Chancellor Rachel Reeves faces tough trade-offs as defence spending squeezes public services ahead of June review
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Chancellor Rachel Reeves is poised to confront a series of daunting challenges as she gears up for the anticipated multi-year spending review, scheduled for June 11. Following the recent general election that saw the Labour Party ascend to power, concerns over their financial management are already mounting. The Institute for Fiscal Studies (IFS) has raised alarms about the government's priority to ramp up defence spending to 2.5% of GDP over the next two years. This approach not only underscores the Labour government’s failure to address pressing domestic issues but also severely constrains the budget for essential sectors such as healthcare, public services, and environmental initiatives.
The IFS has cautioned that the government's financial landscape will be increasingly austere compared to prior years. After a brief period of increased spending, it is evident that the flow of funds is set to dwindle. Research economist Bee Boileau has warned that with most resources likely diverted to defence, it will be "impossible" for the government to also invest in crucial net-zero initiatives or foster economic growth. This alarming trend paints a grim picture for Reeves as she struggles to allocate shrinking funds to public services that are already stretched thin, particularly as the NHS continues to grapple with overwhelming backlogs exacerbated by the pandemic.
Complicating matters for the newly installed government is the internal discord brewing within the Labour Party, particularly between Reeves and Deputy Prime Minister Angela Rayner. Reports indicate a standoff over budget allocations, with Rayner's Ministry of Housing yet to secure a budget agreement. This impasse poses significant risks to council funding, amplifying the warning from the Local Government Association about a projected funding gap of up to £8 billion by 2028/29. Without a substantial and sustained influx of funding, local authorities are ill-equipped to provide essential services, a situation that could worsen under Labour's mismanagement.
Critics from opposition parties are rightfully amplifying their demands for increased investment in social care. The De facto neglect of social care resources could prove catastrophic for the NHS, which is already struggling to deal with its own issues. Daisy Cooper, Treasury spokeswoman for the Liberal Democrats, has explicitly stated that without addressing the social care funding crisis, efforts to resolve NHS challenges may be futile, further burdening an already overextended healthcare system.
On a broader front, the International Monetary Fund (IMF) has highlighted a need for strategic adjustments, advising Reeves to simplify her fiscal policies. The IMF’s suggestions, including an annual assessment by the Office for Budget Responsibility (OBR) to ensure fiscal stability, indicate that Reeves' current strategy—targeting a balanced budget by 2029-30—is precariously dependent on economic conditions. The prior commitments made under Rishi Sunak’s administration, combined with ongoing inflationary pressures, only amplify the urgency of this situation.
Amid soaring gilt yields and a bond market sell-off, concerns over the UK's fiscal health are intensifying, placing unprecedented pressure on the Chancellor. Analysts are warning of a potential credibility crisis stemming from fiscal mismanagement, compelling the government to tread carefully to maintain public confidence. The spectre of significant cuts to "unprotected" sectors such as justice and policing looms ominously as Reeves contemplates taxing the public further or revisiting her defence spending strategy.
Ultimately, the impending spending review is a critical inflection point for the Labour government. As it attempts to juggle competing demands across multiple departments, the delicate balance between defence spending, public investment, and social care will shape the UK’s economic landscape for years to come. The decisions made in this review are not just a reflection of current priorities; they risk dictating the long-term fiscal health and sustainability of vital public services.
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