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When China entered the World Trade Organization (WTO), at the end of 2001, Citigroup

was still at an early stage in its China strategy. In 1998, Citicorp and Travelers Group Inc.

(Travelers) had merged to create the new entity Citigroup Inc. Travelers brought a vast array

of financial services that added to Citigroup’s existing portfolio of consumer and commercial

lending. Travelers had developed a very extensive business in investment banking,

asset management, life insurance and property casualty insurance, as well as consumer

lending. Travelers’ operating companies included: Salomon Smith Barney, Salomon Smith

Barney Asset Management, Travelers Life & Annuity, Primerica Financial Services, Travelers

Property Casualty Corp and Commercial Credit.

Following the merger, John Reed and Sanford Weill became co-chairmen of the new

Citigroup. After a brief period of turmoil, Sanford Weill became sole chairman and chief

executive officer of the merged entity. Citigroup’s 2001 Annual Report indicated remarkable

success in the integration of Citigroup’s many divisions. In his letter to shareholders,

Weill emphasized that:

In 2001, Citigroup solidified its position as one of the most successful financial services

companies in the world, outperforming and leading the field in the most profitable and

attractive growth areas. We registered double-digit increases across many lines of business,

and a 20 percent return on equity. . . . Our achievements received important recognition when

Citigroup, for the first time, was named one of America’s 10 Most Admired Companies by

Fortune magazine and ranked number one in our industry category.2

In March 2002, Travelers’ Property Casualty unit was spun off in the expectation that its

activities would not be central to the financial services package being offered by Citigroup,

and its rate of profit would likely be less than that of the other financial services.

Citibank, part of Citigroup, was one of the first foreign firms that had obtained licences

to conduct a limited range of commercial activities in China. By 2002, Citibank had become

one of the strongest foreign banks operating in the People’s Republic of China (PRC), but

as a foreign bank it had only limited market access, even for its limited array of services. At

headquarters, Citigroup wanted to determine the growth prospects for each of its divisions,

and which of its vast array of financial services should be the focus for expansion in China.

Could Citibank be a “model” for the other Citigroup divisions? One possibility, of course,

would be to continue with Citibank’s existing China services, and for Citigroup to “wait and

see” the results of WTO membership.

THE LIBERALIZATION DILEMMA

Optimism about the economic benefits of China’s WTO membership may be premature.

Realising them will require wrenching structural change that will produce losers as well as

winners. The shocks could strain international trade relations for years to come—Guy de

Jonquières, “Enter the dragon,” Financial Times, December 10, 2001, p. 14.

Can the WTO’s rules be implemented? If they are not, does the global trading club have

sufficient regulatory clout to provide adequate redress for foreign interests? A cornerstone

principle of the WTO is that member nations apply trade and investment rules in a transparent

manner evenly across the country, and accord national treatment to foreign companies. In China’s case, experience and discernable economic pressures suggest that the equal application of transparent laws enforced by an impartial legal system may remain a mere concept for many years to come—James Kynge, “Can Beijing make trade rules stick?” Financial Times, November 17, 1999, p. 6.

Prior to China’s WTO membership, Citibank had been licensed only to provide corporate

banking services, and only to foreign-invested enterprises. Furthermore, Citibank had

been licensed to operate branches in only a few of the Chinese cities open to foreign banks.

In order to grow beyond these cities and to expand from foreign corporate banking to the

large and potentially lucrative domestic retail and corporate financial business, Citibank

needed licences from the central bank.

The terms and conditions for WTO membership required China to open its financial system

to foreign corporations. However, the pace for liberalization of regulatory restrictions

was uncertain. Meanwhile, prior to WTO entry, overall results for foreign financial corporations

had been poor:

The Asian financial crisis has taken its toll on foreign banks’ gains in China. Figures collated

from government documents indicate that foreign banks and financial institutions made an

aggregate net profit of US$256 million in 1997 and US$215 million in 1998—and a loss of

US$150 million in 1999. Most foreign banks do not break out their China operations in their

annual reports and country CEOs decline to disclose how much their businesses are

making—or losing. But Asiamoney believes that, apart from the 32 banks allowed to do

renminbi business and those with capital market skills, many foreign institutions are still

chasing the pot of gold at the end of the rainbow.3

On the one hand, the People’s Bank of China (PBOC), China’s regulatory agency, was

under pressure in regard to China’s WTO commitments. On the other hand, China’s state

banks were in appalling shape. Generally, they were run by bureaucrats, up to their knees

in bad debts, still required to provide cheap funding to nearly bankrupt state enterprises and

unable to set their own deposit and interest rate levels. It might take them years to become

properly competitive. Meantime, it was up to the PBOC to see that strong foreign competitors

like Citigroup had no chance to bulldoze them out of the market. Commentators presented

frequent warnings about this dilemma:

China’s accession to the World Trade Organization could cause a banking crisis unless

radical reforms to its debt-ridden state banks are pushed through, the country’s top

government think-tank warned yesterday.4

Says a high-ranking central banker in Beijing: “We are happy for foreign banks to come

in. But at the same time we are very concerned about the impact of WTO. Our banks lag

behind the foreigners on almost every front: capitalization, overseas networks, services and

modern management expertise.”5

In a 2002 Financial Times article, James Kynge attempted to estimate the extent of nonperforming loans in China’s banking system:

Nowhere is the cost of China’s politically driven economy clearer than in the financial

system. Lending directed by the state is largely responsible for the burden of nonperforming

loans in the big four state banks. Official estimates put bad loans at about 30 percent of

assets, but most analysts believe the figure to be nearer 50 percent. Bad loans elsewhere—

such as at city commercial banks and rural credit cooperatives—take the total to more than

50 percent of the country’s GDP in 2000, say several academics in state think-tanks.6

The terms and conditions for WTO membership stipulated that all nongeographic restrictions

with respect to type of customer were to be removed immediately for foreign currency

business. This would permit foreign banks to conduct foreign currency business with

Chinese-owned enterprises and Chinese persons, but only in specific cities provided for in

a licence. Over the five-year period from 2002 to 2007, restrictions on renminbi business

and remaining geographic restrictions were also to be removed.

However, China’s initial regulatory reforms in response to WTO membership included

several provisions that would retard the promised expansion of foreign banks. In particular,

to be eligible to participate in renminbi business, a foreign bank had to have been engaged

in business operations in China for three years, and these operations had to have been profitable

for two consecutive years prior to an application for a licence. Furthermore, each foreign

bank branch would have to put in place very onerous funding requirements.

Commentators believed that the PBOC would likely be imposing a wide range of additional

restrictions, for example, in regard to: deposits, interest rates on loans, fees, reserve

requirements, capital adequacy ratios, limits on the size of a single borrower’s credit line,

equity/asset ratios, ratios of renminbi capital to renminbi assets, and reserves against bad

and doubtful loans. As of 2002, domestic foreign currency deposits could not exceed 70

percent of a bank’s total foreign currency assets within China. Renminbi lending was limited

to 50 percent of a foreign bank’s total lending.

As a result of mandatory waiting periods and high funding requirements for additional

branches, banks were likely to find their expansion impeded. A 2002 BusinessWeek article

summarized these restrictions in a rather pessimistic commentary:

There are new banking regulations, which foreign lenders say are aimed at protecting China’s

debt-laden banks. As of early February (2002), new branches are required to have a

minimum of $72 million in operating capital, up from $15.7 million, in order to do local

retail business. The requirement will likely make it too expensive for any but the largest

foreign banks to set up mainland networks. Particularly galling to foreign bankers is the fact

that the regulation was announced as part of a package intended to fulfill China’s WTO

commitments. Joachim Fuchs, general manager of the Shanghai branch of Commerzbank,

says the requirement’s real purpose “is to give the local banks breathing time.”7

As early as 1997, Chris Tibbs, the vice-president and head of corporate finance of

Citibank’s China operations, had been optimistic about regulatory change.

The banking system in China is evolving faster than most other countries. Generally

speaking, the bureaucrats who are responsible for the financial market reforms are quite

intelligent people. They know very much where they want to go. They are more efficient than

most of the countries I have worked in (Japan, North and South America, and Hong Kong). I

am optimistic that things will work out. PBOC operates in a very cautious but intelligent

manner. The PBOC will not hold off our expansion. Actually, it is encouraging us to expand:

it wants to use Citibank as a tool to force Chinese banks to become more competitive as soon

as possible.8

Though Citibank’s senior China executives had worked hard to develop a good relationship

with the PBOC and were clearly positive about that relationship, they may also have

had reason to be concerned. Citibank was one of the most powerful foreign banks in China,

and given Citigroup’s deep pockets and obvious interest in emerging markets, Citigroup

was the one that posed the most obvious competitive threat to China’s struggling domestic

banks. Should the PBOC feel that Citigroup was too large, too ambitious or too successful

in China, it might respond by putting the brakes on Citigroup’s China expansion plans and

giving early licences to smaller, less threatening foreign financial institutions instead.

Early in 2002, Citibank became the first foreign bank to be given approval for foreign currency

dealings with Chinese customers. While Chinese held 90 billion dollars in foreign denominations

in mainland banks, the Citibank licence would give access only to Chinese in

the city of Shanghai. Citibank hoped that other cities would soon be opened for this business.

Meanwhile, other divisions of Citigroup would need to develop China strategies as well.

IMPEDIMENTS TO ECONOMIC DEVELOPMENT

The Need for Political Reforms

While the economy of China had experienced rapid growth, commentators pointed to a

series of substantial challenges that confronted ongoing economic development. China’s

state-owned enterprises (SOEs) were poorly managed. SOEs still controlled more than 70

percent of all fixed assets and 80 percent of all working capital in manufacturing. The

Chinese banks were unable to collect a major portion of the loans that they had made to

the state-owned enterprises. The pension system was largely unfunded. Corruption was

widespread.

WTO membership would exacerbate the financial difficulties of the SOEs, as they

would now face better-quality imports and competition from the foreign-owned corporations

that were now investing in China. China’s leaders expressed the view that unprofitable

SOEs should be allowed to go bankrupt if their debts exceeded assets. However, the process

for bankruptcy was not clear. Furthermore, bankruptcies would throw tens of millions of

Chinese workers out of their jobs. The threat of massive unemployment brought with it the

risk of social unrest, and the prospect of authoritarian crackdowns as a political response.

Some commentators expressed the view that a successful economic transition would require

political reform with a shift towards democracy, free speech and investigative journalism,

and modern commercial laws with an independent judiciary:

All of these problems are structural in nature. They are all, to varying degrees, the products

of an unreformed political system that has become a drag on development and a serious

barrier to China’s ambitions to become a global superpower.

Nowhere in the WTO agreement, which took 15 years to negotiate, is it specified that

Beijing must undertake political reform. But many Chinese academics and other experts

believe that, without changes to government, China may be unable to deliver on its WTO

promises.

It is still dangerous in China to advocate an end to the Communist party’s monopoly on

power. But an increasing number of academics, officials and ordinary people say in private

that there is no alternative. Without checks and balances on Communist influence, China

may be unable to provide the type of detached, impartial government that its increasingly

sophisticated economy requires.9

Human Resource Challenges

The qualifications necessary for successful corporate management in a free enterprise market

economy are quite different from the qualifications required for management of SOEs

under central planning. Somehow, the Chinese managers would have to learn a new set of

skills and develop a new set of business procedures. Among the many business practices

that would have to be developed were those related to accounting, cost control, finance and

advertising. The concept of marketing and a concern for customer satisfaction had to be ingrained in managerial decision-making. Throughout the corporation, the necessary concern

for quality and innovation might be slow to develop. A key issue was how quickly China’s

educational system could create business administration courses for university students and

for part-time executive education.

Beyond the issue of skills and capability many observers pointed to traditional cultural

impediments to income differentials, an essential aspect of motivation and reward in free

enterprise economies. Government ownership focused on interpersonal harmony, and this

fostered a distrust of performance appraisals. The hierarchical structure of SOEs meant that

employees were not socialized to develop initiative. The absence of “consumerism” meant

that there was little emphasis on the Western “work ethic.”

One might look to expatriate managers to bridge the gap while the Chinese human resource

portfolio was broadened and attitudes changed, but foreigners found it difficult to

adapt culturally to life in China. For a corporation seeking to hire from the Chinese labor

market, there was a difficulty in getting employees to leave the SOEs. A fluid labor market

has not yet developed.

A separate but related set of human resource challenges had to do with the government

bureaucrats, whose skill sets and practices also would have to be transformed if they were

to regulate private sector corporations effectively and if they were to conduct macroeconomic

policies appropriately. China faced the prospect of developing new systems for taxation,

expenditure control, monetary policy and a host of sector-specific supervisory and

regulatory programs, together with new commercial laws and procedures for their enforcement.

For many decades, “Western” universities had offered programs in economics and

public administration that could prepare students for careers in the civil service. In China,

a revolution would be needed in traditional university curricula, which could require a very

long time.

E-commerce Limitations

InWestern nations, the growth of e-commerce and the “new economy” had dramatically altered

business practices and had brought ongoing productivity improvements. For China,

participation in the new economy seemed a long distance away. The basic telecom infrastructure

lacked broadband capacity except for a few cities, and so was limited in its ability

EXHIBIT 1

China—Major Markets

Households Annual Discretionary Income

(millions) per Household (RMB)

Guangzhou (16% of IT investment) 2.0 12,018

Beijing (37% of IT investment) 3.9 9,183

Shanghai (25% of IT investment) 4.7 8,773

Wuhan 2.1 6,262

Xi’an 1.8 5,999

Chongqing 9.2 5,896

Shenyang 2.1 5,364

to convey the files necessary for e-commerce. There was a possibility that foreign corporations

could enter China and revolutionize the telecom infrastructure. WTO membership

did require that foreign operators be permitted to enter China, but in 2002, they were restricted

to ownership of less than 50 percent of each Chinese company. These ownership restrictions

were likely to restrain the shift of necessary technologies and new plant and

equipment investment from the advanced nations to China.

Apart from the weaknesses of the telecom infrastructure, there was an ongoing supervision

on the part of the Chinese government in regard to Internet content. In recent years, for

example, the rapid expansion of the Falun Gong movement had rested on Internet communications,

and the government regarded Falun Gong as a political protest that should be

quelled. Consequently, the government had imposed supervisory controls that could impede

corporate Internet transactions. Various agencies played an active role in supervising

the Internet, and the Ministry of Information Industry (MII) controlled the international Internet

gateway.

Regional Disparities

China’s economic liberalization began in 1978 with the creation of “special economic

zones” where foreign corporations could operate separate from the administrative structure

of central planning. The success of this experiment meant that the coastal cities where these

zones were located experienced economic progress that contrasted starkly with the ongoing

rural stagnation of the rest of the country. In regard to prospects for e-commerce,

Exhibit 1 indicates that over 75 percent of information technology investment in China was

concentrated in just three cities: Guangzhou, Beijing and Shanghai. The enormous gap between

the coastal cities on the one hand and the rest of the country on the other presented

serious problems in regard to the economic development of the nation as a whole. Of

course, the government of China clearly understood the difficulties that it faced in this regard,

and was attempting to redress the balance, but it would likely take decades before the

rest of China could become a part of the rapid growth paradigm.

OPPORTUNITIES FOR FINANCING FOREIGN-OWNED CORPORATIONS

The prospect of China joining the WTO stimulated a huge increase in foreign direct investment

(FDI), as Exhibit 2 indicates. China’s current stock of FDI was already enormous

in global terms. In 2001, it stood at $350 billion, with an annual increase of $40 billion to

$45 billion. This placed China as number three in the world in terms of the stock of FDI,

behind the United States at $1.1 trillion and Britain at $400 billion.

EXHIBIT 2

China’s Economy

1998 1999 2000 2001*

GDP growth (%) 7.8 7.1 8.0 7.3

GDP per capita (US$) 758 784 853 937

Inflation, annual average (%) _0.8 _1.4 0.4 0.7

Current account balance % of GDP _3 _2 _1.9 _1.8

Foreign exchange rate (US$) 8.3 8.3 8.3 8.3

Debt as % of GDP 16 16 13 12

FDI inflows (US$ billion) 45 40 40 45

Internet users (millions) 16.9 26.5

The mainland now accounts for about one-third of emerging markets’ total stock of FDI,

according to Nicholas Lardy of the Brookings Institution in Washington. Nearly four-fifths

of all FDI going to Southeast and East Asia, not counting Japan, is sucked up by China—and

to its neighbors’ growing alarm.10

Citigroup could focus on providing foreign-owned corporations with certain of its services—

but which services and how to organize them remained a question. Several economic

realties would be important as Citigroup contemplated the future in China for its additional

financial activities. Competition from other foreign banks had become intense. Japanese

banks, in particular, seemed not so concerned with profit margins as with obtaining market

share. Furthermore, it was not clear whether foreign capital inflows would be maintained at

these levels.

While China’s population—more than one billion, 200 million—and the economy’s high

growth rate were attractive to investors, nevertheless, the average per capita income for the

nation as a whole was so low that decades of growth would be necessary before mass marketing

of consumer goods and services could be effective. In fact, some pointed to the high

growth rate of the economy as simply due to the very low level of production and consumption,

and warned that growth was low in absolute dollar terms and would inevitably

slow down as higher levels were reached. Perhaps investment would be focused principally

on manufacturing for export, based on industrial wages as low as 20 to 30 cents per hour.

OPPORTUNITIES FOR INVESTMENT BANKING SERVICES

With the privatization of SOEs, a huge opportunity would develop for Citigroup to participate

actively in investment banking. Initial public offerings (IPOs) might include the sale

of shares on either foreign or Chinese stock exchanges.

SOEs would need a great deal of advice in the IPO process, and the valuation of shares

would be particularly difficult. Assets had been acquired at prices that had no relationship

with free market prices. Future profit streams were perhaps impossible to predict. How to

deal with debts to the state banks remained a common problem. Consequently, it was expected

that the IPO process would generally involve a “bought deal” in which the investment

bank would underwrite the entire issue, financing the deal with its own capital and

then reselling to the public at a slightly higher price.

However, as of 2002, China’s stock markets were fragmented, with restrictions on ownership

of various types of shares, and they were at a very early stage of development.

Foreigners tended to invest only in Chinese companies that had listed shares in the Hong

Kong market, referred to as “H shares” or “red-chips.” The legal system and regulatory standards

in Hong Kong provided assurances that were not yet available in mainland China.

From a positive perspective, the privatization of SOEs would create an array of shareholders

that would hopefully improve corporate governance and transparency and would

provide an ongoing spur to competitiveness.

Perhaps investment banking, and provision of various services to privatized SOEs, might

be a new and profitable strategy. Citigroup’s 2001 annual report was extremely optimistic

about the strength of its investment banking activities:

By combining world-class investment banking services through SSB and world-class

commercial banking through Citibank, we provide unique value propositions to our

clients. . . . We became the leading global underwriter in combined equity and debt for the

first time. . . . We became the leading global investment firm as measured by revenue. . . . We

became the number one global fixed-income underwriter with record new-issue volume,

earning International Financing Review’s Global Bond House of the Year award.

In 2001, CitiCapital, the commercial finance business of Citigroup, continued integrating

acquisitions into its operations, most notably Associates Commercial Finance and the leasing

businesses of the European American Bank. As the second-largest U.S.-based leasing

company, CitiCapital serves equipment manufacturers, as well as dealers and buyers of transportation

equipment, material handling and construction equipment, and business technology

and medical equipment. It is also a leading provider of master leasing programs to large

corporations.11

Citigroup Global Investments (CGI) undertook direct investments in the complete range

of financial and real assets, utilizing the deposits and premiums of Citigroup’s related divisions.

These investments included fixed-income, equities, real estate, private equity, hedge

funds and various structured investments. Through CitiStreet, Citigroup offered administrative

and investment management services for pension, health and welfare plans. Should

these activities be pursued in China?

OPPORTUNITIES FOR INSURANCE, PENSIONS,

AND ANNUITY PRODUCTS

China’s insurance sector was expected to be one of the most lucrative and highly competitive

over the next few decades. Insurance industry premiums in the Peoples Republic of

China (PRC) had experienced a 20 percent increase year-over-year for the past several

years. Despite such rapid growth, gross insurance receipts accounted for less than one percent

of China’s GDP, much below that of other developing countries and significantly below

the worldwide premium average of five percent.

Lured by such staggering opportunity, over 90 foreign insurance companies had set up

over 100 rep offices in China even prior to WTO entry. As these offices were restricted from

signing legally binding contracts, they could not conduct business. However, they were in

place to develop crucial relationships with key Chinese officials and industry contacts, as

well as to conduct regional market research.

China’s acceptance into the World Trade Organization (WTO) was contingent upon foreign

access to its insurance markets. However, China’s terms and conditions for WTO membership

permitted China to restrict foreign ownership to 50 percent or less. This requirement

to accept a joint venture partner—in practice, some government agency or SOE—could

prove to be a major stumbling block for foreign insurance corporations. Despite the presence

of so many rep offices and pressure from the United States, European Union (EU) and

others to allow greater foreign access to its insurance market, the general consensus was

that China would be slow in the gradual opening of its insurance market.

Beijing had awarded the first licence for a foreign company to operate in China on a trial

basis in 1992, when the American International Group (AIG) received a licence to operate

in Shanghai. By 1995, AIG was a successful operation, generating annual premiums of

US$50 million, accounting for 88 percent of the market share for life insurance in Shanghai

(800,000 individual policies). The success of AIG’s operations in Shanghai had taken

even their own executives by surprise, who consequently suspended their projections in

light of performance that was “way beyond” their expectations. AIG’s commanding market

leadership position in the Shanghai market, gained at the expense of China’s national insurers,

and the speed at which they took over the market frightened many Chinese insurance

firms, who were devastated by AIG and fearful that if Beijing did not respond quickly,

China would be handing over their market to foreign insurers “on a silver platter.”

In response, to protect China’s infant domestic insurers, the People’s Bank of China

(PBOC) acted on several fronts. First, it applied pressure to domestic insurers to improve

their marketing, products and service. It also increased licensing quotas to domestic insurers.

Most seriously, however, was the PBOC’s decree in 1995 that joint ventures (JVs) would

be the only mode of entry available to foreign insurance firms. In 1996, Manulife launched

the first Sino-foreign joint venture insurance company. However, many foreign corporations

such as Citigroup might refuse to enter a joint venture, and even if they did, their rate

of expansion could be limited by the financial strength of the joint venture partner.

Citigroup, through its Travelers Life and Annuity division (TL&A), achieved record operating

earnings in 2001, placing it in the top three U.S. companies that provided individual

life and annuity products. Over the period 1998 to 2002, TL&A moved from number 38

to number 18 in life insurance sales. It focused on high-net-worth customers, and it had

record annuity sales in the pension close-out and structured settlement segments. With

China’s shift away from the government and SOE “safety net” to individual responsibility

for personal financial planning, Citigroup faced perhaps unlimited growth potential for

TL&A’s services.

OPPORTUNITIES FOR PERSONAL BANKING, CREDIT CARDS,

E-BANKING, MORTGAGES, AND WEALTH MANAGEMENT

The domestic savings rate in China had been exceptionally high at about 40 percent of GDP.

Liberalization of the financial services market could allow foreign banks to tap into these

savings, which had previously been deposited in the state banking system.

While credit cards were an important and lucrative part of the Citibank consumer banking

lineup elsewhere in Asia, many were pessimistic about the credit card business in China

in the near term. Why? The Chinese government and the PBOC had great sensitivity toward

inflation. The government believed, analysts said, that along with corruption, one of the

contributing factors to the 1989 Tiananmen problem was out-of-control inflation. Thus,

from the point of view of the government, inflation constraint was a very important goal.

The prevailing view, furthermore, was that if China was to maintain its exemplary rate of

economic expansion, the national savings rate would have to be maintained. Encouraging

borrowing—via credit cards, for example—would increase inflation and discourage saving.

Thus, analysts suggested, it would not be in the best long-term interest of either the country

or its financial institutions to encourage hasty development of a retail credit card market.

In any case, there were important economies of scale at the industry level, dependent

on the overall development of credit agencies, automatic banking machines and merchant

enrollment. In determining its strategy, Citibank would have to project the growth rate of

the credit card industry as a whole.

Citigroup was making rapid advances in offering its wide range of products on the Internet.

It had established alliances with AOL Time Warner and Microsoft, and its online

consumer accounts reached 15 million in 2001. In addition to providing Internet services

to its customers, Citigroup achieved ongoing efficiencies within its organization as a result

of Internet usage.

The shift from communism to free enterprise would bring with it the practice of personal

home ownership. Conceivably, even rental apartment buildings might be privatized through

the sale to corporations or through a transfer to the condominium concept. All of these actions

would require mortgage financing of some type. One of Citigroup’s divisions was the

Citigroup Private Bank which acted as a gateway for the wealthy to the full resources of

Citigroup, offering affluent families the complete range of portfolio management and investment

advisory services. This gave clients of the Citigroup Private Bank multiple touch

points with the various other divisions globally. Another division, Citigroup Asset Management

(CAM) had over $400 billion in assets under management as it entered the year

2002, offering institutional, high-net-worth and retail clients a broad array of products and

services. CAM was a market leader in U.S.-managed retail accounts, with a variety of midsize

mutual funds. CAM included a global research organization which contributed to

Citigroup’s institutional and retail asset management business. How long would it be before

China might have a substantial number of high-net-worth families that could support these

divisions?

CITIGROUP WORLDWIDE

Citigroup was significantly more international in scope than its international competitors:

it operated in more than 100 countries, had 268,000 employees, and in 2001, it derived more

than $2.8 billion in core income from emerging markets (see Exhibit 3). Within Citigroup,

Citibank had a particularly long history of emerging market expertise.

Citibank had not always been a world-class success story, however. The bank suffered

through a very difficult period in the late 1980s and early 1990s as a result of its decentralized

decision-making structure and what Euromoney called a “near fatal brush with commercial

real estate lending”12 in the United States. Thus, chairman and chief executive

officer (CEO) John Reed spent much of the early 1990s engineering the bank’s recovery—

a brutal but apparently successful process. One of his most well-known reengineering efforts

was the G-15. In 1993, at the height of the bank’s real-estate lending crisis, he created

a committee of the bank’s top 15 business managers, who all reported directly to him. He

required them all to fly to New York once a month for meetings that lasted an entire day and

sometimes two, and were frequently highly confrontational, punishing all the managers involved,

but analysts said it worked. By centralizing the decision-making in New York and

forcing his managers to fight him on every major strategic decision, Reed managed to repair

the bank’s balance sheet, rebuild its tier-one capital and restore its credit ratings by

1996.13 Although the G-15 structure was modified later, decision-making was still much

more centralized at the time of the 1998 merger than it had been in the 1980s. For Citigroup,

this issue of centralization and decentralization of decision-making would continue to be

important, particularly in the unique market of China.

EXHIBIT 3

Citigroup Financial Highlights, 2001 (in millions of dollars)

Adjusted Revenue $83,625

Segment Income, Global Consumer

Banking/Lending $ 4,217

Insurance 720

Western Europe 483

Japan 928

Emerging markets 1,166

e-Consumer/Consumer Other _148

Total Global Consumer 7,366

Global Corporate

Corporate & Investment Bank 3,509

Emerging Markets Corporate Banking and Global Transaction Services 1,644

Commerical Lines Insurance 691

Total Global Corporate 5,844

Global Investment Management & Private Banking

Travelers Life & Annuity 821

The Citigroup Private Bank 378

Citigroup Asset Management 336

Total Global Investment Management & Private Banking 1,535

Investment Activities (A) 530

Corporate/Other _706

Core Income 14,569

Restructuring and Merger-Related Items—After Tax _285

Income before Cumulative Effect of Accounting Changes 14,284

Cumulative Effect of Accounting Changes (B) _158

Net Income $14,126

Return on Common Equity (Core Income) 20.4%

Reed had believed that Citibank’s strategic advantage was in its international operations:

global reach, local ties. Again, for Citigroup, whether to strive for a global presence would

be an important issue in regard to each of its divisions and activities, as would the question

of whether a major presence in China was necessary as a component of a global presence.

CITIBANK’S COMPETITIVE ADVANTAGES

Citibank had created a unique and enormously successful set of competitive advantages in

emerging market banking, and these competitive advantages would greatly help its China

expansion. Whether these attributes could be extended to create synergies with Citigroup’s

other divisions remained a key question.

The Global Network

When a multinational company wants to enter an emerging market it calls its lawyers, its

accountants, the embassy and Citibank.—Shaukat Aziz, head of Asia/Pacific global finance

operations.14

Citibank executives, as well as most banking analysts, would probably agree that

Citibank’s only true and sustainable advantage was its sprawling global network which was

important in serving its powerful list of corporate banking clients but crucial too in developing

its consumer franchise in lucrative offshore markets.

This network, moreover, was extraordinarily strong in the emerging markets which were

most attractive to Citibank’s key corporate banking clients and to its own consumer finance

division. How had Citibank developed its emerging markets advantage?

Time and Experience

Citibank had been in some of these markets for nearly 100 years. In the case of China,

Citibank had originally entered the market in 1902 and so the year 2002 marked its centenary.

By the 1930s, Citibank was one of the country’s major foreign banks, operating 14

branches in nine cities. However, with the communist takeover, all of Citibank’s branches

were closed. In 1984, Citibank at last opened a new office in China in the city of Shenzhen

and began the slow process of applying for licences to expand its operations.

Reed had clearly believed in the value of first-mover advantage and had worked to ensure

that Citibank was usually among the first foreign banks to get its foot in any emerging

market door. The bank’s relative experience in these volatile markets created a level of operational expertise that, in times of turbulence, other banks found difficult to match. This

was a particularly valuable asset in attracting and keeping important multinational accounts.

Could other Citigroup divisions build on this Citibank expertise and reputation?

Localization and Commitment

Citibank worked hard to develop close ties with the community and with the local central

bank. Over 95 percent of Citibank’s jobs held outside the United States were held by locally

hired staff. The bank had a well-established reputation for commitment too, which made

Citibank popular with governments: Unlike some other banks which moved into countries

on the expectation of brisk profits and then moved out again when they were slow to materialize,

Citibank moved in early with intent to stay. Executives routinely emphasized the

bank’s ability and eagerness to help the local financial services industry grow. Employees

were seconded to central banks. Technology was transferred. Locals were trained.

Citibank was not above currying political favor either. In Taiwan, for example, the bank

“wowed Taipei” by bringing former U.S. President George Bush and former British Prime

Minister Margaret Thatcher to visit in the 1990s. This seemed to have worked particularly

well. Rival bankers said, after that, Citibank got “just about anything they wanted from the

central bank.”15 Someone, somewhere inside Citigroup was almost certainly wondering

how this model could be made to work for the other divisions if they adopted a China expansion

strategy.

Technological Superiority

According to a Lehman analyst, Citibank was “ahead of the curve” with respect to technology

and financial innovation.16 Judging from the number of awards the bank won, this

was not an uncommon view. Citibank was broadly perceived to be very strong in corporate

banking services ranging from foreign exchange to cash management, debt capital markets

to derivatives. And if this was the case in the United States, it was even more obvious in

emerging market nations where competition was less well developed, financial systems less

evolved. This was also the reason Citibank won numerous awards as best bank overall: best

emerging markets bank, best Asian bank, best foreign bank in China, best foreign bank in

a number of other emerging markets.17 In other words, Citibank could usually provide better

corporate banking service than local banks in many of its markets, and competitive service

in more markets than any of its “foreign bank” competitors.

Human Resources Practices

According to Chris Tibbs, human resources development had been one of the bank’s most

pressing issues in China in the 1990s. “The most challenging thing for us today is the human

resource side of our business. Normally, a person needs to have about seven years of

experience before becoming a capable manager. We started branch banking activity in

China in the 1990s, and so we have trained local people to be successful managers for less

than a decade.” Despite this, the bank’s human resources practices were broadly perceived

as a powerful competitive advantage, in China and throughout Asia. Analysts in China said

that Citibank people were frequently poached by other banks. Tibbs confirmed this, noting

that the bank’s counter-strategy (salary, environment and opportunity) was helpful in holding

staff and even in bringing them back. “As a matter of fact,” said Tibbs, “our people who

went to work for ABN-Amro want to return to Citibank. We are the college of banking and

the best bank in the world.”

Accounting Practices

The bank also had an advantage in Asia in its audit and accounting practice. This was particularly

true in China, where Citibank was the bank the PBOC chose to work with to improve

internal auditing within the domestic banking system. As of 1997, the PBOC was

actually using Citibank’s internal auditing standards as a guide for its own, and extending

that standard to other Chinese banks. According to Tibbs, in fact, the PBOC was so pleased

with Citibank’s recommended internal control system that they used it to audit the bank’s

new Beijing branch only six months after opening.

After our branch in Beijing had been open for about six months, we received a message from

PBOC that it was going to audit us; it seemed strange that we had just been working for six

months and it wanted to audit us. It turned out that it was because PBOC wanted to test its

team of auditors, who were trained by us. This was the first time that Citibank was tested by

its own students. After the team of auditors went through the auditing, Citibank suggested to

them where they could possibly improve.

Analysts wondered if, in China, this advantage was a sustainable one.

In 1995, Reed had defined a clear strategy: Build on what the bank was already good at

and on what was already profitable. Under the Citigroup umbrella, this focus on excellence

continued in Citibank. As the 2001 Annual Report noted:

Importantly, every business within the Consumer Group is either the leader or near the top of

its class. In the primary areas of cards, consumer finance and banking, the businesses

maintain distinct competitive advantages:

• Low-cost producers with superior credit management,

• Exportable business models with superior acquisition capabilities, and

• A strong brand.18

Global Relationship Banking (GRB)

In focusing on the top multinationals—most of them pursuing aggressive overseas growth

strategies—Citibank was “serving global companies globally,”19 an area where it had a distinct

competitive advantage over both domestic and “foreign” banks in virtually all of the

most attractive emerging markets.

In China prior to the WTO entry, Citibank also had a strategy for targeting strong SOEs.

Our strategy is to identify 10 industries which would develop the fastest in a country, and

target profitable companies within those industries. We are different from other banks in that

we choose companies not only based on their numbers on the financial statements, but also

the industrial sectors they are in and the qualities of the management team.20

In order to serve these customers seamlessly, each major Citibank GRB client had a

“team” of its own. Bankers were encouraged to think of themselves as, for example, “on the

Motorola team” instead of “in foreign exchange” or “from the Hong Kong office.”

In the “Asian model” that Citibank executives would apply in thinking about their China

strategy, the GRB franchise usually represented an important platform, allowing Citibank

to embed itself in new economies, hiring locally, developing a relationship with domestic

regulators and (this was an emerging idea at Citibank) beginning to serve ambitious local

companies as well as Western multinationals. With licences and regulatory relationships in

place, the consumer bankers could then move in,21 offering whatever range of financial

products was appropriate, marketing Citibanking ® as the country’s new premium banking

product.

Global Consumer Finance

What Citibank aimed to provide worldwide was a one-stop shop for consumer financial

services. This would mean uniform service wherever consumers chose to bank, and with

the convenience and reliability that emerging markets clients probably associated more

closely with their local McDonald’s than with the kind of banking services they were receiving

from their domestic banks. Citibank charged a premium price for these services but

expected that, usually, the internationally minded and newly wealthy business elite in these

nations would be willing to pay more for first-rate banking services.22 Income statement

figures suggest that they were.

Marketing the Experience: Citibanking®

In emerging market countries like China, Citibank had the capacity to develop what marketers

like to call “strong brand equity.” It had cachet as an overseas bank. It had or could

develop a reputation as a bank that provided superior service to those with money. And

those who had money (who were increasing in number in these countries) were generally

pleased to pay a premium for the level of reliable service and convenience—and the level

of prestige—that they could get only from banking with Citibank. Citibank marketed its

package of consumer banking services as an experience: “Citibanking®.” This branding

strategy was not yet an advantage in China as Citibank was not allowed to provide retail

banking services there. Brand equity was perceived to be a great asset elsewhere in Asia,

where Citibank’s consumer banking business was growing at a very healthy clip. The

importance of brand image to Citibank’s financial franchise should not be underrated,

therefore, and would certainly be a factor in any discussion of joint ventures or strategic

acquisitions.

Citibank’s Joint Venture Strategy

Citibank had been strongly averse to joint venture relationships, entering into such agreements

only when forced by central bank authorities.23 Citibank operated in China, as in

most countries, as branches of the parent, not subsidiaries. In August 1997, Tibbs agreed

with this negative attitude towards joint ventures (JVs).

We recognize that most JVs do not last very long; JVs give an institution a short-term

advantage, but not long-term benefit. A JV in China would be an expensive practice. We do

not think that we need to do a JV in China. Up to three years ago, many institutions favored

JVs. Now they realize that the environment in China is such that it is unnecessary for them to

do JVs in order to get business. Today, foreign institutions are looking for majority shares of

the partnership, or even 100-percent ownership. The expansion of Citibank in China may be

possibly through merger and acquisitions instead of joint ventures.

The door had not, however, been closed to the concept of growth through acquisition. In

1996, John Reed had suggested24 that he was more comfortable with the concept of strategic

acquisition than he had been in the past, as long as such an acquisition would build up

one of the bank’s key lines of business. The idea of an acquisition in China offered, at the

very least, an opportunity to make another positive impression on China’s central bank, the

People’s Bank of China. It might also reinforce Citibank’s image as a committed foreign

presence, deserving of access to the retail market. It would certainly, however, create branding

issues. Thus, if Citibank’s China staff were to propose an acquisition, they would do so

with the expectation of significant concern from the Citigroup board.

For Tibbs in the late 1990s, the acquisition of an existing Chinese financial institution

was not a likely scenario, or even a desirable one:

Acquiring a financial institution in China is not only not on our ‘radar screen,’ it is not

something which I could see the government allowing anytime soon. Further, the time,

resources and market momentum lost in repairing someone else’s wrecked bank (portfolio) is

so significant that this is not one’s rational dream of how to get ahead quickly.25

A UNIQUE STRATEGY FOR CHINA?

We want to be totally global and totally local.—John Reed, Chairman and CEO,

Citicorp(1993)26

As Citigroup entered the twenty-first century, adaptation to local realities remained a

central principle. The 2001 Annual Report emphasized what it referred to as its “embedded

bank” strategy.

Our goal is to grow our market share over the next five years through our embedded bank

strategy. By ‘embedded bank’we mean a bank that has roots in the country as deep as any

local indigenous bank, building a broad customer base, offering diverse products, actively

participating in the community and recruiting staff and senior management from the local

population. Our long history in these regions positions us as a genuinely local bank.27

Citigroup participates in a broad range of community building initiatives that foster

healthy economies: microlending, affordable housing and special-needs facilities, smallbusiness

development and savings incentive programs. Our involvement includes offering

customized products and services and access to technical assistance, along with the volunteer

efforts of our employees.28

As China entered the WTO, Citigroup faced many strategic issues, including:

• How could executives ensure that Citibank would maintain its first-mover advantage

in China? How could China executives ensure that Citibank would be among the first

foreign banks to capture the domestic retail market? Was the most obvious option a

PBOC-sanctioned joint venture with a local bank?

• What additional financial activities should be the focus of Citigroup’s China strategy?

Could credit cards and e-banking play a significant role? Should substantial amounts

of capital be put at risk in investment banking and “bought deals”? If not, would Citigroup

be missing a chance of a lifetime to capture an exploding market of SOE privatizations?

Would SOE privatizations and the new emphasis on individual

responsibility bring with them a mushrooming demand for insurance and pension

products?

• To what degree, and in what ways, could the other Citigroup divisions benefit from

Citibank’s experience in China in order to build a market there?

Citigroup’s senior management recognized the need to be proactive in a wide range of

strategic issues. Could the China strategy be a model and learning platform for Citigroup

as it extended its umbrella of activities in other emerging markets? As emphasized by

Robert Rubin, member, board of directors and office of the chairman:

In the years ahead, globalization, the spread of market-based economics and new technologies

will continue to present great opportunities in the developed and emerging markets. But

the challenges will also be great, both to policymakers and to each of us as participants in the

global economy.29
