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Offshoring

Offshoring describes the relocation by a company of a business process from one country to another - typically an operational process, such as manufacturing, or supporting processes, such as accounting. Even state governments employ offshoring.

The term is in use in several distinct but closely related ways. It is sometimes used broadly to include substitution of a service from any foreign source for a service formerly produced internally to the firm. In other cases, only imported services from subsidiaries or other closely related suppliers are included. A further complication is that intermediate goods, such as partially completed computers, are not consistently included in the scope of the term.

Offshoring can be seen in the context of either production offshoring or services offshoring. After its accession to the World Trade Organization (WTO) in 2001, the People's Republic of China emerged as a prominent destination for production offshoring. After technical progress in telecommunications improved the possibilities of trade in services, India became a country leading in this domain though many parts of the world are now emerging as offshore destinations.

The economic logic is to reduce costs. If some people can use some of their skills more cheaply than others, those people have the comparative advantage. The idea is that countries should freely trade the items that cost the least for them to produce.

Frequently used terms

Offshoring is defined as the movement of a business process done at a company in one country to the same or another company in another, different country. Almost always work is moved due to a lower cost of operations in the new location. Offshoring is sometimes contrasted with outsourcing or offshore outsourcing. Outsourcing is the movement of internal business processes to an external company. Companies subcontracting in the same country would be outsourcing, but not offshoring. A company moving an internal business unit from one country to another would be offshoring or physical restructuring, but not outsourcing. A company subcontracting a business unit to a different company in another country would be both outsourcing and offshoring.

Related terms include nearshoring, which implies relocation of business processes to (typically) lower cost foreign locations, but in close geographical proximity (e.g., shifting United States-based business processes to Canada/Latin America); inshoring, which means picking services within a country; and bestshoring, picking the "best shore" based on various criteria. Business process outsourcing (BPO) refers to outsourcing arrangements when entire business functions (such as Finance & Accounting, Customer Service, etc.) are outsourced.

A further term sometimes associated with offshoring is bodyshopping which is the practice of using offshored resources and personnel to do small disaggregated tasks within a business environment, without any broader intention to offshore an entire business function.

Production offshoring

Production offshoring also known as physical restructuring of established products involves relocation of physical manufacturing processes to a lower-cost destination. Examples of production offshoring include the manufacture of electronic components in Costa Rica, production of apparel, toys, and consumer goods in China, Vietnam etc.

Product design, research and the development process that leads to new products, are relatively difficult to offshore. This is because research and development to improve products and create new reference designs requires a skill set that is harder to obtain in regions with cheap labour. For this reason, in many cases only the manufacturing will be offshored by a company wishing to reduce costs.

However, there is a relationship between offshoring and patent system strength. This is because companies under a strong patent system are not afraid to offshore work because their work will remain their property. Conversely, companies in countries with weak patent systems have an increased fear of intellectual property theft from foreign vendors or workers, and, therefore, have less offshoring.

Physical restructuring got its big push when the North American Free Trade Agreement (NAFTA) made it easier for manufacturers to shift production facilities from the US to Mexico. This trend later shifted to China, which offered cheap prices through very low wage rates, few workers' rights laws, a fixed currency pegged to the US dollar, (currently fixed to a basket of economies) cheap loans, land, and factories for new companies, few environmental regulations, and huge economies of scale based on cities with populations over a million workers dedicated to producing a single kind of product. However, many companies are reluctant to move high value-added production of leading-edge products to China because of lax enforcement of intellectual property laws. CAFTA has increased the velocity at which physical restructuring is occurring.

Services offshoring

The growth of services offshoring is linked to the availability of large amounts of reliable and affordable communication infrastructure following the telecommunication and Internet expansion of the late 1990s. This was seen all the way up to the year 2000. Coupled with the digitization of many services, it was possible to shift the actual production location of services to low cost countries in a manner theoretically transparent to end-users.

India first benefited from the offshoring trend as it has a large pool of English speaking people and technically proficient manpower. India's offshoring industry took root in low-end IT functions in the early 1990s and has since moved to back-office processes such as call centers and transaction processing. In the late 1990s, India's abundant and cheap software engineering talent combined with massive demand from the Y2K problem helped to move India up the value chain to attract large-scale software development projects for US based customers. This spawned the neologism Bangalored, used to indicate a layoff, often systemic, and usually due to corporate outsourcing to lower wage economies – derived from Bangalore in India, where some of the first outsource centers were located. 

Currently, India's engineering talent has made India the offshoring destination of American high-tech firms, led by HP, IBM, Intel, AMD, Microsoft, Oracle Corporation, and Cisco. Each of these companies has promised or is in the process of investing at least $1 billion in India, to supposedly retain market share in the face of competition and cost-cutting measures of rivals and industry in general.

As a result of the offshoring boom, India has seen double-digit wage growth for much of the 2000s. Consequently, Indian's operations and firms are concerned that they are becoming too expensive in comparison with competition from the other offshoring destinations listed below. They are now attempting to branch out and diversify to other high-end work in addition to software and hardware engineering. These jobs include research and development, equity analysis, tax-return processing, radiological analysis, medical transcription, and more.

The choice of offshoring destination is often made according to cultural concerns. Japanese companies are starting to outsource to China, where large numbers of Japanese speakers can be found — particularly in the city of Dalian, which was Japanese-occupied Chinese territory for decades. German companies tend to outsource to Poland and Romania, where proficiency in German is common. French companies outsource to North Africa for similar reasons.

Other offshoring destinations include Mexico, Central and South America, the Philippines, South Africa and Eastern European countries.

The Central America Free Trade Agreement (CAFTA) made nearshoring more attractive between the Central American countries of Costa Rica, El Salvador, Guatemala, Honduras, Nicaragua, and the Dominican Republic and the US.

Innovation offshoring

Once companies were comfortable with services offerings and started realizing the cost savings, many high-tech product companies started using countries like South Africa, India, China, Mexico, Russia, etc. for innovating products.

Many famed Silicon Valley based companies jumped on this bandwagon not only to cut costs but to shorten their product lifecycle and access the talent pool available in these countries. Less developed countries are usually utilized for this practice.

Transfer of intellectual property

Offshoring is often enabled by the transfer of valuable information to the offshore site. Such information and training enables the remote workers to produce results of comparable value previously produced by internal employees. When such transfer includes protected materials, such as confidential documents and trade secrets, protected by non-disclosure agreements, then intellectual property has been transferred or exported. The documentation and valuation of such exports is quite difficult, but should be considered since it comprises items that may be regulated or taxable.

The issues

Offshoring has been a controversial issue spurring heated debates among economists, some of which overlap those related to the topic of free trade. It is seen as benefiting both the origin and destination country through free trade, providing jobs to the destination country and lower cost of goods and services to the origin country. This makes both sides see increased gross domestic product (GDP). And the total number of jobs increase in both countries since those workers in the origin country that lost their job can move to higher-value jobs in which their country has a comparative advantage.

On the other hand, job losses and wage erosion in developed countries have sparked opposition to offshoring. Experts argue that the quantity of any new jobs in developed countries are less than the jobs lost and offer lower pay. Economists against offshoring claim that currency manipulation by governments and their central banks causes the difference in labour cost creating an illusion of comparative advantage. Furthermore, they point out that even more educated highly trained workers with higher-value jobs such as software engineers, accountants, radiologists, and journalists in the developed world have been displaced by highly-educated and cheaper workers from India and China. On May 1, 2002, Economist and former Ambassador Ernest H. Preeg testified before the Senate committee on Banking, Housing, and Urban Affairs that China, for instance, pegs its currency to the dollar at a sub-par value in violation of Article IV of the International Monetary Fund Articles of Agreement which state that no nation shall manipulate its currency to gain a market advantage. Traditionally "safe" developed world jobs in R&D and the Science, Technology, Engineering, and Mathematics (STEM) fields are now perceived to be endangered in these countries as higher proportions of workers are trained for these fields in developing nations. Economists such as Paul Craig Roberts claim that those economists who promote offshoring misunderstand the difference between comparative advantage and absolute advantage.

Not surprisingly, many U.S. executives cite the current low U.S. unemployment numbers (4.5%) as proof positive that offshoring has not been damaging to the U.S. workforce, or to the nation itself. It could be argued that one of the problems in using current unemployment numbers is that the figure does not factor underemployment.

More importantly, the argument does not contemplate, the effects of continued offshoring that may occur 10–20 years from now, for example the possible rise of labour costs in emerging countries and a change in their economic orientations, as has happened for example in Japan and South Korea in the previous decades.

Falling employment in manufacturing has generated much fear among industrial workers, although total employment has been rising in many countries. Offshoring has been accused of being the cause of unemployment. However, big offshoring projects are simply more visible than the slow change from an industrial society to a post-industrial society. Even so, job creation was slow and wage growth low during the 2000-2005 period in the US. Some attribute that to offshoring.

Level-of-service concerns

With the offshoring of call-center type applications, debate has also surfaced that this practice does serious damage to the quality of customer service and technical support that customers receive from companies who do it. Call centers have sprung up in South Africa, India, Canada and the Caribbean. Many US companies have caught much public ire in the US for their decisions to use Indian labour for customer service and technical support, mostly because of the apparent language barrier that it creates. India however, does have a high level of younger skilled workers who are capable of speaking English as one of their native languages.

Criticisms of outsourcing from much of the American public have been a response to what they view as very poor customer service and technical support being provided by overseas workers attempting to communicate with Americans.

However it has been argued by others that call-centers are just one facet of offshore outsourcing. The outsourcing companies often have high rating and are accepted as dynamic, innovative entities. For example, Infosys has obtained an SEI-CMM level 5 indicating the high quality output of the company. Outsourcing also has grown considerably in magnitude which could not have happened if level of service from outsourcing vendors are of poor quality.

Supply chain concerns

Some claim that companies lose control and visibility across their extended supply chain under outsourcing, creating increased risks. A 2005 quantitative survey of 121 electronics industry participants by Industry Directions Inc and the Electronics Supply Chain Association (ESCA) found that 69% of respondents said they had less control over at least 5 of their key supply chain processes since the outsourced model took hold, while 66% of providers felt their aggregate risk with customers was high or very high. 36% of providers responded that they felt an increased risk of uncertainty compared to their uncertainty risk prior to the increase of the outsourced model. 62% of respondents described as "problematic" at least two core trading partner management practices, which included performance management and simple agreement on results. 40% of all respondents encountered resistance to sharing risk in outsourced partnership agreements, according to the research.

Competitive concerns

The transfer of knowledge outside a country may create competitors to the original companies themselves. Chinese manufacturers are already selling their goods directly to their overseas customers, without going through their previous domestic intermediaries that originally contracted their services. In the 1990s and 2000s, American automakers increasingly turned to China to create parts for their vehicles. By 2006, China leveraged this know-how and announced that they will begin competition with American automakers in their home market by selling fully Chinese automobiles directly to Americans.

When a company moves the production of goods and services to another country, the investment that companies would otherwise make in the domestic market is transferred to the foreign market. Corporate money spent on factories, training, and taxes, which would otherwise be spent in the market of the company is then spent in the foreign market.

As production increases in the foreign market, qualified and experienced domestic workers leave or are forced out of their jobs, often permanently leaving the industry. At some point, dramatically fewer domestic workers are left who are qualified to perform the work. This makes the domestic market dependent on the foreign market for those goods and services, thereby strategically weakening the "hollowed-out" domestic country. In effect, offshoring creates and strengthens the competitive industries of the foreign country while strategically weakening the domestic country.

However, employment data has cast doubt on this claim. For example, IT employment in the United States has recently reached pre-2001 levels and has been rising since. The number of jobs lost to offshoring is less than 1 percent of the total US labor market. According to a study by the Heritage foundation, outsourcing represents a very small proportion of jobs lost in the US. The total number of jobs lost to offshoring, both manufacturing and technical represent only 4 percent of the total jobs lost in the US. Major reasons for cutting jobs are from contract completion and downsizing. Many economists and commentators claim that the offshoring phenomenon is way overblown.

Educational concerns

Offshoring proponents often say it is necessary to move jobs overseas due to a looming shortage of qualified workers in the domestic market and the booming number of qualified candidates in foreign markets, particularly in China and India. A study by Duke University found that 222,335 engineers graduate annually from American universities, far more than the 70,000 often quoted in the media. Furthermore, the Duke study highlights the conflicting numbers coming out of China, India, and the US. China and India, in their official numbers cited by the media, both count the graduates from three year training programs and diploma holders, equivalent to Associates degrees in the US. The media then compares the China and India numbers to US numbers of four-year Baccalaureate programs. Duke University estimates the total number of engineers with Bachelor's degrees produced annually for the three countries to be 351,537 for China, 112,000 for India, and 137,436 for the US. These figures make the US the per capita leader in producing technology specialists.

However, other studies do point out that the US does not produce as many science and engineering graduates as required, because US students do not show adequate interest in math and science. According to a National Academy of Sciences study, the US graduates far fewer engineers than either China or India. According to a Raytheon study, a survey of 11 to 13 year old students in the US revealed that numerous students would rather clean their rooms, eat vegetables, go to the dentist or empty the trash than do math. About 50% of the doctoral degrees awarded in the US are to foreign born students. 

Retraining concerns

One solution often offered for domestic workers displaced by offshoring is retraining to new jobs. Some displaced workers are highly educated and possess a graduate qualifications. Retraining to their current level in another field may not be an option due to the years of study and cost of education involved.

Can Italy win from offshoring?

European companies have joined the movement to offshore service jobs to low-wage nations. An analysis of the impact of offshoring on Germany – Europe's largest outsourcer after the U.K. – suggests that while companies enjoy enormous savings from offshoring, European economies could lose out rather than benefit from the practice unless they undertake structural reforms.

This mixed outcome stands in sharp contrast to the impact of offshoring on the United States. In the US every dollar of corporate spending that companies outsource to India generates as much as $1.14 in new wealth for the U.S. economy. Offshoring leads to cost savings, revenue gains, increased exports, repatriated earnings, and the creation of new, higher value-added jobs that generate more wealth for the U.S. than is lost.

Germany sees fewer benefits

Another analysis shows that German companies save less than their American counterparts because language and cultural issues add extra management costs to offshoring projects. In addition, they frequently offshore to Eastern Europe, where wages and infrastructure costs are higher than in other low-wage offshoring destinations such as India. Germany misses out on many of the high tech exports that offshoring can spark because American firms now dominate that industry, and it misses out entirely on the repatriated earnings of offshoring providers abroad.

The key difference, however, lies in the limited ability of German workers to find new jobs. If the rate of re-employment matched that in the U.S. – nearly 70 percent – offshoring would create €1.05 of value for the German economy for every euro of corporate spending offshored. Estimates, however, demonstrate that re-employment rates could be as low as 40 percent, meaning that Germany recaptures only E0.80 for every euro offshored.

Offshoring as catalyst for change

Protectionism is not the answer to the financial crisis. Offshoring to low-wage nations enables companies to reduce costs, offer new products and services, and become more competitive. Moreover, Germany's aging population and low birth rates will reduce the total number of workers in the coming decades, making offshore labour necessary to supply the low-cost goods and services the country needs to maintain or improve its standard of living. Rather than viewing offshoring as a threat, Germany's leaders must instead view it as the catalyst for undertaking the structural reforms the economy has long needed.

Germany's case offers a cautionary tale for other EU economies that share similar labour issues. To ensure European economies win from offshoring, policymakers must make labour markets more flexible and rethink regulations that stifle competition and innovation.

EU Opinion

Extract from Opinion of the European Economic and Social Committee on the scope and effects of company relocations. The entire article can be found at:

http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=OJ:C:2005:294:0045:01:EN:HTML
1.1 We live in a world of growing globalisation (a process accelerating the breakdown of frontiers), internationalisation of trade and extremely rapid technological development [1]. The increase in institutional investment [2] and trans-frontier cross-investment, the relocation of tasks, rapid changes in ownership and greater use of information and communication technologies mean that geographical identities are becoming blurred and competitiveness is taking on a global dimension. Thus competitiveness is the overall objective of the economic dimension which, in interaction with the social, environmental, political and institutional dimensions, shapes the process of sustainable development.

1.2 The European Union today appears as a major nucleus of integration against a backdrop of globalisation, with a single market, economic and monetary union and real progress in the field of the common foreign and security policy and in the area of justice and home affairs.

1.3 A society needs to be competitive as a whole. Competitiveness should be understood as the capacity of a society continually to anticipate, adapt to and influence its economic environment [3]. In its Communication of 11 December 2002, Industrial Policy in an Enlarged Europe [4], the European Commission defines competitiveness as "the ability of the economy to provide its population with high and rising standards of living and high rates of employment on a sustainable basis". Moreover the importance of overall competitiveness is underlined by the European competitiveness reports regularly published by the European Commission since 1994 [5].

1.4 For companies competitiveness means being able to meet customers' needs in a sustainable way, more efficiently than its competitors, providing goods and services which are more attractive in terms of price and other factors [6]"Organisational competitiveness" can be defined as the extent to which an organisation is capable of producing high-quality goods and services which achieve success and acceptance on the world market [7]. Organisations must comply with the "three E's": efficiency, efficacy and effectiveness. Efficiency in the management of resources, efficacy in achieving objectives and effectiveness in influencing the environment.

1.5 Human resources are fundamental to companies' ability to compete. In this respect, their motivation, training and promotion opportunities, and contributions within a context of social dialogue are important.

1.6 Today companies face a constantly changing environment. Increasingly open markets, highly developed infrastructures and means of communication and transport, technologies and technological applications undergoing constant innovation and ever intensifying competition provide the framework within which companies have to develop their day-to-day activities.

1.7 In the specific case of the European Union, 1 May 2004 was a landmark in its history, with the accession of ten new Member States. As stated in the Committee's Opinion on enlargement, [8]"[t]he enlarged single market will bring many economic advantages and will strengthen the competitiveness of the EU in the global market, provided that the Union manages to exploit its existing potential rather than allowing it to go unused." However, it has to be borne in mind that the economic structures of these countries have not yet reached the standards in the EU 15. According to the European competitiveness report 2003, the CEEC-10 [9] have an advantage in labour-, resource- and energy-intensive industries compared to the EU-15 whereas they have comparative disadvantages, primarily in capital- and technology-intensive industries. This pattern leads to competitive advantages of the CEEC-10 regarding (upstream) primary and (downstream) consumption goods whereas they have disadvantages regarding intermediate and capital goods.

1.8 An internal market of almost 455 million people, where companies can operate within one common framework, capable of ensuring stable macroeconomic conditions in an area of peace, stability and security, is the main advantage of the enlargement that took place on 1 May 2004. Although, after enlargement, the population of the EU increased by 20 % and GDP by 5 %, hourly labour costs and labour productivity on average become lower in the EU-25 as a whole.

1.9 However, enlargement of the Union should not be seen as a threat, per se, for the "old" Member States of the EU. Previous enlargements of the Union show how GDP and living standards improve in countries joining the EU. An example of this is the increased GDPs in Ireland [10], Spain [11] and Portugal [12] since their accession. Furthermore, it must not be overlooked that since 1 May 2004, the future of the EU has become part and parcel of the future of its 25 Member States.

1.10 In addition, enlargement provides an opportunity for European business to benefit from the advantages offered by new EU partners — not only in terms of cost or training, but also in terms of a geographical proximity and cultural and linguistic similarity far greater than that offered by other possible locations.

1.11 The phenomenon of relocation represents a dual challenge for European society: firstly, relocation to other Member States, in search of better conditions; secondly, the relocation to non-EU states, such as Southeast Asian countries [13] or countries with emerging economies [14], particularly China. This second case is partly driven by favourable production conditions but mainly by the chances offered by entering very large new markets with enormous growth potentials.

1.12 The relocation phenomenon, apart from being the direct cause of job losses, could also bring other, associated problems, such as an increase in social security costs for governments, increased social exclusion, and less economic growth overall, partly as a result of a general demand shortfall. Moreover it should be mentioned that relocation of industrial production can, at best, help to promote social rights in countries receiving investment and necessarily involves the regular transfer of know-how; consequently relocation can make a considerable contribution to levelling out the comparative advantages described in 1.7 above and to further increasing the competitiveness of the relocated businesses.

1.13 Despite the effects mentioned above, the European Commission acknowledged, in its Communication on Restructuring and Employment of 31 March 2005 [15], that restructuring must not be synonymous with social decline and a loss of economic substance. Furthermore, this Communication also states that restructuring operations are often essential to the survival and development of enterprises, although it is necessary to accompany these changes in such a way as to ensure that their effects on employment and working conditions are as short-lived and limited as possible.

1.14 Today, investing in other countries is no longer an issue that affects large companies only: SMEs, particularly those with high technological added value, are already setting up business in other countries or outsourcing part of their business.

1.15 On the one hand, the creation of the most advanced technological processes in high-cost countries is one of the factors limiting company relocations, generating new areas of activity and adding to the skills and know-how of companies' workers. On the other hand, the countries with emerging economies and Southeast Asian countries have markets with major potential, where tax regimes and the energy prices offered are often more favourable than in the EU; in addition, labour costs are much lower, in part due to lower development of social rights, which are in some cases non-existent in comparison to the fundamental standards of the International Labour Organisation (ILO), and a lower cost of living. This enables companies located there to compete globally on the basis of lower costs. At the same time, these countries favour foreign investment, sometimes with the help of economic free zones where labour laws and social conditions are weaker than in other parts of the country, because they realise that it will provide major income for their economies. For this reason, more and more companies are coming to see the benefits of relocating the lower added-value part of their businesses to these areas, usually creating poor quality, low-wage jobs in the process.

1.16 In the light of the economic takeoff of emerging economies and Southeast Asian countries, it is revealing to note that foreign direct investment (FDI) is indeed increasing in these regions, as are the EU's trade flows with them. Consequently, even though the figures show that Europe has managed to maintain an important share of inward FDI, the global flow has been reoriented and is increasingly directed towards Asia.

1.17 Thus, recent data confirms the new course being taken by the European Union's external trade, although the USA continues, by a wide margin, to be its main trading partner. However, this country's importance is tending to diminish in favour of countries like China [16].

Offshoring and globalization

Offshoring lowers the cost of goods and services. Not all goods and services which are consumed in a high-cost economy need to be produced in that economy. There is long-standing tacit recognition of this domestically within most countries – for example, only certain activities tend to be carried out in central urban areas where land and operating costs may be higher than elsewhere. Offshoring simply applies this logic on a larger scale, by allowing the comparative benefit of a lower cost of production to be passed on worldwide. 

Efficiency is also improved thanks to offshoring. Offshoring increases transparency between companies and countries through a more ruthless display of pricing competitiveness. This means that there is a freer market between companies and those who are not efficient are less likely to succeed. This is good for consumers and the economy more generally, because goods and services will be produced more cheaply and efficiently. This does not necessarily mean that corners will be cut or jobs lost – the threat of overseas competition may serve to sharpen a company’s own focus on efficiency, or else to innovate in ways which set it apart from offshoring companies.

Another important aspect of offshoring is that it helps the development of underdeveloped countries. Offshoring relies on a basic industrial base and the necessary supporting infrastructure, including some sort of education system. This will be present in most developed countries but may be partially or wholly absent in underdeveloped countries. The prospect of profiting from outsourcing contracts will encourage both public and private investment in infrastructure, both physical and social. In addition, offshoring provides bigger markets than would ever be possible domestically for an underdeveloped country, which allows it to benefit from economies of scale and capital inflow to develop more rapidly. And over time, the demands of companies for accountable, non-arbitrary government will encourage the rule of law and democracy, as will rising education levels and a growing middle class.

Offshoring can grow the total production of the developed world. Offshoring allows more developed countries to focus their economic activity on more highly skilled, value-adding processes which may be more financially profitable than, for example, low-end manufacturing. Additionally, they create large numbers of newly affluent middle class consumers in underdeveloped countries which can provide substantial new export markets.

Generally, offshoring reflects the positive elements of globalisation. Some critics talk of “globalisation” as automatically part of the excesses of global capitalism. However, globalisation includes such things as more rapid, cheaper and stable cross-border interaction. These elements both encourage and are further encouraged by offshoring. This helps to cement globalisation and its attendant benefits.

To watch

Documentary on high-tech outsourcing to India

http://www.youtube.com/watch?v=8quDb3FIUuo&feature=PlayList&p=40FA1BDFE38244A9&playnext=1&playnext_from=PL&index=30
An urgent exploration of the earth-tilting emergence of India and China on the world stage, Robyn Meredith's new book is the essential guide to understanding how India and China are reshaping our world. In a compelling mix of history and on-the-ground reporting, veteran journalist Robyn Meredith cuts through the alarmist hype surrounding globalization, offshoring, and layoffs, untangling the complex web of business, politics, and culture that entwines India, China, and the West.

http://fora.tv/2007/07/24/Robyn_Meredith_Elephant_and_the_Dragon
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