Securities and EX

United States District Court
For the Northern District of California

© 00 N o o -~ w N Pk

N N N N N DN DN NN R R R R R R R R Rp R
0o N o 0N WN P O O 0o N O o dN WwN B O

thange Commission v. Small Business Capital Corp. et al Doc.

UNITED STATES DISTRICT COURT
NORTHERN DISTRICT OF CALIFORNIA
SAN JOSE DIVISION

SECURITIES AND EXCHANGE Case No. 5:12v-03237£JD

COMMISSION
ORDER DENYING REQUEST FOR

Plaintiff LEGAL EXPENSES

)
)
)
)
. |
)
SMALL BUSINESSCAPITAL CORP; MARK )
FEATHERS: INVESTORS PRIME FUND, %

)

LLC; and SBC PROTFOLIO FUND LLC.
Defendants.

Presently before the Court isequest from Defendant Featheisr the limited use of
receivership assets to pay for his personal defense in these proceedgralp, Defendant
seeks an initial payment of $375,000, exclusive of costs, to pay for his legal dePéaisdiff
Securities and Exchange Commissi@@EC)opposes the request.

Having reviewed the relevant materials filed by the parties, the Court d@sfiesdant’s
request- particularly in circumstances where Defendant has not pointed to any of his cangber
funds to assist in payment of the defense. The Court, howelleafford some allowancand

priority for legal fees from the receivership assets should Defendant be success@uhwrits.

! The term Defendant will generally mean Mr Feathers, unless context demagmisisih
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BACKGROUND
A. Parties Allegations

Defendant alleges that hedgtitled to assets previously frozen bshis Courf — which
may assist in payment of his personal defense expenses. To support his [eficiodan also
alleges that theontract,that governs the funds relevant to these proceedings, contains essexpf
clause that allows fandemnityof attorney fee&as incurred’.See Def.’s Brief, Dkt 48 at 2.

Plaintiff does not dispute that this Court has the discretion to redegsef Defendant’s
ownassets from an asset freeze to pay Defendant’s personal legal fees ooinaf fiszen assets.
See Pl.’s Brief, Dkt 51at 2. Rather, the Plaintiff opposes Defendant’s request b&feseant is
allegedly seeking to apply “other people’s money” for purposes of his personal defense
specifically the assets of the Receivership Entities, which are curreotgnfand held for the
benefit of (alleged) defrauded investdrs?

B. Factual andProcedural Background

Defendant started a Californi& corporation and three funds that loaned money to smal
businesses. The S Corporation and funds included: Small Business Capital Corporation dba
Capital (SB Capital”) , Investors Prime Fund, LLCIPF”) , including its whollyowned SBA
licensing subigliary Small Business Capital, LLCIBC LLC") , Small Business Capital Portfolio
Fund, LLC (SPF”) ,and SBC Senior Commercial Mortgage Fut@MF” ) (collectively, the
“Funds”).

On June 12, 2012, Plaintiff filed a Complaint against Defencayardingthe offer and sale
of membership interests in the Fun8se Compl. Dkt No. 1 at | 1. The amount raibsd
Defendantas of March 30, 2012, amounted to over $42 million from over 400 investors.

On June 26, 2012nd after a sevemonth investigation of Defendant, the Court granted
Plaintiff a temporary restraining ord&ee TRO, Dkt. No. 16 at 2. That order found thHa SEC

hadmade grima faciecase that Defendant hadgaged in practices that constituted violations

2 See TRO, Dkt. No. 16.

3 Plaintiff further alleges that Defendant has not attempted to make any shbatihg does not
have other assets that could be used to pay his personal leghl fees.
2
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under Section 17(a) of the Securities Act of 1933 (“Securities Act”), 15 U.S.C. 8§,73e¢tpn
10(b) of the Securities Exchange Act of 1934 (“Exchange Act”), 15 U.S.C. § 78j(b), and Rule
5 thereunder, 17 C.F.R. 8§ 240.10b-5; and Section 15(a) of the Exchange Act, 15 U.S.C §
780(9.Seeid. The Court found that Plaintiff demonstrated a probability of success on the mer
Seeid. The TROfroze allasset®of Defendantand areceiver wasppointed to mamng the assets
of the above-mentioned entities and furids?

On July 3, 2012, anditlhout admitting or denying any allegations of the CompJaint
Defendat consented to the entry of a preliminary injunction in accordance with the firadidgs
orders specified in the TRGee Preliminary Injunction, Dkt No. 29 he preliminaryinjunction
mirrored the order stated in tARO. Id. (Exh. A). k is also specified that Defendant’s counsel w4
of “limited engagement.Id., at 2.

The parties have now filed supporting and opposing briefs in relation to Defendant’s
requestall of which the Court found helpful in disposition of thequest
\\

\\
\\
\\
\\
\\
\\
\\
\\
\\
\\
\\

“The Receiveto the Funds recently reported that, as of the filing of the TRO, the Funds had n
than $10 million in cash and more than $24 million in other asSe¢ésDef.’s Brief, Dkt 48 at 2
3
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II. ISSUES FOR DETERMINATION

The partiestontentionenteron severalssues some of which overlap, and cha
summarized as follows:

A. Whether the Funds, frozen by the TRO and subsequent preliminary injunction, cont
contributions owned by Defendant?

B. Whether the parties have made the relevant showings that the Funds can barhced
are nottainted by fraud?

C. Whether the Operating Agreement, governing the Funds, contains an inderonificat
clause that allows for reasonable attorneys’ feedl civil proceedings against Defendant?

D. Whether Plaintiff has any personal funds that have been frozen as a resultROthe
and whether such personal funds can be released so to allow for payment of theféegal?

At the onset, it is worth observirilgat several cases citeg the parges examined issues
similar to this matter (albeit in the criminal context.) Whilestheases have been mentignes
important to note that this matter has been raised in the civil context; thus,utmmsgtitconcerns
going to the ‘right to counsedire largely inapplicable in this context. SB&C v. Prater296 F.
Supp. 2d 210, 218 (D. Conn. 2003); SEC v. Current Fin. Servs., 62 F. Supp. 2d 66, 67 (D.D.(

1999) (rejecting a claim that asset freeze violated constitutional right teedonrSEC aabn
because “the Sixth Amendment provides defendants the right to counsel only maknmat civil,
proceedings.”) an@EC v. Cherif, 933 F.2d 403, 416-17 (7th Cir. 1991) (“A criminal defendant
has ‘no Sixth Amendment right to spend another person’yniam ®rvices rendered by an
attorney.’)

\\

\\

\\

\\

\\

\\

\\
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lll.  DISCUSSION

A. Whether the Funds, frozen by the TRO and subsequent preliminary injunction,
contain contributions owned by Defendant?

Defendant contends that he made personal contributions to the Funds that are now mz
by the Receiver. He contends that he “contributed approximately $5503#$Def.’s Brief, Dkt
48 at 2 and 9. The Court, however, is not cooed by the evidence beforehtat could support
Defendant’scontention.

Specifically, Defendant provides insufficient and contradictory evidenagptmost his
claimed contribution of $550,000, amongst otlefor instance, there is insufficient eviderse
to when the contribution(s) wenmeade, andiming of when those contributionsere expended.
Defendant provides little (if anyipformation for the Court to determine what the contributienes
whether theyactually exst, or whether they hawmny value. Indeed, Defendant’s definition of “the
Funds” includes all of the Receivership Entities, so it is unclear if Deferslelaiming to have
invested in IPF or SPF, or whether the contribution was to SB Capital — which isumok @t fll.

Moreover, the vague contributions purportedly made by Defendant must be viewed in
context of the Defendant’s salary and loans made by SB Capital to Defendatie(pngorted
dealings beveen Defendant and the Fuid®uring the @st three years, Defendant took a
subsantialsalary’ and owed SB Capital approximately $266,800 at the time the Receiver was
appointedSee Receiver’s Fist Status Report and Inventory, Dkt No. 30 at p. 8 Il. 23t24,.
therefore unclear whether Defendamiay have already taken cadme or all of thepurported

monieshe claims to haw contributed to “the Funds.”

® For example, a claim is made of an 868ty interest in SB Capitahee Def.’s Reply. Dkt. No.
55.

® Also, Defendant’s two 9 year old sons and a caregiver were also on the payréledgieer
subsequently ceased payments to tifeee Receiver’s Fist Status Report and Inventory, Dkt No.
30atp.6I.6.

" Examples cited in thReceiver's Brief, DkiNo. 54 at 1, also illustrate the insufficiency of
evidence. The Receiver’s Brief states:

“Mr. Feathers initially contended he contributed $650,000 to the companies. In his lett

brief, he contends he contributed $550,000 but only provided evidence of one cash pal

of $50,000 and two payments totaling approximately $166,000 to Mr. Feathers' apparg
5
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Issues have also been raised as'so @alled’Managers Noteinvolving the sale of assets
between IPF and SPH 2009 and 2010, #Manage’s Note led anndependent auditdo
conclude that it was unableigsue a “clean” audduring those financial yearSee Declaration of
Roger Boudreau, Dkt No. &x. 3andEx. 7) and also, Declaration of John Bulgozdy, Dkt, BR.(
2.) This lack of clarity, amorsg other examples, is even more telling wheom the day the TRO
was granted- Defendantaused a $100,000 cashier’s check to be issued payable to himself for
personal expenseSee Receiver’s Fist Status Report and Inventory, Dkt No. 30 at p. 6 II. 5-8.

As such, the evidence that Defendant made contributions to the Funds (and/or SB Caj
is vague and contradictory — and insufficient to support any real theorygbetan of the Funds,
owned by the entities, include any of the Defendamt/n contributions.

B. Whether the parties have made the relevant showings that the Funds can beded]
and are nottainted by fraud?

Defendant next argues that, irrespective of his own purported contributions, he may us
assets in the Funds to provide for his own personal defense. The Courtdizggiees.

In rejecting Defendant’s argumerite Court looks to SEC v. Trabulse, 526 F. Supp. 2d

1008 (N.D. Cal. 2007). There, the Court denied the usezdn assetén a ‘hedge fund’for the

purposes of the defendant’s own personal def@iseCourt premised its reasoning on the notion
that"just as a bank robber cannot use the loot to wage the best defense money can buy, so &
swindler in securities markets cannot use the victims' assets to hire ashoseill help him

retain the gleanings of crimeld., at 1018The Trabulse holding relied oa twoprong analysis

thatwaspreviously adopted in SEC v. Quinn, 997 F.2d 287, 289 (7th Cir.1993).
In Quinn, the Court first found that the SEC raagpreliminary showing that the

defendant’s assets could be traced to fraud. Second,thépreliminaryshowingwas madgthe

former business partner. To the contrary, the capital accounts only redlectidas in Mr.
Feathers purported equity. Moreover, SB Capital's Balance Sheet reflectdd &aatated
Parties attributable to Mr. Feathers in the approximate atwd$246,000. In addition, the
company's records reflect payments to Mr. Feathers for consulting fedialethds in

the amount of at least $232,000 over a 28-month period in addition to his monthly salary

of$15,000 per month. Mrs. Feathers was also taking a salary of$15,000 per month at t
time the Receiver was appointed.”
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defendant was then required to show that the assets were untainted by fraud — a khabttiag t
defendant ultimately failed to establigti.

Thesesamefoundationsexist in this case. Herehe preliminary injunctiorgranted on July
3, 2012, supports the necessary findings that the assets in the Funds can be traced to the
Defendant’s alleged frau&ee TRO, Dkt. No. 16 at 2 anlee Prelinnary Injunction (PI), Dkt
No. 29. (Exh. A). Specifically, the preliminary injunction found that the SiB&de grima facie
case that Defendamhgaged in practices that constituted violations under relevant securities
legislation.Further the Court foud that Plaintiffdemonstrated a probability of success on the
merits in this action and the possibility of dissipation of asggtsThese findings, particularly
those pointing to the merits of the case, cut against Deféasdaqtiest

While the Court acknowledges that the preliminary injunction was granted witionisent
of Defendant (whout admitting or denying any allegations of the Comp)atheseorima facie
showings cannot be ignorecever moresowhere there has been no subsequent evidence since
July 3 2012 to reverse the preliminary injunction as applied the frozen Bukzisardingly,
Defendant’s reque$br legal expenses denied.

C. Whether the Operating Agreement, govaring the Funds, conains an
indemnification clause that allows for reasonable attorneys’ fees for lativil proceedings
against Defendant?

This isse, ultimately, relates twhenDefense counsel fees dmebepaidby the Receiver
Defendantirgueghat because the OperaiAgreement governing the Funds contains an expreg
indemnity clauseDefendant has a right to ledaks as they incur. Specifically, that Defendant ig
entitled to indemnityf expenses as they arise amdil such time as the SEC has proven he has
commited fraud See Def.’s Brief, Dkt 48 at 5. Defendant asserts thatphraséas incurred”
dictates this preferred construction of the indemnity clbesause of “welkstablished California
precedent [which] obligates the estate to cover the defer$aebafinal determination in the

proceedingsSee Reply, Dkt 55 at 1.

® The preliminary injunction mirrored the TRO. The latter was filed ex partérieg the Court to
make a determination at that stage irrespective of the Defendant’s consent.

7
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Plaintiff rebuts Defendant’s indemnification theory by pointin@EC v. Onyx Capital

Advisors, LLC Case No. 1@v-11633, 2011 WL 4528216, at *3-4 (E.D. Mich. Sept. 29, 2011)

(holding “whether the potential indemnitee is entitled to indemnification generaipthe
determined until after the [finatherits of the underlying controversy have been decid&&)
Pl.’s Brief, Dkt 51at 10.

Before addressing the partiegintentions, it idirst important tooutline the indemnity
clause thabinds the parties in this dispute (and also address the principles that govern indem
disputes such as the instant one.)

Operating Agreement and the I ndemnity Clause

The relevant Operating Agreemeaantairs an express indemnityause. The relevant

language states:

The Manager and its agents or Affiliates and the shareholders,
officers, directors. of the Company shall be entitled to be
indemnified and held harmless by the Company, at the expense of the
Company, against any loss, expense, claim or lialfiigtuding
reasonable attorneys’ fees, which shall be paid as incurred)
resulting from the artion of any claim or legal proceeding relating
to the performance or nonperformance of any act concerning the
activities of the Company, including claims or legal proceedings
brought by a third party of by Members, on their own behalf or as a
Company davative suit,so long as the party to be indemnified
determined in good faiththat such course was in the best interest of
the Companywnd did not constitute fraud, bad faith or willful
misconduct provided, that any such indemnity shall be paid solely
from the assets of the Compafiymphasis Addejl

Defendant contends thduet purpose of an indemnity claugeto enablgpayment o
defense when fraud allegations have been le\adathst the Managet al Defendant relies on

Crawford v. Weather Shielfqg. Inc., 44 Cal. 4th 541, 558 (2008). However, on closer inspectiq

Defendant’s reliance on this casemisplaced; as is Defendant’s preferred construction of the
indemnity clause.

Relevant Law regulating the Indemnity Clause

TheCrawfordcase involvd several issues with respect to indemnity contracts. The cas
aptly summarized the relevant law, whibinds this Court on the interpretatioinstate contract
law. Specifically, the court defined an indemratyreemenasa contract by whichone engageto

save another from a legal consequence of the conduct of one of the parties, or of softierdther

8
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partyconduc}.” It allows for moneys to be paid for expenses incuasa result of such
consequenceSee Crawford44 Cal. 4th 551, and Civ. Code, § 2772.

Indemnity contracts amonstrued under the same rulestgovern the interpretation afl
contractsthat is: “effect is to be given to the parties' mutual iritess ascertained from the
contract's languagif it is “clear and explicit’ld. Seealsq 88 1636 and 1638Unless thé parties
have indicated a special meaning, the contract's words are to be understoocndlitiealy and
popular sensé|d.*® In noninsurance contextst fs the indemnitee who may often feathe
superior bargaining power” to tlwentract andas a result, the courts tend to construe language
against the indemnitte. See id. at 552. Finally, and as addresse@iawford section 2778 sets
forth specificrules for the intemetation of indemnity contractslhesespecific“rules are to be
applied unless a contrary intention appeémsih the contract itselfld.*?

Here,Defendant points to verbiage in the indemnity clause that states that the “Compa|
must indemnify Defendan&fainst any loss, expense,igiar liability (includingreasonable
attorneys’ feeswhich shall be paid ascurred)” See Receiver'sBrief, Dkt No. 54 at 2 Emphasis
added. Defendant also places much weight in the rules cited in § 2778 as applie€mwlerd

decision. But in doing so, Defendant fails to acknowledge that the rules in 8&€&n® ‘be

® The Code provides specific rules, in addition to the general principles of interpretatiartdingg
California indemnity contracts.

9See alsq Centex Golden Construction Co. v. Dale Tile Co. (2000) 78 Cal.App.4th 992, 996
93 Cal.Rptr.2d 259.

1 The basis being: the indemnitee may “unfashjft to another a disproportionate share of the
financial consequences of its own legal fauliee Crawford44 Cal. 4th 551.

12See Crawford44 Cal. 4th 552-3, which summarized those ruf@g:he statute first provides that
a promise of indemnity against claims, demands, or liability “embracen#te of defense against
such claims, demands, or liability” insofar as such costs are incurreshadhgsand in good faith.
(8 2778, subd. 3, italics added.) Second, the section specifies that the indemnitor “is bound, d
request of the [indemnitee], to defend actions or proceedings brought againsti¢nenjieejn
respect to the matters embraced by the inderititgugh the indemnitee may choose to conduct|
the defense. (Id., subd. 4, italics added.) Third, the statute declares that if the ioddeatihes
the indemnitee's tender of defense, “a recovery against the [indemnitee¢dudy him in good
faith, is conclusive in his favor against the [indemnitor].” (Id., subd. 5.) On the other hanuh seg
2778 provides, if the indemnitor got no reasonable notice of the action or was not allowed to
control the indemnitee's defense, recovery by the third party againstidrenitee is only
presumptive evidence against the indemnitor. (Id., subd. Bgoking to the those words above
(italicized), there is nothing in the contract to suggest that it ‘embraces’ fraud clairtteer Rae
language in the clause indicates the opposite.

9
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applied unless a contrary intention appéans the contractPut differently,§ 2778precludes
application of thespecificrules therein where the parties have expressly stated otherwise. In's
circumstances, the rul&ésve no bearing on the interpretation ofrademnity Here, Defendant
omitsreference to this important qualificati. The omission largely undercuts Defendant’s
preferred construction, making reliance on 8 2ifir§placed- andparticularly where express
languagen the contracpoints the other way.

Defendant’s preferred construction is also defeated by the positions takknnbyf Rnd
Receiver, colletively. Both submit that verbiage in the indemnity clause demonstrate a clear
intent of the parties (which circumvents any notion thatspecific rules i 2778areapplicable
to this case). In sunklaintiff and Receiver argubat the indemnity claeis inapplicable to
claims based on fraud. The Court agrees with this preferred construction; eveomdrere the
express language of the contract states that the indemnity only agplien{ as the party to be
indemnified acted in ‘good faitii and whose actions did “not constitute fraud, bad faith ¢fubvi
misconduct’ See Receiver'sBrief, Dkt No. 54 at 2Such verbiage is critical. It is “clear and
explicit,” and only serves to fortify the Receiver and Plaintiff's posit®eg88 1636 and 1638.
See alsq Centex Golden Construction Co. v. Dale Tile Co. (2000) 78 Cal.App.4th 992, 996-9

93 Cal.Rptr.2d 259"
Accordingly,the Court finds thadctsconstituting fraudbr wilful conduct are excluded
from the indemnificatior- at least util after thefinal merits of thé'underlying controversy have

been decided™® See Onyx Capital Advisors2011 WL 4528216, at *3-4. This construction not

only reflects the clear language of teties’indemnity clause, but is also conforms with the

3And, in any event, any ambiguity as to language in the contract is conataiedt the
indemnittee (here, Defendant) due to his superior bargaining power when thetecoasraatered
into. See Crawford44 Cal. 4th 552-3 and Rooz v. Kimmel(1997) 55 Cal.App.4th 573, 583.

14 While Defendant does not directly advocate that the clause could be construed as an
advancement clauséhe Court finds that there is not enough in the language of the clause to gi
rise to this constructiorgeefor example Reddy v. Electronic Data Sys. Corp., Del.Chancery No
CIV.A. 19467, 2002 WL 1358761, *4 (June 18, 2002Eath person who at any time shall serve
or shall have served as a Director, officer, employee or agent of the Corporatidhbe shétled

to (a) indemnification an¢b) the advancement of expenses incurred by such person from the
Corporation as, and to the fullest extent, permitted by Section 145 of the DGCL sucaegsor
statutory provision, as from time to time amended.”)

10
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broaderpurposes of protecting investors from further harm in the event that Defendamdst®
have committed fraud.

Notwithstanding the Court’s holding above, the indemnity clause would allow
indemnification assuming Defendastdetermied not to haveammitted fraudTo that end, the
Court will provide a ‘carve out’ for legal expenses. Thaam at this stag@yriority is made for
Defendant’s legal fees to the swin$200,000 (inclusive of all costs) for the entire proceedings.
This sum will take pority overall other claims relevant to the receiversfiiuch like that of the
receiver’'s fees). Importantly, and in accordance with the Court’s constra¢tthe indemnity
clause, Defendant’s legal expenses only take priority wbefendant is suassful on thdinal
meritsof these proceedings.

D. Whether Plaintiff has any personal funds that have been frozen as a resolt the
TRO, and whether such personal funds can be released so to allay payment of the legal
defense?

Defendant maydentify ary such personal assets and make application to the Court to
release any identified asset from the Court’s current ortfers.

\\
\\
\\
\\
\\
\\
\\

15 The Court has previously considered the stipulation of the SEC and Mr. Feathers and foun(
cause to order that tipeeliminary injunctiorbe partially modified to release from the asset freez
the following assetswvhich allowedor necessargnd reasonable living expensemcluding:(1)
the remaining proceeds from the sale of a 2007 Porsche Turbo automobile totalingnagietgxi
$23,507.80; (2) cash on-hand of approximately $5,000; (3) funds in personal bank accounts
the name of Mark and/or Natalie Feathers totadipgroximately $10,492.65; (4) funds in a Golde
State Business Capital account totaling approximately $12,282.02; (5) Featherdyvént
disability retirement payment of $1,600; and (6) funds received from unemploymefitdeh
any” See Stipulated Order, Dkt No. 46.

11
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IV. CONCLUSION

For the reasons stated abotves request is DENIEDAdditionally, and to tailor provision

with what has been addressed above regarding indemnification, the Court also ®RDER

1.

That the Receiver establishefense Counsel Accountseparate to the account that
presently holds the Funds, that wilhintain monies angill be paidforthwith to
Defendant’s counsel upon any finding that Defendant is successful on the fiitalahe
these proceedingSuch monies are intended to cover any monies Defendant would
obtain from the indemnity clause in the Operating Agreement.

That Receiver establish tiimefense Counsel Accoundthin two weeks of this Order
being published and inform Defendant's counsel in writing, accordingly.

That Receiver(a) allocate an initial surnf $200,000 from the Funds to the Defense
Counsel Accountor Defense counsel fees (inclusive of all costs in these proceeding
which also includes expert reportapd(b) acknowledgein writing, thatsuch monies
have beermllocatedwithin three weeks of this Order being published.

That the sum of $200,000 fozasonable attorney&es be paidorthwith to

Defendant’s counsel upon any finding that Defendant is successful on the fiitalahe
these proceedingand which takes priority over all other claims.

If Defense counsel contimnsiéo represent Defendahat the Court be provided with
quarterly Status Reports legal expensesummarizing such expensgs.

That the Status Reports also include the legal exparfidbe Receiver at same date
That the Court reserves the right to modify (increase aeds¢ the initial sum of

$200,000 (which has prioritygending compelling reasons the parties

IT 1S SO ORDERED.

Dated: September 262012

EDWARD J. DAVILA;

United States District Judge

18 At the time of the preliminary injunction, it wagecified that Defendant’s counsel was of
“limited engagement.See Preliminary Injunction, Dkt No. *29.
12
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