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TECHNICAL NOTE PROPOSAL

INTERNATIONAL ACCOUNTING STANDARD IAS 2 INVENTORIES

BACKGROUND

1. As a result of the meeting of the Central Bank Accounting and Budget

Committee held between July 11 and 13, 2005 in Brazil, the representatives of
the Central Banks of Argentina, Brazil, Chile, Guatemala, Peru and Uruguay,
with the representative of Banco de Espafia attending as a guest, agreed to
thoroughly analyze the application of some International Accounting
Standards which have been reviewed and are currently contained in the
International Financial Reporting Standards (IFRS), in order to prepare
technical notes that contribute to the improvement of the position of central
banks as regards the application of the IFRS when difficulties are
encountered for said purpose.

The selected Standards were IAS 2, 7, 14, 21, 32, 37 and 39, and the Central
Reserve Bank of Peru was responsible for the preparation of a technical note
on the application of IAS 2 Inventories, regarding management of gold
holdings.

The following is indicated in the minutes of the last meeting of the above-
mentioned Committee, in subheading about considerations on specific IFRS:

IAS 2 and IAS 39 - A part of gold is a monetary asset and another, as coin
collections, for example, is treated as non-monetary assets. In its accounting
the IMF treats it as a non-monetary asset by applying IAS 2. In the payment
balance manual if there is “good delivery”, gold is then treated as a monetary
asset. However, IAS 39 does not allow treating gold as a financial asset.

Gold as a reserve asset

For years the old gold standard used to force central banks to support the
issuance of circulating money with gold holdings. Paper money was
convertible into gold according to a fixed rate. The development of the
banking and credit system, as well as the need for circulating money during
the First World War led to having amounts of money in circulation that were
higher than the gold stock, which resulted in the gradual abandonment of the
standard, to such an extent that no nation in the world uses said standard
nowl.
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However, gold is still an important part of the reserve assets of most central
banks in the world? as a way to diversify their portfolios or as a hedging
against the United States Dollar.

Some estimations show that about 20% of all the gold in the world is kept as
reserves by central banks3.

Gold is an internationally accepted means of payment, as proven by the fact
that in September 1999 the central banks of the main gold-holding countries
declared to be in favor of establishing, among other subjects, that gold is an
important element of their overall monetary reserves. This pronouncement,
which is subject to review every five years, was reaffirmed in March 2004.

In Latin America, the average gold holdings as of December 2005 amounted
to 34 tonnes, with a relative average weight of 54% of total international
reserves.

Gold holdings in Latin America
(As of December 2005)

Percentage of
Country Tons Reserves

Venezuela 357,4 18,1%)
Argentina 54,8 3,3%)
Peru 34,7 3,8%)
Bolivia 28,3 26,6%)
Ecuador 26,3 20,1%)
Brazil 13,6 0,3%)
Colombia 10,2 1,1%)
El Salvador 10,1 8,1%)
Guatemala 6,9 2,8%)
Mexico 3,2 0,1%)
Trinidad and Tobago 1,9 0,7%)
Honduras 0,7 0,5%)
Dominican Republic 0,6 0,5%)
Uruguay 0,3 0,2%)
Chile 0,2 0,0%)
Costa Rica 0,1 0,0%)
Average: 34,33 5,4%)

Source: Prepared from Information from the World Gold Council,
www.gold.org; prepared from International Financial Statistics of the IMF.

The average of gold holdings as a percentage of the reserves kept by Latin
American central banks is more than half of the average worldwide,
amounting to 9.2%. These percentages are indicative of a certain relevance of
gold in their investment portfolios.

110 of the 184 members that provide information to the IMF declare they have gold holdings. Of the
other 74 members, some declare that they do not have any holdings whatsoever and others do not
disclose information in this regard.

www.gold.org / value/reserve_asset / gold_as / background.html.



II. SUMMARY OF INTERNATIONAL ACCOUNTING STANDARD IAS 2
INVENTORIES

IAS 2 Inventories, was reviewed in December 2003 by the International
Accounting Standards Committee, being applicable since January 1, 2005.

Purpose

The purpose of IAS 2 is to rule on the accounting treatment of inventories. A
central subject of inventories accounting is the amount of the cost that should be
recognized as an asset and to be deferred until relevant ordinary revenues are
recognized.

Scope
IAS 2 is applicable to all inventories, with the exception of:

(@) work in process derived from construction agreements, including directly
related service agreements.

(b) financial instruments; and

(c) biological assets related to the agricultural activity and agricultural products
at the harvest or collection point.

Definitions

Inventories are assets:

(a) owned to be sold in the normal course of operation;

(b) in the process of production in connection with said sale; or

(c) in the form of materials or supplies, to be consumed in the production
process or in the provision of services.

Net realizable value is the estimated sale price of an asset in the normal course of
operation less the costs estimated to complete their production and those
necessary to carry out the sale.

Fair Value is the amount for which an asset can be exchanged or a liability written
off, among interested and duly informed parties performing a transaction at
arms-length.

Measurement of inventories

Inventories should be valued at the lower of: the cost or the net realizable value.
The cost of inventories should comprise all costs of purchase, costs of conversion
and other costs incurred in bringing the inventories to their present condition

and location.

The acquisition cost of inventories should comprise the purchase price, import
duties and other taxes (which are not subsequently recoverable from the tax



authorities), transportation, storage and other costs directly attributable to the
acquisition of merchandise, materials or services. Commercial discounts, rebates
and other similar items should be deducted in order to determine the acquisition
cost.

Cost formulas

The cost of inventories of those products that are not usually interchangeable, as
well as of the goods and services produced and segregated for specific projects
shall be determined through the method of specific identification of their
individual costs.

The cost of inventories other than those mentioned in the preceding paragraph
shall be determined using the first-in first-out (FIFO) or the weighted average
cost methods. The entity shall use the same cost formula for all inventories
having a similar nature and use within the same. For inventories with a different
nature or use, the utilization of cost formulas that are also different may be
justified.

Recognition as an expense

When inventories are sold, the carrying amount of those inventories should be
recognized as an expense in the period in which the related ordinary revenue is
recognized. The amount of any write-down of inventories to net realizable value
and all losses of inventories should be recognized as an expense in the period the
write-down or loss occurs. The amount of any reversal of any write-down of
inventories, arising from an increase in net realizable value, should be
recognized as a reduction in the amount of inventories recognized as an expense
in the period in which the reversal occurs.

The cost of some inventories may be allocated to other asset accounts, for
example, inventory used as a component of self-constructed tangible fixed assets.
The value of inventories allocated to other assets in this way should be
recognized as an expense during the useful life of the former.

Information to be disclosed

Financial statements shall disclose the following information:

(@) The accounting policies adopted in valuating inventories, including the cost
valuation formula that may have been used;

(b) The total carrying amount of inventories and partial amounts according to
the classification that may be appropriate for the entity;

(c) The carrying amount of the inventories that may be accounted for based on
their reasonable value less the sale costs;

(d) The amount of inventories recognized as an expense during the period;

(e) The amount of inventory write-downs that may have been recognized as an
expense in the year;

(f) The amount of reversals in previous value write-downs, which may have
been recognized as a reduction in the amount of the expense on account of
inventories in the period;
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(g) The circumstances or events that led to the reversal of write-downs; and
(h) The carrying amount of inventories pledged as a guarantee for the payment
of debts.

In IAS 32 Financial instruments; Presentation and information to be disclosed;
any contract simultaneously giving rise to a financial asset in an entity and to a
financial liability or to an equity instrument in another entity is defined as a
financial instrument.

A financial asset is defined as any asset having one of the following forms:

(a) Cash;

(b) An equity instrument of another entity;

(c) A contractual right: (i) to receive cash or (ii) exchange financial assets or
financial liabilities with another entity under conditions that are potentially
favorable to the entity;

(d) A contract that will or may be settled by using the entity's own equity
instruments.

Financial liability is defined as any liability having one of the following forms:

(@) A contractual obligation (i) to deliver cash or another financial asset to
another entity; or (ii) to exchange financial assets or financial liabilities with
another entity under conditions that are potentially unfavorable to the entity;

(b) A contract that will or may be settled by using the entity's own equity
instruments.

ANALYSIS OF THE STANDARD

1. IAS 2, Inventories, establishes the guidelines for the recording and
presentation of inventories, defined as goods held by the company to be sold,
which are in the process of production or that are materials or supplies to be
consumed in the production process or in the rendering of services.

2. The standard stipulates that the IAS is not applicable to the financial
instruments.

3. Also the standard stipulates how the asset considered as an inventory is
measured, which concepts make up the cost and when it should be
recognized as an expense and which information should be disclosed in the
financial statements.

4. Problems related to its application in the accounting of central banks

a. Reserve assets are all the assets abroad, under the control of the monetary
authorities, which are readily available to finance balance-of-payment



imbalances*. The IMF only considers monetary gold (readily available and
negotiable) as reserve asset’.

b. Gold holdings kept by central banks may be classified as monetary and
non-monetary gold®. “Good delivery” gold bars are those that may be
freely traded in the market and be considered monetary gold. Gold
holdings that do not qualify as “good delivery” and gold coins and other
gold objects would be considered non-monetary gold.

c. The problem contained in this technical note is whether gold holdings kept
by the central banks, both in terms of “good delivery” bars and collection
coins and others shall be considered as a financial instrument or as
inventories.

d. IAS 2 indicates as a definition of inventories the assets owned in order to
be sold in the normal course of operation. Generally speaking, the
inventories kept by the companies as a part of the business line represent
the corporate purpose of the entity; i.e. the purchase or production of a
good for subsequent sale at a higher price to obtain a profit.

e. Instead, central banks keep gold holdings as an international asset that
may be used to make payments abroad, as an investment that generates
profitability for them or with numismatic (coin-collecting) purposes to
commemorate important events.

f. IAS 39 is aimed at establishing the accounting principles for the
recognition and measurement of financial assets and liabilities. The IMF
considers monetary gold a financial asset and, therefore, it is appropriate
to keep it in the accounting records in accordance with the former’s
standards.

g. The inventories concept established in IAS 2 fails to indicate that the assets
held by a company may be kept as an investment or used as an
internationally accepted means of payment.

h. The IMF, which has a large amount of gold bars has a conservative
accounting policy regarding gold holdings, since this could influence the
market and obtain enormous profits arising from price fluctuation.

On the other hand, after 1978 the monetary role of gold was eliminated
from the articles of the IMF agreement, thus eliminating gold as a basis for
valuating SDR (Special Drawing Rights) and restricting the transactions

IMF — Balance-of-payment manual (5th edition)

IMF - Balance-of-payment manual (5th edition) mentioned in “International reserves and liquidity in
foreign currency— IMF " paragraph 75

It should fulfill several technical specifications, for example, it must have a 995/1000 purity degree.



the Fund can carry out with its gold holdings. The IMF cannot be a party to
a gold loan transaction or swap, use it as a collateral or sell gold, unless
85% of all the votes of the member countries approve the sale.

The IMF values its gold holdings at historical cost through the specific
identification method, taking also a conservative approach to the
recognition of the profit that it may obtain on the sale, since these are
recorded in the SDA (A “funding” account to assist member countries that
are affected by problems of low income) and not in the GRA “equity”
account (where contributions and movements related to credits extended
to member countries are recorded)’.

i. The European Central Bank values gold at the market price prevailing at
the end of the period and makes no distinctions between price and
exchange rate differences, the valuation difference being recorded in a
single account, based on the Euro price of the gold ounce, which is derived
from the exchange rate of the Euro against the United States Dollar
prevailing at the closing of the period.

j- On the other hand, some central banks often mint commemorative coins
and gold medals that because of their added value cannot be valued on the
basis of the international metal prices and cannot be taken as a unit of
exchange.

These coins and medals are generally sold by central banks and acquired
by collectors.

IV. ALTERNATIVE PROPOSAL FOR A GENERAL FRAMEWORK OR

ACCOUNTING CRITERIA

1. As stated above, gold holdings of central banks can be segregated into two
parts:

a. In bars, as a part of international assets (monetary gold)
b. In collection coins and medals and bars not considered monetary gold.

2. Gold bars, which are a part of international assets of central banks should not
be treated as inventories, since they are not managed with the same criteria as
that stated in IAS 2, Inventories. Although IAS 39 does not stipulate that gold
can be treated as a financial asset, these gold holdings of central banks are
more similar to this concept than to that of an inventory.

3. If gold bar holdings are considered a financial asset, then they must be
classified into one of the categories stated by IAS 39; namely:

a) Held for trading (valued at market prices with effect on profit and loss).
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b) Held to maturity (discounting the premium or discount from the purchase
at an effective rate).

c) Available for sale (valued at market prices with effect on equity).

d) Loan or receivables.

4. It is appropriate to classify gold recognized a cash asset available for sale,
since it would reflect a valuation in the balance sheet, in accordance with its
account unit attribute and means of payment and, at the same time, its
changes would not have a direct impact on the statement of profit and loss.
These would correctly reflect that the intention to maintain them is not to
have an asset to trade in the short term but to keep it available in order to
make payments at any time.

5. As regards gold not maintained as monetary gold, such as commemorative
coins or medal collections, bars not qualified as monetary gold and others, the
most advisable step to take is to classify it as inventories, by applying the
rules indicated in IAS 2.

This classification is based on the fact that these assets do not fulfill the IMF’s
concept of reserve asset and, therefore, these should not be classified as a
financial asset.

V. CONCLUSIONS

1. Central banks can use “good delivery” monetary gold bars as a collateral for
loans or as a means of payment and, therefore, this does not match the IAS 2
inventory concept but, rather, as a financial asset that is recorded as an asset
available for sale.

2. It would be more appropriate to consider non-monetary gold denominated in

collection coins and medals as an inventory and regulate it according to the
guidelines provided in IAS 2.
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