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Asia has been hit by the war 
in Iran but less than 
expected thanks to AI boom1



Asia’s export cycle has turned decidedly upward, but only for those inside 
the AI supply chain. The rest import the price shock without the 
offsetting demand
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The have-and-have-not of the AI hardware upturn not only influence Asian 

exports but also financial conditions, widening divergence
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Current account surpluses are rising while economies with current 
account deficits face worse terms of trade: growing imbalances that a 
hawkish Fed will only make worse
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Growth is bifurcating: China is softening, dragging down exposed sectors 
and economies; meanwhile, North Asia, India and some ASEAN 
accelerating
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China’s dual growth model is 
increasingly dual2



Domestic demand is weak: clearly consumption but also investment 
compared to past trends and not only because of real estate
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Exports have become China’s key growth engine in recent years pushed 
by an increasingly competitive real exchange rate
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China’s ”involution” (lower and lower prices) is reducing companies 
profit margin and thereby also wages (especially in the manufacturing 
sector where price competition is more intense)
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The most important negative consequence of involution for China is the 
growing number of zombie companies
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The share of zombie firms (not having enough revenue to serve their debt) have reached an 
elevated level but these companies companies continue to operate
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Where are the zombies?

12

Renewables sees the biggest jump in zombie firms, and the well performing sector of 
communication services also see greater divergence between large and small players

N.B. Defined as firms with EBITDA-to-interest expense lower than 1.

Source: Natixis, Financial Statements, LSEG Refinitiv, WIND

China: Share of Zombie Firms by Sector (%)

Fiscal deficit

Slow recovery

Overcapacity

Tariffs and export control

Wide divergence

18 19 20 21 22 23 24 25

Real Estate 13 11 9 16 16 23 35 33

Infrastructure 5 5 13 20 23 22 31 31

Renewables 0 0 6 11 3 6 28 28

ICT 9 9 8 13 14 18 21 21

Communication Services 6 6 9 10 16 9 16 15

Healthcare 7 8 9 7 9 9 12 12

Consumer Discretionary 3 6 13 11 11 5 11 11

Automobile 10 9 15 16 13 14 11 9

Semiconductors 11 13 5 5 9 8 9 9

Consumer Staples 4 2 6 9 7 12 9 8

Metals & Materials 5 4 4 3 6 7 8 8

Industrials 5 6 6 5 9 8 8 8

Energy 4 4 4 2 2 4 6 6

Utilities 3 3 3 11 9 3 4 4

Airlines 0 0 13 25 88 0 0 0



China long term outlook is a 
structural and, increasingly 
fast, deceleration3



In the medium term, China’s structural deceleration is unavoidable but 

still enough to help China’s GDP per capita reach 25,000 USD by 2035
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And yet aging will continue to reduce the labor force, first in the rural areas only 

(until urbanization is completed by 2035) and then in the cities, bringing China’s 

growth rate further down to around 1% by 2050. This means that China’s demand for 

consumer goods from the rest of the world will hardly increase
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We assume two scenarios in AI adoption and using OECD (2024) 

parameters (as well as IMF assumption on labor impact) we come up with 

an estimate of how much AI can mitigate structural deceleration.

Fast adoption is clearly better and this where China is

AI diffusion paths AI uplift to average annual GDP growth
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Japan: Economy holding up well 
despite lingering uncertainties 
from global energy crisis4



Japan: Bond market concerned with ambitious fiscal 
policy despite of “improving” sustainability

18

⚫ JPY 370 trillion (56% of GDP) investment plan until FY2040  on seventeen strategic 
sectors such as AI and semiconductors. No detail on public vs. private expenditure.

⚫ Consumption tax to be cut to 1% from 8% for two years from FY2027. 

⚫ Despite of “improving” fiscal sustainability, bond market has become concerned 
with the ambitious expansionary policy and rising inflation.



Japan: BoJ increasing pace of rate hike as weak Yen 
rapidly raise underlying CPI inflation

19

⚫ BoJ expected to hike by 25-bps in September, January and July to 1.75% but with a 
risk of a faster move if inflation does not come down. 

⚫ With rapid Yen depreciation lifting import inflation, underlying CPI has risen faster, 
justifying BoJ’s concern on upside risk of inflation. 

⚫ Risk: Rapid rate hikes above 2.00%, if Fed tightening weaken Yen.



Japan: Higher interest rate in Japan to contain carry 
trade and overseas portfolio investment

20

⚫ Short position on Yen remaining large for carry trade.

⚫ Japan’ government bond yield higher than US Treasury net of hedging costs.

⚫ Trend* of Japanese portfolio investment on US sovereign bonds declined in July 
for the first time since 2023.

FOOTER



Japan: Weak portfolio investments on US and EMU 
sovereigns as Japan’s government bond yield surges

21

⚫ Suring Japan 10-year government bond yield above US and European yields net of 
hedging costs. 

⚫ Weakening Japanese portfolio net-investment on US and EMU sovereign bonds.

⚫ Adding net-exposure to German and Italian sovereigns while reducing France.

FOOTER



India’s short-term developments 
are challenging but weak rupee is 
more structural than the Iran 
shock

5
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While real growth is strong, nominal GDP has been decelerating
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The fiscal situation is improving
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RBI will have to hike to protect the Rupee

We expect RBI to hike rate by 50bps by end of 2026
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Level of forex reserves still high even after forex intervention. Liquidity 
conditions are improving and level of forex 
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India’s long term prospects are 
much more positive but with an 
important bottleneck: the job 
market

6



Viksit Bharat 2047 – India's Goals to Become Developed Economies
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Viksit Bharat 2047 – India's Goals to Become Developed Economies

Economic ambition

GDP will reach between USD 30 
trillion and USD 40 trillion by 2047 
from the current USD 3.9 trillion.

GDP per capita will reach between 
USD 15,000 and USD 18,000 from 

the current USD 2,600.

Four central pillars

1. Youth (Yuva)

2. Poor (Garib)

3. Mahilayen (Women)

4. Annadata (farmers)

Social objectives

It aspires to zero poverty, 100% 
literacy, universal quality healthcare 
and a life expectancy of more than 
80 years, compared to the current 

70.

Technology and innovation

It hopes to become a global leader in 
emerging technologies, including AI, 

quantum computing, and chip 
manufacturing.

Sustainability

Commitment to net-zero emissions, 
adoption of green technologies and 

renewable energy



India is expected to enjoy fast growth above 6% and GDP per capita to 
reach $4,400 by 2031
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India has been pushing for labor code reforms, GST cut, and facilitating 
trade developments with the major trade partners like EU and US

30



India has the brightest demographic transitions in the decades ahead

31

By 2040, 1 in 5 people will be Indian, and ASEAN and India combined will be home to 
25% of total world population by 2040
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The still relatively large share of the agricultural sector is also reflected 
in a very slow rate of urbanization compared to China
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India could reach the same size of GDP as China by 2050
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Related Paper: India-China rapprochement: what are the long-term prospects?

N.B. With conservative growth forecasts for India (6% at until 2030, and coming down to 5.5% and 5% until 2035 and 2040, respectively, 

and 4.5% by 2050), India’s growth will continue to outpace that of China by an increasing margin. In fact, China’s growth is expected to 

2.3% by 2035 given the lower labour productivity and return on assets and only 1% thereafter until 2050, as the growth engine stemming 

from urbanization is exhausted. With such growth differential, in India’s favour, and the Indian rupiah expected to appreciate against the 

RMB because of the convergence, India should be able to reach China’s size by 2050 in USD terms.

https://www.bruegel.org/working-paper/india-china-rapprochement-what-are-long-term-prospects
https://www.bruegel.org/working-paper/india-china-rapprochement-what-are-long-term-prospects
https://www.bruegel.org/working-paper/india-china-rapprochement-what-are-long-term-prospects
https://www.bruegel.org/working-paper/india-china-rapprochement-what-are-long-term-prospects
https://www.bruegel.org/working-paper/india-china-rapprochement-what-are-long-term-prospects


Key challenge is job creation – we estimate that India will need to 
generate 115m jobs by 2030, or 16.5m jobs per year, for the women LFPR 
to rise to 50% by 2030. Growth will need to be fired on all cylinders and 
further reforms are needed to boost headcount demand

34

Table. India Labor Force Assumptions: More Jobs Needed 

Year

Total 

Labor 

Force 

(mn)

Formal job ratio (%)
Female 

Labor Force 

Participation 

Rate (%)
Both 

sexes
Male

Fem

ale

2024 568 11.2 12.9 7.4 37

2030: Scenario I 610 11.2 12.9 7.4 37

2030: Scenario II 684 20 23.6 13.8 50

N.B. Scenario I assumes constant male LFPR of 78%, scenario II assumes male LFPR 

increases to 80% and 70% of newly created formal jobs for male and 30% for female.

Source: Natixis, United Nations, EPFO, India Periodic Labor Force Survey (PLFS)
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Source: Natixis, United Nations, EPFO, India Periodic Labor Force Survey (PLFS)



The formal economy does not create enough good jobs to absorb the growing 
population and those who migrate from rural areas
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Over a 30-year period, the manufacturing sector's share of India's GDP has remained 
stubbornly low, hovering around 15%, reflecting premature deindustrialization 
compared to the historical trajectory of successful East Asian economies, where 
manufacturing peaked at around 30%
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Middle East Macro Update7



Hormuz traffic continued to face disruption as maritime threats persisted. 
Houthi attacks near Yemen’s Red Sea coast are raising risks to Bab el-
Mandeb
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GCC GDP growth will slow down significantly in 2026. If the war ends by 
2026, non-oil sectors will lead the recovery, but it will be more moderate 
than some earlier forecasts
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Prolonged war also drives GCC CPI higher, and the currency peg makes 
the policy rate harder to adjust against inflation
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GCC CDS ticked up as fighting resumed. Bahrain remains the most 
stressed, given its exposure to US military facilities. Oman continuing to 
lead regional performance given its geographic positioning outside the 
Strait.
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Foreign outflows from the Saudi and Dubai stock markets widened to 
USD336mn in the week to 6 September
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The continued attacks from Iran and running out of storage have also 
caused significant shut-in across the region, leading to even bigger 
revenue loss and eroding their fiscal health

43 Sources: Natixis, EIA, IEA, IMF, Bloomberg
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Asia and the GCC 
Zooming into cross-border bank and 
capital flows8



Who has been investing in the GCC? A view from bank flows
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The UK is the biggest lender to the GCC, but there has been big increase coming 
from Hong Kong in recent years
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Cross-border Claims – Lender’s perspective
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Within APAC, South Korea, Hong Kong, Macao and Taiwan have the biggest share of 
claims to the GCC
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Syndicated Loans into GCC have been increasing, especially from China
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Lending mainly contributed by UAE, but China is increasingly important with higher 
amount and share (from 6% in 2019 to 15% in 2025)
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Financials in GCC attracting the most. Will this continue?
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More sectors are exposure to funding from China, especially government and 
financials, considering the size
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Asia banks have reassessed their financial activities in the short run

49

Asia-based banks had been actively expanding their loan portfolios in the Middle 
East before the war, but this has now declined sharply in 2026
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Asia and the GCC 
Zooming into GCC-China relation9



China’s reliance on Gulf oil has been falling：even before this conflict, 
China has been cutting its crude oil import from GCC countries since 
2023, with a 9.1% average annual decline 

51 Source: General Administration of Customs, Natixis. Note: Data for Iran includes Malaysia and Indonesia due to rerouting.
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This brings the Gulf’s share in China’s total crude import sharply down to 
28% from 41% at peak 

52 Sources: Natixis, General Administration of Customs, UNCTAD
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Renewable power has overtaken crude oil as the second largest energy 
source of China in 2024. Meanwhile, Gulf Sovereign Wealth Funds (SWF) 
and state-owned enterprises emerged as promising long-term investors 
for China

53 Sources: Natixis, General Administration of Customs, Ministry of Commerce
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While the UAE, Saudi Arabia, and Oman remained the top destinations for 
Chinese investment, the pace of inflows slowed down significantly in H1 
2026
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Zoom into Saudi Arabia and UAE, China's investment in the GCC has 
expanded beyond the energy sector
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Conclusions10



Actionable conclusions

57

• Dollar funding will be tighter which is a bigger problem with economies with high funding needs.

• Those with a dollar surplus, though, may opt for keeping liquidity until it becomes more expensive, worsening 
the dollar liquidity situation.

• China’s preference for RMB lending not helping in terms of global dollar liquidity although dollars park in HK  
will be useful.

• China’s domestic deceleration also a problem for the global economy as imbalances are not going to correct 
any time soon.

• The GCC needs to brace for a longer conflict with higher rates so activity (especially project finance) may be 
delayed.

• Supply chain disruptions are feeding inflation globally although not as visible everywhere (GCC) but with 
negative consequences for fiscal budgets (more issuance and at higher cost of funding).

• On Asia-GCC, China will demand less oil structurally and flows (esp bank loans) into GCC might remain 
underwhelming  until the situation clarifies.

• The Trump-Xi summit could be a venue for a clarification but it is complicated by AI safety issues in the 
context of increasingly heightened competition for hegemony for which AI is key.



Related reports on the Middle East
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