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The SEC Considers Updating 
the Accredited Investor Definition

Pursuant to the mandate in the Dodd-Frank 
Act, the SEC is reviewing its accredited inves-
tor defi nition. Possible changes include adjusting 
the fi nancial thresholds, allowing a percentage of 
income or net worth to be used and adding a cat-
egory based on fi nancial sophistication.

By Nova D. Harb, David H. Pankey, 
and David L. Ronn

The accredited investor (AI) defi nition is an 
extremely important component of the private 
placement market. A signifi cant amount of capi-
tal is raised using Regulation D, and 89 percent 
of reported Regulation D offerings from January 
2009 through December 2012 involved exclusively 
accredited investors. (In other words, only 11 per-
cent of reported Regulation D offerings during 
this period included non-accredited investors.)

The Dodd-Frank Wall Street Reform and 
Consumer Protection Act requires that the SEC 

review the AI defi nition for natural persons 
beginning in 2014 and every four years thereaf-
ter. The SEC has received a signifi cant number 
of comment letters concerning the AI defi nition 
for natural persons and two SEC advisory com-
mittees have made recommendations to the SEC 
on this issue.

Currently an individual is an AI if  that person: 

• earned income that exceeded $200,000 (or 
$300,000 together with a spouse) in each of 
the prior two years, and reasonably expects 
the same for the current year; or

• has a net worth over $1 million, either alone 
or together with a spouse (excluding the value 
of the person’s primary residence, as calcu-
lated in accordance with the rule).1

These income and net worth tests for indi-
viduals were established in 1982. Since then, the 
only change to these tests was the elimination of 
the value of a person’s primary residence from the 
net worth calculation, which became  effective in 
2012. 

The SEC staff  is also considering the AI 
 defi nition as it applies to entities. It then will 
prepare a report to the Commission describing 
its review of  the AI defi nition. The Commission 
will then decide whether to make that 
report public and whether to consider revising 
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the AI defi nition as a result of  the SEC staff  
review.

Comment Letters

Most of the comment letters the SEC has 
received concerning the possible revision of the 
defi nition of AI are located on the SEC’s website 
under the 2013 Proposed Rules at Release No. 
33-9458, September 27, 2013. The relevant com-
ment letters start on February 3, 2014. Comment 
letters at this location before that date mostly 
deal with the proposed investor protections for 
Regulation D. As of April 30, 2015, approxi-
mately 320 comment letters dealing with the AI 
defi nition had been posted at this location.2

A lot of people, including a large number 
associated with angel investor groups, have rec-
ommended that the AI defi nition remain as is, in 
other words, that the current AI fi nancial thresh-
olds remain in place. The vast majority of the 
comment letters received by the SEC take this 
view.

Angel investor groups have conducted a coor-
dinated comment letter campaign concerning the 
SEC’s consideration of the AI defi nition. Most of 
the comment letters in the SEC’s public fi les are 
from self-described angel investors, or persons or 
entities that provide services to or are otherwise 
associated with angel investors, or the letters con-
tain wording that is substantially similar to angel 
investor letters. Of the approximately 320 letters 
relating to the AI defi nition, approximately 280 
appear to be from these types of commenters.3

While the angel investor community has gen-
erated a signifi cant number of comment letters, 
the SEC staff  may be more interested in the con-
cepts being advanced, as opposed to the number 
of letters supporting a concept.

The discussion in the comment letters, and in 
the meetings of two SEC advisory committees, 
has focused on several alternatives, including:

• adjusting the AI financial thresholds;
• allowing a percentage of income or net worth 

to be used in qualifying private placements; and
• adding a new AI category based on financial 

sophistication.

Each of these possible approaches is explained 
below.

Investor protection advocates and others have 
recommended a variety of other changes to the 
AI defi nition, including revising the net worth 
calculation to exclude retirement assets. Although 
the SEC has stated publicly that it is considering 
this potential change, neither of the SEC advi-
sory committees recommended it.

The SEC’s Advisory Committees

Two SEC advisory committees have con-
sidered and made recommendations concern-
ing possible revisions to the AI defi nition: the 
SEC’s Investor Advisory Committee (Investor 
Committee) and the SEC’s Advisory Committee 
on Small and Emerging Companies (Small 
Companies Committee, and together with the 
Investor Committee, the Advisory Committees).

The Advisory Committees took different 
approaches with regard to the fi nancial thresholds 
themselves. The Small Companies Committee rec-
ommended that the fi nancial thresholds be adjusted 
for infl ation on a going-forward basis. The Investor 
Committee recommended that if the AI defi nition 
continues to rely primarily on fi nancial thresholds, 
a new criterion should be added, such as limiting 
investments in private placements to a percentage 
of assets or income or a tiered approach where these 
restrictions are reduced or eliminated at higher lev-
els of income or assets. Both Advisory Committees 
have endorsed the concept of adding a fi nancial 
sophistication criterion that would result in AI sta-
tus without regard to the fi nancial thresholds.

Each of these recommendations is discussed 
below.
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Possible Adjustment to Current 
Financial Thresholds

Adjust Financial Thresholds 
for Historical Inflation

Some of the discussion in the comment letters 
has focused on whether the AI fi nancial thresh-
olds should be raised. If  the fi nancial thresholds 
were adjusted for infl ation, the income threshold 
would increase to just under $500,000 ($740,000 
for a married couple), and the net worth criteria 
would increase from $1 million to almost $2.5 
million. While the data is not entirely clear as to 
the extent of the impact, it is probable that an 
increase in the fi nancial thresholds of this magni-
tude would have a material adverse impact on the 
private placement market.

Very few people are advocating that the income 
and net worth thresholds be adjusted for infl a-
tion since 1982.4 Accordingly, it is very unlikely 
that the SEC will simply increase the AI fi nancial 
thresholds to adjust for infl ation since 1982. 

Adjust Financial Thresholds for Inflation 
Going Forward

The Small Companies Committee recom-
mended that the SEC adjust the AI thresholds 
according to the consumer price index to take into 
account the effect of future infl ation on a going-
forward basis. This approach recognizes that the 
fi nancial thresholds should be modifi ed to refl ect 
changed macro-economic conditions over time, 
but has the advantage of avoiding the potentially 
serious negative impact to the private placement 
market that could take place if  the AI fi nancial 
thresholds were adjusted for infl ation since 1982.

A few comment letters also support this con-
cept. However, some of these comment letters 
advance this idea as an alternative to adjusting 
the AI fi nancial thresholds for infl ation since 
1982 or otherwise increasing the AI fi nancial 
thresholds at the present time. If  the adjustment 

for infl ation since 1982 is not a probable option, 
as seems likely, these commenters might prefer to 
see the AI fi nancial thresholds stay the same.5 

No Change to Financial Thresholds

A substantial number of commenters take the 
view that the SEC should not change the fi nan-
cial thresholds in the AI defi nition for individu-
als. The main argument for this position is that 
the current defi nition is working and that chang-
ing the income or net worth tests would have a 
material adverse impact on the private placement 
market.

Most of the comment letters recommend leav-
ing the AI fi nancial thresholds alone because 
angel investors take this view and the vast major-
ity of the comment letters have been posted by 
persons associated with or providing services to, 
or otherwise supporting, angel investor groups.

Add Percentage of Income 
or Net Worth Test

The Investor Committee believes that the 
current fi nancial thresholds are inadequate.6 
However, the Investor Committee did not recom-
mend simply adjusting the AI fi nancial thresholds 
for infl ation since 1982.7 Instead, the Committee 
recommended consideration of a new approach, 
which would limit investments based on a per-
centage of income or net worth. This approach 
would be similar to the investment limitations in 
the SEC’s proposed crowdfunding rule.8

The Investor Committee recommended that 
the SEC consider alternatives to these thresholds 
such as the following if  the SEC decides to con-
tinue with an approach that relies exclusively or 
mainly on fi nancial thresholds:

• limiting investments in private offerings to a 
percentage of assets or income; or

• a tiered approach, which would allow some 
investments in privately placed securities once 
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a person reaches an initial threshold based on 
a percentage of income or assets, with these 
restrictions being reduced and then elimi-
nated as income or assets rise.

As an example of this type of tiered approach, 
the Investor Committee stated that the SEC could 
retain the current income and net worth thresholds 
as the base value for the AI defi nition, but restrict 
individuals who meet these thresholds to investing 
up to 10 percent of their income or net worth in 
private offerings, in the aggregate, in a 12-month 
period. At the same time, the SEC could use the 
thresholds, as adjusted for infl ation, to defi ne the 
level above which private offering investments 
would not be subject to any limits. However, the 
Investor Committee noted this possibility for pur-
poses of illustration only, and specifi cally stated 
that it was not advocating this approach.

The recommendations of the Investor 
Committee include the following statements 
explaining these concepts:

Leaving aside the question of whether the 
fi nancial thresholds are currently set at an 
appropriate level, the basic “on/off switch” 
approach seems illogical. A more sensible 
approach might be to allow some invest-
ments in private securities once a person 
reaches an initial threshold, based on per-
centage of income or assets, with restric-
tions being reduced and then eliminated as 
income or assets rise … 

Properly structured, such an approach to 
setting the accredited investor defi nition 
could signifi cantly reduce the likelihood 
that investors would suffer unafford-
able losses without shrinking the pool of 
accredited investors in the way that simply 
adjusting the thresholds for infl ation would 
be likely to do.

In addition, the Investor Committee believes 
these approaches could work on a stand-alone 

basis or in combination with a sophistication or 
experience criteria, as discussed below. The main 
disadvantage of this approach is its potential 
complexity. 

If the concept were used 
to expand, rather than 
restrict, the AI class, it 
might garner support.

A few other commenters also have supported 
this kind of approach.9 If  this type of test was 
implemented in a way that would permit invest-
ments as an AI where an individual did not oth-
erwise meet the AI fi nancial thresholds, many 
commenters probably would support it.10 In other 
words, if  the concept were used to expand, rather 
than restrict, the AI class, it might garner support 
from a wider group of interested persons.

Add New Financial Sophistication 
Component

Many commenters recommend that the SEC 
add a new way for individuals to be treated 
as AIs without regard to their income or net 
worth: fi nancial sophistication. Both Advisory 
Committees, as well as a large number of  angel 
investors, have recommended that the AI defi ni-
tion be expanded to include a new category of 
AI based upon “sophistication.” By “sophisti-
cation,” these commenters mean that a person 
could qualify as an AI without regard to the 
fi nancial thresholds if  that person had knowl-
edge or experience that indicated fi nancial lit-
eracy. Various ways have been advanced to 
implement this concept, as explained in more 
detail below.

The SEC staff  has stated publicly that it is con-
sidering this concept. Because of the rather broad 
support for the addition of fi nancial sophistica-
tion as a factor that results in AI status, there is 
a realistic chance that the SEC staff  will recom-
mend that the SEC consider this kind of change. 
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The more diffi cult part will be how to structure 
the new fi nancial sophistication component in a 
practical sense.

Many suggestions have been made concerning 
the criteria that should be used for this purpose, 
including: 

• professional credentials or professional 
experience;

• investment experience; or
• passing a test demonstrating financial 

knowledge.

Professional Qualifications and Designations 

Some commenters believe that several types 
of professional qualifi cations would necessarily 
result in suffi cient fi nancial literacy to be consid-
ered an AI. Commenters have recommended sev-
eral criteria, including the following:

• advanced degrees—individuals holding 
advanced degrees in business or law, such as 
an MBA, J.D., or a master’s or doctorate in 
finance, economics or business; 

• professional designations—individuals with 
professional designations such as CPA, CFA 
or CISP; or

• securities licenses—individuals who hold 
securities licenses (Series 7, Series 63, etc.)

Some of these criteria seem a lot closer to the 
mark than others. 

The Investor Committee notes that two cre-
dentials are commonly mentioned as satisfying 
the AI standard:

• Series 7 securities license; and
• Chartered Financial Analyst designation.

The question is where to draw the line; in other 
words, if the SEC takes this approach, will the 
SEC limit the criteria to situations that very clearly 
demonstrate depth of fi nancial understanding?

Professional Experience

In addition to professional credentials, the 
Investor Committee supports the use of profes-
sional experience to establish AI status.

People who are involved in the investment 
activity of private investment vehicles are treated 
as “knowledgeable employees” and are permitted 
to invest in those private funds without satisfying 
certain regulatory requirements otherwise associ-
ated with those private funds. A knowledgeable 
employee can invest in a private fund exempt from 
registration as an investment company under 
Section 3(c)(1) (3(c)(1) Funds) of the Investment 
Company Act of 1940 (ICA)—a fund which 
cannot have more than 100  benefi cial  owners—
without being counted as a benefi cial owner. A 
knowledgeable employee also can invest in a col-
lective investment vehicle that is exempt from reg-
istration as an investment company under Section 
3(c)(7) of the ICA (a QP Fund), without meeting 
the fi nancial tests imposed on other investors in 
a QP Fund. However, currently, these “knowl-
edgeable employees” are not treated as AIs unless 
they meet the AI fi nancial thresholds. This dis-
connect results in the very strange result that a 
person can be treated as fi nancially sophisticated 
under the ICA rules for 3(c)(1) Funds and QP 
Funds, but not for purposes of the AI defi nition. 
Representatives of the private funds industry 
have been trying to get this result changed for a 
long time.

In effect, the Investor Committee has advo-
cated this change and suggested that the knowl-
edgeable employee concept be used as a model for 
an additional AI category.

Investment Experience 

Commenters also have recommended that the 
SEC consider a new category of AI based on an 
individual’s investment experience. They have 
advanced the idea that an individual who has a suf-
fi cient level of investments should be considered 
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fi nancially sophisticated and qualify as an AI. The 
Investor Committee supports this concept.

The SEC has used this logic before. The 
SEC proposed a comparable standard as an alter-
native method of qualifying as an AI in 2007, but 
did not adopt the proposal. The proposal would 
have required $750,000 in investments, and that 
standard would have been an alternative to the 
income and net worth tests for individuals. 

The ICA contains a very similar concept. A 
QP Fund is exempt from registration as an invest-
ment company under the ICA if all outstanding 
securities are owned by “qualifi ed purchasers.” An 
individual who holds $5 million or more in speci-
fi ed types of investments is considered a qualifi ed 
purchaser. In the 2007 AI proposal, “investments” 
meant essentially the same types of investments as 
are required to be a “qualifi ed purchaser” in a QP 
Fund, although at a lower total amount. 

Angel Investors 

One of the goals of the angel investor com-
munity is to have the AI defi nition revised so that 
participation in an angel investor group would 
automatically result in AI status. 

The Investor Committee noted that par-
ticipation in an angel network, in and of itself, 
may not serve as an adequate measure of fi nan-
cial expertise or experience. However, the Investor 
Committee stated that it might be possible to 
develop an acceptable approach to qualifying as 
an AI based on participation in an angel group 
that follows best practices with regard to due dili-
gence and that includes fi nancially sophisticated 
members. The Investor Committee did not pro-
vide specifi cs as to how this type of arrangement 
would work in a practical sense.

Passing a Test 

Some commenters have recommended that AI 
status should be available to people who pass a test 

that demonstrates fi nancial literacy. Many believe 
that testing should deal with fi nancial literacy in a 
general sense while others argue that testing would 
need to be very specifi c, i.e., test knowledge concern-
ing the industry in which the proposed investment 
would be made. There also has been discussion 
about how to design and administer this kind of test. 

The Investor Committee noted that it would 
be possible, at least in theory, to develop a test 
that individuals could take to qualify as AIs. Such 
a test could be developed either by the regulators 
themselves—the SEC working in conjunction 
with the state securities regulators and FINRA—
or it could be developed by an independent party.

One commentator suggested that the SEC 
should administer the test and keep a central  registry 
of people who have passed it. Many  commenters 
have recommended that the test would need to be 
acceptable to, and approved by, the SEC.

Acting through a Registered Investment 
Advisor or Broker-Dealer  

Some commenters have recommended AI sta-
tus for an individual who has consulted a licensed 
investment expert and acts in accordance with its 
recommendations.11 

Notes

1. See Regulation D, Rule 501(a).

2. There are also a few comment letters relating to the potential 

change of the AI definition on the SEC’s Spotlight page for the Investor 

Committee (six letters) and the SEC Spotlight page for the Small 

Companies Committee (seven letters).

3. These figures include form letters supporting angel investor advo-

cated positions relating to the AI definition. The SEC file identifies these 

form letters by type (Type C, Type D and Type E) and records the total 

number of letters in each group/type that the SEC received as follows: 

•  Type C Letters—48 letters from members of the Angel Capital 

Association;

•  Type D Letters—109 letters expressing agreement with the com-

ment letter by Kiran Lingam at SeedInvest; and
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•  Type E Letters—47 comment letters from members of  Golden 

Seeds, an angel group dedicated to evaluating, funding and 

 helping companies with at least one woman in a management role.

Each of the letters in each identified group/type is exactly the 

same as every other letter in that identified group/type. Type C, D and 

E letters support leaving the income and net worth tests alone and 

the Type C and D letters recommend adding a sophistication component.

4. The Investor Committee included in its recommendations an illus-

tration of a potential approach that included adjusting the financial 

thresholds for inflation, but was not advocating this illustration as a 

specific proposal.

5. See, for example, Fred Bryant, co-founder and COO, Wealthforge, 

September 23, 2014 and Randal Klein, Streamline Consulting LLC, 

June 18, 2014.

6. The Investor Committee believes that the current definition’s finan-

cial thresholds do not adequately reflect investor sophistication, access 

to information, and ability to withstand losses because:

•  non-financial assets (other than the primary residence) are included in 

the net worth test, and as a result the current AI net worth definition 

does not guarantee that the individual AI will have sufficient liquid 

financial assets to ensure either that they can hold privately placed 

securities indefinitely or that they can withstand a significant loss on 

those investments;

•  many individuals who meet the net worth threshold will do so based on 

a retirement nest egg that will need to see them through retirement; and

•  the income test by itself  does not assure that individuals will have 

significant financial assets and the ability to withstand the potential 

risks of private offerings; the ability to withstand the potential risks 

will vary greatly based on a number of factors not addressed by the 

current AI definition. 

7. The Investor Committee stated that it did not recommend adjusting 

the AI thresholds for inflation because: 

•  it is not clear that the SEC set the initial financial thresholds at the 

right levels in 1982;

•  adjusting the AI definition thresholds for inflation would signifi-

cantly restrict the pool of  capital available for private offerings; 

and

•  raising the AI financial thresholds would not resolve the shortcom-

ings in the current AI definition.

8. See Release No. 33-9470, October 23, 2013.

9. See, for example, Marilyn Mohrman-Gillis Esq., Managing 

Director of Public Policy and Communications, Certified Financial 

Planner Board of Standards Inc., December 19, 2014, and Mitch 

Ackles, President, Hedge Fund Association, October 6, 2014. 

10. See Eric L. Dobson, Ph.D., Chief Executive Officer, Angel Capital 

Group, July 22, 2014.

11. See, for example, Joanna Schwartz, CEO, Early Shares.com 

Inc., August 4, 2014, and Jerry Verseput, CFP, NAPFA, July 11, 

2014.
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