SECTOR COMMENT

14 Sep. 2022

Interest rate concerns hang over Swedish real estate sector

ANALYSTS
Marcus Gustavsson
+46700442775

marcus.gustavsson@nordiccreditrating.com

Yun Zhou
+46732324378

yun.zhou@nordiccreditrating.com

Rising interest rates remain a concern for Sweden's debt-laden real estate sector. We expect interest
coverage ratios in the sector to fall substantially over the next few quarters as higher interest rates
impact financial statements. Positively, we expect most NCR-rated issuers to manage their credit
metrics successfully thanks to strong interest coverage before interest rates began to rise. Negatively,
the extent and pace of adjustments in property yields and values in response to higher interest rates
are more likely to have a pronounced effect. We believe the brunt of the impact will not be fully felt
until 2023.

The current challenges are financial rather than operational, as business fundamentals such as rents
and occupancy rates remain solid. However, the likelihood of a full-blown recession has increased.
Positively, we regard refinancing risk as low through 2022 as the bank market appears supportive,
while short-term bond maturities are limited. In addition, credit spreads have stabilised, though at
elevated levels.

Although the overall trends are negative, we believe that most NCR-rated real estate issuers are well
equipped to deal with more difficult market conditions. Many have strong owners capable of injecting
equity, if necessary, while others have adequate policy and rating headroom. In addition, issuers have
other options to support their financial risk profiles, such as divesting properties or postponing
investments. Interest rate hedges and inflation-linked rental contracts can also help to reduce the
impact.

RISING INTEREST RATES BECOMING VISIBLE IN REPORTED FIGURES

In the wider Swedish real estate market, most companies reported relatively stable interim reports at
mid-year, although the trend of rising average interest rates was clearly visible. Among NCR-rated
issuers, the average interest rate increased to 2.2% from 1.9% in the first quarter. Moreover, we believe
that most of the impact on interest coverage ratios is not yet apparent as short-term interest rates are
likely to continue to rise as maturing debt is, in many cases, refinanced at higher margins.
Consequently, we expect interest coverage to decrease substantially over the next few quarters.

Figure 1. Average interest rates among NCR-rated Swedish real estate issuers
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RECESSION RISK MOUNTING

Short-term interest rates have continued to rise in the current quarter as a result of high inflation rates
and increasing expectations that the central bank will raise policy rates decisively in response to
inflationary pressure. Market pricing of interest rates now suggests that the central bank's actions to
curb inflation could lead to recession, as indicated by the currently inverted Swedish krona swap
curve. The spectre of recession is likely to hang over the real estate sector for the next few years.

We view the current challenges facing the sector from the perspective of financial risk, while business
fundamentals remain sound. However, if the economy moves into recession, tenants could struggle,
vacancies could rise, and rent levels could fall.

Figure 2. Swedish krona swap rates Figure 3. Swedish krona swap curve
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ELEVATED CREDIT SPREADS AND LIMITED BOND MATURITIES LIMIT DEBT ISSUANCE

The Nordic corporate bond market had a challenging second quarter, with real estate companies
particularly affected. In their interim reports, several companies stressed the importance of bank
financing, where credit spreads are currently much more moderate.

Credit risk premiums remain at historically high levels, despite falling for many real estate companies
since mid-July. The bond market remains an expensive source of funding and we anticipate that spread
levels will have to fall materially for corporate bonds to regain their appeal as a source of corporate
funding. We expect unsecured debt as a proportion of total debt to decrease as companies shift
increasingly to secured bank lending to offset the impact of higher interest rates.

Among NCR-rated and other real estate issuers, maturing bond volumes are relatively limited through
the remainder of 2022. We believe that this, together with current pricing in the bond market and
reductions in many issuers' growth ambitions, will result in relatively low issuance volumes in the
remainder of the year. However, we expect significantly larger maturities in 2023 and 2024, especially
among large real estate companies with outstanding euro-denominated debt. The Swedish banking
system is unlikely to be able to refinance such volumes, and consequently, we expect a substantial
proportion of volumes in 2023 and 2024 to be refinanced in the bond market -- even if investor demand
remains low.
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Figure 4. iTraxx spread indices Figure 5. Bond maturities among NCR-rated Swedish real estate
issuers
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PROPERTY VALUES LIKELY TO COME UNDER PRESSURE IN 2023

Most Swedish real estate companies reported property value gains in the second quarter, in several
cases because of increased operating surpluses and gains from project development. Rising interest
rates have not yet resulted in a broad trend of increasing property yields, mainly because value
appraisals are based on market transactions, which recently have been relatively scarce. As
transaction volumes eventually pick up, as we expect, downward value adjustments should come as
no surprise. However, this is unlikely to become visible in the wider market until next year.
Conversely, we believe that property values will be supported through year-end by rising rents on the
back of high inflation.

Rental increases, however, are likely to differ significantly between property types. Among, for
example, industrial properties inflation-linked contracts are likely to drive rental income. Although
we expect rent increases to be material, we expect them to be lower than the rate of inflation. This is
because tenants might be unwilling to accept imposed rent increases, while commercial property
managers would likely accept lower increases in exchange for contract extensions. In the residential
property subsector, rents are negotiated between property owners and the tenants' association.
Although rent increases are likely to exceed those of recent years, they will most certainly be lower
than increases in other property types, putting additional pressure on interest coverage ratios.

Adding to future valuation concerns is the potential for sell offs in some subsectors. While we expect
property values to remain stable through year-end, we believe that the announced intention of some
residential owners, such as Germany-based Vonovia SE, to divest properties could speed up yield
adjustment in the subsector where low initial yield levels mean that property values are more sensitive
to yield changes. In addition, aggressive deleveraging to avoid rating triggers could push yields higher
in the community service and other subsectors.
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Figure 6. NCR ratings on Nordic real estate companies
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issuer rating
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See NCR's company reports for details.
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DISCLAIMER

Disclaimer © 2022 Nordic Credit Rating AS (NCR, the agency). All rights reserved. All information and data used by NCR in its
analytical activities come from sources the agency considers accurate and reliable. All material relating to NCR's analytical
activities is provided on an "as is" basis. The agency does not conduct audits or similar warranty validations of any information
used in its analytical activities and related material. NCR advises all users of its services to carry out individual assessments for
their own specific use or purpose when using any information or material provided by the agency. Analytical material
provided by NCR constitutes only an opinion on relative credit risk and does not address other forms of risk such as volatility
or market risk and should not be considered to contain facts of any kind for the purpose of assessing an issuer's or an issue's
historical, current or future performance. Analytical material provided by NCR may include certain forward-looking
statements relating to the business, financial performance and results of an entity and/or the industry in which it operates.
Forward-looking statements concern future circumstances and results and other statements that are not historical facts,
sometimes identified by the words "believes", "expects", "predicts”, "intends", "projects”, "plans”, "estimates", "aims", "foresees",
"anticipates", "targets", and similar expressions. Forward-looking statements contained in any analytical material provided by
NCR, including assumptions, opinions and views either of the agency or cited from third-party sources are solely opinions and
forecasts which are subject to risk, uncertainty and other factors that could cause actual events to differ materially from
anticipated events. NCR and its personnel and any related third parties provide no assurance that the assumptions underlying
any statements in analytical material provided by the agency are free from error, nor are they liable to any party, either
directly or indirectly, for any damages, losses or similar, arising from use of NCR's analytical material or the agency's analytical
activities. No representation or warranty (express or implied) is made as to, and no reliance should be placed upon, any
information, including projections, estimates, targets and opinions, contained in any analytical material provided by NCR, and
no liability whatsoever is accepted as to any errors, omissions or misstatements contained in any analytical material provided
by the agency. Users of analytical material provided by NCR are solely responsible for making their own assessment of the
market and the market position of any relevant entity, conducting their own investigations and analysis, and forming their
own view of the future performance of any relevant entity's business and current and future financial situation. NCR is
independent of any third party, and any information and/or material resulting from the agency's analytical activities should
not be considered as marketing or a recommendation to buy, sell, or hold any financial instruments or similar. Relating to
NCR's analytical activities, historical development and past performance does not safeguard or guarantee any future results or
outcome. All information herein is the sole property of NCR and is protected by copyright and applicable laws. The information
herein, and any other information provided by NCR, may not be reproduced, copied, stored, sold, or distributed without NCR's
written permission.
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