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Strengthening Local Governments' Growth—Promoting Capacity and
Promoting the Economy to Return to Its Potential Growth Rate: Analysis
of the Economic Situation in the First Half of 2026 and Outlook for the
Second Half

Academic Center for Chinese Economic Practice and Thinking, Tsinghua University

Abstract: China’s economy continued to expand in the first half of 2026, but insufficient domestic
demand and persistent downward pressure remained pronounced. Economic activity was characterized by
external demand outperforming domestic demand, production remaining stronger than consumption, and
supply expanding faster than demand recovered. This report examines the mechanisms underlying the
impaired functioning of domestic economic circulation through the balance sheets of three sectors:
households, nonfinancial corporations, and the general government. The results show that household net
worth remained broadly stable, while the propensity to consume declined and the preference for saving
strengthened. Nonfinancial corporations maintained relatively ample liquidity, yet their willingness to
invest remained weak. The general government held a large stock of assets, but the limited liquidity of
these assets, together with rising debt—servicing pressures, prevented new financing from being effectively
translated into public expenditure and demand in the real economy. Further estimates indicate that actual
fiscal expenditure, net of principal and interest payments, declined markedly as a share of GDP, thereby
constraining local governments” capacity to promote economic development. Accordingly, a comprehensive
policy package should be introduced to stabilize the real estate market, restructure local government debt,
expand effective demand, and improve public services. Greater use should be made of central government
credit to ease local governments” debt—servicing burdens and restore their capacity to invest in people and
support economic growth. At the same time, budget constraints should be strengthened to enable local
governments to shift their policy focus from passive debt resolution to proactive development pursuit.

Key words: macroeconomics; domestic economic circulation; local government finance; invest in
people
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