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From Weak to Weaker

A Weak Batch of Data

China’ s July activity data weakened from June and disappointed already-low
market expectations. Industrial production (IP) was relatively resilient, rising 4.5%
yoy, supported by robust export growth. By contrast, retail sales grew only 0.6% yoy,
and fixed asset investment (FAI) contracted 6.7% yoy in the first seven months of this
year, implying double-digit year-over-year declines in July. With the construction
sector still contracting and high-frequency data not pointing to a noticeable pickup,
the July official IP and services output index suggest that China’ s official real GDP
growth is running at a pace of around 4% yoy in the first half of Q3.1

Following the weaker-than-expected macro data and the PBOC’ s mid-month
overnight reverse repo operations to inject liquidity, our conversations with traders
and investors suggest that market expectations of monetary policy easing increased
somewhat. The yield on 10-year Chinese Government Bonds (CGB) also fell below
1.70%. Compared with end-February, just before the start of the Iran War, 10-year
CGB yields have declined by more than 10bp, suggesting the market’ s view that
thisyear’ s energy-driven inflation is likely temporary, growth headwinds remain
strong, and policy easing is warranted. In sharp contrast, yields on 10-year
government bonds in other countries have climbed substantially since late February
(BE2).

market expectations

Percent yoy
6

% 1: July activity data weakened from June and missed B3 2: Yields on 10-year governments climbed in other
countries but declined in China
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Clear Evidence of Demand-Driven Weakness

Recent data from the steel sector provide clear evidence that weak demand is the
key driver of sluggish economic activity in China. Weekly steel production data show
falling output in July and early August (B2 3). At the same time, steel prices—

L Note that China’ s fixed asset investment (FAI) series has significantly diverged from the gross capital
formation (GCF) series under GDP. In the first half of 2026, for example, FAI contracted by 5.7% yoy
whereas GCF still contributed 1.8pp to year-over-year real GDP growth in the official data. See our
research here for more details about this divergence.
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especially rebar prices, which are mainly used in construction—have declined in
recent months (ElZ 4). The combination of lower volumes and lower prices points
to weak demand as the cause of slowing economic growth.

The _“anti-involution” campaign that started last July led to sharply higher prices

in a few sectors, such as steel and polysilicon, for several months. However, without
solid demand to support higher prices, and with concerns over labor market stability
preventing significant supply cuts, prices eventually fell back to levels similar to, or
even below, those seen before the campaign.

&%k 3: Steel production dropped in July and early August

Million tons per week Million tons per week
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* Percentage change relative to the same week in 2025.

[El% 4: Steel prices have declined in recent months
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Why We Are More Concerned About July Data Weakness

Over the past year, we have observed a consistent pattern of IP and the NBS
manufacturing PMI strengthening into quarter-end months, such as March, June,
and September, before falling sequentially in subsequent months, such as April,
July, and October (E%& 5). In our view, this pattern may reflect manufacturing
output being frontloaded into quarter-end months to support stronger readings of
production-based official GDP measures. Back in April, we were not too concerned
about the sequential decline in growth momentum. However, we think the July
weakness points to increased downside risks for three reasons.

First, the April growth deceleration came after 5.0% yoy real GDP growth in Q1,
which was at the upper end of this year’ s 4.5-5% growth target range. By contrast,
the July growth deceleration followed 4.3% yoy real GDP growth in Q2, which was
below the lower bound of the range.

Second, some sectors that had appeared organically strong showed fading
momentum in July. For example, within retail sales, services sales growth had been
running above 5% yoy earlier this year, significantly outperforming goods sales. In
July, however, services sales growth dropped to 3.2% yoy by our estimates, raising
questions about the outlook for household consumption, as goods sales are
expected to remain soft amid the fading boost from the consumer goods trade-in

program (E% 6).

2026%8H21H
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E|Z 5: IP growth tends to decelerate sharply in B3R 6: Retail sales of services decelerated notably in July
quarter-start months
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Third, some of the headwinds present in April turned out to be more persistent than
we initially anticipated. Adverse weather conditions continued through August and
may linger into year-end due to El Nifio effects. Local government incentives are
lacking in a political turnover year, while the number of anti-corruption
investigations continues to reach new highs. These factors have contributed to slow
government bond issuance, even as growth pressures increase and unused issuance
quotas remain abundant. Among major indicators, year-over-year growth in
infrastructure FAl and cement output declined the most from June to July (B 7).

[El%R 7: Year-over-year growth in infrastructure FAl and cement production declined the most
from June to July
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Causes of the Persistent Weakness
One fundamental reason why the domestic economy has softened again, despite the

2026%8H21H 4
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easing package announced in September 2024 and the RMB10tn debt resolution
plan approved in November 2024, is that policy support over the past few years has
been too small relative to the size of the shock. One example is the evolution of the
debt-service ratio (DSR) of the private non-financial sector. According to BIS data, the
US private non-financial sector DSR peaked in 2007Q4 at the start of the subprime
crisis (EZ 8). Significant Fed rate cuts and various government debt restructuring
programs helped reduce the DSR by more than 4 percentage points over the ensuing
seven years.

In contrast, China’ s private non-financial sector DSR initially peaked in 2020Q3,
when the “three red lines” policy aimed at deleveraging the property market was
first introduced. But later, between 2022Q1 and 2025Q4, China’ s DSR increased by
almost 2 percentage points. In other words, against the backdrop of three years of
Covid lockdowns and a severe housing downturn, China’ s private sector had to
allocate a rising share of income to debt servicing over the past five years. These
elevated financial burdens squeezed purchasing power, weighed on sentiment, and
left the domestic economy prone to notable weakening whenever growth
headwinds emerged.

&% 8: Unlike the US experience during the subprime &% 9: Manufacturing employment has outperformed
crisis, China’ s private sector debt-service ratio rose non-manufacturing employment in recent years, reversing
during the housing downturn the pre-Covid trend
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Another fundamental reason lies in the government’ s strategy of focusing almost
exclusively on tech innovation and high-tech manufacturing. Before the Covid
pandemic, the employment subindex of the NBS non-manufacturing PMI
significantly outperformed that of the NBS manufacturing PMI. Post-Covid, however,
this relationship completely reversed (B2 9). While manufacturing employment
appears better supported in recent years, it accounts for only around 20% of

China’ stotal employment and is insufficient to offset weakness in
non-manufacturing employment. Put differently, while the policy emphasis on tech
innovation and high-tech manufacturing has led to breakthroughs such as
DeepSeek, as well as increased manufacturing competitiveness and persistent
export strength, it has not translated into broad-based employment and income
growth, which are crucial to a sustained increase in domestic demand.
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Policy Plans in Pipeline and Their Limits

To be clear, despite the weak July activity data and the downside risk to our Q3 GDP
forecast, we still believe the government will manage to achieve at least 4.5% official
real GDP growth this year and meet its target, barring extraordinary external shocks.
After all, there have been only two instances when the government missed its
growth target: once in 1998 during the Asian Financial Crisis, and again in 2022,
when the spread of the Omicron variant proved too difficult to contain. The July.
Politburo meeting already turned more dovish by calling for “strengthening
countercyclical measures.” Various official announcements and government
meetings after the July Politburo meeting point to four types of policies in the
remainder of the year to support GDP growth (&%= 10).

m Investment: As of mid-August, nearly half of the full-year government bond
issuance quota remained untapped. To our knowledge, the RMB800bn New_
Policy-Based Financing Instrument (NPBFI) allocated for 2026 had not been used
either. The first step would therefore be to accelerate government bond issuance
and kick-start the NPBFI program. Targeted areas of spending are likely to
include the “Six Networks” (i.e., water networks, new power grids, computing
power networks, next-generation communication networks, urban underground
pipeline networks, and logistics networks) and the major projects outlined in the
15th Five-Year Plan.

®  Industry: During the 12th State Council plenary session on August 17, Premier Li
Qiang called for a focus on “sectors characterized by long value chains and
large scale” to boost domestic demand. Although property, autos, home
appliances, electronic equipment and machinery all fit this description, the first
three appear unlikely to see major new policies stimulating production, as
property destocking is still ongoing and auto and home appliance sales were
already frontloaded by the government-subsidized consumer goods trade-in
program. This leaves electronic equipment and machinery, including
semiconductors, as the likely sectors to receive additional policy support to
expand production.

m  Housing: On August 18, the State Council announced changes to the Housing
Provident Fund (HPF) rules to expand its use. The HPF is a mandatory,
government-backed savings scheme in which employers and employees both
contribute to individual accounts for housing-related consumption, such as
buying, renting, or renovating a home. Currently, interest rates on HPF loans are
50bp lower than mortgage rates for first-time homebuyers. However, we think
the impact of the latest announcement will only have a marginal impact on the
property market, as many cities have already relaxed local HPF rules, benefiting
low-end properties.

m  Consumption: On August 13, the Ministry of Commerce, along with eight other
ministries, released a document on stimulating consumption in lower-tier cities
and rural areas. Policymakers regard these areas as having greater demand for
consumption upgrading. However, many of the measures focus on the supply
side, including renovating commercial facilities and expanding the supply of
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high-quality, premium-priced goods. Without bolstering income, overall
consumption is unlikely to rise simply because of increased supply of goods and
services.

&% 10: Policy plans to boost growth in the remainder of [E% 11: Coal production declined sharply after the Shanxi

the year

coal mine accident in May
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It remains to be seen how effective these policies will be, and whether policymakers
will need to roll out additional easing measures in October (after seeing Q3 real GDP
growth) in order to ensure the full-year growth target is met. In recent months, the
government has introduced several safety- and security-related measures, including
a special campaign against organized crime and tightened border control
regulations. While safety and security need to be protected, these policies, especially
when aggressively implemented, could have a negative impact on economic activity.
For example, after the Shanxi coal mine accident in May, Chinese coal production
dropped 12%, similar to the decline in January-February 2020 when the country was
under a national Covid lockdown (&% 11). In the current environment, where top
leadership and local officials place strong emphasis on safety and security, the
transmission from policy easing to economic activity may be blunted.

Even if the cyclical measures listed in help the government achieve the GDP
growth target this year, they are unlikely to generate sustained growth momentum.
This package of measures appears mostly supply-driven, raising output and
production-based GDP measures in the near term but often resulting in oversupply,
deflation, and increased debt over time. Another risk from the continued lack of
demand-side stimulus and fundamental reforms to unleash domestic demand is
that cyclical weakness could turn into structural hysteresis. As discussed earlier, we
believe the magnitude of policy easing over the past few years has been too small
relative to the size of the shock, and the cautious, intermittent style of policy
response appears to persist. If continued for a few more years, prolonged financial
stress on households, private businesses, and local governments could impair future
growth potential.

Hui Shan
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