UK economy shows slow recovery amid inflation and labour market challenges in 2025

[image: ]
Britain's economy showed a modest return to growth in August 2025, expanding by 0.1% compared to July, according to the Office for National Statistics (ONS). This uptick followed a revised 0.1% contraction in July, which was initially reported as unchanged, offering a slight reprieve to Finance Minister Rachel Reeves as she prepares her upcoming November budget. Despite this marginal improvement, the broader economic backdrop remains challenging, with weak consumer-facing services and ongoing uncertainty around fiscal policy weighing on business confidence and spending.
The International Monetary Fund (IMF) recently nudged up its 2025 UK growth forecast to 1.3%, an increase of 0.1 percentage points, and predicts that Britain will have the second-fastest growth among the Group of Seven (G7) nations next year, trailing only the United States. Nevertheless, this annual expansion rate is not sufficient to circumvent looming tax increases in Reeves's budget plans. The IMF also projects the UK will experience the highest inflation among major advanced economies in 2025 and 2026, with averages of 3.4% and 2.5%, respectively. Inflation factors include persistent price rises in regulated sectors, including energy and transport, partially attributed to events like the "Awful April" price hikes. While inflation is expected to moderate towards the Bank of England’s target of 2% by the end of 2026, the current environment continues to challenge policymakers.
Economists are cautious about the prospects for sustained growth in the third quarter of 2025. Fergus Jimenez-England, an associate economist at the National Institute of Economic and Social Research, noted that early September indicators suggest only limited expansion, stressing that a recovery of momentum “hinges on restoring business confidence and reducing uncertainty.” Similarly, Deutsche Bank's UK chief economist Sanjay Raja highlighted what he described as a “pre-budget funk” affecting the services and construction sectors, which remain sluggish. He also pointed to the broader economic headwinds stemming from ongoing global trade tensions—specifically referring to the repercussions of the US trade war initiated during President Donald Trump’s administration—as well as domestic fiscal uncertainties dampening both household and business spending.
The Bank of England, which held interest rates steady at 4% in September, faces a balancing act between managing stubbornly high inflation and fostering growth. Governor Andrew Bailey recently indicated signs of a softening labour market, with unemployment rising to 4.8%, its highest level since 2021, and private sector wage growth cooling. ONS data shows that regular wage growth slowed to 4.7% in the three months to August, marking the slowest pace since April 2022. While total earnings growth—bolstered by bonuses—remained somewhat stronger at 5%, underlying wage increases are decelerating. Additionally, public sector wage growth outpaced that of the private sector, at 6% versus 4.4%, a disparity linked to earlier pay adjustments. The labour market also saw a decline in job vacancies for the 39th consecutive period, reflecting employer caution amid rising costs, including the impact of increased National Insurance contributions, which particularly affect younger and part-time workers. This trend is contributing to an increase in youth unemployment, a key driver behind the overall rise.
These labour market trends reinforce a hesitancy among some Bank of England policymakers regarding the timing and scale of potential interest rate cuts. Market expectations now lean towards a 25 basis point rate reduction by March 2026, influenced by the softening labour market and slower wage growth, although risks of inflationary pressures remain.
Meanwhile, public health services provided some stimulus, with modestly improved contributions to economic growth through the three months to August, helping to offset shrinkages in consumer-facing services. The three-month growth rate edged up slightly from 0.2% to 0.3%, but the outlook remains tentative.
Finance minister Rachel Reeves faces a complex task in the forthcoming budget, needing to balance fiscal consolidation with growth support. The IMF’s projection of only moderate growth combined with continuing inflation and high government borrowing costs underscores the fiscal pressures confronting the UK government. While the IMF’s upgraded forecast has been welcomed officially as a positive sign of economic resilience, critics highlight the persistent risks from inflation, tax burdens, and global uncertainty.
In summary, while Britain’s economy has shown signs of recovery following a weak patch mid-2025, the pace is slow, and significant challenges remain. Uncertainty around fiscal policy, global trade tensions, inflation pressures, and a cooling labour market all contribute to an outlook marked by cautious optimism tempered with notable risks. The upcoming budget will be pivotal in setting the tone for economic growth and confidence in the months ahead.
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