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SEC PROPOSES AMENDMENTS TO THE NET WORTH STANDARD
FOR ACCREDITED INVESTOR STATUS
On January 25, 2011, the Securities and
Exchange Commission (SEC) voted to propose
certain amendments to the net worth
standard for determining accredited investor
status under the rules promulgated by the
Securities Act of 1933. These amendments
reflect the requirements of Section 413(a) of
the Dodd-Frank Wall Street Reform and
Consumer Protection Act (Dodd-Frank Act).
Although Section 413 was effective on July
21, 2010, upon enactment by operation of the
Dodd-Frank Act, the SEC is still required to
revise the Securities Act rules to reflect the
new standard. In addition, the SEC is
proposing technical amendments to Form D
and a number of rules to conform them to
the language of Section 413(a) and to
correct cross-references to former Section
4(6) of the Securities Act, which was
renumbered Section 4(5) by the Dodd-Frank
Act. The proposed rules are available at
http://www.sec.gov/rules/proposed/2011/
33-9177.pdf.
New Net Worth Test
Under proposed Securities Act Rules 215
and 501, the value of a person’s primary
residence would be excluded for purposes of
determining whether the person qualifies as
an “accredited investor” on the basis of
having a net worth in excess of $1 million.
Previously, the net worth standards required
a minimum net worth of more than
$1,000,000, but permitted the primary
residence to be included in calculating net
worth.

The proposed amendments would define an
accredited investor, among other things, as:
“Any natural person whose individual
net worth, or joint net worth with that
person’s spouse, at the time of
purchase, exceeds $1,000,000,
excluding the value of the primary
residence of such natural person,
calculated by subtracting from the
estimated fair market value of the
property the amount of debt secured
by the property, up to the estimated
fair market value of the property.”
Neither the Securities Act nor the
Securities Act rules define the term “net
worth,” so the proposing release states
that the purpose of adding the phrase
introduced by the words “calculated by”
is to clarify that net worth is calculated
by excluding only the investor’s net equity
in the primary residence. The SEC
believes this approach is consistent with
and advances the regulatory purposes of
Section 413(a) because it reduces the net
worth measure by the amount or “value”
that the primary residence contributed to
the investor’s net worth before enactment
of Section 413(a). The SEC also notes that
some of its existing rules are similar in
approach to the proposed rules. For
example, Rule 701 under Regulation R
provides for the exclusion of the value of
a person’s primary residence in applying a
net worth standard and also provides for
the exclusion of “associated liabilities,”
such as mortgages.

The proposed rules do not define “primary
residence,” although they provide that
issuers and investors should be able to
use the commonly understood meaning of
the term—the home where a person lives
most of the time.
Effectiveness of the Proposed Rules
There is no transition period for the new
accredited investor net worth standards,
since these new standards were effective
upon enactment of the Dodd-Frank Act.
Under the current rules, a company or
fund is not permitted to treat an investor
as accredited if the investor subsequently
loses that status, even if the investor has
previously invested in the company or
fund at a time when it satisfied the
accredited investor standard. Investors
must satisfy the applicable accredited
investor income or net worth standard in
effect at the time of every exempt sale of
securities to the investor that is made in
reliance upon the investor’s status as
such. The proposed amendments would
not change this situation. Nevertheless,
the SEC is seeking comment on whether
some transition and other rules might be
appropriate to facilitate subsequent
investments by an investor who
previously qualified as accredited but was
disqualified by the change effected by the
Dodd-Frank Act.
Section 413(b) specifically authorizes the
SEC to undertake a review of the definition
of the term “accredited investor” as it
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applies to natural persons, and requires
the SEC to undertake a review of the
definition “in its entirety” every four years,
beginning in 2014.
Effect of the New Net Worth Test
Among other things, the changes required by
Section 413 of the Dodd-Frank Act impact the
legal requirements governing unregistered
offers and sales of securities, i.e., “private
placement” exemptions from the registration
requirements of the Securities Act relied on
by companies in raising private capital from
individuals. One of the requirements of
certain private placement exemptions is for
capital to be raised from accredited investors.
By excluding the value of an investor’s
primary residence in calculating net worth,
indebtedness secured by the primary
residence would be netted against the value
of the primary residence up to the fair market
value of the property. This may cause fewer
individuals to qualify as accredited investors,
thereby reducing available private capital.
Notwithstanding the foregoing, it is still
possible for individuals to qualify as
accredited investors on other grounds. For
example, Rule 501 of the Securities Act
provides that an accredited investor shall also
mean any person who comes within, or who
the issuer reasonably believes comes within,
any of the following categories:
• any director, executive officer, or
general partner of the issuer of the
securities being sold, or
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• any natural person who had an
individual income in excess of $200,000
in each of the two most recent years or
joint income with that person’s spouse
in excess of $300,000 in each of those
years, and has a reasonable
expectation of reaching the same
income level in the current year.
As a result, while the net worth test
promulgated pursuant to the requirements of
the Dodd-Frank Act may be more restrictive,
natural persons may still qualify as accredited
investors under one of the other definitions
provided in Rule 501.
What You Should Do Now
Because Section 413(a) became effective
upon the enactment of the Dodd-Frank Act
and it requires the exclusion of the value of a
person’s primary residence for purposes of
determining whether such person qualifies as
an “accredited investor,” all companies that
have not already done so should revise their
standard forms of accredited investor
questionnaire and investor representations
and warranties in their standard forms of
financing documents to ensure that an
individual’s net worth is properly calculated.
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For any questions or more information on
these or any related matters, please contact
your regular Wilson Sonsini Goodrich &
Rosati contact, or any member of the firm’s
corporate and securities practice.

new York

pAlo Alto

sAn Diego

sAn FrAncisco

seAttle

shAnghAi

wAshington, D.c.

