October 21, 2021
 High construction activity, reduction in housing deficit
 Real estate companies expanding, indebtedness in the sector on the rise
 Increasing focus on physical climate risks; higher inflation does not worry us
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Foreword
The autumn is here, but the Swedish real estate market is definitely showing no signs of decay. In our new
edition of the Swedish Real Estate report, we find that the market remains hot, but also polarised. Pandemic
restrictions have now been lifted and stores, restaurants and entertainment venues are gradually filling up.
To some extent, people are returning to their offices. This should support the segments that have suffered
most during the pandemic, such as retail premises and hotels. At the same time, we see the trend from last
year continuing – cool on retail premises, moderate on office premises, but stronger on housing and
industrial and logistics premises.
In this edition, we shine the spot light on funding costs. Measures by central banks have lowered funding
costs and reduced the financial risk, at least in the short term. This has driven indebtedness for both
households and corporates. It is also a key reason behind the trend towards market funding on the
commercial real estate market, which in turn is contributing to the current trend for consolidation. We also
discuss what higher-than-expected inflation and interest rates would mean for the sector, and how the focus
on the management of physical climate risks is now increasing.
As usual, we take a broad approach and analyse the Swedish real estate market from a macro, credit, equity
and sustainability perspective and broaden our picture of the commercial real estate market with input from
corporate advisors at Handelsbanken. These advisors work in branches all over Sweden.
Christina Nyman
Chief Economist

Did you know that:








Insurance companies have already stopped insuring newly produced
properties in some parts of Sweden, for climate-related reasons.
On a ten-year horizon, we expect the Riksbank’s policy rate to reach
around 2 percent.
Green bonds now account for two-thirds of real estate funding in the
Swedish bond market.
Acquisitions are the single most important growth factor for real estate
companies.
The largest increase in house prices over the past year was in the
county of Jämtland.
The five-year fixed rate is now lower than the variable mortgage rate.
The stock market expects real estate values to rise.
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The housing and real estate market in a nutshell
Real estate market: hot – and
polarised
Higher inflation – what is it that
the market fears?
Coming out of the (increasingly
heavy) rain
Consolidation: Scale and capital

We foresee continued high construction activity, a
strong consolidation trend and moderate inflation. In
May 2021, our view was that the overall state of the
real estate market was almost the same. We are now
seeing lower yield requirements and a slight
increase in property values. An important
prerequisite is continued low interest rates and a
good supply of credit.

Our view for the coming year
House prices

()

Housing construction

()

Commercial real estate values

()

Real estate shares

()

Yield requirements

()

Vacancy rate

()

Market funding

()

Sustainable/Green funding

()

Notes to table: Previous assessment in brackets. The arrows illustrate our overall view and should not be taken as an assessment of local markets.
Source: Handelsbanken

HANDELSBANKEN | REAL ESTATE REPORT

4

Overview

Low risk premiums support hot real estate sector
The Swedish real estate sector is hot, supported by expectations of continued low interest rates and a strong
credit market. We expect moderate inflation going forward and only slightly rising long-term interest rates.
Higher inflation does not worry us unduly; the biggest fears relate to sharply rising risk premiums. In the
commercial real estate market, we see a continued polarisation, with industrial premises and rental housing
at the top, but also an increased demand for financing in the office segment. In our view, the trend for greater
consolidation will continue, going hand in hand with increased market funding. On the housing market, we
believe that prices may continue rising for a while yet, albeit at a leisurely pace, and we see a great need for
construction of detached houses in particular. However, we foresee the housing deficit being reduced fairly
quickly, which may pose a risk in itself. Lastly, we highlight the importance of real estate companies
evaluating their exposure to physical climate risks.
Fewer unemployed, but moderate wage growth
The Swedish, and global, economy is in the midst of
a recovery following the sudden slowdown caused
by the outbreak of the pandemic last year.
Restrictions have now been lifted, and stores,
restaurants and entertainment venues are gradually
filling up. To some extent, employees are returning
to their offices. Following a strong recovery,
particularly in industry, despite bottlenecks and
supply problems, we now expect consumption of
services to become an important driver of growth.
However, companies in several sectors are reporting
difficulties in finding personnel. We see this mainly
as a sign that demand is increasing very rapidly, and
it takes time to recruit new staff. We foresee
unemployment continuing to decrease, without
creating expectations of sharply rising wages.

The Riksbank is holding off, but nearing an exit
The inflation rate now exceeds the inflation target
(CPIF for August was 2.4 percent). However, much
of this is rising energy prices and, to a certain extent,
other pandemic-specific factors. For example, goods
and services that fell sharply in price at the start of
the pandemic, such as hotel services and

petrol/diesel, have recovered. In addition, more
retailers are now seeing the opportunity to raise
prices following a number of months of uncertainty
about the pandemic and, in many areas, weak
demand. We do not expect the current inflationary
pressure to drive up wage and inflation expectations
to a high level. Instead, we believe that inflation will
be below 2 percent for the next few years, and that
the Riksbank will therefore refrain from raising the
repo rate. On the other hand, central banks are
approaching the exit door as regards pandemicrelated measures, and the Riksbank’s forecast for
asset purchases (QE) is a finish at year-end, and a
virtually unchanged balance sheet in 2022. The
Riksbank’s QE decision will have an impact on the
supply of government and mortgage bonds, and we
expect long yields to increase gradually (read more
on this subject in the Fixed income market article).
High construction activity and stable prospects
The labour shortage in the construction sector is
increasing and is back to a pre-pandemic level, albeit
not remarkably high. At the same time, we know that
the pandemic has caused a shortage of some
commodities and materials, which has affected the
construction sector. However, according to the
Swedish National Institute of Economic Research’s
tendency survey, this is not the main restriction on
construction sector activity. Shortages of materials
(e.g. timber) have arisen as a result of unusually high
demand for renovation work during the pandemic
and the fact that some industries closed down or
reprioritised production for a period. For example, a
global shortage of steel has been reported, since
steel mills reduced their production during the
pandemic. This has led to much longer delivery
times and higher steel prices.
Building work and employment in the sector held up
surprisingly well during the pandemic, and in the first
half of the year, the construction rate increased
strongly in many segments of both residential and
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commercial real estate. In the latter category, it is
primarily industrial and logistics premises that stand
out. Thus, there has been a shift in construction
expectations this year, from negative to slightly
positive.
Peak in house prices not yet
reached – but high construction
rate will put the brake on prices

Our forecast is that housing construction will remain
at the current high level for the next few years – a
construction rate that far exceeds population growth.
This means that the housing deficit is set to
decrease. In addition to the key factors of interest
levels and credit terms, the supply of housing is
central to housing prices. We see the high
construction rate as a contributory factor to the trend
for increasing house prices slowing down. Most of
what is being built is rental apartments, however,
and we foresee a continuing shortage of singlefamily dwellings, which will keep price levels up. For
2022, we expect a continued price increase of
almost 5 percent, in the wake of low interest rates,
demographically driven strong demand for house
purchases, and the absence of political changes.

Growing sector and increased market funding
In 2021, the Real Estate Index has outperformed the
market’s other indexes. The economic recovery has
probably contributed, bringing with it an expectation
of low vacancy rates and high profit growth in the
future, alongside decreasing risk premiums. In our
view, share valuations are pricing in an expectation
of falling yield requirements for properties; at the
same time, volatility is currently high. The stock
market may be right: an unexpected increase in

interest rates would probably be needed in order to
push up yield requirements in the coming year.
Above all, we see clear yield requirement trends for
industrial premises and residential properties. Thus,
despite our view of long yields increasing slightly, we
believe that yield requirements may remain at
around their current levels, or continue to decrease
in some segments in the short term. As regards the
values of the underlying properties, these are
generally much more stable than the share
valuations. We see a continued polarisation in the
sector, although segments that have suffered most
during the pandemic, particularly retail and hotel
properties, are seeing an improvement now that the
restrictions have been lifted. However, we believe
that vacancy rates may remain higher than before
the pandemic for both retail and office premises,
owing to the structural trends of working from home
and a higher degree of e-commerce.
Share valuations reflect an
expectation of decreasing yield
requirements for properties

The corporate bond market remains strong, despite
concern about Chinese real estate developers and
plans for tapering by the US Federal Reserve. So far
in 2021, credit spreads have been low and stable. At
the same time, we have a continuing trend of an
increasing share of Swedish real estate companies’
funding coming from euro-denominated bonds.
Crises and new risks may flare up suddenly
In recent times, the problems of the giant Chinese
property developer Evergrande have shaken up the
Chinese real estate market and sent shock waves
through the real estate sector on the world’s stock
markets. At the same time, the problems relating to
the cement manufacturer Cementa have created
clear short-term risks in construction companies’
supply chains. In our assessment, neither of these
two companies will create major turbulence on the
Swedish real estate market, although both of them
indicate that crises and new risks can flare up very
rapidly. The fact that the Chinese real estate sector
has such high indebtedness and vulnerability was
not news, but it is more difficult to predict what might
trigger a crisis.
Consolidation of the real estate
sector continues – market
exposure grows
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This report focuses particularly on the ongoing
consolidation in the Swedish real estate sector (see
the theme article regarding consolidation). This is
resulting in larger companies with higher LTVs and
a greater exposure to the market, both in Sweden
and on the Eurobond market. It is difficult to assess
the risks of this trend, but naturally, vulnerability will
increase in terms of dependency on the market. In
another theme article, we discuss the risk of higher
inflation and interest rates. We do not consider a
high inflation scenario to be very likely or, for that
matter, worrying. But one conclusion is that rising
risk premiums could have a major impact on
demand, funding and, by extension, real estate
prices – particularly if banks feel the need to tighten
credit lending. If any factor causes a sharp risk in risk
premiums, the central banks will have to step in and
provide support again. And this, in our view, is what
real estate market players expect.
Physical climate risks are higher on the agenda
Another form of vulnerability is one that derives from
climate change, such as the trend for an increasing
risk of flooding and extreme weather. In the light of
expected, and already visible, physical effects of
climate change, as well as new regulations such as
the EU taxonomy, we believe that physical climate
risks will become an increasingly important issue for
the real estate sector. Although some work is in
progress at Swedish real estate companies, it
appears that knowledge and management of
physical climate risks are still in their infancy. In our
view, it is high time that the real estate sector started
working to identify and manage its exposure to
physical climate risks. The criteria imposed by the
EU Taxonomy – to identify and evaluate the
exposure to physical climate risks based on climate
forecasts – will probably be increasingly imposed
outside the framework of the Taxonomy as well.
Particularly in relation to real estate insurance
and financing.

The real estate market – residential and
commercial properties
The real estate market in Sweden is a
heterogeneous market consisting of residential
units (single-family dwellings, housing cooperative apartments and rental apartments) and
commercial properties (industrial, office, retail,
rental apartments and social infrastructure
properties).
The market in 2020
Share in percent

Note: The commercial real estate market is divided up in terms
of value, while the housing market is divided up in terms of
numbers of units.
Sources: Statistics Sweden and MSCI
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Theme article: The risks of higher inflation

Higher inflation – what is it that the market fears?
The recent inflation impulses and labour shortage have caused concern that inflation and interest
rates may increase more sharply. We expect moderate inflation going forward, which does not
worry us much, as long as it is due to a strong economy. However, if inflation proves to be
persistently high and the Riksbank raises interest rates despite a weakening of the economy, the
real estate market could be hit hard, especially in combination with credit tightening. We draw two
scenarios for what a higher inflation scenario could look like. The downside case sees a sharp
increase in risk premiums, leading to a higher return requirement, lower asset prices and financing
difficulties at the same time as the real estate companies' operating incomes deteriorate. In
addition, households’ sensitivity to rising interest rates may reduce their consumption and if credit
terms are tightened, there could be a major impact on house prices.
If things don’t turn out as we think?
The real estate market has coped surprisingly well
during the most recent economic crises, i.e. the
financial crisis and, in particular, the pandemic. But
each new crisis has been accompanied by promises
of low interest rates over the long term, which has
thus supported the real estate market. But what
happens when interest rates rise? The normal
pattern is that inflation and demand increase at the
same time. But inflation may become higher and last
longer than we anticipate, and the higher cost
pressure may lead to a weakening in the economy.
So: how would the real estate market be affected by
rising inflation and interest rates? What risks do we
see, and when would things become really serious?
What could such a scenario look like? It’s complex,
but here we endeavour to address these questions.
Conceptual framework: Effects of a low interest
rate environment
Low interest rates have contributed to higher real
estate prices, increased construction and higher
indebtedness – and thus also higher interest rate
sensitivity. It is true that households and companies
have margins so that they can cope with their loan
repayments, and in many cases the loan-to-value
ratio (i.e. debt as a proportion of the asset value) has
decreased. However, the increasing debt ratio (i.e.
debt as a proportion of cash flow/income) means that
today, households and corporates are affected more
by a one percentage point hike in the market rate
than they were previously.
The real estate market is
interest rate-sensitive

Consequences of low interest rates for longer

Moderate inflation and low interest rates most
likely
Our view is that the inflation impulses that we are
now seeing in Sweden and other countries are
largely temporary, driven by high energy prices, etc.,
and that the inflation rate will drop back again next
year. Thus, we expect the Riksbank to keep the repo
rate at zero percent for a few years yet. After this, we
foresee interest rates gradually rising, but without
this leading to turbulence on the financial markets or
falling real estate prices. Both real estate companies
and households have made allowances for the
possibility of interest rates rising. Households
believe that mortgage rates will increase
considerably in the coming years, according to
surveys carried out by the National Institute of
Economic Research. For their part, real estate
companies have reduced their yield requirements
when interest rates have fallen. But this has not been
a full adjustment, and so the difference versus the
risk-free rate of return has increased considerably.
This may indicate that the real estate companies still
have fairly high interest rate expectations, or that
they are factoring in declining rental income.
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wage expectations, so that central banks around the
world feel compelled to raise rates earlier and more
rapidly than expected. There is one even worse
scenario than these two that we choose not to draw
as we do not see it as particularly likely; namely, that
The Riksbank loses credibility for the inflation target.

In the first scenario (“higher inflation”), this occurs
without any major turbulence on the financial
markets, which means that the real economic effects
are limited. It means that vacancies increase only
moderately, and that real estate companies can
partly offset higher inflation and interest rates with
higher rents. However, higher interest rates lead to
higher yield requirements, which has a negative
effect on property values.
On a ten-year horizon, we expect the Riksbank’s
policy rate to reach around 2 percent. This is a
significant increase from the current zero level, but
(with inflation at 2 percent), it implies a real interest
rate of only 0 percent. In the past 20 years, the real
interest rate has shown a falling trend. Underlying
the falling real interest rates are an increased global
tendency towards saving, driven by an ageing
population and increasing inequality, etc., and a
reduced willingness to invest. Structural factors,
such as an ageing population and increasing
inequality, suggest that real interest rates will remain
low for the next decade.

In the second scenario (“higher risk premiums”), the
high inflation leads to financial turmoil, so that risk
premiums increase sharply and the credit situation
worsens significantly. In addition, we assume that
central banks across the globe focus more or less
entirely on getting inflation down by raising policy
rates and reducing QE, even though economies are
weakening
and
risk
premiums
rising.

Two scenarios with higher inflation
We cannot rule out the increase in inflation lasting
longer than we anticipate – due, for example, to
persistent bottleneck problems and labour shortages
– and interest rates rising more rapidly. We set out
two alternative scenarios where inflation, in the short
term, becomes much higher than in our main
scenario, with this leading to rising inflation and
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All told, this means that the real interest rate
increases much more sharply in the more serious
scenario. This, coupled with tighter credit conditions
for corporates and households, and falling asset
prices, leads to the economy weakening
considerably, resulting in rising unemployment and
weak growth. In the slightly longer term, the weaker
economy would lead to lower inflation and inflation
expectations. The danger would be if confidence in
the central bank lapses and inflation continues to
rise, despite a lengthy period of economic downturn.
However, there are no indications that Sweden is
heading in this direction.
A combination of higher real interest rates, tighter
credit conditions and a weaker economy would hit
the real estate market hard, resulting in falling
property values. Higher interest rates and risk
premiums may lead to higher yield requirements,
while tighter credit terms may lead to funding
difficulties. Lower demand contributes to a higher
numbers of bankruptcies, fewer new leases being
signed, and thus rising vacancy rates. In addition,
weak demand may make it difficult for real estate
companies to fully compensate for the high inflation.

Falling house prices and less construction
Interest rate-sensitive households tend to consume
less when interest rates rise, and activity on the
housing market tends to subside when the economy
takes a downturn. Several empirical studies on
Swedish data indicate that, over the long term,
housing prices can fall by 1.5-5 percent if interest
rates are permanently 1 p.p. higher. Given that
interest rates in the serious scenario rise by some 2
p.p. (compared with the main scenario), this
indicates that house prices may fall by 3 to 10
percent, and by around half of this amount in the
milder scenario. But if we take into account the fact
that, in these scenarios, the economy weakens at
the same time and households’ interest rate
sensitivity has increased in the past decades, it is
likely that the effects will be in the upper part of this
range. Moreover, if lending to households is
tightened, the fall in house prices would probably be
much greater.
Rental housing performing relatively well
Higher inflation generally leads to higher rents and
higher rental income for real estate companies.
Many leases are pegged to the consumer price index
(CPI), but when demand wanes, vacancies will
probably increase, and it may be difficult for real
estate companies to fully compensate for the higher
costs. Then, net operating income will instead
decline, while yield requirements will increase due to
rising interest rates. At the same time, in periods of
high inflation, it may be more difficult for companies
to take out new loans.
Some real estate segments are considered to be
“good buffers against inflation”, such as rental
housing, particularly in existing holdings, since
people will always need a roof over their heads. In
addition, high mortgage rates may mean that buyers

HANDELSBANKEN | REAL ESTATE REPORT

10

have less purchasing power, which may benefit the
rental market to some extent. In addition, higher loan
expenses and a weaker economy may put the
damper on new production, which may also maintain
demand for existing rental properties.
Conclusions
 The impact of higher inflation depends on how
the inflation arises and how it affects growth
and interest rates. If the situation becomes
disorderly, with considerable turbulence on the
financial markets and increasing risk
premiums, the negative effects may be serious
and long-term.


Different segments of the real estate market
are affected to differing degrees: the office
segment is both cyclical and interest ratesensitive, while demand for rental housing
properties is generally more stable.



One risk is that there will be a major slowdown
in new production and energy-enhancing
renovation work. The real estate sector’s
climate-related transition could therefore lose
momentum. But at the same time, real estate
companies that are at the forefront as regards
environmental/ climate, social and governance
(ESG) factors will benefit in relation to other
companies, as they can be regarded as more
stable and sustainable in the long term.
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Sustainability

Coming in out of the (increasingly heavy) rain
In light of expected, and already visible, physical effects of climate change, as well as new
regulations such as the EU Taxonomy; we believe that physical climate risks will become an
increasingly important issue for the real estate sector. We take a look at what the effects on the
sector may be, who is responsible for taking action, what can be done, and how companies are
tackling these issues today. Our conclusion is that, although some work is in progress, knowledge
and management of physical climate risks are still in their infancy. Furthermore, we believe that
the requirements imposed by the EU Taxonomy – to identify and evaluate the exposure to
physical climate risks based on climate forecasts – will likely also be increasingly imposed beyond
the framework of the Taxonomy. Particularly in relation to real estate insurance and financing.
Physical climate risks higher on the agenda
The need to adapt to the physical effects of climate
change depends on how successful we are in
limiting global emissions of greenhouse gases. In
this context, climate change adaptation can be seen
as the other side of the coin when it comes to climate
action. In previous Real Estate Reports, we have
argued that physical climate risks are set to become
an ever more important issue for the real estate
sector, also in Sweden. This is further highlighted by
the EU Taxonomy, which beyond requirements
related to energy efficiency, also sets criteria
regarding physical climate risks and climate
adaptation in order for a building to be classified as
‘green’. The theme has become even more topical
recently, with the UN Intergovernmental Panel on
Climate Change issuing its report in August 2021,
stating that all scenarios for the future climate point
to increasing temperatures and more intense
extreme weather events such as extreme rainfall,
heatwaves and droughts. Climate change caused by
human activity already has extreme weather and
climate effects, with flooding catastrophes and
heatwaves this summer a sober reminder of this.

In Sweden, we have already seen an increase in the
average temperature and precipitation (SMHI,
2021). This, in turn, increases the risk of property

damage from, for example, flooding, landslides and
subsidence, cracks on façades as higher summer
temperatures dry out paint, and an increased risk of
mould due to higher humidity (IPCC, 2012). Thus,
measures to mitigate the effects of these types of
risks (i.e. climate change adaptation) are becoming
more and more important to the real estate sector,
alongside its efforts to reduce its climate footprint.
Who is responsible?
In Sweden’s strategy for the long-term strengthening
of the country’s climate change adaptation work,
which was presented in 2019, the responsibilities of
property owners in terms of the climate change
adaptation of existing properties were clarified. For
newbuild properties, the municipality has some
responsibility, in that it could be held liable for
damages to the property owner if it permits
construction on unsuitable land, or if the municipality
has not availed of sufficient expertise in its
processes. However, this liability expires ten years
after the plan is adopted (SOU 2017:42). With regard
to existing buildings, the property owner is
responsible for the property, and is liable for
expenses arising from damages, meaning that the
property owner is ultimately responsible for climate
change adaptation. Property owners may refer to
private individuals, privately owned companies,
municipalities or other government agencies
(Swedish National Board of Housing, Building and
Planning, 2020).
Why is this important?
The effects of physical climate risks, in the form of
torrential rain and more frequent flooding, for
example, can, in turn, lead to buildings decreasing in
value due to the location becoming less attractive,
the costs of physical damage and/or increased
operating costs and reduced liquidity (European
Central Bank, 2020; Votsis & Perrels, 2020; Hirsch
& Hahn, 2016; CISL, 2019; WEF, 2020).
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Banks and insurance companies have begun to
estimate what this could entail in terms of risk of
credit losses if the market values of residences in
risk areas are affected, something which, in turn,
could impact both access to capital and insurance
alternatives. For example, the Riksbank writes in a
report from 2020 that an increased risk of flooding
may lead to house prices in parts of the housing
market falling, as well as to increased credit risks for
the lender. It is also seen as likely that insurance
companies factor in an increased risk of flooding in
the pricing of home insurance, or may not be willing
to insure high-risk residences at all. Such
consequences may have a major negative impact on
individual households, and could affect certain
regions more than others.
The exact financial consequences are often difficult
to ascertain, but there are more and more examples
of attempts to quantify financial impacts. The
Riksbank has made estimates of the proportion of
residences in Sweden that are at particular risk of
rises in the sea level, which shows an increased risk
of coastal homes becoming submerged due to the
greater frequency of extreme weather events. In
addition, an estimate is presented that housing cooperative apartments and ownership rights
corresponding to a value of approximately 5 percent
of banks’ loans to the public are exposed to this
climate risk in the most severe of the three scenarios
evaluated (Riksbank, 2020).

However, it is not just rising sea levels that pose a
risk. As, for example, extreme rainfall becomes more
common (and thus not as unforeseen), there is a risk
of higher insurance premiums, or of certain assets
becoming uninsurable. This is because the basic
concept underlying insurance is protection against

unforeseen events, whereas no compensation is
provided for damage arising from expected events.
According to a 2019 report from the Swedish
Property Federation, insurance companies no longer
insure new buildings in areas designated by the
County Council as unsuitable for construction due to
climate-related reasons. Also, Håkan Franzén,
insurance expert at Trygg Hansa, did for example
comment in the Swedish newspaper Dagens
Nyheter in August 2021 that municipalities must do
more to counteract the risk effects of floods if
insurance is to remain a viable option.
The EU Taxonomy also shines a spotlight on
physical climate risks and climate change adaptation
of buildings in the real estate sector. This is because
the framework introduces criteria in this area which
a property must fulfil to be in line with the Taxonomy.
Something which, in our view, can increase
investors’, but also financiers’, focus on these
matters as a consequence. This, in turn, may affect
a company’s attractiveness as an investment and/or
its access to capital (particularly in terms of green
funding).
Where do we stand today?
Awareness of physical climate risks has risen in
recent years, with e.g. municipalities starting to work
more on these types of risks, particularly related to
new construction projects. However, strategies to
tackle this topic generally seem to be in their infancy
among real estate companies and municipalities.
For instance, in a report by the Swedish national
public television broadcaster in September 2021, it
was revealed that 40 percent of the municipalities
whose construction plans had been reviewed by
their respective county councils have been criticised
for their management of climate risks. This includes
several municipalities continuing to build in locations
at risk of flooding, according to Sveriges Television’s
research. Furthermore, following an investigation
into municipalities’ work with climate change
adaptation, the IVL Swedish Environmental
Research Institute (2021) reports that almost all
municipalities state that they have been affected by
climate change and extreme weather events, but
that fewer than half have set aside resources for
climate change adaptation activities.
In our analysis of 23 Swedish real estate companies’
reporting with regard to physical climate risks in June
2021, we found that progress has been made
compared to a corresponding survey carried out in
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2020. But we still see that the management and
reporting of these risks remains in its infancy. While
a clear majority of the companies, 87 percent,
highlight physical climate risks as a material topic,
only 22 percent report that they have done any sort
of more structured mapping of the risk exposure in
their real estate portfolio, and 30 percent have
carried out a scenario analysis to identify potential
risks in their holdings. Moreover, only 13 percent
provide any kind of indicative figure as to how large
a proportion of their assets are exposed to various
types of physical climate risks, and 17 percent
provide
some
form
of
financial
quantification/estimation of the potential effects.
Overall, we see this as an indication that the general
level of knowledge relating to companies’ exposure
to physical climate risks remains relatively limited.

justifiable to implement climate change adaptation
measures, but that sometimes the best socioeconomic value is to be found by evacuating and
demolishing threatened buildings. While the property
owner has a significant responsibility to implement
measures linked to climate change adaptation, the
Swedish Geotechnical Institute and the Swedish
Civil Contingencies Agency write in a 2021 report
that the incentives or opportunities to enact
meaningful change are often lacking. In the report, a
proposal is put forward to the Swedish government
that economic instruments should be developed and
that awareness of climate effects, and measures to
combat these, should be improved in order to create
more of an incentive to take action.
While it could be expensive to take climate change
adaptation measures to protect against damage
from extreme weather, a 2019 report by the Swedish
Property Federation highlights that the costs for
repairs are usually higher than the costs for
prevention. Climate change adaptation can be even
more cost-effective if the measures are undertaken
in conjunction with, for example, renovations, new
constructions or conversions.
The exact implications of climate change adaptation
vary depending on the types of physical climate risks
to which an asset is exposed. The measures may
relate to a whole range of options from improving
shade cover from sunlight to reducing the indoor
temperature and stabilising slopes to prevent
landslides, to creating flow paths to reduce the risk
of flooding. Where the breadth of this range entails a
wide variation in potential costs.

However, on a more positive note, we see potential
for this to improve in the future, as 45 percent of
those who have not done a structured mapping of
their risk exposure report that they plan to do so.

Although there may be substantial differences in the
climate adaptation measures that are needed, or
that are practically and economically feasible, we
find that there is a common need to map the
exposure to these risks, such as through scenario
analyses based on scientific climate forecasts.

Physical climate risks also appear to be given more
and more attention in connection with new
construction projects and acquisitions, with 52
percent explicitly stating in their reporting that these
are given consideration in this context. This is, in our
view, not very surprising, given that the Swedish
Planning and Building Act requires risks related to
flooding, for example, to be taken into account.
What can be done?
The Swedish Civil Contingencies Agency (MSB)
explains that, in some cases, it is not economically
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Conclusions
 In the light of expected, and already visible,
physical effects of climate change, as well
as new regulations such as the EU
taxonomy, we believe that physical climate
risks will become an increasingly important
issue for the real estate sector.
 Physical climate risks can affect the value of
a property, as well as the access to
insurance and capital.
 Although some work is in progress in the
real estate sector, our view is that the
knowledge and management of physical
climate risks is in its infancy. For example,
only 22 percent of 23 large Swedish real
estate companies report that they have
done a structured mapping of risk exposure.
 We predict that the requirements imposed
by the EU Taxonomy – to identify and
evaluate the exposure to physical climate
risks based on climate forecasts – will
probably be increasingly imposed outside
the framework of the Taxonomy. Not least in
relation to the insurance and financing of
assets.
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Fixed income market

Undramatic increase in yields

=

=

This spring’s trend of rising yields in the wake of the rapid economic recovery turned into a decline
in yields during the summer. This decline was driven by technical factors, but also by growing
concern about the increasing spread of Covid-19, in the form of the new Delta variant. However,
we foresee the economic recovery continuing, and countries’ economies are sufficiently resilient
for their central banks to gradually start withdrawing parts of the emergency policy – particularly
asset purchases. In the next two years, we expect to see long yields rising slightly, driven by still strong economic growth and reduced purchasing by central banks. In some places, policy rate
hikes by central banks have already begun, although we do not expect to see a repo rate hike by
the Riksbank until 2024.
Delving deeper into long yield movements
A more detailed analysis of recent movements in
Long yields have fluctuated a good deal
yields shows that they have been determined more
The US fixed income market has again been at the
by growth prospects than inflation prospects and risk
front of the field as regards the bond market trend.
premiums. The nominal yield can be broken down
During the summer, US long yields fell, bringing the
into a real yield and a break-even yield. In addition,
Swedish and European fixed income markets with
the nominal yield can be split into a risk premium and
them. Since then, yields have climbed back up and
are now approaching this spring’s peak levels.
a risk-free yield (a “risk-neutral yield”).
Expectations regarding the downscaling of asset
Breakdown of nominal yield
purchases are determining movements in long
yields. The fact that central banks are still purchasing
assets is affecting both nominal and real yields. This
Expected risk
Nominal
Risk premium
partly explains the surprising decrease in yields this
yield
= neutral yield +
summer. In addition to government bonds, the US
Federal Reserve currently holds around one quarter
Real term
Expected real
of the US Treasury Inflation-Protected Securities
Real yield
+
premium
=
yield
(TIPS), which makes an analysis of real yield
+
movements more difficult. In addition, this summer’s
+
growing concern about the spread of Covid-19
Inflation risk
Break-even
Expected
slightly reduced the market’s expectations regarding
premium
=
+
yield
inflation
tapering. However, the latest announcement from
the Fed confirms that tapering will probably
During the summer, the decline in the real yield was
commence this year, and this has contributed to the
greater than the decline in inflation expectations. This
upward yield correction during the autumn.
indicates that the concern about the impact of the
Delta variant on the economy was a temporary
component of the summer’s yield decrease. A clear
decline in the risk premium was also seen in the
summer. This suggests that, at that time, there was
uncertainty about the future yield trend and the Fed’s
upcoming tapering. In a similar way, the yield
correction this autumn has been driven mostly by real
yields and a marginal rise in risk premiums, indicating
that concern about the economy has eased. At the
same time, market expectations about the Fed’s
forthcoming reduction in asset purchasing have been
reinforced, and this is affecting risk premiums. On the
other hand, monetary policy expectations have had
less of an impact on long yields, as the risk-neutral
yield has been fairly stable.
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The underlying factor for the rise, particularly for
bond yields in the US, has been rising inflation
expectations (see graph). The rise in a nominal
interest rate can be split into the various
underlying sub-components (economic factors),
for example the real interest rate and break-even
inflation. The real interest rate reflects
expectations of economic growth and breakeven inflation in its turn, inflation expectations.
The nominal interest rate can also be split into a
risk premium and a short-term risk-free interest
rate. Here the risk-free interest rate is an
approximation of how future monetary policy is
expected to be. And the risk premium reflects the
The
factors forare
yielduncertain
movements
may
fact underlying
that developments
both
in
also
in the
andrate
long(real
term.
The
10-year
termsdiffer
of the
realshort
interest
risk
premium)
yield
caninflation
be split into
differentrisk
time
periods:
and the
trendtwo
(inflation
premium).
the
first
5-year
period
and
the
second
5-year
The risk premium thus reflects the risk that
an
period
in the
(thecompensation
forward period).
investor5 years
demands
in future
total as
for
The
nominal
5-yearrate
yield
the to
shorter-term
bearing
an interest
risk –linked
long-term
period
– hasbonds.
de facto increased, as opposed to
government
the more long-term nominal yield, the 5-year
period in five years, which has decreased (see
graph). The decrease in the longer-term nominal
yield has in turn been mainly due to the decrease
in the real yield. Consequently, the fall in yields
has been primarily driven by the longer yields,
which in turn were affected mostly by concerns
about growth, rather than reduced fear about
inflation. In the short term, inflation expectations
have affected minor movements in yields as well.

While inflation expectations have increased, the
real rate of interest has clearly fallen during 2021.
But we have also recently seen a slight increase
in the real rate of interest which can be linked to
an expectation that the economic recovery is
now looking more positive. The positive view of
the economy has also boosted expectations that
the Fed will soon cut back on future asset
purchases.
uncertainty
regarding
the Fed’s
In summary,The
long
yields have
been determined
asset
purchases
are
one
factor
has
by growth expectations rather than bythat
inflation
contributed
a higher
interest
risk (risk
expectations,toand
we expect
this rate
to remain
the
premium)
linked
to
bond
yields.
But
expectations
main driver in the future. In parallel with this, the
of
short-term
interestinflation
rates have
remained more
market’s
long-term
expectations
have
or
less
unchanged.
This
is
reflected
in
the
riskbeen well-established.
free interest rate which has remained relatively
static during the period.

A moderate increase in long yields ahead
Ahead of us we see the robust economic recovery
continuing. We do not believe the Delta variant will
impede growth prospects, even though growth
potential will be limited somewhat by shortages in
the supply of both goods and labour. We maintain
that the current inflation impulse is pandemicrelated, and will tail off next year. This means that
long yields will be driven up by real yields, rather
than inflation expectations, as a result of the strong
economic recovery continuing. The current low, and
even deeply negative, real yields are not justified by
the economic prospects that we see ahead.
We expect central banks to gradually reduce their
asset purchases, and, in some cases, end them
completely. The Fed is expected to commence
tapering in December this year, and then gradually
come to the end of its purchasing sometime in mid2022. The trends for the US labour market and
inflation are heading towards fulfilling the
requirements for the tapering. In addition, the ECB
will gradually reduce the purchasing in its pandemic
emergency purchase programme (PEPP).

We expect the purchases to come to a complete end
in June 2022. At the same time, the ECB is expected
to continue purchasing via its asset purchase
programme (APP) in a more expanded and flexible
form. Since the start of the year, the Riksbank has
stated that its asset purchasing will conclude at yearend, and that it only plans to reinvest the maturities
during 2022. Reduced asset purchasing by the
central banks will mean that the depressed risk
premiums will increase. This will also be a driving
force for slightly higher yields in the future.
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Central banks keeping key rates in check
However, the fact that central banks have now
announced that they plan to withdraw some of the
emergency measures does not mean that they will
have sharply tightening interest rate policies in the
near future. The central banks will proceed
cautiously, and in some cases wait a long while
before implementing rate hikes. We expect the Fed
to hike the funds rate initially in Q2 2023, which is
later than the market is pricing in. We believe the
next hike will come in Q4 2023. The Fed’s ambitious
labour market goals will require a broad, inclusive
recovery, which we believe will be achieved around
mid-2023. We expect the ECB and the Riksbank to
keep their policy rates unchanged throughout our
forecast period, which runs until the end of 2023. For
the Riksbank, there will be a problem in the form of
the weak underlying inflation trend in 2022, driven by
the moderate central wage agreements.

Riksbank pushing up the mortgage spread
The Riksbank has long stated that it plans to end the
net purchasing of financial assets as early as year-end.
However, the central bank has indicated that it will
keep the balance sheet more or less unchanged
throughout 2022, which will require purchases
corresponding
to
the
upcoming
maturities.
Reinvestments are expected to be in even amounts
every month (around SEK 35bn per quarter), and not
necessarily in the same or similar bonds to which the
maturities or coupons belong. For government bonds,
around SEK 73bn will mature; the corresponding
figures for mortgage and Kommuninvest bonds are
around SEK 65bn and around SEK 5bn respectively.
One reason for deviating from the original allocation of
assets could be that the Riksbank wishes to have
continuous presence on all markets. For 2022, this
would mean that Kommuninvest, with its meagre SEK
5bn in maturities, could assume a greater proportion of

the reinvestments. However, we foresee a more
marked deviation in the allocation between asset
classes by comparison with the maturity structure.
Such a deviation would need to be justified in policy
terms.
Similarly, this should mean that demand for Swedish
mortgage bonds risks declining, from a quarterly rate
of around SEK 50-70bn to some SEK 20bn, depending
on the extent to which the Riksbank adheres to the
allocation of assets. This should result in a slight
upward pressure in the mortgage spread, which is now
very compressed, as we believe that supply will
increase at the same time. Household deposits in the
form of increasing deposits over the past year have
restrained issue volumes, while the Riksbank has
purchased large blocks of mortgage bonds on the
market. We believe household savings will normalise
to a certain extent, and thus it is reasonable to expect
the mortgage institutions to have a greater need to
issue. We expect issue volumes to more or less track
mortgage loan growth, which is currently around 6
percent on an annual basis.
Low mortgage rates expected to show slow rise
As we expect the central banks to show caution when
they ease off the gas, we believe that households and
companies will continue to have low floating and fixed
mortgage rates. However, the current exceptionally
low fixed mortgage rates give little scope for further
cuts. In addition, the 5-year fixed rate is now lower than
the variable rate, making it unusually beneficial to fix a
mortgage rate. We believe that fixed interest rates will
start increasing, albeit at a moderate pace, in line with
increases in long government bond yields, when the
central banks reduce their asset purchasing. However,
the levels will remain historically low due to the low
funding costs and mortgage spreads, as well as
lending margins to households.
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The housing market

Housing deficit alleviated
Housing prices have increased from north to south, particularly when it comes to large properties.
Our belief is that the period of steeply rising house prices is over, but we expect house prices to
continue climbing – by almost five percent next year – before slowing down beyond this. The
economic recovery, low interest rates and an absence of housing policy reforms suggest that
housing prices will remain stable. The housing deficit will be alleviated going forward, although we
believe the deficit of single family dwellings will remain, thus price levels look set to endure. A high
construction rate is, in many ways, a good thing, although there is a risk of a sharp slowdown in
construction and prices later on, in addition to the more talked-about risk within the housing
market: faster rate hikes.
The period of steeply rising house prices is
coming to an end
Housing prices have increased by 20 percent since
the pandemic broke out. Since the beginning of the
summer, the price trend has slowed down, which is
what we expected. Activity on the market remains
high, although the number of house purchases has
decreased somewhat. With the easing of pandemicrelated restrictions, we are gradually returning to our
usual lifestyle and our normal consumption patterns,
and with this, we expect to see a better balance
between the number of prospective buyers and
sellers on the market. We anticipate that some
owners of detached houses, who have been holding
off on a sale during the pandemic, now will put their
house on the market. And with more detached
houses on the market, bidding might cool off a little.

Have prices peaked?
Despite the high prices, and the fact that house
prices have increased at a substantially higher rate
than income during the pandemic, we do not expect
to see a fall in prices. Instead, over the course of

2022, we expect housing prices to rise by almost five
percent as the economic situation and the labour
market will improve significantly in the coming year,
and the credit situation remains favourable with low
interest rates (see the Fixed income market article)
and low risk for banks with lending to households1.
Nor do we anticipate a scenario where fiscal policy
would impede the house price trend in the next few
years, other than via the indirect and moderating
effect that derives from stimulus measures for
increased housing construction. In addition, three
out of four bank managers believe that lending to
private individuals will increase in the coming year,
and a significantly higher proportion than before
respond that it has become easier for private
customers to secure a loan, according to the Almi
loan indicator for the second quarter. In the longer
term, we expect a sideways trend when it comes to
house prices.
Property market hot throughout the country
Although it’s been more common for people to work
from home in large cities than in smaller towns,
house prices have increased on a wide scale
throughout the country. And despite the fact that
people’s payment capacity is likely to be more hardpressed by the high price levels in Stockholm than in
cities with a lower price level, house prices have
developed in a fairly similar way over the 21 counties
in Sweden. In most Swedish counties, prices for
detached houses have increased by around 20
percent in the past year. According to the HOX
index, the county of Jämtland showed the largest
price increase in the past year, the increase there
being twice that of the county of Norrbotten, although
there was a marked downturn in conjunction with the
outbreak of the pandemic. The rising house prices of
second homes in Åre and the surrounding area is

1

Credit terms are key to housing prices, see for example
https://voxeu.org/article/what-drives-house-prices-somelessons-literature
HANDELSBANKEN | REAL ESTATE REPORT

19

part of this. In the county of Västerbotten, too, prices
have increased particularly fast, including in the
growing city of Skellefteå. Developments in the
counties of Södermanland and Stockholm have
been similar, which is interesting from the
perspective that an increased degree of working
from home may lead to more people moving away
from large cities. However, at this point in time, this
trend does not seem to be growing. Instead, our
summarising view is that there is a high demand for
single-family houses, whether in large cities or not.

The pandemic has likely contributed to the fact that
more people have taken the opportunity to move to
a larger property, while those who already own large
properties have held off on putting theirs on the
market. The imbalance between the number of
people wanting to sell versus people wanting to buy
has contributed to the upward pressure on prices,
which has resulted in detached houses rising by no
less than 25 percent. We believe that more sellers
will come onto the market this autumn, and that this
will contribute to the price trend slowing down.
New families with children a contributing factor
to more people wanting large properties
An increasing number of people wish to live in large
properties – this is something that has been in focus
during the pandemic. The prices of large apartments
and single-family houses have increased much more
than for smaller houses and apartments. However,
this does not mean that demand for small
apartments hasn’t increased as well. In percentage
terms, the number of house purchases has actually
increased as much for apartments as for singlefamily houses. One important factor in this
development is that there simply haven’t been as
many large properties available. Housing
construction has been heavily tilted towards small
and medium-sized apartments, while construction of
single-family dwellings has been limited. At the same
time, there has been a significant increase in the
number of families with children, and elderly people
are staying in their detached homes later and later in
their lives (see theme article in the Real Estate
Report from May 2021).

Higher construction rate, but what next?
Contrary to analysts’ and construction companies’
expectations at the start of the pandemic, housing
construction has moved up a gear from what was
already a high level. The rapid increase in house
prices during the past year, favourable financial
terms, and the long-established assessment that
housing construction is not at a sufficiently high level,
are factors behind the rise in housing construction
that we are now seeing. Overall, the construction
rate is now at a high level. The increase in price
levels and the demand for detached houses have
contributed to the construction of single-family
dwellings also turning upwards during the year,
albeit from a low level. Rental apartments represent
the greatest increase. Our forecast is that there will
be an average of almost 60,000 housing
construction starts per year in the period 2021-2023.
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The housing deficit will be alleviated going forward,
which, all other factors being equal, will slow the
house price trend. However, construction demand is
likely to continue, particularly for single-family
dwellings and large apartments, but also for other
types of apartments, provided that they do not
become too expensive. The construction of singlefamily dwellings will be restricted due to a shortage
of attractive land, and municipalities’ land use
planning and regulations. Our assessment,
therefore, is that the price level for detached houses
may remain high. According to studies, differences
in supply elasticity – the extent to which construction
increases as a result of rising house prices – mainly
derive from variations in land supply rather than
construction costs.
Overall, Sweden is regarded as having low supply
elasticity.2 However, the construction rate is high at
present, and on a par with the rate of 59,000
properties that – according to the National Board of
Housing, Building and Planning – will be required
until the year 2029 in order for the housing deficit to
disappear.3 Determining the number of properties
that need to be constructed in order for the housing
shortage to cease is a complex matter, and some
assessments, such as the 2015 Long-Term Survey
of the Swedish Economy, come to the conclusion
that it is only when construction is under way that it
will be possible to know whether it’s sufficient. This
may depend on price levels and willingness to pay,
but also on demography and preferences.
Based on demographic changes and building
requirements, construction should be focused on the
2

However, some studies have shown the opposite, see
Appendix 3, LU15.
3According to the National Board of Housing, Building
and Planning’s calculations, the accumulated shortage
amounts to approximately 180,000.

major urban regions, but in these regions, land is
particularly scarce. In terms of the number of
construction starts for multi-family dwellings and
single-family housing put together, the major urban
areas of Stockholm, Gothenburg and Malmö
account for nearly fifty percent. The National Board
of Housing, Building and Planning’s evaluation of
this allocation, including the net change of modified
apartments, shows that major urban areas represent
just over 60 percent in the period 2016-2019. At the
same time, they make the assessment that, based
on demographic changes in the various regions, 7
out of 10 new properties will need to be constructed
in these major city areas. In line with this, the
guidelines for the investment aid for construction of
rental properties were revised in order to better
reflect the prioritisation of major city municipalities.
All quiet regarding housing policy reforms
The issue of growing inequality in the community is
likely to attract an increased focus in politics in the
future. However, we do not expect to see any clear
reforms within housing policy in the next few years.
That said, housing policy is increasingly high on
politicians’ agendas. Overall, the climate of debate
has opened up somewhat as a result of the steep
increase in asset prices and the inequality this
brings, both between various ownership/tenancy
arrangements and for future generations. However,
from a political point of view, raising tax on properties
is generally considered a difficult thing to do. And, as
is well known, the idea of free rent-setting for new
production, which was part of the January
agreement, was unsuccessful. A reduction of the
interest deduction is one possible reform which is
likely to be debated, but the current parliamentary
situation, plus the fact that next year is election year,
suggests that the focus will be on other issues. Also,
such a reform would, in all probability, be
implemented gradually and carefully. In summary,
Sweden has – from an international perspective –
low capital taxation, and in our view, this is likely to
continue. It is not unlikely that there will be some
form of intervention in order to help young adults to
purchase their first property.4 However, such a
reform may also contribute to higher price levels.
Risk of a sharp slowdown in construction
In the short term, the biggest risk is that changes in
behaviour turn out to be less permanent than our
current assumptions. There is, for example, a risk
4The

“Proposals with the aim of helping first-time buyers
on the housing market” report, as well as the “Socially
sustainable provision of housing” report, are to be
presented by 31 March 2022 at the latest.
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that the demand for housing purchases will drop
back, as more people than usual have taken the
opportunity to move during the pandemic. There is
also a risk that more people than we anticipate will
be keen to sell their detached house once the
restrictions ease.
Looking ahead, the inflation and interest rate trends
are obvious risks that concern this forecast. (see the
theme article about the risk of a higher inflation rate).
The fear of inflation which was felt during the spring
has largely abated, and most analysts predict
continued low interest rates, but these variables are
still central to the financial market and households’
finances, and are thus important for the housing
market as well. One conclusion for the housing
market is that this effect will depend largely upon
whether it leads to stricter credit terms.
Another, more long-term risk, is linked to the
construction rate, which will significantly exceed
population growth. There is a risk that demand will
not sufficiently absorb the supply, or that the new
property supply will not match the demand and
willingness to pay. This may lead to a sharp
slowdown in construction and a subsequent fall in
prices. Most of what is being built is rental
apartments, however, and we foresee a continuing
shortage of single-family dwellings, which reduces
the risk of a sharp decline in prices for owneroccupied housing, even though this is likely to have
knock-on effects. The National Board of Housing,
Building and Planning’s message is that we need a
high, even construction rate, but what will be the
effects of a reduced deficit? It is likely to become
increasingly important for construction to be carried
out at the right time, at the right price, and for the
right target group, in order for demand to remain
strong.
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Market funding for commercial real estate companies

Strong credit market benefits real estate sector
The corporate bond market remains strong, while the trend is for an increasing proportion of
Swedish real estate companies’ funding to come from euro-denominated bonds. At times, the
dominance of real estate companies makes the Swedish corporate bond market unbalanced.
During the spring and summer, credit spreads for real estate companies on the Swedish market
were high in comparison with those in other sectors and the euromarket. Since the summer,
however, this gap has narrowed. One area where the Swedish market is well advanced is green
bonds. When Swedish real estate companies issue on the Swedish market, green bonds
predominate, which is not at all the case on the euromarket.
Nothing new under the stars
The corporate bond market remains strong, despite
concern about Chinese real estate developers and
plans for tapering by the US Federal Reserve.
Although our most likely scenario is that the credit
market remains strong this autumn, there are a few
clouds on the horizon. In our view, there is a fairly
high risk that the tapering of asset purchases will at
some point result in increased volatility on the
financial markets, and thus higher credit spreads.

partially relevant in respect of Swedish real estate
companies. But the point that the loan funding cost
exhibits more stability than the funding cost in the
bond market is nonetheless clear. During periods of
volatility in the financial markets, such as at the
outbreak of the pandemic in early 2020, the loan
market becomes more attractive in relative terms.
But credit spreads in 2021 have been low and stable
and bond funding now looks advantageous in
historical terms.
Swedish krona spreads get close to euro
The pricing of real estate companies on the Swedish
corporate bond market is strongly affected by the
sector’s dominance on the market. The real estate
companies normally account for around 50 percent
of issue volumes. The pattern is that the pricing of
corporate bonds reflects just how great the
oversupply is. For example, the sector came under
pressure in the spring of 2021, when the proportion
increased sharply. In the summer of 2021, the
proportion decreased, and at present, the level is
close to normal.

and when we have a more turbulent credit market,
the conditions for the real estate sector will change.
Credit spreads for real estate companies track the
market as a whole, but are higher, and also exhibit
higher volatility. We think this is reasonable, given
that perhaps the greatest risk in the sector is asset
refinancing. Thus, a weak credit market with high
credit spreads and companies having less access to
the market will mean that, by definition, the risks in
the sector will increase, and vice versa.
The graph below illustrates how the relative pricing
of corporate bonds and bank loans changes over
time. The graph shows yields in euro for loans and
bonds for unmatched maturities. Hence it is only
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Trend for credit spreads in SEK

The dominant proportion of real estate companies
on the Swedish market has an influence on pricing.
If we look at companies that have clear pricing in
both Swedish kronor and euro, e.g. Balder and
Castellum, the credit spreads since H2 2020 have
been significantly higher, adjusted for crosscurrency swaps. The gap initially increased in H1
2021, but now we see that the difference has shrunk
somewhat again. In other words, the pricing on the
Swedish market has become closer to euro levels.
Although the Swedish market still looks expensive
for borrowers, the difference is smaller than it has
been for a long while.
Castellum, credit spread in Swedish kronor
compared with euros* for a 3-year maturity

In Swedish kronor terms, the trend for real estate
companies’ credit spreads remained weak for a long
time. Since the summer, however, we have seen a
recovery for the groups of real estate companies with
credit ratings in the triple B category and the A
category. For the A category group, there was a
certain amount of drama during the summer, when
the rating agency S&P reviewed its rating
methodology, and there was a risk of downgraded
credit ratings, which ultimately did not materialise.
Recently the real estate sector has again seen some
widening in spreads.
Real estate companies growing in euromarket
One trend that continues to dominate with
undiminished strength is that an increasing
proportion of Swedish real estate’s bond funding is
in euros. In 2021, issue volumes in EUR have
comfortably overtaken those in SEK.
Swedish real estate companies’ issues in EUR and
SEK

Pricing compared with other companies
Real estate companies often trade at a higher credit
spread than other companies with the equivalent
credit rating. We sometimes call this a “real estate
premium”. It tends to vary over time and increase in
periods with high credit spreads.

Also if we add up the total funding volumes, the
euromarket is now clearly bigger that the Swedish
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krona market as a funding source for Swedish real
estate companies.

It’s interesting that when we instead look at Swedish
real estate companies’ issues in EUR, green bonds
are very scarce. One reason for this could be that, to
a certain extent, it is other companies that are active
on the euromarket. These are mainly fast-growing
and M&A-oriented companies that may find it more
difficult to find suitable assets as the basis for green
bonds. Another possible explanation could be that
companies choose to use their green assets for
funding in Swedish kronor, since this provides
greater advantages on the Swedish market than
funding in euros.
However, since companies such as Heimstaden
Bostad and SBB, both very large EUR issuers, have
recently announced ambitious sustainability goals at
corporate level, we believe that the days of
sustainability-linked bonds (SLBs) are not far off.

Sustainable funding
Sustainable funding in the real estate sector is more
than just green bonds, even though these are very
important funding instruments for the sector. There
is currently a rapid development within many forms
of sustainable funding. This includes sustainabilitylinked loans and bonds, which open up the market to
businesses that don’t have assets suitable for asset
funding in the way that green bonds and loans
require.
When it comes to green funding, the EU taxonomy
is very much in focus. This year, we have started to
see some players reporting in relation to this
framework. For example, Castellum reports a
provisional assessment that around 40 percent of its
rental income comes from properties that could
potentially be regarded as “taxonomy-green” (as at
30 June 2021).
Many players will probably update their existing
green bond frameworks in relation to the taxonomy’s
criteria – something which may slightly dampen the
growth in green bonds in the next 12-18 months.
Green bonds: big in SEK, small in EUR
While we move towards “taxonomy-green”, green
bonds continue to be something of a success story
in the real estate sector. Green bonds are now
completely dominant on the Swedish bond market
for real estate companies.

HANDELSBANKEN | GLOBAL KONJUKTURPROGNOS

25

Market for commercial real estate

Stock market volatility underpinned by stability?
The polarisation in terms of real estate valuation and the valuation of listed companies, that has
been a recurring theme since the beginning of 2020, is still evident. Our survey among the Bank’s
corporate advisors indicates that the situation regarding industrial premises and housing remains
hot and that there has been an upturn in the demand for funding in the office se gment. Meanwhile,
it appears that the decline in demand for retail premises is continuing, but it is likely that the lifting
of restrictions and a brighter outlook for the service sector overall will to a certain extent boost this
segment. Premium valuation among listed real estate companies has fallen from historically high
levels recently, as concerns have re-emerged about the potential for higher interest rates. Yet,
share valuations continue to reflect expectations of decreasing yield requirements for p roperties.
Ups and downs on the stock exchange
There has been considerable stock market volatility
over the past two years. After seeing real estate
equities flourish to reach record highs at the
beginning of 2020, the same shares then fell sharply
at the outbreak of the pandemic.

Following a slow recovery throughout 2020 and the
beginning of 2021, a period noted for headlines such
as “death of the office” and “retail sector crisis”, the
real estate index advanced strongly in April and went
on to noticeably outperform the broader stock
exchange index up until August. There were
probably several reasons for this, but one important
factor in this context was a hiatus in the rise in yields
and subsequent decline in long yields, coupled with
expectations of lower yields in the longer term.
Several instances of index inclusion and a few
buyouts from the stock exchange probably fuelled
this trend. That, and the strong economic recovery
in general. During the autumn, however, real estate
equities have underperformed the broader index.
The most likely explanations for this would seem to
be high equity valuations coupled with a renewed
rise in market rates, particularly in the US.

Interest rates and more interest rates...
We simply cannot ignore the significance of interest
rates, and how they affect real estate values and
stock market expectations. There has been a huge
spread in equity valuations, with a few equities
being discounted against their reported net asset
values, while for the majority, there have been
substantial premiums, despite the recent declines.

We can thus assume that the stock market expects
real estate values to rise. On average, the equities
we cover are trading at a net asset premium of 35
percent, with industrial real estate companies and
companies with residential holdings leading the way.
At the other end of the scale, among those few
equities with a valuation discount, we find the hotel
and retail real estate segments.

The stock market expects real
estate values to rise
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year’s trends in real estate values to remain largely
unchanged – cool on retail premises, moderate on
office premises, but stronger on housing and on
industrial and logistics premises. Seen from the
planning permission perspective, it is clear that
rental apartments and industrial and logistics
properties continue to attract keen investment
interest.

So, will real estate values rise?
Real estate companies have adjusted their yield
requirements downwards in line with falling yields
over the past decade. Not entirely though, see the
graph in the theme article on higher inflation. Firstly,
we believe there is a lag between falling interest
rates and reported yield requirements, and secondly,
this could indicate that investors in real estate still
have relatively high expectations with regard to
interest rates. In other words, property yield
requirements will not necessarily rise in the coming
years, despite our forecast of slightly rising long
yields. So the stock market may be right: an
unexpected increase in interest rates would probably
be needed in order to push up yield requirements.
Above all, we see a clear downward trend in the yield
requirements for industrial premises and residential
properties, and this could well continue for some
time, and there also seems to have been a decline
in yield requirements in the office property segment.

Yield requirements for industrial
and residential properties
continue to fall

Restrictions now seem to have largely been lifted
and we look forward to a continued economic
recovery largely driven by service sectors. This
should support the segments that have suffered
most during the pandemic, such as retail premises
and hotels. Meanwhile, more and more employees
are returning to their offices, albeit gradually and with
remote working very much a clear and permanent
remnant of the pandemic. Vacancy rates in the office
segment can therefore be expected to remain higher
than before. All things considered, we expect last

The pandemic has left its mark
It seems increasingly obvious that the pandemic has
accelerated the process of structural change,
although one should be careful about attributing too
much importance to temporary disruptions and
events. The survey we sent out to a number of the
Bank’s corporate advisors indicates that a large
proportion of respondents believe that the growth in
e-commerce has affected the real estate segments
retail trade and logistics properties, as illustrated in
the graph below.
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example back in 2014–2015, when we experienced
a period of falling vacancy rates, sharply rising rents
and the prospect of falling yield requirements – “The
stock exchange did the right thing” and factored
these into their pricing. However, now we have a
situation in which we cannot count on rising rents for
offices or the retail sector – the two largest real
estate segments on the stock market. Instead, there
is a real risk of the opposite.

The widespread extent of remote working during the
pandemic has opened the eyes of employers and
employees alike as regards more flexible ways of
working. The ability and will to work from home, not
to mention the degree of acceptance for the idea,
varies greatly among individuals, sectors and
companies and it remains to be seen what the new
normal will be. Handelsbanken’s corporate advisors
believe that the trend for working from home will
have a significant impact on the office segment, and
this view is further consolidated in the latest version
of the real estate survey. As the survey also
indicates rising vacancy rates for office premises, we
can draw the conclusion that offices seem to be
taking on a more peripheral significance for tenants,
at least in terms of rented space.

We have seen a burgeoning trend of higher vacancy
rates and slightly lower rents for offices in central
Stockholm – nothing too dramatic, admittedly, but a
change of direction nevertheless. This leads us to
believe that it is the view of market rates that has
changed, and contributed to the strong performance
of real estate equities during 2021. The market
seems to be pricing in an increasingly lower risk of
rising interest rates, and has therefore been pricing
equities based on expectations that the yield
requirement will fall and real estate prices will rise.
However, the recent period of falling share prices
has once again highlighted the element of risk
involved, as regards both interest rates and the
demand for premises.
On average, if we limit ourselves to those companies
that mainly own office properties, we can see a slight
valuation premium. Without the support of rent
growth, there are expectations of stable or slightly
declining yield requirements. Taking into account the
loan-to-value ratio, and if we say that we should
assume a discount of 10 percent in view of the
uncertain outlook for the rental market, valuations
imply an assumption of an almost 30bp fall in the
yield requirement. In other words, real estate
valuations should rise by about 5 percent.

No particular stock market concerns for office
properties
At the end of the summer, it was interesting to note
that even those companies with holdings consisting
primarily of office properties were being traded at
clear premiums. We have seen this trend before, for
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In our real estate survey, the yield requirements for
offices continued to decline in Q3, while transaction
volumes and the demand for funding both rose
compared to Q2. The current situation is thus in line
with stock market expectations.
Still an uphill struggle for the retail sector
The answers regarding the retail properties
hamstrung during the pandemic provide a bleaker
picture of the current situation. According to the
advisors, vacancy rates have risen compared with
the situation this time last year, while transaction
volumes have fallen. The yield requirements are
deemed to be stable, but this could be because the
data available for assessment has been inadequate
in some sub-markets. The fact that the demand for
funding has remained low could thus be a natural
consequence of the general climate in the segment
at the moment. We expect the upswing in the
consumption of services during the autumn to
improve sentiment slightly, despite the ever
increasing trend towards e-commerce.

Substantial valuation premiums on rental residential
properties on the stock market are closely aligned
with the sentiment expressed in the survey
responses (see all graphs in “Appendix – Real
Estate Market Survey”). All trends grew stronger
during Q3 and we see no signs of any slowdown for
the highly appreciated real estate segment. The
same applies to the other category to have benefited
from a substantial valuation premium on the stock
market – warehouses and logistics properties. The
responses to the survey illustrate falling yield
requirements in the market, which is necessary to
justify the equity valuations. Given the increase in ecommerce, it is our view that this trend in yield
requirements could prevail for some time, even
though its magnitude is more difficult to assess.

Risks being ignored
There are risks linked to market funding, ESG
compliance and reporting, general market sentiment
and other aspects that can affect share valuations,
in addition to those factors that have a direct impact
on real estate value. What risks, then, have a direct
connection to the underlying properties? Well, the
usual, of course, in the form of supply and demand,
vacancies, rent levels and funding. We delve deeper
into the risks associated with higher inflation and
interest rates in the theme article “Higher inflation –
what is it that the market fears?”. More dark clouds
have gathered overhead in recent times, related to
sustainability. These concerns include energy
efficiency requirements imposed on new productions
and renovations, and – not least – physical climate
risks. The last of these has, in our view, become of
more interest and significance lately, especially
bearing in mind the weather phenomena during the
past year and the consequences of these, which can
hardly have escaped the attention of most people.
The concrete problems of torrential rain and
landslides are one side of the coin, the other is
whether properties will even be insurable in the
future – leading to the question, “what is the value of
a building and a property?” Read more in the section
of the report titled “Sustainability”.
Selected conclusions
 Considerable volatility in the stock market – the
stock market reacts quickly to changes in
sentiment and rises/falls in long yields.
 The extremely high share valuations of late
summer have decreased as share prices have
declined.
 Both the stock market and the Bank’s corporate
advisors expect lower yield requirements for
offices, residential properties, and warehouse
and logistics properties.
 Despite our view of long yields increasing
slightly, we believe that property yield
requirements may remain at around their
current levels, or continue to decrease in some
segments in the short term.
 The economic recovery will provide further
support for real estate values. All in all, we
would, however, call our view of vacancy rates
somewhat circumspect, based on the structural
trends of increased working from home and the
rise of e-commerce, which we believe will
contribute to higher vacancy rates.
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Theme article: Consolidation

Scale and capital
The real estate sector is currently undergoing rapid consolidation. The synergies are not always
apparent, but they do exist in both funding and central costs. However , with low property yields,
these cost savings may nonetheless be significant, and could spur further consolidation. We take a
closer look at a few numerical examples, and predict that the consolidation is likely to continue, at
least as long as there is good access to both equity and debt financing.
Accelerated consolidation?
So far in 2021 several major acquisitions have taken
place in the Swedish real estate sector. For example,
Castellum’s offer for Kungsleden, Corem taking over
Klövern, and significant purchases by Heimstaden
Bostad and SBB. Heimstaden Bostad recently
announced a huge, SEK 92.5 billion acquisition from
Akelius. Most likely, transaction volumes for 2021
will prove to be record-high.
Over time, acquisitions have become an increasingly
important driver of growth for the sector’s
companies. In the chart we summarise several of the
factors generating growth for Swedish real estate
companies. According to the companies’ financial
reports, portfolio growth is divided between
investments in existing property holdings, value
changes, acquisitions and divestments. In addition,
values are affected by foreign exchange effects
(when companies have holdings in foreign
currencies). We have assessed these factors
relative to the opening average property value.

However, 2021 has the potential to surpass previous
years, given that neither Castellum’s acquisition of
Kungsleden nor Heimstaden Bostad’s recently
announced acquisition from Akelius is yet included
in the data.
Growth in portfolio market value

Sources: Sedis, Handelsbanken *Rolling 12 months

Sweden’s largest real estate companies* (2020
vs 2014)

Comments:


Investment in existing property holdings has
decreased, in relative terms.



Value changes were largest in the 20152017 period, but have increased again after
a weak 2020.



Acquisitions are the single most important
growth factor, and have grown in importance
during the period. Moreover, divestments
have declined.

When considering the chart, it is important to bear in
mind that the volumes for specific years are largely
driven by huge, individual transactions – such as
Balder’s acquisition of Sato in 2015, or Castellum’s
acquisition of Norrporten in 2016.
It is also clear that a large portion of the acquisitiondriven growth is concentrated in a handful of
companies that have as strategy to grow through
acquisitions.

Source: Handelsbanken *Property values

Fragmented sector being consolidated
Compared with many other sectors, the commercial
real estate sector is fragmented. This is partly due to
the enormous asset values. Another reason for the
fragmentation is that the economies of scale are
relatively small, i.e. the benefits of a large holding are
fairly small, although not insignificant. However,
there are advantages to being large within a specific
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geographical area, such as being able to offer
existing tenants alternative premises. There are also
economies of scale in property management and
maintenance. Especially when it comes to more
specialised properties (e.g. shopping centres,
healthcare and schools), companies may have
internal expertise and knowledge that is valuable
also when the properties are spread out over many
locations.
Access to borrowed capital
One reason why consolidation has taken time is that
access to borrowed capital has historically been
restricted, not least because of limits on the banks’
side as regards lending to individual companies
(single-name exposures).
However, the dynamics has changed, and large
companies now have an advantage in the bond
market. The factors restricting companies from
growing have thus faded, and the sector is currently
in the midst of a comprehensive consolidation
phase.
Synergies – are there any?
Both operational and financial synergies are
reasonable drivers for consolidation. In some cases,
one may reasonably argue that consolidation
creates diversified companies with lower risk.
Additional geographical sub-markets and less
dependence on individual tenants are reasonable
arguments. Nonetheless, in our opinion, the positive
effects are diminishing as companies grow in size.
Operational synergies take a back seat
Operational synergies in real estate companies are
a tricky subject. For simplicity’s sake we will only look
at central administrative expenses. While there are
significant discrepancies, it is apparent that
companies with SEK 10 billion in assets have much
higher relative expenses for central administration
than companies with SEK 50 billion in assets.
The graph shows central administration relative to
total assets for a large number of Nordic real estate
companies. The graph suggests that central
administration constitutes approximately 40bp for
smaller companies and 20bp for larger companies.
With property yields currently being as low as they
are, the relative importance of these types of
differences is growing.

Central administration and balance sheet

Sources: Sedis and Handelsbanken

It would be reasonable to assume, which the graph
also suggests, that the incremental gain derived
from say growing from SEK 50 billion to twice as
large are much less significant. However, there is a
palpable difference from going from 20bp in central
administrative expenses to 15bp.
Financial synergies
A potentially even more important driving force
behind the consolidation trend is lower funding
costs. In our view, financial synergies are now the
primary factor in the drive for size and consolidation
in the real estate sector. This has also been clear in
the calculations presented in connection with the
mergers that have been completed or that are
currenty underway.
In broad strokes, there are various types of
transactions that provide financial synergies.
1. A large company acquires a smaller
company. The smaller company does not
have access to competitive bond funding.
The funding cost is reduced significantly for
the acquired company’s debt, but with a
fairly minor impact on the combined
company’s credit rating and funding cost.
2. A large company acquires another large
company. In this case, the combined
company becomes much larger, which in
itself tends to lead to an improved credit
rating.
Funding costs driving consolidation
Size is explicitly stated as an important factor for
credit rating agencies such as Moody’s and S&P.
Not as important as the loan-to-value ratio, but when
we study credit ratings within Baa2/BBB and
Baa3/BBB- (from Moody’s and S&P), which are the
most common among privately owned Nordic real
estate companies, the picture we get is that larger
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companies have been allowed to have much higher
LTV ratios for a given credit rating.
The graphs below show adjusted debt relative to
assets on one axis, and total assets on the other.
Just as the credit rating agencies’ methods suggest,
larger companies are allowed to have larger LTV
ratios for equivalent credit ratings. Of course,
here we must point out that individual real estate
companies’ credit ratings are based on many more
factors than just size and LTV.
Nordic real estate companies, credit ratings from
S&P and Moody’s, Baa2/BBB

Numerical example, continued
In this numerical example, let us also assume that
net operating income is 3.5 percent of the assets,
and that the higher credit rating is worth 20bp in
lower funding costs (possibly a low assumption, as
we are basing our calculation on the prevailing low
credit spreads). A transaction that doubles the
balance sheet thus entails a reduction of the funding
cost as a proportion of net operating income by just
under 3 percent over time. This may not sound like
much, but given how difficult it can be to raise
profitability in other ways, doing so by increasing size
may be an attractive proposition.
...and add central administration
When we reach the size that the company in our
example has, we do not expect any massive savings
in central administration costs. But even shifting
from, for example, 0.2 percent of the assets to 0.15
percent, the overall synergy effect in the example
then becomes just over 4 percent of net operating
income.

Source: Handelsbanken

Nordic real estate companies, credit ratings from
S&P and Moody’s, Baa3/BBB-

Source: Handelsbanken

For example, a company with assets of SEK 80
billion and an adjusted debt to total assets ratio of 47
percent would be assigned a rating of Baa3/BBB-.
But if the company were to double its size, the credit
rating would instead be a step higher, at Baa2/BBB.
In this example, an 8-9 percentage point reduction of
the adjusted debt to total assets ratio would have the
same positive effect on the credit rating.

Access to equity
As real estate is a very capital intensive sector,
access to capital plays a major role in consolidation.
This refers not only to debt financing, but equally to
equity or hybrid financing.
For listed companies, the value of the share relative
to the company’s net asset value provides an
indication of access to equity. Companies with share
valuations higher than their net asset value have
better access to equity than those companies whose
share trades at a level below the net asset value.
This is because existing owners can be assumed to
be more willing to raise new capital based on a
higher valuation.
Of course, the acquiring company’s valuation plays
a large part. But there also appears to be a
correlation between acquisition-driven growth and
the sector’s general valuation. That is, when the
sector trades at a premium (price/EPRA NAV),
growth through acquisitions increases. In other
words, a lower valuation of the sector would probably
cause the rate of acquisitions to decline.
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Issues of hybrid bonds, Swedish real estate
companies

SEK bn

Price/EPRA NAV and acquisitions, full year
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Sources: Handelsbanken, Sedis *Listed Swedish real estate companies
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SEK

Hybrids
In addition to borrowed capital, in the form of bank
loans and bond funding, and to equity, there is now
a third source of funding that has become
increasingly important – i.e. hybrids. As the name
suggests, hybrids occupy the middle ground
between equity and borrowed capital, and are
normally designed for credit rating agencies to view
it as 50 percent debt and 50 percent equity.
Preference shares, which used to be common
among Swedish real estate companies, were
typically viewed purely as debt by the credit rating
agencies, and thus lost its allure when credit ratings
and bond funding became more prevalent among
the larger real estate companies.
So far this year, Swedish real estate companies
have issued SEK 43bn in hybrid bonds,
denominated in euro for the most part. This is
enough to fund a relatively large share of the
acquisitions during the first half of the year.
There may be several explanations for the rapid
growth in usage of hybrids. From the company’s
point of view hybrids represent both a source of
funding and provides support to credit ratings by
growing the equity cushion (from a credit
perspective) without diluting the company’s
ownership. From the investors’ point of view hybrids
offer a significant pick up in yield compared to senior
debt, which fits into the general “hunt for yield” in the
current low interest rate environment.

2019

2020 2021*

EUR

Source: Bloomberg *As at 7 October.

Conclusions
 Funding with corporate bonds has changed
the growth dynamics of real estate
companies. Large companies benefit from
stronger credit ratings and lower funding
costs. In addition, larger companies have
lower expenses for central administration.


The acquisition-driven growth in the sector
is benefiting from high equity valuations,
resulting in better access to equity.



In addition to access to “normal” equity and
borrowed capital, Swedish real estate
companies are turning more and more to
hybrids to raise funding, and the market
demand for these is good at present.



With
business
logic
supporting
consolidation, the trend looks set to
continue. One thing that may lead to a
slowdown in this development would be if
access to capital – whether borrowed, equity
or hybrid – were to diminish.
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Handelsbanken’s real estate market survey

Appendix – Real estate market survey
Handelsbanken’s real estate market survey questions corporate advisors with responsibility for
real estate companies to take the temperature of their local commercial property market. This
section summarises the responses from the second half of 2021, compared with previous surveys.
About the survey and the response rate
The survey was sent to 37 corporate advisors at
Handelsbanken. These advisors work in branches
all over Sweden – from Kiruna in the north to Malmö
in the south. We received 30 responses. Given that
the respondents work in different geographical
locations, the results give an indication of the market
climate in Sweden as a whole. The survey was
carried out between September 7-29.
The questions
The survey consisted of six questions, aimed at
capturing the advisors’ individual assessment of the
current market situation for commercial properties.
We asked for an assessment of the situation in their
town or region, even though customers often have
operations in more than one region. Five of the six
questions had three alternative responses:
increased, decreased, or unchanged. Those five
questions referred to the situation during the current
half-year period, as opposed to the situation in the
corresponding six months of the previous year. The
following questions were asked:







Transaction volumes have...
The yield requirement has...
The vacancy rate in premises has...
Sustainability investments and/or renovations
(such as measures to improve energy
efficiency) have...
The demand for property financing in general
(irrespective of the funding source) has...

Question number six refers to a longer time
perspective, and whether the following trends have
had a major impact on different market segments,
yes, no, or don’t know: e-commerce, sustainability,
and working from home.
The survey covers the following segments: offices,
retail, rental apartments, logistics and warehousing,
and industry. Question number six also covers social
infrastructure properties.
Presentation of survey results
In the following graphs, the results from the survey
are presented as net balances, i.e. the number of
‘increased’ minus ‘decreased’, or the number of ‘yes’
minus ‘no’.
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