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By Leigh A Jones s .

Historically. the procedures followed in accounting for
investments have had httle attention because there were no
“problems ™ Maintaining records on where funds were held.
what they were invested 1n, and how much they earned were
the important aspects of investment accounting From an
accounting standpoint. this required nothing more than
heeping detailed records. When funds were received for re-
Jricted purposes. they were usually nvested separately so
that the identity of the funds could be maintained for
valuation and income determination purposes While |
belteve that many frustees thought this was the only prudent
way to handle restricted funds. I suspect that this belief
was fostered by the accountants who either didn’t know how
to ur were not interested in accounting for investments
in any other way

.

As all of us are aware. the attitudes of the trustees*(and [
might add the accountants) have been changing 1n recent
vears with regard to the investment of funds and the “poolhing™
concept 1s now commonly accepted With the pooling of
funds and the new investment phifosophy of investing for
“total return” the need for better accounting and reporting
procedures relating to investments becomes obvious. This
1s where «the umit method of accounting for 1investments

comes 1nto play .
i\) .
¥ Before discussing the details of the umt method of ac-
t counting for investments, an e¢xplanation should be made

about other communly used names for this same procedure

. & The Umt Method 1s also known as the Share Method;
< the Unit-Share Method; the Mutual Fund, Method; and the

' Market-Valué Method. The Market-Value Method 1s the

! name used by the Amencan Counal on Education in 1ts
, book College and University  Business  Adnunistration
b For the purposes of this report 1t will be referred to as -the

tait Method. )

Using the Unit Method to account for investments serves
two distinct purposes. First, it provides a means for ac-
curately distributing income and capital appreciation or
depreciation earned by a pooled 1nvestment account equitably
between the component parts of the pool. This might be
referred to as its dccounting purpose. Secondly, 1t provides
a means for evaluating investment performance. This might
be referred to as the evaluation.purpose. Most literature on
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the subject usually refers 1o the Uit Method 1n terms of ac-
complishing one or the other of these purposes We will try
1o cover both aspects 1n this report

Basically. the Unit Method might be defined as a “pro-
cedure tor accurately allocating income and investment
gans and losses. both realized and unreahzed, between
component tunds of an investment pool, which procedure
provides a data base for the calculation of investment
performance ™

The Unit Method 15 not new but was evolved many years
ago when mutual funds were faced with the pioblem of
providing 4 precise continuing record of the net asset value
of an individual's investment, 1rrespective of new sub-
scriptions and redemptions. It also solved for them the
problem of measuring the change 1n total value prbduced by
investment performance. without alHowing contributions and
withdrawals to affect the measurement. Bank .trust depart-
ments have also been using the Unit Method for a number
of years 1n the management of their “common trust funds.”
It would appear that until recenll) colleges and universities
have not. for the most parl adopted such procedures for
handhing their tnvestment funds: In fact, there 15 some
evidence to indicate that there are still many who have not
adopted this procedure even though principle 17 1n Col/ege
and University  Business Adnunistration lndlcales that*

The advantages of using the Unit, Method are several.

I It provides an accurate means of distributing earned
in¢ome between funds received at different rates, This
1s particularly important where endowment funds or
othier funds with different restrictions. are 1nvested
1n the same investment pool. -

2. It provides a precise continuing record.of the net asset

.
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value of each fund addrion irrespective of new fund
addinons or withdrawals Knowing the net asset value
t> extremely important when 1t becomes necessany to
withdraw tunds from an investment pool

3 "It provides a method whereby vartous funds can be
pooled for investment purposes and Yet maintain the
separate identity and the accountability for each fund.

4 Ivprovides a data base whereby the performance of

separately invested funds or pools can be compared
Basic Procedure

The basit procedures for the Unit Method of accounting are
fairly simple At the gime an addition to an investmént pool
is to be made the LO!dl market value of the pool 1s calculated
The number of units ou!standmg are then divided into this
valudtion to determine the market value of each umit. This
unit value 18 then divided into the value of the addition to
determine the number of units the néw addition will be
assigned The deposit of cash or securities 1s then made and
the number of units outstanding 1s increased by the number

of units assigned to the new additton When a wiithdrawal fs,

to be made. the market value of the pool and of each out-
standing unit 1» again’ determmed This unit value 1s mui-
uphed\yimes the number of units owned by the fund being
withdrawa to determine the amount of cash or securities to-be
withdrawn After the withdrawal has been made, the number
of unuts joutstanding is rgduced by the number of units pre-
/ownéd by the withdrawing fund

; (s P <

ed investment Account lmmednateh Befure Additiun

v .

Total Market Value . . $125 000
Number of Gnits Quistanding . 1009
Market Value Per Unnt . ’ S, 128

Addition -

Market Value of Addrtion . $ 25000
Number of L nus to be Isued (825,000 1 $125) . 200

Pooled Investment Account Immediately Af{cr Addition '

. Total Market Value 15125.000 + $25.000) ) $150.000
Number of Trits Outstanding (1,000+200) - 1.200 -
Market Value Per Unit . ) S 1254

Withdrawal '

. . _
Number of Lads Owned by Wathdrawing Fund - 350

Market Value Per Unut on Date of Withdrawal 08 L 128

Market Valoe of 1 nits Being Withdrawn (350 « $125) ° . - S 43.750
Pooled Investinent Account Immediately After Withdranal

Total Market Value (S150.000 $43,750) 3106230

Number of Lsits Outstanding (1, 2()0 350) %S0

Market Valug Per Unn . .

S 12

Conversion or Start LUp Problems

%,

(omemnn from the book method (cost - mclhod) to 'the

tinit Method of accounting for investments creates some

wteresting problems. The first question whxch comes up is

the date of the conversion. Should the conversion Be ‘made

as of a current date or should the conversion be made

retroactive to some carlier date? In order to insure the fairness
. . +
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.may- he

. of the distribution of net assets and, income to funds that
have been recenved at difterent dates in the past, it 1s pre-
ferable that a retroactive coniersion be made How far back
it should be made can best be ascertained by determining the
most recent datethat the market value and the book value of

the mvestments were nedrly similar However, if previous
to that date there had been significant differences between
cost and market an earher date of similarity should be choser.
The date of conversion, however. may have to be chosen
from some later date if adcquau historical financial 1n-

tormation 1s not available
N

P

-

The secand problem that, s faced 15 how much _prior year
information will be needed to make the conversion As pointed
vut carhier. the total market price of an investment pool 15
n\.udc‘d for those ddates when additions and withdrawals are
"mdn from the investnent poo! For many nstitutions it may
hx‘c\mmd\ difficult not only w0 calculate the market price
of the imvestmenf fand on the date of each prior year's addi-
tion or withdrawal but also the exact date of 8ach transaction
dilticylt to determine Accordingly. in making a
retroactive vonsversion one should first determine thibse dates
when the total market value of the fund 15 known a muni-
mum one veould suspect that these market values arg readily
ascertainable from the institution’s annual financial state-
ments for each prior year end The salues for othg dates
may be adailable from prior year's investment zeports br other
data Once a determination has, been made as to the valuation
dates which will be used, the date of each prioriyear’s dddition
or withdrawal negds only to be detcrmmed with eno h pre-
ciseness to classify each between an\ two \.:tlualxonr -dates.

After the informational problems have been resolved,}the re-
troactive calculations of the number of units outstanding can
be made. First an arbitrary value 1s set for each unit, Usually
a value of $10, $100 or $1,000 1s selected. This uriit value 1s
divided into the total market value of the investment fund
on the beginning date to arrive at the number of units to be’
assigned to each of the componeNt funds as of that.date.

"From there the usual calculations are made with ag much
* frequency as data are available,

From a pracucal sense, the making of prior year calculations ™
muight only be made as of each prior year end. While the
accuracy of such a determination may not be precise, it
would be sufficiently accurate to provide information for
making rcasonable allocations of future income and for re-
viewing prior year performance and growth trends.

For some institutions the task of going back and ascertaining
the year or pertod in which a speafic gift or addition was
made may be the most difficult part of the whole conversion.
In those 'cast.s where this 1s the probletn, or the problem 1s
that the institution does not have sufficient staff ume 16

ascertain this information, the canversion can still be made .

using additions and retirement on a gross basis as they shaw
up in the fund balance account for each year. The unit value
and ndmber of Units outstanding for eich year end can be
determinedy from this infosmation and then related back to




specific additions or retirement 4> ume permits In some
cases this intormation may be related back to only=hose
tunds such as restricted funds where 1t 1s important to know
the amount of income earned From the standpoint of re-
viewing prior year's performance of the fund the unit prices
- arrinved at in this way) may not be precise but should be
- sufticiently accurate to show overall growth trends

Frequency of Calculations '/,

Atter the Unit Method has been estabhshed for a fund a
determination should be made as to how often the calculalions
will be made 1n the tuture It goes without saving that the
more often they are made the more accurate the results will
be fn the caye of mutual funds. it 1s essenual that they
make Yheir caleylation on a daiy or a weekly basis From
the slandpom(%? colleges and unnersities, it would seem
that the calculations would'have to be made no oftener than
moenthly and. depending on the trequency of additions and
withdrawals, may be made less often Other alternatinves
might be quarterly or semi-annually 1t could also be possible
to make the calculation only on those dates when additions
or withdrawals are made 1t market values for those dates
could be easily ascertained :

Yaluation Dates

The total_market value of all assets owned by the pool 1s
determined "on the last business day of _C:iCh month or other
valuation date that may be selected and from this total the
value of each participating unit 1 computed This unit value
Is used to calculate the additions and withdrawals made
during the tollowing munth or period While it would be
possible 10 use the valuation at the ¢nd of the month for
determining the accounting for transactions made during that
month, the bookkeeping 1s much simpler using the beginning
of the month unit values. In the case of significant additions
or withdrawals from 4 pool 4 valuation as of the date of
thé transactions should be made.

Accounting for Withdrawals

Where cash 1s added to the pool the additiondal number of
umts issued 15 determined by dividing the umt value of the
units vatstanding at the end of the preceeding period into the
total cash deposited When securities or other assets are
added to the puol their fair market value at the date of
addition 15 used for determining- the additional number of
tunits to be’issued. The same 1s true for withdgawals from
the pool in that the value of the unmits being withdrawn
determines the value of the assets to be removed

However, in accounting for withdrawals two problems gé-
nerally arise First, the amount withdrawn (number of umts
times unit value) generally will not equal the book value of
the fund being withdrawn This 1s dug to the fact that after
a fund has been added tu an investment pool the book
value will remain the same but its market value will increase
or decrease as the value of the pooled investments increase
or decrease The second problem arises if assets other than

Q -
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. Distribution of Incore

«dsh are mlh’drdv.n'grorp the pool In this case the recorded
prive ot the investments being withdrawn usually will differ
tfrom their current market »alue

When the book value of the tuhd being withdrawn is dut-
terent from the market value ot’the assets being withdrawn,
the difference tor accounting purposes 1s debited or credited
to the “realized gains or loss account™ for that pool If
withdrawals are significant 1n size or occur frequently, a
separate acvount might be established to accumulate these
amounts For statement purposes the separate account would
be otiset against the regular realized .gains-or loss account-
tor the pool .

When the book value of the securities being v».nhdra‘;'.n I
ditterent trom the market value the difference 1s also debited”
or credited to the realized gains or loss account

Transfer Between Pools

When a transter of funds 1» made between pools the same
two problems may result as discussed under withdrawals,
namely. that the book value or cost of the fund being trans-
terred will. 1n most cases. differ from the total market value
of the dmts owned by that fund. and that if. marketable
secunties. rather than cash. are to be transferred. chances
are the book value of these securities will not be the same
as their market value.

The general rule that should be followed for.transfers Is that
the fund balance and the marketable securities should be
transferred at their recorded cost or carrying value. It should
be yuickly pointed out. however. that the fair market value
of the secunities being transferred should be equivalent to
the total market value of the units owned by the fund being
transferred In other words, the fynd balance and the secu-
rities transferred are recorded in the new pool at the same
COsts as they were recorded 1n the old pool, but the amount
of securities being transferred 1s determined by the market
value of the units owned by the fund,being transferred.

In recording these transfers, the differences -between the cost
of the fund and the cost of the securities 4s either debited
or credited to the gain or loss account on the old pool with
Just the opposite entry being made on the neéw pool.

Again, however, 1t should be emphasized that the: amount
of cash or securities transferred from the first pool is deter-
mined by the total valug of the units owned by the find
being transferred. : '

In determining the distribution of income earned by a pool
during the year. the average number of umits outstanding
during the year is divided intu the total income carned. The
resultant amount 1s the llnCch per unit which s used to
calculate the total income each fund 1p the pool, has earned’
In computing the average number of units outstanding, either
the total unis at the beginning of the month or the end of
the month can be. used. Using the month end lolall seems

4
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to be the most often used method and results 1n additions
getting a full month’s inceme for the month 1n which they
-swere made and withdrawals getting no income tor the month
during which they were withdrawn. If the beginning ot the
month fotals are used. just the opposite income distribution
results* <o .
Performdnce Evgluation

« .

‘ F\aluating the performance of a givgn myvestment pool which
15 using the Unit Method for recording additions and with-

. drawals 15 gquite simpie By comparison of the unit value at
the beginning of any period with the umt value at the end
of the period the increase or decrease value can be ascertained.
This figure can be converted nto a percentage for companson
with other pools or indexes By adding the average income
earned by each uait to the increase or decrease in the unn
value, the total return of the pool can also be calculated and
conmverted to a percentage for comparison purposes

Number of Investment Pools

Often the yuestion 1s asked. how many investment pools
should a college "or university have” While it 1s not the
point of this report to discuss the proper number that any
particular igstitution should have. it should be noted that
by using thcg Unat <Method for recording transactions. the
"number of pools can-be determined solely by investment
reasons. It is no longer necessary to maintain separate in-
vestment accounts in order to accurately account for income
and gains and losses for an individual fund.

o

2

Records N

The only addittondl record that needs to be maintained under
the ¢ it Method 15 a record ofithe number of units owned
by each fund 1v/a particular m\j;tmen{ pool If fund balances
are computeryred. the addiion df the number of units owned
by each fu can be casily mLo‘rporated in the computer
program n the othes hand{ f fund balances are not
computerfzed a simple ledger.tet~ up for the purpose of
maigiaiming 4 record of fund ‘balances and units. can be
established without much difficulty y

As a last admonition. the Uit Method of accounting fgr
investments 1s not difficult and can be made. as simple/or
sophsticated as the institution may desire The advaniéages
which adhere to 1t. will greatly offset the efforts that 1t
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