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China has become the world’s dominant man-
ufacturing producer, accounting for 36% of 
global output and 20% of exports in 2022. Yet 
industrial capacity has increasingly outpaced 
domestic demand, producing destructive price 
competition sustained by state-directed in-
vestment and limited market exit. The issue 
now extends beyond China’s domestic imbal-
ance. For the EU, whose goods trade deficit 
with China reached €359.8 billion in 2025, 
overcapacity is reaching sectors central to 
competitiveness and the green transition. 

This briefing analyses how overcapacity affects 
the Union through a transmission cycle. Ex-
cess Chinese production lowers prices and ex-
ports disinflation into the Single Market, 
strengthening Chinese competitiveness. While 
cheaper imports reduce costs in the short 

term, persistent price pressure weakens the 
profitability and investment expectations EU 
firms need to scale. As domestic capacity 
erodes, dependence shifts to Chinese tech-
nologies, inputs and localised production in-
side Europe, reducing European control over 
strategic value chains. Economic dependence 
then becomes a political constraint, as de-risk-
ing measures can be framed as threatening 
costs, jobs and production continuity. 

The EU should integrate existing trade defen-
sive tools with a broader strategy to make Eu-
ropean production commercially viable. This 
requires pragmatic engagement with China 
where interests overlap, stronger domestic ca-
pacity-building, and diversified supply through 
trusted partners.

Executive Summary

China’s industrial overcapacity is creating a 
competitiveness trap for the EU. Cheap supply 
lowers costs today, but weakens the industrial 
capacity and political room Europe needs to de-
risk tomorrow.
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The Commission’s warning that “openness without security be-
comes vulnerability” captures the logic of EU de-risking. Cur-
rent defensive tools contain specific distortions, but fail to solve 
the structural effects of Chinese overcapacity. The EU’s response 
should follow the 2023 Economic Security Strategy’s promote, protect 
and partner logic, combining market defence with pragmatic engagement 
with China, domestic capacity building and supply-chain diversification.

Key Recommendations

Promotion of EU domestic capacity 

Use the Chips Act, NZIA and Clean Industrial Deal to make European production commer-
cially viable where Chinese low prices deter private investment. Procurement criteria, 
clean-tech auctions and demand guarantees should help EU firms survive the scale-up 
phase while ensuring that localisation strengthens European sourcing, know-how and sup-
plier integration.

Pragmatic engagement with China 

Keep EU-China channels open where interests overlap. Price undertakings and sectoral di-
alogue on anti-involution, subsidies and capacity transparency can help curb destructive 
price competition that damages both European capacity and Chinese profitability, while 
preserving space for negotiated solutions where they are enforceable.

Selective protection against overcapacity spillovers 

Use Trade Defence Instruments (TDIs), including anti-subsidy and anti-dumping mea-
sures, where border distortions are proven, but combine them with the Foreign Subsidies 
Regulation (FSR), FDI screening and the International Procurement Instrument (IPI) to 
capture spillovers inside the Single Market, including subsidised Chinese procurement bids 
and localised production.

Diversification through trusted partnerships 

Finance China+1 supply chains with trusted industrial and resource partners, including 
Japan, South Korea, Canada, Australia, India and ASEAN. Global Gateway and EIB support 
should prioritise alternative input and processing capacity, while coordination with part-
ners should prevent trade diversion from rerouting Chinese overcapacity through third 
markets.
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China’s 
Overcapacity 
Problem

Over the past decade, China has become the 
world’s dominant industrial producer and ex-
porter. Its share of global manufacturing out-
put rose from 27% in 2011 to 36% in 2022, 
while its share of manufacturing exports in-
creased from 15% to 20%, with near-monopoly 
positions emerging in green-technology supply 
chains. Since the mid-2010s, however, produc-
tive capacity has outpaced domestic demand 
across most Chinese manufacturing sectors, 
pointing to industrial overcapacity. This is not 
a simple cyclical imbalance, but a result of 
China’s investment-led growth model, which 
channelled high savings and local-government 
incentives into infrastructure, real estate and 
manufacturing capacity. While this model de-
livered scale and productivity gains, it has be-
come harder to sustain since the 2021 property 
downturn weakened demand, reduced invest-
ment returns and left consumption unable to 
absorb China’s expanded output.

Rather than allowing unprofitable firms to 
exit, Chinese industrial policy has often sus-
tained production through subsidies, tax in-
centives, R&D grants, preferential credit and 
below-market lending. This is especially rele-
vant for SOEs, which retain large positions in 
sectors such as automobiles and ferrous metals 
while benefiting from lower financing costs 
linked to state support. This policy-shaped 
overcapacity has produced what Chinese poli-
cymakers call neijuan (内卷), or “involution”. 
The concern is that low-price competition 
compresses profitability and obstructs techno-

logical upgrading, as OECD projections al-
ready expect China’s growth to slow from 5.0% 
in 2024 to 4.3% in 2026. Under its anti-invo-
lution campaign, linked to 15th Five-Year Plan 
priorities, China is targeting both traditional 
sectors such as steel and emerging sectors in-
cluding solar panels, EVs and chemicals. 

The Spillover to 
Europe

China’s overcapacity has also become contro-
versial among its trading partners, as Beijing’s 
dominant manufacturing position allows ex-
cess production to be channelled abroad. A re-
cent European Parliament study describes it as 
“a threat to European manufacturers, distort-
ing competition and straining bilateral trade”. 
The EU is particularly exposed, as its goods 
trade deficit with China reached €359.8 billion 
in 2025, expanding more than fivefold in vol-
ume since 2015. The problem is especially con-
centrated in sectors central to Europe’s tech-
nological leadership and green transition. Be-
tween 2020 and 2024, Chinese exports to the 
EU rose by 74% in electrical machinery, in-
cluding lithium-ion batteries and static invert-
ers, and 165% in automobiles, especially EVs. 
Recent EU initiatives make diversification part 
of the industrial response. The EU-Canada 
Strategic Partnership on Raw Materials was 
reaffirmed in 2026, while RESourceEU aims to 
advance aggregation, joint purchasing, offtake 
agreements and China+1 partnerships. 

“This dependence can then cre-
ate political resistance to de-
risking, because reducing expo-
sure appears inflationary, anti-

https://www.europarl.europa.eu/RegData/etudes/STUD/2026/783610/EXPO_STU(2026)783610_EN.pdf
https://www.europarl.europa.eu/RegData/etudes/STUD/2026/783610/EXPO_STU(2026)783610_EN.pdf
https://www.europarl.europa.eu/RegData/etudes/STUD/2026/783610/EXPO_STU(2026)783610_EN.pdf
https://www.ecb.europa.eu/press/economic-bulletin/articles/2024/html/ecb.ebart202405_01~a6318ef569.en.html
https://www.oecd.org/content/dam/oecd/en/publications/reports/2024/06/quantifying-the-role-of-state-enterprises-in-industrial-subsidies_dc798c00/49f39be1-en.pdf
https://www.oecd.org/content/dam/oecd/en/publications/reports/2024/06/quantifying-the-role-of-state-enterprises-in-industrial-subsidies_dc798c00/49f39be1-en.pdf
https://www.oecd.org/content/dam/oecd/en/publications/reports/2024/06/quantifying-the-role-of-state-enterprises-in-industrial-subsidies_dc798c00/49f39be1-en.pdf
https://www.imf.org/-/media/files/publications/cr/2026/english/1chnea2026001-source-pdf.pdf
https://www.oecd-ilibrary.org/content/dam/oecd/en/publications/reports/2025/06/oecd-economic-outlook-volume-2025-issue-1_1fd979a8/83363382-en.pdf
https://www.oecd-ilibrary.org/content/dam/oecd/en/publications/reports/2025/06/oecd-economic-outlook-volume-2025-issue-1_1fd979a8/83363382-en.pdf
https://www.oecd-ilibrary.org/content/dam/oecd/en/publications/reports/2025/06/oecd-economic-outlook-volume-2025-issue-1_1fd979a8/83363382-en.pdf
https://ec.europa.eu/eurostat/web/products-eurostat-news/w/ddn-20260410-2
https://ec.europa.eu/eurostat/web/products-eurostat-news/w/ddn-20260410-2
https://policy.trade.ec.europa.eu/eu-trade-relationships-country-and-region/countries-and-regions/china_en
https://policy.trade.ec.europa.eu/eu-trade-relationships-country-and-region/countries-and-regions/china_en
https://www.europarl.europa.eu/RegData/etudes/STUD/2026/783610/EXPO_STU(2026)783610_EN.pdf
https://www.europarl.europa.eu/RegData/etudes/STUD/2026/783610/EXPO_STU(2026)783610_EN.pdf
https://www.europarl.europa.eu/RegData/etudes/STUD/2026/783610/EXPO_STU(2026)783610_EN.pdf
https://www.eib.org/en/press/all/2026-077-eib-and-canada-team-up-to-strengthen-critical-raw-material-resilience
https://www.eib.org/en/press/all/2026-077-eib-and-canada-team-up-to-strengthen-critical-raw-material-resilience
https://www.eib.org/en/press/all/2026-077-eib-and-canada-team-up-to-strengthen-critical-raw-material-resilience
https://single-market-economy.ec.europa.eu/document/download/e9ac2181-0dc7-4e61-a964-ba0a39c2aea8_en
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consumer or harmful to the 
green transition.” 

Beyond trade exposure, the European Central 
Bank identifies a further macro-industrial risk. 
Excess capacity and policy-supported involu-
tion in China push prices down, strengthening 
Chinese export competitiveness. For Europe, 
cheaper goods reduce input costs, ease con-
sumer prices and support clean-tech deploy-
ment. Over time, however, persistent low 
prices squeeze producers’ margins, weaken in-
vestment and make industries more reliant on 
Chinese suppliers, components or Chinese-
owned production inside Europe. This depen-
dence can then create political resistance to 
de-risking, because reducing exposure appears 
inflationary, anti-consumer or harmful to the 
green transition. The result is a vicious cycle in 
which cheap imports lower costs today, but 
weaken the European capacity needed to avoid 
dependency tomorrow.

Price Pressure 
and Capacity 
Erosion

Weak inflation is the most direct spillover of 
China’s overcapacity into EU markets.   Linked 
to anaemic domestic demand, lower Chinese 
export prices transmit domestic disinflationary 
pressure into Europe. When persistent, this 
pressure reshapes firms’ expectations and fu-
ture investment decisions in Europe, as pro-
ducers face not only lower current margins but 
also weaker expected future returns. This is 
decisive in capital-intensive sectors, where in-
vestment depends on confidence that firms 
can recover fixed costs, finance R&D and reach 

sufficient scale. The timing is especially dam-
aging: Chinese low-price competition weakens 
the investment case for domestic production 
just as the EU needs to mobilise green indus-
trial capacity while facing tighter fiscal con-
straints, rising defence needs and greater pres-
sure to act as an autonomous geopolitical ac-
tor.

Batteries show how price pressure can become 
capacity erosion. In 2024, China produced 
81% of global EV battery cells, compared with 
7% in Europe, while EU output covered only 
43% of demand. Since battery packs represent 
30 to 50% of an EV’s value, Chinese battery 
prices directly shape European competitive-
ness. Low-cost supply helps carmakers, but 
weakens the investment case for European 
battery producers before they reach scale. This 
dynamic is already visible in the EU’s anti-sub-
sidy investigation into Chinese BEVs opened in 
October 2023. The Commission found unfair 
subsidisation threatening EU producers and 
imposed five-year countervailing duties, show-
ing that TDIs can address proven import dis-
tortions. Yet duties do not rebuild European 
battery capacity. After China challenged the 
measures at the WTO, the Commission’s Jan-
uary 2026 price-undertaking process with 
China’s Ministry of Commerce suggests that 
engagement remains possible even in contest-
ed sectors, where it offers WTO-compatible 
consultation. 

“The result is a vicious cycle in 
which cheap imports lower costs 
today, but weaken the European 
capacity needed to avoid depen-
dency tomorrow.”

https://www.ecb.europa.eu/press/blog/date/2024/html/ecb.blog240903~57f1b63192.en.html
https://www.imf.org/-/media/files/publications/cr/2026/english/1chnea2026001-source-pdf.pdf
https://www.imf.org/-/media/files/publications/cr/2026/english/1chnea2026001-source-pdf.pdf
https://www.imf.org/-/media/files/publications/cr/2026/english/1chnea2026001-source-pdf.pdf
https://www.europarl.europa.eu/RegData/etudes/STUD/2026/783610/EXPO_STU(2026)783610_EN.pdf
https://www.europarl.europa.eu/RegData/etudes/STUD/2026/783610/EXPO_STU(2026)783610_EN.pdf
https://www.europarl.europa.eu/RegData/etudes/STUD/2026/783610/EXPO_STU(2026)783610_EN.pdf
https://cyprus.representation.ec.europa.eu/news/eu-imposes-duties-unfairly-subsidised-electric-vehicles-china-while-discussions-price-undertakings-2024-10-30_en
https://cyprus.representation.ec.europa.eu/news/eu-imposes-duties-unfairly-subsidised-electric-vehicles-china-while-discussions-price-undertakings-2024-10-30_en
https://cyprus.representation.ec.europa.eu/news/eu-imposes-duties-unfairly-subsidised-electric-vehicles-china-while-discussions-price-undertakings-2024-10-30_en
https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=OJ:L_202402754
https://policy.trade.ec.europa.eu/news/commission-issues-guidance-document-submission-price-undertaking-offers-battery-electric-vehicles-2026-01-12_en
https://policy.trade.ec.europa.eu/news/commission-issues-guidance-document-submission-price-undertaking-offers-battery-electric-vehicles-2026-01-12_en
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Hydrogen extends the same mechanism to a 
market still in formation. In 2024, China’s 
electrolyser capacity was around 18 times its 
global deliveries, giving it almost 60% of global 
manufacturing capacity before demand had 
fully materialised. Chinese alkaline and PEM 
electrolyser prices roughly halved between 
2022 and 2025, remaining 40–60% cheaper 
than European systems. Lower prices can ac-
celerate deployment, but may also prevent EU 
producers from financing expansion and 
commercialising higher-value technologies be-
fore the market scales.

Solar PV signals further industrial erosion. 
China controls over 80% of the global solar 
supply chain, while rapid capacity expansion 
pushed panel prices down by 42% in 2023. 
This lowered deployment costs for European 
developers, but contributed to factory closures, 
relocation plans and financial distress among 
EU manufacturers, including Meyer Burger’s 
German plant. The issue also reached EU en-
forcement in April 2024, when the Commis-
sion opened two Foreign Subsidies Regulation 
investigations into Chinese-linked bids for a 
Romanian photovoltaic park. When overcapac-
ity reaches Europe through subsidised pro-
curement bids, the distortion is no longer lim-
ited to import prices at the border. The FSR 
therefore complements TDIs by preventing 
publicly supported clean-tech projects from 
becoming outlets for foreign-subsidised excess 
capacity.

Localisation and 
Sovereignty Risk 

As EU scrutiny of Chinese imports intensifies 
through tariffs and investigations, localisation 

can become an alternative outlet for overca-
pacity. Chinese production inside Europe may 
reduce visible import dependence, but it does 
not restore European control if production still 
relies on Chinese intellectual property, up-
stream inputs, data systems and strategic deci-
sion-making.

This sovereignty logic is visible in digital in-
frastructure. The 2020 5G Toolbox sought to 
reduce dependence on high-risk suppliers in 
critical networks. By 2023, 24 Member States 
were involved in restricting providers such as 
Huawei and ZTE, signalling security concerns. 
EVs and batteries now raise a similar question. 
CATL already produces in Germany and is de-
veloping larger sites in Hungary and Spain, 
while other Chinese firms are investing in 
Hungary, Slovakia and Portugal. These 
projects may support European EV assembly, 
but also lock producers into Chinese battery 
technology, components and decision-making. 
New EU industrial tools, including the Net-
Zero Industry Act and Clean Industrial Deal, 
offer a way to make localisation conditional on 
deeper EU capacity-building, including local 
sourcing, technology diffusion, joint research 
and workforce development.

Existing EU security tools, including the pro-
posed 2024 revision of FDI screening, address 
ownership risks linked to foreign investment 
in critical infrastructure, technology supplies 
and sensitive information. Yet overcapacity-
driven localisation requires a broader screen-
ing logic, as Chinese firms may produce inside 
Europe while retaining ownership across the 
supply chain. FDI screening should therefore 
complement TDIs by examining whether local 
production remains dependent on non-substi-
tutable Chinese inputs, proprietary technolo-
gies, parent-company software and strategic 
decisions taken outside the EU. This would 

https://www.europarl.europa.eu/RegData/etudes/STUD/2026/783610/EXPO_STU(2026)783610_EN.pdf
https://www.europarl.europa.eu/RegData/etudes/STUD/2026/783610/EXPO_STU(2026)783610_EN.pdf
https://www.europarl.europa.eu/RegData/etudes/STUD/2026/783610/EXPO_STU(2026)783610_EN.pdf
https://www.reuters.com/business/energy/china-solar-panel-manufacturers-seek-government-action-halt-freefall-prices-2024-06-12/
https://www.reuters.com/business/energy/losing-hope-rescue-some-european-solar-firms-head-us-2024-04-15/
https://www.reuters.com/business/energy/losing-hope-rescue-some-european-solar-firms-head-us-2024-04-15/
https://public-buyers-community.ec.europa.eu/news/commission-closes-two-depth-investigations-solar-photovoltaic-sector-following-withdrawal
https://public-buyers-community.ec.europa.eu/news/commission-closes-two-depth-investigations-solar-photovoltaic-sector-following-withdrawal
https://public-buyers-community.ec.europa.eu/news/commission-closes-two-depth-investigations-solar-photovoltaic-sector-following-withdrawal
https://digital-strategy.ec.europa.eu/en/library/communication-commission-implementation-5g-cybersecurity-toolbox
https://www.reuters.com/business/media-telecom/germany-agrees-phaseout-huawei-zte-components-5g-core-network-2024-07-11/
https://www.reuters.com/business/media-telecom/germany-agrees-phaseout-huawei-zte-components-5g-core-network-2024-07-11/
https://www.reuters.com/business/media-telecom/germany-agrees-phaseout-huawei-zte-components-5g-core-network-2024-07-11/
https://www.europarl.europa.eu/RegData/etudes/STUD/2026/783610/EXPO_STU(2026)783610_EN.pdf
https://www.europarl.europa.eu/RegData/etudes/STUD/2026/783610/EXPO_STU(2026)783610_EN.pdf
https://policy.trade.ec.europa.eu/enforcement-and-protection/investment-screening_en
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separate productive localisation from invest-
ment that embeds strategic dependence inside 
the Single Market.

Political Lock-In
In response to rising dependence in strategic 
supply chains, the EU has reframed its China 
policy around de-risking. The Commission’s 
2023 Economic Security Strategy aims to min-
imise risks while “preserving maximum levels 
of economic openness and dynamism”. This 
agenda now spans the Critical Raw Materials 
Act for strategic inputs, the Net-Zero Industry 
Act for clean-tech manufacturing, the EU 
Chips Act for semiconductors, the Foreign 
Subsidies Regulation for distortions inside the 
Single Market, and the proposed revision of 
the FDI Screening Regulation for sensitive in-
vestments.

Yet overcapacity makes this strategy politically 
difficult because cheap Chinese supply creates 
constituencies with an interest in the status 
quo. Downstream firms, consumers, clean-
tech developers and regional governments 
benefiting from Chinese localisation may resist 
de-risking when it appears to raise costs, slow 
decarbonisation or threaten jobs. The German 
carmakers’ reaction to the 2024 countervailing 
duties on Chinese EVs is especially indicative, 
since Volkswagen, BMW and Mercedes-Benz 
criticised the measure as retaliatory and dam-
aging to China-linked business models. In re-
cent months, however, Berlin has signalled 
openness to stronger trade defence against 
Chinese overcapacity, suggesting a tougher po-
litical stance. 

“The EU must therefore reduce 
the political cost of de-risking by 

pairing tougher trade defence 
with domestic capacity-building, 
diversified supply chains and 
procurement rules.” 

This tension captures how overcapacity turns 
economic dependence into political lock-in. 
The EU must therefore reduce the political 
cost of de-risking by pairing tougher trade de-
fence with domestic capacity-building, diversi-
fied supply chains and procurement rules. The 
International Procurement Instrument is a 
tangible tool to prevent EU public tenders 
from automatically favouring low-cost Chinese 
suppliers when European firms face restricted 
access in China. By adding reciprocity to pro-
curement, the EU can use public demand to 
reduce dependence on Chinese overcapacity. 

About the Author 
Matilde Minetti is an Italian student cur-
rently pursuing her postgraduate studies in 
Policies and Governance in Europe at King’s 
College London. With a Bachelor’s degree in 
Economics from Luiss University, her research 
sits at the intersection of evidence-based policy 
analysis and economic governance. Her work 
focuses on EU-China strategic competition, 
ranging from supply-chain dependencies to 
green transition sovereignty, themes she is 
also exploring in her master’s dissertation. Her 
knowledge of Mandarin and academic ex-
change in Hong Kong shaped a strong interest 
in China’s role in global governance, which she 
further explored at the 2025 World Food Fo-
rum as a delegate for China in multilateral ne-
gotiations on South-South Cooperation.

https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:52023JC0020
https://ec.europa.eu/commission/presscorner/api/files/document/print/en/ip_23_3358/IP_23_3358_EN.pdf
https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=OJ:L_202401252
https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=OJ:L_202401252
https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=OJ:L_202401735
https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=OJ:L_202401735
https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32023R1781
https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32023R1781
https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32022R2560
https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32022R2560
https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32019R0452
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