
Executive Summary
Fee-based programs typically charge a customer a fixed fee or
percentage of assets under management in lieu of transaction-
based commissions. While NASD recognizes the benefits these
programs offer for many customers, they are not appropriate in 
all circumstances. NASD therefore reminds members that they must
have reasonable grounds for believing that a fee-based program 
is appropriate for a particular customer, taking into account the
services provided, cost, and customer preferences. 

Questions/Further Information
Questions concerning this Notice should be directed to Philip
Shaikun, Associate General Counsel, Office of General Counsel,
Regulatory Policy and Oversight, at (202) 728-8451.

Background and Discussion
NASD members increasingly are offering customers fee-based
accounts that charge a fixed fee and/or percentage of assets under
management (“fee-based programs”) as an alternative to traditional
commission-based charges for brokerage services. Many of these
members have expanded their fee-based programs to cover
traditional brokerage accounts that do not include investment
advisory services.1 Previously, these programs typically involved
“wrap” accounts, where broker/dealers provide investors with 
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a suite of services—asset allocation, portfolio management, execution and
administration—for a single fee. Most traditional wrap accounts are considered
advisory accounts subject to the Investment Advisers Act.2

The 1995 Report of the Committee on Compensation Practices (the “Tully Report”)3

labeled fee-based programs a “best practice” because they more closely align the
interests of the broker/dealer and customer and reduce the likelihood of abusive sales
practices such as churning, high-pressure sales tactics, and recommending unsuitable
transactions.4 The Tully Report noted that fee-based programs are particularly
appropriate for investors who prefer consistent and explicit monthly or annual charges
and those that engage in at least a moderate level of trading activity.

On the other hand, the Tully Report acknowledged that fee-based programs may not 
fit the needs of certain investors. In this regard, commenters to the Tully Committee
noted that accounts with low trading activity may be better off with a commission-
based program. These accounts might include those comprised mainly of bonds or
mutual funds, but also could contain individual capital appreciation equities where
the customer has a stated buy-and-hold strategy.

Fee-Based Accounts Must Be Appropriate

It generally is inconsistent with just and equitable principles of trade—and therefore a
violation of Rule 2110—to place a customer in an account with a fee structure that
reasonably can be expected to result in a greater cost than an alternative account
offered by the member that provides the same services and benefits to the customer.5

Accordingly, before opening a fee-based account for a customer, members must have
reasonable grounds to believe that such an account is appropriate for that particular
customer. To that end, members should make reasonable efforts to obtain information
about the customer’s financial status, investment objectives, trading history, size of
portfolio, nature of securities held, and account diversification. With that and any other
relevant information in hand, members should then consider whether the type of
account is appropriate in light of the services provided, the projected cost to the
customer, alternative fee structures that are available, and the customer’s fee structure
preferences. In addition, members should disclose to the customer all material
components of the fee-based program, including the fee schedule, services provided,
and the fact that the program may cost more than paying for the services separately.

NASD recognizes that factors other than cost may properly be considered to determine
whether an account is appropriate for a customer. Thus, for example, a customer may
place a premium on the positive characteristics of fee-based programs identified in the
Tully Report: having his or her interests aligned with that of the member and registered
representative and the certainty and consistency of cost that many fee-based programs
provide. These non-price factors may constitute significant benefits to a particular
customer; therefore, a member may give them corresponding weight in determining
the appropriateness of a fee-based account for that customer. Even where a fee-based
account is determined to be appropriate, members still must comply with their
longstanding obligations under Rule 2430.6
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Absent inducement by the member, no liability under Rule 2110 (unless derivative of
another rule violation) will attach to a member where it is disclosed to a customer that
a potentially lower cost account is available, but the member can demonstrate that the
customer nevertheless opted for a fee-based account for reasons other than pricing.7

In such circumstances, the member should document the fact that the customer chose 
a fee-based account for reasons other than cost. 

Supervisory Procedures

Members should implement supervisory procedures to require a periodic review of 
fee-based accounts to determine whether they remain appropriate for their respective
customers.8 As part of that review, members should consider whether reasonable
assumptions about market conditions upon which the member based its initial
determination of appropriateness have changed, as well as any changes in customer
objectives or financial circumstances. 

Members also may wish—but are not required—to create reports that compare the
asset-based fees to those that would have been generated in the same account on a
commission basis. Since the appropriateness of a fee can be based upon factors other
than cost to the customer, a retrospective finding that a customer would have been
charged less in a commission-based account is not conclusive that the account is
inappropriate for that customer. However, such a finding should cause the member 
to give careful scrutiny to those issues. Finally, members should review their sales
literature, marketing material, and other correspondence related to fee-based
programs to ensure the information is balanced and not misleading, and should include
in training materials guidelines regarding the establishment of fee-based accounts.

Endnotes
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1 A 1999 SEC proposal to specifically exempt from
the Investment Advisers Act these fee-based
brokerage programs is awaiting final action.
Under the proposal, only non-discretionary
accounts where incidental advice is provided
would be exempt. Exchange Act Release No.
42099 (November 4, 1999).

2 This Notice to Members is focused on brokerage
accounts that do not require registration under
the Investment Advisers Act, but members
nonetheless must ensure that advisory products
and services are appropriate for a customer and
that charges for such services are reasonable. 

In determining whether a broker/dealer meets
the definition of “investment adviser,” the SEC
has excluded circumstances where advice given 

is solely incidental to typical brokerage services,
such as execution and administration. The SEC
has commented that the exception “amounts 
to a recognition that brokers and dealers
commonly give a certain amount of advice to
their customers in the course of their regular
business and that it would be inappropriate to
bring them within the scope of the [Advisers
Act] merely because of this aspect of their
business.” Exchange Act Release No. 34-42099
(November 4, 1999). 

3 SEC Committee on Compensation Practices,
Report on Broker-Dealer Compensation 
(April 10, 1995), available at www.sec.gov/news/
studies.shtml (last modified July 25, 2003).



4 Fee-based programs do not always align the
interests of representative and customer: for
example, income-producing securities may be
more appropriate for certain investors, but
because such securities may result in lower fees
than would be produced by a portfolio of capital
appreciation stocks, there could be an economic
disincentive to recommend these securities. Some
commenters also have expressed concern that
fee-based programs might encourage account
neglect. These concerns are most pronounced
when the registered representative has
discretionary authority over the account.

5 Depending on the facts and circumstances
surrounding the establishment of, and
transactions in, a fee-based account, failure
to obtain and assess for suitability the
aforementioned information could result in a
violation of Rule 2310. See Wendell Belden,
Exchange Act Release No. 47859 (May 14, 2003).
NASD construes Belden as supporting the
principle that the manner of purchase of a
recommended security by an associated person,
where that security otherwise would be suitable
based on the investor’s investment objectives, risk
tolerance, and financial means, can render that
recommendation unsuitable, and therefore
violative of 2310, if there is an alternative basis
upon which the security can be purchased to the
pecuniary advantage of the investor.

6 Rule 2430 requires that charges for services “shall
be reasonable and not unfairly discriminatory
between customers.” See Notices to Members 
92-11 and 75-65. In referring to the predecessor
rule to current Rule 2430, Notice to Members 
75-65 states that charges must be “fair under the
relevant circumstances and a member should be
prepared to justify that its prices are fair as to
each customer and transaction.” This standard
remains applicable today.

7 Evidence of such disclosure does not, by itself,
demonstrate that a customer opted for a 
fee-based account for non-pricing reasons. A
member must also establish the specific reasons
given by the customer for choosing a fee-based
account after receiving the disclosure.

Customer consent is not a defense to an
otherwise unsuitable recommendation pursuant
to Rule 2310 and therefore would be irrelevant if
the facts established a suitability violation in
accordance with the Belden decision. 

8 NASD believes that, absent unusual
circumstances, it would be reasonable to 
conduct a review annually. Of course, reviews
undertaken with greater frequency may prove 
to be of greater benefit to members and their
customers. On those occasions where members
review their customer accounts for business
reasons, including determining profitability, they
may not ignore relevant information related 
to whether the account is appropriate for the
customer because the review was not conducted
for that purpose.

NASD NTM NOVEMBER 2003 PAGE 74603-68

©2003. NASD. All rights reserved. Notice to Members attempt to present information to readers in a format that is
easily understandable. However, please be aware that, in case of any misunderstanding, the rule language prevails.

Frederick Rosenberg
4 Fee-based programs do not always align theinterests of representative and customer: forexample, income-producing securitiemay bemore appropriate for certain investors, butbecause such securities may result in lower feesthan would be produced by a portfolio of capitalappreciation stocks, there could be an economicdisincentive to recommend these securities. Somecommenters also have expressed concern thatfee-based programs might encourage accountneglect. These concerns are most pronouncedwhen the registered representative hasdiscretionary authority over the account.

Frederick Rosenberg
4

Frederick Rosenberg
Depending on the facts and circumstancessurrounding the establishment of, andtransactions in, a fee-based account, failureto obtain and assess for suitability theaforementioned information could result in aviolation of Rule 2310. See Wendell Belden,Exchange Act Release No. 47859 (May 14, 2003).NASD construes Belden as supporting theprinciple that the manner of purchase of arecommended security by an associated person,where that security otherwise would be suitablebased on the investor’s investment objectives, risktolerance, and financial means, can render thatrecommendation unsuitable, and thereforeviolative of 2310, if there is an alternative basisupon which the security can be purchased to thepecuniary advantage of the investor.



Fee-Based Account Questions & Answers 

  
Q. Is cost the only factor in deciding whether a fee-based account is appropriate for a customer in lieu of a 
commission-based account? 
 
A. Cost is an important factor, but not the only one. For this reason, NtM 03-68 points out that factors other than cost may 
properly be considered to determine whether a fee-based account is appropriate. Firms must consider the overall needs 
and objectives of the customer when determining the benefits of a fee-based account for that customer, including the 
anticipated level of trading activity in the account and non-price factors such as the importance that a customer places on 
aligning his or her interests with the broker. Additionally, firms must take into account the nature of the services provided, 
the benefits of other available fee structures, and the customer's fee structure preferences. 
 
Q. Is there a specific time frame of trading activity or inactivity that firms should consider when assessing the 
appropriateness of a fee-based account for a customer? 
 
A. Servicing a customer account is usually a long-term proposition, so there is no set period of time of trading activity or 
inactivity that should be used as the basis to determine the appropriateness of a fee-based versus a commission-based 
account. Generally, fee-based accounts are particularly appropriate for investors who engage in at least a moderate level 
of trading activity. But, the activity during different time periods in a particular account may vary greatly due to market 
conditions, interest rate moves, size and diversity of the portfolio, or a customer's personal needs. As a result, firms should 
periodically review fee-based accounts to determine whether they remain appropriate for each customer, revisiting the 
assumptions and objectives that previously led to that conclusion. NASD staff believes that, at a minimum, an annual 
review of such accounts provides a reasonable interval to allow members to assess the trading characteristics of a 
customer's account. 
 
Q. Does NtM 03-68 cover customer accounts that fall within the provisions of the Investment Advisers Act of 1940 
(Advisers Act)? 
 
A. The requirements of NtM 03-68 do not apply to accounts that a member services in its capacity as a registered 
Investment Adviser. However, as noted in the NtM, NASD staff does expect members to ensure that advisory products 
and services are appropriate in nature for a customer and that charges for such services are reasonable. 
 
Q. Do fee-based "traditional" brokerage accounts differ from "wrap" accounts? 
 
A. Generally, yes. Wrap accounts typically include services such as asset allocation and portfolio management for a fixed 
fee. Most wrap accounts with these features are subject to the Advisers Act and are not the focus of NtM 03-68. 
 
Q. Has NASD detected any particular problems or issues with respect to fee-based accounts? 
 
A. Certain potential problems have been identified through our examination program. For example, it is not always clear 
that customers receive adequate disclosure about the distinctions and features of fee-based versus commission-based 
accounts, including the differences in fee structures and that fees will probably be higher in a fee-based account if the level 
of activity is modest. Training and education at some firms are minimal, particularly in giving brokers guidance on how to 
evaluate whether a customer is appropriate for a fee-based account. Moreover, firms do not always have systems in place 
to reasonably ensure that mutual funds and other similar products that may be purchased outside a fee-based account are 
not shortly thereafter switched into a fee-based account and a customer assessed both a load and a fee. Similarly, 
documentation that supports the appropriateness of a fee-based account for a customer may be non-existent or weak. 
Also, in some instances firms have not assigned a broker to customers with fee-based accounts. Finally, some firms may 
lack systems or procedures to ensure that a fee-based account is appropriate for a customer both at the point where the 
pricing feature is added and periodically thereafter. 
 
Q. Is NASD of the view that fee-based accounts outside of an advisory relationship are inappropriate? 
 
A. No. NASD cites the 1995 "Tully Report" in NtM 03-68 that described fee-based programs as a best practice because 
they tend to reduce the likelihood of abusive sales practices. But the Tully Report also acknowledged that customer 
accounts with low trading activity might be better suited for a commission-based arrangement. NASD staff's view is that 
firms must take those steps necessary to assess whether a fee-based account is appropriate for a particular customer and 
to periodically update this assessment. 
 
Q. What steps should a firm take to best ensure that a fee-based account structure is appropriate for a particular 
customer? 
 
A. Firms must have reasonable grounds to conclude that a fee-based account is appropriate. Firms should train brokers 
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with respect to the features of fee based- accounts and the need to assess whether a fee-based account is appropriate for 
a customer. This will help the broker understand his or her role in gathering relevant information from customers, such as 
investment objectives, financial status, and trading history, among other things. Similarly, adequate training on fee-based 
accounts will better ensure that brokers make full and clear disclosures to customers. 
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