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The Dodd-Frank Wall Street Reform and Consumer Protection Act signed into law in 2010 modified the 
definition of “accredited investor” under Regulation D under the Securities Act of 1933 (Securities Act), 
effective immediately. Since its adoption, Regulation D has been one of the primary means by which 
companies have raised capital through the sale of securities in the United States absent registration with 
the Securities and Exchange Commission (SEC).  

Although Regulation D originated as an effort to assist small business capital formation and continues to 
play an important role in that arena, all sizes of companies use the registration exemptions in Regulation 
D.

1
 According to the SEC, for the 12 month period ended Sept. 30, 2010, the SEC received 17,292 initial 

filings for offerings under Regulation D, of which 16,027 claimed a Rule 506 exemption.
2
 Rule 506 of 

Regulation D permits companies to sell securities to an unlimited number of “accredited investors” and 
allows the companies to decide the type and amount of information to provide the accredited investors in 
the transaction as long as the information does not violate the antifraud prohibitions of the federal 
securities laws.  

However, Rule 506 limits the number of non-accredited investors in a transaction to 35 and requires that 
companies provide this group of investors with detailed disclosure documents that are generally the same 
as those used in offerings registered with the SEC. Given the cost and expense incurred in preparing 
disclosure for non-accredited investors, companies seeking to raise capital in private placement 
transactions will often limit participation solely to accredited investors. The amendment to the definition of 
“accredited investor” pursuant to the Dodd-Frank Act is likely to reduce the number of persons who 
qualify as accredited investors under the federal securities laws and consequently change the landscape 
for private placement financings. 

BACKGROUND  

Prior to enactment of the Dodd-Frank Act, one of the ways a natural person could qualify as an 
“accredited investor” under Regulation D was if that person‟s individual net worth, or joint net worth with 
that person‟s spouse, exceeded $1,000,000 at the time of purchase of the securities. Although not 
defined in the Act, “net worth” has been commonly understood for purposes of Regulation D to mean the 
difference between the value of a person‟s assets minus the value of that person‟s liabilities. Prior to the 
Dodd-Frank Act, the value of a person‟s primary residence could be included as an asset for purposes of 
computing net worth. Including a person‟s primary residence in the calculation has the potential to greatly 
expand the class of individuals who would qualify as “accredited investors” under Regulation D and 
factoring in the value of individuals‟ primary residences has historically served as a common basis upon 

                                                           
1
 Revisions of Limited Offering Exemptions in Regulation D, SEC Release No. 33-8828, August 3, 2007. Available at: 

http://www.sec.gov/rules/proposed/2007/33-8828.pdf. 

2
 Disqualification of Felons and Other “Bad Actors” from Rule 506 Offerings, SEC Release No. 33-9211, May 25, 2011. Available at: 

http://www.sec.gov/rules/proposed/2011/33-9211.pdf. 

http://www.sec.gov/rules/proposed/2007/33-8828.pdf
http://www.sec.gov/rules/proposed/2011/33-9211.pdf
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which individuals have met the net worth requirement. Section 413(a) of the Dodd-Frank Act modified the 
net worth standard for accredited investors to exclude the value of the person‟s primary residence in 
calculating net worth. 

On July 23, 2010, the SEC issued a compliance and disclosure interpretation (C&DI) clarifying the effect 
of Section 413(a).

3
 The C&DI specifies that, pending SEC implementation of official amendments to 

Regulation D, the amount of indebtedness secured by an investor‟s primary residence up to its fair market 
value may also be excluded in calculating the investor‟s net worth. However, to the extent that 
indebtedness secured by the primary residence exceeds the fair market value of the primary residence, 
such excess indebtedness should be treated as a liability and deducted from the investor‟s net worth. In 
other words, if the amount of debt that is secured by the investor‟s primary residence exceeds the value 
of the primary residence (commonly referred to as being “underwater”), then the amount by which the 
primary residence is underwater should be deducted in calculating the investor‟s net worth.  

SEC’S PROPOSED RULE CHANGES  

Section 413(a) of the Dodd-Frank Act requires the SEC to revise Regulation D to reflect the new definition 
of “accredited investor.” On Jan. 25, 2011, the SEC issued a release setting forth its proposed 
amendments to the definition of accredited investor.

4
 The SEC‟s proposal generally tracks the position set 

forth in the July 2010 C&DI. Specifically, the SEC proposed adding language clarifying that the value of 
an investor‟s primary residence should be calculated by “subtracting from the estimated fair value of the 
property the amount of debt secured by the property, up to the estimated fair market value of the 
property.”

5
 

By way of illustration, under the SEC‟s proposal, if an investor‟s primary residence has an estimated fair 
market value of $500,000 and has secured indebtedness of $600,000, then $500,000 of the indebtedness 
would be offset by the value of the primary residence. The remaining $100,000 of indebtedness would be 
treated as a liability and subtracted from the investor‟s other assets in determining the investor‟s net 
worth. On the other hand, if an investor‟s primary residence has an estimated fair market value of 
$500,000 and has secured indebtedness of $400,000, the $500,000 value of the primary residence would 
not be added to the investor‟s net worth and the $400,000 of indebtedness also would not be subtracted 
from the investor‟s net worth (in other words, the $100,000 difference would be excluded entirely from the 
calculation of the investor‟s net worth). 

An investor who fails to meet the revised accredited investor standard will not qualify as an “accredited 
investor” for purposes of Regulation D even if the investor previously invested in the issuer at a time when 
the investor satisfied the prior accredited investor standard. Investors must satisfy the applicable 
accredited investor net worth standard in effect at the time of every exempt sale of securities to the 
investor if the exemption is premised on the investor‟s net worth pursuant to Regulation D. 

 

                                                           
3
 Compliance and Disclosure Interpretations, Securities Act Rules, Section 179. Rule 215 – Accredited Investor, Question 179.01, 

July 23, 2010. Available at: http://www.sec.gov/divisions/corpfin/guidance/securitiesactrules-interps.htm. 

4
 Net Worth Standard for Accredited Investors, SEC Release No. 33-9177, Jan. 25, 2011. Available at: 

http://www.sec.gov/rules/proposed/2011/33-9177.pdf. The release also proposes certain conforming changes to Form D and other 

related rules. 

5
 Id. 

http://www.sec.gov/divisions/corpfin/guidance/securitiesactrules-interps.htm
http://www.sec.gov/rules/proposed/2011/33-9177.pdf
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COMMENTS ON THE SEC’S PROPOSAL 

In the release, the SEC also indicated that it is considering other related issues and specifically solicited 
comments regarding a number of topics related to the definition of accredited investor, including how to 
calculate net worth for purposes of Regulation D. The period for comment on the SEC‟s proposal was 
open through March 11, 2011. Among other arguments and positions, the comment letters submitted to 
the SEC noted that:

6
 

 the $1,000,000 net worth threshold is too low and that the SEC should consider increasing it to 
$5,000,000 and/or excluding retirement savings from the calculation of net worth; 

 the net worth standard should be revised to allow for the inclusion of equity in a primary residence 
past a certain threshold (e.g., exclude only the first 20 percent of net equity in a primary 
residence); 

 the SEC should conduct a full review of the definition of accredited investor and adopt an 
expertise and knowledge standard or risk assessment formula as opposed to the current wealth-
based standards; 

 the calculation of net worth also should exclude debt secured by a primary residence if the 
proceeds of the debt are used to invest in securities; 

 the current net worth standard is too limiting and hinders the ability of start-ups and other early-
stage companies to obtain financing; 

 prior investors should be allowed to participate in subsequent offerings of the same issuer, 
particularly if the investment will allow them to prevent dilution of their prior investment, even if the 
prior investors do not satisfy the new net worth standard; 

 the SEC should adopt a one-year grace period after the effective date of the rule that permits an 
issuer to treat investors who previously invested in the issuer and qualified as accredited, but are 
now disqualified as a result of the amended net worth standard, as accredited investors in 
connection with subsequent offerings by the issuer; 

 where the amount of indebtedness secured by an investor‟s primary residence exceeds the value 
of the primary residence, the excess amount should only be excluded from an investor‟s net 
worth if it is recourse debt (i.e., debt for which the investor is personally liable); and 

 the net worth calculation should be made as of a specified date before the sale of securities (e.g., 
30, 60 or 90 days) as well as at the time of sale in order to prevent investors from borrowing 
against their primary residences to attain accredited investor status. 

                                                           
6
 Copies of the comment letters received by the SEC in response to the proposed amendments are publicly available at: 

http://www.sec.gov/comments/s7-04-11/s70411.shtml. 

http://www.sec.gov/comments/s7-04-11/s70411.shtml
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In April 2011, the SEC‟s Chairman Mary Schapiro indicated that the SEC was still considering the public 
comments.

7
 The SEC has subsequently indicated that it plans to adopt the final amendments by no later 

than the end of July 2011.  

REVISITING THE DEFINITION OF “ACCREDITED INVESTOR” 

Section 413(a) mandates that, through July 21, 2014, the four-year anniversary of the adoption of the 
Dodd-Frank Act, the net worth standard shall continue to be $1,000,000, excluding the value of the 
investor‟s primary residence. This Section requires the SEC to undertake a review of the definition of 
“accredited investor” in its entirety after July 21, 2014 and again not less frequently than once every four 
years thereafter “to determine whether the requirements of the definition should be adjusted or modified 
for the protection of investors, in the public interest, and in light of the economy.” Accordingly, even after 
the final amendments to the net worth standard required under Section 413(a) of the Dodd-Frank Act are 
adopted, the net worth formula will again be open to review by the SEC beginning in July 2014 and could 
be adjusted further at or after that time. 

ADVICE FOR ISSUERS 

Even though the SEC has yet to adopt the formal amendments to the net worth standard, because 
Section 413(a) of the Dodd-Frank Act became effective immediately upon adoption of the Act on July 21, 
2010, all issuers wishing to rely on Regulation D to offer and sell securities to accredited investors must 
ensure that investors satisfy the definition of “accredited investor” as modified by Section 413(a). 
Therefore, it is important that issuers update their accredited investor questionnaires to specifically 
include language clarifying that (i) in calculating a natural person‟s net worth, the value of the person‟s 
primary residence and any indebtedness secured by the primary residence, up to the fair market value of 
the primary residence, should be excluded, and (ii) to the extent that the indebtedness secured by the 
person‟s primary residence exceeds the fair market value of the primary residence, such excess is 
considered a liability, which should be deducted in calculating the person‟s net worth. Moreover, until the 
SEC clarifies its position on facilitating subsequent investments by investors who previously qualified as 
accredited but are now disqualified under the new standards, issuers should consider any prior investor to 
be non-accredited for purposes of Regulation D if that investor does not meet the revised net worth 
standard or one of the other standards for satisfying the definition of accredited investor. 
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7
 Letter From SEC Chairman Mary L. Schapiro to The Honorable Darrell E. Issa, Chairman, U.S. House Committee on Oversight 

and Government Reform, dated Aug. 6, 2011, page 11. Available at: http://www.sec.gov/news/press/schapiro-issa-letter-

040611.pdf. 

http://currents.westlawbusiness.com/Redirect.aspx?cid=&src=&sp=&RS=ZDGB0086&url=http://www.paulhastings.com/professionalDetail.aspx?ProfessionalId=110536
http://currents.westlawbusiness.com/Redirect.aspx?url=http://currents.westlawbusiness.com/Redirect.aspx?cid=&src=&rs=ZDGB0077&url=http://www.paulhastings.com/professionalDetail.aspx?ProfessionalId=108471&cid=&src=&sp=
http://www.sec.gov/news/press/schapiro-issa-letter-040611.pdf
http://www.sec.gov/news/press/schapiro-issa-letter-040611.pdf
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