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Introduction: Who is actually fond of banks?

Hands up whoever likes banks… 

Actually nobody likes banks because … they are inherently cruel. They are selfish.  In addition to that, they keep on playing tricks. They do not give us money when we ask them. And if they do give us money, they want it back even though they have so much of it.

Most people deal with banks in similar ways. We could also handle it roughly this way, but what for? Handling an issue – indeed any issue – this way does not lead us anywhere. It would be more useful to make one understand the reasons and whereabouts. This is exactly what we are going to do right now. We are not saying that everyone will be able to enjoy banking but we can hope to make you understand what the financial system is all about, how it works, what drives it why we have and why we need banks. The most important thing is that the whole system is completely logical. 

We hope it is going to be easy to understand, since the financial system was not born independent of, but created to satisfy real needs of society. It has been working to do so ever since Nabukodonozor II, (or Nabu-kudurri-usur, for whoever knows him by that name) king of Babylon for approximately 2,600 years. Back then they were not yet called banks. The basis for their functioning was rationality. Starting from that point, we will try to give some insight to banking in the following couple of pages. We ask for – and appreciate - your understanding. Let us start with the very simple, common notion that banks and we as well, need, money*. (Terms labelled with * are explained briefly in the consecutive “Reminders”).

Money 

All the other currencies in the world do not possess any intrinsic value, which means that the value of the banknote (a colourful piece of paper) is far less than its face value. Yet this valueless piece of paper still suits us; we use it, and sell and buy goods with it. But why on Earth would we? Let us proceed a step further before answering our question. 

National currencies are issued by the National Bank of the given country. To possess some, we work, trade, struggle, and smuggle for it even though the issuer does not really give any materialised thing for it; the bank does not convert it to gold and does not give any other product for it either. Yet the forint or zloty is still used - why then?

There is a straightforward answer: because people accept it when we buy goods. OK, but why do others accept it then? Is it because of the legal requirements? This reason cannot satisfy us, since we can buy and exchange it for foreign currency at most moneychangers abroad. Many foreigners even keep their savings in a different currency from their own. E.g. Hungarian forints or Polish zlotys are thus accepted abroad as well, where the legal requirements are not valid. If not the law enforcement then what else makes our currency so widely accepted? 

As we have already seen, the practical observation that the Hungarian forint fulfils all the functions that money should – namely that it is widely accepted; we can compare the prices of goods using it; we can lend it and if borrowing, we can pay it back; and in case of surplus we can save it. All that is true for the forint but we never really question exactly why we use the forint out of all other possible candidates. The real reason is trust. Any currency can fulfil its functions if people trust it. They trust that the money earned today is going to be accepted tomorrow as well. It conserves its value on terms of domestic goods and foreign currencies and there will be goods to buy for our money. The National Bank* is the institution responsible for maintaining these three major criteria in the country. 

All of us using or saving in the currency of a country trust the so-called monetary policy* of the National Bank. The National Bank (in cooperation with the government) makes sure that the national currency keeps its value in terms of foreign currencies, keeps its balance with available goods, and finally that the supply of money in circulation is neither too great nor too small, just enough for the proper functioning of the economy as a whole. (Without discussing the regulation of the money in circulation in detail, we can easily see that too few of anything causes shortage, too much of anything will quickly depreciate its value. Neither case is healthy.) 

We can possibly state after all this discussion that (without ever realising it) e.g. the forint can be used as money based on trust in the National Bank of Hungary and the zloty in the National Bank of Poland. Theoretically speaking we could use something else, almost anything else, indeed – shiny beads, specially shaped seashells, sugar cubes, or even cones – if we trust that these things fulfil the above mentioned functions and both buyers and sellers have this trust. If these extreme examples of ancient times or of our fantasy are not convincing enough, have a look at something else, as we could use some other currency* instead, e.g. the Euro! We are not yet members of the eurozone, but we can already see signs advertising the acceptance of the Euro (in addition to the forint) at certain exchange rates* in many shops. Still the vast majority keeps on using forint, since they trust forint.

We could either pay with forints, zlotys or euros and could even keep our savings under our pillowcase - as we see fit, as these are existing options. Why not? But if we want to our money to conserve its value, or even increase it, then we should keep our savings in some form of financial investment, say a bank deposit, or any other instruments of the financial system. To do that we have to run to a bank or some other financial intermediary. 

Reminder 

Money
Money is a type of good that is used as a means of exchange to purchase other goods and PAY debt. A good can only fulfil the functions its monetary functions if it is generally accepted by the market. The most general physical form of money is the banknote (http://hu.wikipedia.org/wiki/money), but credit and debit cards or the money in our bank account can fill similar roles. 

The General Aims of a National Bank 
The primary aim of a national bank (NB) is to achieve and maintain price stability. Without endangering the primary aim of the NB, it supports the economic policies of the government using instruments of monetary policy. The actual president of a NB is a very important person, but the decisions concerning monetary policy are usually made in the monetary council, where the president has one vote only. 

Monetary policy

With its monetary policy, a NB controls the supply and price of money in circulation (in the economy of that country), hence acting on inflation and interest rates, savings, the exchange rate of the national currency, and also on economic growth and the quantity of private investments. In addition to maintaining the primary aims, in some countries the law (e.g. a central bank act) states that the NB should support the economic policies of the government. 

Paying in national or in other currency 

Let’s take an example. The legal tender in the Republic of Hungary is the forint. Paying with forints must be accepted in Hungary. Since the so-called liberalisation, the convertibility (that is the free conversion of forint to foreign currencies) of the forint and transactions using foreign currency can be made without restrictions (regulated by national law). The legal tender of the European Monetary Union is the euro. Hungary may introduce the euro around 2013 or 2014, according to financial analysts. It is important to introduce the euro, but it is certainly not the question of “economic life and death”. 

Currency and exchange

Currency is the legal tender of a country, including both banknotes and coins. Money deposited in a bank account in foreign currency is called exchange. When we hold dollars, euros or zlotys, that is called currency. If you look at the statement of your zloty, dollar or euro account from your bank, then you see exchange.

Exchange rate 

The rate at which you can buy or sell foreign exchange, currency or other financial assets is the exchange rate or spot rate. 

Time value of money and aspects of investment 

Time value of money means that a forint “today” is worth more than the same forint “tomorrow”, because toady’s forint can be spent right now and we can buy more with it (e.g. because of inflation) than we can buy tomorrow with the same amount. It is worth more even if we neglect inflation, since it can be invested today and can pay interest from today; therefore its quantity can increase with time. This then means that today’s money is equivalent to more of tomorrow’s money. How much more current money is worth than future money; i.e., what the cost of borrowing money is that the owner should get in cash or on their account for the decreased value of their future money, can easily be calculated. Hence we have arrived at the concept of interest. This interest can be approached in different ways, but it seems most convenient to define it as a futures/forward transaction*, where current money is exchanged for future money. The difference between the two quantities of money is called interest*. 

The less certain the promise for the future money than the current money that we surely have in our pocket, the bigger the interest (return) we require. Let us therefore have a look at the aspects that should be considered if we want to “multiply” (get interest on) our money. If we already know what our expectations are, an investment or bank professional can easily help us to find the ideal practical solution that fits those best. This order and “division of labour” are both fundamentally important. Never let any stranger who is unaware of our ideas and aspects, talk us into anything be it travel offers, clothes or financial products. First, we should define our goals and aspects, and they then should make their offer accordingly – this is the conscious consumers’ behaviour.

The first aspect is the amount of money to be invested. As we should never take too big a burden in the case of loans – as we shall discuss it later – the same applies to investments as well. We should only deposit (or invest for a long time) an amount of money that we know we will not need at the time being, since breaking a time deposit (“asking back” the money earlier, within its duration*) will cause at least the loss of interest, but in many cases we will have much bigger expenses. The second aspect then can easily be found out: how long we can go without the amount of money invested. We should know the conditions under which we can ask for our money back (breaking the time deposit, selling our security), and how much we should pay in such cases. This is called the liquidity* of the financial investment or the cost of liquidity. 

We must decide what level of risk* we want to take, more precisely, what the level of risk is that we are willing to take. There is a great variety of investments from government notes (that financial experts consider the least risky) to the most risky gambling, including bank deposits, bonds, shares and other financial products. Following a simple rule, the bigger the required rate of return, the bigger the risk is.
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Let us see what return a particular investment promises and we can already appreciate its risk. For the highly secure deposits of banks – we shall later see why they are so secure – the UDIR*, for securities the IRR* gives a good comparison. If the financial asset is not deposit-like we should check if there is any sort of guaranteed minimum return, or at least see if getting back invested money is guaranteed. This is called capital-warranty. This is not an unnecessary streak of conservatism. We can easily meet negative returns when checking the actual returns of securities, which means that their investors have actually lost and not gained from their (nominal!) money. Homepages list the current returns of mutual funds, but keep in mind that whatever data you see, they belong to the past and it is difficult to predict the future. As Mark Twain once put it: “it is very difficult to make forecasts, especially for the future”. Trends can easily change, whichever investment gave good returns can lose out and previously poorly performing investments can become profitable. 

We should also know in which form we want to receive our invested capital and the interest. If we want to improve our day to day living standard, a regular payment (annuity) could be a good solution. If we can wait to get all our money back later, we should seek such an investment. It is important to know ourselves, how deep our knowledge concerning financial investments is, and whether or not we want to make decisions on our own, or rely on someone else to make them for us. Do not forget we should pay to have a personal advisor (“private bank”) but also to manage our investments “directly” day to day through phone calls or even on the net. We should therefore figure out what sort of costs we are willing to incur. We only state here that the banking advice or the online computer connection that are advertised as “free” might not really cost anything directly, but most of the time we pay for it with the excessive costs of other bank services. 

That is the way it really should be. Nothing is free. We would not like to work for free either, therefore any good or service that we have access to we have to pay for, be it, investment product, education, electricity, gas or tram ticket. Social need aside, why would we expect the state to spend other people’s taxes to satisfy our needs, to serve our comfort? But let’s move on.

After answering all the previous questions we have a good chance of selecting really suitable forms of financial investment. There is one (actually quite important) thing we have not discussed yet: how great the interest, the return, the increase of our money should be. We could simply say the more the better, but we should be more practical within the rational world of finances. Be realistic: full security and maximum return cannot exist together. Something in return for something else.*  The basic rule shows that the safer the investment, the smaller its return is, (and, vice versa, the bigger the risk the bigger promised return should be), because the investors who are willing to take bigger risks should obviously be rewarded with bigger “risk premiums”. It sounds logical, does not it? If both more risky and less risky investments gave the same return, who would invest their money in the more risky one? 

Remember that the “great return – absolutely safe” investments contradict the aforementioned logical world of finances. Hence it simply can not exist! Don’t believe such advertisements that say otherwise. Unfortunately we do believe it occasionally... How many people fall into these same traps when mountebanks hidden behind flashy company names flatter them with huge returns, then – after loosing their money – protest in front of the Parliament waving big banners demanding their money back at once! That is, let the state – we, taxpayers! - suffer the consequences of their bad decisions. And many people do not even see how absurd this whole thing really is. In a humorous analogy, it would almost be the same as after getting a rotten egg at the market, throwing it at a politician instead of the seller. 

Getting back to the much simpler world of finances, let us see what the safest investment is. Then we will have something to compare other investments to. According to the generally accepted theorem, government issued notes, denominated in the county’s own currency (e.g. Hungarian forint denominated Hungarian government notes, bonds) is taken as, practically speaking, risk-free. Let us take them as references and require that any investment we make, no matter of what sort, should give bigger return than they do. We can check our investments later on using the returns of reference*. 

It is important to understand what the relationship between required return and duration is. Generally speaking, we can take as a rule of thumb that bigger returns fit longer durations. But this is only true in general, there are many exceptions that weaken this rule. (Have you ever wondered why on Earth exceptions would strengthen a rule? They certainly do not, the original Latin form of this proverb is, "Exceptio probat regulam” i.e. The exception tries, tests the rule*.) After this interlude, moving on in the logical world of finances, it is quite understandable that banks predicting the fall of inflation will not offer higher interest for longer periods of time. Under these circumstances we should then search for investments, deposits with fixed interest rates, that will fix the currently high interest rates for the whole duration of our investment. If, on the other hand, we expect interest rates to rise, it is wise to choose a variable interest rate investment that is constantly adjusted to a certain reference interest rate*. 

“Domestic or foreign currency?” This is the question asked from time to time, and everyone knows that investing in foreign currency carries more or actually different types of risk than investments in domestic currency. When investing in foreign currency, we are prone to the changes of interest rates of that particular country as well as the exchange rate risk*. 

Do not forget that changes in the exchange rate of our currency can not be called good or bad. It may be good for some people and bad for others. For example, when the exchange rate of the Hungarian forint in terms of the euro appreciates (we need fewer forints to buy euros), then imported goods become cheaper and we can buy foreign colour televisions at lower prices, meanwhile Hungarian products are more difficult to sell abroad. In the opposite case, when the forint depreciates, people having debts in foreign currency will lose, while Hungarian exports, very important for the Hungarian economy, will increase.
In snow or summer, sales are a good thing! Banks have never lagged much behind the sale offers of shops, plazas, and giant, mega-supermarkets. So why would we, customers, resist the offers? We might as well buy an extra chopper, chocolate-fondue, or maybe even a digital immersion stake, if they are so cheap (even if we never use them!). But in the case of money we should first make some calculations. 

Special offer deposits are advertised not because banks are so good-hearted, but because they want to get long-term customers while possibly incurring some short-term loss. Special bonus deposits are normally made available only if we order some extra service from the same bank that we keep on using well after the end of the special offer, simply because we do not terminate them due to inertia, comfort or laziness. (For example we have to open a bank account and settle our bills from it to get the interest rate bonus.) The bank has then got a new customer. But special interest rate deposits might have other drawbacks as well. 

We have already stated that UDIR gives a very good comparison amongst the returns of different deposits, but it only refers to the deposits and gives comparisons as if the special offer – lasting one or two months - lasted for a whole year. As the offer is over the interest rate of our deposit, it, too, will fall back to the regular rate that other banks offer. OK, then we can take our money out of that bank – at least that is what we have in mind. What we did not think about is that transferring this amount of money to a different bank will have its costs as well. And this cost may well balance out the extra interest that we received. Knowing that, it is well worth studying the other costs of payment, transfer, withdrawal, and the account’s monthly charges in the conditional list of the bank. According to a proverb: the amount gained at the customs (higher interest rate for deposit) we might lose at the ferry (transfer costs). 

Reminder

Futures/forward transaction

A transaction where the two participants assume responsibility for buying and selling a certain product in the future with conditions set now. Depositing money in a bank can also be considered a futures transaction; we will get some extra money in the future for our money deposited right now. 

Interest, interest rate
Interest is the amount of money – zloty, forint, dollar, euro, etc. – with which, let us say our deposit increases, we have to pay extra in the case of a loan. The interest rate is this increase (or interest payment) divided by the original sum of money, expressed as a percentage, in most cases calculated for a whole year (independent of the duration of the deposit or loan). Unless otherwise indicated, the interest rate therefore refers to one year and interest for a shorter period means proportionately less money. For example, if the bank states 12 % interest rate for a one month duration* deposit, then the proportional 1/12, that is 1 % interest is given at the end of the month. Interest is also used synonymously with interest rate in everyday life. To simplify, we use “interest” with this everyday meaning even when we mention the return expressed as a percentage, for which “interest rate” would be more accurate. It should be obvious from the text when we actually use whichever meaning. 

Duration

The time span between the beginning and expiration of a deposit or between taking up a loan and paying it back according to the contract. It is used in a similar manner for securities, leasing, and other financial constructions as well. 

Liquidity
An asset is called liquid (be it a financial or other asset) if it can be accessed and sold for money immediately without any loss. The most liquid thing therefore is money, while real-estate is much less liquid.

Risk
Risk is the level of uncertainty of a certain event taking place.

Government bills, notes, and bonds

Governments - just like households - have revenues and expenses. As for households, if the revenues are smaller, the government should also take up loans, the primary form of which is the issue of government bills, notes and bonds (they only differ in duration*). Whoever buys these securities* - be they domestic or foreign citizens, enterprises - basically is giving a loan to the government. The state guarantees paying these securities back. By issuing government securities the government gets extra revenue -- though temporary because it must be paid back later. Whenever we hear how lovely it would be if everything (that we normally have to pay for) were for free, or at least cost less, and that the state should subsidise everything from transport to energy, do keep in mind that a state’s budget is nothing but a jolly big, household budget. And do not forget that one needs revenues to cover one’s costs. We should understand that when talking about government subsidies, the revenues (e.g. taxes) should sooner or late be adjusted to them. 

UDIR – Uniform Deposit Interest Rate 
The annualised (calculated for one year) return of a deposit. It’s most important function is to make various forms of deposit comparable. 

IRR – Internal Rate of Return 
The return of a security calculated for one year. Its function is similar to the comparability of securities. 

Something in return for something else

There ain’t no such thing as a free lunch!  There is no rose without thorns - and similar proverbs. 

Exception proves the rule (common proverb)
Return of reference 
This is also called a benchmark return. It shows what return we could get by investing our money differently. Financial institutions must show their Uniform Deposit Interest Rate and Internal Rate of Return (UDIR, IRR) and the government publishes the returns of reference of government securities daily. 

Interest of reference 
This is an interest rate known to the public – e.g. LIBOR*, EURIBOR*, BUBOR*, national bank’s funds rate -- that is the basis of interest. The interest in the contract changes together with the changing interest of reference on a regular basis. 

Risk of exchange rate 

When we invest in foreign currency there is a risk coming from the exchange rate of the foreign ad domestic currencies. This expression is also used when investing in a security like a share of a company on the stock exchange. 

National Bank’s funds rate, (like FED Funds Rate)

The interest rate of the National Bank for the deposits of commercial banks and that serves as a benchmark for other transactions of banks as well.

LIBOR (London Interbank Offered Rate)
The rate used in London by the commercial banks giving loans to each other. It is also used in Hungary as a benchmark for loans denominated in foreign currencies. The excess rate is measured in “base point”, e.g. LIBOR + 40 base points means 0.4 % more than LIBOR. 

EURIBOR
The interest rate listed on the Frankfurt interbank market. Banks use it for loans set in euros (EUR). 

Banks 

(The term bank is used for simplicity and general understanding. It should be more accurately called ‘monetary institution,’ since banks are special forms of financial intermediators. (Usually the national bank of a country that has special responsibilities does not belong under the header of monetary institutions.) 

The desire for our money unused at present to not lose its value (inflation*: see Central Bureau of Statistics*) and if possible even grow is completely natural Therefore we should give it to someone who needs it and will give it back at the agreed time. 

Imagine us standing like living question marks, our savings held in our hands and all the while we have to find someone who meets our conditions. These conditions are quite peculiar. First of all the person should need money, second they should need exactly as much money as we have, neither more, nor less. If they needed less then we would have to find another client to lend the rest of our money to. If they needed more then it would not be useful to give it to them; they wouldn’t be able to carry out their plans or make a decent enterprise, e.g. making rolls in a bakery. The deal could not be made if the possible partners mean different time intervals. We might need our money within a couple of months and perhaps our partner would want it for years instead. Even if these criteria were met, we should really have to know to whom we trust giving our money, for what sort of business purposes they will use it and if we really want to get it back. This requires us to know not only our future partner (honest?, gives it back or not?, drinks it?, loses it gambling?, have they ever seen rolls?, a bakery from inside?, and questions like that...), but we should also be familiar with (in this case) making and selling rolls, too. Is their business plan realistic? Do people like rolls? Can they sell rolls in big enough quantity? Otherwise we would get into a very risky situation concerning our money. They would make rolls themselves – if they really did make them -- but while using (and risking!) our money. Eventually they will either succeed or they won’t. If they don’t, they will go bankrupt and we will lose our money. 

We hope this example is enough to shed some light on how difficult it really is to satisfy these conditions and that we will never be able to check them. No worry, banks are there, ready to solve this problem. 

Banks do accept money from people with excess (collecting deposits) and transfer it to people in need of money (giving loans). These are two of their fundamental activities together with two others: settling money transactions (organising the transfer of money from one bank to another, from the account of one client to the account of another) and offering all sorts of investment, other than their own bank deposits. The former is very basic and the latter ever-growing. In addition to these four basic services, banks certainly offer others like electronic services, debit and credit cards, exchanging money, providing safes, etc. that are usually defined and regulated in laws on financial institutions.
Now what was it that nobody else but banks know*? A bank is a specialised firm that can handle the previously explained problem. It accepts deposits and gives loans, practically speaking, without any limit concerning the amount of money. Most of the time it collects many small deposits and is able to convert them into a few huge loans. It is able to give long-term loans based on short-term deposits as well. In practice it takes the heavy burden off our shoulders. No matter if we deposit money or take out loans, no debtor knows, which loan their deposit is used for, and it is true vice versa, from the point of view of creditors. Banks therefore assume responsibility for intermediation between the two sides and do more than that; they take the risk of debtors concerning giving loans. That is why we can say that banks trade with risk and the very basis for their functioning is trust, that people dare deposit their money in the bank. Trust is needed for using banknotes (do you still remember that?) and needed for banks, too. (Would you ever have believed that two such fundamental parts of the dry, objective and logical finances are built on such a subjective trust? However strange it might seem, this is true...) 

Whose money do then banks use? Their own? Oh, no! It is certainly true that a decent some of money is needed for funding a bank, but in today’s fierce competitive environment it would be completely in vain to start with such a small amount of money. You should save some more. But most of this money is used up in the process of setting up the bank, for rent, furbishing, buying the required hardware and software licences. Banks could not survive and thrive without all this. Then whose money do banks use? It’s our money, the money of depositors, taking the risk bought from us! 

This seems OK, but couldn’t the bank trading in risk run into negative, surprising consequences? How about paying back the loans? How do the banks know to whom they can lend money and what will happen if the money is not paid back, after all? These are really good questions, but they can be answered correctly – and that is more or less how we will move on to answer the following question: why are banks safe? Because they are safe, indeed. 

Reminder

Inflation 

Inflation means the sustained increase in the average price level. Inflation is measured with a so-called price index that basically compares last year’s prices with current prices. Out of the many different price indices, wholesale price, retail price, investment price index, etc. Inflation most of the time is measured by the consumer price index (CPI). 

Central Bureau of Statistics 

The Central Bureau of Statistics is a national institution, usually in direct superintendence of the government but professionally independent of it. It publishes the important data concerning the economic, social conditions, the changing population of a country. 
Money savings
Savings is the unused part of income that is put aside. It is a form of foresight. According to a survey published during the spring of 2007, only 22 % of the Hungarian population have any sort of savings (gold, artefact, other property, foreign currency, real estate, share, government bond, other security, ownership in enterprise, bank deposit, life insurance, cash). 

What do banks know?

Banks are capable of converting many short-term deposits into a few long-term loans while taking the risk of non-repayment as well. Banks mostly arrange the flow of money amongst the participants of the economy, too. 

Banks and types of monetary institutions

Participants in the financial sector can have various licences. Most services can be provided by the so called “banks”. There are special financial institutions with more limited opportunities (e.g. the home savings institutions, mortgage banks) that are specialised in financing real estate and apartments or the investment banks which serve the aims of the government, and there are the mutual savings banks and personal loan institutions which provide services for smaller regions, mainly for households. 

The safety of the money deposited in banks 

Sticking to the example of the previous chapter of the person to whom we directly lent money for the rolls bakery, should his project go bankrupt we could lose our money. Assume that the bank – where we deposited our money – gave a loan to the very same problematic person with the rolls and the bank lost its money as well. What will then happen to our deposit? Will we lose it? No, nothing special will happen. As the bank does not only lend money to this one person but gives loans to many other customers as well, if one of them has problems with repaying the loan, the other well-performing projects can compensate for the temporary loss. This is called diversification*, the first line of security for banks.  

Obviously in cases where individuals cannot pay, not even the bank can get its money back. What happens then, since this money was not the bank’s own money but the money of its depositors? Will some of them lose their money? Not at all. The bank, as it specialises in giving loans, is well prepared for such inconvenient situations and requires some cover, generally called collateral or mortgage* from the recipients of the loans. This is typical for real estate and other personal or financial assets that – normally – cover the possible loss of the loan. This way the depositors will not lose out, and it also strengthens the safety of bank deposits. 

Do not yet assume that this is an inconvenient case. There are quite many attacks against banks claiming that they deliberately want to take poor people’s houses or apartments. This goes over well in the tabloids next to stories on the most recent affairs of domestically “world-famous stars”, but it is complete nonsense. Banks are enterprises that specialise in handling money, so for them building management is a completely strange, though sometimes necessary, path to pursue. Keep in mind that they make these inconvenient steps simply for the safety of our, the depositors’ money. Banks lend money and want it back: this is the fundamental rule. Money for money, full stop. Everything else, apartments, houses, cars, machines, etc. means extra work for them to sell, not to mention the time consuming legal and other processes that they have to go through. Banks pretty much dislike having to do so. Really, simply, because it is tiresome! 

Preventing a problem is much better than solving it. This is true for banks as well, and so they stress prevention as the next line of defence in order to keep investors’ money safe. Special knowledge is required at higher and higher levels from the employees of banks. In addition to the various economic schools, colleges and universities, the best known place to train bankers – and prospective bankers – is e.g. the International Bank Training Centre,  which offers training at different levels in various topics. Selecting one of such topics from them, even interested amateurs can broaden their knowledge on finances. 

The functioning of the financial sector is very important from the perspective of the country as a whole because the collapse of national or international trust can have disastrous consequences for everyone. To prevent that the legislature does whatever it can, and this is the next safety net for the functioning of banks. The laws guarantee the safety of banks and well-functioning directives that require a surprisingly high level of capital for the funding and running of a bank and prescribe different technical standards as well as the existence of several institutions of control and regulation.  The best known such institution is the “bank-regulator”, can officially be called Financial Supervisory Authority*. In addition to this, external control regulations prescribe several internal statutes* for the operation of banks to strengthen their day-by-day safety. 

We can summarise that banks are enterprises trading in risk, therefore taking risks can be said to be totally normal and unavoidable for them. They should face and cope with risks so that everything carries on smoothly. If an unwanted situation does emerge, they must be prepared to handle it and to minimise the losses incurred. Banks do rightly believe in getting back their lent money: the term “credit”, “crédit” in French, “credito” in Italian all originate in the word “believe”, “credo” in Latin, just as the Catholic faith, Credo. The similarity might sound profane, but for banks it means believing in “return” on their money. 

Money, banks and now even loans, is it not interesting how many things in the world of finances work just because of general trust?

In addition to all these things, if the state is not yet satisfied with all the safety nets listed above, it can even fund a National Deposit Insurance Fund* that guarantees compensation of creditors in case of bankruptcy of banks. 

Reminder

Diversification 
The word itself means “enlargement, distribution”. Here we are referring to the safety of banks due to the many customers it provides loans, which reduces the individual risks of non-repayment. 

Bail, collateral, mortgage
Banks give money and want to get it back. The primary source of repayment of loans is some sort of monetary income of its customers, for households primarily their salary, for companies it is their total revenue. Extra collateral, hopefully independent of these incomes, increases the safety of banks that are cashed in when the primary source is not enough. These can be tangibles (property, car, equipment, etc.) or personal (guarantor, bank insurance, etc.). These covers make up the secondary safety net of repayment. 

Banks can become property collecting enterprises

There is a legal limit (according to the 1996/CXII law, 84. §.) on the percentage of legal properties amongst the assets of banks, and it is even required to sell these legal properties within three years. 

National Financial Supervisory Authority 

There are national financial supervisory authorities, as members of the association of supervisory institutions, ensure the reliable, continuous and transparent functioning of national financial markets. They strengthen the trust in them and defend the lawful interests of the participants of financial markets. They promote the lowering of risks of customers’ choices by ensuring the availability of information. Finally, they actively participate in the reduction of crimes in the field of finances. 

Prescribed regulations
Banks must have and must comply with many very precise regulations to ensure their prudential functioning*, in addition to the COB-s, (Conducts of Business) describing their main functions (deposit, loan, money transactions, cards, etc.). 

Prudential functioning
This is the basic principle of functioning of banks. It forbids taking excessive risks or gambling with the money of depositors. “Financial institutions must use the money deposited in them as well as their own capital, keeping their prudential standards, to continuously maintain their prompt (liquidity) and long-term (solvency) ability of payment.” The word prudent means defensive, risk-averse, wary, pre-emptive, caring, foresight and awareness.

National Deposit Insurance Fund - NDIF

Securing deposits are a very important institution of the financial system in market economies, since even banks are prone to bankruptcy. The collapse of a bank may have very serious consequences that might affect the economy as a whole, therefore it is in every country’s interest to preserve the stability of its financial system, the general trust in its banks, among other methods, by means of the institution to secure the deposits. 

Financial crimes and money laundering*

Crime persists everywhere, and people will always try to use illegal means to increase their income while avoiding the daily routine of tiring, honest work. The bank system is certainly no exception, either. We shouldn’t be blind to the fact that this can and does happen. It is not as if all bank employees work under the ethics of Grail knights. One can find people to bribe or people who are willing to pursue their own interests*. Catching them and putting them into prison is in the primary interest of the financial system, whose foundation is based so heavily on mutual trust.

Even the most honest banking system is prone to criminals using it for their interest. Fortunately, apart from the very few exceptions, the vast majority work honestly and this is not an overstatement; this is part of the logical world of banking we have already mentioned. Otherwise the banking system built on trust would not survive. Let us think about this for a moment: Who on Earth would deposit their money for a long time in non-reliable banks? Criminals do still try to make use of banks to achieve their own goals, e.g. for money laundering. 

The revenue of criminals normally emerges in the form of cash (bank notes). Robbery, drugs, prostitution, etc. all revolve around cash. These banknotes are only valuable if one can pay with them somewhere. Criminal groups have always tried to move money coming from illegal transactions to, ultimately, well-known, legal businesses and investments. This can not be done with tons of cash. Therefore black (or grey) money need be converted into legal bank accounts. This process is called money laundering, where illegal money becomes legal money in the sequence of several phases. 

Money laundering can be committed by cash, loans, capital investment, running different enterprises and many other means not listed here. It would exceed the limitations of our book. Still introducing the most frequently used method may be worth. Let us see that. 

First the cash coming from crimes should be deposited in a bank. Since large amounts of cash would be suspicious, this step is frequently made using fake identity cards of homeless or unemployed people without any personal assets. They may even cooperate for better clothes or, for those who have forgotten their principals, some ridiculous amount of money. This is the first step. 

Next, people specialising in money laundering try to confuse even this minor chance of being identified. The money is not left long in the bank account. They transfer it to many different banks and to several bank accounts both domestically and abroad and pretty much hope that these transactions will not seem suspicious amongst the millions of transactions per day. If they manage to redistribute the money unnoticed, then comes the last phase: transferring money from these apparently independent accounts to the account of a person or enterprise that seems to be working completely legally. From this legal- looking account they can then use the money in normal business transactions without anybody being suspicious, money has been whitewashed. 

We should not worry how much energy and money criminals need to go through the above mentioned steps and how much money they are left with at the end. Whether the source of that money is theft, robbery, violent crime, drugs or prostitution, all these work with such high profit rates (let us not analyse their cash flow*, though) that even after paying and bribing so many people there will still be a lot of money left at the end. Therefore the temptation is great but for freedom loving people – not for those who enjoy short daily walks around prison courtyards -- you should not even accidentally get involved with such transactions. And anyway, no worry, if anything is actually uncovered, at the end their well experienced partners will put all the blame on them. 

And something may very well leak out! Banks (in addition to the Post, insurance companies, auditors, casinos, precious metal traders, lawyers, etc.) must comply with the severe regulations of laws on money laundering, they have, just to stress the most important things: the “know your customer” commitment*, the declaration commitment*. They are even exempt from the banking secret* in these cases. Not complying with the regulations is a criminal offence in itself; therefore banks do not take the risk. 

How can we recognise if we are bought into such actions? Big sums of money are offered for apparently minor things. Something for nothing? This should already be very suspicious. For example if somebody asks you to deposit a big sum of money temporarily on your account since they do not have one themselves and would pay a decent amount for it, we should refer to the simple logic of common sense. Opening an account is, practically speaking, free nowadays. It might cost a few euros’ worth per month. Let us think for a short while: why would anybody pay more, unless they have something to hide. We suggest that one should be very cautious when hearing about big deals, safe big returns and listen to one’s common sense. It is certainly worth paying attention to (not only for our particular issue) what Count László Teleki, a pragmatic politician wrote in 1848  - this can also be important today, as during their fascinating speeches modern politicians have possibly even bigger self-esteem. “I value other people’s mind but not so high that would make me sacrifice mine.” 

Reminder

Money laundering
An example of a Penal Code which states that: “Whoever uses objects that originate in crime in economic operation in order to cover its source, performs any financial or bank transaction concerning the object; commits crime and can be punished by up to five years of imprisonment.” The law does not state limiting value for committing this crime. 

Financial employees seeking their own interest 
The aforementioned law states that: “The punishment is between two and eight years of imprisonment, if money laundering is made by the officers or employees of financial institution...” 

Cash flow

Literally it means the “flow of money”. Cash flow shows the change of money, stock of a household, or enterprise over a certain period of time. Let us take the example of a pub: in the morning there is some money in the register. During the daytime it must pay for the goods (cash out) and it gets money for the beer sold (cash in). By the evening there is going to be some money left in the register. The in and out transactions between opening and closing is the cash flow itself. 

“Know your customer” commitment 

Banks must identify and “scan” their customers when making first contact, before settling any transaction and in other cases, specified by law. This “sparking” practically speaking means collecting a lot of data.
Declaration commitment
Upon recognising any data, fact or circumstance that may be connected to money laundering, banks must identify customers immediately, meanwhile notifying the national Customs and Excise Office (the institution responsible) for suspected money laundering. 

Banking secret
Every fact, piece of information or data that banks know about their customers concerning their personal data, financial status, business practices, enterprise, ownership, business connections as well as stock or cash flow of their accounts and their contracts with financial institutions is bank secret. 

Loans 

Banks thrive on financial intermediation; they collect savings in the form of deposits in order to lend them out as loans. They provide loans to the state, companies, households, short term, long term, big sums of money and smaller amounts, at low, subsidised rates as well as expensive personal loans. For us all these details are less important. Let us put the emphasis on, as we have done it in case of deposits, what sort of principles one should follow when taking up loans. Loans do possess a very inconvenient property in that they must be paid back, otherwise we are forced (not necessarily by brute force) to do so. We should certainly be prepared for it from the very beginning since we cannot claim later on that we were not willing, simply persuaded by banks, to take out loans and thus the inability to pay them back is not our fault We can be sure from previous chapters that banks will do everything in their power to get back the money they lent us. If we consider our situation in detail before taking out the loan, we can avoid lot of unnecessary inconvenience. (The following set of criteria are primarily important when taking up bigger loans for buying a house or a car, but the general rule: Beware of your limitations* still applies.)

What amount of debt should we take then? Though we have basically mentioned that banks only give loans to the ones who do even really need them, the situation is not so bad after all. Every bank office or homepage can calculate for us what the maximum loan is we can get as well as the monthly payment, depending on our monthly income. But banks’ software does not know our spending habits. What to do first: make a simple budget, calculate what are the expenses that we are not able (for example food, clothes) or not willing (weekly cinema program with friends) to give up in the near future. Subtract them from our monthly net income and difference is what we might be able to pay monthly for a possible loan. Do not, however take the full difference; we should always think about extra expenses that can undermine our plans. 

We should include all the possible costs because banks are quite ingenious when coming up with various extra costs associated with loans: disbursement fee, notary’s fee (the contract of taking up bigger sums of money is always signed by a notary as well), the fee of the layer and the duty of transfers (to be paid when buying real estate), the fee of the valuator (for the mortgage) and the extra specialists’ fees for special loans. 

After we have figured out the amount of the loan, we can then find the type of loan, making sure it fits the purpose of the loan. For both for investments and loans we should find the best form with optimal duration, all the possible subsidies and after submitting the application to the bank the complex process of assessing the loan can start. This assessment is based on three different aspects: the income and the personal history of the applicant concerning loans, the assessment of the goal of the loan and eventually assessing the collateral and/or mortgages. 

For assessing the income of employees, the submission of an employer’s certificate is needed. For entrepreneurs, other factors (wealth, lifestyle, revenue of the enterprise, its profitability, etc.) are examined. We have to declare and bring certificates for our possible extra duties like child support, compensation, existing other loans, etc. For the offered mortgage or the property to buy we have to submit official map or title plan (both are public) we have to attach the property sheet and we should expect the appearance of valuator as well. Do not be surprised that their value is accepted at 20-30 % discount at the bank. It is a well known fact that banks can only sell the property at rock bottom prices when in such urgent situations and that we will have nothing left after subtracting the money owed to the bank. This is one more reason to exercise caution when taking up loans; should we not want lose our holiday house. We should always think twice. This is not only true when we take out the loan, but also before securing our reliable friend’s or relative’s loan with our own real estate! Many cases can be found in the papers when misled, gullible people offer their properties to back foreigners’ loans for a few hundred euros, then complaining to everyone that cruel banks stole their properties from them. Is it really reasonable to assume that one can get these  thousands of euros for free? Would it only be plain formality that banks want some sort of mortgage backing loans? The financial system works quite logically even if we do not*...

To get bigger or state subsidised loans one must always provide internal funds -- normally around 30 – 50 % -- and one should certainly prove its existence. Because of the fierce competition between banks there might be cases when this internal fund is not needed but then we should obviously pay back a bigger sum of money. Besides, the mortgages backing the loan should also be more valuable. 

If we satisfy the bank’s standards with the level of our income, payment methods (e.g. paying our electricity, gas, water bills regularly on time), other wealth and family statuses,* and the aim of the loan can also be supported* by the bank and they are even satisfied with the mortgages offered, then everything is fine. We are found creditable. It is only then a matter of time and we should soon get the loan that we can spend quickly. Then comes the less convenient part of it: paying it back. And not arbitrarily, but according to the details of our contract concerning time and amount of repayments. Not on our own terms either, since that can cause a lot of trouble! We should also pay attention to the details of our contract, since not complying with it can quickly put us on the list of late payers, the Central Credit Information System*, CCIS (earlier called “BAR” list) that banks always check before getting any sort of loan from them. Our “popularity” on this list will be ensured for a long period of time, no matter how precisely we pay our debts afterwards. But we will remain on that negative list for five years. It will have the consequence that we can not get loans in the future or if so, only at much higher interest rates. Even opening a bank account can be difficult and can cost us more. We should not experiment with this since banks will definitely collect our debt together with extra interests, fees. Let us simply state it here that it is not a good deal... in case we do have difficulties paying we should let the bank know first and we might get some extension or rescheduling the payment of our loan. 

We have not yet mentioned a very important term, the so-called Total Cost of Credit (TCC)*. As for deposits the UDIR, here this number shows in form of a percentage the true “cost of the loan”, even if a couple of costs are excluded from this indicator. (The principles of calculating TCC are based on the concept of present value; PV connected to the time value of money that we have discussed earlier. Anybody willing to do so, can start calculating it using the built-in functions of Excel program.)

Reminder

Beware of your limitations 
To ease the tension we have to state that the authors know many more of such lovely proverbs but they exercise modesty. 

Banks work logically even if we do not...

Legend says to have the following board next to a railway crossing in the US: “The express train passes by here at a speed of 100 miles an hour – even if you happen to be standing on the tracks.”
Loans with government subsidy
The state governments ​– together with the EU – provide a set of subsidised loans and other forms of help in order to promote economical political, social and health preserving goals. These subsidies can be applied to regularly, detailed information is available at governments’, the various ministries’ and institutions’ homepages. Several hundred such open tenders are collected on homepages. 

Our other relations 

Extra points are normally given for married people in assessing loan applications. (Some claim that this is the only positive side of this status.) 

Goals of loans to be supported

Banks make decisions concerning the types of loans that they support based on their strategy, the quantity of loans already given to the same sector or aim, their risk, etc. Banks do not give loans when they are not comfortable with the specific sector, do not have enough practice in giving loans, or possibly when they already have had too many instances of giving loans in that particular field (e.g. financing agriculture or building houses). In addition, no matter how safe the return and profit would be, banks do not give loans for illegal or immoral aims. 

Getting into the Central Credit Information System (CCIS) 

We can get into the CCIS list by, for example, delaying our payment by more than the monthly minimum wage for more than 90 days. You may also get there using somebody else’s personal identifier, code or other forms of identification when using a bankcard. 

Total Cost of Credit (TCC) 

In short, it shows in the form of a percentage all the costs, fees, interests associated with paying back a loan, in addition to the capital itself. Unfortunately, even TCC does not contain all costs (e.g. notary’s cost, specialists’ cost of prolonging the loan, interest of delay, etc.). TCC cannot be calculated if the interest changes throughout the duration of the loan, but it helps a lot when comparing different banks’ several constructions. (Good or not, this is the best comparison available, there is not yet any better alternative.) 

Money transfers

When we talk about banks, people think mostly about their main functions: deposits, loans and then, lagging well behind comes the so-called payment facilitation issues. It is important to know a couple of things about them, even if in somewhat fewer details than in cases of deposits and loans.

Earlier we mentioned bank accounts. Their official name, “transaction account,” refers to their function, settling transactions, and also distinguishes them from other types of accounts, deposit accounts, etc., and their everyday name, “bank account” or simply “account”. We assume that these concepts are already familiar to our Distinguished Readers passing School-leaving (Matriculation) Examination, but we hope a couple of things and their explanations will not be so boring. 

In some countries individuals do not have to open bank accounts but enterprises in general must. How many accounts should we have? It is not restricted. Since it is not worth paying excessive, albeit small, charges on accounts, it is worth selecting where we should have our accounts. Should we have accounts at all? For most jobs it is already required, but also if one has regular payments due and is not fond of standing in lines at the post, it is certainly wise to have at least one account. It is good to have the bank or its office close to the place where we are during the daytime (opening hours are very similar to regular working hours, and the few days with longer opening hours are quite crowded.) It is also worth finding out where we can find the ATMs for our bank, since the costs of using the own ATM of our bank is always cheaper. 

Opening an account starts with the contract of account*. The bank performs the orders of the owner of the account concerning the handling, transfer of money according to the contract of account, and in return it can use the amount on the account to give out loans in addition to charging the listed fees. As we have already seen, finding new customers to open new accounts is very valuable for banks, and therefore they are willing to make sacrifices for it (extra offers for deposits together with minimum monthly deposits or with minimum monthly transactions using bank cards, etc.). New customers attracted this way are already “caught”: banks can familiarise themselves with their spending habits, reliability, and they can be persuaded to use new services by approaching them using newsletters, phone calls, giving them personal offers of loans, or bank cards. 

The main function of accounts is to manage payments. Money can accumulate in these accounts (by deposit, group collect or collect*) or can leave them (by cash withdrawal or transfer*). These are the basic transactions using bank accounts, but there are several other forms as well. When opening an account in a certain bank, in addition to the previously mentioned aspects, we should choose an account package* that suits our transaction requirements. Basic packages cost a couple of euros worth monthly, without any fee of opening, but we should always pay attention to the transaction costs: depositing is normally free, withdrawing may be charged excessively*. We should try to settle our transaction needs with money transfer or using bankcards. These are the basic operations on a bank account, but several other operations exist, too. 

The costs of accounts are normally minor compared to the time saved by using them. Still, do not keep too much money “out of circulation.” All banks give tiny interest on the money we keep with them in our accounts, but most banks nowadays offer higher rates for the unused amount that we “freeze” as a term deposit. (Banks meanwhile are desperate, since they used to make a big profit on these amounts by lending them with high margin, but it is still better to keep customers loosing all the profit by alienating customers with bad conditions and letting them go with all their money to other banks that attract new customers with special offers.) 

When charging our account we hopefully know about the bills that are settled according our permission like electricity, gas, water and other utilities. The amount on our account may decrease without our permission, even without our prior notice. We are surely law abiding citizens and would never get into the situation where Customs and Excise Department issues a collect against our account. But still we should understand that they have this legal option, even though the citizens are somewhat defended by laws this right to collect is limited. But it does exist.
Reminder

Contract of bank account
According to the Civil Code of most countries by signing the contract, banks assume responsibility to administer and manage the money of their contractors, perform the properly ordered transactions of the customers, inform the owners about the received and spend amounts as well as the actual balance of the account. 
Collect, group collect
An owner orders their bank to collect an amount due from a different account owner. Its common form is the so-called group collection, when e.g. Electric Company orders its bank to collect the equivalents of using their electricity from its customers. There are detailed regulations concerning the conditions of the collection, the legality of collection, etc. 

Money transfer 

The owner of the account orders the bank to pay a certain sum of money from their account to another account. Its most common form is collective money transfer when, for example, an employer orders its bank to transfer the salaries to its employees to their accounts. 
Bank account package
Banks offer a variety of account packages. The basic difference among them is the different cost structure that we have to pay for the same services in the different packages. It is more difficult and expensive to make complex transactions on the simpler packages than in the specialised packages. 

Excessive bank charges

Comparison of costs of banks can be found (among other places) at homepages.
Customs and Excise Department – Tax Collecting Institution 

They are an independent legal entity, usually supervised by the Ministry of Finance, financially independent and have full control over the fiscal plans of sectors. Their tasks are determined by statutory orders, which regulate their functions in details, but their task important for us is to collect the taxes. 

Free credit card? Forged bank cards and other peculiar ideas

We already know a lot about bankcards; their use is so widespread that it is unnecessary to repeat the most basic facts (made of plastic, having a magnetic strip and/or a chip on them). It may still be worth talking briefly about the credit cards that are advertised to be free. It has some relevance now, as some competition authorities have already started examinations whether the advertisements of banks are misleading as they suggest their use to be free. But even when they have to alter these advertisements it will still be worth making some calculations. 

Since we have already used this campaign slogan, lets make a fresh start to examine the logic or even common sense just one more time to ask the question how anything can be free that otherwise costs us money? Hopefully everybody understands that bank services in general are not free; still it is much more difficult to understand why the use of roads, health care or education or culture can not be free. Unless men covering roads with asphalt, teachers, doctors and artists are willing to work for free. It is the same logic that forbids e.g. public transport, petrol, bread, meat (deep fried sirloin with French fries and cucumber salad inclusive) cost half their real price and also gas, electricity, coke, firewood, and we could continue, I guess. If something has a price (and these things do indeed: raw material, production cost, transport, wages, etc.) then somebody must pay for it. If users themselves do not pay the full price, then who on Earth will be “lucky” enough to pay what remains? Let that somebody be the government. Why not? But how will it get its money for that? Certainly from levying (even more) taxes and we, the taxpayers, that is all of us, will have to pay for whatever we had considered discounted or even free. We must also pay the banks; nothing is free there because this is the completely normal world of finances – inside and outside banks, too. It also seems to be acceptable that users themselves should pay for whatever service we mean, nobody else. 

As the previously listed goods and services have production cost, banks also have such costs, as they pay interest on the deposits, maintain their computer systems and offices. How can they pass on their money for free, however nice a credit card might sound to us? No way, of course, there must be some trick, then. And there certainly is. It is (optimal case) hidden well in one of the points of the contract – or there is only a sentence stating that the details can be found in the general standards of practice of the bank. By current standards, banks have done their share, as 99% of people never bother reading the fine print, and to tell the truth, it would be rather difficult for anyone to understand what is written in the compound sentences written in bank terminology.

The actual conditions of different banks do differ somewhat, but generally speaking, ATM* money withdrawal is not free: in addition to excessive withdrawal fee (it may even be 3 %) we should also pay the high (we can meet 30 – 40 % in these cases) interests. The quasi-free use of credit cards can therefore only be seen at the retailers, as the 1-2 % fee is not subtracted from our account but is paid by the retailers. So we can pay at POS* terminals - which seriously limits the possible use -- and we should pay attention to paying the whole sum on time. Otherwise, if for example we pay even a couple of euros less, most banks think we have given up the free loan and start charging the full (high) interest rate from the date of purchase as if we withdrew cash at the ATM. 

What if we really pay attention, do not use ATMs and pay back everything on time, is then our credit card free? Not really, I am afraid. Credit cards do have an annual fee that is charged in advance while still quoting free loans. We should then calculate whether or not it is worth for us this way. 

We must also know what limit – that is, an overall amount – we get for our credit card and our own habit of shopping. 

We should examine the savings side, whether we can have a time deposit of that “unnecessary” amount with at most the calculated interest rate, as this is the only case, when the “credit card business” would be worth it for us. So we have to make a decision whether it is worth it or not, but certainly it is not even close to “being free” as advertised. 

Examining how “free” credit cards work is a popular issue, but abuse of credit cards may be even more popular. The authors of this chapter are also prone to seeking popularity; hence they could not stop uncovering the criminals working in this area. (The only problem is that they constantly cover it up – but this does not lower our spirit.) The enjoyable stories concerning misuses are missing due to lack of space, but here we will summarise the most frequent and characteristic frauds. 

One of them is to get hold of the card number and the PIN code, which may be done by phone. In essence someone, knowing a couple of pieces of information about us, manipulates this data when calling “from our bank”, convinces that we are part of a legal, official process. Do not be misled by them knowing our personal data, account number. These are available at various places (in shops, where we have used our card, our work place, municipality, etc.), even knowing our card number does not mean much. If it is really necessary to give some personal data, it is worth calling back and checking the owner of the given phone number beforehand, or call them back at the customers’ service number of our bank. NEVER give your PIN code or password as there is no such case when they anyone can legally ask for it, therefore asking for the PIN code outside ATM and POS is certainly a type of fraud. 

Criminals might attack our PIN code using e-mail as well. In the mail we should click a link to reach the internet branch of our bank. In such cases we would find a replica of the real homepage of our bank, they ask for our ID number and password. After getting them it clearly turns out that the page is out of order, it surely is, since it is not the real one. We should therefore remember that banks never ask for these data in e-mail, therefore when using the internet for banking, we should always type in the UR, or choose it from our favourites. The last one and a half to two years before publishing this book, several bank customers received such fraudulent e-mails with official- looking, rather dry, “bankish” text. One of them actually contained (fraudulent) news on an action against money laundering, where our account might have been close or stolen from, therefore asked us to check the current balance of our account. At the end of the mail there was the “click on the link” sign and we could easily be put on the fake homepage. There they quickly asked for our bankcard’s data together with the PIN code. 

Criminals might not only get our card data or the PIN code, but might also get the card itself. For example they stick a strip into the hole of the ATM, stopping us from getting back our card. After we leave, they could get our card (and our money) simply by removing that stick. Any time not getting back our card from an ATM or money after hearing the characteristic banknote-counting-rolling sound, even meeting some polite, helpful people, who surprisingly have had the same experience before, we should be absolutely sure that we have not become the victims of a fraud. Do not leave the spot and call the customer centre to stop our card. We could find the number of the company running the ATM, but first of all the bankcard can only be stopped at our bank, besides, as with many other tricks, this can also be improved by a simple self-adhesive vignette covering the original phone number and hence showing a fake number. When calling it they ask for our PIN code to stop our card. The person cheated this way would even calm down and relax that they managed to stop their card. Beware, our PIN code must not be asked for even when stopping our card! (In case of stoppage banks identify us with a couple of personal data, therefore even our friends might trick us by stopping our card... We have to state that these calls are all recorded and some peculiar data are also asked that are difficult to know for friends.) 

The following method has not yet been used everywhere, but as things progress, we “optimistically” have reason to expect it will soon happen here as well. In this case criminals set up an apparently well functioning ATM, after getting the PIN code they withhold the card, and then the well-known process can go on, smoothly. So we have (so far) not had it, but not long ago one could not imagine and still it did happen that ATMs were grabbed with prime mover, then taken to special workshop to take it apart using difficult locksmith methods to open it without tension and eventually throw the parts of the ATM into a nearby lake. With some exaggeration, we should not even be surprised if we come across a decomposed ATM during our weekend fishing trips. 

Someone can empty our card even when it is “safe” and hidden away in our pocket. Previously, “talented experts” would copy our card. Then most likely they would try it with some light shopping, just to see that it worked. If it worked and the owner did not recognise it, they turned to the “massive emptying operation”. To prevent this, it would be helpful if we could get an SMS about any card activity, and then we could quickly find out and put a hold on our card. 

To make a “clone card” criminals use a POS. terminal with a tape recorder attached to it. They then save the data using the tape recorder, and optimally, together with the PIN code. The other method is to strip our card twice, once for shopping on the normal ATM and once on their own “card-reader”. Even if they do not get the PIN code, they can use the card in shops, where the assistant is “kind” not to recognise the simple magnetic strip instead of a real card. The revenue to compensate the cost of making the fake card comes from the products “bought” using it. Never let the assistant take our card to a different room to pull it off in the “manager’s room”. Always keep an eye on your card and the hands of the shop assistant. 

It is not even necessary to have an employee helping the criminals. Data were indeed stolen from hotels the following way: somebody, as a paying customer, “broke into” the POS terminal that was left behind bars for the night. Some days later they came back and grabbed the data of the previous day’s cards used in the POS terminal. Producing the fake cards then was quite simple. 

The data on the magnetic strip is accessible even by simply putting a slim structure next to the ATM that also reads the data when pushing the card into the ATM. Banks and ATM providers have already introduced a defence system against this method. They shake the card, which then moves too close and too far from the illegal reader and the data can not be read completely.

It might seem a rather amateur method to ask the PIN code on the door leading to the ATM – needless to say that both the magnetic strip and the PIN code will then be copied illegally or transmitted to a car park nearby (where the criminals produce the fake cards on spot) in form of a radio signal right then – still it does often work. 

But we have forgotten about the simplest way of getting our card’s data, someone stealing it from our pocket. If they get our notebook with the PIN codes saved under clumsy cipher names like CIT Yvette or Ban Ken - since remembering four digits is tough -, then we should not get surprised that banks will not show mush empathy when someone empties our bank account. 

Actually, banks do try every method possible to make it difficult for criminals to forge bankcards, since as we have stressed it so many times,, banking is based on mutual trust. They know very well that keeping this trust is in their best interest. But no matter how much banks do, if we are seriously careless or do not pay attention to managing our money transactions, problems will arise.

Reminder

ATM
Automatic Teller Machine, the machine that serves us cash. In addition, we can use it to deposit money, ask for our balance and wire money.

POS
Point of Sale, the machine at the retails, where our bank card is read. 

Electronic banks, internet banking 

The concept of electronic banking contains all the services that we use with the help of some electronic devices around banks. The services provided through phone lines and the Internet start by providing information. In the most basic case (basic bank account packages) we can ask questions about the products of banks (various bank account constructions, fees of money transactions, interest rates, exchange rates, investment opportunities and various analyses), then it retrieves information on our bank account’s balance, transactions and can give orders on deposits, breaking time deposits, purchasing securities, and even taking out loans. 

Through the use of electronic banking, banks have taken the first steps down the road toward, perhaps, the elimination of their office networks as predicted by future-tellers. Setting up an electronic system that provides a great variety of services is certainly quite expensive both for the banks (who enable their system for mass use of electronic banking) and for the clients (who will eventually pay for these services). 
In contrast to these banking costs the decreasing need for or the elimination of the physical network of offices (or simply the lack of investments into enlarging them) seriously reduces the costs of banks. All the information can be gained from the machine, not from the assistants sitting in their offices 8-10 hours a day, which saves human resources. Obviously we should not overestimate the role of machines compared to people. Practical studies show that at certain levels of complexity, for inexperienced households and for special needs company customers, the personal contact of assistants is definitely a necessity and cannot be substituted by a machine. 
The advantage for customers comes from saving time and money for transactions and the subsequent falling per capita costs. Customers with a large turnover – primarily companies but also individuals trading a lot in securities – can benefit from keeping their liquidity (the so called liquid, not invested money at their disposal, which therefore does not earn interest) at minimum level, since they can manage their payments and can therefore carefully plan their liquidity. 

We should not forget meanwhile that the point of access is moved out of banks and this increases the risk of unauthorised access. For defence, primarily the external points of access must be defended, so customers will need safety disks, cards, special codes, and electronic signature authorisation systems when logging in. A combination of these at different levels can minimise the unauthorised access. 

As a result paying with a bank card is still rather rare for shopping on the internet, though more and more people are buying books, plane tickets, accommodation, etc. this way. We still have a certain unease of the misuse of our bank data a third-party has accessed. But the solutions are there. In addition to never giving your PIN* code to anyone any time over the  phone and on the internet, misusing our cards data is made impossible with the introduction of a new service, the special card numbers that can only be used once and that we get for every new transaction when shopping. These are only valid for a single transaction; hence criminals can not use them at all. 

Therefore we should not hesitate to use internet banking and shopping, sticking to the required security standards.

Reminder

PIN code
PIN code (Personal Identification Number) is a secret number to identify people.

Securities, stock exchange

When we were talking about financial investments earlier, we mentioned forms that are different from the classic deposits but without details. Let us start a chapter where we can learn more about securities and equity markets – as the fourth major functions of banks. We do so knowing that even for people familiar with banks the world of equity markets may seem confusing, the area only for specialists. Investing our savings into securities can enhance our options and – together with higher risk though – can give us higher returns as well. 

We now have the great opportunity to clearly define and explain the basic concepts, their legal background and the conditions concerning securities. But we will pass on that. Instead, we will stress practical issues. We will examine securities* from a primarily economic point of view, putting emphasis on the most frequent types of investment, meanwhile drawing attention to the enormous size of the different legal regulations of this field. 

Securities can mean a type of legal claim (e.g. bond), ownership (e.g. share) or some kind of right concerning some bulky products – most importantly bonds and shares. 

Bonds can be issued by governments, banks or companies. A bond is like a deposit, we buy it at a certain price (we give money to the issuer) in order to get more money at redemption. The conditions of issue are closely regulated. If the issuer sells it to the public, we can buy them, but we should know that repayment is “guaranteed” by the issuer only. We should keep this in mind especially for bonds issued by companies.

We face similar risks when buying shares. Shares are securities issued at the foundation or raising of the funding capital of a firm. When we buy them, we will be owners of that firm. We can get money for them by getting dividends or by selling our shares. In both cases it is the successful functioning of the company that makes our investment profitable and guarantees us decent return for the money we have invested. 

Either we buy bonds or shares; it is worth having business acumen in order to know what to buy and how much and when to sell. This is already “higher education”, but there are still opportunities for those who are not really trained in the area of finances, and even they can benefit from the bigger returns of bonds and shares. These are called mutual funds*. 

The mutual fund is the collected sum of money itself that the fund manager collects through issuing notes that investors buy. The collected money is then invested into real estate (estate fund), securities (securities fund), bonds (bonds fund), shares (shares fund) or a combination of all these(mixed fund). In addition to these, there are funds that invest in funds (fund of funds). There really are such funds! You can choose! 

It is not possible to convey all the knowledge related (we have tons of books on the topic), but it is important to understand – at least the definitions of - open-end* and finite-life* mutual funds. And also to understand stock exchanges.* 

From the outside, the buildings of stock exchanges generally look nice. But inside there is big room full of computers and people waving and/or staring at computers, the floor* where brokers* buy and sell all sorts of lists of numbers that are not even printed yet. The whole thing is a great illusion. Or, really, is it something else? 

Right. Or not. As all other financial institutions are needed, stock exchanges have been born and still function the same way, as the market for reliable exchanges of securities and/or commodities. In the market of stock exchange, one can not trade with any arbitrary products; the objects of trade – exactly to maintain reliability – are determined by the regulation of the particular stock exchange and for simplicity, even the investment units are set, the multiples of which one can buy and sell, which is called a contract. 

Looking at the working stock exchange we may call it the most perfect form of market: demand and supply (whatever sellers want to sell and buyers wan to buy, respectively) meet each other at one place; it is concentrate; there is an abundance of products, one need not walk from one street to another city or country. Many interchangeable goods secure liquidity: whoever wants, can sell or buy, one always finds partner for it. The exchange is helped by the fact that these products are homogeneous: financial products because of their basic property (the promise of future money), commodities, like cereals because of their standardised qualities. Stock exchanges concentrate information as well. Sellers and buyers are equally well informed, they both see the same monitors, and theoretically speaking, there is no chance of anyone being bribed based on lack of information. Only reliable members like banks can trade on stock exchanges. If we want to trade there, we should give order to one of them. If we want to gain knowledge concerning financial markets (and are determined and/or masochistic enough), we can read the legal regulations about exchanges (we can not say any of them would be a most inspiring reading, but things happen). 

Reminder 

Security
Economically speaking securities materialise some right concerning property in a transferable charter or electronic signal. 

Mutual fund 

If we want to keep our savings in something with a higher return (and higher risk) than bank deposits but do not know financial markets very well, mutual funds can provide an alternative for us that invests the money collected from investors into various forms and investors share the return proportionately to their investments. 

Portfolio
The sum of securities, financial assets, money, together is called a portfolio in the world of finances. 

Finite-life fund
The fund can only be bought in a certain period; called offering period. The fund has a concrete duration, at the end of which it pays back the increased amount. During its lifetime neither the selling nor the buying of the “investment units” is possible at the fund manager. The liquidity of them can (only) be increased by introducing them to the stock exchange. 

Open-end fund

These funds may not have duration but at the same time they might. Investment units can be purchased and sold during its lifetime. They can be bought and sold mainly in banks. It is a very popular form of investment. 

Stock exchange

Stock exchange is a severely regulated market place, where mostly homogeneous or easily categorised products are traded. 

Stock exchange floor

In a generalised meaning it is the room where trading takes place. This is a rather “slippery” floor; there have been big falls, even giant collapses. 
Broker

Trader at a stock exchange, who represents a securities trading firm, selling and buying securities according to the orders of their customers. The position can only be held by people satisfying strict regulations. Amongst other things, brokers must pass a special exam and must not have any criminal record. 

Reminder – that is certainly not a Reminder, but we should finish this with some proverb. 

In this chapter we have collected some information on banks and similar institutions. Meanwhile we have written a lot on the trust that makes it possible to use money, makes banks so vitally important and makes the loan-business flourish. We have also trusted in something else, namely that the subject of money should not be so boring after all... And we have won – if you have made it up to this point. 

When finishing a chapter authors normally add that the topic is far from exhausted, but in our case even this remark is far from necessary. It would be complete nonsense to think that possible to summarise thousand pages worth of specialized knowledge in twenty-odd pages. We certainly did not have that as our goal.

We simply aimed at introducing a couple of working principles of banking embedded into the often quoted logic of finance in order to try to explain the basics to an outsider, a teenager, so that they could approach this special topic more easily, almost like an insider. We hope to have managed to achieve this. 

Since we know, though often disbelieve, money does not bring happiness, but that falling into financial traps or not being able to save and increase our savings would definitely not make us happier, it would not be so far fetched for us to make our money to do some work for us. Let this be our final “bonmot”. 

How can computers help?

In case you want to emerge into the world of finances, try out the game “capitalism II.” You can download it at http://enlight.com/capitalism2/ for free and can help a lot to understand stock exchanges.

If you want to organise your finances, we can offer the latest version of Microsoft Money (http://www.microsoft.com/money/default.mspx), but if that is too much for you, or you simply do not need it, a simple excel spread sheet will work just fine. Microsoft Excel is actually a smart tool for calculating various interest rates to compare quite different offers. Familiarise yourself with it and use it often. Office Online (http://office.microsoft.com/) contains many forms and explanations. 
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