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THE OUTLOOK FOR CONSUMER INSOLVENCY IN CANADA

There hasbeen asharp increasein persona insolvencies
in recent months, reflecting the impact of the severe re-
cession. The natural questions are: first, whether the in-
crease in insolvency has been sharper during the current
downturn than in past recessions; and, second, how many
Canadians are at risk in the coming months? The latest
trends suggest that the rise in insolvency is slightly faster
than the experience in the early stages of the 1990/91 re-
cession, but the absol ute number of insolvenciesissignifi-
cantly higher, even adjusting for population growth since
thelast downturn. Intermsof the outlook, asimple model
of consumer insolvency suggests that the key drivers of
consumer bankruptcy are unemployment and personal in-
debtednessasashare of personal disposableincome (PDI).
In terms of these factors, the economic downturnislikely
to see the unemployment rate climb to 10% in the early
part of 2010 —reflecting the lagged nature of thisindicator
that will continue to increase even when the economic re-
covery has taken hold. Meanwhile, the persona debt-to-
PDI ratio is also likely to increase, as personal liabilities
continue to grow, albeit at a slower pace than in the past,
and as personal disposableincome (PDI) growth advances
at ameagreratein 2009 and 2010. These forecastsimply
that personal insolvency will advance sharply in the quar-
tersahead, with theratio rising from the prevailing 4.3 per
1000 individuals (over the age of 15) to closeto 6 per 1000
in2010. Theimplicationisthat arecord 150,000 to 160,000
Canadiansarelikely to experienceinsolvency in both 2009
and 2010.

Defining Insolvency

As a starting point, one needs to understand exactly
what personal insolvency means. Consumer insolvencies
are the sum of consumer bankruptcies and consumer pro-
posals.
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HIGHLIGHTS

* Rising unemployment and heightened house-
hold debt will drive a substantial increase in
consumer insolvencies (combining both bank-
ruptcies and consumer proposals) over the
next two years.

 Based onthesedrivers, we anticipate that con-
sumer insolvencies will rise to near 6
insolvencies per 1,000 persons — or around
150,000 to 160,000 — during each of 2009 and
2010.

* Relativetoinsolvencies in past years, insolvent
consumers today are much deeper in debt —
carrying higher liabilities in absolute dollar
terms and relative to their assets.

e As the future economic recovery takes hold,
insolvencies will diminish, but they will not re-
turn to the levels before the downturn.

Bankruptcy isalegal processthat isconducted through
atrustee that alows financially distressed individuals to
eliminate someof their unmanageablefinancial obligations.
Under bankruptcy, any unsecured credit obligations can
be written off, but it does not affect secured loans (such
as home mortgages and auto loans) where the creditor
hasaclaim against the property. Declaring personal bank-
ruptcy istraditionally alast resort, asit influencesthe avail-
ability and price of credit for years thereafter.

An aternative to personal bankruptcy was introduced
in 1990s, which is referred to as consumer proposals. A
proposal can be undertakenif anindividual oweslessthan
$75,000 in consumer debt, not including the mortgage on
their principal residence. Theprocessiscarried out through
atrusteeand it allows arenegotiation of thefinancial obli-
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gations of the individual. For example, changes can be
negotiated over how much of the credit will berepaid and/
or the timing of the repayment.

In either proposals and bankruptcies, anindividual’sli-
abilities exceed their assets. However, the character of
insolvency differs markedly between the two routes. For
2008, individuasfiling consumer proposalson average had
liabilitiesin excess of assets by approximately $9,000 and
$0.91 of assets for each dollar of liabilities. In contrast,
individualsfiling for bankruptcy had averageliabilitiesin
excess of assets by approximately $39,000 and $0.51 of
assetsfor each dollar of liabilities.

Trends in bankruptcies and proposals prior to the
currentrecession

Even before the recent economic downturn, there was
arisingtrendin personal insolvency. Bankruptciesclimbed
from 0.5 per 1000 individualsin the mid-1970sto close to
above 1 per 1000 in the late 1980s. During, and in the
wake of, the 1990-91 recession, bankruptcies soared with
the ratio jumping to amost 3 per 1000. When the eco-
nomic recovery subsequently unfolded, the incidence of
bankruptcy did not decline. In the 1996/97, there was a
temporary rush of bankruptcy filingsin advance of achange
in the treatment of student loan obligations. When that
effect waned, bankruptcies remained relatively stable in
the 3 to 3.5 per 1000 range in the late 1990s and 2000s.
However, the incidence of insolvency continued to rise,
dueto theintroduction and increased use of consumer pro-
posals. Asaresult, personal insolvency was around 4 per
1000 individuals just prior to the recent economic down-
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turn.

In 2008, personal insolvencies soared as the recession
approached and then took hold, rising 14% year-over-year.
The increase was broadly based, with a 17% increase in
proposals and a 13% increase in bankruptcy filings. The
trend accelerated further in early 2009. In February 2009,
personal insolvencieswere up astaggering 28% year-over-
year, supported by a 38% surge in proposals and a 25%
jump inbankruptcies.

A natural questioniswhether the sharp increasein bank-
ruptcies and proposals was different this economic cycle
than in past recessions? Historica comparisons are re-
grettably problematic. Proposals did not exist during the
1990-1991 recession. However, theincreasein filingsfor
just bankruptcy heading into the 2008 recession was com-
parable with the last recession. The increase in personal
insolvencies (bankruptcies plus proposals) has been faster
than personal bankruptcies in the early 1990s, but thisis
not entirely an equivalent comparison. Some of the recent
consumer proposals would have likely been bankruptcies
in the 1990s recession, but not all of the proposals would
have resulted in bankruptcy. This suggeststhat the recent
rise in consumer insolvency isonly modestly greater than
during the prior recession. Two other historical observa
tionsarethat it isnot surprising that insolvencies started to
rise significantly before the recession took hold, and
insolvencies are likely to continue to climb in the months
ahead.

Key drivers to personal insolvency

In order to understand the above mentioned trends, itis
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useful to establish the major economic driversto personal
insolvency. Although many factors have aninfluence, the
two most significant influences are the unemployment rate
and personal indebtedness as a share of personal income.

The unemployment rate has apowerful cyclical effect.
Unemployment rises sharply during recessions, and Cana-
dians have greater difficulty meeting their financial com-
mitments when this occurs. Thisisakey reason that per-
sonal bankruptcy increased considerably during the 1990-
91 recession, and it is a major explanation why personal
insolvency isrising today.

The other key driver ispersonal indebtedness. Itisthe
structural increasein the personal liability to personal dis-
posableincome (PDI) ratio that appearsto explain theris-
ing trend in personal insolvency over time regardless of
the state of the economy. Theimplication isthat individu-
als have become steadily more leveraged over the past
many years and that increases the odds of running into
problems meeting financial commitments regardless of
economic conditions.

The chart below shows the results of a very simple
model that relates changesin personal insolvency to move-
ments in the national unemployment rate and to personal
indebtedness. The model also seems to explain well the
recent surgeininsolvencies. The unemployment rate went
from alow of 5.8% in January 2008 to 8.0% in March of
2009. Meanwhile, the debt-to-PDI ratio climbed to arecord
high last year. There was also a very strong correlation
between the number of individual sentering insolvency and
their excessof outstanding liabilitiesrelativeto their assets
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TOTAL DEFICIENCY OF INSOLVENT
CANADIAN CONSUMERS
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(defined asthe“deficiency”), again highlighting theimpor-
tance of indebtedness as a driver of insolvency. That is,
insolvent individual stoday arecarrying higher levelsof debt
and have a much greater average “deficiency” (liabilities
minus assets per insolvency) than in the past.

Bankruptcies and proposals to increase sharply in the
coming months

Given the economic rel ationships, the question becomes
what is the outlook? The key economic drivers point to a
further significant increase in personal insolvencies. The
national unemployment rate is expected to riseto 10% in
early 2010. Furthermore, even after unemployment peaks,
the subsequent decline in the unemployment rate will be
gradual. TD Economicsis forecasting an unemployment
rate of 9.5%in 2011, droppingtoonly 7.8%in 2013. Mean-
while, the personal debt-to-PDI ratio is expected to rise
further. Personal disposableincome growth isforecast to
slow from 6.0% in 2008 to a mere 0.6% in 2009 and re-
cover to only 1.9% in 2010. Personal liability growth is
also projected to moderate from the 11.6%in 2008, but itis
expected to advance at 6.6% in 2009 and 2.5% in 2010.
We project that debt-to-PDI will continueto climbin 2011
to 2013, though at a more moderate pace.

These forecasts are consistent with personal
insolvenciesrising to almost 6 per 1000 individualsin 2010.
The number of personal insolvenciesislikely to risefrom
theamost 116,000 in 2008 to the 150,000 to 160,000 range
in both 2009 and 2010. Furthermore, with levels of high
unemployment persisting after recovery takeshold and debt-
to-PDI remaining at all-time highs, insolvencieswill likely
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remain elevated above 5 per 1000 individual s—equivalent
to around 140,000 to 150,000 insolvencies per year.

Thefact that the economic downturn will befelt across
the entire nation suggests that the rise in personal insol-
vency fuelled by theincreasein unemployment will befrom
coast-to-coast. From a sector perspective, workersin the
manufacturing sector, which is bearing the brunt of the
world economic downturn, are particularly vulnerable. The
manufacturing sector accounts for 55% of Canada’syear-
over-year job losses to March. However, the increase in
personal indebtedness in prior years was neither regional
nor influenced by sector of employment, implying again
that the rise in personal insolvency will be felt across the
country.

High debt and high unemployment mean increased
insolvency risk

The combination of high debt-to-PDI and rising unem-
ployment will increase the number of insolvenciesover the

coming year. Therisein unemployment actsasacyclica
driver. Asindebted individuals become unemployed, they
can no longer service their debts and fall into insolvency.
In contrast, the high levels of personal indebtedness, as
reflected in the personal debt-to-PDI ratio, represents a
structural vulnerability. Since individuals are carrying a
greater amount of debt —in both absolute and rel ativeterms
—they have agreater risk of insolvency regardless of eco-
nomic conditions. As the economic recovery takes hold,
consumer insolvenciesarelikely to decline, which will con-
trast the experiencein theearly 1990s. However, the even-
tual retreat will not return insolvencies to the levels that
preceded the economic downturn.
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