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Measuring Financial Market Stress

he recent public debate over financial regulatory reform

has been heated and involved. Some have argued that we

need an agency charged with monitoring financial market
developments that are deemed to pose a risk to the entire financial
system—or to firms deemed systemically important. Presumably,
one of the requirements of such a systemic risk regulator would
be to measure financial market “stress.”

There are many ways to measure financial market stress. One
is to look at an interest rate spread designed to measure default risk,
such as the difference between yields on a “risky asset” (e.g., corpo-
rate bonds) and a “risk-free” asset (e.g., U.S. Treasury securities).
However, financial stress can also arise in other dimensions. One
type of risk prominent in the recent financial crisis was the inability
of many financial institutions to secure funding to finance their
short-term liabilities, such as repurchase agreements (repos). This
type of risk is known as “liquidity risk.”!

To overcome a potential problem of focusing solely on one
indicator at the expense of others, some economists have combined
several indicators designed to measure financial market stress into
one summary variable, like an index number. A recent example of
such an index is the Kansas City Financial Stress Index (KCFSI),2
which is a measure constructed by the Federal Reserve Bank of
Kansas City that uses 11 financial market variables. However, one
potential limitation of the KCFSI is its use of monthly data. Signifi-
cant developments in the financial markets

crisis and the associated collapse in the U.S. hedge fund Long-Term
Capital Management; (ii) the decision by the Paris-based BNP
Paribas banking group in August 2007 to suspend redemptions from
three of its mutual funds with significant holdings of U.S. asset-
backed securities; and (iii) the bankruptcy of the investment bank
Lehman Brothers in September 2008. In each instance, the STLESI
seemed to accurately capture the subsequent turmoil and financial
stress. In one sense, the STLFSI and the KCFSI can be thought of
as coincident indexes rather than as leading indexes—that is, they
are designed to measure developments as they occur. In another
sense, however, they have leading indicator properties because rising
levels of financial stress, as recently seen, can portend economic
turmoil and disruption.

Although the STLFSI suggests the level of financial stress in
the markets has declined significantly since September 2008, the
stress level still remains modestly higher than average.

—XKevin L. Kliesen and Douglas C. Smith
I See Sengupta, Rajdeep and Tam, Yu Man. “The LIBOR-OIS Spread as a
Summary Indicator.” Federal Reserve Bank of St. Louis Monetary Trends,
November 2008; http://research.stlouisfed.org/publications/mt/20081101/cover.pdf.
2 See the KSFSI at www.kansascityfed.org/home/subwebnav.cfm?level=3&the
ID=11150&SubWeb=10681.
3 See the online appendix at http://research.stlouisfed.org/publications/net/
NETJan2010Appendix.pdf for more details about the construction of the STLFSI,
the data series used, and an interpretation of the scaling of the vertical axis.
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