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The latest GDP data showed that the UK
economy entered a mild technical
recession in the second half of 2023, with
a fall in real GDP by -0.3% q/q in Q4
2023.

The slowdown in economic activity was
largely driven by the private sector, with
consumer spending softening in the second
half of the year. In particular, households
appeared to have cut back on discretionary
spending as shown by the fall in ‘recreation
and culture’ consumption. This likely
reflects the lagged impact of higher interest
rates on households.

That said, the recession should be
interpreted with caution for a couple of
reasons. First, early estimates of GDP data
are uncertain and prone to revisions.

Second, it may overstate the weakness in
the economy; the size of the falls in GDP
means that the economy did not suffer a
deep contraction. Other indicators are
consistent with a much more resilient
economy, such as the unemployment rate,
which is at historic lows (see Figure 1).
Overall, the news of a recession does not
materially change the fact that real GDP
growth was positive 0.1% for 2023.

Looking at the timelier Purchasing
Managers’ Index (PMI) surveys of business
activity, the composite measure ticked up in
February. While the PMIs are not an
accurate predictor of GDP, they support our
view that the recession will be shallow and
short-lived (see Figure 2). The composite
measure continued to receive support from
the services sector, while the moderation in

manufacturing output appears to be
stabilising. Elsewhere, the survey reported
growing optimism regarding the year ahead.

In our view, economic activity will remain
muted in the first half of the year.
Thereafter, interest rate cuts and improving
real incomes will help to generate a
recovery.

The weaker GDP data is unlikely to move
the dial on monetary policy. Perhaps a
greater concern for the Bank of England
(BoE) will be the latest developments in
the labour market. The ONS recently
updated its labour market estimates, after
sampling issues led to greater uncertainty
around the data. According to the ONS, the
unemployment rate stood at 3.8% in Q4,
50bp below the BoE’s February projection.
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“Despite headlines that the UK economy entered a recession in the second half of last year, we doubt this will take the
Bank of England’s focus away from pay and inflation. Given the mixed signals in the data, the Bank will need to see
further evidence of cooling price pressures before it has the confidence to lower interest rates, although we continue to
expect this could be as soon as June.”
Samuel Duah, Head of Real Estate Economics 

Fig. 2. Economic activityFig. 1. Unemployment rate (%)
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Fig,. 3. UK CPI and BNP Paribas forecasts (% y/y)
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Recent macroeconomic data has not been
particularly helpful for UK commercial real
estate (CRE) investors. Stronger-than-
expected inflation, jobs data and economic
growth in the US, alongside a slightly
tighter-than-expected UK labour market,
have sent the 10y gilt yield back to early
December levels, unravelling the gains from
the strong year-end rally.

While our base case for Bank Rate cuts
remains unchanged, the mixed data flow
does mean there are upside risks to this
forecast, and that investors’ strategic focus
will remain on the trajectory of interest
rates. Indeed, analysing the correlation
between stocks and bond returns shows
that UK REITs’ correlation to bond markets
is at a record high (see Figure 4). As long as
the volatility in financial markets continues,
investment activity will remain muted. That
said, now we are at peak rates, there are
signs that conditions are easing (see Figure
5).

In turn, CRE investment data does continue
to point to the beginnings of recovery.
MSCI’s latest monthly index (January)

pointed to resilient rental growth and
moderating capital value falls. Moreover, 18
months of outward yield shift means some
market segments are offering decade-high
income returns, particularly retail and core
regional office markets (see Figure 6).
Combined with projections for the end of
capital value decline this year, this
represents more evidence of the
attractiveness of today’s pricing.

In Central London, following the 50% q/q
uptick in investment volume last quarter,
early signals this year suggest momentum
in the capital’s investment market
continues to build. While our in-house data
on actual transactions so far this quarter
provisionally suggests £0.7bn of Central
London assets has changed hands, the
number of deals currently under offer
suggests total Q1 volume may record a
second consecutive q/q increase. Key
imminent deals, such as the sale of 55 St
James’ Street, SW1 are likely to further
improve price discovery and give investors
further confidence of underlying liquidity.

However, residential continues to be the

most dynamic and liquid sector. Not only
does the most up-to-date data for 2023
show a 7.6% y/y increase in Build-to-Rent
investment (BtR) activity, but volume for Q1
2024 to date has already surpassed the Q4
2023 total (see Figure 7). The final Q1 figure
is likely to be significantly higher once large
deals like the distressed £1.3bn Nine Elms
sale goes through. Buoyed by persistent
housing affordability issues and a lack of
supply exacerbated by planning red tape,
strong, inflation-beating rental growth
projections are likely to keep investor
demand for the Living sector and all its
subsectors, such as Single-Family Rental
(SFR), strong. This includes student housing;
Unite’s recently announced FY23 results
highlighted 7.4% like-for-like rental growth
over the previous 12 months and upgraded
rental growth expectations for the 2024/25
academic year to at least 6%.

The risk of a rise in distressed sales remains
hotly debated, with the system risk to the
banking system a key question. We are
beginning to see more high-profile bank-led
sales process, such as the recent sale of 5
Churchill Place, E14 or the Nine Elms sale,

The concern for the BoE is that the labour
market is tighter than previously expected,
which could drive up wages and therefore
keep inflation above the 2% target.

Admittedly, there remains some uncertainty
around the official statistics. However, a
broader range of indicators, including
vacancies and payrolls, also suggest the
loosening in the labour market is losing
momentum. In turn, wage growth remains
stubbornly high. Private sector wage
growth, the BoE’s preferred measure of
labour costs, was 6.2% y/y in Q4 2023. Not
only was this above the BoE’s projection
(6.0%), but it was also much higher than the

3-4% that is consistent with inflation
returning to the 2% target on a sustained
basis.

On the inflation front, the January’s data
release bore better news for the BoE. Many
expected headline inflation to tick higher in
January (4.1% consensus) however, it held
steady at 4.0% y/y. Meanwhile, core
inflation came in at 5.1% y/y, which was
also lower than expected (5.2%). The good
news is likely to continue in the coming
months as favourable ‘base effects’ drive
inflation lower. Our forecast is that headline
inflation will dip below the 2% target in
April this year. Core inflation is likely to

remain stickier, dropping below 3% in May
but remaining above 2% throughout 2024
and 2025. (See Figure 3.)

Taking stock of what these developments
mean for monetary policy, we believe policy
rates have now peaked. However, the BoE
will need to see more evidence of fading
price pressures before it has the confidence
to cut interest rates. On balance, we
maintain our view that the BoE will
deliver its first rate cut in June, lowering
Bank Rate from 5.25% now to 4.25% by
end-2024 and 3.00% by end-2025.

Charlie Tattersall, Associate Director, Capital Markets Research

REAL ESTATE
“Following the year-end rates rally, financial markets have dealt real estate investors a reality check, with 5y swap rates
rising c. 40 bps up to 4% over February. This volatility means the market remains highly sensitive to rates movements,
but investors remain encouraged by forward-looking economic indicators. We therefore continue to expect resilient
prime rental growth expectations to help drive a pick-up in liquidity once Bank Rate is cut in a few months’ time.”

Fig. 4. UK equities correlation to bonds* Fig. 6. MSCI returns by market segment (%, 12-month)
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Fig. 5. UK CRE investment volume vs bond volatility
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“Recent data has confirmed that the worst of the economic stagnation we have endured over the last 12 months is
behind us. The economy went into recession at the end of last year, but the latest indicators already point to
increasing business activity and industrial production, real income growth, and recovering house prices. Job listings
data also suggests accelerating business expansion, and services sector optimism is improving. This is an important
signal for leasing demand picking up later this year.

“This has come with heightened inflation fears, exacerbated by the crisis in the Red Sea. Nevertheless, if current
forecasts for falling core inflation and slowing wage growth are accurate, the Bank of England should still be able to
initiate a long-awaited rate cutting cycle next quarter.

“Real estate markets are already responding. Our data shows London office liquidity is gradually recovering, demand
across the residential segments is intensifying, and recent shopping centre deals are providing retail price discovery
in a complicated market. Furthermore, a recent flurry of industrial M&A and share placing activity is another
indicator that investors are positioning to benefit from the imminent trough in pricing.

“Navigating this fast-moving environment successfully requires financial fluency and unrivalled access to financial
markets. As the only real estate advisor to be part of one of the world’s pre-eminent financial services groups, we are
ideally placed to add value for our clients in a pivotal year for UK real estate.”

Etienne Prongué, CEO, BNP Paribas Real Estate UK
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-0.3%3.00% 4.0%
5y SONIA swap rate at end of February, up 

from 3.6% a month ago.
Real GDP growth in Q4 2024, the second 

consecutive quarterly contraction.
BNP Paribas forecast for Bank Rate at end of 

2025.

7.1% +6.7%
BNP Paribas Real Estate forecast for prime 

UK office total return in 2024.

£45bn
FY2024 UK CRE investment volume forecast, 

an 19% increase on 2023.
BNP Paribas Real Estate forecast for prime 

UK office rental growth in 2024.
Sources: BNP Paribas Real Estate, MSCI, Bank of England, ONS, data as at 29.02.2024.

KEY FACTS & FIGURES

but the reality is that banks are very
reluctant to take poorly performing assets
on to their balance sheets. Indeed, UK
banks’ write-offs of non-performing loans to
real estate companies remain minimal
compared to the post-GFC period (see
Figure 8). As for systemic risk, while non-
negligible, UK banks’ exposure to
commercial real estate as a share of total
lending is less than half what it was in 2009
, suggesting any risk can be contained. With
debt costs poised to end the year lower and
liquidity beginning to return, many
borrowers with imminent refinancing
deadlines are opting to either source gap
financing or put in more equity to cover any
losses.

In short, the UK CRE market, much like
monetary policy, continues to wait for
clearer evidence that 2023’s challenges are
behind it. While financial market volatility
means this has not happened yet for some
sectors, it remains the case that those able
to overcome these obstacles and deploy
capital are likely to reap the rewards of
inflation-beating rental growth in the years
to come.

Fig. 7. UK Build-to-Rent (BtR) & Private Rented Sector (PRS) Investment Volume by quarter 

-70
-60
-50
-40
-30
-20
-10
0
10
20
30
40
50
60

-35
-30
-25
-20
-15
-10
-5
0
5

10
15
20
25
30

%%

UK Private CRE, lhs UK Listed CRE (1 quarter lag), rhs

So
ur

ce
: M

SC
I U

K Q
ua

rte
rly

 Pe
rop

ert
yI

nd
ex

 (Q
3 2

02
3)

, E
PR

A, 
da

ta 
as

 at
 30

.01
.20

24
.

Fig. 8. UK banks’ write-offs of real estate loans
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