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Abstract 1

Abstract

Security investment fund is one means of portfolios by which se-
curity investors share interests and stakes. Compared to closed-ended
fund, open-ended fund (OEF) has clear superiority in institution to
better protect investors’ interest and hence makes headway in the in-
ternational capital market. In September 2001, Huaan Chuangxin se-
curity investment fund, the first OEF in China, started the offering.
Within the year that followed, groups of OEF sprang up to seventeen
and stepped on the gas fueled by sound market demand and govern-
ment policy. Besides, open-ended fund is operated and kept fit in a
long run by the incessant support of expandable capital (public sav-
ings, enterprise annuities, commercial insurance fund, social insur-
ance fund, etc.). This sun-rise industry has a great outlook on future
to reach its full potential.

The concept that quality regulation outweighs mere quantity ex-
pansion can be interpreted by means of accounting. Financial account-
ing has comprehensive, continual and systematic features, while man-
agement accounting keeps in track forecasting, decision-making,

planning, controlling, analyzing, evaluating and reporting. Making
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full use of these two can ensure a steady and lucrative increase in OEF
investment yields. Therefore, the theme of the article is accounting
which combines subjects as financial accounting and management ac-
counting concerning OEF. This article not only deals with the produc-
tion of accounting data ( accounting recognition, measurement,
recording and reporting), but also looks into principles of processing
accounting data (decision-making, early warning, controlling and an-
alyzing) in the eye of an OEF manager. It tries to set up a framework
of accounting operation for OEF.

The article is roughly divided into three parts with nine chapters.
Part I (Chapter 1 and 2) states OEF and fundamental theory of ac-
counting for OEF. Part [ (Chapter 3, 4, and 5) studies subjects
concerned in the production of OEF accounting data such as recogni-
tion and measurement of asset, recognition and measurement of in-
come, accounting report and information disclosure. Part [ (Chapter
6, 7, 8, and 9) digs into principles in the processing of OEF account-
ing data such as investment decision and management, early warning
and avoidance of risk, control and performance evaluation.

Chapter One: Fundamentals of Open-ended Fund

Acting as a financial agent, investment fund can be categorized
into closed-ended fund and open-ended fund (OEF) in terms of trans-
action. OEF has its roots in labor division and economic development
of the society; it pools small sums of money into scale to lower the to-
tal transaction cost of investment. OEF along with institution over-
tops closed-ended fund in handling issues as moral hazard .

Chapter Two: Fundamental Theory of Accounting for OEF

Accounting for OEF is formed by a sub-system for information
production and the other sub-system for information processing, in-
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cluding accounting recognition, measurement, recording, reporting,
decision-making, forecasting, control, analysis, and other managerial
modes of accounting. The accounting entity of OEF is the fund itself
which features non-materialization when compared to other regular ac-
counting entities. Accounting for OEF basically pursues to meet the
serviceability of decision-making and to profit over its operating.

Chapter Three: Accounting Recognition and Measurement for
OEF Assets

OEF assets are acquired in the process of operation and put under
fund manager’s control on the assumption that these assets can bring
profits. OEF assets are characterized as title restriction, total assets
uncontrollability, liquidity and liability. OEF measurement focuses on
choice and confirmation of measurement attributes. Fair value is used
as favorite attribute to assets measurement, because of its relevance
and reliability. The appraisement of OEF assets should be subject to
rules as objectivity, conservatism and consistency. When short of
market prices, adjustments should be made to situations that cause
conflicts between actual prices and realized prices of fund assets. This
could minimize errors in appraisement and create word of mouth for
OFEF. )

Chapter Four: Accounting Recognition and Measurement of In-
come for OEF

Economics and accounting interpret differently on the concept of
income, especially, when they react differently on unrealized capital |
gain over issues as both income recognition and measurement. How-
ever, considering China’s fledging stock market at present, we should
adhere to the accounting concept of income, say, to rank wnrealized

capital gain into a capital reconciliation item, rather than into a in-
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come item. The old adage- “A bird in the hand is worth two birds in
the bush” -is applied to the allocation of revenue: allocation of curren-
cy or in the way of re-investment. Apart from income distribution in
other companies, fund income distribution requires zero income tax,
zero stock dividends and proper share.

Chapter Five: Accounting Report and Information Disclosure
Jor OEF

Generally the main doer in accounting information ( AI) disclo-
sure is the fund manager. With regard to demand, Al disclosure
should mainly serve decision-making of both present and potential in-
vestors. On the beat of the developing world, demand for Al is ex-
panding on time, width and depth, and is likewise held back by vari-
ous forces such as scale of information demand, cost of information ac-
quirement and difference between big and small needy parties. When
it comes to supply of Al, it encompasses form, style, time and degree
of Al disclosure. Cost is the primary economic factor that strongly in-
fluences the supply of Al, other non-economic factors as the perfection
of accounting theory, the attitude of the supervisory authority, and
the impetus of the doer to disclose, etc.

Chapter Six: Investment Decision and Management for OEF

OEF investment management should be subject to rules as prof-
itability, security, liquidity, individuality, responsiveness. Account-
ing plays an important role in investment decision and management of
OEF: it supplies fund data, collects and analyses acoounting informa-
tion of listed companies, forecasts economics tendency and provides
feedbacks on investment yield to serve decision-making.

Chapter Seven: Early Warning and Avoidance of Risks for OEF

The operation of OEF undergoes two kinds of risk: systematic
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risk and unsystematic risk. Through analyzing accounting information
of market and management, the risk early warning system may locate
the indicators or signs that might lead to fund operating crisis, warn
fund manager against external market risk, diversify investment risk
of listing corporations, and avoid fund liquidity risk. In this way, it
lowers or eliminates losses. Risk early warning system (EWS) for
OEF consists of three sub-systems, namely, EWS for market, EWS
for business risk of listed companies, and EWS for liquidity risk. The
whole system takes steps to work as follows: first, to design or select
several sensitive barometers of risks; then to set up the boundary val-
ue of these barometers; third, to quantify acquired data and make
composite indexes of the fund risks; finally, to use lamp signals to
show relevant levels of risk and state of each sub-system.

Chapter Eight: Accounting Control for OEF

Internal control framework of OEF in China constitutes environ-
ment control, risk assessment, operating control, communication,
audit and surveillance, in which accounting control is the core. Inter-
nal control targets at possessing rational control rules, adequate error
alarms, secured properties, sound investment, organized risk control
system, true and unabridged accounting sources, and helpful yet
timely accounting information. These targets are tight combination,
with one leading to another.

Chapter Nine: Performance Evaluation for OEF

The internal performance evaluation ( PE) of OEF managers
and external PE of OEF investors make quite a difference in entities,
targets, objects, contents, standards, information resources and func-
tions. The basic function of internal PE is resource re-allocation, and

the essence of external PE lies in fund risk and income. Appraisal in-
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dexes of return adjusted by risk can be used to compare portfolios of
various risks. Sharpe index, Treynor index and Jensen index are
widely-used outside China. However, “downside risk” is a perfect
barometer of performance evaluation in capital market in China.
There are two cases for reference: one is the academic guidance of
conduct finance, the other is the fact U.S. Morningstar Corporation

assesses fund risk by “monthly loss rate”.

What'’s Special?

a) A new subject . No systematic research has touched the area of
accounting for open-ended fund (OEF), a new born baby in China.
This article gives an overview and tries to explain the theory and prac-
tice of accounting for OEF. References are based on research findings
home and abroad.

b) A deeper study. The article uncovers the functioning of ac-
counting for OEF and studies its postulates, objectives, elements and
environmental issues.

c) A special focus. Assets appraisement is examined in particu-
lar. Either on appraisement principles or security appraisement when
lacking market value, new suggestions are presented.

d) A better remedy. Countermeasures are given to improve exist-
ing situation in accounting information (AI) disclosure for OEF , with
respect to Al demand and Al supply.

e) A three-in-one system. The idea of early warning system
(EWS) for OFF is put forward with detailed measures stated. EWS
has three sub-systems working as an organism, i.e. early warning
sub-system of market risk, early warning sub-system of business risk

of listed companies and early warning sub-system of liquidity risk.



