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14010. The Function of the SEC in the Registration Process
   One of the primary functions of the SEC is the review of registration statements to determine that full and accurate disclosure is made of all pertinent information relating to (among other things) the company's business, its securities, its financial position and earnings, its officers and directors, and the underwriting arrangements of the offering in order that the prospective investor may have the information necessary to make a decision whether to acquire the securities being registered. It is important to note that the responsibility of the SEC is to protect the public - not the issuer or the underwriters of the securities.
   The SEC does not prohibit the sale of low-grade or speculative securities. However, a prospectus relating to an offering of any securities must include a detailed description of any risk factors and any other negative aspects of the offering that an investor should consider in evaluating the investment.
   The fact that a registration statement is in effect with respect to a particular security does not imply that the SEC has reviewed and approved the registration statement. The outside front cover of every prospectus contains the following legend in bold face type:
THESE SECURITIES HAVE NOT BEEN APPROVED OR DISAPPROVED BY THE SECURITIES AND EXCHANGE COMMISSION NOR HAS THE COMMISSION PASSED UPON THE ACCURACY OR ADEQUACY OF THIS PROSPECTUS. ANY REPRESENTATION TO THE CONTRARY IS A CRIMINAL OFFENSE.
   This mandatory statement is intended to make it clear that the SEC is not responsible for evaluating the merits of a security being registered. In practice, however, the staff will frequently scrutinize a speculative offering much more intensely than a non-speculative offering. If the document contains significant deficiencies, the staff may request that the registration statement be withdrawn or refuse to allow the document to become effective.
   While it is the issuer's responsibility to ensure that there is full and fair disclosure in the registration statement, when the filing is subject to the normal review process (see section 18000) the staff of the SEC attempts to determine that all material facts about a security and its issuer are adequately disclosed in the document being filed and that no material information has been omitted. The SEC strives to prevent fraudulent practices in the offering and sale of securities but does not guarantee the investor against loss.
   If all material facts regarding a security are not adequately disclosed in the registration statement, or if important information is omitted, the SEC will require that the registration statement be corrected or expanded, as required, by means of an amendment. (The SEC review procedures and the process of amending registration statements are discussed further in sections 18000 and 19000.) If the amendment does not resolve the deficiencies, the SEC may exercise its "stop-order" or "refusal-order" powers to prevent the registration statement from becoming effective and the securities from being sold until the deficiencies are corrected. Sometimes the stop-order is issued after the registration statement has become effective and the securities have been sold, in which event the order prevents further sales of the securities by the issuer or the underwriter.
   The staff of the SEC frequently furnishes informal advice and assistance to registrants, prospective issuers, lawyers, and others. The staff also issues no-action and interpretive letters. These letters often deal with legal matters. However, they sometimes pertain to the requirements of the filing forms, including matters relating to the financial statements and independence of accountants. Such letters are written by members of the staff in response to inquiries citing a given set of circumstances. The inquiries, for example, frequently involve requests for concurrence that a proposed issuance of securities is exempt from registration requirements. In a no-action letter the SEC staff advises the person soliciting its views that under a described set of facts the staff would not recommend that the SEC take any action, such as enjoining the proposed transaction, if the transaction described were carried out - hence, the term no-action letter. If the staff member was of the opinion that the securities had to be registered in the circumstances presented, the individual would advise the interested person to that effect. No-action and interpretive letters are public documents, available for inspection by anyone.
   Except for information and documents that the Commission has granted confidential treatment, all information in registration statements and reports filed with the SEC is available for public inspection. Access to this information is available by several different methods. At its main office in Washington, D.C., the Commission maintains a public reference room where all such documents and information may be inspected by any interested person. Copying machines are also available in the event that a photocopy of material in the Commission's files is desired. Also these documents and information may be obtained through the EDGAR Database (discussed in section 15110) which is available through the Internet and can be accessed through the SEC's home page.
   The Commission also furnishes (for a charge) photocopies of information on file, which may be ordered from the Public Reference Section, Securities and Exchange Commission, Washington, D.C. 20549. The availability of microfiche has also made access to such documents possible by subscribing to disclosure services.
14020. The SEC and Auditing Standards
   As a general rule, the SEC does not prescribe the procedures to be followed by independent public accountants in their audit of the financial statements. However, under the various acts that it administers, the SEC has broad powers that may extend to prescribing the detailed steps to be followed by accountants in "certifying" statements for filing with the SEC. The SEC is well aware of this authority and responsibility, and in its report on the investigation of McKesson & Robbins, Inc. (1940), the SEC stated that one of the purposes of the investigation was to inquire into generally accepted auditing procedures with a view toward determining their adequacy in assuring accurate and reliable financial statements. As a result of the action taken by the accounting profession to develop auditing standards, the SEC has generally relied on the public accounting profession to establish auditing standards. In ASR No. 19, which discussed the McKesson & Robbins case, the SEC described its position with respect to auditing procedures:
We have carefully considered the desirability of specific rules and regulations governing the auditing steps to be performed by accountants in certifying financial statements to be filed with us. Action has already been taken by the accounting profession adopting certain of the auditing procedures considered in this case. We have no reason to believe at this time that these extensions will not be maintained or that further extensions of auditing procedures along the lines suggested in this report will not be made. Further, the adoption of the specific recommendations made in this report as to the type of disclosure to be made in the accountant's certificate and as to the election of accountants by stockholders should insure that acceptable standards of auditing procedures will be observed, that specific deviations therefrom may be considered in the particular instances in which they arise, and that accountants will be more independent of management. Until experience should prove the contrary, we feel that this program is preferable to its alternative - the detailed prescription of the scope and procedures to be followed in the audit for the various types of issuers of securities who file statements with us - and will allow for further consideration of varying audit procedures and for the development of different treatment for specific types of issuers.
   This position has remained unchanged since 1940 when ASR No. 19 was issued. The SEC has, however, commented extensively in ASRs (now Accounting and Auditing Enforcement Releases [AAERs] - see section 15040) on audits that were, in its view, deficient.
   In an accountant's report filed pursuant to Rule 2-02 of Regulation S-X, the SEC requires the "certifying" accountant to make certain representations regarding an audit. The rule requires the accountant to:
(1) . . . state whether the audit was made in accordance with generally accepted auditing standards; and

(2) . . . designate any auditing procedures deemed necessary by the accountant under the circumstances of the particular case which have been omitted, and the reasons for their omission.
Rule 2-02 requires accountants to state clearly in their report their opinion as to:

(1) . . . the financial statements covered by the report and the accounting principles and practices reflected therein; and

(2) . . . the consistency of the application of the accounting principles, or as to any changes in such principles which have a material effect on the financial statements. [See section 50202 regarding the impact of SAS No. 58 and 79 on this requirement.]
   There are exceptions to the general rule that the SEC does not prescribe audit procedures, such as in the case of certain investment companies and reports filed by certain members of national securities exchanges and brokers and dealers in securities. The SEC has set forth specific procedures to be followed in connection with such audits. In view of the specialized nature of these requirements, they are not discussed in this manual.
   In summary, the SEC has generally been satisfied to allow the public accounting profession to develop auditing standards. However, the SEC has criticized inadequacies in auditing practices in a number of cases, many of which have been the subject of ASRs and AAERs, and thereby has been influential in the development or modification of auditing standards.
14030. The Influence of the SEC in the Development of Accounting Principles
   The SEC has the statutory authority to prescribe the accounting principles to be followed in financial statements filed under the 1933 and 1934 Acts.
   Under the 1933 Act, the SEC has broad statutory powers to make, amend, and rescind any rules and regulations that may be necessary to carry out the provisions of the law. The SEC is authorized to define accounting, technical, and trade terms used in the law and has the power to prescribe the form in which required information shall be set forth and the items or details to be presented in the financial statements. The SEC may prescribe the methods to be followed in the preparation of accounts, in the appraisal or valuation of the assets and liabilities, in the determination of depreciation and depletion, in the differentiation of recurring and nonrecurring income, in the differentiation of investment and operating income, and in the preparation of consolidated financial statements of companies controlling or controlled by the issuer or under common control with the issuer (see Section 19(a) of the 1933 Act).
   Under the 1934 Act, the SEC has broad statutory powers to prescribe the form in which the information required by the law shall be set forth and the items or details to be shown in the financial statements. The SEC has the authority to prescribe the methods to be followed in the preparation of reports, in the appraisal or valuation of assets and liabilities, in the determination of depreciation and depletion, in the differentiation of investment and operating income, and in the preparation (when the SEC deems it necessary or desirable) of separate and/or consolidated financial statements of any entity controlling or controlled by the issuer or any entity under common control with the issuer. In the case, however, of reports of any company whose methods of accounting are prescribed by provisions of any federal law or regulation, the rules of the SEC with respect to reports may not be inconsistent with the requirements imposed by such law or regulation with respect to the same subject matter (see Section 13(b) of the 1934 Act).
   The SEC has invoked its authority to specify the detailed information that financial statements should contain through (FRP 101) which states ". . . the Commission intends to continue its policy of looking to the private sector for leadership in establishing and improving accounting principles and standards through the FASB [Financial Accounting Standards Board] with the expectation that the body's conclusions will promote the interests of investors."
   The preference of the SEC for the private sector to develop and establish accounting principles does not necessarily reflect a completely hands-off policy on the part of the SEC. The staff of the SEC is frequently involved in these developments. The professional groups responsible for developing accounting principles (and statements on auditing standards) typically consult with the staff before issuing pronouncements.
   The SEC staff has periodically considered it desirable to suggest issues that should be addressed by the FASB. Suggestions have occasionally taken the form of an ASR, FRR, or Staff Accounting Bulletin (SAB) that highlights the problem, requires additional disclosure, or defines the accounting to be followed until the issue is dealt with by the FASB. The following are examples of ASRs and FRRs in which the SEC has taken initiative in expressing its views on the accounting to be followed or the disclosures to be made:
	
	

	Number
	 Description

	135 
	Pooling of Interests Accounting

	146A
	Effect of Treasury Stock Transactions on Accounting for Business Combinations

	ASR 268 
	Presentation in Financial Statements of "Redeemable Preferred Stock"

	ASR 293
	The Last-In, First-Out Method of Accounting for Invento- ries

	FRR 24
	Disclosure Regarding Repurchase and Reverse Repurchase Agreements

	FRR 28
	Accounting for Loan Losses

	FRR 48
	Derivative and Market Risk Disclosures

	
	


  
   In some cases SEC staff policy on accounting for particular transactions is established by the issuance of Staff Accounting Bulletins. Examples of accounting issues dealt with in SABs are:
	
	

	SAB 42 and 42A
	Acquisitions Involving Financial Institutions

	SAB 55
	Allocation of Expenses and Related Disclosure in Subsidiaries' Financial Statements

	SAB 65
	Risk Sharing in Pooling of Interests

	SAB 67
	Income Statement Presentation of Restructuring Charges

	SAB 73
	Push Down Basis of Accounting

	SAB 76 
	Risk Sharing in Pooling of Interests

	SAB 79 
	Accounting for Expenses or Liabilities Paid by Principal Stockholder(s)

	SAB 84
	Accounting for Sales of Stock by a Subsidiary

	SAB 86
	Quasi Reorganization

	SAB 92
	Accounting and Disclosures Relating to Loss Contingen- cies

	SAB 93
	Accounting and Disclosure Regarding Discontinued Operations

	SAB 94 
	Recognition of a Gain or Loss on Early Extinguishment of Debt

	SAB 95
	Deletes SAB No. 57 - Contingent Warrants

	SAB 96
	Treasury Stock Acquisitions Following a Business Combination Accounted for as a Pooling-of-Interests

	SAB 97 
	Business Combinations Prior to an Initial Public Offering and Determination of the Acquiring Corporation

	
	


 

   The following are examples of accounting issues dealt with by the FASB at the request of the SEC that have resulted in the issuance of a Statement of Financial Accounting Standards (SFAS):
   4      Reporting Gains and Losses from Extinguishment of Debt
   6      Classification of Short-Term Obligations Expected To Be Refinanced
   13    Accounting for Leases
   16    Prior Period Adjustments
   34    Capitalization of Interest Cost
   68    Research and Development Arrangements
   76    Extinguishment of Debt
   86     Accounting for the Cost of Computer Software To Be Sold, Leased or Otherwise Marketed
   94     Consolidation of All Majority-Owned Subsidiaries
   98     Accounting for Leases
   105   Disclosure of Information About Financial Instruments with Off-Balance-Sheet Risk and Financial Instruments with
           Concentrations of Credit Risk
   107   Disclosures about Fair Value of Financial Instruments
   115   Accounting for Certain Investments in Debt and Equity Securities
   119   Disclosure About Derivative Financial Instruments and Fair Value of Financial Instruments
   The Emerging Issues Task Force (EITF) was established by the FASB in July 1984. The objective of the EITF is to assist the FASB and its staff in the identification of accounting issues and implementation problems on a timely basis. While the EITF does not have the authority to issue authoritative accounting standards, the Chief Accountant of the SEC attends EITF meetings and takes the position that since an EITF consensus sets the tone for future accounting, a registrant's accounting practice that differs from a consensus position of the EITF is open to challenge.
   Furthermore, on occasion the official minutes of an EITF meeting will indicate the view of the Chief Accountant (officially referred to as the SEC observer) on a particular issue, which typically becomes SEC staff policy, until a FASB statement is issued. In addition, the SEC observer is a member of the EITF agenda committee and, therefore, provides input for the items to be discussed by the EITF.
   The accounting principles set forth by the SEC in ASRs, and now FRRs, have frequently dealt with matters not specifically addressed in accounting literature and therefore often differ from general practice at the time of their issuance. When a new accounting pronouncement dealing with the subject matter is issued, the applicable SEC pronouncement is usually withdrawn.
   As a result of amendments adopted in Regulation S-X. Accordingly, in the preparation of financial statements public companies in the U.S. must consider not only the relevant pronouncements of the professional literature establishing generally accepted accounting principles, but also the applicable published rules and regulations of the SEC.
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