
APPENDIX A 
 

1. Economics Update 
 

The third quarter of 2025/26 saw:  

- A -0.1% m/m change in real GDP in October, leaving the economy no bigger 
than at the start of April. 

- The 3myy rate of average earnings growth excluding bonuses fall to 4.6% 
in October, having been as high as 5.5% earlier in the financial year. 

- CPI inflation fall sharply from 3.6% to 3.2% in November, with core CPI 
inflation easing to 3.2%. 

- The Bank of England cut interest rates from 4.00% to 3.75% in December, 
after holding in November. 

- The 10-year gilt yield fluctuate between 4.4% and 4.7%, ending the quarter 
at 4.5%. 

• From a GDP perspective, the financial year got off to a bumpy start with the 
0.3% m/m fall in real GDP in April as front-running of US tariffs in Q1 (when 
GDP grew 0.7% on the quarter) weighed on activity. Despite the underlying 
reasons for the drop, it was still the first 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 (subsequently revised 
down to 0.2% q/q). Nonetheless, the 0.0% m/m change in real GDP in July, 
followed by a 0.1% m/m increase in August and a 0.1% decrease in September 
will have caused some concern (0.1% q/q).  October’s disappointing -0.1% m/m 
change in real GDP suggests that growth slowed to around 1.4% in 2025 as a 
whole. 

• Sticking with future economic sentiment, the composite Purchasing Manager 
Index (PMI) for the UK rose from 51.2 in November to 52.1 in December, 
suggesting the economy may be benefitting somewhat from pre-Budget 
uncertainty fading. This may also reflect a diminishing drag from weak overseas 
demand. While the services PMI rose from 51.3 to 52.1, the improvement in the 
manufacturing output balance from 50.3 to 51.8 was larger. Indeed, the 
manufacturing sector has been more exposed to the recent weakness of 
external demand and has lagged the services sector since the end of last year. 

• Turning to retail sales volumes, and the 1.5% year-on-year rise in September, 
accelerating from a 0.7% increase in August, marked the highest gain since 
April. Nonetheless, the 0.1% m/m fall in retail sales volumes in November built 
on the 0.9% m/m drop in October, suggesting the longer-lasting effects of weak 
employment and slowing wage growth are impacting. Moreover, the decline in 
the GfK measure of consumer confidence from -17 in October to -19 in 
November suggests that consumers are not that optimistic at present.   

• Prior to the November Budget, the public finances position looked weak.  The 
£20.2 billion borrowed in September was slightly above the £20.1 billion 
forecast by the OBR.  For the year to date, the £99.8 billion borrowed is the 
second highest for the April to September period since records began in 1993, 
surpassed only by borrowing during the COVID-19 pandemic.  The main drivers 
of the increased borrowing were higher debt interest costs, rising government 
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running costs, and increased inflation-linked benefit payments, which 
outweighed the rise in tax and National Insurance contributions.   

• Following the 26 November Budget, the Office for Budget Responsibility (OBR) 
calculated the net tightening in fiscal policy as £11.7bn (0.3% of GDP) in 
2029/30, smaller than the consensus forecast of £25bn. It did downgrade 
productivity growth by 0.3%, from 1.3% to 1.0%, but a lot of that influence was 
offset by upgrades to its near-term wage and inflation forecasts. Accordingly, 
the OBR judged the Chancellor was going to achieve her objectives with £4.2bn 
to spare. The Chancellor then chose to expand that headroom to £21.7bn, up 
from £9.9bn previously.  

• Moreover, the Chancellor also chose to raise spending by a net £11.3bn in 
2029/30. To pay for that and the increase in her headroom, she raised taxes by 
£26.1bn in 2029/30.  The biggest revenue-raisers were the freeze in income 
tax thresholds from 2028/29 (+£7.8bn) and the rise in NICs on salary-sacrifice 
pension contributions (+£4.8bn). The increase in council tax for properties 
worth more than £2.0m will generate £0.4bn.  

• After the Budget, public net sector borrowing of £11.7bn in November was 
comfortably below last November’s figure of £13.6bn and was the lowest 
November borrowing figure since 2021, mainly due to tax receipts being £5.4bn 
higher, largely because of the hike in employer NICs in April 2025. Cumulative 
borrowing in the first eight months of 2025/26 was still £10bn above last year’s 
total. However, lower inflation and a disposal of assets ahead of the Budget 
should mean borrowing in 2025/26 comes in below last year’s total.  

• 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 five of the previous seven months too, 
with April’s 33,000 fall revised down to a 55,000 drop. More recently, the 38,000 
fall in payroll employment in November was the tenth monthly decline in the 
past 13 months, causing the annual growth rate to slow further, from -0.5% to -
0.6%. The number of job vacancies in the three months to November 2025 
stood at 729,000 (the peak was 1.3 million in spring 2022) but the less reliable 
Labour Force Survey data showed that employment fell by 16,000 in the three 
months to October, with the unemployment rate rising further, from 5.0% to 
5.1%.  All this suggests the labour market continues to loosen, albeit at a slow 
pace.  

• A looser labour market is driving softer wage pressures. The 3myy growth rate 
of average earnings including bonuses eased from 4.9% in September to 4.7% 
in October. And excluding bonuses, the 3myy rate slowed from 4.7% to 4.6%. 
Regular private sector pay growth continued to slow from 4.2% to 3.9%. That 
left it broadly on track to meet the Bank’s end of December prediction of 3.5%.  

• CPI inflation fell sharply in November, easing from 3.6% in October to 3.2%. 
This was the third consecutive softer-than-expected inflation outturn and 
suggests that disinflation is well underway. There was a widespread easing in 
price pressures with inflation slowing in 10 of the 12 main categories. Core 
inflation fell from 3.4% to 3.2% and services inflation dipped from 4.5% to 4.4%. 
However, a great deal will depend on the adjustments to regulated and indexed 
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prices scheduled for next April. Capital Economics forecast CPI inflation to drop 
from 3.2% in March to 2.0% in April, thereby leaving inflation on track to settle 
at the 2.0% target, or below, by the end of 2026. 

• An ever-present issue throughout recent 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 from 4.4% in early April 
to a high of c4.8%, before ending June at 4.50%,  

• More recently, the yield on the 10-year gilt rose from 4.46% to 4.60% in early 
July as rolled-back spending cuts and uncertainty over Chancellor Reeves’ 
future raised fiscal concerns. Although the spike proved short lived, it 
highlighted the UK’s fragile fiscal position. In an era of high debt, high interest 
rates and low GDP growth, the markets are now more sensitive to fiscal risks 
than before the pandemic. During August, long-dated gilts underwent a 
particularly pronounced sell-off, 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-off was driven by investor concerns over growing supply-
demand imbalances, stemming from unease over the lack of fiscal 
consolidation and reduced demand from traditional long-dated bond 
purchasers like pension funds. For 10-year gilts, by late September, sticky 
inflation, resilient activity data and a hawkish Bank of England kept yields 
elevated over 4.70% although, subsequently, gilt yields fell back after the 
Budget, supported by a tighter fiscal plan, fewer tax hikes required following a 
smaller‑than‑expected downgrade to the OBR’s fiscal forecast, and a 
favourable shift in bond issuance away from long-dated debt. Gilt yields 
hovered around 4.5% at the end of the quarter.  

• The FTSE 100 fell sharply following the “Liberation Day” tariff announcement, 
dropping by more than 10% in the first week of April - from 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 ended June at 8,761, around 2% higher than its value at 
the end of March and more than 7% above its level at the start of 2025. Since 
then, the FTSE 100 has enjoyed a further significant jump in value. The stock 
market hit new record highs above 9,900 in Mid-November, driven by a global 
rebound on hopes of a US government‑shutdown resolution, expectations of a 
December rate-cut, and strong corporate earnings. Despite some jitters around 
Budget time, the FTSE 100 closed Q4 at 9,931, 5% higher than at the end of 
September and 22% higher since the start of 2025.  

 


