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T he authorities at the Fi n a n c i a l
Accounting St a n d a rds Board
h a ve not been eager to lay

d own specific guidance for assessing
hedge effectiveness—a critical pre re q-
uisite for special hedge accounting
t reatment. In most cases, they want to
l e a ve it up to the people perf o r m i n g
and auditing the test to determine
what makes sense for them. As a re s u l t ,
t h e re will likely be a variety of
a p p roaches that will be used, and audi-
tors will have to evaluate each new
method on a case-by-case basis.

And that raises cause for concern.
The basic idea behind the standard

is that gains or losses in deriva t i ve s
should offset changes in fair values or
cash flows. The problem, howe ve r,
comes when it’s time to assess whether
a particular hedge is effective .
Although it’s never explicitly stated in
the documentation, there’s a wide-
s p read assumption that a hedge should
pass if it can satisfy an “80/125 test.”
Ac c o rding to this criterion, the meas-
u re of the results of the deriva t i ve re l a-
t i ve to the gain or loss on the hedged
item ideally should be 1 to 1, but a
range from 0.80 to 1.25 is acceptable.

While that standard may seem to be
reasonably generous, it tends to bre a k
d own quite easily; as a result, even we l l
p e rforming hedges can quickly fall out
of hedge effectiveness and thus be
denied hedge accounting.

L e t’s take, for example, a situation
w h e re the value a $1 million item
changes by $5 dollars, but the value of
the offsetting hedge changes by $10.
The price changes are negligible, but
the dollar-offset ratio—five divided by

ten—falls well beyond the 80–125
band. Denial of hedge accounting in
the current period makes little differ-
ence, in that the price effects are negli-
gible, but suppose we get kicked out of
hedge accounting and n e x t period a
significant price change occurs. T h e n
we’re in tro u b l e .

T h e re is a way out of this conun-
d rum. If you fall out of the 80–125
range, FASB will still permit hedge
accounting, provided you redo the
e f f e c t i veness test using some statistical
analysis and methodology. How the
test should be constructed, howe ve r, is
not specified, although FASB does
offer some guidance in an example of a
firm seeking to hedge an exposure to
natural gas prices.

In the example, the “hedged item”
is natural gas located in West Te x a s ,
and a deriva t i ve used to hedge the
e x p o s u re is based on a price at the
He n ry Hu b. To validate the “highly
e f f e c t i ve expectation,” all that is
re q u i red (according to the discussion
in FAS 133, paragraph 75) is show i n g
that the two re s p e c t i ve prices (in this
case, the price in West Texas and the
price at the He n ry Hub) are highly
c o r related. 

W h a t’s tricky is that showing that
two price l e ve l s a re highly corre l a t e d
offers no statistically valid information

about future prices c h a n g e s . That is,
e ven though price levels may be high-
ly correlated, price changes may not
be; hence, after doing this analysis on
price levels, we really don’t have a clue
about whether the price c h a n g e s w i l l
p e rform in an acceptable way. In fact,
e ven though price levels may be high-
ly correlated ex ante, people should be
p re p a red for the fact that, ex post, t h e
80–125 rule will likely be violated
quite often—perhaps as much as 50
p e rcent of the time.

T h e re does seem to be a consensus
among those with statistical expert i s e
that correlating price levels is a flawe d
m e t h o d o l o g y, given that the assess-
ment of hedge effectiveness is sup-
posed to be indicative of the way

d e r i va t i ves results will offset c h a n g e s i n
cash flows or fair values. As a conse-
quence, it’s not clear that audit firms
will qualify this analysis. Some may,
but others may not. Essentially, the
audit firms are in the same bind as
their clients. And it’s a bind that FA S B
seems unwilling to re s o l ve .

Ira Kawaller is president of Kawaller
& Co, a financial consulting company,
and a member of the Fi n a n c i a l
Accounting St a n d a rds Board’s
De r i va t i ves Implementation Group. He
can be contacted at kawaller@idt.net.
D S

THE 80/125
PROBLEM
Ira Kawaller explains why the most common effectiveness 
test is statistically incorrect.

The standard for the measure of the derivative relative to
the gain or loss on the hedged item breaks down quite
e a s i l y. Even well performing hedges can fall out of hedge
effectiveness and thus be denied hedge accounting. 


