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How China develops over
the next decade will have
huge global ramifications.

What does it mean for the rest of
the world if China becomes the
world’s preeminent economic
superpower? Alternatively, what
does it mean if China gets stuck
in the middle-income trap?

Option A : China has stumbled
and become stuck in the 

middle-income trap

Ten years ago, in 2019, China at least
appeared to be firmly on the path to
financial liberalisation. The International
Monetary Fund recently included the
renminbi in its basket of official reserve
currencies. Chinese securities gained
entry to global indices (MSCI emerging
markets equity index in 2018, Bloomberg
Barclays Global Aggregate Index in
2019). Beijing had pledged to allow forei-
gn entities to take bigger stakes in banks,
securities brokerages and asset manage-
ment firms.

How did things go wrong? 

1. CAPITAL FLIGHT FRIGHT

China’s capital controls had persisted in
part because authorities were concerned

that any inflows from foreign investors
would have been more than offset by
destabilising outflows, putting down-
ward pressure on the Chinese currency.
Instead of broadening and deepening in
the image of America’s capital markets,
China’s financial markets generally
muddled through the 2020s. 

2. DEALING WITH DEBT

The comprehensive deleveraging cam-
paign that the leadership pursued in the
previous decade did deliver modest
reductions in credit growth. But credit
was still growing, even relative to nomi-
nal GDP - and it was already more than
twice the size of the economy at the start
of the decade. 

3. A DRAGON’S DREAM DEFFERED 

The net result by 2029 was a heavily
indebted economy; a government with
less capacity to correct its fiscal deficit
given a shrinking workforce, aging
population and slowing growth rate;
and a consuming class caught in the
middle-income trap as per-capita GDP
growth stagnated. Of course, China’s fai-
lure to open more fully to the world was
partly a response to the West’s increasin-
gly cold shoulder. 

Option B: China has overtaken
the USA as the preeminent 

economic superpower

Despite delays - and pushback from
some conservative corners of the
Chinese leadership compound in
Zhongnanhai - the government
under Xi Jinping, now concluding
his third term in office, eventually
moved to relax capital controls and
forge ahead with long-promised
financial overhauls. China progres-
sively freed up the exchangeability

of the renminbi, opened the doors
wider-still to cross border equity
and bond market flows and ultima-
tely allowed foreign banks, broke-
rages and asset managers to play a
significant role in the domestic
finance industry. 

1. SUNSET FOR STATE CAPITALISM 

Even back in 2019, China’s official policy
was to make state-owned enterprises
subject to market-led reforms.
Privatisation became a key focus of
China’s economic policy. The leadership
in Beijing realised it could kill two birds
with one stone: by selling off state assets,
China rapidly dispelled concerns over
general government debt; paying it
down created renewed fiscal space,
while freer market forces boosted econo-
mic vitality. Consolidation was a huge
driver - among the dozens of firms under
the central government’s direct control,
but also among the thousands of state
firms controlled by local governments. 

2. PRIVATE FIRMS TO THE FORE

The 2020s were the decade where priva-
te companies made their greatest gains in
contributing to growth in China. A trend
of bank disintermediation took hold, as
firms that used to rely on borrowing
from state-controlled banks switched to
tapping China’s deeper and more diver-
sified equity and credit markets, which
now included access to more foreign
capital. This increased market discipline

and helped to allocate capital more effi-
ciently across the economy, which gave
rise to some truly global champions
within China’s corporate sector. By the
end of the decade, the world’s biggest
companies in insurance, retail, mobile
communications, hotels, and restaurants
were all privately-owned Chinese firms. 

3. GLOBAL CONSUMERS

If the 2010s were the decade where
China’s rising middle class and newly
rich caught the attention of multinatio-
nal consumer goods manufacturers
and luxury firms, the 2020s were the
decade where a half-billion affluent
Chinese city dwellers supplanted the
American consumer as the single big-
gest driving force in the global econo-
my. How China became the first com-
munist country to make the leap from
middle income to rich country was
similar in ways to capitalist America’s
path several generations earlier. 

The preceding analysis is not a forecast
but an exploration of possible bull and
bear China scenarios over the next 10
years; for illustrative purposes, in some
cases we have presented quite extreme
or colourful examples. Overall, we see
three areas where reforms (or the failure
to reform) will have the biggest impact
on the arc of China’s development in the
coming decade: the financial, industrial,
and consumer sectors. 

Choose your own ending.
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Luxembourg is renowned worldwide
for its fund administration industry
currently hosting at least 15 of the 20

largest global funds (including Carlyle,
Blackstone, KKR, Apollo ...), which  have
structures and / or funds domiciled in the
country. The Brexit has created a major
challenge for Luxembourg, as the country
will have an opportunity to attract a maxi-
mum of the British market players as a
consequence to the decision taken on 29
March 2017. 

One of the potential consequences of the Brexit,
which would see the United Kingdom leaving the
single European market, would be the loss of the
European passport to financial institutions that has
so far enabled them to sell their products and ser-
vices within the European Economic Area (EEA). It
goes without saying that financial activities would
be particularly affected by this loss and have alrea-
dy been impacted. Several investment funds have
already relocated their activity in other European
countries to keep the enjoyment of this European
passport and continue to reap the benefits and
transfer funds. Overall, the top five financial centers
benefiting the most from Brexit are Paris,
Luxembourg, Dublin, Frankfurt and Amsterdam.
Paris and Frankfurt are focused on trading and
investment banking, while Dublin and
Luxembourg are specialized in investment funds
and asset management. Singularly, Amsterdam is a
well-known place for its technological know-how
around fintech and its airport hub. 

Since 2017, companies such as 3i, EQT and HSBC,
located on the other side of the English Channel,
have taken the steps and chosen Luxembourg to
outsource their activities related to investment
funds. Let’s have a look on the reasons that pushed
these companies to choose the Grand Duchy.
Luxembourg has a long tradition of fund adminis-
tration dating from more than 20 years, which is
coupled with a stable and attractive tax regime for
the funds. Investment funds enjoy some form of tax
neutrality, which is characterized by an advanta-

geous tax legislation, an effective social security sys-
tem (for companies, employers and employees) and
one of the lowest VAT rate in Europe. Investment
structures are numerous, varied and offer conside-
rable flexibility as well as favorable tax and regula-
tory environment. Depending on the investment
strategies, a single fund may create several sub-
funds, each of which will have their own invest-
ment strategies and investors.

In 2004 and 2007, Luxembourg created two struc-
tures addressing new issues in terms of diversifica-
tion, debt and investment strategy: the SICAR and
SIF. These structures are not subject to capital gains
tax and net wealth tax but in the case of a SIF to a
subscription tax representing 0.01% of the net value
of the assets held. These two structures are tax trans-
parent for income tax and dividend withholding
tax purposes. Advantages of the SICAR and the
SIF regimes are an access for general partners to a
regulated domicile alongside with a tax neutrality
and some  flexibility in structuringthrough various
corporate and legal forms and variable capital.
Reserved Alternative Funds (RAIF) should also be
mentioned. They allow Private Equity funds to
have a vehicle that combined characteristics and
structuring flexibilities of Luxembourg regulated
SIFs and SICARs qualifying as Alternative
Investment Funds managed by an authorized
AIFM, except that RAIFs are not subject to CSSF
approval before they are launched. 

To support the attractiveness of Luxembourg, a
report published by the Association of the
Luxembourg Fund industry in the form of a survey
yields the following positive results. 
- an increase of 20 percent year-to-year of the Assets
Under Management (AUM) in the Private Equity
industry in 2018. 
- PE funds structured under the RAIF regime or as
unregulated Limited Partnerships have increased
by close to 20 points representing 30 percent of all
Luxembourg PE funds in 2018
- an increase number of large PE funds (€500 million
and above) accounting to 4 percent of the fund
population
- an increased international attractiveness “8 per-
cent of the Luxembourg PE fund population is
represented by North American companies inclu-
ding funds such as Carlyle, Warburg Pincus and
Silver Lake.”

Above results strengthen the idea that Luxembourg
provides a great deal of flexibility through access to
unregulated structures and Luxembourg is to be
chosen for its unique concentration of experts in
investment funds, specialized in all aspects of their
type of structure, administration and distribution.

A period of uncertainty is clearly identifiable in the
United Kingdom and the rest of the European mar-
ket has benefited from it at the expense of the UK.
The transactions of large caps have fallen in the UK,
countering the trend of the rest of the continent. In
the United Kingdom, in 2018 the value fell to
€27.2bn against €41.3bn the previous year. Large
cap transactions have been discontinued. In com-
parison, the value of European Private Equity mar-
kets reached €173bn euros last year, against
€149.2bn the year before, the highest figure since
2007 according to figures published by Unquote
Data and relayed by City A.M..

Note that many British investors have suspended
several important transactions for fear of the conse-
quences if a suitable agreement cannot be reached
between the EU and the UK. We can cite as an
example of unsuccessful deal, the buyout which
could amount to £2.9bn from the landlord shop-
ping center Intu by a consortium including The Peel
Group and the Canadian company Brookfield
Property Group at the end of 2018. The main reasons
cited are the lack confidence in the macroeconomic
situation and the volatility of the markets. 

As a consequence of this transitional period, the UK
has lost its position as the leading European private
equity market in transaction value for the first time
since 2011. The value of transactions in the United
Kingdom, which amounted to €21.4bn in 187 tran-
sactions recorded on December 7, 2018, was sur-
passed by the Netherlands with a value of €23.5bn.
By way of example, among the 10 largest European
buyouts this year, only one was in the UK, this is
Zoopla’s acquisition by Silver Lake for GBP 2.2bn,
according to the Financial Times.

At the time of this writing, no one can determine the
outcome of the negotiations surrounding the Brexit
and its effects for Private Equity. What is certain is
that regardless of the outcome, the UK still has PE
investors who have money to spend and
Luxembourg has room to welcome them.

Uncertainty will reside in the volume of transac-
tions that could either become smaller and less fre-
quent or continue as they are. The scenario of a
Brexit with agreement or a “hard” Brexit will neces-
sarily have a different impact on the fate of the
British market, and on its European neighbors. 

The first hypothesis is a “hard” Brexit and the exit of
the single European market. UK relations with the
European Union would be governed only by the
rules of the World Trade Organization to which
London should re-adhere individually therefore
United Kingdom would have no more particular
relationship with the EU. Another hypothesis is a
consensus in the form of a «medium» Brexit: that is
to say, an exit from the EU without general agree-
ment but with negotiations by branch. Which
would mean other negotiations will probably have
to take place before reaching an agreement with
regards to the conditions for maintaining the
European passport. This model could be based on
agreements similar to the ones that the European
Union has with countries such as Switzerland or
Norway. This situation would create additional
uncertainty, which would not necessarily be welco-
med for investors and UK funds. 

In conclusion, uncertainty reigns over the contours
of the future relationship between the United
Kingdom and the European Union. Fund mana-
gers based in the UK  are waiting for the decision to
be taken on March 29, 2019, worried of  losing their
European passport, as provided by the AIFMD
directive, and not having access to European inves-
tors to distribute their investment funds anymore.
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