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Economics Update 

 

• The f irst half  of  2025/26 saw:  

- A 0.3% pick up in GDP for the period April to June 2025. More recently, the economy f latlined 

in July, with higher taxes for businesses restraining growth.  

- The 3m/yy rate of  average earnings growth excluding bonuses has fallen f rom 5.5% to 4.8% 

in July. 

- CPI inf lation has ebbed and f lowed but f inished September at 3.8%, whilst core inf lation 

eased to 3.6%. 

- The Bank of  England cut interest rates f rom 4.50% to 4.25% in May, and then to 4% in 

August. 

- The 10-year gilt yield f luctuated between 4.4% and 4.8%, ending the half  year at 4.70%.  

• From a GDP perspective, the f inancial year got of f  to a bumpy start with the 0.3% m/m fall in real 
GDP in April as f ront-running of  US tarif fs in Q1 (when GDP grew 0.7% on the quarter) weighed on 

activity. Despite the underlying reasons for the drop, it was still the f irst fall since October 2024 and 
the largest fall since October 2023. However, the economy surprised to the upside in May and June 
so that quarterly growth ended up 0.3% q/q. Nonetheless, the 0.0% m/m change in real GDP in 

July will have caused some concern, with the hikes in taxes for businesses that took place in April 
this year undoubtedly playing a part in restraining growth.  The weak overseas environment is also 
likely to have contributed to the 1.3% m/m fall in manufacturing output in July. That was the second 

large fall in three months and lef t the 3m/3m rate at a 20-month low of  -1.1%. The 0.1% m/m rise in 
services output kept its 3m/3m rate at 0.4%, supported by stronger output in the health and 
arts/entertainment sectors. Looking ahead, ongoing speculation about further tax rises in the Autumn 

Budget on 26 November will remain a drag on GDP growth for a while yet. GDP growth for 2025 is 

forecast by Capital Economics to be 1.3%.  

• Sticking with future economic sentiment, the composite Purchasing Manager Index for the UK fell 
f rom 53.5 in August to 51.0 in September. The decline was mostly driven by a fall in the services 

PMI, which declined f rom 54.2 to 51.9. The manufacturing PMI output balance also fell, f rom 49.3 to 
45.4. That was due to both weak overseas demand (the new exports orders balance fell for the 
fourth month in a row) and the cyber-attack-induced shutdown at Jaguar Land Rover since 

1 September reducing car production across the automotive supply chain. The PMIs suggest tepid 

growth is the best that can be expected when the Q3 GDP numbers are released.  

• Turning to retail sales, and the 0.5% m/m rise in volumes in August was the third such rise in a row 

and was driven by gains in all the major categories except fuel sales, which fell by 2.0% m/m. Sales 
may have been supported by the warmer-than-usual weather. If  sales were just f lat in September, 

then in Q3 sales volumes would be up 0.7% q/q compared to the 0.2% q/q gain in Q2.  

• With the November Budget edging nearer, the public f inances position looks weak.  Public net sector 
borrowing of  £18.0bn in August means that af ter f ive months of  the f inancial year, borrowing is 
already £11.4bn higher than the OBR forecast at the Spring Statement in March. The overshoot in 

the Chancellor’s chosen f iscal mandate of  the current budget is even greater with a cumulative def icit 
of  £15.3bn. All this was due to both current receipts in August being lower than the OBR forecast 
(by £1.8bn) and current expenditure being higher (by £1.0bn). Over the f irst f ive months of  the 

f inancial year, current receipts have fallen short by a total of  £6.1bn (partly due to lower-than-
expected self -assessment income tax) and current expenditure has overshot by a to tal of  £3.7bn 
(partly due to social benef its and departmental spending). Furthermore, what very much matters 

now is the OBR forecasts and their impact on the current budget in 2029/30, which is when the 
Chancellor’s f iscal mandate bites. As a general guide, Capital Economics forecasts a def icit of  about 
£18bn, meaning the Chancellor will have to raise £28bn, mostly through higher taxes, if  she wants 

to keep her buf fer against her rule of  £10bn.  

• The weakening in the jobs market looked clear in the spring.  May’s 109,000 m/m fall in the PAYE 
measure of  employment was the largest decline (barring the pandemic) since the data began and 
the seventh in as many months. The monthly change was revised lower in f ive of  the previous seven 

months too, with April’s 33,000 fall revised down to a 55,000 drop. More recently, however, the 
monthly change was revised higher in seven of  the previous nine months by a total of  22,000. So 
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instead of  falling by 165,000 in total since October, payroll employment is now thought to have 

declined by a smaller 153,000. Even so, payroll employment has still fallen in nine of  the ten months 
since the Chancellor announced the rises in National Insurance Contributions (NICs) for employers 
and the minimum wage in the October Budget. The number of  job vacancies in the three months to 

August stood at 728,000. Vacancies have now fallen by approximately 47% since its peak in April 

2022. All this suggests the labour market continues to loosen, albeit at a declining pace.  

• A looser labour market is driving sof ter wage pressures. The 3m/yy rate of  average earnings growth 

excluding bonuses has fallen f rom 5.5% in April to 4.8% in July. The rate for the private sector slipped 
f rom 5.5% to 4.7%, putting it on track to be in line with the Bank of  England’s Q3 forecast (4.6% for 

September).  

• CPI inf lation fell slightly f rom 3.5% in April to 3.4% in May, and services inf lation dropped f rom 5.4% 
to 4.7%, whilst core inf lation also sof tened f rom 3.8% to 3.5%.  More recently, though, inf lation 
pressures have resurfaced, although the recent upward march in CPI inf lation did pause for breath 

in August, with CPI inf lation staying at 3.8%. Core inf lation eased once more too, f rom 3.8% to 3.6%, 
and services inf lation dipped f rom 5.0% to 4.7%. So, we f inish the half  year in a similar position to 
where we started, although with food inf lation rising to an 18-month high of  5.1% and households’ 

expectations for inf lation standing at a six year high, a further loosening in the labour market and 

weaker wage growth may be a requisite to UK inf lation coming in b elow 2.0% by 2027.   

• An ever-present issue throughout the past six months has been the pressure being exerted on 
medium and longer dated gilt yields. The yield on the 10-year gilt moved sideways in the second 

quarter of  2025, rising f rom 4.4% in early April to 4.8% in mid -April following wider global bond 
market volatility stemming f rom the “Liberation Day” tarif f  announcement, and then easing back as 
trade tensions began to de-escalate. By the end of  April, the 10-year gilt yield had returned to 4.4%. 

In May, concerns about stickier inf lation and shif ting expectations about the path for interest rates 
led to another rise, with the 10-year gilt yield f luctuating between 4.6% and 4.75% for most of  May. 
Thereaf ter, as trade tensions continued to ease and markets increasingly began to price in looser 

monetary policy, the 10-year yield edged lower, and ended Q2 at 4.50%.  

• More recently, the yield on the 10-year gilt rose f rom 4.46% to 4.60% in early July as rolled -back 
spending cuts and uncertainty over Chancellor Reeves’ future raised f iscal concerns. Although the 

spike proved short lived, it highlighted the UK’s f ragile f iscal position. In an era of  high debt, high 
interest rates and low GDP growth, the markets are now more sensitive to f iscal risks than before 
the pandemic. During August, long-dated gilts underwent a particularly pronounced sell-of f , climbing 

22 basis points and reaching a 27-year high of  5.6% by the end of  the month. While yields have 
since eased back, the market sell-of f  was driven by investor concerns over growing supply-demand 
imbalances, stemming f rom unease over the lack of  f iscal consolidation and reduced demand f rom 

traditional long-dated bond purchasers like pension funds. For 10-year gilts, by late September, 
sticky inf lation, resilient activity data and a hawkish Bank of  England have kept yields elevated over 

4.70%.  

• The FTSE 100 fell sharply following the “Liberation Day” tarif f  announcement, dropping by more than 
10% in the f irst week of  April - f rom 8,634 on 1 April to 7,702 on 7 April. However, the de-escalation 
of  the trade war coupled with strong corporate earnings led to a rapid rebound starting in late April. 

As a result, the FTSE 100 closed Q2 at 8,761, around 2% higher than its value at the end of  Q1 and 
more than 7% above its level at the start of  2025. Since then, the FTSE 100 has enjoyed a further 
4% rise in July, its strongest monthly gain since January and outperforming the S&P 500. Strong 

corporate earnings and progress in trade talks (US-EU, UK-India) lif ted share prices and the index 
hit a record 9,321 in mid-August, driven by hopes of  peace in Ukraine and dovish signals f rom Fed 
Chair Powell. September proved more volatile and the FTSE 100 closed Q3 at 9,350, 7% higher 
than at the end of  Q1 and 14% higher since the start of  2025. Future performance will likely be 

impacted by the extent to which investors’ global risk appetite remains intact, Fed rate cuts, 
resilience in the US economy, and AI optimism. A weaker pound will also boost the index as it inf lates 

overseas earnings.  

MPC meetings: 8 May, 19 June, 7 August, 18 September 2025 
• There were four Monetary Policy Committee (MPC) meetings in the f irst half  of  the f inancial year. In 

May, the Committee cut Bank Rate f rom 4.50% to 4.25%, while in June policy was lef t unchanged. 
In June’s vote, three MPC members (Dhingra, Ramsden and Taylor) voted for an immediate cut to 
4.00%, citing loosening labour market conditions. The other six members were more cautious, as 
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they highlighted the need to monitor for “signs of  weak demand”, “supply -side constraints” and higher 

“inf lation expectations”, mainly f rom rising food prices. By repeating the well -used phrase “gradual 

and careful”, the MPC continued to suggest that rates would be reduced further.  

• In August, a further rate cut was implemented.  However, a 5-4 split vote for a rate cut to 4% laid 

bare the dif ferent views within the Monetary Policy Committee, with the accompanying commentary 
noting the decision was “f inely balanced” and reiterating that future rate cuts would be undertaken 
“gradually and carefully”.  Ultimately, Governor Bailey was the casting vote for a rate cut but with the 

CPI measure of  inf lation expected to reach at least 4% later this year, the MPC will be wary of  making 
any further rate cuts until inf lation begins its slow downwards trajectory back towards 2%.  

• The Bank of  England does not anticipate CPI getting to 2% until early 2027, and with wages still 

rising by just below 5%, it was no surprise that the September meeting saw the MPC vote 7-2 for 
keeping rates at 4% (Dhingra and Taylor voted for a further 25bps reduction). 

• The Bank also took the opportunity to announce that they would only shrink its balance sheet by 
£70bn over the next 12 months, rather than £100bn. The repetition of  the phrase that “a gradual and 

careful” approach to rate cuts is appropriate suggests the Bank still thinks interest rates will fall 
further but possibly not until February, which aligns with both our own view and that of  the prevailing 
market sentiment.   
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