you panicked early and fast in 2008 like I did you minimized losses and rode out the storm in bonds and cash.

In addition to determining whether you are in a bull market or a bear market, it is equally as important to know what type of bull or bear market it is. Commentators use a lot of different terms to describe the markets and it’s important to know what they are. We are currently in a secular bear market and have been since the year 2000. But what does that mean?

Describing the Markets

Is this the dawn of a new long-term secular bull market? Or is it merely a short-term cyclical bull in the midst of the overarching secular bear market we have been in since 2000? Answering this important question can give us a better understanding of how the market is likely to perform over the near term and the next several years. And if you’re not familiar with the terms used to describe the markets, it’s time to get up to speed.

Let’s start with a couple of important definitions: secular and cyclical. According to the Oxford English Dictionary, “secular” means “of a fluctuation or trend: occurring or persisting over an unlimited period; not periodic or short-term,” and “cyclical” means “belonging to a definite chronological cycle.”

When it comes to the definition of secular and cyclical with respect to the markets, things become cloudy. That’s because financial markets are malleable. Remember that these markets are run by imperfect human beings. Even though much trading is computer generated now, those computers and the software they run were designed and created by emotional creatures with needs, wants, desires, impatience, envy, vengeance, love, hate . . . you get the idea.

Therefore, secular and cyclical stock market patterns fluctuate and adhere to looser rules than many other disciplines. There is much debate over the definitions of bull and bear markets. But put simply, secular markets last a long time, usually 10 years or more. Cyclical markets last less than 10 years, usually less than 5. The longest cyclical market of the twentieth century lasted nearly eight years from October 1990 to July 1998. It was contained in the 1982 to 2000 secular bull market.

The distinguished team at Ned Davis Research (NDR) classifies a bull market as a 30 percent rise in the Dow Jones Industrial Average after 50 calendar days or a 13 percent rise after 155 calendar days. Similarly a bear market requires a 30 percent drop in the Dow Jones Industrial Average after 50 calendar days or 13 percent decline after 145 calendar days. Reversals of 30 percent in the Value Line Geometric Index since 1965 also qualify.

Standard & Poor’s deems a move of plus or minus 20 percent for the equity bull and bear cycles. While the 20 percent equity move is the major criteria, there are other secondary issues (length of time, S&P 500 versus long-term moving averages, etc.) that are also considered.

However, defining secular bull and bear markets requires outside-the-box thinking. By my reckoning, secular markets span a period of about 8 to 20 years. I classify secular bulls as an extended period of years, when the stock market produces successive new highs and higher lows. Secular bears are often impacted by protracted military campaigns and financial crises, and the market is unable to reach a significant new high. (In Chapter Two, we’ll discuss how war and peace impact the market). You can also ascertain the nature of the secular market, bull or bear, by analyzing the cyclical bull and bear markets within it.

Talking in Seculars

In Figure 1.1 the market is divided into eight secular periods since 1896, which is the year the Dow began. Secular bear trends are highlighted with shaded boxes.


Figure 1.1 Secular Market Trends Since 1896
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Four secular bull markets ran from 1896 to 1906, 1921 to 1929, 1949 to 1966, and 1982 to 2000. The four bears span 1906 to 1921, 1929 to 1949, 1966 to 1982, and 2000 to the present. We then lined up all the cyclical bulls and bears within the secular bull markets and compared them to those in secular bear markets.

Since 1896, cyclical bulls have averaged Dow gains of 105.4 percent during secular bull markets. Cyclical bulls were 60 percent greater, and nearly twice as long on average, as in secular bears. Cyclical bears on average were 50 percent worse and about two times longer in secular bears. (See Figure 1.2.)


Figure 1.2 Dow Jones Industrials Secular Market Averages Since 1896
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For perspective, cyclical bulls have been weaker in secular bears since World War II. World War II created a tectonic shift in the economy and marketplace. Before the war the United States was predominantly a farming economy, but afterward it was a military-industrial complex, a technology powerhouse. What the United States becomes next remains to be seen.

In general, secular bulls are marked by short and timid cyclical bears and long, powerful cyclical bulls. Conversely, secular bears exhibit weak, fleeting cyclical bulls and protracted cyclical bears teeming with sharp, nasty sell-offs; failed rebounds; capitulation; brutish trading at bottoms; and often a lack of interest in stocks by the public.

We deem the current market since the top in 2000 a secular bear market. Since the year 2000, the Dow has had four cyclical bear markets of 29.7 percent, 31.5 percent, 53.8 percent, and 16.8 percent and three cyclical bulls of 29.1 percent, 94.4 percent, and 95.7 percent through 2011, recording the longest cyclical bull in a secular bear and worst cyclical bear since 1929 to 1932. The 95.7 percent bull move from March 2009 to April 2011 was hefty and was of average length of all cyclical bulls at just over two years long. This is reminiscent of the cyclical bulls during the secular bear from 1929 to 1949 and from 1934 to 1937 and from 1942 to 1946 during World War II. I don’t believe we are in for such a protracted bear as the Great Depression, but I’m not yet convinced we’ve started a new secular bull trend, either.

Let’s Shoot Some Bull

Now that we know the history of bull and bear markets since the Dow began, what we really want to know is when we can expect the next big secular bull that will get us out of the post-financial-crisis funk. The new secular bull will not emerge and lasting prosperity will not take charge until there is an extended period of relative peace.

Part of the problem is that the United States is still entangled in a protracted foreign military campaign in Afghanistan. The good news is that our presence in Afghanistan is winding down. And with Bin Laden gone and the “Arab Spring” blossoming, the broader war on terror is at bay. We can’t be naïve and think that our problems in that region of the world and other hotspots are over, but at least massive military combat troop deployment is down and no longer monopolizes our headlines.

This has been the consistent theme in all of the previous secular bear periods: 1906 to 1921 (World War I), 1929 to 1949 (World War II), and 1966 to 1982 (Vietnam). War is not necessarily the initial event that starts the secular bear period, but the market has not begun a new secular bull period until the war is over and the post-war inflation kicks in.

Finally, all of these previous secular bull trends were accompanied by a major paradigm shift from an enabling technology or cultural change. By 1896 the rails had connected the coasts and commerce, trade, and people flowed like never before. In the Roaring Twenties the motion picture industry inspired the planet with the advent of “talkies,” while Lindbergh and Earhart mesmerized the world with trans-Atlantic air travel and automobiles unshackled the middle class.

In the post-World War II bull period, consumerism took hold, the population exploded with the baby boom, and America helped rebuild Europe and Japan. Space projects and countless industrial technology innovations spurred growth and TV connected people around the world. The age of information powered the super bull of the 1980s and 1990s. Personal computers, telecommunications, and the Internet empowered and liberated individuals and society. Only the future will tell what will fuel the next boom.

Seeing What Tomorrow Brings

Where does that leave us today? Since there does not appear to be a new enabling technology or cultural shift on the horizon and the U.S. military is still deeply involved overseas, it’s not yet clear.

Perhaps when we finally exit Iraq and Afghanistan, provided we have not just moved our armed forces over to Iran or somewhere else, and a new game-changing innovation or way of life ignites the planet, then we will begin a new secular bull trend. For now, we will most likely remain trapped in the current trading range and are poised for a cyclical bear market or two in this secular bear trend that could bring us down 20 to 30 percent over the next five or six years.





At a Glance


	Being in a bull or bear market is the single greatest infl uence on stock prices.

	Secular market trends are long-term, usually lasting 8 to 20 years. Cyclical market trends are shorter-term, lasting anywhere from a few months to several years.

	During secular bull markets, cyclical bear markets are mostly short and shallow. Cyclical bull markets are long and strong.

	During secular bear markets, cyclical bulls are usually brief and mild. Cyclical bear markets are dragged out and deep.









Chapter Two

War and Peace

How War and Peace (and Inflation) Impact the Market

Without a doubt, the single most important enduring influence on the stock market is war. For as long as the United States has been embroiled in a significant and lasting military combat operation, the stock market has failed to make any significant headway. And so it bodes well for the markets that more than a decade of foreign conflict following the September 2001 terrorist attacks is drawing to an end.

But this is not just true for today’s markets. The impact of war and peace and inflation has been the driving force in creating the cycle of booms and busts for the past two centuries and beyond. What makes the market range-bound during wartime and causes it to rise during peacetime? The answer is inflation. The government empties the treasury during a war. It also focuses on foreign or war-related issues rather than domestic concerns and the economy. The result is a sustained rise in inflation. Only after the economy settles down and the country refocuses on domestic issues does the stock market soar to new heights.

Creatures of Habit

Human history is replete with episodes of economic booms and busts and the rise and fall of societies. For millennia, starting well before the Common Era, complex civilizations produced massive structures, innovative technology, and cultural feats of education, literature, math, science, and philosophy only to suffer their own demise. Rome fell, the Dark Ages shrouded Europe for five centuries, the Hans were replaced, the Maya disappeared, and the Soviet Union collapsed. Tremendous advancements in technology have not shielded modern civilization from volatility. War and financial panics have been an even greater force in the shaping of humanity during the twentieth century, and thus far, the twenty-first century.

Ancient ingenuity and customs are embedded in the flourishing cultures and societies that now exist, revered by the people who inhabit the places their ancestors once dwelled. The pharaohs are long gone, but the Pyramids of Giza are still a sought-after site for tourists and archeologists alike. Mexicans still celebrate the Aztec creation myth of Quetzalcoatl, the feathered-serpent deity. Thirty miles northeast of Mexico City in Teotihuacan, California hippies practice sun salutations on the Pyramid of the Sun, the third-largest pyramid in the world built in the first century.

Classical Greek culture permeates Western civilization. Colonial European empirical influence endures throughout the world it flattened. Yoga practiced in strip malls and fitness centers across the United States has its roots in traditional disciplines that originated 4,000 to 5,000 years ago in the Indus River Valley Civilization that now encompasses Pakistan, India, Afghanistan, and Iran. Throughout all this amazing history, the human condition has been explosive at times and stable at other times.

The Dark Ages were followed by a long period of medieval conquest, barbarian invasions, crusades, and religious zealotry before yielding to the Renaissance, the Age of Enlightenment, two industrial revolutions, railroad booms, and the Gilded Age. Exponential economic expansion and growth of the eighteenth and nineteenth centuries was plagued by a host of wars, panics, and depressions.

The American Revolution and the birth of this great nation created massive inflation followed by a nine-year period of prosperity and world peace from 1783 to 1792. Then international conflict and civil strife cast a pall over the world. Incredible far-reaching technological achievements contributed to the creation of massive wealth for industrialists, business magnates, and tycoons. But war and financial panics truncated the evolution of the middle class. Massive inflation brought on by the American Civil War contributed to the Reconstruction era boom from 1863 to 1873 as the transcontinental railroad, completed in 1869, connected America from coast to coast.

The financial Panic of 1873 kicked off a worldwide economic depression that lasted into 1896, known in the United States as the Long Depression. The National Bureau of Economic Research lists the contraction from October 1873 to March 1879 at 65 months, the longest in their records, eclipsing the 43-month contraction of the Great Depression. Much like during the Panic of 1873, rampant speculation, railroad overbuilding, and dubious financing practices ushered in another depression in 1893 that caused double-digit unemployment for the next five to six years.

As the nineteenth century wound to a close, the advent of telegraph, railroads, telephone, internal combustion engines, automobiles, ocean liners, electric light bulbs, and radio laid the groundwork for what some called “The Greatest Century That Ever Was.” War and peace, manias and slumps, inflation and innovation have always impacted economics, wealth, and the markets. But when the new Dow Jones Industrial Average was published for the first time on May 26, 1896, we had for the first time a consistent, trackable index that could objectively measure in real time and over the long term the fluctuations of prosperity, the level of economic soundness, and the prospects for growth.

Still the most quintessential financial market gauge ever devised, this Dow Jones Industrial Average benchmark continued to mature over the next several decades in conjunction with the creation of the Federal Reserve System in 1913 and the advent of central banking. As the famous American humorist Will Rogers once quipped, “There have been three great inventions since the beginning of time: fire, the wheel, and central banking.”

History never repeats itself exactly, but an understanding of stock market behavior during the three major wars of the twentieth century provides important insight into market action during the current war winding down in Iraq and Afghanistan, the broader war on terror, and the Arab Spring—the revolutionary wave of civil uprisings sweeping across the Arab world that began in December 2010 in Tunisia and continues today, most prominently in Syria.

War: What Is It Good For?

The Dow has never achieved a lasting high during wartime. The lack of a big breakout can be attributed to muted investor enthusiasm. Every time the market tried to break out of its range, inevitably a negative exogenous event pertaining to the war or other crisis dampened spirits (if the business cycle, economic weakness, or politics had not already done so). It has fleetingly poked above the previous highs as it did in 1973 and 2007, but the moves were short-lived and not sustained.

The war machine props up the market. After the initial shock of once again being in a war, the market forms a floor near the prewar low, or the reaction low, at the outset of the conflict. The combination of government spending, investor bargain hunting, and good old American pride have helped insulate the market from significantly breaching that early low. When World War I broke out on July 30, 1914, the Dow dropped 6.9 percent on the day to 52.32 (back adjusted to reflect Dow Jones Industrial Average change from 12 to 20 stocks in September 1916). That low was never seen again until well after World War I at the depths of the Great Depression in 1932 and 1933.

The March 31, 1938, pre-World War II low of 98.95 was only marginally surpassed by less than 1 percent on April 28, 1942—four months and three weeks after the Japanese bombed Pearl Harbor. On this day the Office of Price Administration froze prices on most goods and services in the United States, and President Franklin Roosevelt delivered the 21st of the 30 “fireside chats” he gave from just after his inauguration in March 1933 to just after D-Day in June 1944. Entitled “On Sacrifice,” this chat focused on losses in the Pacific and uncertainty in Europe. He called on Americans to maintain their resolve during the war and warned that they would all have to sacrifice to meet the country’s war needs.

President Kennedy’s crackdown on steel price increases rocked Wall Street and knocked the Dow down 27 percent to 535.76 in June 1962. This low would hold throughout the Cuban Missile Crisis later that year, the Vietnam War, the stagflation of the 1970s and the double-dip recession of the early 1980s.

Markets rally on sustained good news and they fall on sustained bad news. The markets also tend to be more reactive early in wartime. By the end of a prolonged engagement, investors tend to be more callous to news. The markets also anticipate the end of the war by moving to a high-water mark. This contributes to the inevitable letdown when peace breaks out and the usual sell-off.

Wartime presidents do not lose. Presidents tend to shape their political decisions pertaining to a foreign war around the presidential election cycle making unpopular decisions only after they are reelected while creating as much good news as possible leading up to the election. The rhetoric from the incumbent administration is always that conditions are improving, while challengers call for change. Domestic issues, a weak ticket from the incumbent party, low approval ratings for the president, and the lack of a sitting president or strong VP running, ushered a new party into the White House in 2008. Like Harding in 1920, FDR in 1932, and Nixon in 1968, Obama came into office with a country clamoring for change. It remains to be seen, but that may also be the case in 2012.

The markets have been stuck in a trading range since the dotcom stock market bubble popped in 2000 and the Iraq War began on March 19, 2003. While there have been large rallies and pullbacks, there has been no real advance since 2000, and the April 1997 low of Dow 6391.69 has not been breached. Moves that leave the previous highs behind for good—the greater than 500 percent moves that have historically occurred between all of the major wars the United States has been involved in—have not happened.

Figure 2.1 shows the big picture. The Dow and the Consumer Price Index are plotted together with highlighted sections showing the long-term range-bound markets surrounding World War I, World War II, and Vietnam. The long super booms and bull markets are bracketed with the Dow’s performance. The correlation between war, inflation, and the subsequent catch-up of the market is impossible to ignore. Consolidations surrounding wartimes possess roughly the same percentage range. These give the appearance of launching pads for the 500 percent moves. The inflation/catch-up correlation is clear. World War I inflation (up 110 percent) was followed by the 504 percent rise in the stock prices during the 1920s. The inflation of World War II (up 74 percent) preceded the subsequent rise of the Dow of 523 percent. Finally, the inflation due to the Vietnam conflict (as well as oil embargoes and the infamous stagflation of the 1970s) of over 200 percent and the subsequent super bull is a hopeful reminder as well as a warning to all investors.


Figure 2.1 500 + Percent Moves Follow Inflation

Source: © Stock Trader’s Almanac. CPI source: Bureau of Labor Statistics.
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To Boldly Go Where the Dow Has Never Gone

I first realized that we were setting up for the next 500 percent move in September 2002 during the first major downdraft of this now 12-year-old secular bear market. Over the next eight years I wrote extensively on the long, sideways period in which the market was destined to remain. This culminated in my Super Boom forecast that was first released in May 2010.

Based on the war, peace, and inflation market cycle related earlier, my analysis projects that the Dow will stay trapped in the current range visible in Figure 2.1 until 2017 or 2018. By that time major U.S. combat operations should be wrapped up and a period of relative world peace will be emerging. Inflation should have picked up and be leveling off. And some, yet-to-be-developed technology will be on the brink of transforming the planet like the car, TV, and microprocessor before it.

While we may not recognize it at first, the next economic boom will be under way, and the market will commence the bulk of the 500 percent move that will bring the Dow to 38,820 by the year 2025. From the 1974 bottom it took eight years for the boom to start and then another eight for the Dow to move up 500 percent. A 500 percent rise from the intraday low of 6,470 on March 6, 2009, would put the Dow at 38,820 in 2025. This number may sound ridiculous, but from the 2011 close of 12,218 it is only 8.6 percent each year, well within the historic average annual gain for the market.





At a Glance


	War, peace, and inflation have an indelible impact on the stock market. They are the foundation of the cycle of boom and bust and of secular bull and bear markets.

	During war, the market is trapped in a range unable to sustain a new high. When the war is over and inflation levels off the economy booms, fueled by peace and innovation. The market often soars 500 percent or more as it catches up with inflation.
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# # Mverage ¢ ¢ Average
Advance Decline %  Advance Decline %
DJA 11 11 009 13 9 02
58P 500 11 11 009 12 0 02
NASDAQ 12 10 015 12 0 06

Russell 2000 15 7 0.10 10 2 022
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