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PREFACE

| have had the opportunity to visit Sweden many tines since
the early 1970s for teaching and research. Over this tine, direct
governnment intervention in the Swmedi sh construction and real estate
i ndustry has gradual |y been reduced. Deregulation of the financi al
mar ket s al so occurred at the sane tine as the begi nning of the rea
estate cycle in the mddl e of the 1980s. Neverthel ess, | arge housi ng
subsi di es, the inportant rol e of | ocal housing authorities, and rent
controls remain. | thus wel cone the opportunity to | ook again at
Swedi sh real estate markets, with regard both to i nmedi ate short-run
responses to the cyclical crisis and to | onger-run proposals for
real estate sector deregul ation.
| have received help froma w de range of Swedi sh econom sts,
governnent officials and statisticians, and i ndustry parti ci pants.
| would especially |ike to thank (but not inplicate) those who
provi ded detailed coments on earlier versions of the report: the
SNSref erence group and staff, Professors Peter Engl und, Lars Jonung,
and | ngemar St ahl, Per-Ake Eriksson of the Mnistry of Finance, Lars
Nyberg of Foreni ngsbanken, Bengt Nyman of The Swedi sh Federation
for Rental Property Omers, and Bertrand Renaud of The Wrl d Bank.
Most inportantly, Stefan Sandstrom of SNS has aided ne at every

stage of this project.

Ber kel ey, Cctober, 1994
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PART 1 | NTRODUCTI ON

The Swedi sh real estate market i s nowconpletingamjor crisis,
mar ked by pl ummeti ng prices and production, high vacancy rates, high
| oan default rates, and financial distress for mgjor |ending
institutions. Al types of comercial and residential construction
suffered, although office buildings in the urban centers faced the
steepest price declines. Table 1.1 provides an overview of the
di mrensions of the real estate crisis at its key dates. Here, as
in many of the following tables and figures, the data have been
obtained from Statistics Sweden (SCB [1993a] and SCB [1993b]) and
t he Bank for International Settlenents [1994], including historica

data and updates from both sources.

TABLE 1.1
FEATURES OF THE SWEDI SH REAL ESTATE CYCLE

Initial Start End End
Period |of Boom |of Boom |of Bust
1980 1985 1990 1993
CONSTRUCTI ON (Real Investnent, 1985 Kronor, 1980 = 100)
(1) 1-2 Family 100 62 88 39
(2) Mul ti-Famly 100 198 241 195
(3) Conmmer ci al 100 93 107 84

PRI CES (Real Prices, Deflated by CPlI, 1980 = 100)

(4) |1-2 Fanmily 100 70 97 72
(5) |Milti-Family 100 94 165 93
(6) | Commerci al 100 244 422 144

Sources: (1) to (5), SCB [1993a] and SCB [1993b];
(6) Bank for International Settlenents [1994].




The real estate crisis had a severe inpact onthe Swedi sh econony.
Honeowners, | ocal housing authorities, and comrercial real estate
investors all suffered major | osses as asset prices fell and vacancy
rates rose. The banks required governnent guarantees and, in sone
cases, financial support to offset their |loan | osses. All of these
| osses spill ed over tothe macro-econony by reduci ng aggr egat e demand,
thus reinforcing the already strong recessionary forces in the
Swedi sh econony. This is illustrated in Figure 1.1, which shows
construction enpl oynent (as a percentage of total enploynent), real
constructioninvestnent (as a percentage of real GDPin 1985 kronor),

and the gromh rate of real GDP.

Figure 1.1: CONSTRUCTI ON, EMPLOYMENT, AND REAL GDP GROAMH

Percent

—H®——— Real Const./GDP —{—— Const./Total Employ. ——+&—— Real GDP Growth

Source: SCB [1993a]




The goals of this report are to:
*Anal yze the causes of the Swedish real estate crisis;

eDeterm ne the current status of the market and eval uate short-run
policy renedies that could ease the current effects of the
Ccrisis;

* Suggest long-term solutions that would reduce the |ikelihood of
a future occurrence;

. Eval uate the | ong-run housi ng needs and demand i n Sweden.

The remai nder of this introduction sunmmarizes the i nportant aspects

of the met hodol ogy enpl oyed and the concl usi ons reached.

Cover age

Thi s report coversthefull range of Swedi shreal estate markets.
A primary distinction is nmade between residential and commerci al
structures. Residential structures are further separated between
1-2 famly and multi-famly units. In principle, commrercial
structures could al so be separated by such categories as office
bui | di ngs, industrial structures, and retail stores. Data are not
avai |l abl e, however, to carry out a detail ed anal ysis of comerci al

structures by specific type.

Peri od of Analysis

The mai n anal ysi s begins with the early 1980s, the ti me at which
the basic forces creating the current crisis were initiated. W

then focus on the boom period between 1985 and 1990, and the bust



periodafter 1990. Qur | ong-run perspective for policyissues extends

to the year 2000.

Theoretical Franmework

A stock-fl ownodel of the real estate sector (sonetines called

an asset-price nodel) serves as the theoretical basis for the

fundanental determ nants of real estate construction and prices.

The term stock refers to the outstanding stock of structures, for

whi ch demand and supply interact to determ ne asset prices. The
termflowreferstotherate of newconstruction, whichis determ ned
by profit potential as neasured by the ratio of asset prices to
construction costs (also called Tobin's q). This type of nodel is
general |y accepted as t he nost descri ptive and fl exi bl e for anal yzi ng
real estate markets. A nore conplete description of the stock-fl ow

nodel is provided belowin Part 2.

The Primary Hypot heses

Fi ve maj or factors appear to have conbi ned to create t he Swedi sh

real estate crisis:

. Real incone grow h;

. Real interest rates (nom nal rates - expected inflation);
. Fi nanci al deregulation (loan availability);

. Tax rates applicable for nortgage interest deductions;

. Housi ng subsi di es.



Tabl e 1. 2 summari zes the | evel s of these variablesduringtheinitial,

boom and bust periods respectively.

Table 1.2
FUNDAMENTAL FACTORS OF SWEDI SH REAL ESTATE DEMAND

(Annual Averages in Percent)

1981 to 1985 | 1986 to 1990 | 1991 to 1993
Real GDP grow h 1. 2% 3. 1% -3. 1%
Real interest rate? 11. 0% -1. 6% 15. 2%
Loan/ GDP rati o® 100% 137% 145%
Tax deduction rate° 64% 50% 30%
Housi ng subsi dy/ GDP¢ 3.78% 4 3. 49% 92 3.64% 3

& Mortgage bond interest rate (Sveriges Ri ksbank) ninus house
price inflation rate (SCB [ 1993b]).
b Total credit extended/ GDP; SCB [1993b].
© Average tax rate for interest deductions; Englund [1993a].
4 Boverket [1993], p. 131; % Average of 1980 and 1985;
92 Average of 1985 and 1988; 9 1991.

Three maj or periods of Swedi sh econom c activity can be
di stingui shed over the | ast 15 years: poor conditions during the
first half of the 1980s (1980.1), inproved conditions during the
second hal f of the 1980s (1980.2), and poor conditions again during
the first years of the 1990s. Wth respect tothe specific variables

in Table 1. 2:



*Real GDP growt h was sl owduring 1980. 1, duetolowl abor productivity

growt h, international trade inbalances, rising governnent
deficits, and rel ated problens. GDP growt h accel erated duri ng
1980. 2, but the econony fell into a deep recession during the

1990s.

*Real rates of interest were high during 1980.1 due to relatively

| owinflationrates for consuner and asset prices. Real interest
rat es declinedduring 1980. 2, reflecting | ower nom nal interest
rates and nmuch hi gher asset price inflation, but real rates

of interest rose again during the 1990s.

*Credit market growth restrictions remained in place during nost

of 1980.1. These were renoved during 1980.2 and credit/ GDP

rati os have remai ned high during the 1990s.

* Tax deduction rates for nortgage i nterest were high during 1980. 1,

decl i ned during 1980. 2, and declined further during the 1990s.

* Housi ng sector subsidies were high during nost of the 1980s,

following policiesinitiated duringthe 1970s. These subsi di es

are being reduced during the 1990s.

The variables in Table 1.2 can be descri bed as t he fundanent al

factors determ ning the demand for real estate. Areal estate bubble

is an alternative possible explanation for the Swedish real estate
cycle. Abubbleis operatingwhenreal estate demandis strong sinply

because investors expect asset prices to keep rising, even though



fundanental denmand factors insure that sooner or |ater the bubble
will burst. This study concludes that the Swedi sh real estate cycle

can be expl ained by fluctuations in the fundanental factors al one.



Eval uation through International Conparisons

Determ ning the individual role of each of the fundanmental
factors in the Swedish real cycle is a mgjor challenge. The main
probl emi s t hat we have only a si ngl e observation--that i s, one cycle.

Sweden has not experienced a real estate cycle of the magnitude
of the current one since the depression of the 1930s.

We use conparative international experience, focusing on the
CECD countries, to help resolve this single observation problem
To illustrate the benefit of such conparisons, Figure 1.2 shows the
peak and trough levels of 1-2 fam |y house prices since 1986 (with
1986 = 100) for 10 CECDcountries. House price volatility was hi ghest
i n Sweden and Fi nl and. (For Australia and the United States, nom nal
house prices have not fallen since 1986, so their peak and trough

| evel s are the sane).



Concl usi ons and Reconmendati ons Regardi ng the Real Estate Markets

The followng is a summary of the main concl usions regarding
the Swedi sh real estate cycle and the policy recommendations for
the Swedi sh real estate markets. A nore conplete discussion of

concl usi ons and reconmmendations is provided in Part 7.

Resi denti al Real Estate Markets

Overbuilding during the real estate cycle occurred primrily
inmlti-famly units (74,000 excess vacant units were constructed
bet ween 1991 and 1993) and in the non-urban areas of the country.

The sharp decline in newunits started in 1993 and 1994 is likely
to reduce the nunber of vacant units, but wll not rectify the

structure-type and regi onal inbal ances.

Figure 1.2: NOM NAL HOUSE PRI CES, PEAK AND TROUGH LEVELS

1986 = 100 Peak Year Shown and Trough Year 1993 Unless Shown, All Relative to 1986
200 —
1991 1989 1993
180 + 1989 1990
160 - 1989 1900 1992 1992
140 -+ 1993
1990
120 +
100 —+ 992
80 -+
60
40 4
20 +
0 - f f f f f f f f f {
Sweden Finland Australia United Japan Canada Germany France United Norway
Kingdom States
Source: Bank for International Settlements [1994] . Peak D Trough




New production will not significantly recover until rising
demand is reflected in higher market prices for existing units.
The recovery i n demand, however, i s constrai ned by weak macr oeconom c
conditions, high interest rates, and reduced |evels of housing
subsi di es. Projections of housi ng demand and housi ng needs t herefore
i ndi cate | owrat es of newhousi ng construction throughthe year 2000.

| nvest ment in housing reconstruction, however, will be strong
t hrough the year 2000, since it is a substitute for new housing
i nvest nment .

The real estate cycle has also left significant financial
distress. Owers of 1-2 fam |y hones have | ost a | arge anmount of
their equity, and many are "l ocked-in" into their current hones.
Many owners of multi-famly structures--nunicipal housing
authorities, cooperatives, and private |andlords--face serious
threats of bankruptcy.

From a policy perspective, three major forns of governnent

intervention in the housing markets shoul d be reeval uat ed:

(1) Sweden is now anpong the best-housed countries in the world,
but the costly program of nortgage interest subsidies continues.
These subsi dies create a serious burden for the governnent budget,
while distorting the incentives for the quantity, |ocation, and type

of housi ng production.

(2) The sem -public nmunicipal housing authorities produced excess

amounts of multi-fam |y housing during the housing cycle. Although

10



t hese agenci es played an inportant role in elimnating past housi ng
shortages, they are not effective in maki ng new producti on deci si ons

when housi ng demand and supply are already close to bal anced.

(3) Rent controls are neant to achieve various goals, including

diversity in urban centers, equity in access to desirabl e housing,
and i ncone redistribution. Rent controls, however, reduce housing
production, |ower maintenance standards, and create "grey" market
activity. They are thus not an efficient nmeans for achieving the
goals. G ven the current high vacancy rates in nost rental markets,

this is a practical nonent to renove the rent ceilings.

11



Commerci al Real Estate

The worst part of the commercial real estate crisis occurred
in office buildings. Here there was substantial overbuilding, and
signi ficant newconstruction w || not take placeinthe nmgjor cities
for many years. Oher commercial real estate, such as retail and
i ndustrial buildings, had | ess extrene anounts of overbuil ding; the
pace of their recovery will depend on the general macroeconom c
envi ronnment in Sweden.

There are two proposals that would reduce the volatility and
the costs of future cycles in commercial real estate markets. The
first proposal is for the governnment to coll ect and di ssem nate nore
data regarding the conditions in commercial real estate markets,

i ncl udi ng t he avai |l abl e supply, market prices and rents, and vacancy

rates. The second proposal is to encourage a greater use of equity

(rather than debt) financing for conmercial real estate i nvestnents.
In the United States, the rapid growth of REITs (Real Estate

| nvestnent Trusts) is a response to a simlar need.

The | argest costs of the commercial real estate crisis were
| odged with the banks that had become the primary comercial rea
estate | enders. The governnent support prograns for the banks have
been carried out effectively, but the tinme has arrived to beginto
di smantl e the guarantees. There is also the need to introduce a
better system of bank supervision and regul ati on, one which wll
take into account the deregul ated and highly conpetitive markets

in which the banks now operate.

12



Agenda for the Report

The organi zati on of the remai nder of this report is as fol |l ows.

Part 2 develops and illustrates the stock-flow nodel that provides

t he basi c anal yti c framework of the study. Part 3 anal yzes t he supply

of housing, while Part 4 | ooks at the demand for housing. Part 5
studies the commercial real estate market, including the banking
crisis. Part 6 provides projections of residential real estate

construction through the year 2000. Part 7 provides a sumary of

concl usi ons and policy reconmendati ons.

13



PART 2 THE STOCK- FLOW MODEL OF REAL ESTATE MARKETS

Qur analysis of real estate markets is based on a stock/fl ow

nodel structure, sonetinmes called the asset approach (see Poterba

[1984]). The discussion in this section provides a sunmary of how
real estate markets work according to this nodel. The description
shoul d be interpreted as applying to each part of the real estate

mar kets: residential, commercial, and their conponents.

Stock Supply, Stock Demand, and Equilibrium Prices

The stock supply equals the existing quantity of real estate

structures at a nonent in tine. The stock demand is determ ned by

such vari abl es as denographic factors, enploynent, inconme, rea
estate prices, real interest rates, subsidies, and tax factors.

The equi li bri umasset priceisthepricewhichequilibratesthe demand

and supply for the real estate stock. The nodel assunes that market

prices rapidly converge to the equilibriumlevel.

Rental Supply, Rental Denmand, and Equilibrium Rents

Rental space corresponds to the flow of real estate occupancy

services provided by the real estate stock. The supply of rental

space is directly proportional to the real estate stock, except for
variations in the nunber of units held off the market for repair

and mai ntenance. The demand for rental space is determ ned by

househol ds and busi ness entities who require occupancy Services.

12



Equilibriumrent | evels balance the demand and supply in the

mar ket for structure services.! The equilibriumrent can,

equi valently, beinterpreted as therent which provi des asset hol ders
wi th an adequate rate of return, taking into account the expected
asset-price appreciation. However, thereis evidence whichindicates
that rents do not al ways converge rapidly to the equilibriumlevel,
t hus causing vacancy rates to vary (see Rosen [1986]. W turn to

this issue in the next section. The effects of rent controls are

al so di scussed bel ow.

Vacant Units

Vacant units are a nornmal feature of an efficient real estate
mar ket, since sone renters will pay a premumto obtain inmediate

access to units. In other words, there is a natural vacancy rate,

just as thereis anatural unenpl oynent ratein | abor markets. Actual

vacancy rates may tenporarily rise above (or fall bel ow) the natura
level. Inthiscase, market rents shouldfall (rise) until thevacancy
rate returns to the natural level. Actual vacancy rates, however,
sonetines remain wel | above the natural |evel for prol onged periods
of time. This situation is especially apparent in commercial rea
estate markets, although it also sonmetines occurs in nulti-famly
residential markets. This is a puzzle for real estate econom sts.

Mor eover, in these cases, by definition, the market rents remain

1 The demand and supply for structure services are
equi | i brated by rents, whil ethe demand and supply for st ock ownership
are equilibrated by asset prices.

13



The greater puzzle, therefore, i s why

2

above the equilibriumlevel.

mar ket rents fail to fall in order to clear the market for space.

Figure 2.1 illustrates this problemw th vacancy rate and real

rent data for nmulti-famly units in Sweden. It is apparent in the

period after 1990 that real rents continued to rise even though

vacancy rates becanme very high. 1t is possible that this increase
inrents reflects a return to equilibriumlevels: rent controls
constrained rent | evels nuch | ess after 1990 due to t he weak housi ng
is al so commonpl ace in countries

mar ket condi ti ons. However, it

wi thout rent controls that real rents do not decline enough to

elimnate high multi-fam |y vacancy rates.

There are various explanations for sticky rents and sticky

Figure 2. 1: MULTI - FAM LY VACANCY RATES AND REAL RENT LEVELS
Vacancy Rate Real Rent, 1980 = 100
35 160
./l
3 ./ / 1 140
25 D\EK EE— . .- " / 1 120
- - 1 100
2
h\ 4 80
15
\:\ -+ 60
1
\3\ /J 1 40
0.5 \B\D\D/ 1 20
0 f f f f 0
83 84 85 86 87 88 89 90 91 92 93
—{—— Vacancy Rate ——®—— Nominal rent/CPI
Source: SCB [19934]
2 This situation is not to be confused with rent controls,

whi ch keep rent levels below the market clearing |evel.

14



vacancy rates. For exanple, real estate owners w th market power
may mexi m ze t hei r revenue by keeping rents high, evenif this creates
hi gh vacancy rates. It is not clear, however, why rents and vacancy
rat es shoul d be kept at high |l evel s sonetines and not at ot her tines.
Anot her explanation is that long-termrental contracts may | ead
t o sl uggi sh adj ust nent of rents (see Taylor [1979]). It is not clear,
however, why rat es on newl ong-termrental contracts woul d not refl ect
current market conditions. Watever the proper explanation, sticky
rents and sticky vacancy rates do occur in certain real estate

mar ket s.

Fl ow Equi li bri um and Construction Activity

New construction activity is determ ned by the profit incentive

provi ded by the rati o of the asset price of existing structures (per

square neter) tothe cost of newconstruction. Thisratioisreferred

to as Tobin's q:

2.1)

As g rises above 1, construction activity should expand. As q falls
bel ow 1, construction activity should fall, and net investnent nay
becone negati ve.
Tobin's g shoul d equal the value of 1.0inlong-run equilibrium
Short-run factors, however, may allow asset prices to diverge
tenporarily fromconstructions costs, but the flow of new

construction should then respond. For exanple, if qis tenmporarily

15



greater than 1, then newconstruction will rise, which augnents the
stock supply, and drives the asset price dowmn. Simlarly, if gqis
tenporarily below 1, then construction activity falls and the asset
pricerises. Inthisway, the market reachesits|ong-runequilibrium
with g equal to 1.

Tobin's q theory of investnment thus has two primary results:

(1) In long-run equilibrium the value of g converges to 1.0,

i npl ying that asset prices converge toward construction costs.

(2) Inthe short run, q may vary from1.0, with high (low) val ues

of g creating high (low) construction activity.

Figure 2.2 shows conput ed i ndexes of Tobin's g for nulti-famly
housi ng structures i n Sweden bet ween 1980 and 1993. The asset price
isthemnmulti-famly price index fromSCB [1993a]. Two nulti-famly
construction cost i ndexes are consi dered, both al so fromSCB|[ 1993a] .

The first is a factor price index and the second i s a buil ding cost
i ndex. The building cost index is based on the units actually
constructed, and i ncorporates builder profits, factor productivity
changes, and buil ding quality changes that are not included in the
factor price index. The building cost index should be nore stable,
because changes in profits, productivity, and quality tend to of f set

changes in the underlying factor costs.

16



Figure 2.2: TOBIN S Q FOR MULTI - FAM LY HOUSI NG

1980 = 1.0
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Figure 2.3: TOBIN S Q FOR 1-2 FAM LY HOUSI NG
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Si nce the mar ket prices and construction costs are all indexes,
the resulting series for nulti-famly Tobin's q are indexes, wth
1980 equal to 1.0. It is plausiblethat 1980 is a year of equilibrium
for housing construction, since construction was stable from 1976
to 1980. Infigure 2.2, the g series based on the factor price i ndex
rises nore rapidly in the late 1980s and falls nore rapidly in the
1990s, as expected. Both i ndexes showthat g rises above 1.0 bet ween
1986 and 1992, whi ch coincides wththe periodof risingmulti-famly
construction. By 1993, the Tobin's q index is well below 1.0,
consistent with the extrenely | ow construction rates that occurred
at that tine.

Figure 2.3 shows conparable Tobin's g indexes for 1-2 famly
homes, based on 1-2 famly hone prices and 1-2 fam |y cost indexes.

Again, thegseries basedonthefactor priceindexrisesnorerapidly
inthe late 1980s and falls nore rapidly in the 1990s, as expected.
Relative to multi-famly structures, 1-2 famly hone prices rose
| ess, and therefore the 1-2 famly q values are lower. In fact,
the 1-2 fam |y Tobin qindexes remainbelowl.0for theentire period,
consistent with the relatively | ow production rates for 1-2 famly
homes (see Figure 2.4).

Bengt Turner and Tommy Berger have recently conputed Tobin's
g values for 1-2 famly houses for approxi mately 250 Swedi sh
muni ci palities as of the end of 1993 (Turner and Berger [1994]).

The house prices are determ ned fromtax assessnent records, updated
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on the basis of recent price changes for 1-2 fam |y hones. The new
construction costs are based on actual production costs. Except
for 7 municipalities in the Stockhol marea, the Tobin's g val ues
are all less than 1.0, with nost in the range of 0.4 to 0. 6. These
results are thus broadly consistent with the 1993 Tobin q value in

Fi gure 2. 3.

Rent Control s

In some real estate markets in Sweden, rent controls depress

rents bel owthe equilibriumlevel, whichthenreduces the equilibrium
real estate stock. This occurs because the depressed rents cause
| oner asset market prices, whichinturn create a snmaller incentive
for construction activity.® At the sane time, the excess demand
for rental space may stinulate illegal "grey" market activity, when
tenants receive paynents for vacating their flats on behal f of other
tenants. W discuss policy recommendations for rent controls in

Sweden in Part 4.

Reconstructi on

The stock/flow nodel can accommobdate reconstruction activity
of existing units for repairs, renovation, or conversion to
alternative uses (such as commercial). The sum of reconstruction

and newconstructionactivity shoul d beinfluenced by the sane Tobin's

3 Rent controls also reduce the quality of existing real
units by reducing the incentive to maintain properties.
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g incentives. Reconstruction, however, nmay serve as a substitute
for newconstruction, because both i ncrease the val ue of the existing

housi ng stock.

20



Figure 2. 4:
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Figures 2.4 and 2. 5 showt he newconstructi on and reconstruction
conmponents of 1-2 famly and nulti-famly investnent respectively
in billions of 1985 kronor. It appears that the substitute
rel ati onship dom nates, especially for nmulti-famly housing. It
is also noteworthy that new construction and reconstruction are
approximately of the sane order of magnitude for nulti-famly

constructi on.

Housi ng Subsi di es

Swedi sh housing is anong the nost subsidized in the world (see
Bover ket [1993], p. 125-136). There are three forns of subsi dies,

and each has its own effects on housing markets.

(1) Rent allowances are paid directly to | owinconme households to

| ower their housing costs. Rent all owances increase the demand for
housi ng space, which creates pressure for higher rents and asset

prices, and thereby greater production.

(2) Mortgage interest subsidies are provided to purchasers of newy

produced honmes in the formof nortgage i nterest rates that are bel ow
mar ket levels.* Mrtgage subsidies directly stinulate new
production, whi ch accunul atesintoal arger stock of housi ng. Because

t he subsidies create a | arger housing stock, they will cause market

4 Mort gage i nterest all owances have al so been provi ded for
mai nt enance and i nprovenent activity.
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rents and the prices of existing houses to be | ower than woul d

ot herwi se be the case.

(3) Tax benefits are provi ded by al | owi ng nort gage i nt erest paynents

to be a tax deduction. The tax benefits create a | arger housing
stock, lower rents, and | ower asset prices, just as with nortgage
interest allowances. W evaluate the Swedi sh housi ng subsi dy

prograns in nore detail in Part 4.
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PART 3 HOUSI NG SUPPLY

In this and the following part, we analyze and evaluate the
Swedish housing markets. Our analysis is based on the stock-flow
model developed in Part 2. We consider both 1-2 family and
multi-family units. We focus on three periods of time: (1) 1981
to 1985 (the initial period), (2) 1986 to 1990 (the boom), and (3)
1991 to 1993 (the bust). The reasons for dating the beginning of
the boom period at 1986 and the beginning of the bust period at 1991
will be clear as we analyze the Swedish housing data. We
consider supply side and demand side factors separately as
determinants of the housing cycle.

The supply side is considered first in this Part. The discussion
focuses on the flows of housing production, the accumulated housing
stock, and vacancy rates. Vacancy rates, of course, are the result
of the interaction of housing demand and supply. Housing demand,
in this context, equals the number of households (that is, the number
of occupied housing units). In this Part, we treat the number of
households as predetermined.

The demand side is considered in the following Part 4. There
we treat housing production and the accumulated housing stock as
predetermined. That discussion focuses on the influence of demand
factors on Swedish housing prices. We will pay special attention
to how Swedish housing subsidies determine demand in the aggregate,

by structure type, and by geographic area.
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The primary goal in this part is to determine the extent of
the overbuilding that occurred during the housing cycle. Starting
in the initial period, we first analyze the warranted expansion in
housing construction. We then evaluate whether the actual housing
construction during the boom was consistent with these initial
conditions. Lastly, we analyze the results of the bust, in order
to evaluate the current status and future prospects for Swedish

housing markets.

Housi ng St ocks

We begin with the housing stock data in Table 3.1, based on
the Swedish census, taken every five years. We will refer to these
data as either the stock data or the census data. Table 3.1 shows
the data for 1975, 1980, 1985, and 1990. We are fortunate that the
years 1985 and 1990 coincide with the beginning and the end of the
real estate boom respectively.

Part A of Table 3.1 refers to all housing units. Line 1 shows
the housing stock--the number of existing, year-round, units. Line
2a shows the number of households, defined as groups of people living
together in housing units. Line 2b shows secondary occupancy, created
by households that occupy more than one year-round unit. Line 2c
shows total occupancy, the sum of lines 2a and 2b. The difference
between the stock and total occupancy, shown in line 3, is the number
of vacant units. Line 4 shows the vacancy rate, defined as the ratio

of the number of vacant units to the housing stock.
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Table 3.1
HOUSI NG STOCK

(Year-Round Units In Thousands)

1975 1980 | 1985 | 1990
A Al Units
[1] Housing Stock 3530 3670 | 3863 4045
[2a] Households 3324 3497 | 3670 3830
[2b] Secondary Occupancy (see text) 124 119 123 180
[2¢] Total Occupancy ([2a] + [2b]) 3448 36l | 3793 4010
[3] Vacant Units 82 54 70 35
[4] Vacancy Rate 2.3% 1.5% | 1.8% 0.9%
B: 1-2 Fam |y
[1] Housing Stock 1469 1626 | 1778 1874
[2a] Households 1447 1616 | 1759 | 1861
[2b] Secondary Occupancy (see text) 0 0 0 0
[2c] Total Occupancy ([2a] + [2b]) 1447 1616 | 1759 1861
[3] Vacant Units 22 10 19 13
[4] Vacancy Rate 1.5% 0.6% ] 1.1% 0.7%
C Milti-Famly
[1] Housing Stock 20061 2044 |1 2085 2171
[2a] Households 1877 1881 | 1911 | 1969
[2b] Secondary Occupancy (see text) 124 119 123 180
[2¢] Total Occupancy ([2a] + [2b]) 2001 2000 | 2034 2149
[3] Vacant Units 60 44 51 22
[4] Vacancy Rate 2.9% 2.2% | 2.4% 1.0%
D: Addendum
[1] Population 8208 8317 | 8358 | 8590
[2] Headship Rate ([A2a]/[D1]) 40% 42% 44% 45%
[3] Persons per Household (1/[D21]) 2.47 2.38 1 2.28 2.24
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Source: SCB [1993a].

Overbuilding is indicated when new construction causes the
vacancy rate to rise above its natural level. As shown in Part A
of Table 3.1, however, the vacancy rate actually fell substantially
between 1985 and 1990. Moreover, the 1990 vacancy rate is lower
than any of the earlier values. There is thus no indication of
aggregate overbuilding of housing through 1990.

Parts B and C of Table 3.1 provide housing stock data for 1-2
family and multi-family units respectively. The data on secondary
occupancy, shown in Part A of Table 3.1, however, are not available
separately for the structure types shown in Parts B and C. Therefore,
we have allocated the secondary occupancy between the two structure
types, by assuming that all of the secondary occupancy occurred in
multi-family units. Our conclusions do not depend on this assumption
(see footnote 1). The resulting vacancy rates for the two
structure types fall substantially between 1985 and 1990.
Furthermore, both vacancy rates in 1990 are lower than for any earlier
year, with a minor exception for the 1-2 family vacancy rate in 1980."

Thus, the conclusion for structure types is the same as for the

aggregate: there is no sign of overbuilding between 1985 and 1990.

1 The 13,000 vacant 1-2 family units computed for 1990 in Part
B of Table 3.1 could in fact be units of secondary occupancy. If
we transfer 13,000 units from multi-family secondary occupancy to
1-2 family secondary occupancy, this reduces the 1990 1-2 family
vacancy rate to 0.0% and raises the 1990 multi-family vacancy rate
to 1.6%. The 0.0% vacancy rate for 1-2 family units is clearly lower
than the values for all earlier years. Even the 1.6% vacancy rate
for multi-family units is lower than the values for all earlier years.
The conclusion of no overbuilding is thus independent of the
allocation of units for secondary occupancy.
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Table 3.2

REG ONAL HOUSI NG STOCK

(Year - Round units,

i n Thousands)

Year 1975 1980 1985 1990
A. St ockhol m Area

[1] Housing Stock 1010 1032 1083 1127
[2a] Households 930 967 1018 1039
[2b] Secondary Occupancy 32 31 30 47
[2c] Total Occupancy 962 998 1048 1086
[3] Vacant Units 48 34 35 41
[4] Vacancy Rate 4.8% 3.3% 3.2% 3.6%
B. Got henburg Area

[1] Housing Stock 527 539 555 574
[2a] Households 484 504 520 536
[2b] Secondary Occupancy 14 13 11 17
[2¢] Total Occupancy 498 517 531 553
[3] Vacant Units 29 22 24 21
[4] Vacancy Rate 5.5% 4.1% 4.3% 3.7%
C. Malno Area

[1] Housing Stock 340 345 355 365
[2a] Households 310 319 331 340
[2b] Secondary Occupancy 11 10 10 15
[2c] Total Occupancy 321 329 341 355
[3] Vacant Units 19 16 14 10
[4] Vacancy Rate 5.6% 4.6% 3.9% 2.7%
D. Rest of Sweden

[1] Housing Stock 1653 1754 1870 1979
[2a] Households 1600 1707 1801 1915
[2b] Secondary Occupancy 67 65 72 101
[2¢] Total Occupancy 1667 1772 1873 2016
[3] Vacant Units -14 -18 -3 =37
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[4] Vacancy Rate -0.8% -1.0% -0.2% -1.8%

Source: SCB [1993a].

Part D of Table 3.1 provides additional information regarding
the functioning of the housing market between 1985 and 1990. Line
2 shows the headship rate, defined as the number of households divided
by the population. The Swedish headship rate has been rising steadily
since 1975, and the increase between 1985 and 1990 appears gquite
normal. The inverse of the headship rate, population divided by
the number of households, shown in line (3), is likewise steadily
falling over this period. These trends in the Swedish data are similar
to those in the United States. The one difference is that the Swedish
headship rates are slightly higher, indicating a tendency for the
Swedish population to split itself into a larger number of
households.? This is a likely result, at least in part, of the Swedish
housing subsidy programs that we analyze below.

Table 3.2 shows regional data comparable to Part A of Table
3.1. The regions are themetropolitan areas of Stockholm, Gothenburg,
and Malmo, as well as the rest of Sweden. There is a small degree
of variation among the three metropolitan areas, with Gothenburg
having the highest and Malmo the lowest vacancy rates in 1990. A
more significant regional variation is represented by the lower--even
negative--vacancy rates for the rest of Sweden. The negative vacancy

rates arise because the sum of households and secondary occupancy

2 Headship rates, of course, vary significantly across different
age groups. Thus, different population age structures will cause
different aggregate headship rates across countries. The analysis
of headship rates on a cross-country basis is an interesting area
for future study.
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exceeds the total number of housing units for the rest of Sweden,
an apparent statistical discrepancy. Between 1985 and 1990, the
vacancy rates are falling for all of the regions, with a small
exception for Stockholm. A multi-family vacancy rate survey, shown
below in Figure 3.2, however, indicates that the 1990 vacancy rate
in the Stockholm area was actually 0.0%. The regional data thus
also imply there was no overbuilding in Swedish housing markets

between 1985 and 1990.

Housi ng Fl ows

Housing flows correspond to the change in the stock of housing

over time. Part A of Table 3.3 translates Part A of Table 3.1 to

a flow basis. Housing flows arise in three forms, the net change
in the stock, newly completed units, and removed units. They are
related:

(3.1) AK=C-R
where AK = net change in the stock of housing,

C newly completed units,

R = units removed from the stock.

In Table 3.3, the newly completed units (line 1) are SCB data, the

units removed (line 2) are derived using equation (3.1), and the
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net change in the stock (line 3) is the first difference in the housing
stock from Part A of Table 3.1.°

We also use the vacant unit identity, which indicates that the
change in the number of vacant units equals the net change in the

stock minus the change in total occupancy:

(3.2) AV = AK - AO.

where AV

net change in the number of vacant units,

AO net change in total occupancy.
In Table 3.3, the values for the change in total occupancy (line
4) and the change in vacant units (line 5) series are the first
differences of the corresponding values in Part A of Table 3.1.
Parts B and C of Table 3.3 show comparable flow data for 1-2 family
and multi-family units respectively.

These data show no evidence of aggregate overbuilding between
1985 and 1990. The total number of vacant units is falling between
1985 and 1990, and the total number of units completed is virtually
the same for the periods ending in 1985 and 1990 (209,000 versus
207,000). The evidence of no overbuilding of 1-2 family units is

equally strong. The evidence for multi-family units is more mixed,

3 Table 2.3.1 in SCB [1993a] provides slightly different estimates
of the number of units removed, apparently because different (but
not published) estimates of the number of completed units are used.
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since the number of vacant units declines, but production rises in

the 1990 period.

Table 3.3
HOUSI NG FLONS

(I'n thousand of units)

5- Year Period Ending In: 1980 1985 1990

A: Total Units

[1] Units completed 271 207 209
[2] - Units removed 131 14 27
[3] = Net change in stock 140 193 182
[4] - Change in total occupancy 168 177 217
[5] = Change in wvacant units -28 16 -35

B: 1-2 Fam |y Units

[1] Units completed 196 117 96
[2] - Units removed 39 -35 0
[3] = Net change in stock 157 152 96
[4] - Change in total occupancy 169 143 102
[5] = Change in vacant units -12 9 -6

C Milti-famly units

[1] Units completed 75 90 113
[2] - Units removed 92 49 27
[3] = Net change in stock =17 41 86
[4] - Change in total occupancy -1 34 115
[5] = Change in wvacant units -16 7 -29
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Source:

SCB

[1993a].
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Table 3.4
HOUSI NG UNI TS COVPLETED

(Annual Averages in Thousands)

Period 1981 1986 1991 1992 1993
to to
1985 1990

A 1-2 Famly Units Conpl eted:

Total 23.5 19.2 28.7 19.5 9.4
Stockholm Area 3.0 2.3 2.7 2.1 1.6
Gothenburg Area 1.8 1.8 2.2 2.1 1.4
Malmo Area 1.3 1.2 1.6 1.5 0.9
Rest of Sweden 17.4 13.9 22.2 13.8 5.5

B: Milti-Famly Units Conpleted:

Total 18.1 22.6 38.2 37.8 25.7
Stockholm 5.0 5.0 6.1 5.9 5.8
Gothenburg 1.4 1.5 2.1 2.8 1.9
Malmo 0.9 1.0 1.6 2.5 1.6
Rest of Sweden 10.7 15.1 28.4 26.6 16.4

C Al Units Conpleted:

Total 41.6 41.8 6.9 57.3 35.1
Stockholm 8.0 7.3 8.8 8 7.4
Gothenburg 3.2 3.3 4.3 4.9 3.3
Malmo 2.2 2.3 3.2 4 2.5
Rest of Sweden 28.1 29.0 50.6 40.4 21.9

Source: SCB [1993a].
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Housing Units Conpl eted and Started

A drawback to the data in Tables 3.1, 3.2, and 3.3 is that no
post-1990 observations are available for the census data.’ These
tables therefore provide no information on the conditions created
by the real estate bust after 1990. This problem is partly solved
by Table 3.4, which shows units completed by structure type and
regions for annual periods extending to 1993.

Table 3.4 shows the average annual number of units completed,
for the five year periods already analyzed, and for the individual
years 1991, 1992, and 1993. Parts A, B, and C show 1-2 family,
multi-family, and all units completed respectively. The housing
production numbers for the periods 1981 to 1990 are the same as those
in Table 3.3, except that the data in Table 3.4 are presented at
annual average rates. We focus our attention on the post-1990 data.

For both structure categories and the total, the production
rates in 1991 and 1992 exceeded the average annual production rate
for the boom period, 1986-1990. This indicates that production
continued high after 1990, even though there were strong signals

that the boom was ending. There are at least two explanations.

(1)Housing production requires relatively long planning and
construction periods, so it is not surprising that production

continued high even though the demand fundamentals were

4 The next census would normally be scheduled for 1995, but
currently there is uncertainty whether it will be carried out.
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deteriorating. Furthermore, the lag effects should be more
pronounced for multi-family housing, and, as shown in Part B,
multi-family production was particularly strong through 1992

and even into 1993.

(2)By 1990, there were expectations of a forthcoming reduction in
housing subsidies. This created an incentive to produce units

before the subsidies were reduced.

Table 3.4 also shows the geographic distribution of housing
units completed for the three major metropolitan areas of Sweden
and the rest of Sweden. The pattern between 1991 and 1993 for these
regions are all similar to the pattern for the country as a whole.

The regional data emphasize, however, the importance of the rest
of Sweden relative to the three metropolitan areas for housing
production. In 1991, the highest year, production in the rest of
Sweden represented over 75% of total Swedish production for all
housing units. This takes on particular significance when we consider
the regional pattern of housing demand in the following Part 4.

Given the lags in housing production, it is useful to analyze
units started as well as units completed. A comparison of units
started and units completed by structure type are shown in Table
3.5. For the period 1981 through 1990, units started and units
completed are relatively close, because most of the lag effects

disappear when these data are averaged over a 10 year period. A
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comparison of units started and completed from 1991 to 1993, however,
provides more useful information.

During 1991 and 1992, for each structure type and the total,
the number of units started are only slightly lower than the number
of units completed. This implies that large numbers of units were
being started as late as 1992, well after the real estate bust was
apparent. This could reflect a further planning lag, in which units
were planned in 1990 and the project had to go forward, but
construction was started only in 1991 and 1992.

In contrast, in 1993 there is a sharp decline in the total number
of units started. Only about 10,200 total units were started in
Sweden in 1993, and current reports indicate a similar rate of units
started for 1994. The average rate of total started units for the
period 1991 to 1994, including a rate of 10,200 for 1994, is about
33,450 units annually. This is below the average of 37,100 units
started during the initial period from 1981 to 1985, suggesting that
any excess aggregate production during 1991 and 1992 has already
been offset by the major decline in total units started during 1993
and 1994.

A similar analysis applies to the structure types. The
proportionate decline in 1-2 family units started in 1993 is even
greater than the aggregate. For multi-family units, the evidence
is more mixed, since the number of units started in 1991 and 1992
was very high and the proportionate decline is less in 1993. We

next turn to further evidence regarding multi-family units.
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Table 3.5

HOUSI NG UNI TS STARTED AND COVPLETED

(Annual Averages in Thousands)

Period 1981 1986 1991 1992 1993

to to

1985 1990
Ar 1-2 Famly Units
Units Started 20.1 21.7 22.1 19.2 2.9
Units Completed 23.5 19.2 28.7 19.5 9.4
B: Multi-Famly Units
Units Started 17.0 28.0 34.7 37.4 7.3
Units Completed 18.1 22.6 38.2 37.8 25.7
C. Total Units
Units Started 37.1 49.7 56.8 56.6 10.2
Units Completed 41.6 41.8 66.9 57.3 35.1

Source: SCB [1993a].
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Figure 3.1: MJILTI-FAM LY VACANCY RATES
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The Evidence from Milti-Fam |y Vacancy Rates

The SCB carries out an annual March (and September) survey (SCB
[1994]) of multi-family vacancy rates which we can use to supplement
the census data. The survey covers all "semi-public" and a sample
of privately owned multi-family units. Figure 3.1 shows the pattern
of vacancy rates from this survey for the two ownership groups and

the total.’ There are four key points:

(1) The 1990 multi-family vacancy rate from the survey is somewhat
lower than the estimate provided by the 1990 census data (the
1990 survey estimate is 0.2%, whereas the census estimate in

Table 3.1 is 1.0%).

(2) The vacancy rates of semi-public units substantially exceed the

vacancy rates of privately owned units.
(3) The vacancy rates declined steadily until 1990.

(4) The vacancy rates rose by 3.4 percentage points (from .2% to 3.6%)

between March 1990 and March 1994.

The vacancy rate increase of 3.4 percentage points between 1990
and 1994 translates into 74,000 additional vacant units. This can
be interpreted as the cumulative amount of excess multi-family

production that occurred during these years. However, as shown in

5 The vacancy rate for privately owned units in March 1992 may
be slightly under-estimated (see SCB [1993c].
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Part B of Table 3.5, there has been a precipitous decline in the
number of new multi-family units started during 1993 (and by current
reports 1994). Specifically, 72,000 multi-family units were started
during 1991 and 1992, while less than 15,000 units were started in
1993 and 1994 (assuming the 1993 and 1994 start rates are equal).
Thus, a substantial part of the excess number of multi-family units
completed during the 1990 to 1994 period has already been offset
by the recent decline in units started (which will appear as a
forthcoming decline in units completed).

Figure 3.2 shows vacancy rate survey data for four regions and
all of Sweden for March 1990 and March 1994. It is apparent that
the increase in vacancy rates between 1990 and 1994 is inversely
related to the urban density of the areas. The Stockholm area has
the smallest increase (from 0.0% to 0.9%), whereas areas with less
than 75,000 people have the largest increase (from 0.5% to 5.4%).

Thus, the excess production during this period primarily occurred

in the smaller municipalities in Sweden.

Concl usi ons Regardi ng Swedi sh Housi ng Supply

(1) There is no evidence of overbuilding in the Swedish housing

sector between 1985 and 1990. 1In particular, Tables 3.1, 3.2, and
3.3 show that essentially all vacancy rates fell between 1985 and
1990. This holds true for the Swedish aggregates, as well as for

vacancy rates disaggregated by structure type and by region.
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(2) Between 1990 and 1994, multi-family vacancy rates rose

significantly, as shown in Figures 3.1 and 3.2. For all of Sweden,
the multi-family vacancy rate rose from 0.2% to 3.6%, the equivalent
of 74,000 additional wvacant units. The increase in vacancy rates

was inversely related to urban density.

(3) Housing units started (as opposed to units completed) declined
sharply in 1993 (Table 3.5) and the decline is continuing during
1994. It thus appears that a major part of the aggregate excess
production created during the real estate boom has already been offset
by the dramatic declines in housing units started during 1993 and
1994.

Nevertheless, significant excess supply remains on a
disaggregated basis in two forms. First, significant numbers of
vacant units remain in the smaller municipalities in Sweden, whereas
the urban areas, especially Stockholm, face balanced or even tight
housing conditions. Second, significant numbers of wvacant units
remain in the multi-family sector, whereas the market for 1-2 family
units shows no apparent excess supply. We consider these regional
and structure-type imbalances further when we analyze housing demand

in the following Part 4.
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PART 4 HOUSI NG DEMAND

Qur anal ysis has so far enphasi zed the suppl y-si de deci si ons
regardi ng housing production. |In this section, we consider the
factors that influence the demand for housing. |In particular, we
focus on various explanations for why Swedi sh housing prices rose
as dramatically asthey didinthelate 1980s andthenfell as rapidly

as they did in the early 1990s.

The R se and Fall of Swedi sh Housing Prices

Figure 4.1 shows the dramati c pattern of nom nal housing price
i ndexes for 1-2 famly and nmulti-famly structures. Between 1980
and 1990, nmulti-famly prices rose by 240 percent and 1-2 famly
prices rose by 100 percent. Milti-famly prices then fell about
35%fromthe 1990 peak, and 1-2 famly prices fell about 20 percent
fromthe 1991 peak.

Figure 4.2 shows the same house price series on a real basis,

usi ng the consuner price index (CPl) as the deflator. Since there
was conti nui ng consuner price inflation during the period, the rea
house prices, of course, rise less and fall nore than the
correspondi ng nom nal prices. For exanple, we see in Figure 4.2
that the levels for both series of real honme prices in 1993 are
actually bel ow the correspondi ng 1980 real values. Cenerally
speaking, the real prices are the nore revealing, and we will focus

our attention on them
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Figure 4. 1:
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Figure 4.3: HOVE PRI CES, REAL, PERCENTAGE CHANGE
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Figure 4.3 shows the annual percentage changes in real Swedi sh
home prices which correspond to the | evels shown in Figure 4. 2.
The | owor negative price changesinthe early 1980s may be attri buted
to the expectations of |ower tax deduction rates (which reduce the
tax benefit to housing). The house price inflation rates, however,
steadily rose during the decade. Muilti-fam |y appreciation reached
an annual rate of alnost 25 percent during 1990. The positive
production signal provided by the large increase in multi-famly
prices in 1990 may hel p explain why the production rate for

multi-famly units remained so high through 1991 and 1992.
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The Determ nants of Real Housi ng Denand

We now consi der what factors nay have been responsi ble for the
maj or cycles in Swedish real hone prices between 1980 and 1993.

We begi n by speci fyi ng an equation for the demand for the real housing

st ock:
@1 ne= 12 Y 4Rz 0],
C C
with

H P = demand for real housing stock,
P, = nominal house price,

P, = change

Sincetheleft sidevariableinequation(4.1) isreal housing denmand,
the right side variables should also beinreal terns. W therefore
defl ate nom nal house prices and nom nal GDP by the consuner price
i ndex (CPl') and specify thereal interest rate by subtracting expected

inflation fromthe nomnal interest rate. The unenpl oynent rate,
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tax rates, and housing subsidies are all percentages, and therefore
are conparable to real variabl es.

In equilibrium housing demand and housi ng supply are equal:

(42) H°=H®.2where H is the supply of the real housing stock. W

then conbine (4.1) and (4.2) and solve for the real housing price:

43) Pr=grns, Y uR-7r0].3
Pc Pc

Equation (4.3) is the reduced formrel ationship for the real housing

price as afunction of the housi ng stock and t he vari abl es det er m ni ng
real housi ng demand. Using this equation, we nowl ook at the Swedi sh

data for the period 1980 to 1993.

The Data Set

Table 4.1 provides a set of data that corresponds to equation
(4.3). Colums (1) and (2) show real hone prices, using the CPI
as the deflator, for 1-2 famly and nulti-fam |y structures. These
are the same series used in Figure 4.2. The foll owi ng notes define
t he demand vari abl es by col um nunber and bri efly descri bethe effects

we expect each variable to have on real housing prices.?

YI'n describing the effects of each variable, we assune that
everything is held the sane except for the variabl e bei ng di scussed.
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TABLE 4.1 DETERMINANTS OF SWEDISH HOUSING DEMAND: 1980 TO 1993

HOME PRICES SUPPLY MACRO REAL INTEREST RATE TAX CREDIT
(Inflation based on:) RATES
[1] 2] (3] (4] [5] (6] [7] (8] [9] (10]
Real Real Total Real Unem CPI 1-2 Multi Interest Loan
1-2 Multi Housing GDP ploy. Family | Family Deduct. To GDP
Family Family Stock rate Prices | Prices Rate Ratio
Index: 1980 =100 Percentage Points
PART A: ANNUAL VALUES
1980 100.0 100.0 100.0 100.0 2.0 -1.7 8.3 -0.4 71.8 93.0
1981 88.3 90.1 101.3 97.6 25 14 14.4 124 72.5 95.9
1982 82.3 95.4 102.5 98.5 3.2 4.3 11.7 -2.1 73.2 100.6
1983 75.4 875 103.6 101.1 3.5 3.0 12.1 12.1 66.0 101.0
1984 72.7 88.8 104.5 104.9 3.1 3.2 7.1 1.6 59.0 100.4
1985 70.2 94.3 105.3 106.1 2.9 4.0 7.6 -2.8 50.0 100.8
1986 71.1 106.7 105.9 111.3 2.7 5.0 3.7 -8.7 50.0 110.9
1987 77.3 110.2 106.6 1154 1.9 7.8 -1.2 4.4 50.0 116.6
1988 86.0 126.8 107.6 118.7 1.6 5.6 -6.4 -10.3 50.0 130.5
1989 95.2 1334 108.8 1234 1.4 5.2 -6.1 -0.4 50.0 143.1
1990 96.9 164.8 110.2 123.3 1.6 3.9 1.9 -22.0 50.0 149.9
1991 94.7 141.3 111.9 120.0 2.9 24 4.9 18.0 30.0 145.7
1992 83.9 123.9 113.3 116.6 53 9.5 211 221 30.0 149.2
1993 71.5 93.3 1141 112.2 8.2 55 21.0 314 30.0 139.1
PART B: CUMULATIVE POINT CHANGE: FIRST YEAR OF PERIOD TO LAST YEAR OF PERIOD
'80-'85 -29.8 -5.7 53 6.1 0.9 5.7 -0.7 -2.3 -21.8 7.8
'85-'90 26.6 70.5 4.9 17.3 -1.3 -0.1 -5.6 -19.3 0.0 49.1
'90-'93 -25.3 -71.5 3.9 -11.1 6.6 1.6 19.0 534 -20.0 -10.8
PART C: CUMULATIVE POINT CHANGE: FROM FIRST PERIOD AVERAGE TO LAST PERIOD AVERAGE
'81-'85 7.5 37.2 4.4 16.8 -1.2 24 -12.2 -11.7 -14.1 30.5
to
'86-'90
'86-'90 -1.9 -8.9 5.3 -2.2 3.6 0.3 17.3 31.2 -20.0 14.5
to
'90-'93

Sources: See text discussion.
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[3] Total housing stock i s an i ndex of the nunmber of housing units

based on the data in Table 3.1.2 Larger stock val ues should |ead

to | ower real housing prices.

[4] Real GDPis aneasure of real i nconme, which shoul d be positively
related to real housing prices. Nomnal GDP is deflated by the CPI
and set to a 1980 = 100 i ndex to mai ntai n consi stency wi th the ot her

real variables. Source: SCB [1993Db].

[5] The unenpl oynent rate al so nmeasures macroeconom ¢ i nfl uences

on real housing prices. Higher unenploynent rates should be

associated with [ ower real house prices. Source: SCB [1993Db].

[6], [7], and [8] These col umms provide three alternative

nmeasures of thereal interest rate. Hi gher real interest rates should

|l ead to | ower real house prices. The neasures all use the nortgage
bond interest rate as the nom nal rate (Sveriges Ri ksbank), m nus
alternative estinmates of the rate of expected inflation. |In each
case, the expectedinflationrateis estinmated by the contenporaneous

inflation rate.® Columm (6) use the consumer price index (SCB

2The series is based on the housing stock benchmarks for 1980,
1985, and 1990 shown in Table 3.1. The additional annual val ues were
derived fromequation (3.1), interpolating the values for the units
renoved fromthe sanme benchmark data

3This assumes that the inflation expectations show perfect
foresi ght, not always a realistic assunption. The conclusions do not
depend on t hi s assunpti on because we are not carryi ng out a regression
analysis. |In econonetric studies in which the dependent variable is
house price inflation, use of areal interest rate based on expected
house price inflation can lead to spurious correlation.
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[ 1993b] ), colum (7) 1-2fam |y house prices (SCB[1993a]), and col um
(8) multi-fam |y house prices (SCB[1993a]). For housing investors,
it my be nore appropriate to conpute the real rate in ternms of one
of the house price inflationrates, since these inflation rates are

the basis for the capital gains they will (or will not) receive.

[9] The interest deductionrateis therate for interest deductions

of the average Swedi sh taxpayer, as devel oped in Englund [1993a].
Si nce hi gher rates rai sethe val ue of t he nortgage i nterest deducti on,
we expect that higher rates will be associated with higher rea

housi ng pri ces.

[10] Thetotal loanto GDPratio, based onthe total credit extended

by Swedi sh |l enders, is aneasureof credit availability. H gher val ues
indicate easier credit, which should | ead to higher real housing

prices. Source: Sveriges R ksbank

The Determ nants of Real Housing Prices

Part A of Table 4.1 shows the basic annual data from 1980 to
1993. It is tenpting, but not practical, to carry out a regression
anal ysi s of theinfluence of these 10 factors on real housing pri ces.

As is evident fromthe table, we have a richness of variables, a
deficiency of observations, and a potentially serious sinultaneity
bi as probl emas wel|l. Englund [ 1993b], however, using a |l onger tine
span and fewer and nore aggregated variables, has carried out such

an analysis, and we will conpare our conclusions with his.
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We found it expedient, instead, to group and anal yze the data
usi ng the key periods of the Swedi sh house price cycle: (1) 1980
to 1985 (the initial period), (2) 1985 to 1990 (the boom and (3)
1990 to 1993 (the bust). This is carried out in Part B of Table
4.1. For each period, we conpute the change that occurs for each
of the demand vari abl es, and conpare it with the correspondi ng change
in Swedi sh house prices. The changes are neasured in percentage
poi nts and gi ve the cumul ati ve change wi thin each period. The real
price for 1-2 fam |y houses, for exanple, fell 29 points between
1980 and 1985, then rose 26 points to 1990, and then fell 25 points
to 1993. Milti-famly prices have the sane pattern, but with a nuch
greater anplitude, on the order of 70 points.

Looki ng across the three tine periods in Part B, it is apparent
t hat the changes in each of the demand variables is properly
associated wth the correspondi ng changes in the house price
variables in the expected direction. For exanple, real CDP rose
by 17 points in the boomperiod ("85 - '"90), fell by 11 points in
the bust (90 - '93), and rose by the internedi ate anount of 6 points
intheinitial period ('80 - '85). The associationis equally tight
for all the other variables. Indeed, anong the 33 cells in Part

B, there are only two minor di screpancies fromthe expected result.*

“The first exception concerns the real interest rate based on the
CPl i ndex (colum 6), which hadits highest valueintheinitial period,
not during the bust. This is a further basis for using one of the
ot her neasures of thereal interest rate. The second excepti on concerns
t he housi ng stock, which grownore slowy during the bust. It is not
surprising, of course, to find that the stock of housing grew sl owy
during the bust.
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The results in Part B of Table 4.1, however, coul d be di storted
because they use only the end points. To evaluate this, Part C of
Table 4.1 shows the cunul ati ve changes between the average val ues
in each of the periods. For exanple, in colum (1), we subtract
t he average level of the 1-2 famly house price series during the
1981 to 1985 period fromthe average | evel of the price series during
the 1986 to 1990 period. The first rowin Part Cis thus the change
in each average value fromthe initial period to the boom peri od,
and the second rowis the change fromthe boom period to the bust
period. SincethedatainPart Care constructed fromaverages rat her
than fromend points, the changes will generally be snaller than
t he changes in Part B. Nevertheless, Parts B and C have the sane
i nplications.

Qur analysis thus leaves little doubt that the demand
vari abl es--macroeconom c factors, real i nterest rates, tax deduction
rates, andcredit conditions--conbinedtocreatethevolatilepattern
of Swedi sh housing prices over the | ast ten years. The concl usions
in Englund [1993a] and [1993b] are broadly consistent with these
results. Englund, however, uses nomi nal rather than real housing
prices, and conputes real rates of interest based on the consuner
price index rather than on house prices. He is also nore cautious
than we are in accepting the GDP slunp after 1990 as one i nportant

factor (anong several) leading to the house price bust.
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Housi ng Subsi di es

Swedi sh housing policy was initiated during the depression of
the 1930s (see Bengtsson [1993]). |In the md-1960s, the "mllion
home progrant, was | aunched wi th t he goal of produci ng 100, 000 units
ayear for tenyears (seeJonung [1994]). Sincethat tine, thedetails
of the housing subsidy prograns have changed, but the basic goals
for housi ng production have remai ned. Figure 4.4 shows the pattern

of housing units conpleted in Sweden since 1950.°

Figure 4.4: HOUSING UNI TS COVPLETED SI NCE 1950
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SUntil 1967, there was a nortgage interest rate subsidy program
but from1968 this was replaced with a non-subsi di zed | endi ng system
whi ch was replaced in 1975 with a new nortgage i nterest rate subsidy
program which continues into the 1990s.
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Swedi sh housi ng continues to be anong the nost subsidized in
the world. The main conmponents of Swedish housing policy are now
rent all owances, nortgage i nterest rate subsidies, and tax benefits
(see di scussion above at the end of Part 2 and Hendershott, Turner
and Wal l er [1993]). Since 1990, policy actions have been initiated
to reduce these subsidies, and further reductions are likely. It
is thus inportant to evaluate how a reduction in these progranms is
likely to influence Swedi sh housi ng markets.

Figure 4.5 shows housi ng subsidies as a percentage of GDP in
1985 for Sweden and 7 other OECD countries. The total Swedish
subsi di es are t he hi ghest, and t he conponents are the first or second
hi ghest. Effects of the subsidies are shown in Figures 4.6 and 4. 7.

Figure 4.6 is a scatter diagramof the nunber of housing units per
1000 peopl e versus the subsidy/GDP ratio. Sweden has the highest
val ues for both variables. Figure 4.7 shows the housi ng space (M)
per person versus the subsidy/GP ratio. Again, Sweden has the

hi ghest val ues for both variabl es.
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Figure 4.5: HOUSING SUBSI DI ES AS A PERCENTAGE OF CDP
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Figure 4.6: HOUSI NG SUBSI DI ES AND HOUSI NG UNI TS
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Figure 4.7: HOUSI NG SUBSI DI ES
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Figure 4. 8:

HOUSI NG PRCDUCTI ON FOR CECD COUNTRI ES
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There is thus little doubt that the | arge nunber of housing
units and the | arge anount of space in Sweden are the result of the
housi ng subsi dy policies. Figure4.8provides additional i nformation
about the tim ng of Swedi sh housi ng production. The annual housi ng
production per 1000 peopl e was very high in Sweden during the first
two periods, 1948 to 1960 and 1961 to 1975, but was substantially
lower inthelatest period, 1976 to 1990. The declining effectiveness
of the subsidies for raising housing production could be the result
of the constraining influence of the accunul ated stock of already

produced units.

Figure 4.9: HOUSI NG COVPLETI ONS/ POPULATI ON GROMH I N THE 1980S

Ratio
5

4.5

4

35

3

25

Lund Umea Lulea

Orebro
Uppsala - Karistad Vasteras
Linkopin, i i
Cities PN Sodertalie Jonkoping Norkoping
Total Sweden
Stockholm, Total Sweden
Except 3 Largest

Gothenburg, Malmo Source: SCB och Byggentreprenoremna

56



Housi ng Subsi di es and CGeographi ¢ Location of Production

Wi | e t he subsi dy prograns have i ncreased t he aggr egat e anount
of Swedi sh housing, they may have al so distorted the incentives
regarding the |l ocation of this housing. Aviewof this is provided
inFigure 4.9. This chart shows the rati o of the nunber of conpl eted
units to the net change i n popul ation for a cross section of Swedi sh
cities during the decade of the 1980s. To put these nunbers
in context, recall fromTable 3.1 that the headship rate i n Sweden
(the rati o of households to popul ation) is about 0.45. For all the
Swedi sh cities shown, the conpletion/population change ratio is
hi gher--in nost cases, nuch higher--than this value. The extrene
city shown is Norrkoping, in which 4.69 housing units were built
for each newperson. Not shownis an even nore extrene case, Sundsval |,
in which 8,234 units were constructed, even though the popul ation
actually fell by 500 people. One city, of course, could be an
aberration, or a forecast mstake, but there appears to be a

systemati c tendency to build too nuch housi ng where it i s not needed.

Housi ng Subsi di es and Structure Choice

Approxi mately 54% of all Swedi sh housing consists of
multi-famly units. Figure 5. 10 shows the percent of total new
housi ng construction that has been represented by multi-famly
construction since 1950. It is apparent that |arge amounts of
multi-famly housing were constructed in the 1950s and 1960s, and

then againinthe |l ate 1980s and early 1990s. Anong the nulti-famly
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units, approximately 40% are currently owned by sem -public |oca
housi ng authorities, about 28% are owned by cooperatives, and the
remai nder are privately owned.

The Swedi sh housi ng subsidy program has favored nulti-famly
construction primarily through benefits provided to the sem -public
muni ci pal housing authorities. These benefits have included a
tax-free status, favorable nortgage interest rate subsidies, and
the possibility of preferred treatnment in | and use and construction
permts. Tenant-owners in cooperative nmulti-fam |y housing have
recei ved subsidy benefits conparable to those provided
owner-occupiers of 1-2 famly units. On the other hand, private
mul ti-famly units have beenthe | east subsi di zed anong al | the forns
of Swedi sh housing (see Hendershott, Turner and Waller [1993]).

Figure 4. 11 provides a scatter diagramshow ng the density of
popul ation versus nulti-famly housing as a percentage of total
housi ng, for Sweden and 7 ot her CECD countries. It m ght be expected
that the | ess densely popul ated countries woul d have | ess
mul ti-famly housing. Sweden stands out in the figure, however,
as the next to | east densely popul ated and the nost intensive in

mul ti-famly housing.
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The Effects of Reducing the Mrtgage |Interest Subsidy Program

The nortgage i nterest subsidy programis |ikely to be the nost
shar pl y cut anong t he housi ng subsi dy prograns. Thi s programprovi des
t he purchaser of a newly constructed unit a schedul e of subsidi zed
nortgage | oan rates over the life of the nortgage. The imedi ate
effect of reducing these subsidies will be to reduce the anount of
new housi ng production. Lower production will then lead to a | oner
housi ng stock over tinme. Wen housing production and the housing
stock reach their newequilibriumlevels, the price of existing hones
wi |l equal the cost of new construction (i.e. Tobin's q equals 1).

Reduced subsi di es t hus creat e hi gher equilibriumpricesfor existing
homes, since the reduced subsi di es create higher construction costs
net of the construction subsidies.®

The demand for housing will also fall due to the reduced
subsi di es, although precise estimates are difficult to obtain (see
Turner and Berger [1993]). It has been suggested, however, that
the reductions inthe subsidy prograns arelikelytoreducethe demand
for housing by approximtely 20% \Watever the specific anount,

t he reduced demand wi |l equal the reduced housing stock in the new
equi librium

The short-run dynam c effects of the reduced subsi dies are nore

conplex to evaluate than their equilibrium consequences.

®The rel evant construction cost for Tobin's qis the "bricks and
nortar"” cost mnus the present val ue of the nortgage i nterest subsi di es.
When t he subsi di es are reduced, the net construction costs rise, and
hi gher prices for existing hones follow
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Specifically, it appears that asignificant anount of the hi gh housi ng
production in the early 1990s was carried out in anticipation of

subsi dy reductions. Thus, tenporarily rising supply faced falling
demand, creating a short-run decline in home prices. It is perhaps
no coi nci dence that 1-2 famly honme prices fell by 25%bet ween 1990

and 1993 (see Table 1.1 above).

Credit Conditions and Existing Hone Sal es

The dramatic decline in Swedi sh housing prices has created
serious financial problens for all owers of residential real estate.
The owners of 1-2fam |y houses and nul ti-fam |y structures, however,

face different problens.

1-2 Fam |y Honmeowners

For the owners of 1-2 fam |y hones, the primary problemis that
t hey have | ost a substantial anobunt of the equity they had i nvested
in their homes. Many of the boom period purchasers now even face
negati ve equity. They arenot |likelytodefault onthel oans, however,
si nce Swedi sh | enders have recourse to all of their assets, not just
t he housing collateral. The result is that these househol ds are

| ocked into their existing hone

because they do not have the equity funds to neet the downpaynent

requi rements on a new hone.
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Figure 4.12 shows a graph of the sales of existing honmes and
1-2 famly conpletions. There is a dramatic decline in existing
hone sales after 1991, both in absolute value and relative to 1-2
famly conpletions. It islikelythis situationw |l continue until
housi ng prices recover sufficiently to all ow honmeowners an

opportunity to nove.’

Figure 4.12: EXI STING HOVE SALES AND 1-2 FAM LY COVPLETI ONS
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"1t i s unusual that existing home sal es and 1-2 fam |y conpl eti ons
noved i n opposite directions during the first half of the 1980s. This
could be the result of the existing credit controls and/or of the
nortgage i nterest subsidi es provided for new housi ng production. In
the Unites States, in contrast, new housi ng construction and exi sting
hone sales tend to nove cl osely together.
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Milti-Famly Unit Omners

There are three major ownership classes for multi-famly
housi ng: private ownership, nunicipal housing authorities, and
cooperatives. Each of these classes suffered serious |osses due
tothereal estatecrisis. The Swedi sh Federati on for Rental Property
Owers estimates that 1,100 private owners of rental properties
becanme bankrupt in 1993. The status of the nunicipal authorities
and the cooperatives creates further problens.

The muni ci pal housing authorities are the |argest owners of
multi-famly buildings. As non-profit organizations, they nust
char ge hi gh enough rents to cover their nortgage and operati ng costs.

Particularly for those agencies that constructed units near the
peak of the cycle, this nmay not be possible, given that higher rents
are likely to cause hi gher vacancy rates. One major authority south
of Stockholmis already in bankruptcy.

Cooper ative ownershipis al socomonfor nulti-famly buil dings.

The cooperative association is the nortgage borrower, and the
i ndi vi dual nmenbers make their paynments to the association. Gven
t he weak mar ket condi ti ons, nmany cooperative nmenbers are di scoveri ng
that there are | ess expensive housing alternatives on the market.

They t heref ore depart t he cooperative, | eavingtheremaini ng nenbers
to bear their share of the nortgage paynents. This is an unstable

system since the incentive to depart grows stronger with each
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departure. It appears that the bankruptcy of many buil ding

cooperatives remains a serious threat.?3

Concl usi ons Regar di ng Swedi sh Housi ng Denand

(1) The price fluctuations that occurred during the Swedi sh housi ng
boom appear fully consistent with contenporaneous changes in the

demand side factors. During the boom period (1985 to 1990):

(a) Real GDP was growi ng and unenpl oynent rates were falling.
(b) Real interest rates were declining.

(c) Tax deduction rates for nortgage interest were not reduced.
(d) Loan supply expanded at a rapid rate.

(e) Housing subsidies were maintained at relatively high | evels.

During the bust (1990 to 1993), these conditions all went in exactly
the opposite direction. As aresult, there is no need to refer to
a real estate bubble in order to explain the Swedi sh house price

cycl e.

(2) A cyclical recovery in housing demand would nornmally lead to
rising prices and production, with the specific timng dependi ng
on the macroeconom c conditions in Sweden. The current and
forthcom ng reductions i n Swedi sh housi ng subsi di es, however, make

a significant recovery in housing demand nmuch | ess |ikely.

8 There are al so cooperatives consisting of 1-2 fam |y homes, and
they face the sane threat.

64



(3) The geographic distribution of recent Swedi sh housi ng
production suggests that supply and demand were not adequately

i nked; the subsidy progranms are a likely culprit. The long-run
sol ution, of course, is to renove the subsidy prograns that provi ded
the incentives to produce unneeded housing. A short-run expedi ent
woul d be t o provi de peopl e and j obs anincentivetonovetothe al ready
exi sting housing, but this seens unlikely given that the governnent
al ready has serious budgetary probl ens.

(4) The large share of nmulti-famly units in Swedi sh housing
represents an i nbal ance conparable to the geographic problem The
i nbal ance is likely to be alleviated in the short run, since the
muni ci pal housing authorities are unlikely to produce many newunits
very soon, given the current market conditions. 1In the |ong-run,
however, any biasestoward nulti-fam |y construction by the nmuni ci pal

housi ng authorities should be elimnated.

(5) Rent controls remain an inportant el enent in Swedi sh housing
mar ket s, al though, due to the weak market conditions, they are
currently effective only in certain urban areas. 1In general, rent
control s | ead to | ower production, poor mai ntenance, and grey mar ket
activity. Furthernore, the current systemof Swedi sh rent controls,
with the ceilings determ ned by the rents set on "conparable" units
owned by the |local authorities, leads to its own inequities when
it cones to finding "conparables” for units which are special due

to location, structure, or anenities.
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On t he ot her hand, rent control s are aresponse to serious soci al
concerns regarding diversity in the community and fairness i n access
to housing in urban centers. Nevertheless, the current system of
Swedi shrent controlsis ablunt instrunment for achi evingthese goal s.

An alternative strategy would be to start with the goals and then
determ ne the nost efficient instrunents of housing (and incone
redi stribution) policy to achieve these goals. G ven that the rent
controls are generally not binding under the current market

conditions, this is a practical tine to renove them

(6) Finally, to end with nmacroeconom c consi derations, there are
al ways inportant [inks fromthe macroeconony to the housing sector
and vice versa. W have already noted that the housing crisis was
no doubt magni fi ed by the Swedi sh recessi on after 1990. On t he ot her
hand, the recession was simlarly magnified by the sl owdown in the
housi ng sector. Furthernore, housing is often a sector that |eads
an econony out of a recession, but with the current depressed

condi tions i n Swedi sh housi ng mar ket s, t he housi ng sector is unlikely

to provide a macroeconom c stinulus in the near future.
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PART 5 COMVERCI AL REAL ESTATE

Commerci al real estate markets in Sweden have just passed
t hrough a maj or boom and bust cycle. The cycle for real property
prices (deflated by the CPI) is shown in Figure 5.1. The i ndex (1980
=100) for office buildingprices (in Stockholm reached a hi gh poi nt
of 452 in 1989, then fell to 144 by 1993. The index for industria
buildings (in all of Sweden), another category of comercial rea
estate, in contrast, only reached 105 in 1990 before declining.
The vari ous cat egories of conmerci al real estate thus appear to have
performed very differently. The primary problens and issues are
in office buildings. |In particular, according to commercial rea
estate sources, industrial buildings and retail stores faced nuch
| ower vacancy rates than observed in the office building sector.
The cycle for real construction investnent is shown in Figure
5.2. The index (1980 = 100) for nonresidential investnent reached
a peak of 109 in 1989 before declining. Nonresidential investnent
was thus substantially less volatile than residential investnent.
Thi s conpari son is sonewhat di storted, however, because escal ating
| and prices were an inportant part of the office buil ding boom but
t hi s does not showup in the real investnent figures. Nevertheless,
this enphasizes that the dramatic effects of the commercial rea

estate cycle are in prices, not production.
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Figure 5.1: REAL PROPERTY PRI CES
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Figure 5.2: REAL CONSTRUCTI ON | NVESTMENT
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In this part, we analyze the causes and consequences of the
commercial real estate cycle in Sweden. First we introduce the
fundanmental econom c factors in conmercial real estate markets.
The next section anal yzes the dermand for office space over the cycle.

Then we focus on the special role that credit played in the cycle.
The | ast section summarizes our conclusions and policy

r ecommendat i ons.

Econom ¢ Fundanental s of Commerci al Real Estate

Commerci al real estate markets can be anal yzed with the sane
basi c st ock-fl ownpdel devel opedin Part 2 and appliedto the housing
markets in Parts 3 and 4. In brief, asset pricestendto equilibrate
t he demand and supply for the real estate stock, rents tend to
equilibrate the demand and supply for building services provided
by the stock, and new construction activity responds to the profit
opportunities created by theratioof the asset pricestoconstruction
costs. In addition, since rents do not always rapidly reach the
equilibriuml|evel, vacancy rates may al so vary as the demand and
supply for space change.?

Commercial real estate markets, however, have sone speci al
features which should be noted when applying the stock-fl ow

f r amewor k:

! Rosen [1986] applies the stock-flow nodel to the San Franci sco
office building market. GCenerally, however, there are few academ c
studi es of commercial real estate markets.
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(1) Commercial markets deal with a relatively small nunber of very

| arge properties; that is, the commodity is |unpy.

(2) The construction period for a commerci al project, frompl anning

to conpletion, is long, perhaps several years.

(3)Information regarding future demand and forthcom ng supply is

often difficult for market participants to obtain.

(4)As a result of factors (1) to (3), the opportunities for

specul ative profits can be | arge.

(5)Investnent activity depends greatly on credit availability.

As aresult of these factors, investor profit expectations and credit
avai lability are the two key conponents to be considered for a
commercial real estate cycle. W now apply these concepts to the

mar ket for commercial office buildings.

The Market for Conmmercial Ofice Buil dings

O fice building demand is driven primarily by the space
requirenents for office workers. As of 1985, there were generally
hi gh expectations regarding the growh rates for office building
space. For one thing, the sectors of high office space
demand--finance, real estate, consulting--were all grow ng rapidly.

For anot her thing, the space requirenents per worker were grow ng,
per haps due to t he expandi ng demand for conputers and sim | ar office

equi pnment .

69



Table 5.1
OFFI CE EMPLOYMENT AND SPACE REQUI REMENTS

(Conpound annual growth rates)

Enmpl oynent : 1980- 1985 1985- 1990 1990- 1992
Ofice 2. 5% 3. 5% 1. 6%
Gover nnent 1.2% 0. 3% -1.7%

Tot al 0. 4% 1. 0% -2.9%
Space per worker 2. 4% 1.5% Not avail abl e

Sources: Enpl oynent: SCB [ 1993Db],
Space per worker: Maisel [1989].

Table 5.1 provides informati on on the demand for office space
in Sweden as the basis for these optim stic expectations. Ofice
wor kers are defined here as enployees in finance, insurance, real
estate, and busi ness servi ces. Swedi sh of fi ce enpl oynent was al r eady
expandi ng nore rapi dly than governnment and total enpl oynent by 1985,
and its growh reached the rapid rate of 3.5%annual |y bet ween 1985
and 1990. Since 1990, thegrowt hrate of offi ce enpl oynent has sl owed,
but | ess so than the other categories. On the other hand, the
government sector in Sweden is shrinking, and governnent office

wor kers have been |l arge users of office space.
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The space per worker data in Table 5.1 is based on Anerican
of fice workers (see Maisel [1989]). As of 1988, Misel estinmates
t he average space per office worker to be 21.9 square neters (236
square feet). |In contrast, the average office space per worker in
Sweden i s in excess of 30 square neters, perhaps the hi ghest anount
intheworld (see Stockhol ns stad [1994]). This is a negative factor
withregardto future growh. The trend toward working at honme wi ||
al so reduce the necessary space per worker at offices.

The expectation in 1985 of growth in office space demand was
reinforced by rising office rents. Figure 5. 3 shows the trend in
nom nal office rents for Stockhol mand an average of other mgjor
European cities. Ofice rents were rising steadily in Europe al
during the 1980s, and even nore rapidly in Stockholm The growth
inofficerents ended in Stockhol min 1989, and rents then declined
sharply between 1989 and 1993. The decline in the rest of Europe
was simlar, but |ess sharp.

Figure 5.4 shows the corresponding pattern of nom nal office
bui | di ng asset prices for Stockhol mand t he Eur opean aver age. Swedi sh
of fice building prices rose nore rapidly through 1990--and t hen fel
toamnuch greater extent thereafter. It is al soapparent fromFi gures
5.3 and 5.4 that the increase in office building prices relative

torents was nmuch greater for St ockhol mt han for the Eur opean aver age.

71



Figure 5.3: NOM NAL RENT | NDEXES, STOCKHOLM AND EURCPE
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Figure 5.4: NOM NAL PRI CE | NDEXES, STOCKHOLM AND EUROPE
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Figure 5.5: NOM NAL COWMERCI AL REAL ESTATE PRI CES, VARI QUS CITIES
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Figure 5.5 shows the peak and trough | evels since 1980 for a
cross section of 10 European cities, including Stockholm It is
cl ear that the of fi ce buil di ng boomwas not a uni quel y Swedi sh event.

On the other hand, only in Madrid did office building prices rise
nore and fall nore than in Stockhol m

We draw two nmai n concl usi ons:

1. There was an econom ¢ basis for the high expected office building

denand.

2.Ofice buildingpricesin Stockhol mgrewsubstantially faster than

in the rest of Europe.
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The Role of Bank Credit in the Real Estate Cycle

First and forenost, the extrenme formof the Swedi sh conmerci al
real estate cycle was created by excessive bank | ending. O course,
excessi ve |l ending was not the sole condition for the cycle. Both
t he general macroeconom c environnment and the factors determ ning
t he speci fic demand for of fi ce space were i ndependent |y deteriorating

by 1990. Nevert hel ess, excessivel endi ng stands aloneasthecritica

necessary condition without which the dramatic real estate cycle

woul d not have occurred. In this section, we analyze the role of

bank I ending in the real estate cycle.

W begi n by devel opi ng a nodel and framework for anal yzi ng the
role of bank |lending. Useful features for the nodel are that (1)
it provides testable conditions which align with the facts,? (2)
it integrates the role of fundanental factors with the evident
specul ative fever that occurredinthese markets, and (3) it provides
useful policy conclusions. |In this part, we develop the case for
the critical role of excessive |ending, and then anal yze policy
proposal s to provide protection against simlar disruptions in the

future

2Di scussions of the real estate crisis sonetines becone
t aut ol ogi cal , because they confuse the observed effects of the crisis
with its causes. Policy prescriptions that follow such an approach
may deal with the synptons of thelast crisis, but all owanother crisis
to occur, perhaps with a slightly different pattern of synptons.
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The W cksell/Fisher Theory Applied to Real Estate Markets

We will apply the Wcksell/Fisher cunul ati ve process theory

of business cyclestothe real estate nmarkets as our basic framework. 3
The Swedi sh real estate crisis, in fact, provides a textbook
application of the Wcksell/Fisher theory. The foll ow ng paragraphs
descri be the stages of the process, which are alsoillustrated with
Swedi sh real estate and | oan market data in Figures 5.6 to 5.09.
The steps of the Wcksell/Fisher cunul ati ve process, as applied to

the Swedi sh real estate crisis, are as foll ows:

(1) Real estate markets are initially operating under favorable
fundanmental econom c conditions, with demand high relative to the
exi sting stock of real estate assets. In this setting, the banks
decide (for reasons discussed at |length below) to expand greatly
t he supply of real estate |l oans, offering | oans at favorabl e contract
terms and interest rates. This further expands the demand for real
estate assets. Figure 5.6 shows the large increases in bank and

other lending in Sweden starting in 1986.

(2) Therising demand for real estate drives up real estate prices.
We have seen in Figure 5.1 the increase in commercial real estate

prices that accelerated in 1986.

3 See Knut Wcksell [1898] and Irving Fisher [1922] and [1933].
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Fi gure 5. 6:

CREDI T EXTENDED AS A PERCENTAGE OF GDP
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F

gure 5. 8:

MACROECONOM C CONDI TI ONS
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Figure 5.9:

REAL ESTATE FORECLOSURES AND TOTAL BANKRUPTCI ES
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(3) The perceivedreal rate of interest onreal estateloans falls
even further as i nvestors extrapol ate the high current rate of asset
appreciation to the future.* This expands the boom conditions,

leading to rising rates of new construction and a self-fulfilling

cunul ati ve expansion. Figure 5.7 shows the negative real interest

rates created by the high appreciation in commercial real estate

property prices.

(4) Unfavorabl e changes i n fundanent al condi ti ons reduce t he demand
for office space and real estate assets generally. The rate of asset
appreciation thus slows, raising the real rate of interest in rea
estate | oan markets. Figure 5.8 shows that the macroeconom c

condi tions, neasured by real GDP grow h and the unenpl oynent rate,

deteriorate rapidly after 1990.

(5) Theincreaseinreal interest ratesreinforcesthedeteriorating

fundanmental conditions, leading to a cunul ative contraction, with

demand and pri ces spiraling downward t oget her. W have seenin Figure
5.2 the rapid decline in residential and nonresidential real

i nvestnment in structures after 1990.

(6) Financial distress rises, first anong real estate investors,
then with repercussions spreading to bank | enders, leading to a

general collapse of real estate prices and construction activity.

“The real rate of interest on real estate |oans is conputed as
the nom nal rate of interest mnus the sane period' s real estate price
inflation rate.
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The markets may remain in this depressed state for a | ong period
of tinme. Figure 5.9 shows the rapidly rising nunber of real estate

forecl osures and total bankruptcies in Sweden after 1990.

(7) Eventually, fundanental conditions inprove, bothinthe econony
generally and in the real estate markets specifically,

thus initiating a new cycle of cunul ative expansion.

The W cksel |/ Fi sher cumnul ati ve process explanation of the
Swedi sh commercial real estate cycle is appealing for three main
reasons. First, itringstrue, asthegraphs helptoconfirm Second,
the explanation integrates the specul ati ve excesses that were
observed inthese markets with t he basic rol e of fundanmental factors.

In other words, we can explain the optimstic expectations on the
basi s of fundamental factors, rather than on the | ess secure footing
of an unnotivated specul ati ve bubble. Third, the expl anation
identifies bank | endi ng as t he pivotal factor creatingthe cunul ati ve
expansi on during the boomand the cumul ati ve contraction during the
col | apse.

Al t hough t he W cksel | / Fi sher framework i dentifies bank | endi ng
as the pivotal factor, the nodel does not address, at |east in any

detail, the willingness of banks to participate in this process.

The banks, after all, are nmajor losers in the process, and thus it
is essential to understand why they behaved as they did. W now

devel op an expl anation for bank behavior. W begin with a sunmary
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of the evol ution of the Swedi sh banki ng systemfromstrict regul ation

to deregul ation.

Fi nanci al Regul ati on and Der egul ati on®

Low and stable interest rates were the cornerstone of Swedish
nmonetary policy beginning after World War Il. To counter the
resulting tendency for rapidly rising |l oan quantities, the R ksbank
(Sweden's central bank) regulated lending activity with a variety
of tools, including quantitative limts, liquidity requirenents,
noral suasion, and foreign exchange and capital flowcontrols. The
extent of the regulatory control varied over the years, but reached
a highly restrictive status during the 1970s, in part in an attenpt
tofreeresources for government housi ng prograns and to hel p fi nance
t he governnent deficits.

In the early 1980s, the banking system al so cane under

conpetitive pressure fromforces that were devel opi ng i n bot h Sweden

and many other countries. These included:

New institutions. |In many countries, nonbank internediaries began

to expand rapi dly, taking advantage of the nore severe restrictions
pl aced on banks. In Sweden, the rapid growh of finance conpanies

during the 1980s illustrates the process.

> The discussioninthis and the foll owing t hree sections i s based
on descriptions provided in Bank Support Authority [1993], Ekl und,
Li ndbeck, Persson, Sdderstrom and Viotti [1993], Englund [1990],
Jonung [1994], and by the International Mnetary Fund (1M [1993]).
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New markets. The Swedi sh noney market grew rapidly. This market

al l owed high quality bank borrowers to neet their credit needs in

the capital markets directly.

O f-bal ance sheet financing. Banks began already in the 1970s to

act as brokers and earn fees for | oan transacti ons that were carri ed
out on an of f-bal ance sheet basis. This allowed the banks to use

their custoner rel ationships, yet satisfy the regul ations.

G obalization of financial transactions. On a global basis, the

flow of information was expandi ng, the costs of financial
transactions were falling, and capital and foreign exchange
restrictions were being renoved. Miltinational firns also carried
out nore transactions directly for their own account. |International

conpetition thus increased for the Swedi sh banks.

As a result of the conpetitive forces pressing on the banking
system the decision was taken to deregul ate the Swedi sh financi al
and banking system just as the decision was taken in nost other
i ndustrial countries. The Swedi sh deregul ati on t ook pl ace i n stages
during the 1980s. The year 1986 is useful as a benchmark, given
that loan rate ceilings were formally abolished in 1985. Sweden
was actual | y anong the | ast of theindustrial countriestoderegul ate.

The der egul ati on of the United States financial markets, for exanpl e,

began as early as 1980.
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Bank Lendi ng under Deregul ation

We have already seen in Figure 5.6 the effect of deregul ation

ontotal | endingactivity®. Figure5.10 shows comerci al bank | endi ng

as a percentage of GDP for Sweden and four other countries (see | MF
[ 1993]). For each country, the left bar refers to the year i n which
deregul ation was initiated and the right bar refers to the year that
der egul ati on was deened to be conpleted (by the IMF). It is apparent
t hat Swedi sh bank | endi ng as a percentage of GDPis w thinthe general
range of the other countries, although a bit |ower. The change in
Swedi sh | endi ng due to deregul ati on, on the other hand, i s somewhat
greater than in the other countries.’

The expansion in bank | ending created a major shift in bank
portfolios, toward | oans and away fromot her debt securities. Since
| oans generally have nmuch shorter maturities than do traded debt

securities, this had the benefit of lowering the interest rate risk

t he banks faced. The primary effect of deregul ati on on bank

portfolios, however, was to expand the exposure to credit risk.

This raises the question: why did banks use deregul ati on as an

opportunity to take on increased credit risk.

®This picture may exaggerate the effects of deregul ation, since
sone of the loan growth reflects the transfer of |oan transactions
to an on-bal ance sheet basis follow ng the deregul ation.

"The nmarket share of total |ending available to banks is
continuing to fall in many countries as a result of further pressures
on intermediation activity. Therefore, it is not clear what is the
[ ong-run equilibriumlevel of bank |ending.
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Figure 5.10: BANK LENDI NG AS A PERCENTAGE OF GDP
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Figure 5.11: COWMVERCI AL BANK RETURN ON ASSETS
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Wiy Did Banks Raise Their Level of Credit Risk?

To answer this question, the key point to recognize is that

der egul ati on was a pol i cy borne of necessity. Prior to deregul ation,

bank profit rates were lowas aresult of the conpetitive pressures.

Figure 5.11 uses the return on assets (ROA) between 1970 and 1993
as the profitability measure. A mninmumgoal for a bank's ROA is
at least 1 percent: for a bank wth a |leverage ratio of 12.5 to 1
(that is, a capital ratio of 8%, a 1% ROA is the equivalent of a
12.5 percent return on equity (ROE).® It is evident from Figure
5.11 that Swedi sh bank profitability was relatively |low during the
early 1980s.

Banks used the opportunity of deregulation to raise profits
by I ending nore. Riskier |oans were probably also an inevitable
consequence of this strategy. The marginal tiers of new | oan
custoners are li kely to be nore ri sky as banks enter newl oan mar ket s.

Ri skier | oans were probably al so desired by the banks, if it neant
they could raise their expected profits.

The Swedi sh bank experience appears not to be uni que when
conpared with banking in other countries and at other tinmes. Banks
in nost countries faced the sanme profitability problens, obtained

sim |l ar expanded | ending powers, and proceeded to lend (and | ose)

8 The return on equity is an alternative measure of bank
profitability. The return on equity equals the return on assets
multiplied by the | everage ratio (assets/equity).
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| arge suns of noney on risky |oans. Considering other periods of
time, we have already noted that the theories of Knut Wcksell and
| rving Fi sher, devel oped at the begi nning of this century, took for
granted the proclivity of bankers to expand | ending during boom
periods, and then later to regret it. For a nore recent exanple,
w tness the maj or expansi on of bank | endi ng to devel opi ng countries
t hat occurred at the begi nning of the 1980s.

Qur conclusionis that the expansi on of risky | endi ng by Swedi sh
banks during the last part of 1980s was an inevitable attenpt to
rai se bank profitability in the face of conpetitive pressures and
expanded powers. In addition, as Eklund, Lindbeck, Persson,
Soderstrom and Viotti [1993, p. 15] put it, "This is clearly a
system c crisis, which may be regarded as a bel ated extra cost for

many decades of credit market regul ation.”

Wiy Di d Banks Expand Real Estate Loans In Particul ar?

Havi ng argued that the conpetitive and deregul at ed envi r onnment
of thel ate 1980s made t he expansi on of ri sky bank | endi ng i nevi tabl e,
it is appropriate to consider why the expansion in | ending becane
so concentrated in real estate. Swedish bank statistics do not
identify real estate |loans as a separate |lending category, so it
is not possible to identify the percentage of new Swedi sh | endi ng
that was directed to the real estate sector. The |lack of separate
statisticsfor real estatelendingmay itself al soindicate aproblem

The avail abl e esti mates, however, indicate that a substantial part
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of the | oan | osses taken by Swedi sh banks can be attributed to rea
est ate.
There are a nunber of reasons for the attracti on of real estate

| ending to Swedi sh bankers during the period 1986 to 1990:

(1) Fundanental conditionsinconmrercial real estate markets turned

favorabl e, as di scussed above. Real estate investors were

enthusiastic and they transmtted this enthusiasmto the bankers.

(2) Swedish banks were significantly expanding their real estate
l ending. G ven the need for new custoners, this area seened
attractive. Simlar strategies were also being adopted by banks

in many other countries.

(3) Real estate lending can create a sel f-generated expansi on of

demand, because an initial |oan expansion is likely to raise real
estate demand and real estate prices (at least in the short run).

As prices and activity rise, the demand for |oans expands.

(4) Real estate lendingin Sweden appears not to have been directly

regul ated.® |ndeed, Swedish banking regul ations gave a priority

tocollateralized | ending, and real estate | oans net this criterion.
In contrast, in the United States for exanple, comercial banks

were not even allowed to nmake real estate | oans until the beginning

°1t has been suggested that Swedish banks did operate with
conservative "in-house" | oanto value rules onreal estate | oans until
about 1985. These were disregarded during the boom but have been
reinstated nore recently.
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of the century. Real estate lending activity for both commercia
banks and Savi ngs and Loan Associ ati ons (S&Ls) was der egul at ed duri ng
the early 1980s, but this activity has been re-regul ated foll ow ng
t he bank and S&L crises. !

The expansioninreal estatel endi ngthus appears to be a natural
path for a banking systemin need of new, profitable, and expandi ng

| endi ng opportunities.

Wiy Di d Bank Supervisors Allow the Level of Credit Rsk to Rise?

The actions of the Swedi sh bank supervisors, as well as that
of the banks, can be questioned. Bank supervisors, after all, are
responsi bl e for bank soundness. Wy did the supervisors allowl oan
quality to deteriorate? The answer, we suggest, is that the
supervisors saw the world very much as did the banks. That is, the
supervi sors al so saw deregul ation as an opportunity for the banks
to raise their profits through expanded I endi ng.

Nevertheless, it did not require the benefit of hindsight to
observe that the expansion in bank | ending, and particularly the
expansion in real estate | ending viol ated several traditional rules
of sound banki ng:

(1) Do not concentrate the | oan portfolio in specific sectors of the

econony (such as real estate).

10 See Litan [1992] for an accessible summary of American

banki ng regul ati ons regarding real estate |oans.

89



(2) Take great care when entering new | oan markets and when deal i ng
wi th new | oan custoners.
(3)Carefully evaluate the value of collateral and the cash flows

that are available to service the | oan.

Bank supervisors coul d have recogni zed the deviations from
tradi tional banking practice that were occurring. O course, the
supervi sors were probably as i nexperi enced as t he bankers i n deal i ng
with conpetitive and deregul ated | oan market activities. It thus
appear s t hat t he bank supervi sory system whi ch functi oned accept ably
wel |l for a highly regul ated banking system w Il need reformif it
is to safeguard a banki ng sector operating under the pressure of

a conpetitive systemand the freedomof a deregul ated environnent.

The Bank Lending Crisis

The events of the Swedish bank crisis are well known to nost
Swedi sh readers, and have been chronicled in detail in Bank Support
Aut hority [1993] and Macey [1994]. Here we will sinply sumarize
the key facts relevant to our discussion.

Thecrisiswasinitiatedin 1990 whenthe finance conpany Nyckel n
suspended paynents followi ng maj or | osses on real estate |oans.

A conplicating factor was that, for many of Nyckeln's | oans, the
collateral was not directly real estate, but shares in areal estate
hol di ng conpany. Soon thereafter, the banks began to suffer major
| oan | osses thensel ves, including |osses on |oans to finance

conpani es. Between 1991 and 1993, the Swedi sh government provided
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| oans, capital injections, and guarantees to sonme of Sweden' s | ar gest
banks. I n Decenber, 1992, the Swedi sh parlianent passed a neasure
provi di ng a bl anket guarantee to cover deposits and ot her specified
bank debts, their subsidiaries, and certain state-affiliated credit
institutions.

By t he end of 1993, t he accunul at ed cost was about SKr74 billion,
equal to about 5% of GDP (see OECD [1994]). Both Nordbanken and
CGot a Bank (includingtheir separate "bad banks"” Securumand Retriva)
becanme fully state owned. O her nmajor banks, including Forsta
Spar banken (nowpart of Swedbank) and For eni ngsbanken, recei ved naj or

gover nnent support.

It appears that the bailout of the Swedi sh banki ng system has
been carried out so far in an effective manner. It was essentia
t hat the bank guarantees be provided pronptly and firmly, and they
were. The various |oans and equity injections appear to have been
provided equally efficiently.

The policies regarding bad real estate | oans deserve further
prai se. The banks have beenallowedto holdthereal estate coll ateral
or to transfer it to separate subsidiaries. They have al so been
given latitude to "workout” the problem | oans with the devel oper
thus retai ningthe devel oper' s interest and expertiseinthe project.

Finally, the property taxes on conmerci al properties were abol i shed
in 1993. These policies provided the Swedi sh commerci al real estate

mar kets a better chance to recover.
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In the United States, in contrast, the government's cost for
t he Savings and Loan and conmercial bank crises was raised by the
decision to force the institutions to sell as nuch real estate as
possi bl e and as rapidly as possible. This necessarily deepened the
declineinreal estate prices, thusincreasingthecosts of resol ution.
Bank supervisors in the United States were also nore inclined to
force the banks to take over the properties than to all ow workouts.
At one poi nt, Anerican bank supervi sors even required banks to hold
| oss reserves against still current | oans, on the prospect that the
| oans m ght default at a later date. This behavior represents a
princi pal -agent conflict. The bank supervisor--the agent--enhances
his own reputation, or avoids responsibility for new probl ens, by
enforcing very tough condi ti ons onthe banks. The strong enfor cenent
however, actually raises the overall cost of the bailout to the

gover nment .

Concl usi ons Regardi ng Swedi sh Commerci al Real Estate

The commercial real estate cycle in Sweden has two primary
causes: (1) a group of optim stic investors and devel opers who
expected to profit from purchasi ng and produci ng commerci al rea
estate, principally office buildings; (2) a group of equally
optim stic bankers who were willing to | end them noney for this
purpose. The optim stic expectations of both groups were based on
a plausible view of rising demand for office space. This was al so

a worl d-w de phenonena. Theverylargeincreasesinofficebuilding
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prices, however, nade the Swedi sh cycle exceptional. W attribute
t he exceptional increases in property prices to the willingness of
Swedi sh banks to expand their real estate |oans, thus creating a
curul ati ve process in which | oans chased real estate and real estate
chased | oans.

The direct |osses suffered by the real estate investors and
devel opers certainly reduced their own wealth, but this does not
provi de a basis for any new governnment or policy interventions in
t hese markets. There are, however, two recommendati ons whi ch m ght

reduce the likelihood of such cycles in the future:

(1) Real estate markets, and especially commercial real estate
markets suffer froman informati on problem nanely that simlar
investnments may be carried out sinultaneously because devel opers
are not aware of the plans of others. A simlar idea has been used
by Grossman [ 1988] and Gennotte and Lel and [1990] to expl ain stock
mar ket crashes. The solution is to provide nore nechanisns for
information sharing. The collection and publication of nore

i nformati on on comrerci al property supply, rents, prices, and vacancy

rates woul d be a good starting point.

(2) Aswitchfromdebt toequity asthe primary source of real estate
finance woul d reduce the deadwei ght costs that arise when default
on debt securities creates bankruptcy. 1In the United States, the
use of Real Estate Investnent Trusts (REITs) i s nowexpandi ng rapidly

for this reason. The REITs are basically mutual funds that hold

93



real estate property. They function as tax-free conduits, since
t hey pay no incone taxes as long as all of their net rental incone
and capital gains are passed through to their shareholders. REIT
shares trade on the stock markets.

Sweden al ready has publicly traded real estate conpanies, but
they are taxabl e operating conpanies that carry out real estate
construction and devel opnent activity. REITs, in contrast, are
basi cal | y passi ve portfoliomnagers of real estate properties, which
is the source of their tax-free status. The introduction of REIT
entities in Sweden would i kely provide new sources of capital for
commercial and nmulti-famly residential properties.

Turning next totheroleof banksinthecrisis, therearefurther
policy recormmendations. They fall in two classes, those regarding
t he conpl etion of the bank bailout, and those regardi ng | onger run
bank regul ati on and supervi si on.

The maj or remai ni ng bail out i ssue concerns the procedures and
timng for renoving the bl anket guarantee. The guarantee, of course,
provi de an incentive (a noral hazard) for banks to carry out risky
strategi es, sincethe banks keeptheprofitsif the strategy succeeds,
whi | e t he government faces the costs if it fails. One can, however,
exaggerate the propensity for such behavior, given that the
shar ehol ders (or governnent) have substantial equity at risk, and
t he managers have their reputations at stake. Nevertheless, two

principles seemclear:
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(1) Bank supervision should remain extrenely vigilant as |ong as
t he governnment's bl anket guarantee stays in place. In addition to
reduci ng | endi ng ri sks, tight supervision gives the banks i ncentive
to accumul ate enough equity capital to allow the guarantee to be

r enoved

(2) The bl anket guar ant ee shoul d be renoved as qui ckl y as possi bl e.
In the meantine, the banks should pay fees for the guarantee, and
the fees should be higher the |onger the tine span and the | ower

t he bank's capital ratio.

There are al so two proposal s concerning | onger-term changes

in bank regul ati on and supervi si on:

(1) Risk-based capital requirements should be rigorously enforced
based on the Basle capital ratios. |In particular, capital | ost

t hrough bad | oans shoul d be repl aced rapidly.

(2) Commercial bank real estate | ending should be nore carefully
supervi sed, at | east as |long as the governnent's bl anket guarantee
remains in place. The supervision should focus both on the cash
flowrequirenments for debt serviceandtheloantovalueratios (LVR).
Inthe United States, LVRceilings were recently reduced fromabout
0.85 to 0.60. This is not a fool proof solution, of course, since
apprai sal values are not always accurate, but it goes a | ong way
toward control ling the cunul ati ve expansi on process creat ed by bank

| enders and real estate investors.
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PART 6 THE RESI DENTI AL REAL ESTATE OUTLOOK TO THE YEAR 2000

Swedi sh policy toward the residential real estate sector is
inthe process of a major reappraisal. Gven the recent real estate
crisis and the currently weak macroeconom c conditions in Sweden,
expansi onary real estate sector policies would normally be
i npl emented at this point. On the other hand, the recent real estate
crisis was due in inportant part to past subsidy policies, inplying
that thereal estate markets will performbetter with | ess gover nment
intervention. Thelarge current governnent budget deficit al so nakes
t hi s an opportune nonent to reduce real estate sector interventions.

To eval uate these fundamental issues of Swedish real estate
sector policy, it is inmportant to quantify the anmount of new
construction activity that is likely to evolve in the com ng years.

In this part, we develop projections for residential real estate
construction to the year 2000, to help frame the forthcom ng policy
reapprai sals. The nethodol ogy enpl oyed can be interpreted within
t he stock-flow nodel of real estate markets. The stock-flow nodel
was al ready i ntroduced in Part 2 and appliedtothe nortgage i nterest
subsidy programin Part 5, but it is useful to reviewit here in

t he context of housing construction projections.
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The Stock-Fl ow Mbdel, Mortgage Subsi di es, and Housi ng Projections

The effects of reduced nortgage i nterest rate subsidi es on new
housi ng construction can be summarized in a series of steps based

on the stock-fl ow nodel :

(1) New housing construction responds to Tobin's g, defined here
as the price of existing hones divided by construction costs net
of the present val ue of the subsi di es. Reduced subsi di es woul d rai se
the net construction costs and thereby | ower new construction

activity, everything el se being the sane.

(2) As aresult of reduced amobunts of new construction, the stock
of housingwouldfall relativetothelevel that woul d have ot herw se

occurred.

(3) The price of existinghomes woul d adj ust to mai ntainequilibrium
bet ween t he stock of housi ng and housi ng demand. Thus, if the stock
of housi ng declines, hone prices would rise to the | evel necessary
to cause a decline in the anount of housi ng demanded equal to the
decline in the housing stock. The decline in the housing stock and
t he declinein the anbunt of housi ng demanded woul d occur pari passu.

(The decline in the anbunt of housing demanded is a novenent down
t he housi ng demand curve; the position of the housing demand curve

itself does not change).

(4) Inthenewlong-runequilibrium three conditions are satisfied

with respect to the effects of |ower subsidies:
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(a) The increase in the price of existing hones and the decline
in the present val ue of the subsidies per hone woul d be equal .

(b) The decline in the housing stock and the anmount of housing
demanded woul d be equal

(c) The cumnul ative decline in housing construction woul d equal the

decline in the anount of housi ng demanded.

In principle, the cunul ative decline in housing construction
can be nmeasured by the decline in the amount of housing denanded
relative to what it otherwi se would have been at the final date.
The decline in housing demanded, however, depends on the increase
in housing prices and on the price elasticity of housing demand,
and nei t her anount i s currently known. The increaseinhousingprices
coul d be esti mated as t he decli neinthe present val ue of t he subsi di es
per honme, but this information is also not available. The price
el asticity of housi ng demand coul d be estimated with historical data
for existing hone prices and the anount of housing demanded, but
t he Swedi sh census provi des housing data only at 5-year intervals.

Consequently, we follow a |l ess anbitious path, which is to
project the I evel of the amount of housi ng demanded on the basis
of its two key denographi c determ nants, popul ati on and occupancy
rates. Falling subsidies and rising house prices, of course,

i nfl uence occupancy rates, but their effects are incorporated here
only in a qualitative way. However, a sensitivity analysis of

alternative occupancy rate assunptions is provided.

96



Popul ati on Projections

Swedi sh popul ati on projections by age are avail able from SCB
annual ly for 1990 to 2000. More recently, actual popul ation data
for 1993 have becone avail able. Table 6.1 shows revi sed projections
based on the actual 1993 popul ation data.?

The projected popul ati on change from 1990 to 2000 is 376, 000
peopl e, approxi mately 100,000 nore people than the actual change
from 1980 to 1990. A conparison of the popul ati on changes by age
for the decades of the 1980s (actual) and 1990s (revi sed projection)
shows little pattern, with sone age groups projected to change nmuch
nore during the 1990s, and others nuch | ess. Furthernore, nore than
hal f of the popul ati on change during the 1990s is accounted for by
t he age group under 15, a group not directly influencing househol d
formati ons.

G ven the conpl ex pattern of popul ati on changes by age duri ng

t he 1990s, it i s unclear prinmafaci e whether the projected popul ati on

changes are | i kel y to have a positive or negative infl uence on housi ng
demand during the 1990s relative to the 1980s. Consequently, it
is essential to apply a systematic nethodol ogy to transformthe
popul ati on data i nto a neasur e of housi ng demand. Two pri mary net hods

are available to acconplish this: housing demand by age and tot al

YThe ratio between the actual 1993 val ue and the previously
proj ect ed 1993 val ue f or each age cat egory was conput ed and t hen appl i ed
to the SCB popul ati on projections for the years from 1994 to 2000.
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occupancy projections (sonetines referred to as househol d

formations).
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Table 6.1

REVI SED POPULATI ON PRQJECTI ONS

(Popul ation in Thousands)

Age Act ual Act ual Pr oj ect Change Change
G oup 1980 1990 2000 1980- 1990 | 1990- 2000

0- 14 1615 1548 1770 -67 222
15-19 579 563 497 -16 - 66
20- 24 554 601 512 47 -89
25-29 579 616 606 37 -10
30- 34 660 577 622 -83 45
35-39 622 585 627 -37 42
40- 44 479 655 574 176 -81
45- 49 434 613 587 179 -26
50- 54 455 467 636 12 169
55-59 499 415 590 -84 175
60- 64 479 424 436 -55 12
65- 69 443 443 376 0 -67
70-74 382 394 364 12 -30
75-79 273 319 327 46 8
80- 84 163 220 246 57 26
85+ 100 150 198 50 48
Total | 8316 8590 [ 8966 | 274 | 376
Source: SCB [1993b] and author's cal cul ati ons.
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House Denmand By Age

The housi ng demand by age net hod was devel oped in a study by
Manki w and Weil [1989] (MWA, and recently applied to Swedi sh data
by Hei born [1993].2 The denmand for housing of each household is
assuned to be an additive function of the demand by age of each of
its menbers. Using across-sectional database indicatingthe housing
assets and nenber ages of househol ds, housing demand is estinmated

based on the age structure of the househol d:

A
(6.1) H°=Y Ha Na-

a=1

where
H. 1Sthe housing demand of individualsof agea,

N. 1Sthe number of individualsof agea.

Al t hough the MNV nethod is conceptually appealing, several

serious problens arise in using it to project housing demand:

(1) The age demand paraneters (H,) subsune all other economc
characteristics that are associated with the particul ar cohort of
peopl e in the cross-section sanple used, but these characteristics

may not apply to people of the sanme age in the forecasting period.

2 Hei born projected housing demand by age only to 1989,
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For exanpl e, the housing demand of a forty year ol d person in 1980
may be nmuch | ess than the housing demand of a forty year ol d person
i n 2000 because the personinthe earlier cohort had alower lifetine
i ncome (assum ngthat lifetinmeincone has generallyrisenover tine).

This effect creates a strong dowward bias in the MN demand

proj ections.

(2) The database needed for the estimation is very special, since
it must conbine the age of househol d nmenbers with the val ue of the
housi ng demanded. The result is that the data used are often from

an earlier period and represent only a small sanple.

(3) Arule of thunb nust generally be used for rental units to

translate the rent paid to the unit's asset val ue.

These drawbacks to t he demand by age nethod | ed us t o adopt the tot al

occupancy projection nethod.

Total Occupancy Projections

Housi ng units are occupi ed by househol ds, either as their
primary residence or as a secondary residence. A household is a
group of people living together in a shared housing unit, the basic

el ement of housing demand. The headship rate is the ratio of the

nunber of househol ds to the popul ati on. Secondary occupancy occurs

when a househol d occupi es two (or nore) housing units. The secondary

occupancy rate is the ratio of the nunber of secondary units to the
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total popul ation. Thetotal occupancy rateis the sumof t he headship

and secondary occupancy rates.

In Tabl e 6.2, projections of future total occupancy are based
on the future population and the future total occupancy rate. In
line (1), the popul ationestimte for 2000i s t he aggr egat e popul ati on
projection from Table 6.1 above. In line (2), the headship rate
projection for 2000 is 45.0% 0.4 percentage points above its 1990
value.® In line (4), the secondary occupancy rate projection for
2000 is 2.2% 0.1 percentage points above its 1990 value. 1In line
(6), the total occupancy rate projection for 2000, the sum of the
headshi p rat e and secondary occupancy rate, is 47.2% 0.5 percent age
poi nts above its 1990. Inline (7), the total occupancy projection
for 2000, derived by nultiplying the total occupancy rate by the
popul ation, is 4,232, 000.

Line (8) of Table 6.2 shows the change in total occupancy,
222,000 units from1990 to 2000. Lines (9), (10), and (11) separate
the change in total occupancy into its three parts. From 1980 to
1990, headshi p rate growt h was t he nost i nportant source of occupancy
growh. From1990 to 2000, population growh is the primary source
of occupancy growt h, since the headshi p and secondary occupancy r at es
grow by relatively small anounts.

The total occupancy rate is projected to grow by only 0.5

per cent age poi nts from1990 t o 2000, even t hough t he actual occupancy

3 The 1990 val ue i s the nost recent nunber avail abl e from Swedi sh
census dat a.
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rate in Sweden rose by 3.2 percentage points from 1980 to 1990.

However, there are several reasons why the total occupancy rate wl |

rise slow y*

Table 6.2

TOTAL OCCUPANCY, BASELI NE PROJECTI ONS

(Nunbers in Thousands)

States in the 1990s,
age-specific headship rates wll

“1n a recent forecast of

r ent al

be constant.
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Act ual Act ual Pr oj ect
1980 1990 2000
1 Popul ati on 8316 8590 8966
2 Headship rate 42. 1%| 44.6% 45. 0%
3 Househol ds (1*2) 3497 3830 4035
4 Secondary occupancy rate 1.4% 2. 1% 2. 2%
5 Secondary occupancy (1*4) 119 180 197
6 Total occupancy rate 43.5%| 46.7% 47. 2%
7 Total occupancy (1*6) 3616 4010 4232
Act ual Pr oj ect
1980 to 1990
1990 to
2000
8 Change in total occupancy 394 222
Change in total occupancy resulting from
9 Change in popul ation 119 176
10 | Change in headship rate 218 37

apartment demand in the United
Sal onon Brothers [1994] assunes that the




11

Change in secondary occupancy rate

57

Source: SCB [1993a], SCB[1993b], and author's cal cul ati ons.
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(1) Sweden' s occupancy rate is anong the world' s highest.

(2)Occupancy rates tend to fall in difficult econom c periods (the

1994 rate may al ready be bel ow the 1990 val ue);

(3) The reductionin subsidies for newhousi ng constructionw || raise

housi ng costs and prices, thus deterring occupancy.

W refer to the total occupancy estimate in Table 6.2 as the
basel i ne projection. Projections based on alternative total
occupancy rate assunptions are provided below in Table 6.5.

Househol d projections can al so be estinmated with age-specific

headshi p rates, defined as:

62) HR=_ L
wher e
HR = headship rate for age category
HH = nunber of househol ds wi th household head in age category i
POP; = nunber of people in age category i.

Col um (5) of Table 6.3 shows househol d projections based on
t he age-specific headship rates for 1990 (colum 3) and the 2000
popul ation projection (colum 4). The projection for total
househol ds in 2000 i s 3,985, 000; taking into account the assunption
of a 0.4 percentage point increase inthe headshiprates raises this
projectionto 4,021, 000 househol ds, cl osetothe aggregate projection

in Table 6.2. W wll use the aggregate projection for sinplicity.

105



Tabl e 6.

3

HOUSEHOLD PRQIECTI ONS, AGE- SPECI FI C HEADSHI P RATES

(Popul ati on and Househol ds i n Thousands)

1 2 3 4 5 6
Act ual Act ual Act ual Pr oj ect Pr oj ect Pr oj ect
1990 1990 1990 2000 2000 1990- 2000
Age Popu- | House- Headship |Popu-la |[House-h | Change in
G oup ation hol ds Rat e tion ol ds Househol ds
15-19 563 25 0. 04 497 22 -3
20- 24 601 228 0. 38 512 194 -34
25-29 616 320 0.52 606 315 -5
30- 34 577 310 0. 54 622 334 24
35- 39 585 320 0.55 627 343 23
40- 44 655 369 0. 56 574 323 -46
45- 49 613 364 0.59 587 348 -16
50- 54 467 280 0. 60 636 382 102
55-59 415 248 0. 60 590 352 104
60- 64 424 260 0.61 436 267 7
65- 69 443 289 0. 65 376 245 -44
70-74 394 280 0.71 364 259 -21
75-79 319 246 0.77 327 253 7
80- 84 220 179 0.81 246 200 21
85+ 150 112 0.75 198 148 36
Tot al 8590 3830 0. 45 8966 3985 155
Source: SCB [1993b] and author's cal cul ati ons.
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New Housi ng Construction (Units To Be Conpl et ed)

New housi ng units constructed nust equal the sumof the change
in total occupancy, the change in vacant units, and the nunber of
units renoved. Thus, estimates of vacant units and units renoved
are necessary to form projections for new housi ng construction.

The aggr egat e Swedi sh vacancy rate in 1990 was 0. 9% the | onest
| evel observed at |east since 1975 (see Table 3.1). Although
conpar abl e vacancy rate data are not available after 1990, there
is good evidence (see Figure 3.1) that multi-famly vacancy rates
rose substantially between 1990 and 1993. If the projected aggregate
vacancy rate for 2000 is set equal to the 1990 rate, this requires
that all the vacant units created from1991 t hr ough 1993 be occupi ed
by 2000. Thi s woul d be a negati ve factor for newhousi ng constructi on,
since the only post 1990 construction that could be allocated to
new vacant units would be the result of the higher housing stock
in 2000. Instead, for the baseline projection, the vacancy rate
in 2000 is projected to be 1.4% the average of the observed val ues
from 1980 to 1990 (see Table 3.1), which is 0.5 percentage points
above the 1990 | evel.

The renoval rate for Swedi sh housing during the decade of the
1980s was 1. 1% This rate appears | owconpared to the United States,
but | ow renoval rates woul d be expected in periods of |ow housing
construction. For the baseline housing construction projection,
the renoval rate of 1.1%for the decade of the 1980s has been appli ed

to the 1990s.
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Table 6.4
HOUSI NG CONSTRUCTI ON, BASELI NE PRQIECTI ONS
(Units in Thousands)
Act ual Proj ected
1981 1991
t hr ough t hr ough
1990 2000
1 Change in Total GCccupancy 394 222
2 + Change in Vacant Units -19 24
3 + Renoved Units 41 45
4 = New Units Conpl eted 416 291
Addendum Act ual Proj ect ed
5 St ock 4045 4291
6 Vacancy Rate 0. 9% 1.4%
7 Renoval Rate (for decade) 1.1% 1.1%
Source: SCB [1993a] and author's cal cul ati ons.

Tabl e 6.4 shows the conputations through which the change in
total occupancy (fromTable 6.2) is translated into an estimte of
new housi ng construction. Line (1) shows the change in total
occupancy from Table 6.2. Line (2) shows the projected increase
in vacant units, assum ng that the aggregate vacancy rate (line 6)
reaches 1.4%in 2000. Line (3) shows the nunber of renoved units,
assum ng that the ten year renoval rate (line 7) remai ns constant.

Line (4) is newunits conpl eted, show ng 291, 000 new housi ng units
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for the period from1990 to 2000, conpared with 416, 000 new housi ng
units between 1980 and 1990.

The proj ecti on of 291, 000 newhousingunits appliestotheperiod
from 1991 through 2000, but the actual nunber of housing units
conpl eted from1991 t hrough 1993 i s al ready known. Line (1) of Table
6.5 shows the projection for cunul ati ve housing conpl etions from
1994 to 2000, 132,000 units, conputed by subtracting the actua
construction from1991 t hrough 1993 fromthe projected construction
from1991 t hr ough 2000. Inline (2), the cunul ative nunber of housi ng

conpletions is restated as the annual average of 19,000 units.

Table 6.5
HOUSI NG COVPLETI ON PROQJECTI ONS
(Nunber of Units in Thousands)
Act ual Pr oj ect Act ual Pr oj ect
Housi ng 1981 1991 1991 1994
Conpl eti ons to to to to
1990 2000 1993 2000
A. Baseline Projection
Total for Period 416 291 159 132
2 Annual Average 42 29 53 19
B. Alternative Projections
(Change to baseline projection)
3 Change occupancy Tot al change 45
rate 0.5 percent
Aver age annual change 6
4 Change vacancy Tot al change 21
rate 0.5 percent
Aver age annual change 3
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5 Change renoval Tot al change 11
rate 0.25 percent

Aver age annual change 2

Source: SCB [1993a] and author's cal cul ati ons.

The proj ection of 19, 000 housi ng conpl eti ons annual ly from1994
to 2000 is arelatively lowvalue. It is notewrthy, however, that
a | arge anount of new housi ng construction occurred in Sweden from
1991 to 1993, an annual average of 53,000 units, leading to rising
vacancy rates. As aresult, newunits started in 1993 and expected
to be started in 1994 are about 10,000 units annually. New units
conpleted in 1994 and 1995 are likely to be of the sane order of
magni tude, wel |l bel owthe average annual projection of 19,000 units
annual ly for the period from 1994 through 2000.

Nevert hel ess, the baseline projection for housing conpl etions
depends directly on the assunptions for occupancy rates, vacancy
rates, and renoval rates. Part B of Table 6.5 shows the changes
in the nunber of housing conpletions that result fromalternative

assunpti ons:

(1) The baseline assunption of a 0.5 percentage point growth in
the total occupancy rate is the nost inportant factor determ ning
t he proj ection of housi ng conpl eti ons. Cccupancy rates couldreadily
change by 0.5 percentage points nore or |ess than the baseline
assunption by 2000. As shown in line (3) of Table 6.5, each 0.5
per cent age poi nt change in occupancy rates in 2000 translates into

a change i nthe construction projection of 45,000 housi ng conpl eti ons,
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t he equi val ent of 6,000 new housing units annually over the 7 year

period from 1994 to 2000.

(2) The baseline projection assunes that vacancy rates will rise
0.5 percentage points above the 1990 | evel. Vacancy rates could
readily change by 0.5 percentage points nore or less than this
basel i ne assunption by 2000. As shown in |ine (4) of Table 6.5,
each 0.5 percentage point change in the vacancy rate in 2000
translates into a change in the construction projection of 21,000
housi ng units, the equival ent of 3,000 housi ng conpl eti ons annual |y

over the 7 year period from 1994 through 2000.

(3) The basel i ne proj ection assunes that renoval rates during the
1990s equal the renpval rates during the 1980s. Renoval rates could
readi |y change by 0.25 percentage points nore or |less than this
basel i ne assunption by 2000. As shown in |ine (5) of Table 6.5,
each 0.25 percentage point change in the renoval rate translates
intoachangeinthe construction projectionof 11,000 housing units,
t he equi val ent of 2, 000 housi ng conpl eti ons annual |y over the 7 year
period from 1994 through 2000.
I n conclusion, the baseline projection for new housi ng

construction is 29,000 units to be conpleted annually from 1991

t hrough 2000, which inplies 19,000 units to be conpl eted annually
from1994 to 2000. |In conparison, Boverket [1994] has forecast new

construction of about 20,000 units annually for the rest of the decade.
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Thus, the Boverket forecast, although based on a very different

f orecasting net hodol ogy, has virtually the sanme bottomline result.
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Resi denti al Construction |Investnent

It is useful to translate the projections of housing units
conpleted to real investnent values. As conputed in the nationa
i ncome accounts, total housi nginvestnent consi sts of two conponents
new construction and reconstruction. The projections for the two
conponents, sunmarized in Table 6.6, are devel oped separately.

Real investnent in new construction corresponds directly to
t he nunber of housing units constructed, taking account of changes
in the mx between 1-2 famly units and nulti-famly units, and
changes in housing quality and construction productivity. Figure
6.1 plots the series for housing units conpl eted and real investnent
in new housing from 1980 to 1993. It is apparent that there has
been no continuing trend in the ratio of the two series, although
new i nvestnment tenporarily rose nore rapidly then units conpl eted
during the late 1980s. The average ratio of new investnment (in
billions of 1985 kroner) to housing units conpleted (in thousands
of units) was 0.52 between 1980 and 1993, and this ratio has been
used in Table 6.6 to convert units conpleted to newreal investnent.

The resulting projection for real new residential investnment is
10 billion 1985 kroner as the annual average for the period from

1994 t hrough 2000.
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Figure 6.1: HOUSING UNI TS COVPLETED AND NEW HOUSI NG | NVESTMENT

Housing Units Completed, Thousands Real Investment, Billions 1985 Kroner
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Figure 6.2: COVWONENTS OF REAL RESI DENTI AL CONSTRUCTI ON

Billions 1985 Kroner
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Tabl

e 6.6

REAL RESI DENTI AL | NVESTMENT, BASELI NE PRQJECTI ON

(Annual Averages in Billions of 1985 Kroner)
Act ual Pr oj ect Act ual Pr oj ect
1981 to 1991 to 1991 to 1994 to
1990 2000 1993 2000
New Construction 25 15 27 10
Reconst ructi on 18 19 15 20
Total construction 43 34 42 30

Source: SCB [1993a] and author's cal cul ati ons.

Reconstruction is the second conponent of total residential

investment. Figure 6.2 shows the tinme series for new construction
and reconstruction.®> New construction and reconstruction appear

to be strong substitutes for one another, with the exception of the
sharply.

nost recent years of 1992 and 1993 when both series fell

From 1980 to 1993, the average ratio of reconstruction to new
construction was 76%

It is expected that the sane substitute relationship between
new construction and reconstruction wll continue to exist during
t he remai nder of the 1990s. In order to calibrate the substitute

relationship, theratio of the real change in reconstruction to the

®> Figures 2.4 and 2.5 showt he same conponents of real investnent
for thecategoriesof 1-2famlyinvestnent andnulti-fam |y investnent
Separately.
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real change in newinvest nent was conputed for two sub-periods, 1980
to 1986 (when new investnent was steadily falling) and 1986 to 1991
(when new i nvestnent was steadily rising). The average of the
absol ute value of thetworatios was 77% In Table 6.6, the projection
for real reconstruction from1994 to 2000 was det er mi ned by appl yi ng
the 77%ratio to the 1993 real investnent values. G ven the |ow
| evel of expected new construction, this creates a rather positive
outl ook for reconstruction investnent.
I n conclusion, our projection for total real residential

i nvestnment from1991 to 2000 i s an annual average of 34 billion 1985
kroner, conpared with an annual average of 43 billion 1985 kroner
from1981 t hrough 1990 and 42 billion 1985 kroner from 1991 t hr ough
1993. The real residential investnent projection from1994 to 2000
i s an annual average of 30 billion 1985 kroner. Thisis noreoptimstic
t han the correspondi ng projections for new housi ng conpl eti ons due

to the positive el enent introduced by reconstruction.
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PART 7 SUMVARY, CONCLUSIONS, AND POLI CY RECOVMENDATI ONS

This part sunmmarizes the di scussion, conclusions, and policy
recomendations of Parts 3 to 6 of the study. The housing market

and commercial real estate market are discussed in turn.

The Housi ng Market Cycle

Swedi sh housi ng mar kets are now conpl eting a maj or cycl e whi ch
began in the mddle of the 1980s. There was a significant inpact
onreal prices, productionrates, vacancy rates, sectoral inbal ances
and financial distress. (References to the statistical sources in

the main text are shown in parentheses).

Real Prices (Table 1.1). During the boomperiod from1985 to 1990,

real 1-2fam |y hone prices rose 39%and real nmulti-fam |y hone prices
rose 76% Both real prices peaked in 1990, and by 1993 they had

fallen back to al nost exactly their 1985 | evels.

Housi ng Production (Table 3.5). The boomin housing production

occurred between 1986 and 1992, extendi ng beyond 1990 due to the
| ags i n housi ng producti on and expect ati ons of forthcom ngreductions
in housing subsidies. From 1986 to 1992, the annual average
production (units conpleted) was 21,000 1-2 famly units and 27, 000
multi-famly units. In contrast, during 1993 only 2,900 1-2 famly
units and 7,300 nulti-famly units were started; current reports
indicate equally low start rates for 1994. The low start rates in

1993 and 1994 will result in | owproduction rates in 1994 and 1995.
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Vacancy Rates (Table 3.1 and Figure 3.1). For both structure types,

vacancy rates fell significantly between 1985 and 1990, reaching
their | owest |evels at |east since 1975. From March 1990 to March
1994, however, the vacancy rates for nmulti-famly units rose from
0.2%to 3.6% the equivalent of 74,000 additional vacant units.
(There are no data for 1-2 fam |y vacancy rates after 1990). On
t he ot her hand, due to the small nunber of new nulti-famly units

started in 1993 and 1994, the vacancy rates may soon begin to fall.

Regi onal | nbal ances (Figure 3.2 and Fi gure 4.9). The aggr egat e mar ket

dat a conceal serious regional inbal ances between housi ng demand and
supply. In brief, insufficient amounts of the recent housing
production occurred in markets with high demand--the primary
metropolitan areas and the university centers--while substantia
excess production occurred in areas with relatively | ow
demand- - nanely, the rest of the country. Consequently, a short-run

cyclical recovery is likely only in the urban centers.

Mul ti-Fam |y Il nbal ance (Figure 4.10). Sweden'sratioof nulti-famly

housing to total housing (about 54% is one of the highest in the
wor |l d, even though the popul ation density is one of the |lowest in
the world. In conparison with nost other countries, Sweden's high
multi-famlyratioisminlytheresult of the highproductioncarried

out by the nmunici pal housing authorities. This is a primary reason
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that the housing collapse had its sharpest inpact on nmulti-famly

units.

Financial Distress (Figure 4.11 and Figure 5.9) The coll apse of

housi ng pri ces has created a financial crisis for Swedi sh honme owners
and nulti-fam |y property owers. Since Swedi shreal estate | enders
have recourse to the borrower's assets as well as the housing
collateral, homeowners are reluctant to default, and thus find

t hensel ves | ocked into their current properties. This [imts the
mobility that m ght otherw se offset sonme of the regional and
structure-type inbal ances. Furthernore, all of the owners of

mul ti-fam |y structures--nunicipal housing authorities, cooperative
units, and private | andl ords--face serious threats of bankruptcy.
The costs of such bankruptcies, includingthe forced sal e of units,

coul d negatively inpact all housing markets.

The Housi ng Mar ket Qutl ook

The prospects for a short-run recovery in the housing markets

are limted by a nunber of factors:

(1) The low current rates for new units started ensure |ow rates

of new housing production at |east through 1995.

(2) The large nunber of vacant units, especially in nulti-famly
structures and i n areas outsi de the urban centers, nust be absorbed

before a general recovery in new production will be warranted.
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(3) Low Tobin g ratios will restrict new production until rising

demand is reflected in higher market prices.

(4) Avrapid recovery in housing demand is unlikely in view of the
weak macroeconom ¢ conditions, high interest rates, and reduced

| evel s of housing subsi dies.

Froma | onger-termperspective, |ooking out to the year 2000,
t he reduced | evels of housing subsidies are likely to continue to
constrain both the supply and demand for housing. Furthernore, the
reduced subsidies are primarily directed toward new housi ng
production, so that new production may remain especially low In
Part 6 of this study, total housing production was projected to be
only 19,000 units annually from 1994 through 2000, conpared with
annual production rates of about 42,000 during the 1980s and about

53,000 from 1991 to 1993.

Housi ng Market Policy Reconmendati ons

The Swedi sh housi ng and housi ng finance sectors appear to
operate well when private firnms and individuals are responding to
t he mar ket i ncentives provi ded by house prices, construction costs,
and vacancy rates. O course, productionw || still sometines occur
inthe wong place or at the wong ti me, but the costs of such errors
will properly rest with the private owners, thus reinforcing the

i ncentives for careful and efficient decisions.
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Gover nment policy, however, has intervened in the Swedi sh
housi ng markets in three primary fornms: housing subsidies, the
activities of the sem -public nmunicipal housing authorities, and
rent controls. There is a strong case for reducing or elimnating

each of these interventions.

Housi ng Subsi di es. The programof Swedi sh housi ng subsi di es achi eved

a maj or success in stinulating housing production to offset housing
shortages in the periods after Wrld War |I1. However, Sweden now
ranks anong the best-housed countries in the world, while the

subsi di es are creati ng a maj or burden for a gover nnment budget al ready
in deep deficit. Furthernore, the subsidies now create highly

di storted i ncentives, inducing new construction in the wong areas
of the country and of the wong type. G ven the anpl e housi ng supply
in nost areas of the country, thisis the sensibletine toelimnate

t he nortgage interest subsidy prograns.?!

Muni ci pal Housing Authorities. During the housing cycle, the

muni ci pal housing authorities played a nmajor--although not a
uni que--role in creating too nuch housing, in the wong pl aces, and

of the wong type. In asense, these agencies were sinply fulfilling

YThe other two main conponents of the subsidy prograns--rent
al  ownances and nortgage interest tax deductions--raise nore
conpl i cat ed questi ons that are beyond the scope of the present study.
The rent all owances shoul d be eval uated, in conparison with other
policies, as efficient instruments for reaching the goals for incone
redistribution. The nortgage interest tax deductions should be
structuredinconjunctionw thpropertytaxes andinputedrental i ncone
to create equality anong the different forns of property ownership.
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the ternms of their charters: to produce housing, especially
multi-famly housing, in their local comunities. Wile the
muni ci pal authorities may have been useful instruments for rapidly
el i m nating the housi ng shortages of past periods, they are not wel |
designed to respond to market signals once a basic demand-supply
bal ance has been achi eved.

Al thoughlittlenewproductionistobe expectedbythe nmunici pal
authorities in the short-run, due both to housing market conditions
and their own financial conditions, this is an appropriate tine to
restrict their right to produce new units unless there is a clear
and denonstrabl e need in the community. The privatization of these

agenci es shoul d al so be consi der ed.

Rent controls. Rent controls represent a continuing dilemma for

Swedi sh housing policy. Rent controls were introduced to achieve
certain goals, including the creation of diversity in urban centers,
equity in access to desirabl e properties, and i ncone redi stribution.
Rent controls, however, reduce housing production, |ower

mai nt enance standards and create grey market activity. They are
thus an inefficient nmeans for achieving these goals. The rent

controls are currently not binding in nost markets due to the weak
conditions inrental housing markets, nmaking this a practical nonment

in which to renove t hem

Commerci al Real Estate
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The worst part of the commercial real estate crisis occurred

in office buildings. Here there was substantial overbuilding, and
signi ficant newconstruction w || not take placeinthe nmajor cities
for many years. The problemis made worse by the decline in the
demand for office space, including the likely reductions created
by a shrinking governnent sector. OQher commercial real estate,
such as retail and industrial buildings, had | ess extrene anmounts
of overbuilding; these markets will recover nore in line with the
general macroecononm ¢ conditions in Sweden.

The | osses suffered by commercial real estate investors and
devel opers reduced their private wealth, but did not create any
additional direct social costs. There is thus no need to regul ate
thereal estateindustry directly. There are two proposal s, however,
whi ch could create nore efficient markets.

The first proposal concerns the provision of better i nformation
concerning conditions in the comercial real estate markets,

i ncluding data on the avail abl e supply, market prices and rents,
and vacancy rates. Inprinciple, thisinformation could be collected
and sold by specialized firnms in the private sector, but this does
not occur because the proprietary nature of such data cannot be
protected. Instead, the market participants collect data

i ndi vidual 'y, but inanounts well bel owthe socially desirablelevels.
The situation calls for the governnent to collect and di ssem nate
dat a on commerci al real estate market conditions, giventheinability

of the private sector to do so.
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The second proposal concerns the greater use of equity financi ng
in commercial real estate, in order to reduce the deadwei ght costs
of bankruptcy created when commercial real estate is primarily
fi nanced t hr ough borrowed noney. Sweden al ready has publicly traded
real estate conpanies, but they are taxabl e operati ng conpani es whi ch
devel op and construct real estate.

In the United States, there has been dramatic growmh in REITs
(Real Estate Investnent Trusts), which are basically nutual funds
whi ch hold a portfolio of real estate properties. They nmanage the
properties in their portfolio, but have no devel opnent or
constructionactivity, andthereby are granted the status of tax-free
conduits, conparable to other nmutual funds. The introduction of
REI Ts in Sweden would provide a rapid infusion of equity capital
into the comrercial real estate market and provide small investors
an opportunity to invest in conmercial real estate portfolios at

what m ght prove to be a low point in the price cycle.

The Banki ng Sect or

The | argest costs of the commercial real estate crisis were
| odged wit h the conmerci al banks, the primary | enders on real estate
projects. Key reasons the banks took on the risks of real estate
I endi ng i nclude: (1) the need to expand |l oans in order toraiseprofit
rates, (2) an underestimate of the risks associated with real estate

| endi ng, and (3) an absence of bank supervision by the regul ators.
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The Swedi sh gover nment carried out arapidandefficient bail out
of the troubled banks. The tinme has arrived, however, to begin to
di smantl e the guarantees. There is also the need to introduce a
better system of bank supervision and regul ati on, one which wll
take into account the deregul ated and conpetitive markets i n which
t he banks now operate. Specifically, high bank capital requirenents
shoul d be enforced and limts shoul d be placed on the | oan to val ue

rati os used in real estate |ending.
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