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Plan of the discussion 

• Lessons from the crisis
• Defining financial stability
• Institutions charged with promoting it 
• Data and analytics needed to assess and 

monitor vulnerabilities
• Risks
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Financial Crisis

Lessons from the financial crisis

The crisis revealed deficiencies in our understanding of vulnerabilities in 
the financial system.  Among them:

• The extent of leverage and maturity transformation;
• The movement of financial activities from banking to 

presumably less resilient and more lightly regulated markets 
and entities; 

• The potential for disruptions to spread across interconnected 
companies and markets; and,

• The potential for shocks to disrupt the functioning of the 
financial system and impair the economy.
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Financial Crisis

Lessons from the financial crisis

The crisis also revealed deficiencies in the data available to monitor the 
financial system:

• Too limited in scope or do not exist
• Of poor quality
• Not accessible
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Can we predict or prevent crises?

Lessons from the financial crisis

• Oversight traditionally focused on individual financial institutions and 
markets — important to assure safety and soundness, as well as 
market integrity and investor protection. 

• But the crisis underscored the need to identify risks across the 
financial system.

• We cannot predict or prevent financial crises.  But we can make the 
financial system more resilient.  And we can prepare for them.  
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Financial Stability

Financial stability is about resilience

• Financial stability occurs when the financial system provides its basic 
functions even under stress.

• We identify six such functions: (1) credit allocation and leverage, (2) 
maturity transformation, (3) risk transfer, (4) price discovery, (5) 
liquidity provision, and (6) facilitation of payments. 

• Threats to financial stability arise from vulnerabilities in the financial 
system — failures in these functions that are exposed by shocks. 
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Financial Stability

Resilience has two aspects: 

1. Does the system have enough shock-absorbing capacity so it can still 
function? and

2. Are incentives, such as market discipline or transparent pricing of risk, 
aligned to limit excessive risk-taking? 

Both aspects matter: 

• Shock absorbers are needed to buffer hits. 

• Guard rails – incentives that affect behavior – are needed to increase the 
cost of, and constrain, risk-taking that can create financial vulnerabilities.
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Institutions: FSOC and OFR

The Dodd-Frank Act created the Financial Stability 
Oversight Council (FSOC) and the OFR

FSOC
• Chaired by U.S. Treasury Secretary, contains eight federal financial 

regulators and an insurance expert, as well as state regulators and 
other nonvoting members

• Mission: To identify threats to financial stability, respond to emerging 
threats, and promote market discipline

OFR
• Improves the quality, scope, and accessibility of financial data
• Assesses, measures, and monitors threats across the financial system
• Performs essential research and evaluates policy tools
• Promotes best practices in financial risk management
• Supports FSOC and its member organizations
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Data Scope: Securities Financing Transactions

First steps: Mapping the SFT landscape and pilot collections
Working with the Fed and the SEC to fill data gaps in bilateral repurchase agreements 
(repos) and securities lending activities. 

Completed pilot collections and published summary statistics. Drafting a rule for a 
permanent bilateral repo collection. 

Source: OFR analysis
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Data Scope: Shadow Banking

Money Market Fund Monitor
OFR analytical tool based on Form N-MFP data from the SEC enhances our ability to monitor 
cash and liquidity management across short-term markets and to track interconnectedness, 
funding, and liquidity risks among issuers, investors, and financial intermediaries.
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Assessing and Monitoring Threats to Financial Stability

Financial Stability Monitor

The OFR’s Financial Stability Monitor
is one tool that informs our risk 
assessment.

It is a heat map of vulnerability
indicators, organized in five
categories of risk.

Risk assessment also requires
gathering market intelligence, and
analysis of key data and specific 
vulnerabilities.
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Key Developments

Europe
Brexit itself is not a current financial stability threat. But it yet may weigh on UK 
prospects, and it has thrown existing vulnerabilities into sharp relief, especially in 
European banks.
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Key Developments

China
Escalating debt and an economic slowdown have increased risks in China 
and of spillovers to global growth.
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Operational and Cybersecurity Risks

Financial firms and the system are particularly vulnerable  

Three groups of threats: 

• Substitutability for financial services; 
• Potential loss of confidence in a financial company, 

counterparties or the system; and 
• The threat to data integrity. 

Case study: Fraudulent transactions perpetrated using the SWIFT 
messaging network raised concerns about the security of critical financial 
utility networks that include less secure counterparties or endpoints of 
the network. 
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Credit Risk

Rising credit risks: U.S. nonfinancial businesses
Years of rising debt and deteriorating credit quality have elevated corporate credit risks.
Commercial real estate prices have climbed far more than rents, increasing vulnerabilities.
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Funding/Liquidity Risk

Changes in the provision or availability of liquidity could disrupt 
market conditions and impair financial stability

Dimensions of Market Liquidity

Indicator Aspect of Liquidity Measured
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Trading volume Higher volume implies more trading, suggesting more 
opportunities to buy or sell at a given price level.

Turnover Measures the pace of trading relative to the total 
amount of a security outstanding. Higher turnover 
suggests greater availability of possible buyers.

Conventional 
liquidity ratio

Price change (impact) per dollar volume traded.

Martin’s liquidity 
index

Price change occurs per unit of volume traded. The 
higher the index, the higher the price dispersion relative 
to volume, and the lower the liquidity.
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Average rolling 
differential 

Average of rolling 5-day windows of absolute 
percentage price change (from lowest daily low to 
highest daily high of 5 days) per unit volume, adjusted 
for market capitalization.

Average daily 
share price impact 

Captures the average of the daily price impacts over a 
given sample period. 

Average trade 
price impact 

Captures average absolute percentage of price change 
across all trades.

Microstructure 
invariants

Measures the impact of a standardized quantity of 
order flow in a consistent way across markets.

Indicator Aspect of Liquidity Measured
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Short-term 
reversals

Uses returns on a contrarian long-short 
strategy to estimate the cumulative impact 
of short-term price reversals due to noise 
traders’ transitory effect on dealer 
inventories.

Quantity 
structure of 
immediacy

Estimates immediacy costs separately for 
purchase and sale orders as the price 
deviation needed to induce a dealer to 
transact immediately for the full amount 
of an order.
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Published bid-
ask spread

Measures costs that market participants 
pay for "immediacy."

Implied bid-ask 
spread

Infers the effective spread from the 
autocorrelation that arises as an artifact of 
prices “bouncing” randomly between bids 
and asks. 

Bid-ask spread 
decomposition

Decomposes the bid-ask spread into order 
processing, inventory, and adverse 
information costs. 
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Risks of Asset Fire Sales and Runs

Reforms have increased the resilience of short-term wholesale funding markets, 
but incentives still exist for runs and asset fire sales during periods of stress
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Market Risk: Volatility and Rates 

Persistently low volatility and low interest rates create reach-for-yield 
incentives to extend leverage and risk positions. The recent reversal 
in bond volatility and yields will challenge those positions.  
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