January 23, 2007

Ms. Jennifer J. Johnson

Secretary

Board of Governors of the Federal Reserve
System

20" Street and Constitution Avenue, N.W.

Washington, DC 20551

Re: Docket Number R-1265

Mr. Robert E. Feldman

Executive Secretary

Attention: Comments

Federal Deposit Insurance Corporation
550 17" Street, N.W.

Washington, DC 20429

Re: RIN 3064-AD10

Dear Sir or Madam,

David C. Bushnell
Senior Risk Officer

Citigroup Inc.

399 Park Avenue

3rd Floor

New York, NY 10022

Tel 212 793 8793
Fax 212 793 8777

david.c.bushnell@citigroup.com

Office of Comptroller of the Currency
250 E Street, S.W.

Mail Stop 1-5

Washington, DC 20219

Re: Docket Number 06-10

Regulation Comments
Chief Counsel’s Office
Office of Thrift Supervision
1700 G Street, N.W.
Washington, DC 20552
Attention: No. 2006-34

Re: Docket Number 2006-34

Citigroup remains supportive of the objectives of the market risk capital rules and welcomes this
opportunity to comment on the enhancements to these rules as proposed by the Agencies in their
joint notice of proposed rulemaking issued on September 26, 2006.

Our detailed response to this NPR, which aims to revise the market risk capital rules to enhance its
risk sensitivity and to introduce requirements for public disclosure of certain qualitative and
quantitative information about the market risk of a bank or a bank holding company, is set out in

the annex to this letter.
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Overall our key comments are that:

a)
b)

d)

The rules should be based on broad principles as was the case for the initial market
risk rules rather than prescribed detailed rules as is proposed with these amendments.
We oppose the imposition of a broad split of the trading portfolio into “covered” and
“non-covered” positions. So long as a bank has a complete, validated process for
calculating VAR and has built a robust calculation of incremental default risk by the
required deadline, there is no need for the proposed bifurcation. All positions in
trading portfolios, with the exception of economic hedges of banking book risk,
should be covered by the market risk rules for calculating RWA.

The definition of the benchmark, against which the affects of Basel II are measured,
should be the RWA calculated by the current market and credit risk rules. The
benchmark should not be defined to include the proposed rules of the Market Risk
NPR.

For your immediate attention, we would request that there should be no bifurcation of
implementation dates for the final rules for market risk and those for the credit and
operational risk proposed in the current NPR on this topic. They should all be
implemented on January 1, 2009.

We have commented in a separate letter on the market risk reporting NPR.

We appreciate the importance of continuing to enhance the existing capital rules and welcome
the open approach for dialogue that the Agencies have encouraged as a part of this process. We
trust that the US Agencies will be receptive to the carefully thought-out comments that are being
suggested here.

Yours sincerely,



Annex to letter of 23™ January 2007 commenting on Market Risk NPR

DETAILED COMMENTS on MARKET RISK NPR issued on September 25, 2006

General Issues

Citigroup has three general criticisms of the Market Risk NPR. Two concem the breakage between the Market Risk
NPR and the Basel II Accord (and its international implementation). The third concerns the proposed bifurcation of
the trading book into “covered” and “non-covered” positions.

Although the proposed bifurcation of the trading book was incorporated into the Basel I Accord as a result of the
July, 2005, Basel/IOSCO “Trading Book Review”!, we have taken advantage of the offer and opportunity to
comment on it.- In contrast to the credit and operational risk features of the Basel II Accord, the market risk section
(“Strand 3”) of the Trading Book Review was adopted with only a very short time for industry comment.  Since its
adoption we have had more time to reflect on its justification and likely consequences.

e  Principles vs. Rules for calculation of VAR and Incremental Default Risk

One of the best features of the original Market Risk Amendment to the Basel Accord was its focus on general
principles and its specification of general parametric requirements for the calculation of VAR. In discussion
with the industry, the drafters of the original Market Risk Amendment recognized that the method for modeling
and calculating VAR was evolving. They recognized that even if, on any given date, there had been agreement
on what constituted industry “best practice”, the details of the “best practice” methodology should not be frozen
into prescribed regulatory rules because of the evolving nature of the VAR methodology and the evolving
characteristics of the instruments in trading portfolios.

In contrast to the broad principles articulated in the original Market Risk Amendment the Market Risk NPR
is more prescriptive in several ways:

o In contrast to the original Market Risk Amendment, the Market Risk NPR bifurcates the trading book
into the positions that are covered by the market risk rules and the positions subject to banking book
rules.

o The rules for what is “covered” and “non-covered” are vaguely formulated and open to subjective,
inconsistent interpretation by firms and supervisors. As we comment again below, if the Market Risk
NPR was more principles based it would not have an extensive set of requirements that needed
clarification.

o There is a requirement for firms to create an excessive amount of documentation about each trading
portfolio that would serve no function other than regulatory compliance.

o There is prescriptiveness with regard to the calculation of the incremental default risk.

o The Market Risk NPR asks some enumerated questions regarding: a) proposed additional requirements
for securities with prepayment risk and b) a proposal to include specific risk for commodities and
foreign exchange positions. We do not think either proposal makes economic sense.

The Market Risk NPR correctly emphasizes the importance of a) the completeness and comprehensive of
the VAR calculation, b) its validation, and ¢) the importance of developing and implementing a robust
calculation of incremental default risk which appropriately takes liquidity risk into account.

The fundamental point is that, so long as a firm is accurately capturing and appropriately simulating the
market risk of all of its trading portfolios the added prescriptiveness described above adds no value at
substantial incremental cost.

! “The Application of Basel I to Trading Activities and the Treatment of Double Default Effects”, Basel / [I0SCO
Working Group, July 2005. In particular, the changes in the market trading risk rules are contained in “Strand 3" of
the July 2005 document.



Trading Book/Banking Book Boundary

The market risk NPR proposes prescriptive rales which bifurcates the trading book into those positions that are
covered by the proposed market risk rules and those positions that would have their risk weighted assets
(RWA) calculated by banking book rules (e.g. rales for equity investments or securitization). This bifurcation
could create amateria breakage between the accounting and regulatory classification and treatment of
positions. The magnitude of the breakage will depend on each bank's particular trading strategy. In contrast,
the original Market Risk Amendment required all positions in the trading book to be captured by and included
in the measurement of VAR.

We believe the proposed bifurcation is unnecessary so long as abank a) accurately and completely captures
its market risk, b) appropriately simulates the potential loss of market value and c) builds and implements a
robust calculation of incremental default risk which appropriately takes into account the liquidity horizon of
each position. If these conditions are met abank will have a prudent measure of market risk. Once it has that
measurement there is no need to split the trading book into "covered' and "non-covered" positions.

Let us now list other material problems with the proposed bifurcation, in addition to its not being
necessary:

»  The proposed rules create amaterial breakage between @) how abank would categorize, measure,
manage and internally report its market risk by and for its own business standards and b) how it would
be required to categorize, measure and report its market risk to meet regulatory rules. All else held
constant, the larger and more complex the trading portfolio, the more likely would be the breakage in
classification.

*  Thusthe proposed hifurcation of the trading book will aso increase the breakage between how a bank
would calculate economic capital and how it would be required to calculate RWA for trading risk
(given the relationship that RWA is equal to the Basel measure of economic risk multiplied by 12.5).
An explicit goal of Basel Il was to increase the convergence between economic capital and RWA. The
proposed bifurcation of the trading book into "covered" and "non-covered" positions would achieve
the opposite end.

»  The proposed bifurcation of the trading book would impose on banks the additional cost of building
and maintaining two parallel processes for classifying transactions and thus for calculating and
reporting risk.

*  While the Market Risk NPR mandates a far more extensive set of requirements for classification and
documentation than the current Market Risk Amendment, it is actually quite vague in a number of
areas as to the meaning of many of these new requirements, and in some cases the NPR is completely
void of practical guidance. If the Market Risk NPR were more principles based it would not have an
extensive set of requirements that needed clarification.

*  Theproposed bifurcation of the trading book will also create abreakage between GAAP and
regulatory classification, which will create reconciliation and control difficulties.

»  The proposed rules create a conflict with other US regulations governing the classification of trading
book assets. For example:

»  USregulations prohibit bank legal vehicles from purchasing non-investment grade or
distressed debt. Any such purchases by a financial service holding company, whether for
trading or investment, must be held in abroker/dealer lega vehicle.

»  However, SEC rales require all such positions in the broker/dealer lega vehicle of abank to
be marked to market.

* Incontrast, the NPR would exclude a subset of the marked-to-market trading positions in the
broker/dealer from the calculation of RWA for market risk. Those newly defined non-
covered positions would be subjected instead to banking book rules, eg. a) equity investments
or b) securitization.

* Analysts and investors want to know the VAR of the positions in the trading book as a useful measure
of the potential earnings volatility of the trading book. Therefore to provide analysts and investors
with such information, abank would need to calculate and disclose VAR for al positions in its trading
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