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Fiscal challenges still in the spotlight

Fiscal spotlight continues to shine bright amid policy changes

¢ Inflation and labour market data are on track to help deliver a

BOE rate cut in August » 0.7%

¢ Businesses and households are under considerable GDP growth in 3 to Apri

pressure v 34%

Consumer Price Inflation, May y-o-y

One year on
The government has been in office for one year and while a lot has changed for the A 4 ] 6%
global and UK economies, the intense spotlight on UK public finances has not. The
12 June Spending Review highlighted the difficult trade-offs required against a
backdrop of limited fiscal wriggle room. In order to keep commitments to boost > 4 25%
funding for the NHS and raise defence spending to 2.6% of GDP by 2027, other '
departments are set to see real-term cuts from 2026-27.

Unemployment rate, April

Bank of England Base Rate

However, since then, spending commitments have continued to be announced. e

Alongside NATO allies, the UK has committed to raise defence spending to 5.0% of
GDP by 2035. Within that, core defence expenditure has a 3.5% of GDP target at a
cost of an additional GBP30bn a year by 2035 (chart 1), a headache for the next
government. While 1.5% on “security and resilience” by 2027 would suggest that that
funding will come from departmental budgets already set out at the Spending
Review, rather than additional funds. Elsewhere, partial policy U-turns on welfare
spending cuts and winter-fuel payments erode the small fiscal headroom ahead of
the next Autumn Budget.

UK economy muddles through

At the latest Bank of England policy meeting in June, the committee voted to leave
rates unchanged at 4.25%. The meeting minutes pointed to the need to see further
progress in the disinflationary process for rate cuts to continue. Indeed, despite the
recent acceleration in headline CPI to 3.4% y-0-y, it was in line with expectations and
underlying inflationary pressures appear to have eased. Services inflation slowed,
wage growth in April was slower than expected and labour markets continue to
loosen. The rate of unemployment rose to a near four-year high in April, to 4.6%.

On the activity side GDP tumbled in April following a robust Q1 that was supported
by unsustainable factors. For Q2, business surveys point to a muddling through in
the face of a plethora of uncertainties, subdued demand and rising input costs. For
services firms, the PMIs reported the greatest margin squeeze in over two years in
June (chart 2). Similarly, renewed cost pressures on household budgets see reports
of cutbacks, notably in food where price growth is reaccelerating. Meanwhile, the
housing market, a bellwether of consumer sentiment, is yet to find any momentum
after the hike in stamp duty, prolonged recovery in household budgets, and still
restrictive interest rates. House price growth slowed to 2.1% y-o0-y in June from 3.5%
(chart 3).
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1. Defence spending target increased again, a headache for the next government
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2. Margin squeeze has re-intensified for services sector firms
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3.House price momentum has slowed considerably
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Disclosure appendix

This report is dated as at 02 July 2025.

2 All market data included in this report are dated as at close 01 July 2025, unless a different date and/or a specific time of
day is indicated in the report.

3 HSBC has procedures in place to identify and manage any potential conflicts of interest that arise in connection with its
Research business. HSBC's analysts and its other staff who are involved in the preparation and dissemination of
Research operate and have a management reporting line independent of HSBC's Investment Banking business.
Information Barrier procedures are in place between the Investment Banking, Principal Trading, and Research businesses
to ensure that any confidential and/or price sensitive information is handled in an appropriate manner.

4 You are not permitted to use, for reference, any data in this document for the purpose of (i) determining the interest
payable, or other sums due, under loan agreements or under other financial contracts or instruments, (ii) determining the
price at which a financial instrument may be bought or sold or traded or redeemed, or the value of a financial instrument,
and/or (iii) measuring the performance of a financial instrument or of an investment fund.
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Important information on sustainable investing

“Sustainable investments” include investment approaches or instruments which consider environmental, social, governance and/or other sustainability factors (collectively, “sustainability”) to
varying degrees. Certain instruments we include within this category may be in the process of changing to deliver sustainability outcomes.

There is no guarantee that sustainable investments will produce returns similar to those which don’t consider these factors. Sustainable investments may diverge from traditional market benchmarks.
In addition, there is no standard definition of, or measurement criteria for sustainable investments, or the impact of sustainable investments (“sustainability impact”). Sustainable investment and
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