In this piece, | will discuss a little-followed, but valuable market indicator called the "St. Louis Fed
Financial Stress Index." According to the St. Louis Fed, this indicator was created in 2010 after
economists sought a better way to track U.S. financial system stress in the wake of the 2008
financial crisis. This index uses 18 weekly data series:sseven interest rate series, six yield spreads
and five other indicators (mostly sentiment-related indicators). When the index is very high (such as
in 2008), it means that the U.S. financial system is experiencing a great amount of stress. When

the index is low (such as during an economic expansion and bull market), it means that thesfinancial
system is experiencing a low amount of stress. According to the chart below, U.S. financial system

stress is currently at record lows:

St. Louis Financial Stress Index P REAL INVESTMENT ADVICE

5.0

4.0

3.0


https://realinvestmentadvice.com/wp-content/uploads/2018/02/Financial-Stress.png
https://www.stlouisfed.org/on-the-economy/2014/june/what-is-the-st-louis-fed-financial-stress-index
https://realinvestmentadvice.com/wp-content/uploads/2018/02/Financial-Stress-Index-021318.png

Source: St. Louis Fed The table below shows the 18 weekly data series that comprise thesSt. Louis
Fed Financial Stress Index:

STLFSI Key
Labelin Chart | Series

FedFund Effective federal funds rate

Treas2y 2-year Treasury
g Treas10y 10-year Treasury
E Treas30y 30-year Treasury
: BAA Baa-rated corporate

Mlynch_High¥ld_Masterll | Merrill Lynch High-Yield Corporate Master Il Index
Mlynch_BBBAA Merrill Lynch Asset-Backed Master BBB-rated
YieldCurve_10yr3mo | Yield curve: 10-year Treasury minus 3-month Treasury

Corp_CRS Corporate Baa-rated bond minus 10-year Treasury (corporate credit risk spread)
E HighVield_CRS ;T.;:l,-;w:h High-Yield Corporate Master Il Index minus 10-year Treasury (high-yield credit risk
&
E Libor0IS.3mo S—mDth London Interbank Offering Rate-Overnight Index Swap spread (3-month LIBOR-0IS

spread)
TED 3-month Treasury-Eurodollar spread (TED spread)
CPS_3mo 3-month commercial paper minus 3-month Treasury bill (commercial paper spread (3-month))
EMBI J.P. Morgan Emerging Markets Bond Index Plus
. VIX Chicago Board Options Exchange Market Volatility Index (VIX)
§ Mlynch_ BMVI_Tma | Merrill Lynch Bond Market Volatility Index (1-maonth)
g BIR 10vr 10-year nominal Treasury yield minus 10-year Treasury Inflation Protected Security yield
- (breakeven inflation rate (10-year))
SP500_FI S&P 500 Financials Index

Source: St. Louis Fed While the common interpretation of the St. Louis Fed Financial Stress Index
is "low financial stress = good, high financial stress = bad," | have a more nuanced, contrarian
interpretation of it. Obviously, | would rather live in a low financial stress world (after all, I'm no
misanthrope!), but my belief is that unusually low Financial Stress Index readings are indicative of
the investor complacency seen during dangerous economic bubbles that ultimately lead to 2008-
like crises and their concomitant high financial stress readings. In a true free market economy, this
wouldn't necessarily be the case, but it is the case in a central bank-manipulated environment like
we've had for the past several decades. As an Austrian economist, | believe that central bank
meddling in financial markets creates massive imbalances and bubbles that lead to crises.
According to the chart below (with my comments added in red), dangerous economic bubbles form
during relative troughs in the St. Louis Fed Financial Stress Index. The late-1990s Dot-com bubble
formed when the index was at a relative low, as did the mid-2000s U.S. housing and credit bubble,
and | believe that the "Everything Bubble" is forming during the current trough. The "Everything
Bubble" is a bubble that is inflating in numerous global assets and sectors (including tech startups,
U.S. equities, global bonds, some segments of the U.S. property market, property in China,
emerging markets, Australia, Canada, and more) as a result of unprecedented central bank
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stimulus since the global financial crisis.
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Source: St. Louis Fed One of the reasons why theeSt. Louis Fed Financial Stress Index has been so
low since the 2008 financial crisis is that U.S. interest rates have been at record low levels for a
record length of time, and a full 18 out of 20 of the index's components are bond or interest rate-
related. The U.S. Federal Reserve has manipulated interest rates by keeping them extremely low,
which has led to the inflation of bubbles throughout the economy. As the chart below shows,
bubbles form during periods of low interest rates. In this case, "low" is all relative because interest
rates have been trending lower since the early-1980s, which is why asset and credit bubbles are
becoming more extreme than in the past. Most people are unaware of how extreme our current
bubble is, but it will certainly be another case of "only when the tide goes out do you discover who's
been swimming naked" (to quote Warren Buffett).
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Source: St. Louis Fed Here's an important caveat: the longer-term downward trend in interest rates
explains why the St. Louis Fed Financial Stress Index has been trending lower over the past few
decades. This is the reason why a "low" index reading in the 1990s was anything from 0.0 to 1.0,
while a "low" reading in the mid-2000s was 0.0 to -1.0, and a "low" reading after 2008 was anything
under -0.5. Without taking into account the long-term interest rate downtrend, one could make the
mistake of believing that financial stress was actually much higher in the 1990s than in the period
after the 2008 financial crisis, which is not the case.
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Source: St. Louis Fed Though the St. Louis Fed Financial Stress Index is certainly not a short-term
market timing indicator, it is a very useful tool for spotting and monitoring the development of
dangerous economic bubbles and associated investor complacency. Inevitably, some critics will
claim "the Stress Index has been low for nearly a decade and the market keeps going up...that
means there's no bubble!,” to which | will answer "no, that just means that this bubble going to be
larger and even more destructive than the bubbles we've experienced in the past.” Please
follow or add me ondwitter,Facebook, andtinkedInsto stay informed about the most
important trading and bubble news as well as my related commentary.
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