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Abstract

This article contends that the current trade crisis should not be read as the end of globalization,
but as the end of a long period of institutional evasion in the rules-based trading order. The fun-
damental challenge is no longer the reintroduction of tariffs or a bilateral US-China trade conflict,
but a structural transition in which China has moved from cost-driven manufacturing to technolog-
ically sophisticated, strategically critical sectors where subsidy, scale, finance, standards and export
capacity have systemic effects. The article explores how China’s industrial rise has unsettled West-
ern economies, especially as the focus of the competition has moved into strategic sectors such as
electric vehicles, solar technology, steel, semiconductors, critical minerals and technical standards.
The article also shows how the US and the EU have undermined their own liberal-trade position
through subsidy competition, tariff escalation, foreign-investment screening and industrial policy
activism. The disorder cannot be remedied through unilateral Western pressure or Chinese claims
to free-trade treatment while continuing to direct excessive subsidies toward mature, globally com-
petitive sectors. A constructive resolution of this crisis demands reciprocal realism: China must rein
in subsidies, provide greater transparency and rebalance growth toward domestic demand and the
US and the EU must embrace China as a long-term rule-shaping power. The paper concludes that
the worst-case scenario of divisive fragmentation can be avoided if governments define a coherent
framework of governed coexistence premised on WTO-consistent disciplines, subsidy transparency,

plurilateral agreements, reinforced dispute procedures and sector-specific restraint.
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1 Introduction - The Trade Order After the Tariff Shock

The easiest way to misrepresent the present trade order is to characterize it as the death of free trade. This
diagnosis is appealing since the observable evidence seems to lend weight to it. The WTO reports that, since
the mid-1990s, measures within the multilateral trading system have been instrumental in a protracted decline
in mean tariffs, with simple average MFN tariffs applied by WTO members falling from 13.2 percent in 1996 to
7.4 percent in 2021 and trade-weighted MFN average tariffs falling from 7.1 percent to 3.7 percent.[!] Much of
that liberalization took place in the ten years following the conclusion of the Uruguay Round Agreement and the
establishment of the WTO, when WTO members halved the percentage of applied MFN tariffs that had been
applied by WTO members in the decade following the Uruguay Round and Marrakesh Agreement. Against this
background, the escalation of tariffs, subsidy conflicts, anti-dumping actions, export restrictions and investment

screening appears ominous.!?

However, a more nuanced analysis suggests that it is not that trade liberalization
has ceased, but rather that the institutional arrangement which allowed the late twentieth-century trading order
to prosper has unraveled under the pressure of security politics, subsidy competition and the ascension of China
as an institutionalized industrial state.

That level of breakdown is no longer just anecdotal. The WTQO'’s recent trade-monitoring report cites the
value of global goods imports affected by new tariffs and other import-restrictive measures expanding more than
fourfold between mid-October 2024 and mid-October 2025, compared to the past twelve months, the highest
coverage in more than fifteen years of monitoring.!¥! Global Trade Alert echoes this, indicating that the overall
share of trade interventions by G20 countries during 2025 was catching up with 2023 and 2024, with tariff moves
reappearing as a serious barrier, along with the subsidy activism of a broader period.l*! But it is not only the
number that counts. The nature of the intervention has evolved. Today’s trade conflict is less about traditional
border controls and more about the blend of tariffs, state industrial support, export restrictions, standards,
procurement rules and restrictions on foreign investment, often justified through the language of security and
strategic autonomy.

At the same time, the trading system has not yet given way to autarky. The WTO’s March 2026 projections
suggest that world merchandise trade volume grew by 4.6 percent in 2025, well above the October 2025 predic-

(] That resilience

tion, because Al-related demand and trade diversion countered some of the tariff ramifications.
is genuine, but it should not be romanticized. The same WTO report expressed that trade policy uncertainty
remains historically high and only 72 percent of world trade is now conducted on MFN terms because of the
policy upheavals of 2025.1 Neither is the legal core of the system intact: the WTO Appellate Body still cannot
hear appeals because its vacant seats have not been filled since late 2019, demanding that willing members use
the provisional MPIA method rather than the universal dispute-settlement system the WTO was designed to
make available.[”] The system still moves goods, but it no longer reliably organizes expectations.

And this is exactly why the conventional story is far too narrow. It is not a question of whether the
US, China, or Europe is "protectionist” in an abstract sense. The real question — and the one that explains

why these three actors now act so differently, from so very different vantage points and with very different

consequences for the rest of the world — is rather this: why do China, the US and Europe now all deploy
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trade and industrial policy in pursuit of global strategic sectors, but under such radically different conditions
of influence, with certain effects ”spilling over” unevenly across the world? And why has this conflict become
so pronounced ever since the shift whereby China has morphed into a scale rival in electric cars, batteries,
solar equipment, semiconductors, wind tech, critical minerals, logistics in e-commerce and increasingly in the
technical standards that future markets hinge upon? Once an emerging economy’s industrial ascent moves from
low-technology, price-based competition to high-technology, ecosystem competition, what had once seemed (to
advanced economies) "normal trade” increasingly came to represent a challenge to their own industrial, then to
labor and finally to strategic sovereignty.

The central argument is even more ambitious. The current disorder is not just induced by Western hypocrisy,
although such hypocrisy is real, nor is it induced solely by the activism of the Chinese state, although this ac-
tivism is, of course, unavoidable. It is induced by a transition that the world trading order has not yet completed.
The United States and Europe internalized that China is simply too big, too technologically advanced and too
institutionalized to be treated as just another coming manufacturing power. China, on its part, has had to
realize that the catch-up industrialization that created its manufacturing preeminence is politically combustible
when adopted by globally dominant firms in already consolidated sectors. The main question is therefore tran-
sitional: a rising power is exhibiting the behaviors of a latecomer, while the incumbent powers are responding
by abandoning many of the liberal precepts they used to believe in.

Developments in 2025-2026 added even greater urgency to that reframing. While the second Trump term
instituted a record-setting pace of tariff hikes, according to the Yale Budget Lab its effective tariff rate aver-
aged 17.5 percent in January 2026 among the major industrial economies (the highest since the early 1930s)-
Washington and Beijing both indicated that indefinite tariff escalation is damaging:[® after their May 2026
summit, the two sides showed signs of a limited tariff rollback on agricultural products and of establishing a
process for rapid identification of non-strategic goods for tariff relief, even while maintaining strategic restric-
tions on others. The point is not that free trade has entered a new golden age. Each great power is being
forced to relearn, in the balance of power, that a general tariff war is economically costly and blunt and that
narrow de-escalation is mutually beneficial. This recognition has already created a path to move beyond today’s
stalemate in some way. But the worst-case outcome of a stalemate can only be avoided if today’s painful deal
is expanded into a public bargain. China must slow its excess subsidies to strategic sectors, while the United
States and Europe build the framework within which China’s role as a rule-shaper, rather than a pariah, is

accepted.

2 China’s Shift from Low-Cost Manufacturing to Strategic Indus-
trial Power

None of the Western irritation with China over trade emerged because Chinese exporters were adept, driven,
or numerous. For decades, advanced economies put up with - and in many ISIC sectors gained from - China

as a low-cost producer of manufactured products. The world political economy shifted when China shifted
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from being a low-cost producer of labor-intensive, low-technology goods, to providing a host of general-purpose
technologies for which scale, state finance and state coordination can change world competitiveness. OECD
data tells us that, during the 2005-2023 period, the five most subsidized industrial sectors vis-a-vis firm revenues
were: solar cells and modules, semiconductors, aluminum, shipbuilding and steel.l?) None of those are fringe
sectors. They are systems industries with heavy spillovers into energy, transportation, defense, machinery and
digital infrastructure.

Chinese firms in those sectors received subsidy support, relative to their revenues, that over the period was

[10] a4t the same

between four and eight times the subsidy support that firms in the rest of the world received,
time, while below-market borrowings increased from USD 22 billion in 2020 to in excess of USD 46 billion in
2023.1"1] The central issue is not simply import competition, but import competition supported by a financial

architecture that temporarily depresses capital costs for Chinese firms in sectors where scale and learning can

rapidly foreclose rivals.
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Figure 1: The earlier trade order reduced tariff barriers substantially; today’s crisis is less a collapse of trade
than a weakening of the rules that made openness predictable.

This becomes evident when one takes sectoral dominance into account. China’s dominance in solar manufac-
turing is now pronounced. CSIS, citing China Photovoltaic Industry Association data, notes that in 2024, China
is responsible for 93.2%, 96.6%, 92.3%, 86.4% of global production of polysilicon, wafers, solar cells and PV

[12] REN21 also reports that China is responsible for approximately 80% of the installed

modules, respectively.
capacity of the PV value chain and that it produces almost 630 GW of modules in 2024,['3] which nearly dou-
bles its annual domestic deployment, dominated by periods of excess supply. This is significant as it illustrates
the mechanism by which domestic subsidy, cheap finance, economies of scale and weak firm exit interact. At

this level of industry concentration, complaints from other countries are no longer just about "unfair trade” in

the narrow legal sense. But about the spatial concentration of industrial ecosystems, the tenuousness of entry
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barriers and the political salience of being able to maintain domestic capacities in allied economies.

Solar PV Manufacturing Shares Bl o

Source: C5IS 2025; China Photovoltaic Industry Association data
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Figure 2: China’s solar dominance extends across the value chain, making diversification costly, slow, and
politically sensitive.

This same dynamic now applies to a wide range of other products and industries, indeed, well beyond solar.
For steel, the OECD estimates that global excess capacity could reach 721 million MT by 2027;!'¥ Chinese steel
subsidisation rates are estimated to be ten times those of OECD countries;!'?) China’s steel exports have more
than doubled since 2020, setting a new record of 118 million MT in 2024;1'%! and planned capacity additions
between 2025 and 2027 total 165 million MT, predominantly in Asia, with China and India the key contributors.
China, in particular, has been a major source of cross-border investment related to new capacity. This is not
a normal competitive cycle in which more efficient firms displace less efficient ones; the current environment is
policy-aligned where subsidization and state guidance can support production for the long term, beyond where
it would normally go and where the cost of adjustment is exported to foreign producers, who then respond to

this challenge by imposing safeguards.
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China Steel Output and Exports B oy

Source: Reuters 2025; Reuters 2026; World Steel Association data
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Figure 3: Falling output does not remove the trade problem when exports remain historically high and excess
capacity is pushed outward.

Electric vehicles pushed this friction into the political mainstream because they made something that had
already occurred in less consumer-facing sectors more visible: what the EU complained about in the anti-subsidy
case, the market share of Chinese EVs sold in the EU increased to 8 percent-up from less than 1 percent-and was
expected to increase at a rapid clip for the foreseeable future,[!” as Brussels imposed definitive countervailing
duties in October 2024, ranging up to 35.3 percent for some producers.!'8! Reuters reported in early 2026 that
Chinese automakers had already doubled their share of the European market to 6 percent in 2025, despite
these measures and as of April 2026, Chinese brands still enjoyed triple-digit registration growth in the main
European countries.[?’) European concern, then, is not only the cheaper imports but whether climate policies,
consumer subsidies and the transition away from combustion engines will generate the market for a new strategic

reliance on Chinese-produced green technology.
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EU Duties on China-Made EVs B o

Source: Reuters 2025; AP 2024
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Figure 4: The EV case shows how subsidy concerns have moved from abstract trade friction into direct sector-
specific penalties.

It would nonetheless be analytically careless to explain China’s competitiveness solely through subsidies.
One of the most compelling counterarguments-and one that deserves to be taken seriously-is that in fact the
Chinese firms are often inherently more efficient: being larger-scale businesses, more integrated, less burdened
by overhead and innovating in far larger markets than anywhere else in the world. Rhodium Group’s 2026
study of EV cost competition makes this argument just as well: that state support in China is relevant, but
only explains part of the cost differential between BYD and Tesla in China,?! as the robust economics of its
scale, vertical integration and lower operating costs do the most work. If policy thinking focused dogmatically
on subsidy stories, Western policy anxiety would be unwarranted because Chinese success is artificial. Policy
should therefore focus on actual productive advantages that supplement state support, opaque finance and
standard-setting aspirations to magnify market distortion and intensify strategic anxiety.

That synthesis of real ability and state support is also palpable in China’s strategy for overseas expansion.
Chinese mining businesses have stepped up their foreign acquisitions:[>?! according to Reuters and other sources,
citing S&P Global and Mergermarket data, there has been a dramatic rise in major foreign deals in mining
(seven in 2025 compared with four in 2024); and according to the Griffith Asia Institute, Chinese investing into
overseas mining during 2025 hit a record of USD 22.1 billion. 23] This expansion is especially controversial because
it involves resource control that affects batteries, electronics, renewable-power installations and defense-related
technology; all the more so since China’s strategic motivation once business acquisitions, standards-building and
subsidized manufacturing are understood as part of the same strategic whole. Western policy-makers perceive
the Chinese overseas expansion not as the natural extension of comparative advantage, but as a project to
sustain ecosystem dominance.

China has also begun to shift more openly from manufacturing to creating the rules for the new technologies.
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The 2026 Automotive Standardization Work Plan, in addition to the previous National Standardization Devel-
opment Outline, contains a noticeable push to drive standards in areas such as autonomous driving, batteries,
electric vehicle safety, the industrial internet and other new-generation technologies.[?¥ For a superpower en
route to full industrial dominance, this seems a reasonable course, but it takes on a distinctly political tone when
used in conjunction with subsidy intensity and export levels. Standards are never solely about the technical
issue at hand but also have important implications for replacement markets, maintenance networks, software
compatibility and downstream value capture locations. As China transitions from price competition to stan-
dards dominance, Western concerns rise because the game can now be played with the instruments of future
institutional lock-in rather than current trade flows.

Lastly, China’s macro situation complicates all that. Reuters reports that China’s merchandise trade surplus
ended 2025 at an all-time high of nearly US$1.2 trillion,?! with exports to ASEAN, Africa and the EU more
than compensating for the 20 percent drop in exports to the United States. The IMF’s message to Beijing
in December 2025 was equally unambiguous: a country of China’s size cannot continue China’s export-led

adjustment without triggering defensive reactions from abroad.2°!

That is precisely the issue at stake in current
tensions. What the Western economies object to most about China is not Chinese industrial policy per se. It
is the country’s pioneering use of high-powered state support by a former latecomer, where domestic demand is
still too narrow to cope with the country’s productive expansion. Under such circumstances, exporting countries

no longer see it as a contribution to global prosperity. They see it as an externalization of China’s internal

disequilibrium.

China Export Growth by Destination B s
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Figure 5: China’s export model absorbed the US tariff shock by redirecting trade toward other markets, inten-
sifying concerns over surplus displacement.
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3 Why China Must Move from Catch-Up Industrial Policy to System-
Level Restraint

But a sustainable deal cannot be secured by merely asking the US and Europe to unilaterally restore liberal
discipline because a deeper issue is at stake. The system faces a structure of incentives confronting all large
powers, where some gains conferred by the blunt trade-off will be usurped by the returns attributable to strategic
retaliation. Consider two options: the first is evident and the second is aspirational. The obvious option in
the short run is the pathway of subsidy escalation, unilateral tariffs, export controls, screening of investments
and domestic-content favoritism-all justified in the language of resilience or security but collectively destructive
of the trading order. The second is a process of negotiation, simultaneously to bring down tariffs and subsidy
distortions, something that would revive indefinitely the logic that delineated the postwar era of liberalized
trade. The latter is politically difficult in the short term, as it involves addressing the underlying problem
rather than postponing it and implementing it is challenging in the long term, as it requires reciprocal restraint,

transparency and an apparent acknowledgment that the problem cannot be addressed by a single actor.
World Trade by MFN Status E -

Source: WTO 2026; Reuters 2026
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Figure 6: Most world trade still operates under MFN terms, but the non-MFN share is large enough to weaken
the authority of the rules-based system.

The problem is that the West has already compromised its own case for simply defending free trade. Research
by the OECD involving 20 countries, as explored through industrial strategies, finds that grants and tax expen-
ditures increased from 1.34 percent of GDP in 2019 to 1.55 percent in 2023,1*7] the lion’s share being devoted
to fixed capital investment, the energy transition and relief from the costs of energy. US semiconductor policy
is even more illuminating. According to a December 2025 report by the GAO, by July 2025, the Department
of Commerce had committed 19 companies to support for 40 semiconductor projects to the tune of USD 30.9

billion in direct funds and a further USD 5.5 billion in loans,?8! with the original CHIPS framework legislated
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also featuring components of "upside sharing” positioning the taxpayer to benefit from potential windfalls. By
late 2025, Reuters reported an active debate in Washington about acquiring direct equity positions in CHIPS
beneficiaries and, by August 2025, Intel had changed its CHIPS contract to reserve for the American state a 9.9

(291 Whatever the policy justification about the policy case, this is far from normal market

percent shareholding.
neutrality.

That matters because it alters the magnitude and the strategy space. The language of market neutrality
no longer describes reality; neither does the idea of the state as a neutral referee. What is much closer to
reality is the proposition that all key nations are engaging in industrial policy, but with that industrial policy
shaped by different institutional constraints. Research from the OECD and IMF indicates that under prudent
circumstances, industrial policy can be effective at raising output in targeted sectors but by limited degrees,
often heterogeneously and with meaningful spillovers. The IMF 2025 report finds a very similar outcome,
with limited gains from industry-specific subsidies and coverage of broader interventions can often bring down
overall productivity, as resources are guided away from more efficient areas.[3%) The same chapter also presciently
observes that the large industrial race is likely to induce consequential retaliation by trading partners and that
the best achievable outcome globally would be a coordinated advantage over subsidy escalation. In essence, a
game in which every major economy chooses subsidization, regardless of common minimum disciplines, is not a
pragmatic adaptation but growing negative-sum competition.

And that, of course, is the reason this conflict cannot be resolved in Washington, Brussels, Berlin, or Paris.
China has to decide whether or not it wishes to be a sustainable system-supporting power or a persistent market
destabilizer. The distinction is one of practicality, not polemical rhetoric. A responsible system-supporting
power does not abandon its national interests but recognizes that leadership in the system entails an obligation
of restraint, disclosure and reciprocation. For example, China has demonstrated a limited appreciation for the
strategic benefits of market opening. It agreed in May of 2026 to initiate tariff negotiations with the United
States on agricultural products and to move toward identifying non-strategic commodities for tariff reduction.
This followed a move also in 2025-2026 to grant zero-tariff access to imports from the 53 African countries with
which it maintains diplomatic relations. Both reflect an awareness that market opening can be a strategic asset.
But it is tactically selective, being employed wherever it facilitates the achievement of export goals, Global
South diplomacy, or bargaining position, but not yet in the context of an overarching framework governing
subsidy discipline and reciprocal access in market negotiations with the advanced economies.

The African case is particularly illuminating. In opening markets, China’s zero-tariff policy on imports
helps unlock access and provides Beijing with a conspicuous diplomatic benefit®!] when the US is rolling back
its renewed tariff pressure. Yet as Reuters and AP coverage indicate, the conditions of trade are still grossly
asymmetric. China’s exports to Africa are still many times what it imports back and Africa still faces nontariff
restrictions and deficiencies in infrastructure that hinder it from enjoying the full benefits of formal tariff
preferences. The point is not that China’s African policy is opportunistic. It is that tariff openness does not
generate a well-balanced trading regime when productive capacities, logistics, capital constraints and leverage
are so fundamentally asymmetric. It is equally applicable to both the context of Europe and the US. If China

really desires access to high-income markets for its most evolved manufactured items, it simply cannot claim the
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benefits of foreign market access and forgo the concerns about market disruption in such markets while evoking
free trade, even as it supports persistent subsidy support to mature sectors and subsidizes and below-market
finance that its trading partners increasingly regard as no longer compatible with available contributions and
reciprocity.

What would system-supporting Chinese conduct imply? It would start with credible subsidy discipline,
where Chinese firms are competitive today, even in global markets. This does not imply complete abandonment
of industrial policy, which the World Bank’s 2026 reassessment of industrial policy - due in 2026 - is clearly
too pragmatic to endorse. It recognizes that governments are not required to abandon targeted instruments
that correct market failures, but also that broad tariffs and crude subsidies are still not to be trusted and that
industrial policy should not permanently displace macro stability, infrastructure, skill development and good
domestic institutions: in the strongest version, the World Bank argues that industrial policy should buy time
for adjustment (and while it should not be used to deny needed adjustment to the viability of inefficient firms);
ideally it should not be structurally sticky. A similar message applies to China: support in sectors during the
catch-up phase was justifiable; sustained support to the strongest firms in the solar, battery, EV, steel and
linked supply-chain sectors now provides broader costs to the rest of the trading system with less developmental
justification than earlier.

A negotiated exit from the current disorder will therefore need to be a two-way process. The US and Europe
will have to bear in mind that China will not be excluded from key strategic fields of the future, where developing
the associated technical disciplines requires effort. At the same time, it should also not be expected, as if China
were still merely a latecomer, that the country will need to compete with earlier late-industrializing powers
such as Japan and Germany on the same historical terms. Bruegel’s 2026 model offers some useful pointers
here by noting that it is largely unrealistic to assume that Washington and/or Beijing will suddenly revert to
the older liberal multilateralism of the late twentieth century. The emphasis should be on an EU-led platform
of middle powers campaigning for stronger disciplines on subsidies, new plurilateral options and an overhaul of
dispute-settlement, even if some of these initially have to go through certain arrangements in partly outside the
WTO framework. Admittedly, it is a pragmatic, not an ideal way of going forward, but an essential one, not an
illusion that one side will adversarially suppress the other side and prosper from imbalances, but rules capable

of making coexistence less distortionary.

4 The Cost of Persistence: More Tariffs, More Screening, More
Fragmentation

If China sustains this weak combination of local demand, large external surpluses and high-density support for
global competitive sectors, the risk is not just a fresh local equilibration, but instead an "upstream proliferation”
of defensive constrainment abroad. The earliest signals were already there: the EU Rules governing Foreign
Subsidies, effective since 1 July 2023, with mandatory notification thresholds since 1 October 2023, authorizing

the European Commission to investigate mergers between companies that received large financial contributions
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from non-EU countries. This "tool” has already swiftly become an element of the EU’s ’China policy’. Its
scope covers all targets generating a minimum of EUR 500 million in EU turnover, characterized as having
received more than EUR 50 million in associated international financial inputs during the last three years.[??l
This "rule-based solution” can be interpreted as an institutional response to a political problem: that subsidized
international firms may, via "capital-market” activities and acquisitions, rather than solely via “exports”, tap

into state-derived comparative advantages within the Single Market.

Foreign Subsidies Regulation Thresholds B o

Source: European Commission 2026; Foreign Subsidies Regulation
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Figure 7: The EU’s response is no longer limited to tariffs; subsidy concerns now shape merger control, pro-
curement, and market access.

The recent cases illustrate how quickly trade conflicts can turn into investment conflicts. In May 2026,
the European Commission opened an in-depth FSR investigation into JD.com’s effort to buy Ceconomy,!>!
believing that state support by the Chinese government in the form of financing, tax privileges, or grants may
have supported a bid that risks undermining the internal market. Moreover, in 2024 and 2025, the Commission
also used the Foreign Subsidies Regulation in cases involving Chinese-linked security equipment and wind-
energy procurement for wind energy technology. The pattern of suspicion is arguably more significant than the
outcome of any particular case. Europe is transitioning from ad hoc anxiety about surges in inflows to a broader
assumption that distortions caused by subsidies can be carried forward through ownership configurations, service
provider networks and public procurement. Once in that territory, the fight does not remain simply a border
fight over tariffs. It becomes a broader war over who can own, supply, finance, or standardize strategic markets
within Europe.

By then, costs are numerous and diverse. Anti-subsidy duties, anti-dumping investigations and foreign
direct investment screening lead the charge. Next come localization mandates, sourcing preferences, informal
incentives for domestic manufacturing and tighter data, standards and supply-chain transparency restrictions.

The global economic consequence is of a world where headline trade is likely to persist —but where the costs of
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switching into and out of it seem likely to proliferate, appear to grow heavier, slower and more imbued with
possibility. WTO Statistics reveal that this thickening process appears to be in progress. The aggregate value
of trade impacted by new import barriers in a world economy deeper into the thickening process has increased
enormously and even where members have, on balance, introduced more liberalizing policies (as they seem
to have done), the manufacturing environment remains one of ”heightened policy uncertainty.” Similarly, the
2025 factbook compiled by Global Trade Alert reveals the same structure: tariff barriers are thicker, subsidies
continue to be widespread and newer justifications in terms of national security underpin a growing proportion
of these initiatives. Hence, the most ominous indicator of systemic depletion is not simply the erosion of trade,
but rather its transformation from a relatively rule-governed activity into an inherently politically situated one.

In spite of the excess burden of retaliation, overall costs are even for the countries that act reflexively. Based
on the Yale Budget Lab estimates, the new tariff arrangement in January 2026 as a whole implied an effective
pre - substitution tariff rate of 17.5 percent, the highest since 1932. The NBER survey mentioned above finds
pass-through rates of approximately 80 percent for tariffs in 2018-19 and 94 percent for tariffs to 2025, meaning
that the burden of tariffs fell primarily on US importers. Yet another study, published by the New York Fed,
echoed that: American firms and consumers paid 94 percent of tariffs in early 2025 and still paid 86 percent
by November. The Congressional Budget Office has found that the 2025 tariff increases would lead to lower
output and raise prices by an average of 0.4 percentage points in 2025 and 2026. Policy-wise, these results
are conclusive. Retaliatory protection may meet the needs of the protected constituencies, but as an economic
policy tool, it amounts almost exclusively to a tax on domestic producers and consumers.

Nor do these domestic costs deliver real strategic restraint. WTO trade data indicate that global trade
maintained vigorous growth in 2025, as companies rerouted flows, brought shipments forward and in some cases
shifted sourcing. In 2025, Asian economies comprised 71 percent of global merchandise trade volume growth,
reorienting some supplies away from North America and toward South America and Africa. That tendency
means inefficient tariff wars could produce domestic inflation and compliance costs without reliably forcing the
targeted economy to contract toward desired sectors. For instance, China’s trade figures exemplify that reality.
As Reuters reports,partly due to increasingly aggressive American tariffs in particular, China bookended 2025
with a record USD 1.2 trillion trade excess by redirecting volumes to other markets. This should not be mistaken
for strategic strength: That’s why retaliation is self-defeating. Broad tariffs can reroute trade, but can’t always
address the underlying imbalance.

On a similar note, Europe has a risk of it happening to it. According to the latest Eurostat update, the
EU’s goods deficit with China has worsened from EUR 65 billion in the first quarter of 2024 to EUR 98
billion in the first quarter of 2026,/3* as imports increased and exports weakened. Meanwhile, the European
Commission is now ”“concluding” that its trade and investment relationship with China is no longer sustainable
and is even mulling withdrawal of measures, or the threat thereof, against Chinese chemicals, metals and clean-
energy industries. For an economy with weak productivity growth and high energy prices, this is a reactive
practice appropriate, but if carried out absent some agreement thereon, then it will only entrench Europe in a
permanently more expensive, high-cost, de-risking business environment: more restrictions, more admin work,

more pressure for public subsidies and more reliance on market-wide public capital.
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EU Goods Deficit with China B oy

Source: Eurostat 2026; Reuters 2026
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Figure 8: Europe’s widening goods deficit with China strengthens the political case for trade-defence tools,
while also raising the cost of fragmentation.

The legal and institutional implications are, of course, equally crucial. With the appellate arbitration
mechanism disabled, more disputes will be brought and fewer will be so conclusively determined that their
authoritative legal rule, to be universally binding, will be identical. China has already relied on the WTO to
confront fresh US tariffs. And the EU-China electric-vehicle conflict has only intensified the call for alternative
negotiated solutions, such as undertakings at minimum prices. But without a working appellate mechanism
and stronger subsidy disciplines, these fights are likely to migrate ever more from the realm of law toward that
of power politics. Bruegel’s pronouncement that the WTO is headed for a fate of irrelevance unless willing
coalition members create new subsidy disciplines and plurilateral channels is certainly not exaggerated. Far
from arriving at some neat new order, however, the emerging pattern will be one of layered fragmentation-some
trade remaining, some market access gained, some disputes litigated and others relegated to bilateral clientelism
and bargaining. It will be a world of more fights, more harm and more losses; however, without forward-looking

GDP predictions immediately collapsing.

5 A Governed Settlement: China in the Leading Tier of Rule-
Shaping Economies, with Disciplined Subsidies

A viable alternative is not Western capitulation to Chinese industrial policy and it is not Chinese abandonment
of industrial policy altogether.[®%! It is rather a negotiated accommodation to a changed distribution of power.[26]
Ironically, this would require Washington and Brussels to accept that China is now ready to join the leading tier

of industrial and regulatory powers; yet, at the same time, China would have to accept that policy tools that

promoted a Chinese catch-up may then be politically illegitimate once applied by mature globally competitive
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firms by state or private actors once applied by an equally (or more) mature catch-up firms. Such a deal would
not go back to the relatively liberal multilateral order that characterized the 1990s.7 It would, nonetheless,
produce a more litigation-prone yet more governable and predictable international order: one in which the
strategic contest goes on, but while the intensity of subsidy, tariff escalation and standards conflict is contained
by reciprocal rules and review procedures. 38!

(391 Many readers will find their intuition confirmed

History indicates that this middle course is the correct one.
that China is not alone in using the state to leap forward in industry: the US industrialized after a relatively
high set of nineteenth-century tariffs, Germany’s debates over whether to try to catch up were conducted within
the context of the infant-industry doctrine (related to Friedrich List),and in the 1950s and 1960s the "miracle”
nations of Japan and South Korea relied heavily on directed credit, public coherence and planned industrial
policy and export-led industrial strategies.[*9) But historical analogy is only conceivable if applied prudently.
NBER work on late nineteenth-century America indicates that while high tariffs assumed a defensive stance
toward more than doubling the pace of the economy, growth owed far more to population growth, capital
accumulation and productivity gains after accounting for the effects of the tariffs and tariffs impeded capital
formation in some cases, t0o.[*!] South Korea’s strategy of targeted development of the ”heavy and chemical”
industries, by contrast, did encourage targeted growth and active comparative advantage,*? as is well known
in recent quantitative work. The lesson to be learned from all of this is not that protectionism is necessarily
always good or necessarily a stumbling block to growth. Rather, it is that industrial policy can be an effective
policy instrument in catch-up industries, but only when particular macro-conditions are present: discipline,
competitive pressure, an orientation to foreign markets and an endgame.[*3]

That is the key difference today for China. Intermediary nations such as Japan and Korea were hit with
hard budget constraints, fierce export discipline and the consistent test of foreign markets and opened gradually
as their sectors became mature. The ADB work on East Asia stresses that export growth and industrial policy
were a pair, not because tariffs made industries strong, but because firms were forced into competitive world
markets and judged against the outside world. The 2026 World Bank reassessment comes close to the same
conclusion in words more appropriate today: Industrial policy can be one part of a toolbox, but broad tariffs
are crude and intervention cannot last forever. When support no longer solves coordination failures and begins
to cement the established elite, it stops being developmental and turns distortive.[*4] The argument applies to
Chinese firms that are globally competitive in EVs, batteries, solar, steel, shipping and digital platforms to an
extraordinary degree.

A credible deal therefore needs to be rooted in a Chinese concession to excessive subsidies, which should
comprise: first, tighter disciplines for the provision of below-cost financing to incumbent large firms across
globally-concentrated markets; second, mandatory, verifiable reporting of central and local subsidy programs;
third, restrictions on export and acquisition support in sensitive sectors; fourth, more robust domestic antitrust
policy to curb subsidy-induced price wars and excess capacity; fifth, macroeconomic rebalancing that increases
household demand while reducing systemic reliance on external surpluses. China has already alluded to the
conceptual logic of such a rebalancing. Reuters reported in late 2025 that EVs were not included in the 2026-30

five-year plan, suggesting at least a phased scaling back of the earlier subsidy-based approach once the sector
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matured. Taken to other mature industries seriously, such measures would not be an indication of weakness.
They would be an indication of the policy evolution befitting a leading system player.

The other side of the coin is the reciprocal Western response. The United States and Europe must reject
setting policy in terms of an either/or choice of unconditional openness or exclusion that permanently shuts
China out of strategic value chains in a first-best world. Neither one exists. China is a state actor that is
already writing the rules as its increasingly ambitious standards agenda makes clear and Beijing is too deeply
integrated into world production and resource supply in key industries like manufacturing, critical materials and
clean-energy technology to be excluded from analysis. The challenge on the ground is to give in selectively to
surrenders of specific strategic sectors and instead accept China’s seat at the rule-writing table so long as stronger
disciplines on subsidies, standards interoperability and market opening are in place. Trade policy pragmatism,
institutional coordination and a moderation of security language can help both to sustain meaningful cross-
border exchange where the security argument is not strongly invoked and bolster the effectiveness of other
coercive tools and carrots. That begins with rolling back broad and distortionary tariffs and replacing them
with targeted, WTO-consistent trade remedy procedures, transitioning away from indefinite punitive duties by
designing reviewable safeguard instruments and rewarding past reforms with explicit tariff reductions, especially
in sectors where relative improvements are most notable.

Formally institutional, the best way that a common framework can be implemented does not have to be
through enormous quid pro quos. It can be a multitude of regimes that work in different layers. Bruegel’s
plan to form an EU initiative between middle powers is constructive because it accepts the situation as it is
without yielding to despair.[*5] To be credible, a program of reforms should be, for instance, stronger limits on
the scope of subsidy programs, particularly when granting below-market financing and supporting it through
non-transparent local elements; more explicitly prioritizing industrial policy measures that relate to standards;
incorporation of plurilateral deals in the WTO structure; and exploring short-term learnings to reinstate the
WTOQ'’s appeals procedure beyond the interim MPIA. Discussing the terms of sectoral pacts, such as EVs,
clean energy equipment, steel, semiconductors and critical minerals can be carried out in parallel, exposing
proponents to requirements for permanency regarding transparency, enforceability and ceilings on investments
and over-capacity expansion. Even if these actions will not eradicate interstate incitements, they should make
them less virulent. Today’s is already an enormous challenge.

The message for policymakers is pragmatic. US and EU tariff policy should be pinned to concretely quan-
tifiable limits rather than rhetorically defined maximal positions. Administrators should bolster transparency
rules for subsidies, coordinate criteria for investment reviews and nurture rapid-response procedures that sepa-
rate real security issues from ordinary commercial competition. Trade officials should focus on architecture for
established strategic fields, not try to prohibit industrial policy, in other words, to ban it in general, a remedy
that neither political reality nor economic history can support. Chinese authorities should admit that exter-
nal enmity cannot be managed solely through improved government economic relationships or an aggressive
exporting model in the developing world. It can only be satisfied by effectively altering the composition of
support existing at home and redeploying the economy to the needs of the household, referring to domestic

users. Otherwise, each boost in the Korean economy hand lowers their household demand, which will be seen
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internationally not simply as efficiency, but as a subsidy to the socialization of change-like economic burden for
China’s relative adjustment on the rest.

The change will be involuntary. Disputes will occur along the lines of thresholds, standards of proof, de-
velopmental exemptions and definitions of legitimate security policy. Some policies that are now entrenched in
practice were introduced in a state of emergency and will be difficult to roll back. Some ongoing negotiations,
including parts of the US-China tariff mitigation process and the European Commission’s foreign-subsidy inves-
tigations remains in a state of flux. But what is settled thus far is the governing logics. China can no longer be
regarded as a permissible exception as a latecomer to industry, wielding all-out economic power. The days that
the US and Europe could uphold a viable trading regime as they went about supporting a potentially transient
rise of China no longer exist. It is now a choice of governed coexistence against an incremental fracturing.
The former requires transfer of authority from each actor to the reigning order and the latter requires little

immediate adjustment from any actor.

6 Conclusion - Governed Coexistence or Managed Fragmentation

The ongoing trade crisis does not mark the end of globalization, but rather the end of a long period of insti-
tutional evasion. For three decades, the multilateral trading system has avoided the tougher question of how
a rules-based order should adapt when a former latecomer becomes a technological, financial and industrial
power capable of transforming strategic sectors. China has now made that question unavoidable. Today, its
subsidization and scale advantages, export surpluses and standards ambitions have systemic effects that can
no longer be regarded as mere catch-up policy. Yet, the response by the US and the EU has also exposed the
boundaries of defending liberal trade by means of rising tariffs, subsidy races and unilateral controls.

A stable settlement therefore requires reciprocal realism. China needs to reverse the expansion of subsidiza-
tion into the more efficient and more mature industries of the world economy, improve disclosure of subsidy
programs and rebalance growth toward stronger domestic demand. The US and Europe should accept China
as a permanent rule-shaping power and move away from broad tariff warfare in favor of more selective and
reviewable WTO-consistent disciplines. The best way forward is not a return to the trade of 1995, given that
it was not predefined by reciprocal subsidy resolve, but a guided coexistence defined by subsidy transparency,
plurilateral agreement, refurbished dispute resolution procedures and sectorally limited time frames. Absent
such an agreement, although trade will endure, trust, legal clarity and productive efficiency perspective will

continue to erode.
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