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Letter from the Editor is our biweekly weekend read,
which looks at the big picture, one question at a time.

China has shaken the global economy for more than two
decades, first by inundating the world with low-value-added
goods and now with advanced manufacturing. A third China
shock is in the making though. Beijing seems to be pursuing a
clear Al strateqy: staying close to the technological frontier,
diffusing its Al open-weight models throughout the global
economy, and setting Al standards across international
markets. If this strategy succeeds, the third China shock might
not just disrupt the global economy, but also the global
balance of power. Instead of trying to stop China’s Al ascent
through protectionism, the US should play Beijing’s game.

Hello from the Investment Institute!

Napoleon Bonaparte is often credited with the remark, “China is a sleeping giant. Let her sleep, for when she
wakes, she will shake the world.” China is now fully awake, and it is, indeed, shaking the world.

We are still living through the effects of the first China shock. In the US, many of the states most exposed to
Chinese imports two decades ago later became the backbone of the MAGA movement and, thus, of the two
Trump administrations. In Europe, the rise of populism over the past decade was also, at least in part, a
consequence of it. And both Europe and the US are now trying to rebuild some of the manufacturing capabilities
lost to China (whether that is feasible, or even desirable, | leave for another Letter).

That was the first shock. The world is now confronting the second China shock. Unlike the first wave, which was
dominated by low-end consumer goods, this one is centred on advanced manufacturing: electric vehicles,
machinery, batteries, robotics and clean technologies. China's export surde is being driven by weak domestic
demand, forcing excess production into global markets, especially Europe and emerging economies.
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And while we are busy dealing with that, a third China shock is unfolding before our eyes, reinforcing the other
two. This one is purely technological in nature and revolves around Al. China is steadily gaining influence over
both the technology itself and the standards that will govern it. In just a couple of weeks, three events have
derailed the Al trade: 1. Moonshot Al's release of the Kimi K3 model, 2. reports that Beijing is working on mass
production of immersion deep-ultraviolet (DUV) lithography tools and 3. the Al summit in Shanghai.

| will discuss them in more detail below, but for now, they bring us to the question for today’s Letter:
Is China winning the Al race?

This is a trite question. And it probably misses the point. As Jake Sullivan, former National Security Advisor in
the Biden administration, put it, the Al race is a marathon, not a sprint. As he wrote in Foreign Affairs: “Success
will not manifest as a single moment of triumph with one side declaring victory. Nor will it come from running
fast in a single lane. Instead, this competition will extend indefinitely, across a wide variety of sectors.” Yet
China's path, which seems to revolve around three pillars (daining compute efficiency; diffusing models; and
setting Al governance), may ultimately prove consequential both for financial markets and the balance of power.

Pillar #1: Gaining efficiency

In 2022, China's Al sector faced a double challenge. First came the Biden administration’s export restrictions on
advanced chips and semiconductor equipment. Then came ChatGPT. Together, they forced Chinese firms to
contend with both a tightening technological blockade and a rapidly advancing innovation frontier.

A couple of years later, in early 2025, China struck back. DeepSeek’s R1 reasoning model delivered impressive
performance while relying on only a fraction of the computing power used by leading Western Al labs. In doing so,
it challenged a long-standing assumption in Washington: that
China was running the same race as the US, only a few steps
behind. In reality, technological boycotting and strategic priorities

prompted Beijing to run a slightly different race, and the gap with . . o s
the US has since narrowed rapidly. China is Strlkmg back

Confronted with constraints on access to advanced

semiconductors, Chinese companies have had little choice but to become more efficient. Instead of maximising
computing power, they have focused on maximising the output generated by each unit of computing power.
DeepSeek became the most visible example of this philosophy. Its success demonstrated that engineering,
optimisation and architectural innovation can partially compensate for hardware limitations.

A few weeks ago, Moonshot Al's Kimi K3 provided further evidence that DeepSeek may not have been an isolated
case. The enthusiasm for Moonshot’s Kimi K3 model stems from its ability to match — and in some cases
outperform — its most advanced US competitors, such as the latest iterations of OpenAl’s ChatGPT and Anthropic’s
Claude, for free. Just two days after launch, Moonshot suspended new subscriptions after demand overwhelmed
its computing capacity.

Moonshot’s Kimi K3 is an interesting evolution because it places China closer to American models than to
DeepSeek. It delivers frontier-level performance, but unlike DeepSeek’s models, it denerally requires more
computational resources and incurs higher inference costs, making it less efficient from a pure compute-to-
performance perspective.

Interestingly, Moonshot Al reportedly trained Kimi K3 using NVIDIA Blackwell GPUs, even though their export to
China is restricted by the US on national security grounds. This highlights a broader reality: trade restrictions can
be circumvented in the short run, while in the long run they push China to accelerate the development of
indigenous capabilities.

Indeed, China is rapidly developing its own advanced Al chips, led by Huawei's Ascend family. While these
processors still fall short of NVIDIA's most advanced offerings, they are becoming increasingly viable for domestic
deployment. Moreover, reports this week that China has bequn mass production of its homegrown immersion DUV
lithography machines means reduced dependence on ASML -- the key chokepoint for semiconductors.
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Pillar #2: Diffusing models

If China ultimately succeeds in overcoming its hardware constraints, it will be able to compete with the US on
much stronger terms. At that point, the Al race may no longer be defined by access to computing power alone, but
by which ecosystem can diffuse innovation most effectively throughout its economy and across the rest of the
world. And this leads to the second dimension of China’s Al strategy: diffusion at scale.

Put simply, until now, the US has focused primarily on maintaining its lead in frontier innovation, confident that
technolodical breakthroughs would naturally translate into economic, military and geopolitical advantages. China,
by contrast, has focused on the downstream effects of innovation, seeking to diffuse technological advances across
its economy, industrial base and national security apparatus. From this perspective, Beijing does not need to lead
every frontier breakthrough; it needs to remain close enough to the frontier and capture the benefits of adoption.

Most American Al companies, such as Anthropic or OpenAl, have adopted a proprietary model (even if OpenAl also
offers non-frontier open-weight models). In order to maximize economic returns, their most advanced systems
remain largely closed and accessible through commercial platforms. Chinese companies, under government
pressure, have made a different choice. By releasing open-weight models, they allow developers to download,
modify and deploy them with far fewer restrictions.

And the strategy is working. OpenRouter, one of the world's lardest agdregators of Al models, now processes
roughly 250 trillion tokens per month, up from about 2 trillion per month in early 2025. Within that ecosystem,
Chinese models account for more than half of total token usage, with their share frequently exceeding 50-60% of
overall volume.

The most recent weekly data are even more striking: Chinese maodels processed approximately 13 trillion tokens,
compared with only 3 trillion for their US counterparts. Perhaps most remarkably, US companies themselves are
increasingly adopting Chinese models, which reached a record 58% of OpenRouter traffic in July. Of course, this
data should be taken with a pinch of salt, because companies (especially large ones) might purchase Al services
directly from Al companies without going through aggredators. But OpenRouter data point to a clear trend.

At first glance, China’s embrace of open-weight Al models appears economically puzzling. If the models are free,
how can firms monetise them? The answer is that the model itself may not be the product. Instead, it serves as a
gateway to higher-margin businesses such as cloud services, enterprise software, Al agents and, ultimately, the
broader ecosystem.

Pillar #3: Setting standards

The ultimate objective of open-weight Al is shaping the governance of Al and its standards. This is the third pillar
of Beijing’s strateqgy. By imposing their preferred standards, nations not only solve technical problems to their
advantade but they also project power globally. Standards determine what kind of technology will prevail in the
future, thereby conferring market dominance on national champions while forcing foreign competitors to adapt.
As the industrialist Werner von Siemens reportedly put it: “He who owns the standards, owns the market.”

Standards are the hidden architecture of power. The question is not whether Chinese standards would make Al
safer. Open-weight models do not automatically improve security and may, actually, create additional risks by
making powerful systems more widely available. Instead, the strategic importance lies in who defines what
constitutes acceptable risk, how data can be used, what degree of transparency is required, and which governance
frameworks become internationally accepted.

These are the standards China is increasingly trying to influence through the diffusion. The more widely a
technology is adopted, the dreater the ability of its developers and sponsoring governments to influence how
issues such as interoperability, safety, transparency and data governance are defined.

Beijing understands that even if it never develops the single most powerful Al model, it could still become a central
player if its models, protocols and technological frameworks become widely adopted. In other words, the objective
is to become indispensable to the ecosystem that emerges around it and to become a key voice at any
international table. By making Al freely available, China is trying to lock the world into its own technologies. And
by setting the technical standards, it is trying to impose its own vision of Al.
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This was the broader significance of the World Artificial Intelligence Conference (WAIC), held in Shanghai in July.
The event offered a glimpse into Beijing’s vision for the future of Al governance. In his opening remarks, President
Xi Jinping called for a “people-centred” approach to Al. He stressed the need for greater international cooperation
and assistance to developing countries in order to bridge the Al and digital divides, warning against the emergence
of new forms of technological inequality. In Xi's words, "Al development should not be a solo performance by a
single country, but a symphony of international cooperation."

Notably, and opportunistically, Chinese officials repeatedly presented open-source Al as a global public good,
contrasting Beijing's approach with the proprietary model adopted by US rivals. The messade was clear: China
wants to position itself not only as a supplier of Al technologies, but also as a champion of a more open and
inclusive Al ecosystem. During the conference, 29 countries signed an adgreement establishing the World Al
Cooperation Organization (WAICO), which will be headquartered in Shanghai.

Waking up

The Al narrative in the US is lardgely centred on the extraordinary investment commitments of the hyperscalers.
Whether these firms are overinvesting in a race to outspend one another is something financial markets will
eventually discover. In the meantime, China is pursuing a broader and more comprehensive strategy: staying close
to the technological frontier, diffusing its Al models throughout the global economy, and embedding its own
technological standards and vision of Al across international markets.

For now, the American and Chinese approaches can coexist. Yet there is a risk that Beijing's strategy ultimately
gains the upper hand. Chinese models are particularly attractive to smaller firms and developing countries because
they offer greater flexibility and significantly lower costs. For many users, these advantages may outweigh
concerns about digital sovereignty. At the very least, this raises the prospect of an Al bifurcation, with Chinese
models becoming the dominant choice across much of the Global South.

If Chinese models also gain significant traction in Europe and the US, however, the incentives for international
coordination would increase considerably to prevent China’s Al vision from becoming globally predominant. That
said, the dreatest near-term risk may not be geopolitical but financial. If demand for American frontier models
falls short of expectations because of intense competition from cheaper Chinese alternatives, investors will
guestion the returns on massive Al capital expenditures.

This is why China's three-pillar strategy deserves careful attention from policymakers and industry leaders alike.
In a recent open letter, several prominent technology figures, including NVIDIA CEO Jensen Huang, argued that
greater adoption of open-weight Al models could serve America’s strategic interests. Their concern is that
excessive reliance on proprietary systems may limit adoption and cede ground to more widely distributed
alternatives. Instead of trying to stop China’s Al ascent through protectionism, America should play Beijing’s game.

The lesson of the previous two China shocks is that their consequences were often recognised only after they had
already reshaped economic realities. The risk with this third China shock is that, by the time the world fully
appreciates its implications and costs, the balance of power in Al may already have shifted.

This is the last Letter before the summer break. Have a great summer!

Edo

Edoardo Campanella
Director and Chief Editor of The Investment Institute (UniCredit, Milan)
edoardo.campanella@unicredit.eu
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Ledal Notices

Glossary
Terms used in the report are available on our website: Our glossary.

Marketing Communication

This publication/video constitutes a marketing communication of UniCredit S.p.A., UniCredit Bank Austria AG, Schoellerbank AG and
UniCredit Bank GmbH (hereinafter jointly referred to as the “UniCredit Group”) is addressed to the general public and is provided free of
charge for information only. It does not constitute investment recommendation or consultancy activity by the UniCredit Group or, even
less, an offer to the public of any kind nor an invitation to buy or sell securities. The information contained herein does not constitute an
investment research or financial analysis since, in addition to the lack of content, it has not been prepared in accordance with ledal
requirements designed to promote the independence of investment research, and it is not subject to any prohibition on dealing ahead
of the dissemination of investment research.

UniCredit Group, including all its group companies may have a specific interest in relation to the issuers, financial instruments or
transactions detailed herein. Relevant disclosures of interests and positions held by UniCredit Group are available at: Conflicts of interest.
Any estimates and/or assessments contained in this publication represent the independent opinion of the UniCredit Group and, like all
the information contained therein, are given in good faith on the basis of the data available at the date of publication, taken from reliable
sources, but having a purely indicative value and subject to change at any time after publication, on the completeness, correctness and
truthfulness of which the UniCredit Group makes no guarantees and assumes no responsibility. Interested parties must therefore carry
out their own investment assessments in a completely autonomous and independent manner, relying exclusively on their own
considerations of the market conditions and the information available overall, also in line with their risk profile and economic situation.
Investment involves risk. Before any transaction in financial instruments please refer to the relevant offering documents. It should also
be noted that:

1. Information relating to the past performance of a financial instrument, index or investment service is not indicative of future results.

2. Iftheinvestment is denominated in a currency other than the investor’s currency, the value of the investment can fluctuate strongly
according to changdes in exchangde rates and have an undesirable effect on the profitability of the investment.

3. Investments that offer high returns can underdo significant price fluctuations following any downgrading of creditworthiness. In the
event of bankruptcy of the issuer, the investor may lose the entire capital.

4. High volatility investments can be subject to sudden and significant decreases in value, being able to generate significant losses at
the time of sale up to the entire capital invested.

5. In the presence of extraordinary events, it may be difficult for the investor to sell or liquidate certain investments or obtain reliable
information on their value.

6. If the information refers to a specific tax treatment, it should be noted that the tax treatment depends on the individual situation of
the customer and may be subject to changde in the future.

7. If the information refers to future results, it should be noted that they do not constitute a reliable indicator of these results.

8. Diversification does not guarantee a profit or protect adainst a loss.

The UniCredit Group cannot in any way be held responsible for facts and/or damages that may arise to anyone from the use of this

document, including, but not limited to, damades due to losses, lost earnings or unrealised savings. The contents of the publication —

including data, news, information, imagdes, graphics, drawings, brands, and domain names — are owned by the UniCredit Group unless

otherwise indicated, covered by copyright and by the industrial property law. No license or right of use is granted and therefore it is not

allowed to reproduce its contents, in whole or in part, on any medium, copy them, publish them and use them for commercial purposes
without prior written authorisation from UniCredit Group unless if purposes of personal use only. E 25/1
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