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Chinese export dominance. Yet the headline number is not simply a story of “China exporting 
more.” It is a coupled phenomenon: exports remained resilient through market re-routing and 
sectoral upgrading, while imports stayed constrained by weak domestic demand, property-
sector drag, and a growth model still biased toward production over consumption. This paper 
explains the surge in the trade balance as an emergent macro-structure created by three 
interacting layers: (1) China’s internal demand conditions and relative-price dynamics that 
suppress imports, (2) the evolving composition and destination of exports—especially in 
machinery, electronics, and vehicles—and (3) the geopolitical and policy feedback loop in which 
partner countries respond to persistent surpluses with tariffs, industrial policy, and “de-risking” 
strategies. Using a long-run time series (1995–2025) to anchor the discussion, we show why the 
post-2020 steepening is best understood as a system outcome rather than a single-cause event. 
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moralizing: capacity, demand, competitiveness, and policy reaction—each with measurable 
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1. Introduction: A Surplus That Changed the Scale 

1.1 The 2025 record and why it matters 
China’s 2025 goods trade surplus, roughly $1.2 trillion, is not merely “large.” It is large in a way 
that changes the interpretive frame. For decades, analysts debated whether China’s external 
balance was a transitional artifact of development, a cyclical residue of global demand shocks, 
or the predictable outcome of an investment-led growth model. A surplus at this magnitude 
forces a harder question: are we looking at a peak that will revert, or at a new equilibrium in 
which China’s productive capacity and global market access remain strong while domestic 
absorption stays structurally constrained? 

The reason the 2025 figure matters is that trade surpluses are never just trade. They are a 
macro signature. They summarize, in one number, the relationship between what a country 
produces and what it spends, between its internal demand and its external competitiveness, 
and between its industrial structure and the rest of the world’s willingness to absorb its output. 
When that signature reaches record scale, partner countries do not treat it as an accounting 
curiosity. They treat it as a policy signal. Even if every transaction is legal and competitively 
priced, a persistently rising surplus becomes a political object: it invites tariffs, industrial 
subsidies, “de-risking” narratives, and retaliatory measures designed to reshape supply chains. 
The surplus becomes not only an economic outcome but also a generator of geopolitical 
feedback. 

There is a further reason 2025 matters: the composition and geography of the surplus are 
changing at the same time the magnitude is changing. A narrative that once centered on low-
cost labor goods shipped heavily into the U.S. no longer describes the full reality. China’s export 
machine has diversified in destination and moved upward in many categories of manufactured 
complexity. Simultaneously, import growth has been unexpectedly subdued relative to the size 
of China’s economy and industrial output. When those forces move together, the surplus is not 
just “bigger.” It becomes more resilient, less easily “solved” by a single bilateral policy change, 
and more likely to provoke multi-country pushback. 

1.2 What a trade surplus is—and what it is not 
A trade surplus, in the plainest sense, is the difference between exports and imports over a 
period. If a country exports more goods than it imports, it runs a surplus. That statement is 
arithmetically simple, but its interpretation is often abused. The first abuse is moralization: 
surplus as virtue, deficit as vice. The second abuse is personalization: surplus as proof of 
cleverness, deficit as proof of weakness. Neither is sound. 

A trade surplus is not a scoreboard of “winning.” It can arise from strength, but it can also arise 
from weakness. A country can run a surplus because it is extraordinarily productive, because its 
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currency is competitively valued, because its firms dominate global categories, or because its 
domestic economy is not absorbing what it produces. The last mechanism is crucial: a surplus 
can be a sign of insufficient internal demand. When households are cautious, when investment 
is misallocated, or when sectors like real estate contract, imports often fall. The surplus then 
rises not because the country is thriving, but because it is spending less than its production 
would otherwise allow. 

A trade surplus is also not the same thing as the current account balance. The current account 
includes more than trade in goods: it typically includes services, income flows (such as interest 
and dividends), and transfers. A country can run a large goods surplus while running a smaller 
current account surplus if, for example, it imports many services or pays substantial income to 
foreign investors. Conversely, a goods surplus can understate the broader external position if 
services and income flows are also positive. For the purposes of this paper, the focus is the 
goods trade balance because it is the most visible political object and is closely tied to industrial 
structure and supply-chain contention. 

Finally, a trade surplus is not automatically a result of cheating, manipulation, or unfairness. 
Those claims require specific evidence: explicit subsidies, dumping practices, non-tariff barriers, 
forced technology transfer, discriminatory regulation, or currency intervention with intent and 
effect. Sometimes such evidence exists, sometimes it is ambiguous, and sometimes it is absent. 
The point is methodological: the presence of a surplus is not itself proof. A surplus is a macro 
outcome; causes must be argued, not assumed. 

1.3 The paper’s central claim: coupled export resilience + import weakness 
This paper’s central claim is that the rapid growth in China’s trade surplus into 2025 is best 
explained as a coupled system: export resilience on one side and import weakness on the other. 
The surplus is the difference between two large flows. In many public discussions, only one flow 
is emphasized, usually exports, because exports feel like agency and power. But the sharp 
steepening visible in the 1995–2025 curve is difficult to explain by export strength alone. It is 
the combination that produces scale: exports that remain robust even when one major market 
slows or becomes hostile, plus imports that remain subdued because domestic absorption is 
constrained. 

Export resilience here has two key meanings. First, China’s exporters have shown an ability to 
redirect shipments across markets when a particular destination weakens. That does not mean 
friction disappears; it means volume finds alternative paths, sometimes through different 
regions, sometimes through different product mixes. Second, export resilience reflects a 
continuing competitiveness in large, high-volume categories—machinery, electronics, and 
increasingly vehicles and other complex manufactures—where scale, supply-chain depth, and 
incremental technological upgrading matter. 
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Import weakness, by contrast, is often the underexplained half. Imports weaken when domestic 
demand is soft, when construction and property-linked activity cools, when consumers save 
rather than spend, and when domestic industrial policy encourages substitution for foreign 
inputs. Import weakness can also reflect price effects—particularly commodities—where lower 
prices reduce the dollar value of imports even if physical volumes are stable. The critical point is 
that a country does not need to become dramatically more export-successful to produce a 
dramatically larger surplus if imports are held down. 

Coupled systems matter because they produce political consequences that single-cause stories 
miss. If the surplus were only a bilateral phenomenon—say, “China sells too much to the U.S.”—
then bilateral bargaining might plausibly change the outcome. But if the surplus is the emergent 
result of diversified exports plus muted imports, then even a successful effort to block one 
channel may simply reroute trade, intensify price competition elsewhere, or shift the surplus 
into different categories. The policy reaction becomes iterative: restrictions generate 
adaptation; adaptation generates new restrictions. The surplus becomes not just an economic 
variable but a driver of repeated geopolitical interaction. 

This introduction sets the paper’s discipline: avoid moral scoreboard thinking, keep the 
distinction between goods balance and broader external accounts clear, and analyze the 2025 
record as the product of interacting macro and structural forces. The next section uses the long-
run curve to place the 2025 record within a continuous story rather than treating it as a single-
year anomaly. 

 

2. The Long Curve: 1995–2025 as a Structural Narrative 

2.1 From modest surpluses to the 2000s export takeoff 
The 1995–2004 portion of the trade-balance curve reads, at first glance, like prehistory: small 
surpluses, modest swings, and a general sense that China had not yet become the world’s 
manufacturing gravitational center. But the quietness of that era is instructive. China’s 
industrialization was already accelerating, yet its integration into global supply chains was still in 
the “assembling” phase rather than the “dominating” phase. Much of what China exported in 
the late 1990s and early 2000s was tied to inward foreign direct investment, the creation of 
export-processing zones, and the gradual thickening of supplier networks around coastal 
manufacturing hubs. Surpluses existed, but they were not yet the macro headline of global 
politics.  
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The mid-2000s are where the curve bends upward with unmistakable force. The balance moves 
from a low plateau into a rapid climb that culminates around the 2007–2008 peak of the first 
“great surplus era.” Several structural drivers typically align in this takeoff period. China’s export 
capacity scales faster than domestic consumption can absorb, while the global economy—
especially the U.S. and parts of Europe—remains willing to finance persistent deficits through 
capital inflows. In this configuration, China plays the role of the producing pole and advanced 
economies play the role of the consuming pole, with financial markets recycling the resulting 
surpluses and deficits into a stable (until it isn’t) equilibrium. 

Two deeper structural features are often forgotten in popular retellings. First, supply chains 
created path dependence. Once the world’s electronics, textiles, appliances, and intermediate 
industrial inputs are built around dense Chinese clusters, the system does not relocate quickly; 
it relocates at the margin, with friction. Second, the surplus was not only about wages and labor 
cost. It was about coordination, infrastructure, logistics, and the ability to scale production with 
reliability. The result, visible on the curve, is not a linear rise but an acceleration: the surplus 
becomes not just bigger, but rapidly bigger, because the export machine becomes systemically 
advantaged. 

2.2 The post-2008 pattern: cycles, rebalancing attempts, and persistence 

The 2008 global financial crisis breaks the first takeoff in an obvious way: global demand 
collapses, and the curve stops climbing. But what follows is not a return to the pre-takeoff 
world. The trade balance declines and then oscillates in a new band, with a striking mid-2010s 
bump and then a subsequent pullback. This is the period in which “rebalancing” becomes a 
dominant policy word—both inside and outside China—yet the curve suggests a more 
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complicated truth: rebalancing was attempted, partially achieved in some domains, and resisted 
by structural inertia in others. 

The post-2008 era can be read as a sequence of macro regimes. In the early 2010s, China’s 
domestic stimulus and investment push supports internal demand and, in many years, supports 
imports as well. That tends to reduce the surplus, because the country is absorbing more. Yet 
this absorption is not purely consumption-led; it is often investment-led, with heavy emphasis 
on construction and infrastructure. Such investment can raise imports (commodities, capital 
goods) in the short run but can also build future export capacity in the long run. The curve’s 
mid-2010s surge can be interpreted as global recovery meeting China’s continued industrial 
competitiveness, with domestic absorption not expanding enough to offset the export rebound. 

Then comes another phase: the mid-to-late 2010s, where the surplus pulls back somewhat. Part 
of this can be interpreted as policy and structure interacting. China’s wages rise, some low-end 
manufacturing migrates, and the U.S.–China trade relationship becomes more contentious. 
Simultaneously, China continues moving up the value chain, which can reduce import 
dependence for certain intermediate inputs while increasing exports of higher-complexity 
goods. The curve’s behavior—downward from the mid-2010s peak and then stabilizing—fits a 
world in which the old model is under strain but not dismantled. 

The key word for this era is persistence. Even when the surplus is not at a record, it remains 
large and positive. That persistence implies that what is being observed is not merely a 
temporary advantage but a structural macro configuration: production capacity plus global 
competitiveness on one side, and insufficient domestic absorption on the other. In other words, 
the curve is not simply tracking trade; it is tracking the deep relationship between China’s 
development model and the global system’s willingness to accommodate it. 

2.3 The post-2020 steepening: why the slope changed 
The most dramatic feature of the full curve is the post-2020 steepening—the transition from 
“large surplus” to “surplus on a new order of magnitude.” If earlier periods were waves, this 
period is a ramp. The question is why the slope changes so sharply. A useful way to understand 
it is to treat the surplus as the output of two coupled engines that both strengthened at the 
same time: export resilience and import compression. 

On the export side, several forces supported volume even as politics hardened. Global demand 
for manufactured goods surged during the pandemic-era reorientation toward goods 
consumption, and supply-chain reliability became a premium. China’s manufacturing system, 
with its depth and logistical capacity, was able to capture a disproportionate share of this 
demand. After the initial shock, Chinese exports did not simply revert to trend; they found new 
channels and destinations. The curve’s rise is consistent with a world in which “decoupling” 
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narratives did not translate into immediate, global-scale trade contraction. Instead, trade 
patterns shifted geographically and sectorally while total export capacity remained potent. 

On the import side, the story is arguably even more decisive. China’s domestic economy did not 
rebound into a high-consumption expansion that would naturally pull in imports. Instead, a 
combination of household caution, property-sector weakness, and uneven confidence kept 
domestic demand softer than many expected. When domestic absorption is constrained, 
imports are constrained. That effect is amplified when the economy continues to produce at 
scale. A country can increase its trade surplus dramatically even with only moderate export 
growth if imports remain unusually subdued relative to the size of its industrial output. 

There is also a composition effect that alters the slope. Export growth in higher-value categories 
(machinery, electronics, vehicles) can push the dollar value of exports upward, while import 
substitution in intermediate inputs can reduce the dollar value of imports. If, at the same time, 
commodity prices soften, the import bill can fall further in dollar terms even if physical volumes 
do not collapse. These are not separate stories; they reinforce each other. Higher export 
volumes and values meet lower import values and restrained demand, and the surplus expands 
in a way that looks almost exponential on a long-run plot. 

Finally, the post-2020 steepening matters because it triggers feedback. When the surplus moves 
from “problematic” to “politically intolerable” for many partner countries, policy reaction 
accelerates: tariffs, anti-dumping cases, industrial subsidies, and supply-chain reconfiguration. 
Those reactions can reduce exports to specific markets, but they can also push Chinese 
exporters to redirect trade, cut prices, or deepen penetration in other regions. In other words, 
the steepening can generate its own persistence by forcing adaptive behavior that keeps 
exports flowing even when one door closes. 

Read as a structural narrative, the long curve tells a coherent story. The early years show a 
growing industrial system not yet at full global scale. The mid-2000s show the first structural 
leap into massive surpluses. The post-2008 era shows oscillation around a persistently high 
surplus, reflecting partial rebalancing but enduring production bias. The post-2020 era shows a 
new regime: export resilience plus import compression at once, yielding a trade balance so 
large it becomes not just an economic fact but a central political variable in the world economy. 

 

3. Measurement Discipline: What Exactly Is Being Counted? 

3.1 Goods trade balance vs current account vs value-added trade 
A discussion of a “record trade surplus” can become confused within minutes if the reader is 
not told what is being counted. Trade statistics look simple because they are summarized in one 
number, but that number sits inside a stack of definitions. The goal of this section is not to bury 
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the reader in methodology; it is to prevent category mistakes. If we argue about “surplus” while 
each side is using a different definition, we are not arguing about economics—we are arguing 
about labels. 

The goods trade balance is the most common headline metric because it is tangible and 
politically salient. It is simply exports of physical goods minus imports of physical goods for a 
defined period. Customs agencies measure goods at borders, so the goods balance is typically 
grounded in administrative data. It also maps onto industrial structure: factories, supply chains, 
shipments, port volumes. That is why the goods balance is the metric most often used in 
debates about manufacturing competition, tariffs, and “unfair trade.” 

The current account is broader. It includes the goods balance but also adds services trade 
(tourism, transportation services, financial services, software and intellectual services, and 
more), primary income (investment income such as dividends and interest), and secondary 
income (transfers such as remittances and some official transfers). Two countries can have the 
same goods surplus and very different current account positions depending on their services 
imports and income flows. This matters because the current account is a closer reflection of an 
economy’s net external saving position. If the argument is “China is exporting too much,” the 
goods balance often suffices. If the argument is “China is absorbing too little relative to its 
income,” the current account is usually the more appropriate macro lens. 

Value-added trade is a different conceptual shift: it asks where the economic value is created 
rather than where the physical product crosses borders. In traditional (gross) trade statistics, a 
laptop assembled in China and exported to another country is counted at its full export value as 
“China’s export,” even if many components and much of the embedded intellectual property 
originated elsewhere. Value-added trade attempts to allocate the export value across countries 
based on where components, intermediate inputs, and services value were produced. This often 
changes bilateral narratives. A country may appear to run a massive bilateral deficit with China 
in gross terms, but a smaller deficit in value-added terms once the imported value of 
components is allocated back to their true origin. Value-added trade is especially relevant for 
analyzing global supply chains, but it is less frequently used in political argument because it is 
more complex and less intuitive. 

The practical implication is straightforward: this paper uses the goods trade balance for the 
long-run curve and for the 2025 “record” claim because that is the object in the chart and the 
object that triggers policy response. However, the interpretation will repeatedly borrow from 
current-account logic, because the surplus ultimately reflects a macro imbalance between 
production and absorption. Value-added trade will appear as a corrective lens when bilateral 
blame stories are too simplistic. 
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3.2 Nominal dollars, price effects, and what “record” really means 
“Record” can mean at least four different things, and confusion about which one is intended 
creates needless controversy. 

First, a record can be nominal: the trade surplus measured in current dollars is higher than it has 
ever been. This is what most headlines mean. It is the most straightforward measure, but it 
bundles together quantity changes (more goods shipped), price changes (higher prices per unit), 
and currency valuation effects (how local currency values translate into dollars). 

Second, a record can be real: adjusted for inflation or deflated by an appropriate price index, 
the surplus represents more purchasing power than ever before. This measure is less commonly 
reported because it requires careful choices about deflators. The surplus is not a single 
commodity; it is a bundle of thousands. Deflation choices can shift the picture materially. 

Third, a record can be relative to GDP: the surplus as a percentage of the economy’s size. This 
matters for macro sustainability. A nominal surplus might be a “record” while the ratio to GDP is 
not, simply because the economy and global trade have grown. Conversely, a surplus that is not 
a nominal record could still represent an extreme macro imbalance relative to GDP. 

Fourth, a record can be structural: even if the nominal number is not the highest, the pattern 
might indicate an entrenched regime—persistent surpluses across cycles—rather than a 
temporary spike. Many policy debates respond more to the expectation of persistence than to a 
single-year peak. 

Price effects matter because trade values are price times quantity. If global commodity prices 
fall, the dollar value of imports can fall even if the physical volume of imports stays constant or 
even rises. A country can “improve” its trade balance via cheaper energy and raw materials 
without any change in industrial strategy. Conversely, if export prices rise due to product 
upgrading or global inflation, export values can rise even if volumes are flat. In other words, 
changes in the surplus can be driven by prices even when the physical economy is not moving as 
dramatically as the dollar chart suggests. 

Currency valuation adds another layer. When trade is reported in U.S. dollars, the same 
underlying transactions can look larger or smaller depending on exchange rates. A depreciation 
of the local currency can increase competitiveness, potentially raising export volumes, but it can 
also change the dollar translation of trade flows. Meanwhile, if the dollar strengthens globally, 
many countries’ trade values in dollars can be compressed even when local-currency values are 
stable. 

For the reader, the discipline is this: when we say “record,” we mean the reported nominal-
dollar goods trade surplus reached a new high. That is a real claim, but it does not automatically 
imply that China’s underlying “real” export dominance or macro imbalance is at an absolute 
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historical maximum in every possible metric. It implies a new high in the headline measure that 
moves politics and perception. The analysis then asks: how much is volumes, how much is 
prices, and how much is domestic demand conditions? 

3.3 Why different datasets can disagree without anyone “lying” 
Trade data disputes often sound like accusations: “Your number is wrong,” “That source is 
propaganda,” “They manipulated the statistics.” Sometimes manipulation exists; often it does 
not. More commonly, datasets differ because they are answering slightly different questions. 

One major source of disagreement is definition: goods only versus goods plus services; customs 
basis versus balance-of-payments basis; general trade versus special trade; inclusion or 
exclusion of certain re-exports or bonded-zone activity. These differences are technical, but they 
can move totals by tens or hundreds of billions of dollars in large economies. 

A second source of disagreement is valuation and timing. Exports are often recorded free-on-
board (excluding shipping and insurance) while imports may be recorded cost-insurance-freight 
(including them). Some datasets adjust to harmonize these; others do not. Timing differences 
also matter: when goods leave a port, when they arrive, when customs clears them, and when 
payments are recorded can fall in different months or even different years depending on the 
data system. 

A third source is partner-country asymmetry. In principle, China’s recorded exports to a 
destination should match that destination’s recorded imports from China. In practice, they often 
do not. Reasons include transshipment through third territories, differences in rules of origin, 
misclassification, reporting lags, and statistical thresholds. These asymmetries are not unique to 
China; they are common in global trade data. But they become politically charged when the 
totals are large. 

A fourth source is revisions. Statistical agencies revise historical numbers when methods 
improve, when classifications change, or when new information arrives. An older chart may not 
match a newer dataset because one has been revised and the other has not. That is not 
deception; it is the normal process of improving national accounts and trade statistics. 

A fifth source is conceptual framing: gross trade versus value-added trade. As noted above, 
gross trade assigns the full value of an exported item to the country that ships it. Value-added 
trade assigns value across countries. Neither is “lying.” They are different accounting lenses. 
Gross trade is the border reality of shipments; value-added trade is the supply-chain reality of 
where value is created. 

The practical outcome is that a reader should not treat a disagreement between datasets as an 
automatic signal of bad faith. The correct response is to ask: which concept is being measured, 
which method is used, and which question is being answered? This paper adopts a simple 
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discipline: for the long-run curve and the “record surplus” claim, use a consistent goods-trade-
balance series in current dollars. For interpretation and mechanism, borrow the macro logic 
that the current account clarifies. For bilateral blame narratives, consult value-added reasoning 
to avoid attributing all embedded value to the final assembler. 

This discipline matters because the paper’s argument is structural. Structural arguments are 
fragile if they are not anchored in consistent measures. If we want to claim that the slope 
steepened after 2020 for coupled reasons, we must ensure we are comparing like with like. 
Otherwise, we risk mistaking a definitional shift for an economic shift—an error that makes 
policy debate noisier and less intelligent. 

 

4. Import Compression: The Quiet Half of the Surplus Story 

4.1 Weak domestic demand and household precautionary saving 
Public discussion of trade imbalances tends to spotlight exports because exports feel like a 
competitive act: factories, ships, market share, dominance. Imports feel passive, almost 
secondary. But a trade surplus is an arithmetic difference between two vast rivers of value, and 
the faster-growing surpluses of the post-2020 period are difficult to explain without the second 
river: unusually restrained import demand relative to China’s productive scale. 

At the center of import compression is weak domestic demand. Domestic demand is not a 
slogan; it is the sum of household consumption, business investment, and government 
spending. In many economies, household consumption provides a steady absorptive base. In 
China, households have historically carried a smaller share of GDP than in many advanced 
economies, while investment has carried a larger share. When households are cautious—saving 
more, spending less—the economy’s absorption capacity shrinks. Imports are the first macro 
variable to reveal this shrinkage because imported goods are the marginal “outside” supply that 
gets cut when internal spending is restrained. 

Precautionary saving is one of the most important micro-to-macro channels here. When 
households feel uncertain about employment, health costs, education costs, or the value of 
their primary asset (often housing), they tend to increase savings buffers. That is not irrational; 
it is an adaptive response to perceived risk. But when millions of households do it at once, the 
result is a macro drag on consumption. Lower consumption means lower demand for imported 
consumer goods, imported services embedded in consumer life, and imported intermediate 
inputs that would have supported consumer-oriented production. 

There is also a composition effect. When demand is weak, spending shifts toward necessities 
and away from discretionary categories. Discretionary categories often have higher import 
intensity—luxury goods, travel, certain electronics, specialty foods, foreign-branded consumer 
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goods. If discretionary spending is depressed, imports can remain weak even if “headline” GDP 
growth looks stable. The surplus then rises not because the economy is necessarily booming, 
but because the economy is not consuming enough to pull in external supply. 

Finally, the demand channel interacts with pricing and substitution. Weak demand often creates 
downward price pressure domestically, which can reduce the value of imports in dollar terms. 
Meanwhile, if domestic producers face slack domestic markets, they push harder into exports. 
This is the structural coupling: subdued internal demand compresses imports and 
simultaneously strengthens the export push, widening the trade balance. 

4.2 Property-sector drag and its downstream effects on imports 
If household caution is the psychological driver of demand weakness, the property sector has 
been a central structural driver. In China, housing is not merely shelter; it has functioned as a 
primary store of household wealth, a major channel for local government finance, and a magnet 
for investment. When property is expanding, it pulls many linked industries with it: construction 
materials, furnishings, appliances, machinery, and a wide ecosystem of services. When property 
contracts or stagnates, those linkages reverse. 

Property-sector drag compresses imports through multiple routes. The first is direct: 
construction activity uses commodities and capital goods. Some portion of those inputs are 
imported—iron ore, energy, certain machinery and specialized equipment, and intermediate 
materials in industrial supply chains. If construction slows, those import categories can weaken. 
Even when China sources many building inputs domestically, the marginal global commodity 
flows and some high-end industrial components can still be import-sensitive. 

The second route is wealth effects. When housing prices soften or the future value of housing 
feels uncertain, households tighten spending. They postpone upgrades and discretionary 
purchases, which often include imported components or imported finished goods. This matters 
because even “domestic” consumer goods can contain imported inputs, and softer consumer 
spending reduces the demand for those embedded imports. 

The third route is confidence effects on private investment. Real estate weakness can spill into 
business sentiment, especially in sectors tied to construction, retail, and household formation. If 
firms delay investment, demand for imported capital equipment and certain advanced 
intermediate goods can weaken. The economy may still invest heavily in prioritized sectors, but 
the broad-based, decentralized investment that tends to pull in diverse imports becomes less 
vigorous. 

The fourth route is fiscal. Local governments historically relied on land-related revenues. When 
property activity weakens, fiscal space can narrow. That can suppress public spending on some 
categories that have import content—specialized equipment, certain medical or technical 
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systems, and even the imported components embedded in infrastructure projects. Even if 
central policy steps in, the transition can create pauses and re-prioritizations that affect import 
demand. 

The net effect is that property-sector drag can reduce imports far beyond “construction 
materials.” It depresses the absorptive appetite of households, firms, and local governments 
simultaneously. That is precisely the kind of broad-based mechanism that can contribute to a 
persistent, large trade surplus. 

4.3 Substitution: domestic supply displacing foreign inputs 
Import compression is not only about weak demand; it is also about changing structure. Over 
time, China has built deeper domestic supply chains that substitute for previously imported 
inputs. Substitution has at least three forms: component substitution (making domestically 
what was imported), upstream substitution (producing domestic materials and industrial inputs 
that replace imports), and technology substitution (developing domestic capabilities that 
reduce reliance on foreign advanced goods). 

Component substitution matters most in complex manufacturing. A product that used to 
require imported semiconductors, sensors, precision parts, or specialized chemicals can 
increasingly be built with domestic alternatives. Even if the domestic alternatives are not always 
at the frontier, they can be sufficient for many market segments. This reduces import 
dependence even while exports rise. It changes the import content of exports, which can 
increase the gross trade surplus without necessarily implying the same increase in value-added 
captured domestically. But in the headline goods balance, it is surplus-expanding. 

Upstream substitution matters in commodities and industrial inputs. China has long imported 
huge volumes of certain commodities, but it has also invested aggressively in domestic 
production where possible and in securing stable supply chains. Where domestic production 
increases—or where efficiency improvements reduce input intensity—the import bill can flatten 
even as output grows. This can be subtle: import volumes may not collapse, but the growth rate 
can slow enough that, relative to export growth, the trade balance widens. 

Technology substitution is the most politically contentious form. It is often associated with 
industrial policy: steering capital toward domestic alternatives for strategic inputs. The resulting 
effect on trade is asymmetrical. In the short run, substitution efforts can increase imports 
(buying machinery, licensing know-how, importing initial equipment). Over time, if domestic 
production replaces imports at scale, imports fall and exports can rise, especially if the domestic 
industry reaches global competitiveness. This time lag is important: the trade surplus can widen 
later, after the “build” phase has already occurred. 
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Substitution also affects the nature of import demand. When domestic inputs replace foreign 
ones, import demand becomes more concentrated in the hardest-to-replace categories, which 
can be more sensitive to geopolitical restrictions. That can create a paradox: total imports are 
compressed, but the remaining import dependencies become more strategic and politically 
exposed. This matters for policy responses abroad and for China’s own industrial planning, but 
the macro effect on the surplus is straightforward: substitution tends to widen it. 

4.4 Commodity cycles: how energy and materials prices feed the balance 
Trade balances are commonly discussed as if they were driven only by industrial strategy and 
competitiveness. But the trade balance is also influenced by commodity cycles that have little to 
do with national intent. A major importer of commodities can see its import bill rise or fall 
dramatically based on global prices even if physical volumes barely change. Because the trade 
balance is measured in value terms, price cycles matter. 

When energy prices fall, countries that import energy often see their import values decline 
quickly. Even if they import the same number of barrels of oil or the same amount of LNG, the 
dollar value can drop. This mechanically improves the trade balance. When energy prices rise, 
the trade balance can worsen unless exports rise enough to offset it. The same logic applies to 
industrial metals and other materials. 

For China, the commodity channel interacts with the industrial channel. If China’s export system 
is strong while global commodity prices are moderate or declining, the trade surplus can expand 
rapidly: exports hold up, import values fall. This can make the surplus look like a surge of 
competitive power when part of it is simply the arithmetic of cheaper inputs. Conversely, if 
commodity prices rise sharply, the surplus can be dampened even if export competitiveness is 
unchanged. Analysts who ignore commodity cycles risk misreading the curve as purely strategic. 

There is also a second-order effect. Commodity prices influence domestic inflation and 
industrial costs. If input prices are lower, Chinese producers can price exports more 
competitively without sacrificing margins as much, or they can hold prices and improve margins. 
Either way, lower input prices can support export resilience. Meanwhile, if weak domestic 
demand is generating disinflationary pressure, import prices in domestic currency may be less 
of a barrier, but the volume effect remains: cautious consumers and weak investment still 
suppress import volumes. 

Commodity cycles therefore act like a multiplier on the structural drivers. They can accelerate or 
decelerate the widening of the surplus without being the underlying cause. In a period where 
domestic demand is soft and export capacity is strong, favorable commodity pricing can make 
the surplus look “shockingly” large. In an unfavorable commodity cycle, the same structural 
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configuration might produce a less dramatic headline number, masking the underlying 
imbalance. 

The key takeaway of import compression is that it is not a single mechanism. It is a layered 
phenomenon: demand weakness, property-sector drag, structural substitution, and commodity 
pricing can all point in the same direction at once. When they do, imports become the quiet half 
of the surplus story—quiet in public conversation, but loud in the arithmetic of a record trade 
balance. 

 

5. Export Resilience: Diversification Away From the U.S. 

5.1 Market re-routing: ASEAN, EU, Africa, Latin America 
A resilient export system is not one that never loses markets. It is one that can lose a market 
and keep its total volume (and often total value) expanding anyway. In the China case, the most 
politically visible claim is that exports to the United States weakened while overall exports 
remained strong because shipments to other destinations rose. This is not a mystical trick. It is 
what large, flexible supply systems do when confronted with friction in one channel: they seek 
alternative demand pools, alternative distribution routes, and alternative product-market fits. 

Diversification away from a single dominant customer has a strategic logic. The U.S. market is 
vast, but it is also increasingly regulated, contested, and politically sensitive. When tariffs rise or 
compliance burdens increase, exporters respond first by changing product mixes and pricing 
strategies, and then, if necessary, by shifting marginal capacity toward markets where barriers 
are lower or where growth rates are higher. ASEAN has been a natural beneficiary because it sits 
inside dense regional supply chains. Goods can move through intermediate processing stages 
across borders, and final demand in Southeast Asia has expanded with rising incomes and 
industrialization. Exports to ASEAN also include a large amount of intermediate goods, capital 
goods, and components that support manufacturing in the region, not merely finished 
consumer products. 

The European Union represents a different kind of market. It is large, affluent, and rule-dense. 
China’s diversification toward the EU is not merely a substitution of geography; it is also a test of 
regulatory fitness. Penetrating EU markets requires adaptation to standards, sustainability rules, 
and product safety requirements. When Chinese exports rise into the EU despite these frictions, 
it signals that competitiveness is not only about low prices; it is also about meeting complex 
compliance regimes at scale. The EU channel often matters disproportionately for global 
legitimacy: success there suggests that exports can survive in high-regulation environments, 
which reinforces the perception of structural advantage. 



18 
 

Africa and Latin America are frequently treated as “new markets,” but they are not uniform 
demand pools. They are diverse regions where Chinese exporters have combined goods trade 
with infrastructure engagement, industrial projects, and long-term commercial relationships. In 
practical trade terms, these regions absorb a mixture of consumer goods, industrial equipment, 
vehicles, and increasingly the enabling hardware of electrification and connectivity. For an 
exporter, these markets provide growth elasticity: even if per-capita demand is lower than in 
rich economies, the growth rates can be higher and the competitive field can be less saturated. 
This is exactly the sort of environment where a high-capacity exporter can maintain volume 
when a mature market tightens. 

Re-routing is not costless. It often requires new distribution partners, new financing 
arrangements, new product configurations, and, crucially, new price points. But that adaptation 
cost is precisely what separates a globally dominant exporter from a merely opportunistic one. 
Export resilience is revealed when the system can repeatedly pay those costs and still expand 
the overall flow. 

5.2 The logistics and platform layer: ports, shipping, and trade finance 
Export resilience is often misattributed to “factories.” Factories matter, but factories do not 
export by themselves. Exports depend on a logistics and platform layer that converts production 
into reliable delivery: ports and terminals, shipping capacity, container availability, customs 
processing, freight forwarding, warehousing, digital tracking, and trade finance. In a world of 
geopolitical friction and supply-chain shocks, this layer becomes a competitive weapon. 
Reliability is not a slogan; it is a measurable ability to deliver on time, at predictable cost, and at 
stable quality. 

China’s port infrastructure and shipping integration have helped create a high-throughput 
export pipeline. When demand shifts across regions, an exporter needs to be able to redirect 
shipments without losing the ability to schedule, insure, and finance them. That is where the 
platform layer matters. A manufacturer can find a new buyer, but if shipping routes are 
congested, if container availability is tight, or if financing becomes uncertain, the sale will not 
scale. Conversely, when logistics is robust, market diversification becomes operationally feasible 
rather than aspirational. 

Trade finance is the hidden stabilizer. A shipment is a financial object: it needs working capital, 
payment assurance, currency management, and risk coverage. When global conditions are 
uncertain, buyers and sellers both become more risk-sensitive. Exporters that can offer 
favorable payment terms, stable delivery schedules, and credible documentation can win 
market share even without being the cheapest option. In many cases, resilience is built by the 
ability to bundle product with finance: extended payment terms, credit insurance, bank 
guarantees, or platform-mediated settlement that lowers counterparty risk. 
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Digital platforms extend this effect. When exporters can coordinate production, inventory, 
shipping, and customs documentation through integrated systems, they shorten response 
times. Shorter response times mean they can react faster when a market tightens: they can 
rebalance shipments, change destination allocations, and alter product mixes with less delay. 
This agility is easy to underestimate because it looks like “management,” but at scale it becomes 
structural. It is one reason the export machine can sustain volume even as the political 
landscape shifts. 

The platform layer also matters for re-routing narratives that involve transshipment or multi-
stage processing. When goods are assembled across multiple countries and shipped through 
intermediary hubs, data becomes more complex, but logistics capability increases. The point is 
not to insinuate anything improper. The point is that modern trade is modular: components 
move, subassemblies move, finished goods move, and the ability to orchestrate this modular 
flow is a source of resilience. When one bilateral route becomes more expensive or risky, 
modularity allows the system to re-optimize. 

5.3 Why “the U.S. fell but others rose” changes the geopolitical game 
The political meaning of a bilateral trade conflict changes radically if total exports are not 
materially reduced. If a country loses sales to the U.S. and total exports fall, the policy story is 
straightforward: pressure worked, at least in aggregate. But if a country loses U.S. sales and total 
exports still rise, the policy story becomes ambiguous and, for many policymakers, more 
alarming. It suggests that bilateral tools may redistribute trade rather than reduce it, and that 
the competitive pressure is being exported into other markets instead. 

This “reallocation” effect is central to why a record surplus triggers pushback beyond the U.S. A 
country that sees Chinese exports surge into its market while U.S. demand is weakening may 
infer that it is absorbing diverted capacity. Even if that inference is only partially true, it has 
political potency. The exporting system’s resilience becomes, in the eyes of partners, a source of 
instability: it means competitive pressure will not remain localized. It spreads. Domestic 
industries in third countries then demand protection, and governments face incentives to 
respond with their own trade defenses. 

This is the mechanism by which a bilateral dispute becomes a multi-country contest. Once 
exporters prove they can diversify away from the U.S., the U.S. is no longer the sole gatekeeper. 
The pressure shifts to a broader coalition of markets, each with its own politics, legal 
frameworks, and industrial vulnerabilities. The surplus becomes harder to “manage” because it 
is no longer a single negotiating relationship; it is an ecosystem of relationships. 

There is also a strategic narrative shift. If exports to the U.S. fall but global exports remain 
strong, some observers interpret this as proof that decoupling is ineffective. Others interpret it 
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as proof that decoupling is incomplete and must be widened. Both interpretations can motivate 
further policy action. The first encourages resignation or adjustment; the second encourages 
escalation and coordination. Either way, resilience changes the game because it changes 
expectations about what policy tools can accomplish. 

Finally, diversification alters bargaining power. A seller dependent on one customer is 
vulnerable. A seller with many customers can absorb shocks and can be more aggressive in 
pricing. When exporters have alternatives, they can choose where to compete most intensely, 
where to accept lower margins, and where to defend price. That flexibility is itself a geopolitical 
factor because it shapes who experiences the most intense competitive pressure. In practice, 
this can create political tension among importing countries: each one wants to avoid being the 
“dumping ground” for surplus production, and each wants to maintain strategic access to low-
cost goods without hollowing out domestic industries. 

Export resilience, then, is not merely an economic trait. It is a system property with political 
consequences. When the United States becomes a less dominant destination and other regions 
absorb more Chinese exports, the trade balance ceases to be a bilateral dispute and becomes a 
global coordination problem. That is why the phrase “the U.S. fell but others rose” is not a 
footnote. It is a description of how a record surplus can persist and why it is likely to provoke 
broader pushback even when one market tightens. 

 

6. Sectoral Upgrading: What China Is Exporting Now 

6.1 Machinery and electronics as the backbone of scale 
When people imagine “China exports,” many still picture a 2000s-era basket: apparel, toys, 
furniture, simple consumer goods. Those categories still exist, but they are no longer the 
explanatory center of the surplus. The backbone of China’s export scale today is machinery and 
electronics—broad, high-throughput categories that sit at the heart of modern industrial life. 
This matters because these sectors have different economics than low-end consumer goods. 
They reward supply-chain depth, engineering capability, incremental innovation, and the ability 
to coordinate thousands of components and suppliers. 

Machinery exports include everything from industrial equipment and machine tools to 
construction machinery, power equipment, automation components, and specialized 
manufacturing systems. These products are not purchased casually. They are embedded in 
investment cycles: factories upgrading, infrastructure projects expanding, energy systems being 
built. When China becomes a major supplier of such machinery, it is not simply selling “things.” 
It is inserting itself into the productive capacity of other countries. That creates persistence. A 
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factory that buys Chinese equipment will later buy spare parts, maintenance, upgrades, and 
compatible subcomponents. The trade relationship becomes sticky. 

Electronics exports, similarly, include a continuum: consumer devices, telecom and networking 
equipment, computers and peripherals, and the intermediate components that feed these 
systems. Even when some high-end inputs remain imported, the final assembly, testing, 
packaging, and increasingly many subcomponents are domestic. This is where sectoral 
upgrading shows up in the trade balance. If a country exports a complex electronics product 
while importing fewer of its intermediate components than it used to, the gross surplus rises 
even if the value-added captured domestically rises more slowly. The key point for the macro 
narrative is that machinery and electronics are heavy-volume categories capable of sustaining 
enormous export totals year after year. 

There is also a structural reason these categories amplify trade surplus. Machinery and 
electronics can scale without the same constraints as resource-intensive commodities or heavily 
regulated food and pharmaceuticals. They ride on industrial ecosystems: skilled labor, 
engineering, supplier networks, testing infrastructure, and logistics. Once that ecosystem is 
thick, it can iterate quickly, move into adjacent categories, and expand export breadth. This is 
what “upgrading” looks like in practice: not a single leap to a futuristic product, but the 
continuous colonization of adjacent product spaces where supply-chain capability is 
transferable. 

6.2 Vehicles and the rise of China’s auto export machine 
Vehicles are one of the clearest “new era” signals in China’s export profile because autos are a 
complex, high-value manufactured product that historically required deep industrial capability. 
For decades, China was perceived primarily as an auto market rather than an auto exporter. 
That perception has changed quickly. The rise of China’s auto exports—across internal 
combustion vehicles, hybrids, and EVs—reflects a convergence of capacity, cost structure, and 
product maturity. 

An auto export machine is not just a set of factories. It requires upstream component systems 
(steel, plastics, glass, electronics, power electronics), battery supply chains in the EV case, 
quality control at global standards, homologation and certification competence, shipping 
logistics for finished vehicles, and after-sales support networks. Building those layers takes time. 
Once built, however, autos can contribute disproportionally to export values because each unit 
has a high price relative to many other manufactured goods. Even modest increases in auto 
export volumes can move the trade balance materially. 

Autos also reveal the interaction between domestic market scale and export capability. A large 
domestic market allows rapid learning cycles: multiple model iterations, manufacturing 
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optimization, supplier competition, and cost reduction. When that learning is then leveraged 
into exports, the exporter arrives in foreign markets with a mature cost curve. This can produce 
intense competitive pressure: not merely “cheap cars,” but vehicles with feature sets and 
technology packages that challenge incumbents on value per dollar. 

The political sensitivity is obvious. Autos are iconic industries in many countries, with deep 
employment footprints and national prestige. When China’s auto exports rise, they trigger 
responses that go beyond normal trade friction: tariffs, subsidies for domestic production, and 
industrial policy framed as “strategic autonomy.” This is why autos matter not only for the 
surplus but also for the feedback loop described earlier. The more China’s export basket 
concentrates in politically sensitive industries, the more likely partner countries are to respond 
aggressively—even if the exports are competitively priced and legally compliant. 

6.3 Clean-tech supply chains: solar, batteries, and the pricing frontier 
Clean-tech exports—especially solar panels, batteries, and related components—sit at the 
intersection of industrial upgrading and global policy priorities. The world wants 
decarbonization, electrification, and energy transition hardware. China has become an 
exceptionally large supplier of that hardware. That creates a structural tension: the importing 
world is attracted to low-cost clean-tech equipment because it accelerates deployment, but 
domestic producers in importing countries often cannot match the price at scale, creating 
pressure for protection. 

Solar is a classic case of scale-driven cost collapse. The solar supply chain is multi-stage: 
polysilicon, wafers, cells, modules, and then the balance-of-system components that integrate 
panels into functioning generation systems. When one country dominates multiple stages and 
can coordinate capacity expansions, it can push prices down to levels that are difficult for 
smaller-scale producers to match. Lower prices expand global adoption, which looks like a 
public good, but they can also look like predation to competitors. Whether one interprets it as 
efficiency or as distortion often depends on one’s policy stance and industrial interests. 

Batteries are the other major pillar. Batteries are not just a product; they are a platform that 
powers EVs, grid storage, and consumer electronics. The battery supply chain includes mining 
and processing of critical minerals, cathode/anode materials, electrolyte and separator 
technologies, cell manufacturing, module and pack assembly, and battery management 
systems. China’s strength has often been in processing, materials, and manufacturing scale. As 
batteries become a core input for multiple industries, battery export capacity becomes 
strategically consequential. Batteries can be shipped as standalone products, embedded in 
vehicles, or embedded in storage systems. That flexibility makes battery-linked exports resilient, 
because demand can shift across applications while still flowing through the same industrial 
core. 
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Clean-tech is also where the “pricing frontier” becomes most visible. When global policy goals 
collide with domestic industry protection, price becomes political. A low price is simultaneously 
celebrated (as accelerating transition) and attacked (as undermining domestic industry). This 
creates unstable trade conditions: tariffs may rise even as climate goals intensify. For China’s 
trade surplus, clean-tech exports contribute both value and volume, but they also contribute to 
the likelihood of coordinated pushback. 

6.4 The margin story: price competition vs volume dominance 
A trade surplus can rise because exporters are capturing high margins, because they are 
capturing high volumes, or because they are capturing both. Sectoral upgrading often suggests 
higher value and potentially higher margins, but the recent Chinese export story in several 
categories is better described as volume dominance combined with aggressive pricing—
sometimes with thin margins. This distinction matters because it changes how we interpret the 
surplus and how we forecast its persistence. 

If the surplus is driven by high margins, it implies pricing power and perhaps scarcity or 
differentiated technology. High-margin surpluses tend to be more stable because firms can 
absorb shocks without cutting capacity. They can reduce output to preserve profitability. If the 
surplus is driven by volume dominance at low margins, the system behaves differently. It 
becomes more sensitive to demand fluctuations and more likely to generate price wars. Firms 
compete by cutting prices to keep factories running and to maintain market share. In such a 
regime, the surplus can remain large in nominal terms if volume continues to grow, but it can 
also become politically explosive because importing countries experience the competitive 
pressure as destabilizing. 

Volume dominance can arise from economies of scale, supply-chain coordination, and industrial 
policy support, but it can also arise from internal conditions: if domestic demand is weak, 
producers push outward more aggressively, and price competition intensifies. This is the 
coupling again. Import compression and weak internal absorption can indirectly drive export 
pricing behavior. The surplus then becomes not simply a sign of external “strength,” but also a 
sign of internal imbalance producing external pressure. 

In clean-tech, this margin-vs-volume tension is particularly acute. Rapid capacity expansion can 
lead to oversupply, forcing prices down. Low prices expand global adoption but also squeeze 
margins and increase allegations of dumping, even when the underlying driver is overcapacity 
rather than intent to destroy competitors. In vehicles, aggressive pricing combined with feature-
rich products can look like a strategic offensive, but it can also reflect intense domestic 
competition and the need to run large factories at high utilization. 
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The paper’s interpretive stance is therefore cautious: sectoral upgrading is real, but it does not 
necessarily imply monopoly-like pricing power. In several categories, China’s export success is 
better understood as an ability to operate at the extreme end of the cost curve and to scale 
volumes relentlessly. That creates the macro outcome—record surplus—while simultaneously 
increasing the probability of policy backlash abroad. In other words, the nature of what China 
exports now is inseparable from how the world reacts to the size of the surplus. 

 

7. The Political Economy Engine: Production Bias and Capacity 

7.1 Investment-heavy growth and the production-first incentive structure 
To understand why a record trade surplus can persist, one has to look beyond trade policy and 
into the internal machinery of growth. A large, sustained surplus is rarely an accident. It is 
typically the macro signature of a political economy that repeatedly chooses production 
capacity over domestic absorption. In China’s case, the enduring “production bias” is best 
understood as an incentive structure: policies, institutions, and financing channels that make it 
easier—and often more rewarded—to build capacity than to raise household consumption as a 
share of national income. 

Investment-heavy growth is not inherently irrational. For a developing economy, investing in 
infrastructure, industry, housing, and human capital can be an efficient way to raise productivity. 
The issue arises when the system remains investment-driven after it has already built large 
capacity and when the marginal productivity of new investment declines. In such a regime, 
growth targets, employment goals, and local performance metrics can keep investment flowing 
even when domestic demand is not growing fast enough to absorb the additional output. 

Several mechanisms reinforce a production-first bias. One is the relative ease of mobilizing 
capital for visible projects—factories, industrial parks, infrastructure—compared with the 
political and administrative complexity of raising household consumption. Boosting 
consumption sustainably often requires redistributing income shares, strengthening social 
safety nets, liberalizing services, and shifting the balance of bargaining power and risk away 
from households. That kind of rebalancing is slow, politically sensitive, and hard to measure as 
“success” within short administrative cycles. Building a factory, by contrast, is tangible, 
measurable, and can be linked to jobs and GDP. 

Another mechanism is the financing architecture. If credit, land policy, and local government 
incentives are structured to favor investment projects, the economy will naturally lean toward 
building. When capital is cheaper for producers than for consumers, output expands faster than 
spending. The external sector becomes the balancing valve: excess supply must find demand 
somewhere, and global markets become the pressure release. 
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A third mechanism is risk management. In systems that prioritize stability, production and 
investment can be viewed as controllable levers. Authorities can direct investment, coordinate 
industrial upgrading, and stabilize employment through projects. Household consumption, by 
contrast, is decentralized and harder to command. If policymakers are judged by growth and 
stability metrics, the bias toward controllable production levers becomes rational from their 
standpoint—even if it creates chronic external surpluses. 

The result is a macro configuration in which China’s industrial output can expand at a pace that 
outstrips domestic consumption growth. When that happens, exports are not simply 
opportunistic; they are structurally necessary to keep capacity utilized. This is the political 
economy engine behind persistent surpluses: a system that repeatedly expands production 
faster than it expands absorption. 

7.2 Excess capacity: definitions, indicators, and why it’s contested 
“Excess capacity” is a politically loaded phrase, and it is contested precisely because it sits at the 
border between economics and accusation. If one side says “excess capacity,” it can imply 
predatory intent or distortion. If the other side rejects the term, it can imply that the accuser is 
simply afraid of competition. The paper’s approach is to treat excess capacity as a measurable 
concept with multiple valid definitions, and to explain why people talk past each other. 

At its most basic, excess capacity exists when the productive capacity of an industry exceeds the 
demand that can be profitably served at prevailing prices. But every word in that sentence is 
contested. What counts as “capacity”? Nameplate capacity, practical capacity, or utilization-
adjusted capacity? What counts as “demand”? Domestic demand only, or global demand? What 
counts as “profitably”? Profit at current prices, profit over a cycle, or profit including state 
support? Industries with long investment horizons often endure periods of low utilization 
without being “excess” in a strategic sense; they may be building for expected future demand. 
Conversely, industries can run high utilization today while still having excess capacity if margins 
collapse and new plants continue to come online. 

Indicators help, but each indicator has caveats: 

• Capacity utilization rates: Low utilization is the classic sign, but utilization can be 
managed, reported inconsistently, or temporarily depressed by shocks. High utilization 
does not prove the absence of excess if prices are collapsing or inventories are rising. 

• Inventories and price trends: Rising inventories and falling prices suggest supply 
outrunning demand. But price declines can also reflect genuine productivity gains, 
learning curves, and competitive efficiency. 
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• Profitability and cash flow: Persistent losses at the industry level are hard to dismiss, but 
profitability can be influenced by accounting practices, financing terms, and implicit 
support. 

• Investment flows: Continued investment despite weak prices and margins suggests 
either expectation of future demand or an incentive structure that rewards building 
regardless of returns. 

• Export surges: Rapid export growth in an industry can signal that domestic markets 
cannot absorb output. But export success can also reflect global competitiveness 
unrelated to domestic weakness. 

Why is excess capacity contested? Because the same facts can support different narratives 
depending on the frame. If you start from a market-competition frame, falling prices and rising 
exports can be read as efficiency: the world is benefiting from lower-cost supply. If you start 
from an industrial-policy frame, the same pattern can be read as distortion: public support or 
protected domestic conditions are enabling output beyond sustainable market clearing. If you 
start from a political frame, “excess capacity” becomes shorthand for “your industrial strategy is 
hurting ours,” and the debate shifts from measurement to legitimacy. 

The deeper reason excess capacity is contested is that global manufacturing is not a textbook 
market. It is shaped by national priorities, security concerns, employment policy, and long-term 
technology races. In such a world, “capacity” is not merely an economic variable; it is a strategic 
asset. That makes the term inherently political. 

This paper uses the concept in a disciplined way: excess capacity is treated as a structural 
tendency within a production-biased growth system, especially when domestic demand is 
constrained. It is not used as an accusation of malicious intent. It is used as an explanatory 
bridge between internal incentive structures and external surplus outcomes. 

7.3 When surplus becomes strategy—intentionally or not 
A large trade surplus can emerge without being a conscious plan. But once it exists, it can 
become strategic even if it was not originally intended as such. This is the key point: in political 
economy, outcomes can acquire strategic meaning after the fact. A surplus that begins as the 
byproduct of investment-heavy growth and weak consumption can become a tool—or be 
treated as a tool—because it generates leverage, dependence, and influence. 

There are at least three ways a surplus becomes strategic without a central blueprint. 

First, surplus as employment stabilizer. If domestic absorption is insufficient, exports become 
the mechanism to keep factories running and workers employed. In that sense, maintaining 
export performance becomes a stability imperative. It does not require an explicit policy of 
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“maximize surplus.” It requires a policy of “avoid unemployment and industrial contraction,” 
which can naturally translate into export support measures, competitive pricing, and relentless 
market seeking. 

Second, surplus as industrial dominance amplifier. Once exporters have scale, they can invest in 
R&D, iterate products quickly, and sustain the supplier ecosystems that keep costs low. The 
surplus supports a cycle: large export volumes sustain capacity, capacity sustains cost 
advantage, cost advantage sustains more export volumes. Even if the initial condition was 
internal imbalance, the export system can become self-reinforcing. Over time, the surplus is no 
longer just a symptom; it becomes part of the mechanism that preserves industrial leadership. 

Third, surplus as geopolitical exposure point. Importing countries become dependent on low-
cost goods, machinery, electronics, or clean-tech hardware. That dependence can be framed as 
vulnerability, prompting countermeasures. But it can also be framed as leverage for the 
exporter, even if the exporter never explicitly wields it. The mere possibility that supply could be 
disrupted—by politics, conflict, or policy retaliation—changes how importing countries plan. In 
this way, the surplus becomes strategic simply because it concentrates supply relationships. 

There is an important asymmetry here. A surplus can become strategic for the exporter, but it 
can also become strategic for the importers as a motivation to react. In other words, the 
“strategy” can be on both sides: the exporter may see surplus-driven production as necessary 
for stability and technological progress, while importers see the same pattern as a threat to 
their industrial base. The resulting cycle is not necessarily driven by bad faith. It is driven by 
incompatible constraints. 

This section’s central message is that the trade surplus is not just a trade variable. It is the 
external projection of an internal political economy. When growth is biased toward building 
capacity, and when domestic demand is not absorbing output, the surplus becomes the natural 
release valve. Over time, that release valve hardens into a system: a production-first incentive 
structure that generates export pressure, which then generates foreign pushback, which then 
generates further adaptation and diversification. The surplus becomes strategic not because 
someone wrote “surplus strategy” on a whiteboard, but because the system’s survival and 
power dynamics begin to depend on it. 

 

8. Exchange Rates, Prices, and the Real Competitiveness Channel 

8.1 Real exchange rate intuition without hand-waving 
“Exchange rate” talk often collapses into slogans: currency manipulation, cheap exports, 
expensive imports. But the mechanism that matters for trade balances is not the nominal 
exchange rate by itself. It is the real exchange rate: the price of one country’s goods and services 
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relative to another’s after adjusting for inflation and cost levels. The real exchange rate answers 
a simple question: how many domestic resources are required to obtain a comparable basket of 
foreign goods, and how expensive do domestic goods look to foreign buyers? 

A useful intuition begins with competitiveness as a relative-price problem. If domestic costs rise 
faster than foreign costs, domestic goods become relatively expensive, exports tend to soften, 
and imports tend to rise because foreign goods look cheaper. If domestic costs rise more 
slowly—or fall—domestic goods become relatively cheaper, exports become more attractive, 
and imports become less attractive. The real exchange rate packages those relative price 
movements into one macro indicator. 

Three channels move the real exchange rate. 

First is the nominal exchange rate. If the domestic currency depreciates against the dollar, the 
foreign-currency price of domestic exports can fall, making exports more competitive. Imports 
become more expensive in domestic currency, which tends to suppress import demand. This is 
the simple story, and it matters, but it is not the whole story. 

Second is domestic inflation (or deflation). Even if the nominal exchange rate is stable, if 
domestic prices fall relative to foreign prices, domestic goods become cheaper in real terms. 
This is equivalent, in many trade effects, to a depreciation. Conversely, if domestic prices rise 
faster than foreign prices, domestic goods become more expensive in real terms, similar to an 
appreciation. In this sense, a country can gain real competitiveness without moving its nominal 
exchange rate at all—simply through relative price changes. 

Third is productivity and cost structure. If productivity rises faster than wages and other costs, 
unit labor costs can fall even as wages rise, improving competitiveness. Conversely, if wages rise 
faster than productivity, unit costs rise and competitiveness erodes. This productivity-cost 
channel is one of the deep reasons manufacturing systems can sustain export strength even 
when the nominal exchange rate does not move dramatically. 

The key discipline is to avoid attributing everything to “currency.” If China’s surplus rises, it 
might not be because the nominal yuan-dollar rate moved in a decisive way. It can be because 
China’s domestic prices and costs behaved differently than those of trading partners, producing 
a real competitiveness gain. This can occur through deflationary pressures, through productivity 
improvements, through supply-chain efficiencies, or through a mix of all three. The real 
exchange rate is the bridge that connects internal economic conditions to external trade 
outcomes without resorting to conspiracy narratives. 

8.2 Deflationary pressure and export pricing power 
Deflation is often discussed as a domestic problem: falling prices, weak demand, debt burdens. 
But deflation also has an external face. When domestic prices are under downward pressure, 
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exporters often gain pricing flexibility. They can lower export prices while preserving margins, or 
they can hold export prices and improve margins, depending on competitive conditions. Either 
way, deflationary pressure can translate into greater export competitiveness. 

There are multiple ways this happens. 

One is input-cost relief. If raw materials, intermediate inputs, or domestic services costs are 
falling, producers can deliver goods at lower cost. Even if the nominal exchange rate is 
unchanged, the foreign-currency price can become more attractive relative to competitors. 

Another is wage and employment dynamics. In a soft domestic environment, labor markets can 
loosen, wage growth can slow, and hiring can be more cautious. This can restrain unit labor 
costs. Export industries, especially those operating at scale, can convert that cost restraint into 
aggressive pricing. 

A third is the “utilization imperative.” If domestic demand is weak and firms have large fixed-
cost capacity, they are strongly incentivized to keep utilization high. High utilization spreads 
fixed costs over more units, lowering per-unit costs. But to keep utilization high, firms may cut 
prices in export markets. This is where export pricing can look like a strategic offensive when it 
is, in part, an internal equilibrium response to capacity and slack demand. The pricing power is 
not monopoly power; it is the power to survive and expand market share by operating at an 
extreme cost curve. 

Deflationary conditions also interact with substitution. If domestic producers are facing weak 
pricing at home, they seek margin wherever it exists. Export markets become the place to 
defend revenue and absorb output. This can intensify competition abroad, especially in sectors 
where China has scaled rapidly, such as clean-tech components and certain categories of 
manufactured equipment. Foreign producers then interpret the lower prices as “unfair,” and the 
policy cycle accelerates. The underlying macro story, however, remains: deflation and slack 
internal demand can increase the external competitiveness of exporters even without any 
explicit devaluation policy. 

This is why “pricing frontier” matters. In industries where global deployment is sensitive to 
price—solar panels, batteries, EV components—deflationary pressure and scale can push prices 
down fast. The world benefits from cheaper deployment, but incumbents suffer margin 
compression. The trade surplus rises, and geopolitical pushback grows. Export pricing power, in 
this frame, is not a single firm’s power; it is system-level power created by scale, cost structure, 
and domestic slack. 
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8.3 The feedback loop: weak demand → weaker imports → larger surplus 
The most important macro mechanism behind the post-2020 steepening is a feedback loop that 
ties domestic demand weakness to the external balance. This loop is simple in logic but 
powerful in aggregate. 

Start with weak domestic demand. When households save more and spend less, and when 
private investment is cautious, the economy’s absorption falls short of its production potential. 
Imports weaken because fewer foreign goods, inputs, and capital equipment are needed to 
satisfy domestic spending. This is the first step: weak demand compresses imports. 

Now consider what happens to producers facing slack domestic markets. If they have built 
capacity—factories, supply chains, inventory systems—they cannot easily shut it down without 
employment and financial consequences. They therefore seek external demand. Exports 
become the outlet to sustain production. If global demand is available, or if exporters can re-
route to new markets, export volumes remain robust. This is the second step: weak demand 
pushes output outward. 

As exports remain strong and imports remain weak, the trade surplus widens. That widening 
surplus, in turn, can reinforce the domestic conditions that created it. How? A large surplus can 
coincide with subdued internal consumption shares because income distribution and risk 
structures may continue to favor producers and savers over consumers. The external sector 
becomes the stabilizer, reducing the immediate urgency of domestic rebalancing. The system 
can continue to operate with an underpowered consumption engine because the export engine 
compensates. This is the third step: external success can postpone internal adjustment. 

The loop tightens further through price dynamics. Weak domestic demand contributes to 
disinflation or deflation, which improves real competitiveness. Improved real competitiveness 
supports exports and discourages imports. That widens the surplus further, which sustains 
capacity utilization and reinforces the production-first bias. In other words, domestic slack does 
not merely coexist with a surplus; it can mechanically generate one and then be perpetuated by 
it. 

There is also a policy-feedback variant of this loop. A large surplus triggers foreign pushback: 
tariffs, anti-dumping cases, and de-risking policies. In the short run, these measures can reduce 
exports to specific markets. But if exporters are resilient, they re-route, cut prices, or move up 
the value chain to maintain overall exports. If domestic demand remains weak, the pressure to 
export remains intense, so the adaptation continues. The result can be a more geographically 
diversified export profile and a surplus that persists even under external resistance. Foreign 
policy thus becomes part of the loop: restrictions generate adaptation, adaptation preserves 
exports, preserved exports keep the surplus large. 
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The takeaway of this section is that competitiveness is not only a story of “better products.” It is 
also a story of relative prices, domestic slack, and macro accounting. The real exchange rate 
links internal conditions to external outcomes. Deflationary pressure can enhance 
competitiveness without overt currency moves. And the weak-demand loop can simultaneously 
compress imports and push production outward, widening the surplus even when the global 
political environment is hostile. This is why the record surplus is not just a trade story. It is a 
macro-structural story written in prices. 

 

9. Global Response: Pushback, Tariffs, and “De-risking” 

9.1 Trade defense tools: tariffs, anti-dumping, and industrial policy 
When a large and persistent surplus meets politically sensitive sectors, the policy response 
rarely stays rhetorical. It becomes procedural. Most advanced and many emerging economies 
have a toolkit designed precisely for moments when domestic producers argue that import 
competition is no longer “normal market pressure” but something structurally destabilizing. The 
tools differ in legal basis and political framing, but they tend to converge on one goal: slow the 
import surge, buy time for domestic adjustment, and preserve strategic industrial capacity. 

Tariffs are the blunt instrument. They raise the price of imported goods at the border, either 
across broad categories or targeted products. Broad tariffs are politically simple and visually 
decisive, but they are economically messy: they can raise consumer prices, invite retaliation, 
and distort supply chains in ways that are hard to control. Targeted tariffs aim to minimize 
collateral damage by focusing on specific product lines—often those tied to employment-heavy 
industries or those with symbolic national value. 

Anti-dumping and countervailing duty cases are the more legalistic instruments. They allow 
governments to argue that imports are priced below “normal value” or are benefiting from 
subsidies that distort competition. In practice, these cases become a hybrid of law, economics, 
and domestic politics. They require evidence, hearings, and administrative findings, which gives 
them legitimacy and time. They also allow selective targeting: a government can apply pressure 
in a specific sector without formally declaring an across-the-board trade war. 

Safeguards are a third category: emergency measures that can be justified by sudden surges 
causing “serious injury” to domestic industry, regardless of whether dumping or subsidies are 
proven. Safeguards are useful when the political need to act outruns the time required for 
detailed investigations. They function as a pressure valve in moments when import volumes are 
rising faster than domestic adjustment can occur. 

But in the current era, perhaps the most consequential “trade defense” is industrial policy. 
Tariffs and duties slow imports; industrial policy builds an alternative supply base. Governments 
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respond to competitive pressure by subsidizing domestic production, offering tax credits, 
financing strategic plants, and supporting R&D, workforce development, and local supply chains. 
This response is often framed not as protectionism but as resilience: “we are building capacity 
at home.” The practical effect is a partial re-shoring or friend-shoring of strategic industries, 
especially those linked to electrification, semiconductors, defense-adjacent electronics, and 
critical materials. 

The macro link to China’s surplus is direct. The larger and more persistent the surplus, the more 
credible the political argument becomes that market forces alone will not rebalance trade fast 
enough, and the more attractive it becomes for governments to use a mixture of tariffs and 
industrial policy to accelerate adjustment on their own terms. 

9.2 Strategic sectors and the “security” reframing of trade 
A crucial shift in the global response is rhetorical but also structural: trade is increasingly framed 
as security. This reframing changes what governments are willing to do and how they justify it. 
Traditional trade disputes revolve around prices, fairness, and rules. Security framing shifts the 
debate to vulnerability, dependence, and strategic autonomy. 

In the security frame, the central question is not “Are the imports cheap?” but “What happens if 
supply is disrupted?” This is why certain sectors attract disproportionate attention even if their 
share of total trade is smaller than commodities or basic consumer goods. The sectors that 
trigger security framing tend to share three properties: they are foundational inputs to multiple 
industries, they are technologically complex or hard to substitute quickly, and they have military 
or infrastructure adjacency. 

Semiconductors are the canonical example: they are embedded in everything from 
smartphones to industrial automation to weapons systems. Batteries and critical minerals follow 
a similar logic because electrification links them to vehicles, grid storage, and defense logistics. 
Telecom equipment, advanced machine tools, sensors, and power electronics also fall into the 
“dual-use” suspicion zone. Even when the traded products are civilian, the infrastructure 
dependency becomes the security argument. 

Once trade is framed as security, policy tools expand beyond tariffs. Export controls become 
central: restricting what can be sold to certain entities or used in certain end applications. 
Investment screening increases: limiting foreign ownership or influence in strategic industries. 
Procurement rules shift: governments require domestic content or trusted suppliers for public 
projects. Data and digital regulations harden: platforms and cloud services become part of 
national resilience planning. None of these instruments are “trade policy” in the narrow sense, 
but they shape trade flows profoundly. 
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Security framing also changes coalition dynamics. Trade disputes are usually bilateral or 
sectoral. Security framing creates alliances: “trusted networks,” coordination on standards, joint 
financing for supply chains, and shared restrictions on sensitive technologies. This is the 
architecture of de-risking: not full separation, but a controlled reduction in dependence and a 
deliberate rerouting of the most sensitive supply chains. 

The deeper point is that a record surplus is not merely an economic irritant; it can become 
evidence in a security narrative. Persistent dominance in strategic sectors is interpreted as 
potential leverage—whether or not leverage is ever exercised. That perception alone can drive 
policy. 

9.3 Why partner countries may push harder after a $1.2T surplus 
A surplus at the scale of roughly $1.2 trillion changes thresholds. Even countries that prefer 
open trade can face domestic political limits when import competition appears to intensify 
faster than wages, employment, or industrial adaptation can handle. After a certain point, 
policymakers interpret the surplus as a sign that the global system is not self-correcting. That 
interpretation becomes the justification for stronger intervention. 

There are several reasons pushback tends to intensify after a record. 

First is the credibility of the “diversion” story. If exports to one major market fall while 
shipments to many other markets rise, third countries can feel like the new absorber of 
redirected capacity. Whether the diversion is direct, indirect, or simply the result of a globally 
competitive exporter expanding everywhere, the political perception is similar: “pressure in one 
place is being redistributed to us.” That perception mobilizes domestic industries and unions, 
which then pressure governments to respond. 

Second is the “capacity signal.” A record surplus suggests not only that exports are strong today, 
but that the underlying production system is capable of delivering huge volumes for years. 
Partner countries interpret this as a forward-looking threat: even if their industries can survive 
current competition, what about the next wave—vehicles, batteries, machinery, solar 
components, industrial electronics? A record surplus becomes a forecast in political form, and 
policy often reacts to forecasts rather than to realized damage alone. 

Third is the wage-and-employment constraint. Import competition is most politically explosive 
when it hits sectors with concentrated employment and visible industrial identity—autos, steel-
adjacent manufacturing, machinery hubs, and clean-tech manufacturing in regions where 
governments have promised “green jobs.” Even if consumers benefit from lower prices, 
concentrated job losses create concentrated political backlash. A record surplus raises the 
likelihood that multiple sectors will feel pressure simultaneously, which multiplies political 
intensity. 
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Fourth is the legitimacy problem. Many governments can tolerate import competition if they 
can tell a credible story that competition is fair, rules-based, and reciprocal. A record surplus 
makes reciprocity claims harder to sustain domestically. The public and domestic producers 
begin to ask: if the relationship is mutually beneficial, why does the imbalance keep widening? 
Policymakers may respond by tightening market access conditions, demanding reciprocity in 
procurement, imposing local content rules, or conditioning access on technology transfer and 
domestic investment. 

Fifth is strategic timing. Industrial policy programs often require multi-year commitments. 
Governments prefer to act early, before their domestic supply chains disappear, rather than 
late, after capabilities are lost and rebuilding becomes far more expensive. A record surplus can 
be treated as the “trigger moment” to accelerate interventions that were already being 
planned—tariffs, subsidy packages, screening rules, and standards-based barriers. 

The result is a predictable escalation dynamic: larger surplus → stronger pushback → export re-
routing and adaptation → continued surplus persistence → broader pushback. This is not 
inevitable in every case, but it is structurally plausible when the exporter has scale, the 
importers have political constraints, and the contested sectors overlap with security narratives. 

In this paper’s framework, the global response is not treated as purely protectionist reflex nor 
as purely righteous defense. It is treated as a system reaction: partner countries are responding 
to an external macro outcome that signals persistent competitive pressure, strategic 
dependence, and domestic political risk. A record surplus does not guarantee a trade war, but it 
raises the probability that the trading system will shift from price-based integration toward 
policy-shaped fragmentation—especially in sectors where technology, jobs, and security claims 
converge. 

 

10. Scenarios 2026–2030: Three Plausible Paths 

10.1 Soft landing: domestic demand strengthens, imports recover 
A “soft landing” scenario does not require China to abandon export strength. It requires the 
internal side of the balance—domestic absorption—to become stronger and more stable. In this 
path, China’s trade surplus narrows not because exports collapse, but because imports recover 
as household consumption and private investment strengthen relative to the post-2020 period. 

The core driver would be a re-activation of domestic demand. This can happen through a mix of 
improved consumer confidence, stronger labor-market conditions, and a reduced need for 
precautionary saving. If households feel more secure—about jobs, housing wealth, healthcare 
costs, and the future—consumption tends to rise. That typically increases imports directly 
(consumer goods, foreign-branded goods, travel-related services, higher-end food and lifestyle 
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imports) and indirectly (imported components embedded in domestic production responding to 
higher demand). 

A soft landing could also be supported by a managed stabilization of the property sector. The 
goal would not be to return to a property-led boom, but to reduce the negative wealth and 
confidence effects that depress consumption. Stabilization can shift the psychology from 
“defensive saving” to “normal spending,” and this shift often matters more than any single 
policy measure. Even modest improvements in sentiment can move aggregate demand when 
applied to a large population. 

On the investment side, the soft-landing path implies a partial shift toward consumption-
oriented growth and services expansion. Services typically have different import intensities than 
heavy manufacturing; they can absorb labor without requiring the same scale of physical 
exports. As services expand, employment stability improves, and households spend more, 
which again pulls imports upward. The surplus narrows. 

Geopolitically, this scenario is the most stabilizing. If the surplus narrows, partner countries feel 
less urgency to escalate trade defense measures. Some restrictions remain, especially in 
strategic sectors, but the overall environment becomes less zero-sum. The political temperature 
cools because the trend line looks less threatening. The “record surplus” becomes a peak rather 
than a new plateau. 

Key signatures of this scenario would include: higher retail sales growth relative to industrial 
output, improved consumer confidence proxies, a steadier property market, rising import 
volumes (especially consumer and intermediate goods), and less aggressive export price cutting. 
The surplus might remain large, but it would stop steepening—and that is what matters for the 
politics of response. 

10.2 Fragmentation: escalating barriers and forced regionalization 
In a fragmentation scenario, the world does not wait for China’s domestic demand to rebalance. 
Instead, partner countries increasingly reshape the trade environment through policy. This does 
not necessarily mean “total decoupling.” It means the gradual construction of regional blocs, 
trusted supply networks, and sector-specific walls that force trade patterns to regionalize. 

The mechanics are familiar by now: more tariffs and anti-dumping cases in sensitive sectors; 
stronger local-content rules; industrial subsidies aimed at building domestic alternatives; tighter 
export controls and investment screening; and standards regimes that act like non-tariff 
barriers. Over time, firms respond by re-architecting supply chains. Some production shifts to 
“friend-shored” locations; some becomes multi-track (one product line for one bloc, another for 
another bloc); and some global integration becomes too expensive to maintain. 
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In this scenario, China’s surplus could evolve in two possible directions. It could narrow if 
barriers successfully limit China’s access to high-value markets and if re-shoring reduces imports 
from China across many countries. But it could also remain large if China’s export machine 
successfully reorients toward less restrictive markets, if domestic substitution reduces imports, 
and if China continues to dominate in categories where alternatives remain more expensive. 
Fragmentation does not automatically solve imbalances; it often changes who trades with 
whom and at what cost. 

What fragmentation reliably does is raise global friction. Costs rise because supply chains lose 
some efficiency. Redundancy increases because multiple blocs build overlapping capacity. Prices 
can become more volatile because supply becomes less fungible across markets. And the 
politics become more brittle, because economic relationships are increasingly interpreted 
through strategic lenses. 

For China, fragmentation would likely intensify the diversification logic described earlier. Exports 
become more oriented toward markets with fewer barriers, while firms develop compliance 
strategies for markets with higher barriers. Some exports move through joint ventures or 
overseas production to qualify as “local.” Some product categories are redesigned to meet 
different regulatory regimes. The export machine becomes more complex rather than weaker. 

Key signatures of fragmentation would include: rising trade defense cases across multiple 
jurisdictions, expanding subsidy regimes and local-content rules, growth of regional trade 
corridors and “trusted supplier” procurement, increasing divergence in standards, and a visible 
shift of final assembly capacity into third countries to serve restricted markets. The surplus’s 
path could be ambiguous, but the world’s economic map would become more blocky. 

10.3 Overcapacity spiral: margin compression, volume battles, and instability 
The overcapacity spiral scenario is the most economically turbulent and politically combustible. 
It occurs when production capacity continues to expand faster than global demand, while 
domestic demand remains too weak to absorb output and foreign markets begin to resist. Firms 
respond with aggressive price competition to maintain utilization, which compresses margins. 
Lower margins increase financial stress. Financial stress encourages even more volume-pushing 
behavior because cash flow becomes urgent. The system can enter a self-reinforcing cycle: low 
prices → high volume → more pushback → more re-routing and price cutting → deeper margin 
compression. 

This scenario does not require malicious intent. It is what can happen when an economy has 
very large fixed-cost industrial capacity, when employment and stability depend on keeping 
factories running, and when the global market cannot absorb the output at profitable prices. 
The result resembles a global price war across several sectors at once—especially those where 
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China has expanded fastest and where products are relatively commoditized (or becoming 
commoditized) through scale and learning curves. 

Clean-tech is a prime candidate for overcapacity dynamics because capacity expansions can be 
rapid and demand is policy-sensitive. If global adoption accelerates, overcapacity can be 
absorbed; if policy slows or if financing tightens, inventories rise and prices collapse. The same 
logic can apply to batteries, certain electronics components, and even vehicles if multiple 
producers fight for share in a slowing market. When these sectors become the main drivers of 
export growth, the export system can remain strong in volume terms even as profitability 
deteriorates. 

Politically, an overcapacity spiral amplifies trade conflict. Importing countries experience intense 
competitive pressure and respond with more barriers. Those barriers reduce market access, 
which further concentrates exporters’ attention on the remaining open markets, intensifying 
competition there. This is how a local price war becomes global: the competitive pressure is 
displaced across regions. Domestic industries in many countries mobilize for protection 
simultaneously, creating the conditions for coordinated pushback. 

Financially, margin compression can cause instability. Firms may rely more on credit support, 
restructuring, or consolidation. Local governments may resist closures to protect employment, 
prolonging the cycle. The export system continues to push outward, but with increasing friction 
and rising political cost. The surplus could remain high because volumes remain high and 
imports remain weak, but the quality of that surplus deteriorates: it becomes a surplus 
generated under stress rather than under healthy competitiveness. 

Key signatures of the overcapacity spiral would include: sustained declines in export unit prices 
in key sectors, rising inventories, industry-wide profit margin collapse, increased bankruptcies or 
restructurings, rapid consolidation efforts, and escalating trade defense actions across multiple 
regions. The surplus number might still look impressive, but it would be masking growing 
internal strain and external conflict. 

Summary of the three paths 
These scenarios are not mutually exclusive across sectors. The world could see a soft-landing 
pattern in consumption while simultaneously seeing fragmentation in strategic technologies and 
overcapacity dynamics in specific industrial categories. The purpose of the scenarios is to clarify 
what to watch. If domestic demand strengthens, imports recover, and pricing stabilizes, the 
surplus can ease without crisis. If barriers escalate and supply chains regionalize, the surplus 
may persist but the world becomes less efficient and more tense. If capacity races ahead of 
demand and margins collapse, the surplus may become a symptom of instability rather than 
strength. 
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11. A Practical Framework: How to Talk About Trade Imbalances Clearly 

11.1 Four measurable drivers: demand, capacity, prices, policy 
Trade debates often fail because they mix moral judgment, political identity, and economic 
measurement into a single heated sentence. The result is high emotion and low clarity. A 
practical framework should do the opposite: separate drivers, identify what can be measured, 
and allow disagreement without collapsing into propaganda. For the purposes of this paper, 
four drivers explain most of the movement in large trade imbalances and can be tracked with 
real indicators: demand, capacity, prices, and policy. 

Demand is the absorption side. It answers: how much is the economy spending relative to its 
production? When demand is weak, imports tend to weaken and producers tend to seek foreign 
markets. Demand can be proxied by household consumption growth, retail sales, consumer 
confidence, private investment, and the contribution of consumption to GDP growth. On the 
trade side, demand shows up in import volumes, especially in categories tied to domestic 
spending: consumer goods, discretionary items, and intermediate inputs tied to consumer 
production. 

Capacity is the production side. It answers: how much can the economy produce, and how 
strongly does it feel compelled to keep producing? Capacity can be tracked through industrial 
output, capacity utilization, fixed-asset investment in manufacturing, sector-level production 
data, and indicators of inventory accumulation. The capacity question becomes acute when 
capacity grows faster than domestic demand and when export markets are required to keep 
utilization high. 

Prices translate demand and capacity into trade values. The trade balance is measured in value 
terms, so prices—commodity prices, export unit prices, import prices, and domestic 
inflation/deflation—can move the balance without major changes in physical volumes. This is 
where the real exchange rate channel enters: relative prices matter more than slogans about 
currency. In practice, one should track export prices (unit value indices where available), import 
prices (especially energy and industrial materials), and domestic price pressures that alter real 
competitiveness. 

Policy shapes the playing field. It includes tariffs and trade defense measures, but also industrial 
subsidies, procurement rules, standards regimes, export controls, investment screening, and 
financial conditions that affect both capacity expansion and consumer demand. Policy is often 
the driver that explains why trade patterns shift geographically even when overall volumes 
remain strong. It is also the driver that determines whether an imbalance is allowed to persist, 
is forced to adapt, or is partially contained. 
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This four-driver framework has a key advantage: it prevents single-cause thinking. If someone 
says, “China’s surplus is just currency manipulation,” the framework forces the question: what is 
happening to domestic demand, import volumes, commodity prices, and policy barriers? If 
someone says, “It’s all overcapacity,” the framework asks: where are the utilization and margin 
signals, and what does demand explain? If someone says, “It’s all protectionism abroad,” the 
framework asks: why were imports weak before the latest barriers, and what does domestic 
absorption show? Clarity improves because the conversation becomes diagnostic rather than 
accusatory. 

11.2 What would falsify the main claims of this paper 
A good structural argument should be falsifiable. The main claim of this paper is that the rapid 
rise in China’s trade surplus into 2025 is best explained as a coupled system: export resilience 
plus import compression, reinforced by price dynamics and by a production-biased incentive 
structure. What evidence would contradict or weaken that claim? 

First, if imports recover strongly while domestic demand remains weak, the import-compression 
thesis would be weakened. The paper’s model expects weak domestic demand to suppress 
imports. If, instead, import volumes and values rise substantially without a clear rebound in 
consumption and private investment, we would need a different explanation—perhaps a large 
shift toward import-intensive industrial upgrading, commodity re-stocking, or policy-induced 
changes in sourcing. 

Second, if exports to non-U.S. markets do not rise meaningfully, the export-resilience thesis 
would be weakened. The paper argues that diversification away from the U.S. helped sustain 
exports. If the data show that exports did not materially re-route and that overall export 
performance is driven mainly by a single region or by a one-off price spike rather than broad 
market expansion, the resilience narrative would need revision. 

Third, if price effects explain most of the surplus increase, then the structural story would need 
to be qualified. The paper treats commodity cycles and pricing as multipliers, not as the 
underlying cause. If the surplus increase is primarily the result of falling import prices (especially 
energy and materials) combined with stable export volumes, then the narrative shifts toward a 
valuation story rather than a deep structural shift. The surplus would still be “real” in nominal 
terms, but its interpretation would change. 

Fourth, if sector-level indicators show no meaningful signs of capacity pressure—no rising 
inventories, no margin compression, no evidence of utilization-driven pricing—then the 
production-bias and capacity story becomes less compelling. The paper does not require a 
crisis-level overcapacity spiral, but it does imply that capacity and utilization incentives matter. If 
firms are enjoying stable margins, if utilization is healthy, and if export pricing is not aggressively 
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competitive, then the “capacity pressure” explanation would be weaker and the story would 
lean more toward genuine high-value competitiveness and steady external demand. 

Fifth, if policy pushback fails to intensify despite a large surplus, the political-economy feedback 
story would need adjustment. The paper argues that record surpluses increase the probability 
of trade defense and de-risking behavior. If the global response remains muted, it could imply 
that importers are prioritizing low prices, that domestic industries are less threatened than 
assumed, or that geopolitical framing is less decisive than expected. 

These falsifiers matter because they keep the analysis honest. The goal is not to defend a 
narrative; it is to establish a disciplined way to interpret a macro outcome. A record surplus can 
be caused by multiple mixes of drivers. The paper’s claim is about the most plausible mix given 
the pattern of the curve and the contemporaneous policy environment. If the mix changes, the 
conclusion should change. 

11.3 The disciplined vocabulary: avoiding moral panic and propaganda 
Trade debates deteriorate when language becomes a weapon rather than a tool. A disciplined 
vocabulary does not eliminate disagreement; it makes disagreement precise. The goal is to 
avoid two common failure modes: moral panic and propaganda. 

Moral panic language turns economics into apocalypse: “they are destroying our economy,” “we 
are being conquered by imports,” “this is an existential threat.” Sometimes industries really do 
face serious injury, and sometimes security risks are real. But panic language tends to skip 
measurement and jump to mobilization. It makes every number a symbol of humiliation or 
aggression. Once that happens, policy becomes performative. 

Propaganda language turns complexity into a single villain: “manipulation,” “cheating,” 
“imperialism,” “racism,” “globalists,” “capitalist plot,” “state plot.” These words are not always 
wrong, but they are often used as substitutes for evidence. Propaganda compresses multiple 
drivers into one moral story, which makes it emotionally satisfying and analytically useless. 

A disciplined vocabulary uses terms that correspond to measurable claims: 

• Use “domestic absorption” instead of “people aren’t spending.” Absorption can be 
observed through consumption, investment, and import demand. 

• Use “import compression” instead of “they’re hoarding money.” It points to the 
measurable import side of the balance. 

• Use “export resilience” instead of “they’re flooding the world.” Resilience implies re-
routing, diversification, and sustained performance under friction—measurable in 
destination and sector data. 
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• Use “capacity expansion” and “utilization pressure” instead of “overproduction” as a 
moral claim. Capacity and utilization can be tracked and debated. 

• Use “price competition” and “unit value trends” instead of “dumping” unless the legal 
and evidentiary standard is being met. 

• Use “trade defense” and “industrial policy response” instead of “protectionism” when 
the instruments are legally framed and politically motivated by domestic adjustment. 

• Use “security framing” instead of “paranoia,” because the point is not to validate or 
mock the concern but to identify the policy logic that follows from it. 

Most importantly, disciplined language preserves asymmetry: a surplus can be simultaneously a 
sign of competitiveness and a sign of weak domestic demand. It can be simultaneously good for 
consumers abroad and disruptive for workers in specific industries. It can be simultaneously 
consistent with market competition and intensified by industrial policy. The truth in trade is 
often double-sided, and language should be able to hold that without collapsing into slogans. 

If the reader adopts this vocabulary, trade debate becomes more productive. The question 
stops being “Who is evil?” and becomes “Which driver is dominant right now—demand, 
capacity, prices, or policy—and how do we know?” That is the kind of question a serious paper 
can answer, and it is the kind of question that prevents the discussion of a $1.2 trillion surplus 
from becoming either moral theater or informational warfare. 

 

12. Conclusion: The Surplus as a System Outcome 

12.1 The integrated explanation in one paragraph 
China’s 2025 record goods trade surplus is best understood as the emergent output of a 
coupled system rather than a single-cause event: export resilience remained strong even as the 
U.S. channel tightened, because markets diversified and logistics-finance platforms sustained 
delivery at scale; simultaneously, imports were compressed by weak domestic absorption—
household precautionary saving, property-sector drag, and substitution that reduced reliance 
on foreign inputs—while commodity-price and domestic-price dynamics reinforced real 
competitiveness. Underneath these near-term mechanisms sits a political economy with a 
persistent production-first incentive structure: capacity expansion is easier to mobilize and 
measure than consumption-led rebalancing, so the external sector becomes the pressure-
release valve that keeps utilization, employment, and industrial ecosystems stable. The surplus 
is therefore not just “trade,” and not merely “strategy,” but a system equilibrium formed by 
domestic demand weakness plus scalable, adaptive export capacity operating inside a policy 
environment that increasingly treats trade as security. 
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12.2 Implications for China, the U.S., and the trading system 
For China, the implication is that the surplus will remain politically costly abroad unless the 
internal absorptive engine strengthens. Export competitiveness can be a genuine achievement, 
but when it is paired with muted imports and capacity pressure, it produces a surplus profile 
that invites coordinated pushback. If China wants a less hostile external environment, the 
“solution” is not primarily messaging; it is macro structure: higher household income share, 
stronger consumption confidence, and a growth mix that does not require the rest of the world 
to absorb so much incremental output. Absent that, China’s exporters will continue to adapt 
and diversify, but at the cost of mounting trade defense actions and a gradual hardening of 
market access in precisely the sectors China is upgrading into. 

For the United States, the implication is that bilateral tools alone are unlikely to deliver the 
outcomes implied by their rhetoric. If China’s export machine can re-route, tariffs can shift trade 
patterns without reducing global export totals—and the political pressure may simply be 
displaced into other partners’ markets. The U.S. therefore faces a choice between (a) living with 
a world in which cheap Chinese supply accelerates consumer welfare and certain technology 
transitions but stresses domestic industry, or (b) committing to sustained industrial policy and 
resilience-building that is expensive, slow, and politically difficult, but reduces dependence in 
strategic sectors. Either choice carries costs. The key is to recognize that the surplus is not just a 
bilateral grievance; it is a global system outcome that will not be “fixed” by a single negotiation. 

For the trading system, a record surplus at this scale increases the probability that trade 
governance shifts from a rules-first framework to a power-and-security-first framework. As 
more countries treat industrial capacity as strategic and supply-chain dependence as 
vulnerability, trade defense tools and industrial subsidies become normalized rather than 
exceptional. The world may not fragment into two clean blocs, but it is likely to thicken into 
overlapping regional and sectoral regimes—some open, some restricted, many politicized. The 
practical consequence is that efficiency will increasingly compete with resilience as the 
organizing principle of trade. When resilience wins, costs rise, duplication increases, and “who 
supplies what” becomes a question answered as much by policy as by price. 

12.3 What to watch next: data signals that matter 
If the reader wants to track whether the surplus is peaking, persisting, or transforming, the 
following signals matter more than headlines: 

Domestic absorption signals 

• Household consumption growth relative to industrial output: a sustained rise in 
consumption’s contribution to growth would indicate import recovery potential and a 
narrowing surplus path. 
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• Consumer confidence and precautionary saving proxies: if households are less defensive, 
imports usually follow with a lag. 

• Property-sector stabilization indicators: not a boom, but fewer negative spillovers into 
household wealth and local finance. 

Import behavior signals 

• Import volumes (not just values) in consumer goods and key intermediates: volume 
helps separate real demand recovery from price effects. 

• Commodity import values versus prices: a falling import bill can be “cheaper 
commodities,” not weaker activity; disentangling the two clarifies whether compression 
is structural. 

Export resilience and pricing signals 

• Destination mix: whether non-U.S. markets continue absorbing growth, or whether re-
routing is saturating and friction is rising. 

• Export unit values and sector price trends: persistent declines in unit values across key 
sectors would signal margin pressure and potential overcapacity dynamics. 

• Sector concentration: faster export growth in autos, batteries, solar, and machinery 
tends to correlate with stronger political pushback abroad. 

Policy and friction signals 

• The pace and breadth of trade defense cases (tariffs, anti-dumping, safeguards) across 
multiple jurisdictions: acceleration implies the global response is widening. 

• Industrial policy scale and local-content requirements in major markets: this indicates 
whether fragmentation is becoming structural rather than episodic. 

• Security-linked restrictions (export controls, procurement restrictions, screening): these 
are the strongest predictors of long-run regionalization. 

Taken together, these signals answer the paper’s central question: will the 2025 record prove to 
be a peak that normalizes as domestic demand recovers, or the start of a new regime in which 
capacity pressure and export resilience keep the surplus high while the world responds by 
hardening barriers and reshaping supply chains? The trade surplus is the visible number. The 
system underneath—demand, capacity, prices, and policy—is where the next chapter will be 
written. 
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