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Introduction

On December 22, 2000, the Department of Enforcement issued the Complaint in this

matter, dleging that Robert M. McCulley (“McCulley” or “ Respondent”) engaged in outside



business activities without giving prompt written notice to Roya Alliance Associates, Inc.
(“Royd Alliance”’), the member firm of the NASD with which he was associated. On January
16, 2001, McCulley filed his Answer to the Complaint. On March 13, 2001, Enforcement filed
aMotion for Summary Disposition, to which McCulley responded on March 30, 2001. In his
Response, McCulley stated that he did not oppose the Motion asto the issue of liability only,
but that he did take issue with the sanctions sought by Enforcement.

A hearing was held in Denver, Colorado, on May 8, 2001, before a Hearing Panel
composed of the Hearing Officer and two current members of Digtrict Committee No. 3. At
the hearing, the Mation for Summary Digposition was granted as to the issue of lighility, and the
hearing was limited to the issue of the appropriate sanctions to be imposed.

Findings of Fact

From November 1989 until May 1998, McCulley was associated with Royal Alliance
and registered with the NASD as a Series 7, General Securities Representative, and a Series
24, Genera Securities Principd. Because heis currently associated with member firm Excalibur
Financid Group, Inc., heis subject to the jurisdiction of the NASD for purposes of this
Complaint, pursuant to Article V, Section 2 of the NASD By-Laws.

McCulley started with Royd Alliance as aregistered representative, and within a couple
of years, became a branch manager. In 1997, he turned over the 12 brokers under his
supervision to another manager because he wanted to return to personal production. Tr. 28.*

Typicdly, haf of hisincome was derived from Royd Alliance, hdf from his outsde business

! Reference to Complainant’ s exhibits are marked CX_; references to the hearing transcript are marked Tr._.



activity, such as sdes of life and hedth insurance, insurance company fixed and indexed
annuities, and mortgage related services. Tr. 66; CX-2 and 3.

The undisputed facts demongtrate that from approximately May 1997 through
November 1997, McCulley sold to his customers 23 limited ligbility partnership interestsin a
Regigtered Limited Liability Partnership (“RLLP’) known as Prestige Partners. He received
compensation of gpproximately $109,307.00 for those sales which were outside the scope of
his employment with Roya Alliance. He gave Roya Alliance written notice of those sdeson
February 3, 1998, more than eight months after hisfirst sde of an interest in Prestige Partners.
At least three of McCulley’ s customers who purchased interests in Prestige Partners were
cusomers of Royd Alliance. See Declaration of Edward Glottstein and Statement of
Undisputed Facts. All purchasers of the partnership interests were McCulley’ s higher net worth
clients. Tr. 34. McCulley gave each customer who purchased an interest in Prestige Partners a
“Disclamer” that stated: “1 am aware that Robert M. McCulley is associated with Royd
Alliance Associates as his current Broker Deder and that this program is not part of Royal
Alliance Associates” CX 7, a 6; Tr. 40. McCulley had no proprietary or beneficid interest in
Prestige Partners, other than the commissions he received for sdlling the interests.

Nature of the Prestige Partners Investment

Pregtige Partnersis a Registered Limited Liability Partnership, formed under the laws of
the State of Colorado, whose purpose is to purchase uncollected pools of consumer debt
charged off by financid indtitutions. The pools of debt are then placed for collection with a

Denver law firm which utilizes its connections with anetwork of law firmsin other sates. The



amounts collected above the deeply discounted cost of the pooled debt provides incometo the
partnership. CX-4, at 24; Tr. 29-30.

Although denominated and registered as a“limited ligbility partnership,” Prestige
Partnersis, in fact, agenerd partnership. It was formed under a Colorado law that affords a
certain limited liability to generd partners. The Prestige Partners generd partners are
specificdly charged with active participation in the management of the business, and they do not
expect profitsto arise soldly from the efforts of the promoter or athird party. A lega opinion
obtained by the firm responsible for collecting the pooled debt concluded that such an RLLP
genera partnership interest should not be considered a security under the Securities Act of
1933 or the Securities Exchange Act of 1934. CX 4, at 19. Enforcement does not claim such
interests to be securities, and McCulley is not charged with sdlling away. Tr. 68-69. Thereis
no evidence that Prestige Partnersis other than a legitimate business, and there is no evidence of
any customer complaints about their purchases or performance of the partnership interests.

Respondent’ s Reports of Outsde Business Activity

Annudly, a about the same time each year over atenyear period, Respondent had
been reporting any outsde business activity to Royd Alliance on forms that specificdly cited the
requirement of NASD Conduct Rule 3030 that aregistered representative shal not engagein
outside business activities unless the representative has “made prompt written notification” to
Royd Alliance. CX 5, a 10. That same form notesthat Roya Alliance will provide written
acknowledgment of such natification, and that it “reserves the right to object to, or place
conditions on, business activities that congtitute a conflict of interest to [the representative g

association with thefirm.” 1d. An April 15, 1996, notice from Roya Alliance approving



McCulley’ s request to engage in outside business activities stated: “NOTE: Y ou are not
permitted to engage in an Outsde Business Activity without prior approval from the Royal
Alliance Compliance Dept.” (emphassintheorigind) CX 2.

The outsde business activity form was part of a package that Royd Alliance sent to
McCulley each year in January. He would perform a self-audit of his office and his satellite
office, noting any outsde business activities in which he or the office saff were engaging. CX 5,
at 10-13; Tr. 31. A Royd Alliance compliance officer would dso vist McCulley’s officeon a
yearly basis. Tr. 35. Ina 1996 discusson during one of these visits, McCulley, who had for
years been engaged in sdlling insurance as an outside business activity, asked the compliance
officer how important the forms were in view of his repeated disclosure of hisinsurance
activities. The compliance officer stated that Royd Alliance was looking for, and did not want
representatives to engage in, any securitiestransactions. “Activities outsde of securities were
not near as important as securities.” Tr. 35-6.

On March 13, 1997, McCulley submitted his annua Request to Engage in Outside
Business Activity, and a Busness Activity Questionnaire. CX 5, & 10-11. Asnoted above,
McCulley began sdlling interest in Prestige Partnersin May 1997. He did not notify Roya
Alliance of his activities with respect to Prestige Partners until he submitted his next annua
Request to Engage in Outside Business Activity, dated February 3, 1998. CX 5, at 12-13.
Basad on the past practice, McCulley was under the impression that he was giving Roya
Alliance “prompt” notice of his activity with Prestige Partners. CX 5, at 1; Tr. 55. On
February 13, 1998, Royd Alliance wrote to McCulley, seeking more information about the sdle

of limited liability partnerships. CX 7, a 3. In other years, Roya Alliance had aso requested



more information on certain outside business activities. McCulley responded immediady to
those requests. Tr. 38. McCulley replied on February 18, 1998, explaining the program and
enclosing the disclaimer form that notified customersthat Roya Alliance was not part of the
Prestige Partners program. CX 7, at 4-6. By memorandum dated February 26, 1998, Royd
Alliance notified McCulley thet Prestige Partners was not an approved product according to the
Royd Alliance Product Guide and that he was not to engage in any sdes of the investment. The
memorandum stated: “ Although you noted thet clients Sgn aform acknowledging thet they are
aware that Royd Alliance Associates is not involved, the sale of thisinvestment to clientsis
consdered sdling away and istherefore in violation of Royd Alliance and NASD policy. You
must not sell this Limited Liability Partnership to any dients or your Royd Alliance regidiration
will beterminated.” CX 8. McCulley immediately stopped sdlling interests in Prestige Partners.
Tr. 44.

McCulley left Royd Alliance and became associated with Excalibur in June 1998, when
his office lease was coming up for renewa and he wanted to move into another building. He
associated with a good friend with whom he had been sharing office space, and with a member
firm (Excdibur) that dedlt in sdles of mutua funds and variable annuities, the only securities
products he had been dedling in with Royd Alliance. Although McCulley’s CRD record
indicates that Royd Alliance “discharged” McCulley in May 1998, there is no evidence of the
reasons or circumstances of the discharge. CX 1, a 2. The February 26, 1998, memorandum
notifying McCulley to stop sdlling Prestige Partners interests indicates that Roya Alliance must
have been under the mismpresson that the partnership interests were securities, because it

consdered the sdle of those interests to condtitute selling away.



The NASD' sinvestigation of McCulley’s sdes of Prestige Partners interest resulted
from an audit of McCulley’s office by the Securities and Exchange Commission. The SEC then
referred the matter to NASD Regulation, Inc. Tr. 69.

Discussion

NASD Conduct Rule 3030 mandates that “[n]o person associated with amember in
any registered capacity shal be employed by, or accept compensation from, any other person
asaresult of any business activity, other than a passve investment, outside the scope of his
relationship with his employer firm, unless he has provided prompt written notice to the member.
Such notice shdl be in the form required by the member. Activities subject to the requirements
of Rule 3040 shdl be exempt from this requirement.”

The purpose of Conduct Rule 3030 is to provide member firms with prompt notice of
outside business activities so that the member’s objections, if any, to such activities can be
rased at a meaningful time and the member can exercise gppropriate sUpervison as necessary
under applicable law. Proposed Rule Change by NASD Relating to Outside Business
Activities of Associated Persons, Exch. Act Rel. No. 34-26063, 1988 SEC LEX1S 1841
(Sept. 6, 1988). Because Royd Alliance was not given notice of McCulley’s sdles of Prestige
Partnersinterest until some eight months after he began selling those interests, Royd Alliance
was not given a meaningful opportunity to review his activity and determine the extent, if any, to
which it should supervise those sdes. Accordingly, McCulley, as he does not dispute, violated
Conduct Rule 3030.

A violation of another Commisson or NASD rule or regulation condtitutes a violation of

Conduct Rule 2110. Seven J. Gluckman, Exch. Act Ral. No. 41628, 1999 SEC LEXIS



1395 a *22 (Jduly 20, 1999) (citations omitted). A finding of intent or scienter is not required
when the violation of Conduct Rule 2110 stems from the violation of another rule or regulation.
Id. Accordingly, by virtue of hisviolation of Conduct Rule 3030, McCulley violated Conduct
Rule 2110.
Sanctions

At the time Enforcement’s Motion for Summary Disposition was filed in March 2001,
the 1998 edition of the NASD Sanction Guidelineswas in effect. In the Motion for Summary
Disposgition, Enforcement took the position that this was not an egregious case that called for a
bar or alengthy suspension. It requested that for the violationsin this case, McCulley be fined
$10,000.00, suspended for 10 business days, ordered to disgorge the $109,307.00 that he
recaived in commissons on the sale of Prestige Partners interests, and ordered to requdify by
examination. At the time of the hearing, the 2001 edition of the NASD Sanction Guideines was
in effect. Enforcement amended its request for sanctions to reflect the change in the Sanction
Guiddinesfor violations of Conduct Rule 3030 which provided asfollows. “In egregious cases,
including those involving sdles of financid products, [Adjudicators should] consider alonger
suspension (of up to two years) or abar.” NASD Sanction Guiddines 18 (2001 ed.). Because
the new Guiddlines treat the sde of afinancid product as an egregious case, and because
Enforcement wanted to modify its request for relief after its review of McCulley’s strained
financid Stuation (discussed below), Enforcement requested at the hearing that McCulley be
fined only the amount of hisfinancid benfit, i.e., $109,307.00, that he be suspended for 180

days, and that he be ordered to requdify as a generd securities principa by examination.



Counsd for McCulley argues that athough McCulley violated Conduct Rule 3030, he
did not do so with any intent to violate it or with any base or malicious motivation. Counsd aso
points to McCulley’ sfinancid Stuation, arguing that he cannot afford (nor should he be required
in any event) to be fined an amount equa to his commissions on the Prestige Partners interests.
Had McCulley not sold those interests, he would have sold those clients another product that
was not subject to the fluctuations of the stock market, which would have been a product
outsde of the business of Royd Alliance. Accordingly, counsd argues that Royd Alliance was
not deprived of any income as aresult of McCulley’s sdes of Prestige Partners. Counsdl findly
argues that suspenson for 180 daysis harsh, given McCulley’sfinancid circumstances, and that
an order to requdify by examination is not remedid because thereis no question that McCulley
knows what the rules require, but that he erred in following his past practices with Royd
Alliance.

The Hearing Pand focused on two of the Generd Principles gpplicable to dl sanction
determinations. (1) that disciplinary sanctions are remedia in nature and should be designed to
deter future misconduct and to improve overal business sandards in the securities industry; and
(2) that the recommended ranges in the guiddines are not absolute, and that depending on the
facts and circumstances of a case, Adjudicators may determine that no remedid purposeis
served by imposing a sanction within the range recommended in the applicable guiddine.

NASD Sanction Guidelines 3, 5 (2001 ed.).

Turning to the particular Sanction Guideline for violations of NASD Conduct Rules

2110 and 3030, the Hearing Pand finds two principa considerations to be gpplicable to the

facts of thiscase. Thefirg isthat the outsde activities involved both customers of the member



firm and purchasers who were not customers of the firm. While outsde activity involving
customers of the firm is an aggravating factor, the Hearing Pand finds as amitigating factor
McCulley’ s digtribution to each customer of a disclamer stating that the product was not
associated with the employer. He did not attempt to create the impression with any customer
that his employer sanctioned the outside activity.

The second condderation is that the outside activity involved afinancid product.
Although the sde of afinancid product is an aggravating factor, the Hearing Pand consdered
the atypicd features of the product involved in this case, which sought to provide a maximum of
partnership control over the partnership and its on-going management. All partners have dl the
rights of agenerd partner including, but not limited to: (1) the right to terminate the partnership
and/or hisor her interest in the partnership and to seek an accounting; (2) the right to remove
the managing generd partner and replace him with any other generd partner; (3) theright to
direct the managing generd partner’ s activities; and (4) the right by a vote of two-third's of the
partnership to amend the partnership agreement. In addition, materia actions, such as pledging
assets, borrowing money, and executing commercia paper, cannot be taken in the absence of a
two-third svote a a partnership meeting. Finaly, there are restrictions on the transferability of
dl patnership interests. There is essentidly no transferability except to family members or to
affiliates, and even then, any transfer must be gpproved by the partnership. CX-4, at 35-36. In
short, the interest which each partner purchasesis virtudly an active business interest.

The Hearing Pand aso congdered the following mitigating facts to be important to
determining the gppropriate sanctions: Respondent accepted responsibility for his conduct; he

ceased the conduct immediately upon his employer’ s direction; he never atempted to conced
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his conduct or to midead regulatory authorities; there is no evidence of injury to other parties; he
cooperated with NASD Regulation in the investigation; and he believed he was complying with
hisfirm’s procedures for reporting outside business activity. See Sanction Guiddinesat 9, 10.
Finally the Hearing Panel assessed the credibility and character of the Respondent.
After giving due congderation to the evidence, Respondent’ s demeanor, and his testimony, the
Hearing Pand finds McCulley to be a credible witness who, through this proceeding and its
consequences, has dready pad a price, both emationdly and financidly. His contritionis
genuine. Asked why he did not get prior goprova from Royd Alliance before sdlling
partnership interests, he was candid in his answer:

I’'m not sure | have a good answer for you other than the fact
that the types of things that | had been doing in the past were the way |
had doneit. | had just done it the same way al aong. And perhaps back
in 1987 or ’'88, the gquestionnaires may not have been as detailed, and |
probably — obvioudy, should have read them more clearly. | don’'t have a
good reason for that. | just screwed up, | guess.

Tr. 64-65.
When asked what affect the investigation and enforcement proceeding has had on his
ability to earn aliving, he responded as follows:

Wadll, it's a very emotional thing. The fact of being accused of
doing anything like this has made it difficult to work and subsequently
affected my income. This is something of an attitude business. And if
my attitude is not up, it’s difficult to see people. So it’s been — financidly,
it's been pretty devastating.

Tr. 45.

11



In 1997 and for some years preceding, McCulley’s net income was typicaly $60,000
to $80,000 per year. Tr. 62. However, in 1999, his expenses exceeded hisincome by
$12,000, and in 2000, although he expected to earn $60,000, he earned only $30,000.2 Tr.
47-48. At thetime of the hearing, his bank account had less than $1,000; his IRA was worth
about $8,000, he had $55,000 of equity in his $200,000 house, $51,000 of equity in a nor+
liquid limited partnership, and $55,000 in three automobiles (including one that he purchased for
his mother-in-law). Tr. 47-49.

In consdering whether to order McCulley to disgorge dl or some of his commissons
from the sale of Prestige Partnersinterests, the Hearing Panel has distinguished the facts in this
casefrom thosein DOE v. Testino, No. C3A990031 (OHO Oct. 3, 2000), at
http://mww.nasdr.com. That case, which involved charges of sdlling away, found that evidence
of the respondent’ s financid circumstances was insufficient to show that he could not disgorge
the full amount of commissons earned. On remand from the Nationd Adjudicatory Council,
Testino was fined $10,000 and ordered to disgorge the $167,000 he earned from sdlling notes.
Here the evidence of McCulley’ sfinancid circumstances is undisputed, and demongirates that
hisincome and assats are sufficient only to pay atota fine a the lower end of the range

suggested by the Guiddines. See NASD Guidelines 18 (2001 ed.). Accordingly, the Hearing

2McCulley’ sfinancial statement that was prepared for this hearing estimated hisincome at $60,000.
However, after completing hisincome tax returns, he discovered that his estimate was considerably
optimistic. Tr. 47.



Panel concludes that McCulley should pay afine of $15,000, which includes the amount of
McCulley’sfinancid benefit that is within his ability to pay, and which is congdered to be
remedia and not punitive® There was no firm involvement in the sdles of the partnership
interests, and the customers who bought them, al having a high net worth, were specificdly told
that the firm was not involved with the product. Giving condderation to al the mitigating factors
noted; his strained financid circumstances, including his ability to earn aliving; and the remedid
purpose of sanctions, the Hearing Panel concludes that M cCulley should be suspended from
associding in any cagpacity with amember firm for a period of ten business days, but that he
should not be required to requdify by examinaion. Given the unique circumstances of this case,
the Hearing Pand believes that the sanctions are sufficient to deter future misconduct and
improve the overal business sandardsin the securities industry.

These sanctions shdl become effective on adate set by the Association, but not earlier
than 30 days after this decision becomes the find disciplinary action of the Association, except

that if this decison becomesthe find disciplinary action of the Association, the sugpension shdl

% The Hearing Panel did not accept Counsel’ s argument in opposition to disgorgement that the firm did not
lose money because Respondent, in any event, would have been selling an outside product. The purpose
of disgorgement is not to address lost income to the firm, but to deter misconduct by ensuring that a
respondent does not profit from arule violation.
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become effective with the opening of business on Monday, August 20, 2001 and end at the
close of business on Friday, August 31, 2001.

SO ORDERED.

Alan W. Heifetz
Hearing Officer
For the Hearing Pand

Copiesto:

ViaFirga Class Mail & Overnight Courier
Robert M. McCulley

ViaFrd ClassMal & Facamile
Martin M. Berliner, Esq.

ViaFirg Class & Electronic Mall
Roger D. Hogoboom, Jr., ESQ.
Rory C. Hynn, Esq.
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