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The Bank for International Settlements (BIS) singled out Canada in its latest ETeI 1.780.409.7735
quarterly (March 2018) report. Canada’s economic and financial data breached four : .. 780 4097777
categories of Early Warning Indicators for systemic banking crises, earning two red : www.TheMacBethGroup.com

flags and two yellows.
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banking crises and has identified factors that show up prior to serious problems in : Tel. 780.409.7740

the banking systems of a country. :
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Is it dangerous to ignore the BIS warning?

Canada was the only country covered to breach the EWI threshold in four
categories.


https://www.bis.org/publ/qtrpdf/r_qt1803e.pdf
https://www.bis.org/publ/qtrpdf/r_qt1803e.pdf
http://www.themacbethgroup.com/

Early warning indicators for stress in domestic banking systems

Credit-to-GDP gap Debt service ratio Househald DSR Crass-border claims

(DSR) to GDP
Australia -81 ol 10 213
Brazil -64 0.9 05
Canada 0.7 EEN b
Central and eastern Europe* -125 -19 11.4*
China =279
Finland =532 09 [1F.] -224
France 40 16 0.5 27
Germany =21 -16 -19 649
India -78 0.5 =306
Indonesia [ 0.5% =109
ltaly -180 -12 0.0 108
Japan 76" -18 =10 20.5*
Korea -13 01 _ -1349
Malaysia a0 0.4+ -16
Mexicao 62 11 1749
Morway -10 -0.3 11
South Africa -22 0.0 =0.3 221
Spain =507 -316 -16 =195
Sweden =112 04 11 -19
Switzerland e 0 75
Thailand B.7* -0.6 -16.6
Tukey 4 __ 12
United Kingdam -17.7 -13 0.8 06
United States -69 =11 -15 =152
egond | CeduSPgap0  DSRals  DSRald  XBcaimsad
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The threshold for red (amber) cells minimizes false alarms conditional on capturing at least two thirds (90%) of historical crises with a
cumulative three-year prediction horizon (see Table 2 and Tables AZ-A6 in the Online Appendix). Asterisks highlight a signal of the combined
indicator when property price gaps were above 11 at some point during the last three years (see Table 3).

! Simple average of CZ, HU and PL.

Sources: IMF, Internotional Finonciol Stotistics; national data; BIS credit to the non-financial sector, locational banking and property price
statistics; authors” calculations.

Source: Bank for International Settlements

The BIS has done research several EWIs to determine if there are reliable signs
that show up prior to a banking crisis. They have data going back to 1980 for the
Credit-to-GDP gap, while in other categories such as Debt Service Ratio the data
are available back to mid-1990s.

Researchers at the BIS found that combining the indicators of household debt and
other factors with property prices improved the quality of the EWIs. The asterisk
beside each of the four values beside Canada in the table indicate that the property
price gap threshold was breached within the three years prior to the breach of any
of the warning indicators.

My weekend note, “Canada gets another warning” covering the BIS March 2017
quarterly review, shows that the property price gap threshold was breached then.
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More recently Canada’s vulnerabilities have been increasing due to the rapid
increase in liabilities in the private sector, that include all non-financial sector credit.
This means both households and corporations have been borrowing more, going
deeper into debt. It’s interesting to note that Australia has been reducing the amount
of private sector debt as a percent of GDP while Canada’s continues to increase, :
albeit at a slower pace. :
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Source: Bank for International Settlements
Page A23 of the March 2018 quarterly BIS report.

Another category in the 2018 quarterly report that flashed a warning signal is the
Debt Service Ratio (DSR). DSRs measure interest payments and mortgage
amortizations relative to income. As debt increases the ability to service that debt
deteriorates unless income rises faster than debt.

According to BIS the total DSR has the best predictive ability closer to a crisis, while
the property price gap tends to become less predictive closer to a crisis. In other
words, the property price indicator is early while the DSR is triggering a warning just
prior to the crisis. From page A29 of the March 2018 report:
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Source: Bank for International Settlements -

This indicator is the deviation from “country-specific mean” which means Canada is
compared to Canada in the past. Here’s what the BIS says about this indicator:

“The DSR reflects the share of income used to service debt and has been
found to provide important information about financial-real interactions. For

one, the DSRis areliable early warning indicator for systemic banking crises. a
Furthermore, a high DSR has a strong negative impact on consumption and
investment.”
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As interest rates are likely to continue to rise for the foreseeable future, the debt
service ratio can only get worse. The BIS uses the average interest rate on debt to
estimate the ability to service that debt.

It's interesting to see reaction from Canadian economists to this warning from a
reputable international regulatory body. Here’s one example from last week:

In_a Globe and Mall article on March 19, 2018 Avery Shenfeld, a Canadian
economist working for CIBC disputed the report.

Among other things he took issue with the BIS methodology, saying that interest
rates are “miles below their longer-term levels”. He continued with “mortgage
arrears rates in Canada continue to dive”.

Canadians who are worried about their debt are advised to value the opinion of the
BIS over economists who follow the long-standing tradition of brushing off warnings
with the attitude — ‘it can’t happen here, we’re special’.
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https://www.theglobeandmail.com/report-on-business/cibc-economist-disputes-report-warning-of-risks-to-canadas-banking-system/article38308311/

