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The UK Budget in Focus: Market Response, Economic Outlook, and Remaining Policy Gaps  

10 December 2025 

Executive Summary 

Main Takeaways from the Budget 

⦠ Reeves’ second Budget delivers £26bn in tax increases—mostly through stealth measures such as 
extended threshold freezes, tighter pension tax rules, higher taxes on capital income, and new levies 
on property and vehicles—pushing the overall tax burden to a record 38% of GDP. 

⦠ The government boosts welfare by scrapping the two-child benefit cap and raising several consumption 
taxes, aiming to fund social priorities within a tight fiscal environment marked by weak growth, high 
debt, and limited room for maneuver. 

Market Reaction 
⦠	 Markets took Reeves’s Budget in stride because nearly all measures were leaked beforehand, leaving 

no surprises for investors. Gilt yields and sterling remained stable, and equities barely reacted — a 
calm response driven by pre-managed expectations rather than renewed confidence. 

⦠	 The muted reaction, however, hides deeper fragilities: the Budget leans on 88 small, back-loaded tax 
measures instead of clear upfront reforms, raising questions about the reliability of future revenues. 
As investors look beyond Budget day, risks may re-emerge through pressure on long-dated gilts and a 
softer pound, suggesting the current stability may not last. 

Updated UK Economic Projections and Fiscal Position 
⦠	 UK growth weakened in Q3, expanding only 0.1%, as the JLR cyberattack caused a near-30% collapse in 

vehicle output and a £1.9bn GDP loss; inflation eased to 3.6% in October, with core inflation at 3.4% 
and underlying pressures stabilising modestly. 

⦠	 The OBR’s new forecasts are mixed: growth is upgraded for 2025 but cut sharply for 2026, pulling the 
average outlook down to about 1.5%; productivity assumptions are lowered again, with trend growth 
reduced to 1%, signalling no improvement in long-term potential. 

⦠	 Inflation is now expected to stay higher for longer, prompting expectations that the Bank of England 
may keep interest rates elevated into 2026; weaker productivity is the key driver behind the firmer 
inflation path. 

⦠	 Fiscal headroom rises to £22bn, though borrowing is revised up by £21bn next year and remains higher 
across the horizon; debt peaks at 83.7% of GDP, leaving only a 52% chance of meeting the rule that 
debt must fall by 2029–30. 

⦠	 The widening “UK premium” in borrowing costs and a reliance on revenue-raising through threshold 
freezes, tighter pension rules, and higher taxes on property and capital income underscore a Budget 
focused on patchwork consolidation rather than structural reform. 

The UK’s Growth Problem Unanswered 

⦠	 The UK enters the Budget with severe structural weaknesses — high inflation, rising unemployment, 
stagnant incomes and decades of underinvestment — yet the government's £120bn infrastructure 
plan falls far short of what is needed, and the Budget does not match the scale of the country’s 
economic deterioration. 

⦠	 Growth prospects remain weak due to flat productivity, policy volatility and a tougher global 
environment; the Budget leans on tax-and-spend measures without a growth strategy, overlooking 
high-potential sectors such as digital assets, biotech and defence-tech, leaving its credibility 
dependent on future productivity gains and consistent policy execution. 
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Key Picture: Average Headroom Held Against Fiscal Rules by Chancellor (UK June 2010-October 2024) 

 

Source: LSE Inequalities Institute 

Main Takeaways from the Budget 

The UK chancellor Rachel Reeves’ second Budget marks a decisive shift toward higher taxation and a tighter 
fiscal stance, with total tax rises amounting to £26bn and the overall burden set to reach a record 38% of GDP 
by the end of the parliament. Much of the fiscal consolidation comes through stealth measures. The freeze on 
personal tax thresholds is extended to 2031, continuing the effect of “fiscal drag” as wage growth pushes more 
earners into higher tax bands. Reeves also moves to limit tax-efficient pension arrangements by capping salary-
sacrifice contributions at £2,000 before National Insurance applies. High-value property owners are targeted 
through a new council tax surcharge on homes over £2mn, while younger savers face a reduced Cash ISA 
allowance from 2027. Alongside these changes, taxes on dividends, savings, and property income will rise by 2 
percentage points, broadening the revenue base by leaning more heavily on capital income. 

The Budget simultaneously expands support for low-income families through the abolition of the two-child 
benefit cap, adding roughly £3bn to welfare spending. Several additional measures diversify the tax take—
electric vehicles will face a new mileage-based charge, gambling levies will be significantly increased, and 
tobacco and vape duties will rise sharply. The fuel duty freeze will end in 2026, leading to the first increase in 
petrol and diesel prices in 15 years, while the closure of the small-parcel customs loophole ensures all overseas 
packages pay duty. Overall, the package reflects a government attempting to reconcile ambitious social spending 
commitments with the constraints of weak growth, high public debt, and limited fiscal space, relying 
predominantly on revenue-raising rather than large-scale spending cuts. 

Market Reaction to the Budget 

Rachel Reeves’s second budget unfolded unusually, with most details leaked early by the OBR. As a result, 
financial markets had already digested the key measures before the chancellor even spoke. Because the Budget 
held no surprises, the reaction was calm. The £26bn in tax rises reassured bond investors, keeping gilt yields 
stable. Sterling was steady, with no new information altering the inflation or interest-rate outlook. Equity 
markets barely moved, as sector-specific measures were already anticipated. In short, the Budget confirmed 
expectations — predictable, pre-briefed, and met with market indifference. 

https://blogs.lse.ac.uk/inequalities/2025/12/02/fiscal-repair-and-cost-of-living-relief-how-reeves-fared-on-the-budgets-twin-challenges/
https://assets.publishing.service.gov.uk/media/6929b367b3b9afff34e9621c/Final_print_HMT_Budget_2025_TEXT_PRINT_NEW.pdf
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The muted market reaction to Rachel Reeves’s Budget carries meaning, but it should not be over-interpreted. 
Gilt yields initially fell and sterling firmed (Figure 1), signalling that investors saw no immediate risks and were 
reassured by the unexpectedly large £22bn of fiscal headroom, revealed early due to an OBR error. This was a 
market friendly move, though still below historical average (Key Figure). This advance knowledge effectively 
managed expectations and reduced the scope for surprise, helping stabilise markets on the day. For now, lower 
gilt yields ease government borrowing costs, and a steady pound helps keep import prices predictable, 
supporting inflation control. 

Figure 1: UK 10-Year Gilt Yield (%) 

 

Source: Financial Times 

But the calmness also masks deeper concerns. The Budget relied heavily on back-loaded fiscal tightening and an 
unusually high number of small tax measures — 88 in total — rather than a clearer, front-loaded adjustment 
using major levers such as income tax or National Insurance. This fragmentation raises doubts about the 
durability and quantifiability of future revenues. Markets may have reacted quietly because nothing 
contradicted what they had already seen, not because the underlying plan inspired confidence. As investors 
digest the details, the pressure is likely to shift to the long end of the gilt curve, with sterling facing renewed 
weakening. In short, credibility was maintained on the day — but it remains fragile, and the current calm may 
prove temporary. 

Updated UK Economic Projections and Fiscal Position 

UK Macroeconomic Developments 

Britain’s economy barely grew in Q3, expanding just 0.1% after 0.3% in Q2, as a major cyberattack on Jaguar 
Land Rover forced a sharp drop in vehicle production. September GDP fell 0.1%, driven by a 28.6% collapse in 
motor vehicle output — the biggest decline since early 2020 — costing the economy an estimated £1.9bn. 
Regarding prices, UK inflation slowed to 3.6% in October, a four-month low and in line with expectations. Core 
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inflation also eased to 3.4%, its lowest since March, with both goods and services prices moderating. Monthly 
core CPI rose 0.3% after a flat September, indicating a mild rebound in underlying price pressures. 

Economic Projections 

The OBR has revised the growth outlook in a mixed direction. The OBR now expects growth of 1.5% this year, 
0.5 points higher than in March, but this is offset by a downgrade to productivity (Figure 2). But growth in 2026 
has been cut sharply from 1.9% to 1.4%. Taken together, average growth over the forecast period slips to around 
1.5%, about 0.3 points lower than previously projected.  

Figure 2: Real GDP Growth and Level 

 
Source: ONS, OBR 

Trend productivity growth is cut to 1% — mainly due to a weaker outlook for total factor productivity, reduced 
from 1.1% to 0.8% (Figure 3). Crucially, the OBR does not see any improvement in long-term growth prospects: 
it projects potential output in 2029 to be essentially unchanged from March, with weaker growth merely offset 
by a higher starting level driven by a stronger trend employment rate. 

The OBR is also more pessimistic on inflation in 2026, implying the Bank of England may keep rates higher for 
longer. Inflation is also expected to stay firmer for longer: price growth is now forecast at 3.5% in 2025 and 2.5% 
in 2026, both higher than the spring projections. Underpinning these revisions is a weaker productivity outlook. 
Medium-term productivity growth is now put at just 1%, down 0.3 points from March, a downgrade that weighs 
on both overall economic performance and future living standards. 

Fiscal Situation 

The Budget leaves the chancellor with £22bn of fiscal headroom — more than double the buffer available in 
March, though still well below the long-term average of £31bn. This margin is what Reeves relies on to meet her 
pledge to fund day-to-day spending entirely from tax revenues by 2029-30.  

Even so, the borrowing outlook has deteriorated. Public sector borrowing is now forecast to reach £138bn in 
2025-26, around £21bn more than projected in the spring, and to remain higher through 2028-29. The increase 
reflects policy decisions that push spending up by over £11bn by the end of the decade, including reversals on 
welfare cuts and higher departmental and capital budgets. 

Public debt is set to rise from 83.1% of GDP this year to a peak of 83.7% in 2028-29 before edging down to 83% 
in 2029-30, leaving the government with only a 52% chance of meeting its rule that debt must be falling by the 

https://obr.uk/docs/dlm_uploads/OBR_Economic_and_fiscal_outlook_November_2025.pdf
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end of the period. The one piece of good news is that the current budget is expected to return to surplus by 
2028-29, allowing the government to satisfy its stability rule of balancing everyday spending with revenues. 

Additionally, the gap between UK borrowing costs and those of other advanced economies is not only persisting 
but widening — a clear sign of the growing “UK premium” in markets. This isn’t just about higher debt-servicing 
costs; it also reflects rising fiscal vulnerability. The more this premium becomes embedded, the greater the risk 
of a self-reinforcing negative cycle. Thus, given the UK’s comparatively high borrowing costs, this is an 
uncomfortable outcome. Public borrowing is also now expected to be higher in every year than forecast in 
March, except for 2030 — the one year when the fiscal targets must be met. 

Figure 3: The OBR Has Been Far Too Optimistic on Productivity Growth 

 
Source: Financial Times 

The composition of the measures is exactly what one would expect from a revenue-raising exercise without 
structural ambition. Of the £22.9bn adjustment planned for 2030-31, most comes from freezing tax thresholds, 
tightening salary-sacrifice rules, and increasing taxes on property, savings and dividends. This patchwork 
approach highlights a reluctance to reform the tax system meaningfully while still needing to raise significant 
revenue. It also makes the government’s claim to be “protecting working people” hard to reconcile with a 
strategy that relies heavily on fiscal drag and inflation-driven tax increases. 

The UK’s Growth Problem Unanswered 

Britain enters this Budget from a position of deep structural weakness: the highest inflation in the G7, OECD-
leading electricity prices, rising unemployment, stagnant real incomes. Reeves insists the government will “do 
more,” pointing to a headline £120bn infrastructure plan, deregulation, a new planning bill and trade deals. Even 
£120bn falls far short: LSE research suggests the UK needs closer to £60bn of public investment every year just 
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to reverse decay. In short, the government is not addressing the scale of the country’s social and economic 
breakdown — and small fiscal adjustments will not rebuild an economy this fundamentally damaged. 

In general, the UK’s growth problem has deep roots: years of flat productivity, unpredictable policy shifts and a 
tougher global trading climate have all contributed to an economy struggling to gain momentum. Confronted 
with this weak backdrop, Reeves chose not to pursue a straightforward rise in income tax. Although markets 
initially welcomed the appearance of additional fiscal space, that relief will prove temporary if growth continues 
to underperform, since higher borrowing costs would quickly reopen the fiscal gap. The credibility of the Budget 
therefore hinges less on its design and more on whether productivity finally starts to recover, and whether the 
government can deliver consistent, stable policy over time. 

Figure 4: 10-Year Government Bond Yields in Advanced Economies, (%, range shaded) 

 

Source: Financial Times 

The UK’s economic stagnation stems from chronic underinvestment – for 24 out of 30 years, the lowest total 
investment in the G7. As outlined in Brunello Rosa’s weekly column, the Budget feels like a traditional Labour 
tax-and-spend package, with little aimed at boosting growth. Key high-potential sectors — digital assets, biotech, 
defence-tech and others — received no meaningful attention, despite the UK’s opportunity to lead in them. 

 

 

 

 

 

https://www.newstatesman.com/politics/uk-politics/2025/11/the-budget-our-writers-verdicts
https://www.newstatesman.com/politics/uk-politics/2025/11/the-budget-our-writers-verdicts
https://rosa-roubini.com/

