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BY GISELLA RIVERA, ESQ. 
 

Beginning July 21, 2010, who can buy and to whom companies can 
sell privately placed securities changed when President Obama 
signed into law the Dodd-Frank Wall Street Reform and Consumer 
Protection Act (the “Dodd-Frank Act”).  Individual investors can no 
longer include the value of their primary residence when calculating 
their net worth for purposes of determining whether they are eligible, 
as “accredited investors,” to purchase unregistered and unlisted 
securities issued by companies in private placements.1     

 
Under the U.S. Securities Act of 1933 (the “Securities Act”), an individual 

investor qualifies as an accredited investor when, at the time of purchase, he has a net 
worth (or a joint net worth with his spouse) that is at least $1,000,0002 or an income of 
$200,000 (or a joint income with his spouse of $300,000) in each of the two most recent 
years and has a reasonable expectation of reaching the same income level in the year of 
investment.3 

 
This change is meant to address concerns by U.S. regulators that an increasing 

number of individual investors qualified as accredited investors primarily due to inflation 
and rising real estate prices.  Regulators were apprehensive that individual investors to 
whom offers of privately placed securities were made did not have, at the time of 
purchase, the requisite sophistication and financial knowledge necessary to fully 
understand the risks underlying such investments.4    

 
Market Impact 

 
Small companies in need of capital generally look to individual investors when 

they are not able to obtain funding through traditional bank financing.  Individual 
investors may prefer to invest in these privately placed securities because of the potential 
for higher returns.  By excluding the value of an individual investor’s primary residence, 
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Congress has reduced the number of qualified individuals who can invest in privately 
placed securities and to whom companies can market privately placed securities.   

 
Under the Securities Act, companies may sell privately placed securities to an 

unlimited number of accredited investors but may only sell to no more than 35 non-
accredited investors and only if they provide these non-accredited investors with 
sufficient information about the securities.5  Companies generally provide this 
information to investors through a confidential offering memorandum describing the 
material terms of the offering and the related investment risks.  Small companies 
continuing to market to investors who no longer qualify as “accredited investors” will 
have to incur the additional expense of preparing an offering memorandum. 

 
A company who calls for additional capital contributions from its current 

investors is treated by the SEC as issuing additional securities in an offering that must 
comply with private placement rules if its investors can choose to make or not make such 
capital contributions.6  These companies may not be able to call capital from investors 
who no longer qualify as “accredited investors” until an updated offering memorandum is 
provided.  If there are more than 35 non-accredited investors in the list of a company’s 
investors, the company may want to determine what its legal options are when raising 
capital.  Can it force these non-accredited investors to sell their securities back to the 
company or to a third party who is an accredited investor?  Must it force all of the non-
accredited investors to sell?  How will the company value the securities?  The same 
issues may apply to companies who will be issuing unregistered and unlisted securities in 
reliance on the private placement rules in connection with exchange offers, mergers or 
other types of business combinations.7   

 
The accredited investor standard is also used by commodity pool operators who 

are seeking an exemption from registration with the U.S. Commodity Futures Trading 
Commission.  Commodity pool operators may be exempt from registration if, amongst 
other criteria, all participants in the commodity pool are accredited investors.8 A single 
non-accredited investor in a qualified commodity pool would make the commodity pool 
operator subject to registration unless it is able to forcibly redeem the interests of the non-
accredited investor.     

 
Individual investors should take out their calculators and determine if they are still 

eligible as accredited investors under the Dodd-Frank Act.  Investors generally complete 
and submit subscription agreements when purchasing privately placed securities.  These 
subscription agreements may require investors to inform the issuer of any change in their 
status, particularly with respect to their qualification as accredited investors.  The 
subscription agreements may also provide that investors reaffirm all of their initial 
representations each time additional purchases of securities are made.  Investors who no 
longer qualify may be in breach of their obligation to inform an issuer or of a continuing 
representation as an accredited investor.  These investors may have to indemnify any 
losses incurred by an issuer due to their breach.  Individual investors who no longer 
qualify may also be required to sell their securities on terms that may not be favorable.   
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Further Changes to the Accredited Investor Standard under the Dodd-Frank Act   
 

Companies and investors can expect further changes to the accredited investor 
standard since the Dodd-Frank Act provides the SEC with the mandate to adjust, in its 
entirety, the financial standards under which an investor can qualify as an accredited 
investor every four years after July 21, 2010.   

 
What can we expect from the SEC in the performance of its mandate under the 

Dodd-Frank Act?   
 
As early as December 2006, the SEC had expressed concerns that an increasing 

number of individuals are qualifying as accredited investors primarily due to inflation and 
the rapidly increasing prices of the housing market.9  These individuals are, therefore, 
gaining access to financial products, such as private funds, that are complex and possess a 
higher degree of risk, and about which very little information are available.  The SEC 
addressed these concerns by proposing an amendment to the accredited investor standard 
that would have required investors to own at least $2,500,000 (individually or jointly 
with such person’s spouse) of investments,10 adjusted for inflation every five years.  The 
SEC believed that the amount of investments owned by an investor is more indicative of 
whether the investor needs the protection of the Securities Act registration.  Although this 
amendment was never implemented due to substantial concerns received during the 
comment period, in the current political and economic environment, it is likely that the 
SEC will seek to implement measures intended to protect investors.  These may include 
the adoption of an investment-owned standard over the current asset-owned standard 
either as an added requirement or in replacement of the current financial thresholds.  In 
addition, the SEC would not have grandfathered individual investors who no longer 
qualify so that these investors would not be able to make future investments even in 
private funds with which they are currently invested.    

 
If the SEC adopts an investment owned standard, it is likely that it will require 

investors to include only certain investments in calculating whether they qualify as 
accredited investors under the investment-owned standard.  Under the previously 
proposed amendment, an individual investor would not have been able to include, as 
investments, the value of real estate used primarily for personal purposes (i.e. as a 
primary residence) or as a place of business, or securities of companies that he controls 
and whose capitalization is less than $50 million.11  In addition, under the previously 
proposed amendment, married investors who are investing individually, not jointly with 
their spouse, would have been able to include only 50% of any investments held jointly 
or as community property when calculating whether they qualify as accredited investors 
under the investment-owned standard.   

   
In addition, if, as expected, the SEC adjusts for inflation the net worth and income 

standards using 1982, the year in which such standards were adopted, as the base year, 
individual investors would need an annual income of $500,000 (or joint income of 
$700,000) or a net worth of at least $2,200,000, not including the value of their primary 
residence, to qualify as accredited investors. 



 

© Copyrighted 2012. Gisella Rivera. All rights are reserved. 

 
In this market where housing prices have declined, the change in the accredited 

investor standard could have helped rather than hindered an individual from qualifying 
where the debt on the property exceeded the value of the residence.  In a move that closes 
this loophole, the SEC announced on July 23, 2010, that an individual investor must 
include any indebtedness in excess of the fair market value of such person’s primary 
residence when determining net worth.12   

 
Conclusion 
 

The SEC has shown that it intends to be aggressive in its rulemaking under the 
Dodd-Frank Act.  Investors and companies should speak to their securities law counsel to 
determine where they stand in the wake of the recent change and where they can expect 
to be in anticipation of further changes the SEC is likely to adopt to the accredited 
investor standard. 
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