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Abstract

Over the past three decades, China has become the world's most formidable manufacturing power through mercantilist, non-market policies
and persistent violations of the rules-based trading system. These policies have distorted global markets, decimated the U.S. manufacturing

sector, and contributed to unsustainable trade deficits in the United States.

China's entry into the World Trade Organization (WT0) in 2001initiated the first “China Shock,” which triggered the closure of tens of
thousands of U.S. factories. Now, a second China Shock is underway—one driven not by cheap consumer goods, but by industrial overcapacity

in capital-intensive sectors like electric vehicles, solar panels, and semiconductors that threatens to destabilize global trade.

To stop the next China Shock, this paper advocates for the United States to adopt a managed approach to trade, requiring the government to
set limits on import flows through such measures as tariffs or quotas in strategic sectors. Encouragingly, through the widespread adoption of
Section 232 tariffs applied under the Trade Expansion Act, the second Trump Administration is signaling its commitment to achieve this

paradigm shift. However, the Administration must learn from its past mistakes and not grant exemptions to countries under these policies.



Introduction

Over the past three decades, China has become the world's most formidable manufacturing power through mercantilist, non-market policies
and persistent violations of the rules-hased trading system. These policies have distorted global markets, decimated the U.S. manufacturing
sector, and contributed to unsustainable trade deficits in the United States.

The United States has already experienced one economic shock from these events during 1999-2011. The first China Shock accelerated after
Beijing’s accession to the World Trade Organization (WT0)in 2001 and triggered the closure of tens of thousands of U.S. factories. Now, a
second China Shock is underway—one driven not by cheap consumer goods, but by industrial overproduction in capital-intensive sectors like
electric vehicles, solar panels, and semiconductors. And just as before, China is leveraging every tool available—from suppressed domestic
consumption to trade circumvention via third countries—to ensure that its industrial surplus is absorbed abroad.

Notably, the United States has taken corrective steps, sanctioning Ghina through tariffs under Section 301of the Trade Act of 1974, for
example. However, China has consistently circumvented these measures, using third-countries as a vehicle to reroute trade (transshipment)
and build manufacturing hubs for export into the United States (nearshoring).

To stop the next China Shock, this paper advocates for the United States to adopt a managed trading system. In contrast to the prevailing
market-based system of trade—in which the U.S. provided few import restrictions—a managed approach to trade would require the U.S. to set
limits on import flows through tariffs and quotas.

These measures, when applied under Section 232 of the Trade Expansion Act, promises to rebuild the U.S. industrial base, constrain Chinese
overproduction, prevent China’s tariff evasion through third countries, and protect critical U.S. sectors from China's mercantilist trade
polices.

Present at the Destruction: China Shock 1.0

China's entrance into the WT0 in 2001 planted the seeds of what would later become known as the “China Shock.” WTO membership granted
China Permanent Normal Trading Relations (PNTR), giving it preferential access to the U.S. market. However, China failed to reciprocate,
maintaining average tariff rates that reached up to 10% compared to the U.S.'s 3.4%. Moreover, Beijing restricted its market for U.S. imports
and investment and imposed strict requirements like joint ventures with Chinese firms that enabled them to steal U.S. intellectual property.

Almost immediately after entering the WTO0, Beijing deployed its export-driven, state-sponsored approach to economic growth, undergirded
by non-WT0 compliant industrial policies. Ghina leveraged its vast arsenal of state support mechanisms—including direct subsidies, sub-
market credit from state-owned banks, tax incentives, below-cost access to land and energy, capital controls and restrictions on foreign
firms through selective licensing, procurement discrimination, and forced technology transfers to ignite economic growth. In one example,

more than 98% of China’s publicly traded mainland companies received subsidies in 2020.

At the same time, the Communist Party embedded itself more deeply in corporate governance, steering private and state-owned firms alike to
align with national priorities. This model prioritized investment and industrial scale over household consumption, fueling China’s dominance in
global manufacturing.

China Grows into a Manufacturing Powerhouse...

By the start of the decade, China had become the most dominant manufacturer in the history of the world, accounting for 356% of global
production and 20% of global exports (figures 1and 2).
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Figure 1: China Dominates Global Manufacturing
Share of world gross production in manufacturing (%)
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Figure 2: China Accounts for 20% of Global
Manufacturing Exports
Manufacturing Exports and World Share
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In addition, China is projected to account for 45% of global manufacturing shares by 2030. It is also the dominant supplier of exports for
almost 600 out of a total of 5,000 products-six times greater than that of the U.S. or Japan and more than twice that of the EU. China is the
only country in the world that makes products in each sector of the United Nations' International Standard Industrial Glassification, and as of
2024, it is the leading trading partner for more than 120 countries.

...at the expense of the U.S. manufacturing sector

The effects on the United States from the first China Shock were immediate and disastrous for the U.S. manufacturing sector. A seminal
analysis from MIT in 2016 estimated the U.S. may have lost up to 2.4 million jobs from increased import competition with China during 1999-
2011. An updated assessment suggests that while local economies most devastated by China's mercantilism recovered, replacing
manufacturing jobs with those in the service sector, displaced workers struggled to find competitive jobs. At the same time, income inequality
inthe U.S. increased faster in the 23 years since China's entry into the WT0 than in the 30 years preceding that event (figure 3).

Figure 3: U.S. Income Inequality Has Risen Alongside
Trade Openness

U.S. Income inequality increased more after China joined the WTO
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In arelated development, the U.S. trade deficit increased by $870 billion (202%) to a record $1.3 trillion during 2001-24 as the U.S. became
increasingly reliant on imports from China; in 2007, China became the United States’ leading supplier of goods according to the Gensus Bureau.

...and the global market

At the same time, China's export-driven economic model has significantly distorted global markets. On the one hand, China's economy
averaged more than 10 percent growth in real GDP during the first decade following its admission into the WT0. However, massive investments
in factories, infrastructure, and other hard assets made possible by state banks keeping interest rates artificially low drove China's economic
boom (figure 4). This lowered the costs of building projects, resulting in a vast network of highways, airports, and high-speed trains.
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Figure 4: China's Economy Surged After Joining the WTO
China's Annual Real GDP Growth Averaged Over 10% from 2001-11
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Further, following the global financial crisis of 2007-09, China directed substantial investments into the country's real estate sector. In recent
years, the sector accounted for more than 30% of China's GDP, with the majority of these expenditures being financed by debt across central
and local governments and households. Economy-wide borrowing is now estimated at roughly 300% of China's annual GDP.

Moreover, since joining the WTO, China’s emphasis on investment—which has expanded by 16%—has come at the expense of domestic
consumption—which has declined by 10% (figure 5). This imbalance has led China to prioritize export-led growth, which has translated into
surging trade surpluses that have grown nearly 4,000% since 2000 and were approaching $1trillion by the end of 2024 (figure 6).

Figure 5: Since Joining the WTO, China has Prioritized
Investment Over Consumption
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Figure 6: China's Trade Surplus Increased Nearly 4000%
Since 2000

Merchandise Trade Balance, 2000-24
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Further, despite representing 18 percent of global GDP, China accounts for just 15% of global consumption, and 356% of the world's
manufacturing. In addition, local Chinese governments aiming to support national manufacturing goals and achieve economic growth,
promoted industries prioritized by the central government. This ensured duplicative production and excess market supply, which have tanked
profit margins in certain sectors. In the electric vehicle sector, for example, only three out of 112 manufacturers were making a profit as of
May 2025.

Setting the Stage for the Next China Shock

As the United States deals with the lingering scars of the first shock, China has set the stage for a second and perhaps more devastating blow.
In contrast to the earlier period, where China specialized in the production and exports of goods of low value (.g. textiles and components),
the country has now penetrated into higher value-added segments of the value chain.

This largely owes to the effects of the Made in China 2025 (MIG25) industrial policy announced in 2015. From electric vehicles to solar panels to
industrial robots, MIG25 has catalyzed a massive realignment of Chinese manufacturing through trillions of yuan in subsidies, preferential
financing, land access, and state-quided venture capital.

The initiative identified ten advanced technology sectors in which China aimed to achieve self-sufficiency and global leadership by 2025. By
one account, as of April 2024, they had achieved 86 percent of its objectives.
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Collapse of Real Estate Market Aggravates China Shock 2.0

China's collapsing real estate market is another driver behind the looming China Shock 2.0. As previously noted, China’s economy over the
past 15 years or so, was powered by its expanding real estate sector. But beginning in 2020, that market burst owing to China's Three Lines
policy, which set strict borrowing limits for property developers.

Since then, the country has been struggling with anemic consumer growth and deflation, with estimated losses of $18 trillion of household
wealth. For example, the Producer Price Index (PPI}, which measures inflation at the producer level has remained below 100 for the past two-
and-a-half years, indicating persistent deflation (figure 7). Vet China has persisted in its strategy to maintain exceptionally high investment,
with a particular emphasis on the manufacturing sector (figures 8 and 9).

Figure 7: Deflation Has Persisted in China Since 2022
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Figure 8: China Has the Highest Investment Share of All
Major Economies
Investment as a share of nominal GDP, 2023
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Figure 9: China's Manufacturing Sector Has Expanded
Nearly Every Year Since 2010
Purchasing Managers Index, 2010-May 2025

54
52

Manufacturing
Expansion

48

46

2010 2012 2014 2016 2018 2020 2022 2024

Source: CEIC

Manufacturing Emphasis Promotes Overcapacity

China's policy emphasis on government-subsidized manufacturing over household consumption has fueled investment in more production
capacity even when there is insufficient demand. That fuels chronic industrial overcapacity—a condition marked by persistently low utilization



of installed production capacity. This excess capacity encourages Chinese firms to keep producing despite weak demand, leading to excessive
price cutting, distorted global markets, and severe competitive pressures on manufacturers in other countries.

Across China’'s manufacturing sector, utilization rates during 2022-24 have fallen (figure 10). At the same time, record-high industrial
inventories held by Chinese firms—which reached $2.4trnin May 2025—provide further evidence of overcapacity (figure 11).

Figure 10: China's Capacity Utilization Rates Have Fallen
Since 2022
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Figure 11: China's Industrial Inventories Continue to
Climb
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This trio of conditions: declining capacity utilization, rising inventories, and falling prices all indicate that Chinese firms are producing more
than their economy will absorb. Yet, instead of scaling back production, they are either stockpiling unsold goods, or exporting the surplus at
low prices, undercutting producers in the United States and other countries.

In a normal-functioning market economy, such conditions would lead to production cuts. However, China's state-driven overcapacity remains

chronic, allowing firms to remain operational even when they are not profitable; a growing share of China’s publicly listed companies are
operating at a loss (figure 12).

Figure 12: A Growing Share of China's Publicly Listed
Companies are Generating Losses
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How China’s Tariffs on the U.S. Drives Overproduction

Akey driver of China's industrial overproduction s its strategic application of tariffs. For example, China applies lower tariffs on upstream and
capital-intensive goods—such as machinery, minerals, and chemicals—while reserving high tariffs for labor-intensive consumer products,
including textiles, food, and footwear (figure 13). This deliberate structure enables China to import what it needs to build up its domestic
industrial base while shielding its low-end producers from foreign competition.
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Figure 13: China's Strategic Use of Tariffs to Shape Trade
with the U.S.
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By keeping inputs cheap and maintaining export dominance in protected sectors, China incentivizes firms to expand production regardless of
demand, especially when domestic consumption remains weak. The result is chronic overcapacity: firms continue to produce at scale, often
relying on export markets to absorb the surplus.

China Evades U.S. Countermeasures

Since 2018, the United States has challenged China through a combination of industrial subsidies, punitive tariffs on more than 80 percent of
imports from China, and export controls to better compete across multiple emerging and established sectors including semiconductors, clean
tech, telecommunications, artificial intelligence, quantum computing, and electric vehicles.

With regard to tariffs, both the Trump and Biden administrations applied higher tariffs on China relative to other partners during this period.
These tariffs were mostly applied bilaterally using Section 301of the Trade Act of 1974. Yet, while the average effective tariff rate for China
increased from 2% to 11% at the time the second Trump Administration took control, the United States left tariff rates relatively low for other
countries (figure 14). This asymmetry created an opportunity for China to exploit, using these “connector” countries as a vehicle to evade U.S.
duties and access its market at the same time.



Figure 14: Tariffs on China Have Soared, but Remain Low
for Others
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The two main tariff evasion strategies have included: nearshoring (establishing a manufacturing presence in a foreign country to supply the
local market or to export to other countries); transshipping (changing the country of origin by redirecting trade from China through connector
countries, where little value-additions occur); and exporting industrial overcapacity to global markets.

Nearshoring

Inresponse to U.S. tariffs imposed since 2018, Chinese companies have increasingly turned to nearshoring—setting up operations in third
countries like Mexico, Singapore, Southeast Asia, and parts of the EU—to maintain access to the U.S. market. Mexico, in particular, has seen a
surge of Chinese investment as firms capitalize on the USMCA's tariff-free provisions. By building factories for appliances, auto parts, and
electronics in northern Mexico, Chinese companies have effectively used the country as a production base for the U.S., driving 700 completed
foreign direct investment (FDI) transactions collectively valued at $13 billion in investment during 2020-23. Chinese companies have
channeled most of these investments into Mexico’s automotive sector, investments of which peaked at $3.5 billion in 2023.

Moreover, during 2021-24, Chinese companies have doubled their industrial space occupancy, now representing the third highest absorbed
capacity in Mexico since 2020, behind the U.S. and Mexican firms (figure 15). These developments may explain why a growing share of Chinese
content is embedded in Mexican exports. For example, between 2002 and 2020 the share of Chinese components in Mexican exports to the
United States grew from under 5% to 21%.




Figure 15: Chinese Companies Have Grown Their
Industrial Footprint in Mexico Since 2021
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Likewise, several countries in Southeast Asia who represent the Association of Southeast Asian Nations (ASEAN), have become a principal
destination for Chinese investment. Led by Vietnam, China has prioritized FDI into the automotive sector in particular (figure 16).

Figure 16: China's Automotive Investment in ASEAN Has
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Beyond manufacturing, Chinese firms are also rebranding themselves through corporate relocation. In Singapore, a trend dubbed “Singapore-
washing” sees companies like Shein and Jinan Yuxiao Group establish front offices to mask their Chinese origins and deflect scrutiny—
especially in sensitive sectors like tech and critical minerals. Similar strategies are playing out in Ireland and Hungary, where EU membership
offers Chinese firms access to a unified European market with fewer requlatory barriers. While effective in the short term, these maneuvers
are raising concerns in both host countries and in Washington about backdoor access, requlatory arbitrage, and the dilution of national
security safequards.

Transshipping

Transshipment is another tactic used to evade tariffs by rerouting goods through third countries to obscure their true origin. Under U.S. law,
goods must undergo substantial transformation—meaning real value-added processing—in the intermediary country to legally change their
origin. However, many Chinese exporters have circumvented this requirement by engaging in fraudulent transshipment. They ship products to
countries like Vietnam, Malaysia, Gambodia, Mexico, or South Korea, where they are relabeled or issued counterfeit certificates of origin
without undergoing meaningful transformation. These goods are then exported to the United States at lower or no tariffs, falsely appearing to
be compliant with trade rules.

The tactics used in transshipment schemes are increasingly brazen and widespread. Chinese logistics providers openly advertise origin-
washing services on platforms like TikTok and Xiaohongshu. These services include reloading goods into new containers under third-country
exporter identities, altering documentation, undervaluing shipments, and misclassifying products to reduce tariff liability. Some companies
also use shell importers in the U.S. that vanish before paying duties, or operate under “delivered duty paid” (DDP) terms to shift legal
responsibility away from U.S. buyers. Trade data from countries like Vietnam shows telltale signs of this practice—such as simultaneous
spikes in imports from China and exports to the U.S. of the same categories of goods.

ASEAN countries—led by Vietnam, Malaysia, and Cambodia—are the principal drivers of transshipped trade of products ranging from solar
panels to kitchen cabinets (figure 17). However, other countries are heavily implicated as well, including South Korea, Taiwan, Mexico, and even
Serbia. In Mexico, industrial parks with Chinese investment have become launchpads for tariff-free exports under USMCA, prompting concern
in Washington.

Figure 17: ASEAN Trade Deficit with China is Offset by
Large Surpluses with the U.S.
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Despite crackdowns by U.S. Gustoms and Border Protection and partner governments, enforcement remains limited. The scale and
sophistication of these schemes have left many American manufacturers at a competitive disadvantage, unable to compete with importers
who skirt the rules. As tariffs rise, so too do incentives for fraud—making transshipment a persistent and costly challenge to U.S. trade
enforcement.

Section 232: Turning the Tide on China

Section 232 tariffs—initially applied to steel and aluminum during the first Trump Administration under national security grounds—represent
an excellent way to prevent a second China Shock. When first applied during 2018, these tariffs proved effective at thwarting Chinese excess
production in steel and aluminum by raising the floor on global prices and improving the competitiveness of these industries in the United
States. For example, the U.S. immediately witnessed a 7.6% rise in steel output and a 40% jump in aluminum production.

However, the policy was undermined by country exemptions that reduced the average effective tariff rate from 25% on steel and 10% on
aluminum, to 3.6% and 0.8% (for primary aluminum] respectively. This opened the door for Chinese steel to flood into the U.S. through Mexico,
which prompted U.S. officials to require that imported steel from Mexico would need to be “melted and poured” in North America in order to
qualify for an exemption. In one example, U.S. steel conduit imports from Mexico grew by 475% (85,341 metric tons) from 2018-24 (figure 18).

Figure 18: U.S. Steel Conduit Imports From Mexico
Surged Following Section 232 Exemptions
Metric Tons, by country, 2017-24
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The second Trump Administration has now initiated nine Section 232 investigations into critical sectors that could cover roughly $800 billion
worth of merchandise imports once effectuated (figure 19). In addition to validating the importance of domestic production for national
security, these tariffs mark an important shift away from market-based trade—which China exploited—towards a system of managed trade—
which addresses China's mercantilism directly.
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Figure 19: Section 232 Tariffs Could Impact Over $800B
in U.S. Imports
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A managed approach to trade requires the government to set limits on import flows through measures such as tariffs and quotas, which
would prevent pronounced import surges for example. By setting enforceable limits on import flows, applying tariffs regardless of origin, and
aligning trade policy with U.S. industrial strategy, managed trade constrains the core tools of Chinese mercantilism: overproduction, export
dumping, and tariff evasion through third countries.

Moreover, leveraging Section 232 tariffs establishes a price floor that shields U.S. producers from the deflationary effects of Chinese
overcapacity. This creates the stable market conditions necessary to promote reinvestment, innovation, and job growth. For example, during
March 2018—when Section 232 tariffs were first imposed on aluminum—through May 2021, the U.S. aluminum industry restarted 530,000
metric tons of capacity, added 1,095 jobs, and injected $335 million in investments for factory upgrades and expansions.

However, to be effective, these policies must be applied consistently and without exemptions—ensuring that America’s industrial base is
defended from all forms of subsidized foreign competition.

Section 232 Tariffs Improve on Past Mistakes of Managing Trade

Unlike failed efforts towards managed trade like the Phase One Agreement, in which China fell far short of its pledge to purchase an additional
§200 billion in U.S. goods and services throughout 2020 and 2021, Section 232 tariffs impose hard, structural constraints that are enforceable
at the border and applicable to all sources of circumvention.

This is especially true if the tariffs aren't simply applied as a percentage of the declared value of a good (ad-valorem tariff], but as a specific or

compound tariff, for example. These tariffs are applied as fixed per-unit charges (e.g. $1/kg) that customs authorities can assess simply by
examining the cargo, making them harder to manipulate, and are well-suited for national security or other protective actions.
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The Recent Example of Steel

Recent evidence suggests that Section 232 tariffs are reshaping global trade flows in response to China’s chronic overcapacity. As shownin
Figure 20, Chinese steel production has climbed 6% since March 2021-despite widespread unprofitability among the country's 250 steel
mills—and exports have surged 40%. Major producers like Baowu and Angang have openly acknowledged that they now rely on exports to
offset domestic losses.

Figure 20: China's Steel Production and Exports are at
Near Record-High Levels
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With the U.S. market largely closed to Chinese steel, those exports are being diverted elsewhere, contributing to a glut in global supply. In
response, countries including Brazil and India have initiated their own anti-dumping measures—suggesting that the U.S. Section 232
framework has helped catalyze a broader international response. The policy’s effectiveness lies not only in directly reducing import volumes
but in altering the global incentive structure that enables China’s export-led overproduction.

Strategic Tariffs for a Strategic Threat

For too long, the United States has tolerated a global trading order that has served China's interests. Through mercantilist, non-market
policies that violate the rules-based trading system, China has evolved into the world's most formidable manufacturer. The resulting Chinese
overcapacity has promoted global trade imbalances, decimated the U.S. manufacturing sector, and has become a national security threat to
the United States.

As devastating as the first China Shock was to the United States, the second Shock promises to be worse. The first shock cemented China as
the world’s dominant producer of low-cost goods. Now, through its MIG2025 program, China has made alarming progress in many of the high-
tech industries of the future ranging from quantum computing to clean tech products.

Notably, the U.S. has challenged China through AD/CVDs, Section 301tariffs, and Section 232 tariffs on steel and aluminum. However, each of
these policies had significant loopholes which China exploited to avoid tariffs and access the U.S. through third countries.

Section 232 applied more broadly and without any country exemptions promises to be different. Done correctly, it can help rebuild America’s
industrial base, challenge China's overcapacity, and restore a level playing field in global trade.
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