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Real earning management (REM) enhances the control of managers on the financial reporting of firms. However, its influence on financial decisions in the coming years is not well documented, especially in developing countries. This study investigates the influence of three REM activities on subsequent years’ dividend payout decisions (DPDs) and annual corporate returns of firms listed on the Pakistan Stock Exchange (PSX). The study employed panel data from 2011 to 2020 of 120 large manufacturing firms to 1) measure the extent of REM activities and 2) investigate the impact on future financial decisions of dividends and reported returns. This study used multiple proxies of return for robustness. Consistent with empirical studies, the REM negatively impacts the following years’ returns. However, its effect on dividend payout policy is insignificant. This indicates that Pakistani firms are more concerned with a smooth dividend payout to investors than reporting coherent returns. The study provides significant evidence from a developing economy and has implications for investors, analysts, and policymakers.
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1 INTRODUCTION
Real earning management (REM) is a widely practiced yet less documented issue in the accounting literature (Yimenu and Surur, 2019). It has a wide range of effects on firms’ financial results; nonetheless, most auditors fail to identify these activities as earning manipulation in company books. The managers can gain an undue advantage from information asymmetry by preparing the financial statements according to their interests and discretions (Zang, 2006). Despite the highly sophisticated accounting standards and the role of independent auditors, academic studies and media consistently provide empirical evidence that managers use their authority to achieve their inherent interests by manipulating the accounting numbers (Kedia and Philippon, 2009; Joshi, 2019).
REM practices focus on managing the earnings by doing actual business activities (Zang, 2012). It is done by modifying the business process or changing the timing of business contracts or deals (Graham et al., 2005). It is increasing among the managers who want to take control of their performance and bonus system (Kothari et al., 2005). Managers prefer REM instead of accrual earnings management (AEM) because it is challenging to identify REM in financial statements. Furthermore, there exists a lack of awareness among investors and analysts regarding REM activities (Rachmawati, 2019).
The capital market facilitates meeting two interested parties, namely those who have funds and those who need funds (Salehi et al., 2018). Investors need the information to assess the ability and performance of a company before making an investment decision (Sugiyanto and Candra, 2020). Incentives of managers are linked with the firm’s performance, and the managers always endure the pressure to meet the expectations set by investors and financial analysts (Oruke et al., 2021). Firms may outperform or underperform due to many economic and industry-specific factors. However, considering the demand for steady dividend payments and firm growth by investors, managers may manipulate and streamline the profit figures according to market expectations (Roychowdhury, 2006). Bansal et al. (2021) found that investors perceive the decline in REM as an element of risk; hence, they discount the share price at a higher rate. The increase in REM brings positive things because it can suppress the rate of return on shares.
A rise in REM literature advocates that it influences the return and performance of firms in the short run (Sugiyanto and Candra, 2020; Safta et al., 2021). However, empirical results on the influence of REM on long-term future returns are mixed and scarce in developing economies (Sugiyanto and Candra, 2020). Mixed results of studies (García-Meca and Sánchez-Ballesta, 2009; Zang, 2012; Suprianto and Setiawan, 2018) have raised questions on theoretical explanations of why managers perform REM activities, i.e., to increase or decrease the figures of annual returns. A possible reason behind the positive impact of REM on future returns may be the signaling effect and reduction of agency issues (Gunny, 2010), while its contrary explanation may be that managers having opportunistic motives perform the REM activities to reduce the expected returns (Cohen and Zarowin, 2010).
Dividend payout decisions (DPDs) significantly influence the stock market to convey information to stockholders. Fields et al. (2001) concluded that the DPD depends on the declared returns and the recommendations suggested by its directors. As there is a strong relationship between declared earnings and dividend payments, it is imperative to study the impact of REM on successive DPD and returns simultaneously. It will provide a better and more comprehensive understanding of the underlying nexus of REM between returns and dividend decisions of firms.
This study examines the REM activities among the large manufacturing firms of Pakistan and investigates their influence on subsequent annual corporate returns and dividend payments by taking the sample panel data from 2011 to 2020. Size, leverage, and growth rates are controlled to precisely determine the predicting power of REM on corporate returns and DPD. The model proposed by Dechow and Skinner (2000) for estimating REM activities is employed to measure the overall extent of REM in firms. Consistent with studies by Katherine Ann Gunny (2005) and Roychowdhury (2006), industry-specific coefficients are estimated and compared with firm-specific actual data to gauge the extent of REM activities. Then, to estimate the impact of REM on future returns, the REM measures are regressed against the three proxies of next year’s returns, i.e., return on assets (ROA), return on equity (ROE), and earning per share (EPS) of firms. A similar model is run by taking the dividend payout ratio of the following year as a proxy for DPD to estimate the impact of REM on it.
Results of this study reveal that the managers perform REM activities to gain their target profits; however, their activities negatively impact future corporate returns. However, their DPD is not influenced by REM activities. Investors must be aware of the impact of such manipulations on accounting figures of financial statements. The remaining of this work is organized as follows: Section 2 reviews the empirical literature on REM and presents the study’s theoretical background. In section 3, the methodology and model of the study are discussed in detail. Section 4 deals with analysis and results. Finally, section 5 concludes the study in terms of significant findings.
2 LITERATURE REVIEW AND HYPOTHESIS DEVELOPMENT
2.1 Real Earning Management and Corporate Returns
The agency theory considers stewardship and the agency-principal connection to explain management’s interest in earning management. At the expense of the stewardship relationship, a company’s management puts its interests ahead of investors (Fransiska, 2021). If shareholders and auditors fail to shed light correctly, management satisfies their interests by using their light shade (Yimenu and Surur, 2019). Furthermore, management engages in REM to signal the firm’s performance to the stakeholders. The theory explains how management signals their motivation in proportion to their results (Oruke et al., 2021). By building a smooth and expanding earning string over time, management can give investors inside knowledge about their future expectations, allowing them to influence the stock price (Adhikary et al., 2021). The theory demonstrates that a firm’s profitability performance compels managers to engage in REM.
Roychowdhury (2006) developed an empirical model to measure REM and showed the existence of REM as a practice by managers to meet earnings thresholds. García-Meca and Sánchez-Ballesta (2009) examined that companies in the United Kingdom managed profits upward by accounting exploitation and implemented real operating decisions around 4 years earlier from failure. Another study by Cohen and Zarowin (2010) found that the firms are more likely to perform REM when issuing seasoned equity offerings and when the executives are audited by auditors with longer tenure or have friendly relationships. Katherine A Gunny (2010) reported that executives might use REM to reach anticipated returns to signal better future performance, and those firms that perform REM activities to attain current year expectations had higher future returns than those firms that fail to convey expectations.
The literature consistently supports the evidence that REM negatively impacts the future corporate returns of firms (Li, 2010). The swap effect of REM is exposed by Amy Zang (2012), who found that 78% of the economic managers surveyed disclosed an inclination to engage in REM to control the perceptions of financial reporting. This behavior can be interpreted by assuming that shareholders and analysts recognize the REM activities and consider them detrimental to long-term profitability. Chi et al. (2015) documented that performance and REM have a positive relationship even though this relationship weakened in family-controlled firms.
Chansarn and Chansarn (2016) discovered that dividend payouts directly impact discretionary expenses in large manufacturing firms; they stated that management compensation and auditor reputation motivate to carry out REM and harm dividend payouts and stock returns. Salehi et al. (2018) demonstrated a significant and positive relationship between earnings quality and stock returns and indicated that REM and disclosure quality are not significantly related to stock returns. Aladwan (2019) investigated the impact of board composition and firm size on REM and argued that large diversified boards are less prone to earning manipulation and small firms disclose more information to stakeholders.
Lock et al. (2019) reported that family firms practiced more REM using authority in board meetings in the Malaysian market. Weerathunga et al. (2020) demonstrated that REM does not decline following the convergence of International Financial Reporting Standards (IFRS). However, post-IFRS REM activities vary among large firms to keep pace with IFRS convergence. Oruke et al. (2021) found that family firms exercise more REM than their non-family counterparts in Bangladesh. These studies confirm that REM is higher in family firms than in non-family firms. The prevalence of REM in the manufacturing industry shows that the managers prefer it over AEM.
The studies mentioned earlier investigating REM’s impact on firms’ profitability showed that firms use REM to meet a set target of returns by manipulating the operational decisions and altering the accounting numbers; however, it impacts the firms in the successive accounting periods. According to the objectives of this study, the first hypothesis is developed as follows:
H1: REM activities negatively influence the future corporate returns of firms operating in Pakistan.
2.2 Real Earning Management and Dividend Payout Decisions
Li (2010) examined the relationship of REM with dividend policy to investigate whether the companies manipulate reported earnings through REM to maintain smooth dividend payments and dividend payout ratios. He also found that REM actions are related to stock returns. Shah et al. (2010) studied the behavior of Pakistani firms concerning manipulation of financial reporting figures and concluded that the relation of AEM is insignificant to the dividend policy of firms. A study by Dilawer (2012) conducted in Pakistan on the linkages of AEM and dividend policy reported a negative relationship between AEM and dividend policy. They maintained that AEM negatively impacts the returns and DPR in the long run, using the data spanning from 1966 to 2008.
Moghri and Galogah (2013) examined the consequences of AEM on the dividend policy of listed firms on the Tehran Stock Exchange. The results of this study reveal a positive and significant linkage between AEM and dividend policy. Such outcomes point out that with the rise in discretionary accruals of companies, their dividend ratio will move upward.
Lock et al. (2019) analyzed various scenarios of exchange rate movements and found that exchange rate movements did contribute to REM when the exchange rate weakened. However, REM does not have a significant relationship with strengthening foreign exchange rates. In addition, REM has a positive effect on annual stock returns in Malaysia. Arif et al. (2020) also reported the same results regarding the negative and significant relationship of REM with dividend policy and inferred that smaller firms pay more dividends than larger firms. Jessica (2020) found that firm characteristics such as size, value, leverage, and growth influence REM significantly.
The study also examines the impact of REM activities on future DPD. Dividend decisions are based on net earnings, and accordingly, firms with large profits tend to pay more dividends. Managers should engage in REM activities to meet investors’ dividend expectations for their incentives and promotions. Accordingly, it can be argued that there exists a potential relationship between DPD and REM activities. Hence, the second hypothesis of the study is developed as follows:
H2: REM activities positively influence the future DPD of firms operating in Pakistan.
3 METHODOLOGY
The sample for this study consists of all the 366 manufacturing firms listed in the Pakistan Stock Exchange (PSX), the central stock market of Pakistan. Out of which, 120 firms have been selected depending upon the data availability. Annual data of the sample from 2011 to 2020 are taken from the balance sheet analysis (BSA) of non-financial firms issued by the State Bank of Pakistan and their websites. Only manufacturing firms have been selected for the research because it aligns with the empirical literature (Suprianto and Setiawan, 2018). Second, financial reporting standards for the financial sector differ from those for manufacturing firms. Third, the measures of REM accurately work in the case of manufacturing firms only. For example, one of the measures of REM is the abnormal production cost. This measure is only valid in manufacturing firms instead of financial firms (Adhikary et al., 2021). Fourth, many firms have been delisted or renamed, merged, or acquired during the selected period. Therefore, the study follows the methodological approach of Tabassum et al. (2015). The selection was based on the availability of firm-level data. Moreover, the firm has not been merged, acquired, or out of business and remained listed in PSX during the selected period.
Finally, firms satisfying the aforementioned criteria and having the largest capitalization of their respective sectors were selected from PSX to constitute the sample of this study.
3.1 Measurement of Independent Variables
3.1.1 Measurement of REM
The study uses three proxies to measure REM: 1) the abnormal level of cash flows from operations, 2) the abnormal level of discretionary expenses, and 3) the abnormal level of production costs. These proxies were developed and used by Katherine Ann Gunny (2005) and Roychowdhury (2006). Li (2010) validated the efficiency and accuracy of these measures in estimating the volume of REM.
To measure the abnormal level of cash flow from operations (CFO), the following generalized least square regression is run for each industry j and year t;
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where CFOit is the total cash flows from operations for the firm i and year t derived from the statement of cash flows. Assetsi,t-1 is total assets lagged by year t-1. All the values in the model are lagged by total assets to normalize the big accounting figures. Sales i,t is sales of the current year, and ∆Salesit is the change of current year t from previous year t-1. While α1,j,t, α2,j,t, and α3,j,t are estimated sets of coefficients of model for the industry j and year t. Also, εit is the residuals for the firm i and year t which is the proxy of the abnormal level of CFO in firms under study.
The abnormal cost of production is measured using the following model:
[image: image]
where Prodit is the total production cost of firm i for the year t. The model estimates the normal production costs for each industry j and firm i while the residuals of the model εit are the abnormal level of production costs used as a proxy in this study.
The model expresses the normal level of discretionary expenses as a linear function of sales of firm i for year t;
[image: image]
where DISCEXPit is the discretionary expenses of firm i for the year t. Since Eq. 3 estimates the normal level of DISCEXPit, therefore, the εit is the abnormal level of discretionary expenses taken as a proxy in the study.
The proxies of REM are abnormal CFO (named A_CFO), abnormal production costs (named A_PROD), and abnormal discretionary expenses (named A_DISCEXP) derived from Eqs 1, 2, and 3 are combined and named REM. A_CFO and A_DISCEXP are multiplied by −1, making the data uniform, and the new measure of REM is named REM1. The multiplications of A_CFO and A_DISCEXP are consistent with Amy Zang (2012). It enables to add them into aggregate measure REM1 and interpret as more the values of A_CFO and A_DISCEXP, the more it means that firm has low cash flows from operations and low discretionary expenses. A_PROD does not need to multiply with −1 as higher its value, the higher the REM activity.
Firms that are suspected to be engaged in REM to increase returns are expected to fall into one of the following criteria:
a) Low cash flows from operations;
b) Low discretionary expenses;
c) Higher production costs.
3.1.2 Measurement of Dividend Payout Decisions
This study uses the dividend payout ratio to capture the effects of DPD (Moghri and Galogah, 2013). It is measured as the dividend per share divided by earnings per firm share. This measurement is most suitable for this study as it also shows the link between dividends and earnings. Decisions of offering dividends by the board of directors when the earnings are manipulated can be logically reflected using this ratio (Bansal et al., 2021).
3.2 Measurement of Dependent and Control Variables
3.2.1 Corporate Returns and Control Variables
Empirical research to measure corporate returns has focused on financial ratios. Three accounting measures of return, namely, ROE, ROA, and EPS, are employed as the indicator for corporate returns of firms. These measurements are previously used in studies (Suprianto and Setiawan, 2018; Arif et al., 2020).
The control variables are taken to control the effects of firms’ size, leverage, and growth in the research model. Size, leverage, and growth rate are measured as the natural log of total assets, the ratio of total debt to total equity, and the sales growth rate, respectively.
3.3 Research Model
To test hypotheses H1 and H2, the following generalized least square regression models are developed:
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Where:
ROAi,t+1 is a return on assets of firm i and year t+1.
ROEi,t+1 is a return on equity of firm i and year t+1.
EPSi,t+1 is earning per share of firm i and year t+1.
REM1i,t is the aggregated measure of REM made up of (-1) A_CFOi,t, A_PRODi,t, and (-1) A_DISCEXPi,t.
DPRi,t+1 is the dividend payout ratio of firm i and year t.
SIZEi,t, a control variable, is the size of firms i for the year t.
LEVi,t, a control variable, is the leverage of firm i for year t.
GROWTHi,t, a control variable, is the growth of firm i for year t.
εi,t is the residual of models not explained by selected variables.
4 RESULTS AND DISCUSSION
4.1 Descriptive Statistics
Table 1 provides the descriptive statistics of the aggregate measure of all the model variables. The study uses 920 firm-year observations for the analysis. The mean value of REM1 is 0.0015479, which is close to zero. It is due to the methodology of its calculations. Because residuals are taken as a proxy of REM, they tend to become zero, but their positive skewness shows the existence of REM. A standard deviation of 0.121036244 indicates that companies are engaged in REM activities. The highest mean value among the return indicators is ROE, 3.0119159. It shows that companies listed in PSX have good performance in terms of ROE. It can be concluded that the first hypothesis of the impact of the negative performance of REM1 on ROE is accepted. ROA has a mean of 2.0509899 and a standard deviation of 1.2154204.
TABLE 1 | Descriptive statistics.
[image: Table 1]Comparatively low standard deviation (0.083972807) of DPR signals a smooth pattern of dividend payments by the firms over time. REM and DPD show positive skewness with varying degrees. The mean value of growth, which is −0.001588, indicates that Pakistani firms are affected by COVID-19, and some firms have even faced losses during the sample period.
4.2 Pearson Correlation Analysis
All the variables are tested for correlation to find out their co-movement. Table 2 indicates that ROA is negatively correlated with REM1 with a magnitude of −0.267 and is statistically significant. Similarly, another dependent variable, ROE, is negatively correlated with REM1 with a relatively low magnitude of −0.168 and is statistically significant. EPS also exhibits similar relation and negative correlation with REM1 with the value of −0.194. These results support the study’s hypothesis that REM activities negatively impact firms’ future returns. Moreover, these results also validate the model to estimate the REM and measure of performance of firms.
TABLE 2 | Pearson correlation matrix of variables.
[image: Table 2]DPR shows a weak positive correlation with REM1, which is statistically insignificant. It can be argued that DPD has an insignificant association with REM. It rejects the second hypothesis of the study that REM influences the DPD of firms. Therefore, the correlation test supports the argument that REM is negatively correlated with performance, yet it has no impact on the DPD of firms. Firms tend to pay dividends regardless of their performance in the accounting year smoothly. One of the key findings of this table is that size and growth of firms are negatively related to REM. It supports the argument that REM activities are detrimental to the firm’s growth in the long run.
4.3 Impact of Real Earning Management on Corporate Returns
Referring to Table 3, ROA is regressed against REM1 to examine the relationship of corporate returns with REM. R square of the model is 0.436, which shows the model fit, and its p-value (0.000) shows that the impact of REM1 is statistically significant on ROA. R square shows that contribution of REM1 on ROA is 43.6%. The coefficient of REM1 is −2.611 with a t-value of −7.231, showing that REM1 is negatively associated with ROA, and their relationship is significant. These findings confirm that REM has a negative impact on next year’s ROA of firms. It has the most significant coefficient in the model, exhibiting the strength of the dependent variable on the dependent variable. Three control variables, SZ, GRW, and LEV, are added to control their effects on the returns of firms.
TABLE 3 | Results of regression analysis of REM on return and dividend payout.
[image: Table 3]Managers conduct REM activities to enhance their returns for the current year. Theoretically, such actions by managers cause the inefficient use of firm resources and hence negatively impact long-term returns. Empirical analysis of this study supports this argument; three proxies of return, i.e., ROA, ROE, and EPS, are used as robustness tests to confirm results. The results carry significant policy implications for managers and investors. Managers should efficiently allocate the firms’ resources to achieve consistent long-term profits instead of manipulating assets for short-term benefits. REM activities are potentially detrimental to future earnings and performance. Investors should be aware of REM activities reported in firms’ financial statements and should make investment decisions based on more concrete performance measures like growth in operational assets instead of measuring manipulated figures of profits.
This result is consistent with the previous studies (Gunny, 2005; Zang, 2012; Jessica, 2020) that found firms perform REM to increase the reported returns temporarily; however, such actions negatively impact the actual future returns of firms. As the REM also affects the optimal allocation of resources, its negative influence on profits can be easily understood. Overall, this model accepts the first hypothesis that REM has a negative impact on future returns.
The results of regression Model 2, presented in Table 3, show that the R square is 0.370. The model is statistically significant with a p-value of 0.000, which shows that REM strongly impacts ROE. It means that firms engaged in REM experience its impact on performance sooner or later.
The coefficient of REM1 is −2.037, and its t-value is -5.435, which is statistically significant. The negative sign of REM1 coefficients indicates the nature of the impact that REM1 has on ROE. This result is consistent with the results of Model 1, which also reaffirm that REM activities negatively affect the performance of firms. ROE depicts how productively shareholders’ investment generates positive cash inflows. As discussed earlier, multiple proxies of return are used to robust the results. The relation of REM with both ROA and ROE is negative, demonstrating that firms with declining profits may be suspected of having been engaged in REM activities in the past. Overproduction to reduce costs may be more beneficial for large companies, but it is detrimental to small companies (Gunny, 2010).
Model 3 has a 0.397 R square, a coefficient of -2.013, and a p-value of 0.014, showing that the model is statistically significant, and independent variables contribute around 40% to the EPS value. It provides evidence that REM has a negative impact on the EPS of firms. This result is the same as expected because ROA and ROE negatively impact REM. Firms are much more concerned about the value of EPS due to its important place in analysts’ forecasting. Therefore, a decline in EPS will signal to analysts that the firm may have been using non-conventional methods to maintain returns in the past.
REM1 has a coefficient of −2.013 and a t-value of −4.343, indicating that the impact of REM1 is significant and negative in the model. The absolute value of REM1 shows that even a one-unit increase in REM1 will decrease the EPS of the future year by 2.013. The results are robust and confirm that REM has a negative effect on the corporate returns of firms, and it causes the firms to experience a decline in the EPS of firms. The decline in EPS of firms due to REM1 provides a general framework where firms can understand the long-term effects of earnings manipulation on future cash flows.
In summary, it can be concluded that the study’s first hypothesis has been accepted with significant results. It also provides evidence that Pakistani firms listed in PSX are engaged in REM, and earnings manipulation varies from firm to firm and industry to industry. However, these activities cause a decline in the future profitability reported returns of firms.
4.4 Impact of Real Earning Management on Dividend Policy of Firms
Hypothesis 2 states that there is a positive impact of REM on the DPD of firms. The results of Model 4 are presented in Table 3, where the R square of the model is 0.279, and it is statistically significant. It indicates that the model predicts the DPR using dependent variables. The results reveal that alpha has an extreme predicting power with a coefficient of 0.477 and a t-value of 19.50. However, the coefficient of REM1 is only 0.039, which means that REM has very little or almost zero influence on the DPD of firms. Though the results are statistically significant, they accept the null hypothesis of having no association between the DPD of firms and their REM activities. Therefore, the study’s second hypothesis that REM1 positively impacts DPD is rejected, and earnings manipulation does not affect dividend policy.
These results are not consistent with previous works (Dilawer, 2012; Ajide and Aderemi, 2014; Shahwan and Almubaydeen, 2020) concluding that DPD has a negative relationship with REM, while Moghri and Galogah (2013) and Aladwan (2019) reported that DPD has a positive relationship with REM activities. The diversity of these results implies the corporate cultural effects of firms situated in different countries. In light of the results of this study, it can be stated that Pakistani firms tend to meet the expectations of investors and analysts in the case of dividend payments despite the variation in profitability and performance. Furthermore, REM activities do not influence the dividend payments in the future. It means that firms, regardless of the decline in returns, successfully satisfy the investors by offering consistent dividend payments. The results have exciting aspects and portray the corporate culture of Pakistani manufacturing firms. Firms pay a dividend consistently, and fluctuation in the profits has a low impact on DPD.
5 CONCLUSION
This study examines the relation of REM with future corporate returns and DPD. It is concluded that firms are engaged in REM activities and use more than one method to manipulate the figures of profits to meet the earning target. Firms that are suspicious regarding REM have subsequent low cash flows from operations (A_CFO), high production costs (A_PROD), and low discretionary expenses (A_DISCEXP). Similar to previous studies (Zang, 2012; Salehi et al., 2018; Adhikary et al., 2021) on this topic, it is found that REM1 negatively impacts the future corporate returns of firms. This finding supports the notion that firms which engage in REM witness a decline in future profits. This decline can be explained by REM activities limiting the optimal use of resources in research and development, advertisement, and the purchase of new technology. Firms adopt REM as a tool to temporarily report good profit figures at the cost of low profit in the long term (Arif et al., 2020).
The study has some limitations. First, the sample contains only 120 firms, which can be expanded further in future studies. Second, the study was focused on the Pakistani manufacturing sector, while a comparative study of multiple countries will produce more comprehensive results. Future studies may use qualitative approaches to measure the extent of REM and non-accounting measures of returns to validate the results. The study has implications such as investors need to consider the increase in discretionary expenses over time as a signal of poor reporting. Policymakers may make it mandatory for firms to report the abnormal changes in the sale and purchase of long-term assets during the last quarter of the accounting year. For analysts, non-accounting performance measures should also be incorporated to anticipate the firm’s profits because REM may affect the accuracy of earning figures.
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