OUTBOUND: LUXEMBOURG INSIGHTS

Europe’s foremost
renminbi hub

Laurent Lazard and Helen Haijing Liu of Bonn Steichen & Partners explain the role of Luxembourg in the
internationalisation of the renminbi and the benefits of structuring investments through the country

1. What are the continuing efforts to internationalise the renminbi? What

is the role of Luxembourg in this process?

On June 28 2014, a memorandum of understanding (MOU) on renminbi clearing
arrangements in Luxembourg was signed between the central bank of Luxembourg
(Banque centrale du Luxembourg) (BCL) and China’s central bank, the People’s Bank of
China (PBOC). A renminbi clearing bank will soon be designated in Luxembourg. This
evidences a further step in China’s efforts to internationalise the renminbi.

Currently, Luxembourg is the leading centre for renminbi business in the euro zone.
As of the first quarter of 2014, it harbours around Rmb79.4 billion in deposits, a 24%
increase from the last quarter of 2013. It currently hosts the European headquarters of
China’s three leading banks, namely Bank of China, China Construction Bank and Indus-
trial and Commercial Bank of China. China Merchants Bank and Agricultural Bank of
China are expected to set up in Luxembourg as well.

Luxembourg endeavours to play a more important role in the internationalisation of
the renminbi. After the signing of the MOU, the Ministry of Finance of Luxembourg led
a delegation of 70 top executives from the financial and related sectors to China to further
reinforce the financial cooperation between China and Luxembourg. It was during this visit
that announcements were made on the opening of branches of Alipay, China Merchants

Bank and the Agricultural Bank of China in Luxembourg.

2. China’s State Administration of Foreign Exchange has relaxed foreign
exchange control on round-trip investments utilising special purpose
vehicles. How do the new rules facilitate trade and investment processes?
On July 14 2014, the State Administration of Foreign Exchange (SAFE) promulgated
the Circular on Issues Relevant to Exchange Control in Connection with Offshore Investment/
Financing and Round-trip Investment by Residents in China Through Special Purpose Vebicles
(Circular 37) to simplify the approval process and promote cross-border investment,
supporting China’s outbound strategy.

Circular 37 facilitates China’s outbound investment processes in the following three

ways:



i. It expressly allows outward funds flow. Domestic residents may
purchase and remit foreign exchange out of China to establish
a special purpose vehicle (SPV), repurchase or delist shares of
an SPV based on actual and reasonable needs. Domestic entities
under direct or indirect control of a domestic resident may also
finance their registered SPVs. These are very significant and posi-
tive developments as they indicate that the PRC government is
becoming increasingly flexible in allowing outbound funds flow
by domestic institutions and individuals;

ii. Itexpands the definition of SPVs. Circular 37 expands the purpose
of SPVs to include offshore investments in addition to financing.
It also allows resident individuals to make foreign exchange regis-
trations for their offshore investments even when such foreign
investments do not involve any PRC assets or interests; and

iii. There is no mandatory requirement for repatriation of profits
onshore. Circular 37 does not require mandatory repatriation of all
profits, dividends and proceeds arising from the disposal of interests
in an SPV within 180 days of the receipt of such profits, dividends

or proceeds (as required under the previous Circular 75).

The promulgation of Circular 37 is in line with the recent devel-

opments on the internationalisation of the renminbi, i.e. the aforesaid
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MOU signed between China and Luxembourg. With the future
establishment of a renminbi clearing bank in Luxembourg and the
promotion of outbound investment domestically in China, the use
of renminbi by businesses and financial institutions for cross-border
transactions will be enlarged, thus promoting trade and investment

in Luxembourg.

3. The National Development and Reform Commission of
China published a new report on August 5 2014. What
impact does it have on Chinese outhound investments?
On August 5 2014, the National Development and Reform
Commission of China (NDRC) published a report on outbound
investment. According to the report, private direct outbound
investments are expressly allowed. The NDRC will draft the
Outbound Investment Regulations to strengthen the legal
development for Chinese outbound investments. The NDRC will
also coordinate with other governments to simplify the approval
process and to build a comprehensive servicing system combining
fiscal policies, financial services and information sharing platform for
outbound investments.

This report shows China’s further resolution in promoting and
facilitating outbound investments after the promulgation of Circular
37. As mentioned above, trade and investments in/through Luxem-

bourg to Europe are expected to expand as a result.

4. What are the recent developments in the fund industry
between China and Luxembourg? What are the impacts
of these developments?

In May 2014, the Luxembourg Stock Exchange listed the first dim
sum bond in the Eurozone, which was issued by the Bank of China.
It is referred to as the “Schengen bond” which has strengthened the
Luxembourg Stock Exchange’s position for the listing of offshore
renminbi bonds.

On June 19 2014, a MOU was signed between the Luxembourg
Stock Exchange and the Bank of China that involves the creation of
a strategic partnership between these two institutions. On June 30
2014, another MOU was signed between the Asset Management
Association of China and the Association of the Luxembourg Fund
Industry with the purpose of deepening the collaboration between
the two associations.

These developments are expected to reinforce Luxembourg’s
leading position in the fund industry in the Eurozone, and to
attract more investors, especially from China, to set up funds in

Luxembourg.

5. Is there any limitation on the funds flow in
Luxembourg?

No, both the inflow and outflow of funds are not limited, including
the remittance of profits, interests and capital. For example,
approval from the tax authorities for the distribution of dividends

is not required.
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6. In terms of China’s outhound investments to Europe,
why is the Hong Kong-Luxembourg structure often used?
The obvious benefit of this structure is the minimisation of the
exposure to withholding tax on dividends when they are paid by
the European subsidiaries to the Chinese parent companies. Three
layers of legislation are involved in this structure:

The first layer is the European Union (EU) Parent-Subsidiary
Directive. Under this directive, the withholding tax on dividends is

exempt when the following conditions are met:

B The Luxembourg recipient is ecither a resident company fully
subject to tax in Luxembourg, or a Luxembourg permanent
establishment of a foreign entity that falls within the scope of the
Parent-Subsidiary Directive;

B The Luxembourg recipient company holds or commits itself to
hold at least 10% of the capital of the payer company (or the
shares were acquired for at least €1.2 million) for an uninterrupted
period of at least 12 months; and

B The distributing company is another Luxembourg company or a

qualifying EU company under the Parent-Subsidiary Directive.

The second layer is the Luxembourg national tax law, imple-
menting the EU directives. Under the participation exemption regime,
dividend income will be exempt from Luxembourg income tax.

The third layer is the double tax treaty between Luxembourg and
Hong Kong. Under this treaty, 0% withholding tax on dividends will
be payable if the beneficial owner in Hong Kong is a company which
holds directly at least 10% of the capital of the Luxembourg company.

Thus, the withholding tax liability is minimised if the dividends are
repatriated to China through the Hong Kong-Luxembourg structure,
subject to the tax arrangements between China and Hong Kong.

Similarly, the tax liabilities on interests and capital gains are
usually exempt through this structure, subject to taxation only in

Hong Kong/China.

7. What are the advantages of using Luxembourg
structures over Cayman structures?

In recent years, Luxembourg has increasingly become the preferred
platform to structure Chinese outbound investments in the light of
government clampdowns on offshore tax havens such as the Cayman
Islands. For example, the well-known acquisition of Portugal’s

largest power producer by China Three Gorges Corporation, one of

China’s largest outbound M&A deals to date, used a Luxembourg
company structure. The joint takeover of Putzmeister Holding by
SANY Heavy Industry and CITIC PE Advisors (Hong Kong) was
also structured through a Luxembourg holding company.

A major reason for using a Luxembourg company structure is the
tax advantages, especially in case of investments in assets subject to
withholding tax (e.g. dividends, interests, etc.). A Cayman Islands
structure is not the right option in this case, since one would suffer
withholding tax in the source country. On the contrary, when a
Luxembourg entity is used, the withholding tax gets eliminated either
under the Parent-Subsidiary Directive, the Interest-Royalty Directive
or the relevant Luxembourg tax treaty.

Also, Luxembourg is a well-known financial centre within the
European Union. It ranks as an “AAA” credit-rated country and
benefits from white-list status and international tax transparency

compliance in line with OECD guidelines.

8. Are there any preferential treatments for high net
worth individuals to invest in your country?

Yes, Luxembourg now also offers a privileged framework for private
wealth management by abolishing the net wealth tax for individuals,
levying a withholding tax of 10% on interest income, maintaining
the exemption of inheritance tax in direct line and — under certain
conditions — exonerating capital gains realised on stocks and
capitalisation products as well as exempting gifts made by hand
under certain conditions.

Luxembourg also offers financially independent persons the
opportunity of becoming a resident. Sufficient funds, a sustainable
monthly income, permanent housing and full health insurance, in
accordance with the local standards and laws, are the main prerequi-
sites. Visas, where required, are obtained swiftly and most documents

may be processed in English.

Apart from existing vehicles such as the Luxembourg family
holding company or the securitisation vehicle, which are often used
for managing high net worth, Luxembourg is about to adopt, in
the upcoming months, a new state-of-the art framework especially
designed for high net worth individuals — the Luxembourg private
foundation regime. The private foundation will offer a considerable
degree of flexibility both in terms of management and governance. It
actually may own movable and immovable properties, tangible and

intangible assets or enter into insurance contracts as a subscriber or a



beneficiary. It may also create other public or private foundations or
trusts or be the beneficiary of such vehicles.

The tax treatment applicable to the private foundation appears to
be particularly attractive.

Firstly, although the private foundation is subject to corporation

income tax at the standard corporate income tax rate, it is possible

i %

to minimise such tax liability, as it will benefit from an exemp-
tion regarding its investment income: dividends, profit sharing and
interest payments derived from securities and capital gains realised on
the sale of assets.

Secondly, income distributions made by the private foundation to

non-resident beneficiaries are not subject to withholding taxes.
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