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 PRELIMINARY STATEMENT
_ At the conclusmn of the Prehmmary Injunctlon hearlng in the above-captloned'
'matter the ‘Court mstructed the partles to bnef the issue of nvhat if any,. advetse »
| 1nferences :should be dtawn against Defendants and the Relief Defendant asa result of the -'
: _declarauons filed by Defendants DaVId L. Smith, and Tlmothy M. McGlnn in the

exermse of thelr Flfth Amendment pr1v1lege agamst self-lncrlmmatlon -The Court' ;

o 1nstructed Plamttff Securltles and Exchange Commlssmn (“SEC” or “Cornmlssmn”) to

e 'detall the spemtlc mferences they were requestmg, the party agalnst whom they were-:_- |

| .--'.:lequestlng .the mference and the legal ba51s supportlng 1t Of partlcular mterest in the .
instant case is the tact that the record mcludes four days and 1 091 transcrlpt pages of 7.
. _testlmony under oath, of Defendant DaVld Smith, prov1ded at a FINRA hearlng and :
' submltted to the Court by PIamtlff SEC. In addltlon Rehef Defendant Lynn A Smlth
has been abie to ﬁnd no recorded case in the 2nd Clrcult or eisewhere Where any adverse'
i tnference' has ever heen he__ld_agalnst a R_ehef. Defendant in a'SEC proceeding.. In the.
.- .inst‘ant'case the SEC tequeSts “an'adverse inference a.s to.Lynn Smith With.regardto all i
| issues .concermng the tinst ‘the stock account the checking account and the Vero Beach B
.h.ouse The SEC pomtedly fails to 1dent1fy w1th any spec1t'101ty what “issues” it discerns
i_n connectlon Wlth the trust, the stock account, the checking ac_count and the V_ero Beach 5
h_ouse or the nature of the 'infe_rence which it seeks. |
| We _believe it is instructive to review the SEC’s burden with rega.rd to the Relief
Defendant in addressing this request. As a Relief Defendant, Lynn Smith has been
' 'accused of no wrong d(')i.ng. Her presence in the case is solely to allow the Court to

effectuate 'eqnitable relief should the SEC be eventually. succesét'ui in its underlying case
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o against the In.ain D.efendants.. Iﬁdéed' the su.bject"rnatter j.nriSdietion Whi(’:h the' C.eurt' |
- exercises over Rehef Defendant Lynn A Srmth is dlrectly dependent upon the nature of o
. the claim assened against her. o | ; | B |
_The. o‘nly'_issue ever 'raised in the 'procee_ding. against Lynn Smith .is thtxt she.is
' .s_(')rneh:ow_,. the_ reeipien't _of 'i.ll—go_tt'en gains ﬁar which'.she'does not have a iegitirnate_ o
. c.)_vxn'lers.hi'_p claim, Tne only felenant ad\./'e.rse inference.‘;zvnieh conld ne drawn against .
.' _' Lynn Smith Weutd '.be tltat some sp_ectﬁc or af)pi_*nxin'lated pertion_ef_ illegalljollatained-
' proﬁts Were.._tra'nsierred into Lynn 'S.mith’_s aceeunt and th_at those proﬁts_ fesulted__from
" Defendant’s alleged ftaud and fﬁahér._ _that Lynn Smith had no legitintate_ ovmership c'_lain'n.'
o : R to the fu:nds.' It is. difﬁcult'if net'inlpdssible to irnagine hew any such sei‘ies of inferences__ 7
'-could be dt'awn from Defendant DaV1d Smtth’s sdence which rnay WeH explaln.why no
' lrcases‘ can be found applylng an adverse mﬂuence te a rehef defendant .. |
1o the extent that one .may w1sh to speculate on what it was ‘the SEC was
.. _attemptlng to pmve. agalnst Rehef Defendant Lynn Smlth durlng the prehmmary _
a 1njt1nct10n hearlng and now seeks 10 bolster by 1ts 1nference.request, one’s cunos1ty mns_t |
L _be-tempered by the Well settied law govefning relief _defendants; | |
N Tﬁé critical inquiry _for thel Court'is nvhether Lynn Srnitn is nrOpetfly nanled in the
SEC’s Complaint as a _relief_ defendant. .This.inqui_ry_ tufns -upion the “legitima_t_e' claim”
. test, that is, ntfhetner Lynn Smith.'is a tnet'e cnstedian of as"s.ets réeeiyed g_ra’tuitously': :from.
tne Defendants or_._whether _she has a legitimate intefest of’her oWn' in assets .'that .Were_.
: received..fet consideratien. Conseqnently, the Court must search the Complamt to

ascertain the s'peci.ﬁc “ill-gotten gains™ alleged to have been recewed by Lynn Smlth and

(WD029915.1) ' o)
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B ISea.reh.the Record fo determine whether .the_ SEC ear_ried_ its buiden of prbé)"f as to those
' rs'peciflc arhounts at the preliminary injunction hearing |

lt is clear on 1ts face that the SEC S Cornplarnt falls to allege beyond generalrzed._'
o statements. that the funds at 1ssue were received wrthout conmderatton nor did it offer '

substantlated facts showrng the absenee ofa leg1t1mate clarm to the funds at issue.

e ._ A proper rel1ef defendant “has no legrtlmate claJm to the dlsputed property ” SEC V.

o Ross 504 F 3d 1130 (9th Cir. 2007) Rather a rellef defendant 18 Jomed “purely as a.-_' -

mearis of fac1lltat1ng eo]lectlon of the- defendant s assets in its custody when the-

: defendant s liability is ultnnately establlshed SEC V. Colello 139 F. 3d 674, 676 (9‘h Cir. - e

o ._ 1998) See also CFTC v, Klmberlynn Creek Ranch lnc 276 F3d 187 191 (4th Cir.
5 o 2002) (a 110m1nal defendant is Jomed as a means of fae1htat1ng collectron at the resolut10n -
fof the matter) Slnce a rel1ef defendant is not aceused of any wrongdomg and is ~]01ned to '.

: -ald in the reeovery of the defendant’s property, it is not necessary to set forth a separate o

; basrs'for-subj ec_t matter Jurlsdlctlon beyond that o_ver the action involving the defendants’ . - | _

B alleged.violations. See -Kimberlynn Creek Ranch, Inc., at 191-92.

However the rellef defendant doctnne apphes only in llmlted elrcumstances in -
_ that a federal eourt rnay order equrtable rellef agamst such a person Where that person (ry -
) “has recerved ﬂl-gotten funds -and (2) does not have a leg1t1mate claim to those funds .

CFTC V. Walsh 2009 U. S Dist. LEXIS 71617 (S.D.N. Y Aug. 4 2009), c 1t1ng SEC V.

g Cavanagh 155 F 3d 129, 136 (2“d Cir. 1998). Tt is the SEC’s burden (o show this test 1s' ;
: met' because “the lack of a legitimate claim to the -funds is the deﬁmng element of a

nomlnal defendant > See, Colello at 677. See also, FTC v. Bronson Partners LLC 674' "

F. Supp 2d 373, 392 (D. Conn. 2008) (the burden rests with the Commission to show that

{WD029515.1} o 3
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- the funds in the possession of {ihe relief defendant].'are ill-gotten). This 'analysis'a_lse-
| 'determines subject matter jurisdiction__ in that if the third party is a proper relief defendant,

- it_' falls w’ithin’ the 'jur_isdiction covering the substantive claims -against the actual - -

e defe’ndants but if not the'n 'there must be a separate basis for subject matter jurisdiction,

' ._ .' and fuil due process prlor to any fmal equltable rehef belng 01dered agamst the rehef R

defendant SEC V. Cherrf 933 ¥.2d 403 413 14 (7th C1r 1991) See also Umted States SR

. CFIC v, -Sarvev. 2008 U.S-. Dist. LEXIS 54566 (N.D. ik 2008) (complamt dlsmlssed o

. .where partres were not proper nommal defendants) As to such a party W1th a legltlmate o '

."clarm to the property at isstte, equltable remedles may not be obtamed unless the SEC can: .

R obtaln true ]LlI"lSdICthIl by assertmg a substantlve secuntles clalm agamst that party asa. R

) -.defendant See Cherlfat 413 415; Ross at 1142 Sarvey at 5

In thls proceedmg, the SEC has not estabhshed Wlth sufﬁmeney that e1ther the _ |
-'fuﬁd.s are _111_—_g0tten or that_ Lynn Smith laeks a.“legltlmate clarm”_to' the fun_ds at 1ssue.
'_:;Sinc':e that sh.oyvin'g is'th:e ‘tdeﬁning element” o‘t“ proper 'rel.ief fdefendant status, see'

" CoIeIlo at 677 w1thout it the SEC has no basis to name Lynn Smlth as a Rehef Defendant

oor ultlmately obtam the equltable dlsgorgement remedy it seeks agalnst her as a non-

' culpable party The SEC attempts to br1dge th1s cavernous gap in evrdence tmth-_
-.speculatlon and an unfathomable request for an incomprehensibly general adverse.
: inference. |

In this matter, it is api)arent thai the SEC, in seeking to eontinue the asset {reeze
imposed upon Lynn Smith, is asking the Court to make an'adverse inference to vitiate its

- failure to establish a likelihood of success on the merits. See SEC v. Cavanagh, 155 F.3d .

129, 133 .(2“d Cir. 1998). Courts have continuously acknowledged “the basic principle

{WD029915.1} 4
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that burdensome forms of interim relief require correspondingly Substantial just'ification ?

' _' SEC V. Unlfund SAL 910 F.2d 1028, 1042 (2““ Cir. 1990) ‘Moreover, “like any 11t1gant |

the Comnnssmn should be obhged to make a m01e persuaswe showmg ofits entltlement: '
s '.'_to a prehmlnary 1njunctlon the more onecrous are the burdens of the mjunctlon it seeks ?
o -Id at 1039 The blanket asset freeze currently in place upon the personal assets of Lynn 5

Smlth is an enormous and devastatmg burden After years of 1nvest1gat10n the SEC’ |

'- demand that the Court somehow draw an adverse ev1dent1ary 1nference agalnst Lynn : -

Smlth as a consequence of Defendant DaV1d Smlth’s 1nvocat10n of the Flfth Amendment"

' '_'_fa_ﬂs 1o meet the 'requlred persuasw_e- Show'lng _of its entltlernent to a prehmmary :

L injunction 'fails to rneet the “snbstantial justiﬁcation standard and u]tzmately stands as_ o

o an adnnssmn of 1ts fallure to estabhsh that it is hkely to succeed on the merits.
Consequently, the. request by the SEC to- draw an adverse ev1dent1ary 1nference .
- _-agalnst Rehef Defendant Lynn Smlth asa consequence of Defendants declaratlon should :

.:' | be_ __rej ected.‘.
POINT I

-THERE IS NO BASIS FOR ])RAWING AN ADVERSL‘

INFERENCE AGAINST A RELIEF DEFENDANT

BASED UPON A DEFENDANT’S ELECTION TCQ

INVOKE -~ THEIR  FIFTH AMENDMENT

. CONSTITUTIONAL RIGHT - AGAINST SELF
INCRIMINATION '
Adverse inferenc_es.have_ been sought and utilized routinely by the SEC’s Division
- of Enforcement when indiyidual defendants in SEC mattets choose to exercise their Fifth

Amendment right against self-incrimination rather than testify. See, e.g., SEC v. Cherif,

033 F.2d 403, 417 (7" Cir. 1991), cert denied, 502 U.S. 1071 (1992); SEC v. Musella,

{WD029915.1} . : . 5
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578 F. Supp 425 429 (S D. N Y 1984) The adverse 1nference is often utthzed when the

'mvocatlon of the prrvﬂege agalnst self—lncrlmlnatlon durmg SEC actlons is used as a

=__"'rnean_s of obstr_uctrng_ or ot_herw1se hlnderlng-the SEC?s -_efforts __t0 _en_force the federal RN

sec'urities laWs.'

Once there isa ﬁndrng that an adverse mference is apphcable to a glven case, the

focus of the 1nqu1ry then turns to the relevance of the refusals and their ptobatrve Value A

o under Ted R Evrd 403 and the werg,ht they should be accorded in the context ofall of

_ _the other ev1dence Lrbuttl v. Unrted States 178 F3d 114, 120 (2d Cir. 1999)

The SEC now seeks in a case of first 1 1mpressron to extend an adverse 1nference .
N to a rehef defendant who by the SEC’s own admlssmn is an 1nnocent party to thts
U lltlgatlon bemg Jomed for the sole purpose to a1d the -recovery of- rehef By its Very -

' deﬁmtlon a re11ef defendant is one who is not accused of any wrongdomg but agalnst

o whom equltable relzef may be sought 1f 1t 1s dernonstrated that such a person (1) has R

- 'recewed ill- gotten funds and (2) does not have a legrtlmate clarrn to those funds CFTC V.

' :. : M,QOOQ U.S. Dist. LEXIS 7_1617.(S.D.N.Y; Aug. '4? 2009),_ citing, _SEC V. Cavanagh, |
ISSF 3d 129,:.1__3_6 (2““_ Cir.- 1.'998.). Significantly, the government doe_s not cite to a single
" case where an adverse inferenee has 'been'draWn' against a .'rel'iet_' defendant.hased on .a
" party '.or non_—par'ty’s invocation of the Fifth Amendment nor has the Relief Defendant’s
'.counsel been Successful 1n their own diligent search for such authority Instead the SEC :

~relies on leuttl v.. United States 178 F3d 114, 120 (2d Cir. 1999) for the prmmpal that

an adverse inference can be drawn agarnst a party fo an action based upon the 1nvocatlon '

of Fifth Amendment rrght by a non-party witness.

{WD029915.1} : - 6
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In Lzbum a daughter filed suit against the IRS seeklng to have a tax lien released C

| i _'.__on a thoroughbred race horse that was filed by the government to secure delinquent taxes_ '

that were due from her father. The father was not a party to his daughter $ action and the ot

1ssue was whether his pleadrng of the Fifth should draw an adverse.inference' as to her
0wnership r'ights in the horse As the plarntiff the daughter had the burden of proof to_'

demonstrate her ownerslnp 1nterests and that the tax hen ﬁled by the IRS was unjustlﬁed :

- -Tlie adverse 1nference was used as probanve evrdence that her burden was not met In. .

: '.thlS case 1t is the government who. has the burden to’ prove that a rellef defendant is the.'_

- recrplent of 1ll-gotten galns_and_does- not have a legltim_ate_'claim-to those funds. Here the _

SEC is 'apparently attempting to use the adverse inference as' a method of avoiding 1ts
' .'own ev1dent1ary burden as to the speCIﬁc elements it must show that demonstrate Lynn.' .
e Smlth is'a properly named rehef defendant Itis subrrntted that Lzbum does not stand for |
. this propositlon. . | |
| POINT I
THE SEC HAS FAILED TO OFFER SUFFICIENT
INDEPENDENT  EVIDENCE TO SUPPORT ITS
REQUEST FOR AN ADVERSE INFERENCE
AGAINST RELIEF DEFENDANT, LYNN SMITH '

‘The Cour_t should ad_here to a strict ‘relief defendant’ analysis to determin'e What::
facts are relevant by (l) searching the: .Complaint to. ascertain the.specific E.‘ill.-gotten-
gains” alleged to. have been received by LYnn Smith without any ownership interest, then
(2) search the 'r.ecord to _determine whether the plaintiff car'ried its burden of proof 'as to

those amounts at the hearing. Only then can the Court make a determination as to the

{WD029915.1} 7
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_p_robative \_f.alue 'and._proper. rweight, 1f an;}, to be given to .a_ny adverse inference_ resulting o .
_ .from Defenda_nts’ 're.ﬁlsal_ to._testify pursuant'to its F 1fth Amendment rights. |

~+ The SEC txas failed to, offer..sufﬁeient eorroborated evidence to support its
'demand for an 'ad\rerse inference againSt etther the Rel.ief Defendant or De.f:endant Da’vid' B
_Smlth C“ourts ha\re contmuously held that the use of the Flfth Amendment in e1v1l

: proceedrngs alone, may not support an adverse mference Umted States V. Stelmokas e

| 100 F.3d 3{)2 311 (Srd Cir. 1996); see aIso Umted States V. Incorporated Vlllage of

. | _Island Park 888 F Supp 419 431 (E D. N Y. 1995) (the government may Seek to rely on -

L '.a defendants assertlon of therr Flfth Amendment rlght to conﬁrm matters supported ‘oy .

2 other mdependent ev1denoe) ‘While an adverse 1nference may be drawn in a proceedmg S

agamst a defendant who mvokes the pr1V1Iege agamst seif—mcrtmmatmn Umted States v

| ‘Private Sanitation Indus Ass’ n, 811 F. Supp 808 812 (EDNY 1992) aff’d 995 F2d‘ |

| 375 (2“d Crr 1993) habrllty may not be 1mposed based. solely on the adverse mference
g and the government must produce mdependent corroboratlve ev1denoe of the matters to

o _be 1nferred before hablhty will be 1mposed United States V. Bonanno Orgamzed Crime ._

' 'Famrlv of La_Cosa Nostra, 683 I, Supp. 141 ]., 1451-52 (E.D.N.Y. 1988), citing, Bax_ter V.

'Palmlglan at 317 18

- The Court in Beland V. Cunmngham 365 B R. 352 (Bankr D. Mass 2007) in .

01tmg Trustmark Nat’] Bank' v. Curtls 177 B. R 717 (Bankr $.D. Ala 1995) stated
B succinctly that: |

A plaintiff seeking to rely on a Fifth Amendment inference must first offer
evidence which at least tends to prove each part of the plaintiff’s case.
Once that has been done, the Court can then add to the weight of the other
evidence by use of the inference. However, the invocation of the Fifth
Amendment privilege, standing alone, is not sufficient to constitute
-probative proof of a plaintiff’s case.

{WD029915.1} 8
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Eeland v. Cunningham at 362.
o ~ In this matter, the SEC in their Second Point disregard's' ali decisional law 'a_n'd
- states that by simply asserting his Fifth-Arnendment right against self~incrintination “it.:ts o
_ -'approprlate to draw an- adverse 1nference agamst Davrd Smith W“ith regard to all 1ssues__'
- concernmg the tru.st the stock account the checklng account and the Vero Beach house :_

.. The SEC far]ed however to offer the necessary corroborated evrdence to support their - :

'clanns at the heanng A rev1ew of the SEC s Complamt and the Record in th1s. S

'_ proceedlng shows that the SEC has faﬂed to prove or 1n rnost cases even allege Wlth. o
Iegally sufﬁcrent spe01tlclty that Lynn Srnrth possesses ili- gotten funds and lacks a_."
k legltlmate clalm-.to the funds In 1ts Complalnt the SEC merely set forth “a formulalc -
' recrtatlon of the elements of a cause of actron necessary to drsgorge fundsfrorn a rehef

defendant Bell Atl Corn V. Twornbly SSOUS 544 (2007)

The same is: true: upon review of the Record, wherem the SEC’s only evidence
=relevant to Rehef Defendant receipt of funds retates toa $335 000 payment made by one
ot the defendant entities. (Cornplalnt 1 99) However there was no proof offered by the
.' _SEC in any manner that substantlated these funds were derlved from 111 gotten ga1ns To. :
' the conttary, the Rehef Defendant presented testlmony and demonstratlve evrdence that
. 'thls payment was in fact a partlat repayment for a $366 000 ioan thereby rebuttrng any

'possrble inference sought by the SEC |

There was not even an 'atternpt on the Record to substantiate an amo'unt of tll- '

- gotten galns whrch the SEC seeks to dlsgorge from the Rehef Defendant The SEC bears

the u}tlrnate burden of persuasion that its ultlmate drsgorgement ﬁgure if reahzed

reasonably approximates the amount of unjust enrichment. SEC v. Aimsi Techs., Inc.,

{WD029915.1} 9
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) 650 F. Supp2d 296, 304 (8.D. N Y 2007) citing, SEC V. Opulentlca 479 F. Supp2d 319

' (S D N.Y. 2007) Consequently, an adverse 1nferenee that all the assets 01ted by the SEC E
} ._.1n Lynn Smlth’s name: a1e somehow 111 gotten is snnply not supported by elther the |

- SEC s allegatlons set forth in 1ts Complamt orofi 1ts evrdence in the Record

POINT oI .

: HAVING OI‘FERED THE SWORN TESTIMONY. OF
-~ DAVID' L. SMITH, TO THE COURT, FOR ITS
e CONSIDERATION THE - SEC" SHOULD BE
- PRECLUDED FROM = SEEKING AN ADVERSE
INFERENCE _AGAINST RELIEF DEFENDANT
LYNN SMITH
In the prehrmnary 1nJunet10n hearmg in th1s matter the SEC placed into ev1dence
L as Exhlblts 20 21,22 and 23 sworn testtmony of Defendant Davrd Smrth provrded before _. _
S the Frnancral Industry Regu]atory Authorrty on February 1, 2010 February 2, 2010 '
February 3, 2010 and February 12 2010 In all the exhlbrts eomprrsed 1,091 pages of -
ke sworn testlmony grven to representatlves of the Fmanmal Industry Regulatory Authorrty. N
7 Were 1nvestrgat1ng the Very 1ssues Whleh are the subject of thls ]1t1gat10n and Whose L
o _1nvest1gatron is'in fact the bas1s of thls proeeedmg
- In-_the course of the te_sttmony otfered by Mr. Smith on the four days 111 q_u'estion S
s _there. are two instances in which Mr. Smith is examined in connection with his wife’s -
| finances. In each of these instances Mr. Smith testiﬁe.s-clearly'_that it was his wife Lynn

Smith who had the assets and that he and his wife maintain separate finances. (_tran'sc'ript -

4 pp 277-292). As this Coutt stated in the strikingly similar case of Wanda Willingham v.

County of Albany, 593 F. Supp 2d 446 (N.DN.Y.):
The circumstances presented here, however, include not only Gilkey’s

“invocation of his privilege during his deposition but also his unrestricted -
testimony during the DeWirt hearing. The purpose underlying the

. (WD0299{5.1} : 10
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allowance of an adverse.inference in civil cases is equitable, not punitive,
‘and serves to vitiate the prejudice to the party denied discovery by -
~ invocation of the privilege. See United States v. 4003- 4005 5™ Ave., 55 -
" F.3d 78, 82-83 (2d Cir. 1995). In those instances where Gﬂkey answered
~a question during the Del¥itr hearing, pialntxffs ‘have not been denied
- discovery as to an answered question and no basis exists. for an adverse _
~inference against Gilkey. Therefore, plaintiffs are entitled to adverse =~ -
- inferences from Gﬂkey s invocation -of his Fifth Amendment privilege
. _.'only to the extent that the questions to which he asserted the privilege
o zwere fiot othermse answered durmg his testlmony in the De sz‘r hearmg

o 1d. at 452,
In thls matter, Vlr’rually all of the areas of 1nqu1ry whlch were explored by the SEC' |
_ ..:_at trial -or artlculated in the Smlth declaratlon ‘were testlfied to at length in the FINRA

| Tproceedmg_, and’ accordmg]y the-SEC is entitled to no adVe_rse 1nferenc¢s in thos_e'area__s.' B

~ DATED: June 18,2010

’ Featherétoﬁhaugh, Wiley'&r.(.i‘kypc','LLP '

“JamesD Featherstonhaugh, Esq / CRE
i -',BarRollNo 101616 . e
" Attorneys for Relief Defendant
- LynnA.Smith’ ' e
" 99 Pine Strest, Suite 20'7 S
o -Albany, NY- 12207 '
- Tel: (518)436-0786
E c Fax: (518) 42_7-4)45__2
- TO:.. David Stoelting -
' Attorney for Plaintiff
" Securities and Exchange Commission
' 3 World Financial Center, Room 400
New York, NY 10281
- Tel: (212) 336-0174
Fax:(212) 336-1324

Michael Koenig, Esquire
Greenberg Traurig LLP
54 State Street, 6th Floor
Albany, NY 12207
Tel: (518) 689-1400

- Fax: (518) 689-1499

{@029915.1; - 11 '



Case 1:10-cv-00457-GLS-DRH Document 79 Filed 06/18/10 Page 13 0f 13

- Jill A:Dunn -
Attorney for Proposed Intervenor
_ - The Dunn Law Firm PLLC
~.99 Pine Street, Suite 210~
. Albany, New York 12207-2776 -
oo Tel: (518) 694-8380 '
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