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Introduction

Looking back at the eruption of the 2008 economisis; it is safe to say that for all practical
purposes the entire global economy became contéedingthin minutes. With the exception
of a few dictatorships and/or underdeveloped caesitby the 2000's the global integration of
financial markets had been accomplished, made lges&ly the rapid proliferation of
deregulation and information technology. Pointiag lbeyond the real economy, on financial
markets this has generated business volumes amdniaeket competition with advantages —
as well as risks — enjoyed by all the players rdigas of state borders or deep knowledge.
Moreover, on financial markets huge fortunes cambe and lost within a matter of minutes.
Our tendency to talk about achievements and keleptsabout failures is part of being
human. The media is focused exclusively on sensatstories. It tends to present astonishing
success stories as if these were within the reélpossibility for all, suggesting that financial
markets are there for everyone to make deals. Mgstanding successes come with huge
risks that professional investors naturally avaidnitigate/leverage. At the same time, media
reports often give the impression that even pewle rudimentary training can be successful
on these markets, provided they have enough courbmyeever, as it usually is the case: with
sudden market shifts easily acquired fortunes eapa@ate in seconds. Investors once touted
as geniuses are knocked off their pedestal wheadbmes evident they had failed to see the
approaching calamity, and in their panic, lack xperience and ignorance failed to protect
even what could have been saved.

Media reports have a strong impact on the behawbusmall guys’. They take their cues
from these reports and try to break out of theindane circumstances based on the presented
models. However, they act too late or, just theasjip, react in panic without any regard to
the risks. On the whole, they benefit from ralligsa much smaller scale, while they are more
likely to suffer the effects of a downturn. Thisyasnetry is exacerbated when they embark
on promising yet risky ventures without reserves] a fact, often at the cost of irresponsible
leveraging, where a loss leaves them in a catdstrqgosition. In the absence of financial
skills, this asymmetrical effect persists over mggeriod and on the whole eventually leads
to the downfall of the 'small guy’. Just as in gdimp where some people become rich —
albeit, only for a short time, experience showsis group of investors is guaranteed to end
up with the short end of the stick. This, for imste, is well illustrated by a series of financial
scandals in Hungary: dazzled by high deposit istsrand yield promises, the victims joined
Ponzi schemes, while others, hoodwinked by extrgrif@vourable” conditions, took out
loans beyond their means.

In times of crisis, losses suffered by small ingestmay involve huge numbers and reach
dramatic proportions. This is why during and ateonomic crises the subject of financial
education and its quality come under scrutiny ldeakls of society. This has always been the
case following each major economic crisis. The eaun crisis that erupted in 2008 offers
the following lessons:
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1. A lack of financial and economic skills has greatigntributed to the rise of panic
reactions as a result of which the crisis had @amealeeper impact.
2. The absence of financial literacy and skills plagedrucial role in prolonging the 2008
economic and financial crisis.
3. Due to poor financial literacy, restoring confiderfollowing an economic crisis, the so-
called shadow effect, may take much longer.
The effects of the crisis have been so severe asate an analysis of the relationship of
financial culture/knowledge and the economy indngadle, making comprehensive surveys
necessary. Based on these findings new action piaang and must be developed and
implemented that for the present and future gelermtmay mitigate the effects of the
identified threats, and offer the opportunity t@i@vpast mistakes.
Our survey conducted in 2015 among Hungarian usityeand college students resulted in
the most surprising findings. In the survey we caneg the financial skills/culture of students
studying economics with that of students pursuirigeo studies. Regarding economics
students, the outcome has been rather disappaimingn it came to questions not related
directly to the mandatory curriculum they turned twube only slightly more adapt than their
peers studying other disciplines. One of the exgtlans is that basic financial skills had not
been passed down to them either by parents oreeadhools, and they may never have
realized what they had been missing all along.
The shadow effect following economic crises, theetit takes to regain confidence and forget
the blows, usually takes 5 to 10 years. In otherdsofor at least a decade political leaders,
professionals and practicing economists keep tlsediination of knowledge underlying
financial culture on top of the agenda. All overe tiworld, following such an event
government action plans are drawn up, scientifioeps are published, conferences are held
and considerable financial resources are mobilipeonprove financial skills and promote
“inclusion”, all in an effort to make financialditacy accessible to everyone. The relevance
and urgency of the topic is well demonstrated ey fect that, in cooperation with the New
Zealand government, the OECD is organizing an matiional symposium for 150 top
government officials, financial and educational fpssionals from 40 countries just at the
time this book is about to got to print.
The main question of the future is whether, dutimg consolidation period referred to above,
the teaching of financial skills can be made aregral part of the mandatory school
curriculum. The economic challenges of our timeediop priority to education focusing on
information and natural sciences. However, Europegucational systems tend to react too
slowly to changing needs; in almost all levels dfi@tion liberal arts continue to dominate.
As a result, there is an overproduction of profassis in the humanities, and a shortage of
experts in scientific fields. This lopsided outpetermines the availability of professionals on
the labour market for decades to come and, if nptdbsign, in effect hampers the
modernization and development of the economy. ABiola that, it is a great handicap that
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the teaching of financial skills is not an integpalt of school curriculum, even as in a market
economy taking care of finances and a rational mament of financial assets should be an
indispensable part of basic knowledge, regardlésisedevel and quality of education one has
received. Obviously, a gap between school curricata daily life is far from a new
phenomenon: in one of his letters Lucius Annaeuse&a had already complained that "non
vitae, sed scholae discimus”, or "we do not leamsthool, but for life". One of the very
purposes of writing this book was to set the taaglhuf financial skills “back on its feet” and
ensure that students acquire useful financial skilteady in school. In an age of the rapid
proliferation of info-communication technologiesdathe digitalization of the entire economy
there is a need for new knowledge and ways of doémggs, because the technological
revolution of the past few decades has fundamgntalhsformed not only production and
traditional services, but also day-to-day finandesday, someone without a bank account or
unable to take care of finances electronicallygis&cial exclusion. Just as a few decades ago
acquiring a driver’s license was all but mandatooglay familiarity with and the application
of advanced digital financial services is becomimdjspensable.

In short, making financial education part and plaoteghe school curriculum will no longer
suffice; instead, it must be adjusted to the spewads of our day and age. Moreover, the
proverbial advice, "live and learn”, must also peleed in financial education. Taking this as
its starting point, the book treats all the isstgsed by "fintech”, of course primarily in the
context of education.

The authors express their appreciation to all theke have made this book possible with
their comments, recommendations and cooperation.special thanks go to Péter Kovacs
(University od Szeged) and Andreasz Kosztopulosavgisity od Szeged) for their editorial
advice, as well as Wim Mijs (European Banking Fatlen) and Agnes Séit(Hungarian
Banking Association) for their thoughts on finahaalture, all of which contributed to the
creation of this work. We also thank Tibor NavrassiEuropean commissioner for education,
culture, youth policy and sport, for his inspirifageword. We would also like to thank the
publishing-house staff, who prepared the matedrlpliblication, as well as native-speaking
editors and translators, who helped to preparé&tigtish-language edition. Last but not least,
we owe gratitude to our families who, with theitipace and understanding, allowed us to
complete this work.

With all that, the authors are fully aware thathwall the help and useful advice, the book
does not cover all aspects of the selected topicitamust contain a number of errors and
omissions. The authors take full responsibility tieese. At the same time, we trust that with
all its flaws, the book makes an important contiitruto the improvement of financial culture
and knowledge.

Budapest / Brussels, November 2016

Levente Kovacs & Elemér Tertak
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The necessity for financial knowledge, skills aieracy has been recognised again and again
during a succession of economic crises. Recognibbany deficit in this regard is also
inevitable, since economic crises are accompaniedalls in share and bond prices, the
weakening of exchange rates of individual currenaieductions in headcounts at companies,
corporate bankruptcies, cutbacks in employee bsneleclining consumption and trade, and
so on. These elements can be felt by average thdils too, in the form of decreasing
incomes and threats to their jobs, to their comtthability to maintain a roof over their heads
under the burden of mortgage loans, and to thevalref their very livelihoods. Because of
their accumulated and universal impact, the momose economic crises trigger shock
effects on society, which immediately elicit théogtls of economic and political leaders and
scholarly experts alike.

Examination of the societal impact and causes afsis has always extended to measuring
individuals’ preparedness, the soundness of indalidiecisions taken in the lead-up to the
given crisis, the responsibility of society andiuduals, and their capacity to bear the related
burdens. The conclusions of these studies haveyalgtated that, both on the individual and
societal level, a lack of knowledge, skills anéd#cy in economics and finance has played a
significant role in the evolution, deepening andlgngation of the given crisis, which must
be remedied immediately. “The concept of finandit@racy is not new, as attempts were
already being made in the United States at thenbewy of this century to increase the
public’s knowledge of financial matters — albeittlwithe primary goal of creating and
expanding the market for financial products. To ipimply, it was necessary to explain to
people which financial products (e.g. bank deppsitadit, etc.) might best be used and how.
The time that has elapsed since the turn of theuognhowever, has yielded not only a
significant degree of innovation in the area ofiiwalial commodities, but also with respect to
products offered by the financial sector. Varioasearch studies date the start of the major
wave of innovation in the area of financial produtd the 1980s. In all likelihood the
financial products in use until then had reachedlimits of their inherent possibilities and,
shadowing processes in the real economy, it wélsiatime that sufficient pressure came to
bear on the financial sector to renew its offefidinancial products and services in response
to demand. This process continues to this day ialleawith the acceleration and increasing
sophistication of economic processes.” (Béres, p013

“The financial crisis that unfolded in 2008 exeetlsnumerous negative effects on the
economy, and through this on society as a whole. réason for the worldwide recession in
this case cannot be primarily traced back to strattoroblems in the real economy, but can
be connected instead to accelerated product inlbovat the financial sector.” (Survey in
higher education, 2013.) The deficit in modern amdto-date financial knowledge thus
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crucially contributed to exacerbating the economrisis, burdening a broader section of
society and dragging it on further in time.

Among aspects of financial literacy suffering aidéfand thus subject to examination, it is
customary to list the following elements as thossenting increasing challenges:

- knowledge of simple financial concepts;

- financial knowledge and understanding of finanpralcesses;

- ability to apply financial knowledge and acquiregberiences;

- ability to reach well-founded and conscious decisio
Before we close this chapter thus, however, we busiden our perspective to the world at
large, which is very diverse in terms of both iksm®omic and financial development. For this
reason, as in any sphere, we must pay attentitimeteconomic background when estimating
the amount of useful knowledge that is requirednvleategories can be created; however, in
terms of the content of financial knowledge, itisrth distinguishing three different groups
of countries:

1. the least developed countries in the world, whemneholding a bank account is a

privilege (e.g. the poorest countries on the Africantinent);

2. countries in the world where the securities magdalys a comparatively important

role in ensuring the economy’s supply of capital;

3. countries in the world where the economy is finahgemarily by commercial banks.
The poorest countries are worth dealing with sépbrasince a large number of citizens of
these countries are unable to open bank accoudtsaare unable to connect with the global
financial system. This is a disadvantage that paighem away from convergence and
towards backwardness; for them, there is only @o@@mic space, the narrow local region, in
which cash is the typical means of settling accunteaning that today they must still
efficiently make do with this scant financial ingtment. Just as we experienced in the age of
gold coins, when the scarcity of gold restrainedneenic growth in enclosed regions, these
poorer regions now confront the same factor inimpitdevelopment. Two steps are necessary
in order to eliminate extreme poverty:

- access to banking services, for which — becausgtoéme poverty — a support system

needs to be developed;

- preparing people to use financial services thatnateyet accessible today through

role-playing education.
Due to the varying financial processes of bankstodk market-oriented countries, it is worth
making a distinction from the point of view of nesary financial knowledge.
“A key function of any national financial system éeannelling funds from the savers and
investors who have them to borrowers and businegsesieed them. How that process takes
place differs from country to country; some cowrgrhave systems that rely more on banks

! Béres 2013, and also Hung, A. A., Parker, A. MY&ong, J. K., 2009: Defining and
Measuring Financial Literacy. RAND Corporation.

8
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(or bank-like organizations), while others rely mam financial markets, such as the stock
and bond markets.

Very little is known about why countries tend toda bank-oriented or a markets-oriented
system. This paper argues that a country’s preteréor bank or markets-based financing is
associated with the culture’s tolerance for amhyguCultures that are less comfortable with
ambiguity are more likely to rely on bank-orienfethncing systems.

In some countries, such as Germany and Japan.gsgss rely a great deal more on banks for
financing than do businesses in other countriesh s the United States, Canada, or the
United Kingdom, which rely more on financial maikesuch as the stock and bond markets.
Most countries lie at various points along a camiim between bank-oriented and markets-
oriented countries.” (Aggarwal — Goodell: NationBreferences for Bank or Market
Financing)

The difference in intermediary systems is also eggain the traditional financial solutions
used in society. Accordingly, in an economy buitt securities markets, savers — and
particularly larger savers — specifically favourugigs and corporate bonds, gladly
shouldering greater risks for the potential of ghler return. Consequently, in such societies,
knowledge of capital market instruments and thegeaaf investment banking services on
offer is a fundamental financial requirement. Imk®&riented economies, on the other hand,
there is a greater need for knowledge of classtmahmercial banks, which must be
supplemented by an ability to manage investmentduand within this pensions-oriented
savings.

Based on the above, we can draw the conclusiorathatternational comparison of financial
literacy and knowledge is impossible since différgmpes of knowledge are required for
managing financial challenges based on the levecohomic development and the traditions
of the given financial intermediary system.

Similarly, it pays to examine the temporal aspeatnely whether financial knowledge can be
applied over decades, or if it is the kind of répiexpanding field requiring continuous study
and renewal. To demonstrate this, it is worth lagkat the advances of the past few decades:
the end of the gold exchange standard system anaodindonment of fixed exchange rates in
the 1970s; the switch to electronic systems innfoma infrastructures in the 1980s; the switch
to electronic systems in consumer-bank relatiorsship the 1990s; the appearance of
innovative financial products in the 2000s; and #igitization in the banking sector in the
2010s. In other words, a total shift has occurretlanking services with the passing of each
successive decade, meaning not only that finaesiaérience cannot be passed on from one
generation to the next within one family, but thiare is no chance of doing so even at the
level of society as a whole. Moreover, due to tlmanges that arise in each decade,
educational forms, teaching materials and theitrgiof teachers also fall completely behind.
This is to say that there is no sense in measufimgncial literacy and knowledge
chronologically either, since the basis of the klealge itself is constantly changing.
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Individual economic regions can be examined in gerof their financial literacy and
knowledge, at identical points in time and brokeswd by age groups. Profound and
thorough investigations of this nature will typigabe carried out, following the global
economic crisis that began in 2008, by countrieshich society has been particularly deeply
hit by the crisis. Other chapters of this book waitesent the depth to which Hungary was
affected at the time of the outbreak of the chigists severe national indebtedness, budgetary
imbalance, the government’'s inadequate preparafodsthe problems in foreign currency
mortgage lending due to the explosion of the HURfGIbss rate, as well as by the methods
of handling crises peculiar to Hungary. For thigs@n, thanks to the abundance and diversity
of surveys pertaining to financial literacy, a detse has been created which provides a
comprehensive snapshot of financial literacy. s proven suitable for pinpointing the
appropriate requirements and methods for briddiueggap in financial literacy.

In the event that difficulties and crisis situasoarise, a partial or general deficit in financial
knowledge can engender social discontent, a sefctscapegoats in connection with
financial institutions and a plunge in the morgdutation of these institutions. In 2008 and
2009, we witnessed examples of the above in alexesty European country in the form of
street protests and demonstrations.

The spread of financial literacy

“An advanced level of financial literacy is in thbemmon interests of every participant in the
economy. At the micro level, households and enisgprwith typically greater financial
literacy are more likely to avoid detrimental fim#ad decisions... the greater the financial
literacy in a society, the greater the availablersgs in the country... the financial literacy of
the population contributes to the stability of tffieancial system itself. Partly as a
consequence of the above, it is in the fundamemtiadest of financial institutions to develop
financial literacy since it contributes to growth $avings — and, through this, improving
creditworthiness — in the private sector. At thmeadime, solvent customers represent a low-
risk source of revenue for the sector. ... Last lmitl@ast, developing financial literacy is also
in the state’s interest since with a higher levielimancial literacy less emphasis needs to be
placed on redistribution and stabilisation goaldiclw has a beneficial effect on every
participant in the economy and the competitiverasthe country as a whole. (Survey in
higher education.” 2013?

2 Further references: IBRD, OECD, DFID, CGAP, 200%eTCase for Financial Literacy in Developing
Countries: Promoting Access to Finance by Empowe@onsumers. Washington: The World Bank; Czaké, A.,
Husz , I. & Szant6 , Z., 2011. How far do we stheteirselves? — Changes in the financial literaciiafigarian
households and enterprises during the period afiscrBudapest: BCE Innovation Centre Nonprofit Kft.
Klapper, L., Lusardi, A. & Panos, G. A., 2012. Fin&l Literacy and the Financial Crisis: Netspar.
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The need to provide financial education attractecteasing international attention in the
aftermath of the Global Financial Crisis (GFC) @0Z-2008, although it had become the
subject of interest already in the mid-ninetiedoieing an extraordinary upsurge in the
number of bank failures in the 1980s and the €E980s. Between 1980 and 1995 more than
1,600 banks in the US were closed or required Gi@drassistance (FDIC, 1998), including
the failure of 1,043 savings and loan associatiomghe early 1990s a banking crisis hit the
Swedish banking sector after the burst of a rei@tesnd financial bubble driven by a rapid
increase in lending (Englund, 1999). In neighbagifiinland a deep systemic crisis shocked
the entire Finnish financial sector that took platanly in the years 1991-1993, after several
years of debt-based economic boom in the late 198ake same period almost all countries
in Central and Eastern Europe had experienced lambe in their banking and financial
sectors (IMF, 2014). In the early 1990s, for examgbanks in Poland and Hungary
experienced a crisis, followed in 1994-1996 byfdikire of several small banks in the Czech
Republic, and severe problems in Latvia in 1995emvifiour of the country's large banks
collapsed. The transition from a centrally planneda market oriented economy was
extremely painful due to toxic inherited loan boeksl a high degree of uncertainty endemic
to transition economies. This situation was furtkesicerbated by the lack of three important
factors: (1) experienced bank management; (2) nmarki®rced performance; and (3)
standard measures to enforce risk hedging and prib@ek behaviour.

Although these crises hit several customers verg,hthe incurred losses could have been
contained through state interventions, moreovery thead been caused by acute
macroeconomic imbalances or regime changes, isttpag nexus between the root causes of
these crises and financial literacy could not beedained. Even the historic speculative dot-
com bubble (also known as the “Internet bubble’yeztng roughly the years 1997-2000 hit
mainly well-off, financially savvy investors, whoene driven by frenzy and exuberance,
similar to a dozens financial crises the world baperienced since the Tulip Mania of the
mid-1600s.

Different were the root causes of the GFC whererthber of direct victims was much
larger than at any time before and involved peapleany cases already finding themselves
in a vulnerable position — living on low incomesiemployed, single parents, recipients of
social assistance, and retirees. In the decades #ie 1970s a combination of technological
developments and financial deregulation aroundvwibdd have created both opportunities
and threats for consumers. On the upside, new diahproducts and services were made
available to hundreds of millions of people offgrinigher yields on investments and lower
fees for services. On the downside, financial potslbecame more complex and the financial
environment consumers faced became considerablg neky. Moreover, consumers often
became exposed to increased costs: interest rditegseon debt were eliminated and greater

11
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fees were charged on low-balance accounts. Whitewers enjoyed much-expanded credit
access and new borrowing options, the ascent dfcermrtgage instruments, such as loans
denominated in foreign exchange, often left thesepfe unaware of the risks they became
exposed to and did not understand the terms anditemrs of the obligations they entered
into, which often resulted in significant increasesheir regular payment liability over time.
They either relied on unsuitable financial advicent relatives or dishonest lenders or
sheepishly followed the irresponsible behaviourotifers. Just in one generation pension
benefit schemes, once considered secure, to whighparents of the baby boomers were
enrolled, had been replaced through various penseforms by defined contribution
retirement systems, which facilitated employmentiraproving employers’ bottom line, but
required them to figure out how much to save, whermvest, and how to make lump sum
pay-outs last throughout retirement.

Accordingly, step-by-step finance became a worlddticomplexity and uncertainty. In the
meantime, financial service providers have to managvide range of risks that arise both
internally (inside their organisation) and extelyndk.g. in natural, economic, and political
environments). But consumers face even bigger egdls, as even simple financial products
may hide pitfalls that, and there is abundant ewde individuals often have difficulties
comprehending. In particular it is worrying thateov30% of the population does not
understand the concept of risk diversification (@EC016). Other products, such as
insurance or retirement savings options, which tliaeepotential to provide benefit to clients,
are often not entirely understood. Owing to theckhcomplexity of currently available
financial instruments, a wide range of academicdifipians, and advocates have expressed
concern that low levels of financial literacy maually harm average individuals.

The low level of financial literacy worldwide raseserious questions about the general
quality of financial decision-making by householdsnancial education aims to improve
decision- making by helping consumers acquire tcbknowledge and skills they need to
understand the choices they face. A large and gipwierature examines the effects of
financial education on both financial literacy (ameasured by test scores) and financial
choices (such as saving). Findings underscorentbertance of acquiring financial literacy as
early as possible. Indeed, in many respects, inipgobasic financial education at the
elementary and secondary school level can provideradation for financial literacy, helping
younger people avoid poor financial decisions tiaat take years to overcome. In particular,
competency in mathematics — both in numerical mdatpn and in understanding its
conceptual foundations — enhances a person’s \aldithandle the more ambiguous and
qualitative relationships that dominate our dayt&y- decision-making. For example, through
an understanding of compounding interest, one ealise the cumulative advantage of
regular saving. Similarly, learning how to conduetearch in a library or on the Internet can
be instructive in where and how to look for infotioa to evaluate the consequences of
decisions. Educational efforts aimed to improvedamental mathematical and problem-

12
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solving skills can nurture knowledgeable consumeh® can take full advantage of the
sophisticated financial services offered in an @langing marketplace.

Almost universally, the dominant model for reguigticonsumer credit, insurance, and
investment products is based on disclosure andttarde choice. As these products have
become more complex, consumers’ inability to un@ei them has become increasingly
apparent, and the ensuing consequences more miresponse, policymakers have embraced
financial-literacy education as a necessary camplta the disclosure model of regulation.
This education is widely believed to turn consumets “responsible” and “empowered”
market players, motivated and competent to malkan@ial decisions that increase their own
welfare. The vision created is of educated conssrhandling their own credit, insurance,
and retirement planning matters by confidently gating the bountiful unrestricted
marketplace.

Although this vision is seductive, promising bothfrae market and increased consumer
welfare, the underlying belief in the effectiveneddinancial-literacy education lacks strong
empirical support. Key stakeholders are well awtia the lack of individuals’ financial
literacy cannot be identified as a main factor iegdo the GFC. However, there is a broad
consent that financial illiteracy certainly contribd to deepening and worsening its effects.
While strong financial literacy skills may be nesmy for good financial decision-making,
they will not suffice; heuristics, biases, and el coping mechanisms that interfere with
welfare-enhancing personal finance behaviours ambkaly to be eradicated through
education, particularly in a dynamic market. Thigrbouring such beliefs may be innocent
but far from harmless; the pursuit of sufficiemtancial literacy skills may pose costs that can
swamp any realisable benefits. Moreover, for sorapsemers financial education may
increase self-confidence without improving abilitgading to even worse decisions. When
consumers find themselves in dismal financial &rdihe regulation-through-education model
blames them for their plight, shaming them and ediihg calls for effective market
regulation.

Unfortunately, literature sheds little objectivght on the behavioural impact of financial
education. Discussion of this issue is typicallyoooed by paternalistic judgments (e.g.,
people are better off with high saving and balangedfolios) and/or strong preconceptions
(e.g., a better understanding of choice optiongsearily promotes better decisions). Yet it is
also possible that financial education alters behavthrough mechanisms that involve
indoctrination, exhortation, deference to authordycial pressure, or psychological anchors,
in which case it may induce people to act conttarthe preferences they themselves would
reveal through choices if they properly understdbd consequences of their actions.
Research shows that, in addition to limitated raldhinking, impatience and weakness may
affect economic decisions — a fact that so farldesen largely ignored by economics. To find
the right solution among a set of available optimsomething other than this decision
actually put into action. Many times, willpower armhtience are in short supply and
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immediate gratification often seems to be a stromgetivating force. Although most people
are aware that they should put aside savings feecare and comfortable retirement, they
often succumb to the urge of satisfying immediasirgs, such as paying for a holiday trip.

A search for effective financial-literacy educatishould be therefore complemented by
policies more conducive to achieving more effectoasumer financial outcomes.

In a video titled “Who Protects the Consumer?”3tbhl Friedman said, “Consumers don’t
have to be hemmed in by rules and regulations. Te@yotected by the market itself. They
want the best possible products at the lowest pAecel the self-interest of the producer
leaves him to provide those products in order tepkeustomers satisfied. After all, if they
bring goods of low quality here, you're not goirggkeep coming back to buy. If they bring
goods that don’t serve your needs, you're not géinguy them. And therefore, they search
out all over the world, the products that might imgmir needs and might appeal to you. And
they stand in back of them because if they do®y'tie going to go out of business.”

This, however, is a very optimistic and somewhavenaiiew of the motives of financial
service providers. Based on the efficient-markgtdtlyesis, it assumes that they never engage
in reputation mining and get away with it.

The challenge is to determine whether and how Gi@dniteracy can be taught and, closely
related, whether there is causal link between iwipg financial literacy and financial
outcomes. The evidence so far has been mixed, laige heterogeneity in the estimated
success of training programs. Nonetheless, researgrovide survey evidence that people
who attend financial counselling programs subsetyienake better financial decisions,
especially those attendees with low income andaduclevels.

As already mentioned, the insufficiency of basmaficial knowledge and numeracy had been
recognised quite early — already in the mid-nireetdumerous surveys have emphasised for
example that the US population and specific suljggohave very low levels of economic
and financial literacy. This is why as early asel@006 — well before the onset of the GFC —
at their meeting in St. Petersburg the G8 Finanaaistérs called for “the development of
financial literacy guidelines based on best prastiqPre-Summit G8, 2006). This call was
preceded by considerable analysis of financial lodipa done by the OECD among its
member countries and the recommendations formulatedhow to improve it. In 2008,
following two OECD International Conferences ondfinial Education in Washington and in
Indonesia, the OECD established the InternatioretiMirk on Financial Education (INFE),
currently comprising over 240 public institutionsgtiwexpertise in financial education from
110 countries and economies.

Indeed, post crisis regulatory reform has soughtmprove financial decision-making. The
Dodd-Frank Act established an “Office of Financitucation” within the Consumer
Financial Protection Bureau to develop and implaengestrategy to improve the financial

® See transcript at: https://thedailyhatch.org/2098/8/free-to-choose-who-protects-the-consumer-viatead-

transcript-part-1-of-7-milton-friedman-allowing-tfieee-market-to-work-is-the-best-thing-for-consusier
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literacy of consumers (Dodd-Frank Act, Title X, 8ec 1013). This federal effort comes in
addition to state initiatives requiring high scheotd include personal finance in their standard
curriculum. High school provides an opportunity dffer programs that can achieve near-
universal coverage. As of 2009, 44 U.S. statesuded “personal finance” in their standard
high school curricufa

Financial education was already on the Europeanresion’s agenda before the crisis. In
December 2007, the Commission published the Commation “Financial Education”, in
which the role of financial education in the In@riviarket and its importance for consumers,
society and economy were set out. In addition@bemission published eight principles for
financial education programs and launched four e#mecinitiatives. In August 2008 the
Commission set up the Expert Group on Financialcation (EGFE) for a three-year period.
However, the mandate of the EGFE had not been @steand, instead, it was decided to
build on the achievements of OECD’s Internationatwbrk for Financial Education (INFE)
that was set up to stimulate the exchange of besttipes and lessons learned. Since then
several Member State governments have engagectidabelopment of dedicated national
strategies, aimed at enhancing financial educatfboiency through nationally co-ordinated
and tailored efforts. Based on an assessment gidpelation’s needs, national strategies are
particularly designed to harness relevant existiegpurces as well as to adjust and co-
ordinate existing programmes from a variety of stakders with a view to enhancing
financial education efficiency. These strategiegehaeen adopted either as stand-alone public
policies, or in combination with financial inclusicand/or consumer protection approaches.
(Russia’s G20, 2013)

The need for more education in the area of perdoraicial management and the adoption of
national strategies spurred also the creation ohumnber of influential, nationally
representative organizations. At the same timenfiral education programs were introduced
also by a wide variety of providers, including commity-based organizations, financial
service companies and their respective trade adgmts. With the contribution of these
actors financial education services became divessging from school-based programs for
youth to specialized training for underserved adult However, these educational
interventions come with real costs and often gdeeeven larger opportunity costs by
supplanting some other activities, such as compyleagh school courses. According to
estimates, the real and opportunity costs of thiives are in the range of several billions of
dollars annually. Governments have realised thegergithe long-term nature of financial
education policies and their cross-sectoral naitok®lving governments, financial and
educational authorities, it is necessary to esthbframeworks for effective design and
delivery. Thus countries have started establisidogprdinated and tailored strategies to

4
5

See: https://www.law.cornell.edu/wex/dodd-franKketiX
See: https://www.financialeducatorscouncil.org/fic@l-literacy-curriculum/
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achieve efficiency goals in order to avoid duplimat of resources and efforts while
maintaining the active participation of all relevatakeholders.

As a result of the lessons learned during and dfercrisis, and thanks to the various
initiatives to foster the financial literacy, theaee already signs of gradual adjustments in the
financial behaviour of households. A key componafinancial educational efforts is the
promotion of informed decisions. The Federal ReseBoard’s last triennial Survey of
Consumer Finances (SCF) (Changes in U.S., 2014geghuin detail which information
sources were used by households before and afterotburrence of GFC for making
decisions about borrowing or investing. Accordimgthe findings, friends, relatives, and
associates remained the most important (and megtett) sources for information, suggesting
that there are feedback effects in financial outesmhose who know relatively well-
informed people may obtain better services. Proside financial services stayed also
important sources of information. However, an appasignificant change was the rise of the
internet as an important source of information,levthe relevance of advertisements declined
considerably (See Table 1). This auspicious chaagebe attributed — at least in part — to
successful educational efforts.

Table 1
Information used for decisions about borrowing or nvesting, 2007-13 surveys
Type of service

Source Borrowing Investing

2007 2010 |2013 (2007 |2010 (2013

Friends, relatives, associates 45,9 43,9 46,1 42,3 40,8 40,8
Bankers, brokers, and other sellers of financialises | 39,2 39,5 41,5 38,3 39,1 38,3

Lawyers, accountants, and other financial advisors |19,5 195 21,5 |29,3 |31,1 (31,8

Advertisements and media 43,0 34,2 29,0 29,9 26,1 21,3
Calling around 33,4 27,0 (24,7 (18,0 |[157 |13,2
Does not borrow or invest 9,6 14,6 13,7 10,2 11,7 13,2

Source: FRB Changes in U.S. Family Finances fror026 2013

A big peril in designing financial education progrs is the trap of “fighting the last war”,
l.e., pursuing a strategy that, while clearly idigirig the shortcomings and sins of the past,
fails to provide relevant guidance for the futuvée live now in an era of paradigm shifts,
when lessons learnt from the past do not providécgnt guidance for the future. In this
context the claim, “this time is different”, is welbstantiated.

At the same time, it would be a fallacy to belig¢kat old rules no longer apply and that the
new situation bears little similarity to past digas. As demonstrated in Carmen Reinhart’s
and Kenneth Rogoff's “panoramic” analysis (ReintRogoff, 2014) of the history of
financial crises dating from England’s fourteenémitry default until the sub-prime financial
crisis, or Charles P. Kindleberger and Robert 2bé seminal book titled “Manias, Panics,
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and Crashes — A History of Financial Crises” (Kata#rger-Aliber, 2005), for centuries
societies have been beset by “manias” that enddohamcial crises. Though the scripts of
such episodes were never identical, they followedinailar pattern. The rising costs of
commodities, real estate and stocks were typicalgompanied by boundless euphoria;
household wealth increased and so did spendingleVitiis had always been accompanied by

a sense of “we never had it so good”, as a ruleirthi@l euphoria ended in bitter tears.

Accordingly, today there is no reason to believat tthe future course of events will

essentially change despite all the efforts follayithe GFC, i.e., tougher and smarter

regulations and the promotion of financial eduagatilthough nobody foresees where, when,
how, and why the next crisis will emerge, it ises&b bet that it will come and will have

different symptoms and features than those seengltire GFC (Hsieh, 2016).

What conclusions can be drawn from such an assesshdinancial education? First and

foremost, there are good reasons to remain vepumispect and proceed with caution in

designing a curriculum for financial education floe post-crisis era. What are the main issues
to keep in mind?

1. The painful experiences of the GFC had at leastdetamental effects on trudfirst,
they dramatically reduced trust in the financiattee following 2007 the general
public’s trust in the financial system has declipedcipitously. Several polls revealed
that trust in financial institutions dropped pautarly low in Europe. In seven EU
countries less than 30% of the people trusted banksancial institutions, far below
the median of 55% in a sample of 135 countriessfTgot the lowest among the
Greeks, where 13% trust financial institutions, &igb only 38% of the Germans have
trust in their financial institutions.

Negative experiences will compel customers to ranmeghly cautious and they are
unlikely to assume long-term contractual obligasi@ny time soon — irrespective of
the level of their financial literacy, partly due &n inability to test services before
making a commitment. (Cruijsen-Haan-Jansen, 2013)

Several financial service providers seem to hawvdrthe wrong lessons from the
evaporation of trust, partly because they havea paderstanding of the concept of
trust. The basic problem is that trust is oftensidered as a resource that can be built
up and then used to the providers’ advantage. Hewaetvis a mistake to regard the
lack of trust merely as an issue concerning theketarg department. The key driver
of low trust in finance is the long string of scafgin financial sector and the
perceived lack of social purpose. Right before ltlebdman collapse, in a field of
twelve sectors, the Edelman Trust Barometer 200@I(&an, 2008) rated banks as the
fourth most trusted business sector. Then, ingust year they slipped back 6 places
and since 2010 polls have repeatedly found bantonige the least trusted industry.
Overcoming this publicly manifested suspicion istigalarly difficult in the case of
products and services that are inherently transaati Thus, beyond actively seeking
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to get acquainted with consumer needs, prioritieb expectations, and responding to
them, banks must also find new ways to explainswices they are providing, and
do a better job in explaining their business pcasti It is evident that consumer
perceptions are heavily influenced by such factass business practices and
remuneration policies, which means that banks maek harder to explain their
approach concerning these issues. Accordinglye&asof trying to regain trust simply
by improving their customer-facing processes, bastksuld strive to become more
reliable regarding business practices where theuldhreasonably be expected to be
trusted for.

Figure 1. Trust before and during the financial crsis
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Figure 2. Trust in each industry sector, 2012-2016
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Second: the erosion of trust harmed the propertifmmag of financial markets. Low
level of mutual trust reduced the “social capifaliiduced higher transaction costs that,

®  There is neither a standard definition, nor a $mpeans of measuring, social capital. In genewadjal
capital refers to the relationships, trust and peration forged between different groups of peapler time. It
is the sociological glue that binds diverse soeginto a cohesive whole.
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in turn, aggravated market activity, ultimately desy to lower welfare (Quddus-
Goldsby-Farooque, 2000). This symptom ends usuallg downward spiral, because
trust is strongly connected to economic well-beiBgccessive waves of data from the
European Social Survey showed that respondents galtiwer economies reported
significantly higher levels of interpersonal as Mag institutional trust. It follows from
these mutually reinforcing relationship that regagntrust requires fighting an uphill
battle.

In an effort to overcome a lack of consumer trtis, financial services industry's usual
response is to offer greater transparency and weprdinancial education. However,
Table 2 suggests that the impact of such effontsanes relatively limited, at least if
applied in isolation. Although greater transparemsyikely to help rebuild consumer
trust, fewer than one in two people (46%) wouldrbpressed by such change alone. This
may be due to a number of factors. For one thirgpyrconsumers do not believe they
need greater transparency or better informatiomntierstand the financial products they
need. As Table 3 reveals, large numbers of cuswilezady believe they have a good
understanding. Furthermore, lengthy disclosuresnmall print tend to alienate most
consumers, because such levels of complexity magaoeessible to the vast majority of
the general public.

The question is what changes are more likely to eanaéople trust financial services
providers? Aside from transparency, where shoudl fitus be for financial services
companies that seek to repair their battered répu&® The first point to make is that
despite the headline findings on how well consumiederstand financial products, there
is still a role to play for better financial educat and — particularly for providers — to
engage with customers more effectively. The rigigweer is not to push out more and
more product disclosure, but to guide customersutin their choices in a way that is
relevant and meaningful to them. Customer engageraed empathy over product
disclosure is the point here. Moreover, the lackro$t in the financial services sector
partly reflects a failure on the part of providéosarticulate the value they are offering,
leading to suspicions that their overwhelming ptyois to pocket immediate profits.
Overcoming this suspicion is particularly difficuft the case of products and services,
which are inherently transactional. Nonethelessyigers must find new ways to explain
their services, encourage consumers to voice guals, priorities and expectations, and
to respond to their concerns. Taking genuine afetife steps to satisfy these goals,
especially where there is no obvious short ternm gaior even a clear cost — to the
provider, promises to be the right response.
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Table 2 Factors that might improve consumer trust

Which of these changes would make you more likeltrust

financial services providers?

Greater transparency on products and services 46%
Stricter codes of conduct for employees 41%
Changes to remuneration rules 40%
Improved internal governance 37%
Stricter recruitment screening 16%
More information on products and services 15%
More competition between providers 149

VERLAG
DASHOFER

Source: PwC: How financial services lost its mojand how it can get it back

Table 3 Consumers’ understanding of financial prodets

Do not

Understand | understand
Personal loan 90 7
Savings account 88 9
Credit card 88 9
Current account 87 10
Direct stocks and shares 86 11
Home contents insurance 86 12
Buildings insurance 85 12
Cash Individual Savings Account 85 12
Motor insurance 84 12
Electricals/mobile device insurance 84 12
Stocks and shares Individual Savings Account 87 15
Mortgage 82 13
Health insurance 81 14
Life insurance 80 17
Private pension scheme 73 25

Source: PwC: How financial services lost its mojand how it can get it back

2. The next important issue is increased institutiarad product complexity, as well as
the implications of digital revolution. As finantimarkets have grown more complex,
and exchanges within them became more remote apdramnalised by the digital
revolution, the issue of trust has become more atasp. Systemic risk requires
systemic trust, and the ways in which risk has hdistributed across the system via
complicated and often opaque instruments has tegstdmic resources of trust to the
breaking point. The choking up of different kinddending — inter-bank, business and
mortgage lending — was a signal example of a cmseonfidence inside the financial
system. The inability of banks to assess the cxedihiness of their partners in a
context of toxic assets and byzantine debt obbgatimakes the risks of lending

simply too high for trust to mitigate. (Tonkiss,(0)

20




Levente Kovacs & Elemér Tertak: Financial Literacy

VERLAG (Panacea or placebo? - A Central European Perspgcti
DASHOFER

The general public often finds finances to be diffi because it is difficult — and, at
least in some cases, because it is made delibesdelThere is plenty of evidence,
including from the crisis, of financial productsifig made unnecessarily complex and
consumers being charged exorbitant prices. Thisnturcycle persists due to the
difficulties consumers understandably face whemg¢ryto compare these products.
(Haldane, 2016) In this context, more effort isawkto ensure that the products on
offer provide genuine and valuable benefits to @musrs, and the specifics of each
product are communicated honestly and in an irdielsdly digestible form. It would
be a waste of efforts and money to attempt edugadsiyp people to decipher opaque
and complicated descriptions and disclosures.

The revolutionary changes induced by the rapidedissation of various “Fintech”
services (discussed in detail in Chapter X) aeversible and will fundamentally alter
familiar manifestations and traditional behavioyratterns, including, but not limited
to, the physical appearance of money and its eegryde. Thus, restoring trust and
confidence needs to be supported and complememtateans and curricula that stay
abreast of technological changes. However, an adedunancial education faces the
challenge that computer (and smartphone) literacsastly different when it comes to
the different generations (“Gen X" or “Baby Boomethe “Gen Y”, and the “Gen
Z""), i.e., a nuanced and customised curriculum waléhto be developed for each
demographic group.

. The global-wide application of unconventional mametpolicy following the GFC,

such as quantitative easing, has changed paradigthsn savings and borrowing. In
the fourth edition of their seminal book, “A Hisyoof Interest Rates” (Homer-Sylla,
2005) published in 2005, the two authors, Sidneynkioand Richard Sylla, provided
a comprehensive chronicle of 5,000 years of intemdes, but not a single line in the
732 pages volume was written about negative yi@ltdeugh the trend of interest rates
continuously declined since Hammurabi to Ben S.nBeke, negative yields were
nowhere existent, yet today they are here in droves

Interest rates currently do not offer proper guadafor households or entrepreneurs,
as had been the case in the past. Market intextest no longer incentivise and reward
savings — even as making provisions for futureregtent certainly requires more
private (individual) thriftiness. Conversely: whi prevailing interest rates borrowing
(theoretically) should be attractive and affordaiplehe short run, predictable future
hikes in interest rates make borrowers cautiouspandent.

7

The meanings of these phrases is explained onebsitehttp://socialmarketing.org/archives/generations-

xy-z-and-the-others/
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As, under current conditions, conventional wisdoogsl not offer suitable orientation, the
curriculum of financial education has to accommeddhbe idiosyncrasies of today's
environment.
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The reputation of the banking sector

Today’'s banks have evolved as the outcome of destwf development. Money-changers
dealt in coins as long ago as antiquity, their @nes a necessity at large markets and places
of commerce where a variety of currencies changat$ In the Middle Ages, cities in
Northern Italy saw the most significant developmarttanking as money-changing grew into
a business activity. Besides changing money, meheypgers also accepted coins for
safekeeping for a fee, providing a formal receipidiich they committed to paying back the
money placed in deposit at any time on requess Tdidl the foundations for the collection of
deposits as a new line of business. The first fofmdeposit, whereby merchants would
receive back the very same coins they had placddmoney-changers for safekeeping, was
known as a regular deposit. This was distinguisfrech an irregular deposit, whereby
merchants would not receive back the same coing hiael deposited, but a sum of the
equivalent value. The common characteristic of d#pavas that the person placing them
paid a custodial fee. This was gradually reducad,eventually disappeared entirely with the
arrival of the significant new development wherahbgney-changers began to pay interest on
money placed in their safekeeping. This changdddtie emergence of savings deposits and
lending on credit as business lines. The volumenohey in circulation changed with the
onset of the Industrial Revolution, as further atbeanent required the widespread
accessibility of cheap loans and banks were comgédl evolve to meet growing demand.
One of the best-known scenes in the cultural histbrmoney-changing is Jesus’s cleansing
of the Temple, as described in @espel According to Johrhapter 2, verses 13-16: “The
Passover of the Jews was near, and Jesus wentlepugalem. In the temple he found people
selling cattle, sheep, and doves, and the moneygeha seated at their tables. Making a whip
of cords, he drove all of them out of the templathlthe sheep and the cattle. He also poured
out the coins of the money-changers and overtuthent tables. He told those who were
selling the doves, ‘Take these things out of he8&dp making my Father’s house a
marketplace!” The scene has been immortalized H®/ most renowned artists, with the
money-changers/ profiteers generally portrayedpejarative light.

Interest as a legal concept was known as earlynaguity — even before the forerunners of
today’s banks appeared — and was dealt with inTimelve Tables of Roman law. It was
known in the Eternal City as “usura” or “foenus.hd former derives from “usus” (“use”),
and was defined as the lending out of money atr@ste The term has survived in the
expression “usury.” Although the charging of insdrevas restricted on several occasions in
Rome, the practice blossomed and its abolition masdiscussed. It would only be swept
away by Christianity, together with the Empire lits@he Bible had its own distinctive
decrees with respect to the practice. The Old Testh prohibited Jews from charging
interest to other Jews: “If you lend money to oheng people among you who is needy, do
not treat it like a business deal; charge no istéréexodus22:25) However, it was permitted
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to charge interest to Gentiles, and this wouldrlpteve the source of numerous conflicts in
mediaeval times, as well illustrated in Shakespsa@@medyThe Merchant of Venigevritten
between 1596 and 1598.

Although Christianity sprang from Judaism, it woultance itself from it somewhat with
respect to interest. This explains why early Clamstauthors argued for a general prohibition
on interest irrespective of origin.

By its very nature, the Bible deals in prohibititerms with the question of interest with
regard to the (poor) common man, with a view tespreing the principle of relative human
equality. “If you lend money to one of my peopleang you who is needy, do not treat it like
a business deal; charge no interest. If you take geighbour’s cloak as a pledge, return it by
sunset." Exodus22:25-26) “You shall not charge interest on lo@ngour brother, interest on
money, interest on food, interest on anything ih&nt for interest."[Peuteronomy23:19)
Through the close interweaving of public life amdigion, these interpretations held general
sway in the Christian world right up until the tinoé the Reformation (16th century),
hindering the significant growth of the banking teecand indirectly qualifying it as the
privilege of outsiders. The question did not esc#pe notice of the greatest thinkers of
mediaeval times.

Chief among the works of Saint Thomas Aquinas,ntlost influential thinker of the Middle
Ages, was his masterwork t&eimma Theologicavritten between 1266 and 1273. The pillar
of the economic ethics of Thomas Aquinas is fixedAristotle’s approach to money as an
indispensable necessity. Humanity stands at thedrtmt of his own approach to economics,
in which he analyses various economic questions.

Mediaeval moralists — among them Thomas Aquinasld hatural economy and autarchy to
be preferable to the production and trade of conitiesd They had reservations about
accepting the process of products becoming comimsdibut they particularly opposed the
buying and selling of money as a commodity. Thogainas formulated his view on the
nature of money by connecting to Aristotelian ttiatis, adopting Aristotle’s idea of money
as “nomisma, because it exists not by nature buawynomos).”

Beyond this, the opinions of Thomas Aquinas wese ahfluenced by Roman philosophers,
who did not view money as a commodity, even praimgiits trade. They conceived of
money as a mere symbol. In their perception, tHeevaf money was dictated by law, or
decreed by the ruler in power. Essentially, theyarded money as a legal measure of value.
The authentic and contemporary view of money inldgal dogmatics of the Roman period
tended towards money as an object, the speciatenafuwhich — beyond property law and
separate from its physical existence — was recednat an early stage by Roman legal
scholars.

Thomas Aquinas thus connected to the legalistiortheof money in antiquity. In his
commentary on Aristotle’€thics (Book V, Lect. IX), he himself describes money as
measure prescribed by law. As he says in his cortanerfHence currency is called money
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(numisma) — nomos means law — since currency isanoteasure by nature but by law
(nomos). It is in our power to change currencias make them useless.”

As far as the fundamental function and purpose arfiey is concerned, he also took the ideas
of the Philosopher (Aristotle) as his starting pamthis regard.

“Money (numismata) was invented because of the fareexchange, as the Philosopher says
in Politics Book VII,” wrote Thomas Aquinas. The function obney was thus determined in
the context of mediation of trade in commoditiesM&C). Thomas Aquinas — faithful to the
Greek tradition — fervently wanted to maintain mpm@s a mere instrument and measure of
trade, but did not want it to become money of itdde strongly criticized instances when
money moved outside the process of trade and audegendently. His stated opinion on the
question of usury (interest) clearly exemplifieds hopposition to money becoming
independent in this way.

Thomas Aquinas adopted a standpoint in the namesti€e on the much-debated question of
usury or interest. In thBumma Theologicdne asks the following question: “Is it a sin a@e
usury for money lent?” — to which he replies: “Bké usury for money lent is unjust in itself,
because this is to sell what does not exist, asldhidently leads to inequality which is
contrary to justice.” Lending money for usury (irgst) he thus qualified as unequivocally
sinful.

To charge interest is therefore also to sell wimsdnot exist. Consequently, an inequality
arises between the two parties that is contrametgprocal justice. For this reason, to take
usury for the lending of money is inadmissible gndhibited. Thomas Aquinas presents
more detailed arguments for the prohibition on ysaihis Questiones Disputatae

In tacking the prohibition on usury, beyond elalbiogh conceptual frameworks, Thomas
Aquinas differentiated things according to theie,usbserving that different things have
different uses. There are certain things the usehia¢h consists in their consumption, such as
wine, bread or grain. We use wine or bread by camsg it; in the case of such things, the
two actions (use and consumption) cannot be segmhrat

On the other hand, there are also things the usehas€h does not consist in their
consumption; for example a house, where the usigediouse does not mean its consumption
(destruction). In the case of a house, therefoeecan separate the right of ownership from
the right of use.

Thomas Aquinas lists money among the former clasiings, interpreting money as a thing
that is usable and consumable (res consumptibileshis view, the use of money is
equivalent to its consumption; hence “the propee ©$ money is the consumption or
disbursal of it, according as it is expended orhexges.” Money is consumed in the course
of an exchange, i.e. as it passes from one pargntiher. Money — as an instrument of
exchange — is therefore a consumable thing. Whaekexss usury for money lent, therefore,
“Iis either selling what does not exist or the sameg twice over, namely the money itself,
the use of which is its consumption.”
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Thomas Aquinas — similarly to Aristotle — did nbietefore regard money as a productive
thing. In his understanding, money is barren asdisie does not bring interest. If, therefore,
the use of money brings no interest, then it isusinjfo demand what does not exist.
Consequently, both Thomas Aquinas and Aristotleamded the charging of interest as
immoral and against nature. (Bodai: Economics dhic®

Besides Christianity, the other great global religof Islam also adopted a negative position
on the question of interest, the prohibition onerast being among the best-known
prohibitions in Islamic law — although at its intiep, Roman, Jewish and Persian law alike
recognised and applied the payment of interestodliogly, Muslims may never, under any
circumstances, charge or accept interest.

“And whatever you lay out as usury, so that it imayease in the property of men, it shall not
increase with Allah; and whatever you give in ctyariesiring Allah’s pleasure — it is these
(persons) that shall get manifold.” (Quran 30:3@wkere else in the Quran is war initiated
by Allah against anyone else but against thosedblict interest: “O you who believe! Be
careful of (your duty to) Allah and relinquish whamains (due) from usury, if you are
believers. But if you do (it) not, then be apprigddvar from Allah and His Apostle.” (Quran
2:278-279)

Based on the teachings of Islam — and by its vatyre — world view, faith and morality are
closely interlinked. It is primarily to this thahe can attribute the stipulation of a universal
prohibition on interest, which is generic and todpplied irrespective of social status and the
amount of interest. As a set of theological andngi\guiding principles, sharia law essentially
opposes exploitation of any kind (of land, youngwem) with a view to creating a healthier
disparity between parties since it holds that asatter of course this qualifies as taking unfair
advantage of another’s unfavourable situationtalhd@s to reason that, given sharia is a living
religious law applying to all areas of everydayeithen it also applies exceptions and
possible deviations from the main rules. Allah deatl that it is possible to do penance, and
made the method for this clear. As the Quran saysnd if you repent, then you shall have
your capital; neither shall you make (the debtonffes loss, nor shall you be made to suffer
loss.” (Quran 2:279fhe prohibition on interest is observed strictlyhes day by followers of
the Islamic faith.

By questioning certain dogmas of the Catholic Chutbe Reformation in itself launched
significant intellectual, economic and social pissas. The new economic school of thought
also became apparent with regard to interest.

One of Martin Luther's most influential achievemgrtcontrary to the Catholic conception —
was to explicitly increase the moral emphasis omkwoarried out as a worldly vocation, as
well as its religious reward. The altered attitudevocation and the moral valorisation of
worldly work had a stimulating effect on the deyeiwent of the economic sphere, since it
toppled the dividing wall between the monastery #re market, allowing people to glorify
God while they worked — and what is more, evenughotheir work. In his various writings,
Luther took a resolute stance not only against taihyg' trading, but also against banking
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activity motivated by the desire for profit. Andtye his time the true role and nature of
money had radically transformed, increasingly claggfrom a general instrument of
exchange to interest-bearing capital. In accordantethis real process, the theory of money
also slowly transformed, pushing the often unjieify distorting moral approach into the
background. Despite the rational evolution of thpsecesses, Luther still belongs among
those thinkers who prohibited the operation of nyos® capital in principle, only permitting it

in some exceptional cases and to only a minimateseg

At the start of his activity as a reformer, Lutheok the view that one should offer one’s help
without payment to fellow beings in a tight sitwati He taught that if we lend money, we
should do so free of charge, or should ask onlytlier loaned amount to be returned. He
spoke of usurers and money-lenders with deep cqoitéfor example, of the Fugger family
of bankers, he asked: “How is it possible in thetiine of one man to accumulate such great
possessions, worthy of a king, legally and accgrdinGod’s will?”

Later Luther’s position on the lending of money aidrging of interest shifted to a more
realistic economic dimension more appropriate &dbe. In a letter on usury dated 1540 (“an
die Pfarherrn wider den Wucher zu predigen” — “fie Clergy, to Preach against Usury”), he
persevered with his views attacking usury. He giswsisted in refusing to declare interest
unequivocally permissible. At the same time, heardgd the charging of interest as justified
and permissible in two exceptional instances, ngnmetases of “positive damage” and “loss
of profit.”

“Positive damage,” similarly to the principles dietRoman damnum emergens, arises when,
for example, the lender does not receive back themey by the appointed deadline and for
this reason incurs an obligation to fulfil theiremitment and related costs under a separate
legal relationship, by which they are liable forypeent. Many identify this instance with
default interest in terms of legal dogmatics, aligfio compared to the provisions of European
civil law of present times, it is closer to the inotof “indemnity,” since default interest arises
even without a resulting loss of this kind. Pogitdlamage, therefore, can be interpreted as an
actual decrease occurring in assets.

“Loss of profit” (lucrum cessans), a related ins&from the Roman legal perspective, comes
about in Luther’'s view when the loan amount woultiér brought a profit if invested in
something else during the time of the legal retediop. For example, if someone buys land or
a garden, then they enjoy its yield or fruit. Buperson who lends their money instead of
buying land or a garden is deprived of these patefruits. In this case, it is justified to
demand interest equal to the lost profit.

In any instance, therefore, in which the lenderfered positive damage or a loss of profit
due to not being in possession of the loaned amointoney, Luther did not dispute the
legitimacy of claiming interest. In accordance witie principles of Roman law, he thereby
ultimately recognised that in such cases, some éddrmdmpensation is due the creditor. At the
same time, in further fine-tuning the legal consames relevant to the occurrence of
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damages from the point of view of risk and prolghilLuther emphasised that the situation
is different if only the possibility of damagessa&s, in which case interest cannot be charged,
given that the loss is not “inevitable” but onlyogsible” (“not real, but imagined damages”).
In a new arena of interaction between economics ethits, the main focus of Luther’s
teaching lay in human work and the moral valor@atiof vocation, which had a
simultaneously stimulating effect on economic psses. In his work as a reformer, Luther
targeted the creation of a social system of vahes®nd the individual level that would lead
to a set of norms in healthy equilibrium and thectioning of an economy based on human
values. Besides honouring work, it would stricilyit people’s desire for money and profit.
Luther condemned the accumulation of money andalapmphasizing that we should “leave
money-making to the godless!” Luther’'s vocationtiie therefore does not bear a direct or
close relation to the “spirit of capitalism” or tegolution thereof. (Bodai: The reformists)
John Calvin approved of industry and commerce, rdigg them as honest forms of
endeavour, in the pursuance of which we obey Godulijling our “calling” — “provided
that, satisfied with our lot, we strive only forfair and lawful profit, do not aim to enrich
ourselves by unjust means, and do not endeavochidat our fellow man of his possessions
in order to increase our own.”

At the centre of Calvin’s ethics, political philggoy and economic theory stood the authority
of God. Since God created the universe and humdnkimy “paltry” task carried out by man
is valuable in God’s eyes, and for this reason cerncral activity was also accepted by
Calvin. He regarded the justification for fair ireset, and thus making profit on money
through charging interest, as permissible to aagetevel. Calvinism of the 17th century (so-
called Puritanism) regarded the unremitting accatmh of wealth — the fruit of which
cannot be consumed, but which must be investedeshfenterprises serving others — as
serving God and one’s fellow man.

Calvin did not agree with the judgement of the raedal Catholic Church that accentuated
the inherent physical nature of money, whereby “flrepagation” of money was against
nature. From a theological perspective, he crigidiallusions to the Bible (Old Testament) in
the prohibition on charging interest. From a hur(spiritual) perspective, he emphasized that
it was not interest in itself that was unacceptablat the avarice that collecting interest
engendered, which was irreconcilable with the Giamsspiritual complexion.

When framing and evaluating Calvin's views, we mato remember that these ideas
originated in the city of Geneva. The “capital-getieg” environment of Geneva influenced
not only Calvin’s political views, but also his peption of economics.

In examining interest, Calvin started by asking gfuestion — incomprehensible to him — of
how, if land, means of production, commodities dnause which a person leases out can
bring them profit, should the same be denied of eyorHe came to the conclusion that
numerous forms of interest are acceptable; for gamwvhen a creditor offers a loan to
someone in need free of interest, but also wheersop provides financial means to assist a
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fruitful enterprise. In the latter case, it is alsatural for the creditor to want to share in the
fruits of a profitable enterprise (just as in tlase of leased land).

At the same time, it is essential to note that ablid not permit lending to take place
without restrictions. Keeping the laws of justicgeddove in mind, the reformer established a
variety of rules with respect to the practice ofdmg. (Birkéds, 2014) At the beginning of the
20th century, the Calvinist approach was carriedh&r by Max Weber in his workhe
Protestant Ethic and the Spirit of CapitalisiDie protestantische Ethik und der Geist des
Kapitalismug, the principal — and universally familiar — hypesis of which is that the
Protestant work ethic played an important rolehea tlevelopment of the modern capitalist
economic system. Although the spirit of capitaligjuickly spread throughout Europe,
thousands of years of prejudice against banks ankeps persisted and still survives today.
Religious, ethical and crude economic approachdbdacharging of interest, together with
manifestations of populism subservient to prevagiliashion, have exercised an influence on
the reputation of banking services in the courskistbry which has regrettably persisted, and
even become imperceptibly ingrained in the commay of thinking. With the evolution of
the legal system, the battle against social stig@atdn was embodied in the defence of
fundamental and personality rights, although tligal institution, aside from treating the
acute symptoms, is unable to nip prejudice in tine s it smoulders or breaks to the surface.
The strengthening or awakening of prejudices reflegbe given conditions in society,
intensifying in times of crisis for psychologicatdisociological reasons, and diminishing in
periods of prosperity. The escalation of prejudieesand the sometimes more serious
manifestations thereof — is even more common iresgiraf unresolved social crisis. In this
regard, a more favourable tendency is apparenetdays, since it is almost “politically
trendy” to fight against prejudice. Football hagrsa tolerance campaign for years (“No to
racism!”), which thanks to sports psychology hasrbable to convey its message effectively
across broad swathes of society.

Prejudice is not an inner attribute with which aspa is born. Prejudice is an emotionally
motivated process which evolves under the influesfccial interaction and the given social
milieu. Often prejudice does not disappear evepitkean individual’s empirical experiences.
Among the main factors triggering prejudices we tanethnic origin (Arab, Jew, Gypsy,
black/white), religion (not of the majority), potil views, personal wealth (tax-dodgers), and
usury (banks).

The European liberation movements of 1848 wereipitated by a way of thinking and
ideology that went beyond the conventional, beingrenopen and less burdened with
prejudice. The thinking of Hungarian writer Ferdfiiicsey brought a new interpretation that
transcended barriers: “Every career is honourdhteliuminates your homeland!” For their
part, based on social expectations generated bgoedo growth, Christian communities
further advanced teaching with regard to interggerpreting the Bible’s message on the
subject.

29



Levente Kovacs & Elemér Tertak: Financial Literacy
(Panacea or placebo? - A Central European Perspgcti VERLAG
DASHOFER

“Some people question the charging of any intesadbans, but several times in the Bible we
see that a fair interest rate is expected to beived on borrowed money(overbs28:8;
Matthew 25:27). In ancient Israel the Law did prohibit ifing interest on one category of
loans — those made to the pobeyiticus25:35—-38). This law had many social, financialj an
spiritual implications, but two are especially wonnentioning. First, the law genuinely
helped the poor by not making their situation wotsavas bad enough to have fallen into
poverty, and it could be humiliating to have toksassistance. But if, in addition to repaying
the loan, a poor person had to make crushing stt@ayments, the obligation would be more
hurtful than helpful.” (http://www.gotquestions.grg

It can be seen that prejudice against banks, aamhstgthose carrying out banking activity,
has roots that go back thousands of years, anchyt Ibe exactly for this reason that the
banking sector became such an easy scapegoat doeirrgonomic crisis of 2008—-2011. The
shifting of responsibility for the crisis unilatélsa on banks led to the disadvantageous
discrimination manifested in, among other thingg, dvertaxation of banks.

Political considerations supposedly lay behind,thigh as the potential to increase electoral
popularity to the detriment of a banking sectoreotfise already burdened by prejudice.
Scapegoating of this kind is anyway a generallycessful way of increasing political
support, since a voter with an attitude inclinesvacd prejudice can easily identify with
attractive-sounding ideas that play on that pregdPerhaps it is no accident that in recent
years the political parties that have moved to forefront or solidified their positions are
precisely those whose leading figures have espahsse ideas.

It is worth mentioning, at the same time, how thedra — which otherwise takes a firm stand
against prejudice — has proven muted in this psydading to defend the heavily prejudiced-
against banking sector.

The principal breeding ground for almost every tgb@rejudice is ignorance. This is true in
the case of established prejudices against theirmmgrdector, indeed perhaps to an even
greater extent. We should not be surprised, simeesadcial and religious roots of anti-banking
prejudice go back thousands of years. In additamly those preparing for an economic
career receive education in finance, with constdtand experts ensuring that the distance is
maintained by mystifying knowledge of finance andnking. We will touch upon the
fundamental lack of financial knowledge and litgrat the societal level in the course of
presenting surveys on this topic.

Society looks on the banking sector as a merctigasit. Perhaps it can be best compared to
the tax man, to whom individuals must also makecegayments even when they do not like
paying tax. Legally based or dispositive contractdecipline provides the basis for
maintenance of financial services in the long teBociety, however, is not selective; either
people fulfil all their obligations in a disciplideway, or they always look for alternative
solutions. Experience shows, for instance, thatiplise in loan repayment does not crucially
depend on the debtor’s solvency, but on their $ouideu. Nothing else explains why two
neighbouring countries of similar cultural, incormed employment backgrounds, similarly
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mixed in terms of the origins of their populace &mtorically parts of the same monarchy for
a thousand years, should display a sevenfold giaoay in terms of non-performing retalil
mortgage loans (2016/06: 18.52% in Hungary, 2.58%lovakia). The same can otherwise
also be observed within Hungary in the case of penrfierming loans, when these proliferate
with almost mushroom-like density across a regibn.this instance, it is not growing
unemployment that is the main trigger of the phemoom, but the “popular belief” that if
political forces already discriminate against bamkgheir public statements and have an
inclination to impair banks’ rights, then non-payrhevill carry no adverse consequences.
This syndrome spreads from neighbour to neighbodroaitgrows itself locally.

A lack of discipline in repaying loans does notyoappear with relation to banks, however,
but also infects other areas. Those who don’t gatheir loans typically don’t pay for their
public utilities either, and nor do they pay th&xes punctually. In this way indiscipline
spirals into every area of life, so that breakihg tules and violating contracts becomes
almost the norm, and can even disrupt the economy.

This connection is evident for those that recogthgesocial correlations. For this reason it is
important for society, through economic and finaheiducation, to reach a level where there
is no fertile ground for populist political messagmuched in cycles of only 4-5 years. One
of the bitter lessons of the economic crisis of D11 is that once social prejudices break
loose, it is difficult to set the economy back ilmtion successfully. Anarchic conditions that
take shape within a short space of time cannotdguckly undone. Consequently, the
economy and society end up paying a price manystiover for the damaging effects brought
about by irresponsible populist sloganeering.

A historical overview is important from the point siew of financial literacy because
attitudes and value judgements that have evolved aVong period fundamentally determine
the context of financial education, as well as bhead scope which financial training must
cover so that financial services can operate tlmakwvell for society while also serving the
development of the economy. To achieve this, howewwans overcoming centuries of
prejudice and misconceptions, all the while engutimat a set of values takes shape that
facilitates optimal operation.
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Trust in the banking sector

Mutual trust is what the banking profession is blage. In terms of the placement of money,
bank-client relationships allow for two directioris.one direction the bank accepts a deposit
from the client, and in the other the bank grantsaa to the client. Both directions rely on
trust invested in the other party, since, in thterfe, the client who made the deposit wishes to
regain his or her money with interest. For thispheshe will look for a well-capitalized bank
with a good reputation in the market i.e. one thatgeneral public considers to be a safe and
dependable institution with liquidity over the lorigrm, where personal contact and/or
electronic communication is consistently reliabdeyd where the bank offers investment
opportunities holding out the promise of a yieldl aisk acceptable to the investor. As for the
other direction, the bank’s management handlesdbeived deposits and the bank’s capital
well if it manages to do so in a way that promigesitive returns. In the case of a loan, this
means that the client has a business plan anddassinanagement skills offering reasonable
assurance that he or she will repay the loan infaulhere. Repayment risks are mitigated
through the use of collateral.

The bank’s capital provides the collateral for mlieleposits. Each country has a minimum
capital requirement (usually amounting to milliooiseuros). The bank’s management and
employees represent business management know-mofgsgional experience and university
education are prerequisites for the appointmena dilank leader, and banking supervision
makes sure that these rules are enforced. Keepargemrisk low (to guarantee that the
members of the banking sector maintain their stgband liquidity positions) is ensured
through international, EU and local regulations.a@the regulations applying to the banking
sector the Basel requirements are the most weilvkno

The Basel Convention was adopted in 1988 and setrtimimum capital requirement for
internationally active banks. The Basel Il accoetlthe operational risk capital requirement,
supervisory processes and rules for data disclo8asel Il (introduced in response to the
economic crisis) increased the level and qualitgagdital as well as liquidity requirements.
While Basel IlI will not be fully in force for anber three years, its “successor” already ranks
high on the list of things that keep global bankGSEawake at night. As a minimum, rules
concerning risk weighted assets (RWA) and totals-lissorbing capacity (TLAC)
requirements are likely to be changed and impleatent

History tells us that trust is one of the most eak pillars of a sound banking system.
However, trust requires the simultaneous presemck falfilment of several factors and
conditions: positive performance in the past, goeputation, stability, profitability, solid
ownership structure, capitalization above the mummrequirement, reliable operation,
provision of good quality services, quality contadth clients, and sufficient visibility in the
market. While building up trust takes years anermftiecades, it can be lost in a matter of
days (Narayan, 1952). In the banking sector, thes lof trust typically leads to certain
bankruptcy and the winding up of the institution.
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A crisis of confidence in the sector usually arishsing economic troubles or as a
consequence of these. Traditionally, the generalipis suspicion of the banking sector and
tends to label it as the main culprit solely respbie for the ensuing hardship. Negative
perceptions are compounded when the banking sext®en as having triggered the crisis
and contributed to a budget deficit or losses #figa larger group of clients. Now and then,
some influential politicians will try to gain pogulty by blaming the sector for problems
unrelated to banks, in some cases leading to tivafdd of several institutions.

On September 28, 2015, at the 7th InternationalkidgnConference in Milan, Sabine

Lautenschlager, a member of the ECB Executive Bagade an accurate summary of all the
issues related to trust and relevant measures.

»,HOw can bankers regain the trust that was losinduthe crisis?
How can the banking sector be reintegrated inteesgt
There is no doubt that banks, bankers and the wihdigstry are experiencing one of the
worst crises of confidence ever. The turmoil of 2@dd 2009 played a major role in this loss
of public trust, but the problem did not end aftiee most acute phase of the crisis. Even
seven years later, confidence in the banking sestill very low.
Numerous scandals, like the manipulation of LIBO&es, large-scale tax evasion, the
fraudulent behaviour of rogue traders, misconducthie selling of mortgages, and large
taxpayer bailouts of banks, have reinforced thegeron that wrongdoing is widespread in
the banking sector.
But mistrust is not only confined to banks themsslvinvestors and clients also have less
confidence in the correct functioning of the bagksector and in the ability of supervisors
and regulators to prevent excessive risk-taking.
We should worry about this loss of trust in thekiag sector:

« Itimpairs the proper functioning of banks to reedite resources.

« It hampers growth.

« It leads to instability and costly crises.
In a recent paper, Gennaioli et &l. illustrated the role that trust plays in banking b
comparing finance to medicine. Banking, is a serlike healthcare, in which “transactions”
take place between two parties that differ in teohenformation, knowledge and technical
competence. Patients put themselves in the hantieiofdoctor, and investors, like patients,
would like to be irgoodhands and not be taken advantage of.
But how can trust in the banking sector be restoiftiho are the key players in this process?
Is it enough to reform the regulatory and supenyistamework, as we have done in recent
years?
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Banks, intermediation and trust

Let me start by using a simplification of the aities of banks to explain why it is worthwhile
investing in regaining trust. Traditionally, thereaactivity of a commercial bank is to take
deposits from individuals who have a surplus obueses and to allocate those resources to
productive activities. Banks thereby perform thmeain functions. First, they provide
payment and settlement services to householdspetreurs, companies and other financial
institutions. Second, they enable savers to reapful benefits of long-term investments,
while still being able to access liquidity when de@. Third, they assess and monitor the
creditworthiness and payment behaviour of borrowewe efficiently than an individual
investor could.

Through these activities, banks reduce the inefficies caused by asymmetric information
and incentive problems between those who save lays® twho borrow. It is mainly via this
channel, that banks creatalueand contribute to economic growth.

However, even though banks assess and monitonersbcreditworthiness, savers may still
be concerned about whether banks — and their mar@ads — have the necessary skills and
will make the required effort to protect their says. Asymmetric information and incentive
problems are still present, but arise at new, iffe levels: no longer between savers and
borrowers, but between savers, bankers and supesvis

In the relationship between banks and their creslitmcentive conflicts may arise between
managers on one side (who set the bank’s strateglge investment decisions and monitor
the performance of investment projects and the paynbehaviour of debtors) and
shareholders and debt holders on the other side pndgvide the bank’s funding and who bear
the ultimate risks and receive the benefits ofiiaiek’s activities).

Information problems may also occur among bank¢ #ma linked by mutual business
relationships or collective vulnerabilities to sysiic events.

Asymmetric information and incentive problems cae hddressed through contracts,
institutions and appropriate regulatory and supenyi frameworks. But this is a rather
abstract and idealised view. In reality, more isdesl: trust is needed.

The medical analogy is a handy way to illustratis.tPatients can always sue doctors for
malpractice. They could always enforce the “cortradth their doctor. However, no patient
will ever consult a doctor whom he does not tragen though he can sue him.

The same applies to banking. In general, creditolisnot deposit money in a bank whose
integrity and soundness they do not trust.

Shareholders can set up remuneration schemesédntivise managers whose activities they
cannot monitor full time. But shareholders alsochietrust their managers, because not all of
their activities are perfectly contractible andee\vf they were, it could be difficult and time-
consuming to enforce the incentive contract in tour

At this point, one could interject that, while trusay have been essential for banking in the
past, this is no longer the case today. Our econandy society have undergone dramatic
changes in recent decades, which have also affbetsds.
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Innovation and technological progress have redubedneed for trust in some situations.
Computerisation has allowed banks to use data-@pplications rather than rely on expert
judgement for the evaluation of creditworthinessbofrowers or the pricing of financial
products.

However, banks and their business have become mach complex than they used to be,
which increases the asymmetry of information amhcle, the need for trust. For example, it
IS not now uncommon for banks now to have multgdeent-subsidiary structures operating
in different jurisdictions across the globe. Somenking products have become so
sophisticated that most people, even some bankerkgnger fully understand them. By the
way, | expect every CEO or Board member to do withproducts which they do not
understand. Today, banks are more complex to mamagier to monitor and their activities
are more difficult to understand than was previptisé case, and the asymmetric information
and incentive problems | mentioned earlier are npooeninent than ever.

In short, trust is and has always been essentidbdoks to carry out their activities, foster
economic growth and add value to soci&gnking is and always has been trusting

What can be done to restore trust?

Given the currently low level of confidence in, awdhin, banks, what needs to be done to
rebuild trust?

The role of regulatory reform

First, whose job is it to regain trust?

In the aftermath of the crisis, significant chandee been made in the regulatory and
supervisory framework. Reforms of capital and ldijtyi regulation, risk management,
governance and resolution regimes have been inteatdiMoreover, consumer protection has
been enhanced. The regulatory framework now hastt@rband broader base, and is less
vulnerable to arbitrage.

While much has been achieved, | would like to higjttl one piece of work in particular. Last
year, the Financial Stability Board published a afeguidelines on supervisory interaction
with banks on risk culture. The guidelines are a@ina assisting supervisors in their
assessment of risk culture by listing a numbendfdators or practices that can be indicative
of an overall sound and well-balanced approachsé&lclude an appropriate “tone from the
top” within a bank and other key factors, such asoantability, effective internal
communication, the existence of challenge mechamnisithin the decision-making process,
and incentives for employees.

Supervisors themselves have also changed sincerii® They are now stricter, more pro-
active and assess banks in a much more holistic. Wapics such as governance,
remuneration and risk appetite are among the kieyifpes on every supervisor's agenda this
year.
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In the Single Supervisory Mechanism (SSM) for exeemme are in the final stages of a
thematic review of governance and risk appetithe123 institutions directly supervised by
us which will feed into this year’s assessmentthefcapital and liquidity adequacy of banks.
Our initial findings indicate that a number of bankvhile meeting national requirements, do
not comply with international best practices widgard to governance. Our key observations
include examples of power concentration in indiadioard members (e.g. holding multiple
offices or chairmanships within the same grouplpck of separation between a bank’s risk
and audit functions, information asymmetries ambogrd members, and instances where the
board simply does not take enough time to discadsreflect on individual issues. It is also
apparent that some banks are still in the earlgestaof implementing their risk appetite
framework and therefore still have a lot of workdo to ensure its consistent application
throughout the entire organisation.

All of these issues reduce the quality of decisiwaiking and risk awareness within a bank
and can obscure or even encourage malpracticeefbiney wewill require banks to follow up
on these findings.

But are the efforts of regulators and supervisarsugh? Can trust be rebuilt simply by
having better and more credible rules?

Our finance-medicine analogy suggests that the ansav these questions is no. It is the
doctor who holds the key to earning the trust sfgatients. Likewise, rebuilding trust in the
banking sector requires the active engagement midra and their stakeholders. Regulatory
and supervisory reforms are necessary, but natearft to restore people’s trust in banks.

My view is that, while regulatory reform and sugsory action were certainly necessary to
lay the foundations on which banks can restord,tregulators and supervisors are not the
key players in this process. The main effort toamegtrust must come from bankers, in
particular from banks’ management and their boasishe tone from the top as well as the
accountability of banks’ top management are key risk culture and staff's behaviour.
Without their active effort, society will not stad trust again.

The necessary process will be laborious and tinmswming; and it will not be one measure
or action that does the job, but rather a complexture of governance, risk appetite, risk
culture and behaviour from the top.

The role of banks and their stakeholders in restong trust

So what must bankers do to rebuild trust?
First, bank’'s management should develop viablen@ssi models with a clear long-term
perspective. Many of the recent crises have besicahsequence of banks targeting high, but
risky, short-term gains rather than pursuing loviert, more stable, long-term returns. Banks
should refocus on their core functions:
« providing valuable investment opportunities to sayvevhile shielding them from
liquidity risk, and
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« providing funds to those who need them, while assgsand monitoring their
creditworthiness.
Financial intermediation is not simply a way to rgar revenues; it also supports economic
growth and thus, ultimately, provides an imporigenvice to society.
Significant changes in the economic environmenegent decades have diverted banks from
these core functions. It seems that the combinadioan increased range of investment
opportunities and funding sources, a trend towamusre liberal regulation, and an
increasingly competitive environment caused barksreshuffle their priorities towards
maximising short-term corporate and often also@wabkgain. The change in banks’ business
models from “originate to hold” to “originate topackage and sell”, which was the proverbial
spark in the tinder box that set off the finanaabis, can be seen as a prime example of
losing sight of the goal of maximising long-termuea
Second, a bank’s management and board must hasesa sf responsibility for developing
the bank’s individual risk culture, thus enablinga deal with risk in a way that supports this
long-term business perspective and fosters traaspgrand accountability.
Every bank needs a strong cultural base, which Idhembody the bank’s essence and
aspirations and embrace its role as a profit-oe@nbrganisation without neglecting its
relevance for the well-being of national econonaes for the finances of both individuals
and corporations.

« This strong cultural base should serve as a shaabkee framework throughout the
organisation.

« On top of these foundations, every bank needs digataking policies, allowing it to
reach its business objectives, while ensuring tisi-taking activities beyond the
institution’s risk appetite can be identified arttieessed in a timely manner.

« To complement this, there must be clear governan@gements defining processes
and responsibilities for decision-making, risk mgeraent, control and audit.

« Lastly, a bank requires well-functioning communicatmechanisms and IT systems
to link the bank’s decision-making, risk managemamd control organs together, to
convey information to where it is needed, and tdp hereate awareness and
transparency about the bank’s objectives, policeesl values throughout the
organisation.

Changing an existing culture and the way an orgadiois thinks about its business is clearly a
major challenge. In particular, at a time when liaaking sector as a whole is having to
comprehensively rethink the values it embodies #medculture it lives? Although some
progress has been achieved recently, much mot#l iseeded. In this context, | welcome the
continued initiative of policy-makers to stimuldtether progress in this area. For example, in
May this year, the G-7 finance ministers and cértemk governors urged the Financial
Stability Board to begin developing a bankers’ “eaf conduct” to complement the existing
guidance.
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Third, banks’ senior management and boards haverdate adequate incentive schemes,
including remuneration policies, to promote long¥teperspectives within their organisation.
We have witnessed too many scandals over recerg,yfea many cases of misconduct where
responsible parties were not sufficiently held ardable. We have witnessed banks
cooperating only reluctantly in criminal investigets, and we have seen interest groups
rejecting outright any attempt to reform remunenmain the banking sector.

Regaining trust will not be easy. Bank managerstnsoavince the public that they will
reward socially beneficial behaviour, while unadedpe behaviour will be credibly
sanctioned, up to the tolf! Most importantly, people need to believe that ngans will be
truly responsible for the conduct of those who repmthem.

To achieve a turnaround in public sentiment, thegeking in banks must believe in the value
of sustainable business models and ethical behavidwe tone from the top is key in this
endeavour — the message must be that not everythaigs legal is also legitimate and that
the bank is only interested in legitimate business.

This may require a considerable revision of hunesources policies, too.

« For a start, senior management could think abadmbdocing new recruitment and
training guidelines that indicate what sort of tdland personalities should be hired
and how the bank’s values should be taught to eyspkn

+ A well-balanced combination of monetary and non-etary incentives should be in
place. Staff should have reasonable compensatidndeamwelopment options aligned
with the behaviour they exhibit in implementing thenk’s desired values and culture.
Remuneration, performance evaluation and promaystems should be calibrated in
such a way that they reward client orientationglberm value creation and sound risk
management practices rather than short-term regeridee possibility could be to
extend even further the existing claw-back times fwnuses to discourage
unacceptable behaviour, possibly up to seven years.

« Staff should face clear rules on responsibilitghiiity and integrity and be subject to
proportionate follow-up or disciplinary measuresha case of infringements.

Last, but not least, the expectations of bank $iwdders are critical and key to re-establishing
trust. Their demand for higher returns puts pressmr banks and induces them to embark on
risky business activities. Hence, efforts to resttnust cannot be successful without a
corresponding change in attitude among sharehold@&esy must understand that there is no
such thing as a “free lunch”. Properly adjusting risk, shareholders may actually be better
off when banks behave cooperatively and achievgtalavel of trust.

The role of bankers’ self-interest

Having identified possible actions bankers can takeestore trust, an important question
remains. Why should bankers ever take such actisns their own interest?
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As | stressed before, trust is essential for timetioning of the banking sector. Without trust,
banks cannot function properly. This not only hagative consequences for the rest of the
economy, but also negatively affects banks thereselv

There are several channels through which a lackust negatively affects banks. First, it is a
potential root cause of crises. Crises usually lemd significant and often long-lasting
contraction in bank profits, as can be seen, fetaimce, from the large drop in the S&P 500
index for the banking sector. Moreover, they areallg followed by an “aggressive”
regulatory response to constrain banking activities

Second, a lack of trust negatively impacts on tationship between regulators and banks.
The interaction tends to become more adversareguRtors become less willing to listen to
bankers and to take their views on how to do bgsimgo account.

Third, a lack of trust in some banks and banketsmllys translates into a negative sentiment
towards the entire industry. This, in turn, hasatieg implications for business. Customers
may leave, and it is more difficult to recruit taleBut this negative sentiment not only has
repercussions for banks’ business prospects, @ affects the social standing of bankers,
whose image is often tarnished in society.

Concluding remarks

Let me conclude.

The recent crisis is a stark reminder thamking is trusting

The dramatic changes in the banking environmenidiroabout by financial innovation and
technological progress have not diminished the adl¢rust in banking. Any lack of trust
significantly impairs the functioning of the banginsector and prevents banks from
contributing to economic growth. A lack of truss@alnegatively affects banks’ business and
profitability. It is in the bankstollectiveinterest to restore and preserve a high levetustt t

in, and within, the banking sector.

Rebuilding trust is a long and complex proces<elttainly requires effort on the part of
regulators and supervisors, and a lot has beee\ahihere.

But, ultimately, as the analogy with the trust bedw doctors and patients makes clear, most
of the heavy lifting will have to be done by thenka — their senior managements, boards and
shareholders — themselves. There is plenty thay ten do and should be doing.”
(Lautenschlager, 2015)

['See Gennaioli, N., Schleifer, A., and Vishny, R.{8015), “Money Doctors”Journal of
Finance Vol. 70(1), pp. 91-114.

[2lFor a discussion on the role of culture in the ritial industry and its interaction with
monetary incentives in shaping behaviours, seeAlW. (2015), “The Gordon Gekko Effect:
The Role of Culture in the Financial IndustrifBER Working PapeiNo 21267.
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Blon the importance of “cleansing” the sector of aseeractices and behaviours in order to

“reintegrate” banks into society, see Hartmann(2P15), “Financial Reforms in Transition”,
in Evanoff, D., Haldane, A. and Kaufman, G. (edBhje New International Financial System:

Analyzing the Cumulative Impact of Regulatory Refddackensack, NJ: World Scientific
Publishing.
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The role of the financial sector in the economy

Financial literacy also assumes a well-founded tstdeding of the role of the financial
sector in the economy. Nevertheless, most people béased and incomplete knowledge
about the financial sector’s role. In this chapter will attempt to offer a primer essential to
an understanding of the role and function of thete

The modern economy is composed of three sectagspiimary sector (agriculture, fishing,
and extraction such as mining), the secondary se(approximately the same as
manufacturing), and the tertiary sector (also knoamenthe service sector or the service
industry). Recently, experts are distinguishing asquaternary sector reflecting on the rapid
development of information technology-related sa#si For a long time the economy was
dominated by the primary and the secondary secidrde services played but a secondary
role. The ascent of the tertiary sector startednmine rapid development of transport and
communication facilitated worldwide trade and tipedalisation of professions in the™9
century. The tertiary sector provides services fitratduce immaterial goods “serving” and
supporting the material production in the primang @econdary sectors and ensures society’s
day-to-day operation and well-being. For examplechs immaterial goods include
warehousing, transport services, insurance servieashing, health care and advertising
services. They generate value, but the outputtipimgsically tangible.

A distinction is usually made between businessswowial services. Business services include
transport, telecommunications, trade, financiavises, as well as tourism. The scope of
social services covers the education system, heatty and public administration. The latter
includes those organizations that enable the fonictg of the state: the state administration
(e.g. ministries), the army, the police and thediaaly.

The role of these services (not producing mateytedds) was underappreciated for a long
time by economists. However, these days, in anoérfierce global rivalry competitive
advantage can be achieved only with high qualitycpss management and high quality
services. A country, for example, can achieve ssgda material production only if it
possesses high-quality infrastructure and itsasrtsector is widespread and powerful. Thus,
the output of the tertiary sector is a value-creptommodity.

The tertiary sector has rapidly expanded in the feags decades and became the dominant
economic branch in developed countries, both ims$eof value creation and employment. In
most developed countries the share of gross valdedaproduced by the service sector varies
now between 66 to 79 per cent. The tertiary sdtdsra similar share in total employment as
well.

Financial services play a considerable role in tdmiary sector. According to ECB and
Eurostat data (see Figure 2) the share of finarcmgborations in the period of 2002-2015
amounted to an average of 4.9% of the total graksevadded. The highest share by financial
services was reached in the UK and Luxembourg. K& financial sector for example
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generated 9% of total British value added in tls ¢parter of 2008; two decades earlier this

share was only 5%.

Figure 1 shows the rate of the US GDP producedhéyihancial and insurance sectors. Since

the end of WW?2 their share has increased from 28840

Figure1. Value added of the finance and insurance sectors in the US (% of GDP)
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Figure 2.Shares of sectors in key aggregates for the eeay 8002-2015 average

Gross

value

added

(at Gross Net Gross fixed

basic Net natio- disposable disposable Gross capital

prices) nal income income income saving Net saving formation
Households 22.8% 81.6% 64.7% 72.8% 38.9% 87.4% 29.4%
Non-
financial
corporations 57.7% 5.1% 11.4% 2.0% 50.1% 30.8% 53.9%
Financial
corporations 4.9% 2.0% 2.4% 2.3% 7.4% 25.9% 2.2%
Government 14.6% 11.3% 21.6% 22.8% 3.6% -44.2% 14.5%

Source: ECB and Eurostat

The increasing weight of financial services in gatiag value added was accompanied by
striking growth of banks’ balance sheets. For ti& there has been a secular rise in banks’
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assets from around 20% to over 100% of GDP. FolJtkea century of flat-lining at around
50% of GDP was broken in the early 1970s, sincermianks’ assets in relation to national
income have risen tenfold to over 500% of GDP. Teistury has seen an intensification of
this growth. According to data compiled by the Bamnkhe balance sheets of the world‘s
largest 1000 banks increased by around 150% bet@@@&hand 2009. In cross-section terms,
the scale of assets in the banking system now dwvifaat in other sectors. Looking at the size
of the largest firm’s assets in relation to GDRoasra spectrum of industries, finance is by far
the largest. All these figures indicate that thiolgyeraging banks’ economic impact exceeds
by far their share in generating gross value added.

What is the role of the financial sector in the eabomy?

Banks’ core business consists in intermediatingvéenh those who have financial means at
their disposal, and those who are in need of fuills.first category of people lends money to
the bank that, in turn, uses it to fund the seccetggory. As a classic TV ad of the largest
Hungarian bank argued:

“Van, aki azért jon hozzank, mert van pénze. Vamnaaért jon hozzank, mert nincs

pénze..?

(“Some people come to us because they have mooee Sme to us, because they

do not have money.).”
In the financial system funds flow from those whavé surplus funds to those who have a
shortage of funds, either by way of direct, mattka$ed financing or by indirect, bank-based
finance. The former British Prime Minister, Willia@ladstone, expressed the importance of
finance for the economy in 1858 as follows: “Finans, as it were, the stomach of the
country, from which all the other organs take their tone.”
(https://history.blog.gov.uk/2012/08/01/prime-mieis-and-their-chancellors/)
Like an organ of the human body, the financial erystalls most attention to itself when it
malfunctions. But in normal times, does the finah@ystem provide the needed capital
throughout the economy? Or is it like the appendoing little when healthy but devastating
when ill? Since the truth is probably somewhereb@tween, how can we calculate the
contribution of finance to a modern economy? Irtipalar, how much of the income received
by financial institutions is compensation for at¢tservices provided to their customers and
how much is merely for taking on risk, such as faogdrisky loans with short-term
borrowing?
According to cross-country comparisons, individaauntry studies as well as industry and
firm level analyses, a positive link exists betweka sophistication of the financial system
and economic growth. While some gaps remain, safe to say that the financial system is
vitally linked to economic performance. Neverthslesconomists still hold conflicting views

8 Ronai Veronika: Traubisoda, bontott csirke, Skdlpds Fabulon... — Reklamfilmek a

gulydskommunizmusban, PRopaganda a mai médiab@f4- 2
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regarding the underlying mechanisms that explagnptbsitive relation between the degree of
development of the financial system and economveld@ment.

Some economists simply do not believe that thenfiegrowth relationship is important. For
instance, Nobel laureate, Robert Lucas, assert&d88 that economists badly over-stress the
role of financial factors in economic growth. Moveo, the prominent British economist, Joan
Robertson, declared in 1952, “where enterpriseslefidance follows” (Rajan-Zingales).
According to this view, economic development creatkemands for particular types of
financial arrangements, and the financial systespords automatically to those demands.
Other economists, however, strongly believe in ithportance of the financial system for
economic growth. They address the question of whaiptimal financial system should look
like. Overall, the notion seems to develop thatdpémal financial system, in combination
with a well-developed legal system, should incogp@relements of both direct, market- and
indirect, bank-based finance. A well-developed ricial system should improve the
efficiency of financing decisions, favouring a leettallocation of resources and thereby
economic growth.

Thereby, the financial system provides the basisfcontinuous realignment of the economy
needed to underpin growth. In countries with a lyigleveloped financial system it can be
observed that a greater share of investment icatd to relatively fast-growing sectors.
Looking back to the Industrial Revolution, it cae bscertained that England’s financial
system did a better job in identifying and fundpgfitable ventures than other countries in
the mid-1800s. This helped England enjoy compagbtigreater economic success.

What are the specificities of financial institutiors and what purposes do they serve?

What distinguishes financial institutions from atliems is the relatively small share of real
assets on their balance sheets. Thus, the dirgmcirof financial institutions on the real
economy is relatively minor. The indirect impact fafancial markets and institutions on
economic performance is, however, extraordinanmiportant and is much more influential as
it follows from their share of real assets or fraheir share in gross value added. The
financial sector mobilizes savings and allocateslitracross space and time. It provides not
only payment services, but also enables firms aadséholds to cope with economic
uncertainties by hedging, pooling, sharing andipgicisks. An efficient financial sector
reduces the cost and risk of producing and tradiogds and services and thus makes an
important contribution to raising the standardiaihlg.

The financial sector can improve both the quaraitg quality of real investment and thereby
increase income per capita. Efficient financial ke#s require a solid framework of laws,
conventions and regulations. But most of all, aficieht financial system requires tréist
Confidence encourages investors to allocate theitngs through financial markets and
institutions rather than to buy non-productive &sse& a store of value. Such confidence can
be fostered by an appropriate regulation of instihs and markets to ensure users of

°® In a separate chapter of this book the importarfi¢eust is explained in full detail.
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financial services that they will receive fair the@nt. The challenge is to foster a static and
dynamically efficient financial system while maimimg sufficient regulatory oversight to
promote confidence in the safety and soundnedsediniancial system.

Finance serves three main purposes:

1. Credit provision. Credit fuels economic activity by allowing bussses to invest
beyond their cash on hand, households to purchased without saving the entire
cost in advance, and governments to smooth out #pEnding by mitigating the
cyclical pattern of tax revenues and to inveshinaistructure projects.

2. Liquidity provision . Businesses and households need to have proteatjaimst
unexpected needs for cash. Banks are the maint girewiders of liquidity, both
through offering demand deposits that can be watlvdr any time and by offering
lines of credit. Further, banks and their affilmtare at the core of the financial
markets, offering to buy and sell securities anidteel products at need, in large
volumes, with relatively modest transaction costs.

3. Risk management servicesFinance allows businesses and households totpeil
risks from exposures to financial market and comitgyqarice risks. Much of this is
provided by banks through derivatives transactidhgse have gotten a bad name due
to excesses in the run-up to the financial crigis the core derivatives activities
provide valuable risk management services.

Many argue that the financial system grew overhgdain the bubble period and, despite
deleveraging, remains too large to this day. Whiideed, some of the activities that took
place in the bubble period involved taking on egcasounts of risk, it is extremely hard to
determine the right size of the financial systerselobon well-grounded economic theories. In
truth, it is very difficult to judge the right siz# almost any industry and attempts at the use
of central planning and other mechanisms to coraestmed problems of this nature have
usually failed.

Financial systems facilitate risk sharing by redgcinformation and transaction costs that
arise from an information asymmetry between borrswand lenders. If there are costs
associated with the channelling of funds betweemoleers and lenders, financial systems
can reduce the costs of holding a diversified pbadfof assets. Intermediaries perform this
role by taking advantage of economies of scaleketardo so by facilitating the broad offer
and trade of assets comprising investors’ portfolio

In credit markets an information asymmetry arisesaoise borrowers generally know more
about their investment projects than lenders. Adwer may have an entrepreneurial “gut
feeling” that cannot be communicated to lendersnore simply, may have information about
a looming financial risk to their firm that they ynaot wish to share with past or potential
lenders. An information asymmetry can occur ex amex post. An ex ante information
asymmetry arises when lenders cannot differenbateveen borrowers with different credit
risks before providing a loan and that leads tadverse selection problem. Adverse selection
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problems arise when lenders are more likely to makean to high-risk borrowers, because
those who are willing to pay high interest ratedl,win average, represent worse risks. The
information asymmetry problem occurs ex post whaty @orrowers, but not lenders, can
observe actual returns after project completions Téads to a moral hazard problem. Moral
hazard problems arise when borrowers engage ivitgegi that reduce the likelihood of their
loan being repaid. They also arise when borrowadts excessive risk because the costs may
fall more on lenders relative to the benefits, wahtan be captured by borrowers.

The problem with imperfect information is that infwation is a “public good”. If costly
privately produced information can subsequently$ed at a lower cost by other agents, there
will be inadequate motivation to invest in the pellgl optimal quantity of information. The
implication for financial intermediaries is as fmlls. Once financial intermediaries obtain
information they must be able to obtain a marketirre on that information before any
signalling of that information advantage resultstibeing bid away. If they cannot prevent
information from being revealed prior to obtainitizgat return, they will not commit the
resources necessary to obtain it. One reason falantermediaries can obtain information at
a lower cost than individual lenders is that finahtermediation avoids duplication of the
production of information faced by multiple indivd lenders. Moreover, financial
intermediaries develop special skills in evaluatpr@spective borrowers and investment
projects. They can also exploit cross-customemrmétion and re-use information over time.
Financial intermediaries thus improve the screemhgotential borrowers and investment
projects before finance is committed and enforcenitbdng and corporate control after
investment projects have been funded. Financialnm¢diation thus leads to a more efficient
allocation of capital. The information acquisiticost may be lowered further as financial
intermediaries and borrowers develop lasting retestnips.

Financial markets create their own incentives tquae and process information for listed
firms. The larger and more liquid financial markdétscome the more incentive market
participants have to collect information about théisms. However, because information is
quickly revealed in financial markets through pdspeices, there may be less of an incentive
to use private resources to acquire informatioriinancial markets information is aggregated
and disseminated through published prices, whicanmé¢hat agents who do not undertake the
costly process of ex ante screening and ex positonmg, can freely observe the information
obtained by other investors as reflected in finanprices. Rules and regulation, such as
continuous disclosure requirements, can help eageuthe production of information.
Financial intermediaries and financial markets kes@x post information asymmetries and
the resulting moral hazard problem by improving dbdity of investors to directly evaluate
the returns to projects by monitoring, by incregsthe ability of investors to influence
management decisions and by facilitating the takeo¥ poorly managed firms. When these
issues are not well managed, investors will notvBking to delegate control of their savings
to borrowers. Moral hazard arises when a borrowryages in activities that reduce the
likelihood of a loan being repaid. For example, wHems’ owners “siphon off” funds
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(legally or illegally) to themselves or their assbes through loss-making contracts signed
with associated firms.

Gains from an efficient financial system

As mentioned before, an efficient financial systéamcilitates the optimal allocation of
resources. When financial institutions and finahoiarkets are efficient, capital is allocated
to the most promising projects, which are expettedffer the highest, risk-adjusted returns.
In addition, a wide array of financial instrumeatkws savers and investors to achieve their
preferred trade-off between risk and return. Caeiice in the financial system encourages
investors to allocate their savings through finahanarkets and institutions rather than to
invest in non-productive assets in order to hedgmnst inflation or the risk of financial
collapse. As noted above, such confidence requidsonly some regulation, but also
sufficient flexibility to adapt to market needs amgportunities.

Quantification of efficiency gains

What is the quantifiable gain to society from a mment to a more efficient system? How
can this gain be measured? These questions aretanpoyet difficult to address. Efficiency
has two dimensions: a static dimension and a dyndimension.

Static efficiency is achieved when funds move frgltimate savers to ultimate investors and
risks are redistributed and/or hedged at minimat.cbherefore, the relative efficiency of any
system in static terms can be measured by the dizkeviations from this minimal cost
benchmark. The gains in efficiency that may reBolin alterations in financial structure can
be estimated relative to the least cost produces psoxy for the potential gain from the
movement from one financial and regulatory struetoranother.

Dynamic efficiency, on the other hand, refers t® fllexibility with which the system adapts
to changing market conditions and the needs obowsts. Unlike static efficiency, however,
measures of relative or absolute dynamic efficiesreydifficult to define even in principle.

The most ambitious attempt to measure the gaima fneproving static efficiency has been
undertaken by the European Commission. EC stuches lttempted to measure both the
direct and indirect effects of establishing a snglarket for financial services in which high-
cost producers of financial services would be disptl by low-cost producers. The approach
was to measure gains to consumers from presumesl igdluctions in a basket of 14 financial
services that would occur once market integratias wompleted. It had been assumed that,
after integration, prices in each country would &dout half way toward the average prices
of the four lowest cost suppliers in the EU. Thmaeing price dispersion was assumed to
reflect the idiosyncrasies of individual marketsxdais roughly equivalent to the price
dispersion for various financial services in theegrated US market). These direct benefits of
improving the financial structure across the EC avestimated to be about 0.7% of the
combined 1985 GDP of the then twelve member coemtri
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This measure of consumer gains is not necessayilwalent to the net change in overall
welfare. It neglects changes in the profits of piars, changes in the distribution of income
and adjustment costs that will occur in moving franless efficient to a more efficient
financial system. Moreover, it assumes that cortipatamong suppliers of financial services
will be sufficient to reduce costs to the minimusadible level.

The EC staff also performed a separate study tcsuneahe indirect benefits of forming a
single market in financial services. These indifeenefits stem from potential increases in
national product from the lowering of interest rafgeads and prices for financial services.
The study assumed that the price changes predgtédte other study would occur within one
year and proceeded to estimate their impact on ustamh through macro-economic
simulations. The indirect benefits were estimateth¢ about 1.5% of the combined GDP of
the member countries in 1985 — nearly twice thee 2f the estimated direct benefits.
Together they represent substantial benefits tagakeconomy and an important mechanism
to improve the economic well-being of citizens loé EU. The sum of the direct and indirect
effects of enhancing the competitiveness of tharfanal sector — 2.2% of the combined GDP
of the member countries in 1985 — is a very sulbsdaproportion of the total estimated
increase in the Community’s economic welfare — leetw4.3% and 6.4% of GDP — estimated
by the Cecchini repatt

Yet, in the long-run, the gains from a flexibleditial system in which financial instruments
and institutions adapt readily to the changing se&dsavers and investors may be the most
important aspect of efficiency. The benefits fromh@ncing the dynamic efficiency of the
financial system to enable it to respond flexildychanging market demands are likely to be
particularly strong in an era in which macroecomnomwolatility and technological change
appear to be increasing. If the financial sectonas permitted to respond flexibly, real
economic performance will decline. However, it igraordinarily difficult to quantify the
gains from improving dynamic efficiency, since ibwd involve placing a value on the
option to respond flexibly to uncertain future etgen

The potential benefits of a more flexible financiaktructure

As financial markets and products change, instihngimust also change to be efficient and
competitive. Thus an evaluation of the efficienéyamation’s financial structure should also
include recognition of the need for flexibility organizational form. Regulation should allow
for such flexibility; it should not restrict a firs1 choice of structure unless a clear public
purpose is served. Firms which transact businedsnva very rigid organizational structure
will be neither statically nor dynamically efficierThus, the flexibility of corporate form has
important implications for the efficiency of thenéincial sector. Recently, there has been a

19 A report by a group of experts, named after theugi® chair, Paolo Cecchini, examining the benefitsl
costs of creating a single market in Europe i.e fthe flow of persons, goods, services and capitebnsists 16
volumes of forecasts for the Internal Market. Thedjictions as to the likely consequences of esthainlg such
an Internal Market were based on questions pu6tdQD companies. The report titled “EUROPE 1992he T
Overall Challenge” was published on 13 April 1988.
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clear trend toward large firms adopting a conglaterstructure to exploit potential
efficiencies in the production and delivery of fiicgal services. Over the past decade, these
large financial conglomerates have performed ndy @he traditional intermediary and
payment functions of depository institutions busaalprovided a much broader range of
services often including investment banking sewiesmd insurance. Firms formed such
financial conglomerates because shareholders oageas of financial firms believed that
they might achieve synergies or economies of scapegh will make it more profitable to
provide a range of services within an integrategba@te group than to provide each service
through a separately managed corporatiofhese synergies may arise from two distinct
sources: the production or consumption of finansatvices. The Great Financial Crisis
however proved that conglomeration is not a situdtet, and it may generate risks and losses
that can exceed the realised benefits.

Economies of scale in production may be realizedneler the cost of producing a given mix
of products jointly is less than the sum of costspooducing each product separately.
Economies of scale are likely to be important whenea significant fixed cost can be shared
across products. It may also be possible to useildison channels established for one
product to distribute other products at slight nvabcost. In addition, information used to
produce one product may be used to produce otluetupts at very little additional cost.
More broadly, if the existence or scale of outgubrme type of product affects the unit cost of
another, then an integrated conglomerate firm magyxce services at lower marginal cost
than an autonomous, single function firm.

Despite the many plausible sources of economiescafe in the provision of financial
services, empirical evidence on the existencegrfifscant economies of scale is limited. The
traditional literature, which focuses exclusively deposits and loans in a cross-section of
small banks, reports some evidence of economissalé and scope. However, the relevance
of this evidence for large financial conglomerateguestionable.

Who are financial service firms serving?

Financial service firms have traditionally focused wealthy customers, but paid little
attention to the poor because, by definition, tlmrphave limited assets. Informality,
insufficient information, inadequate infrastructamed other barriers have reinforced the belief
that serving the poor cannot be commercially viabiech less a driver of innovation. This
attitude generated, on the one hand, suspicionaatigathy against banks in the general
public and, on the other hand, inspired the eshfrient of mutual banks and insurers, as well
as municipal savings banks aimed at serving lesdtlnepeople.

New, lower-cost business models have begun toeargal this traditional approach relying,
for instance, on innovations in technology andization of existing retail channels. The

1 The formation of financial conglomerates may alsanibtivated by the expectation of achieving market
power.
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potential is high, as 2.5 billion adults, just ovelf of world’s adult population, do not use
formal financial services to save or borrow (Finah®dccess, 2009). A wide range of
examples shows the power of information and compatimn technology to reduce
distribution and customer service costs. Convineing successful examples can be observed
in some less developed countries: in India theagél ATMs of Citibank and ICICI Bank, in
South Africa the mobile transactions services ozxiiand MTN Banking, in the Philippines
the SMART Communications and Globe Telecom, in Zanalnd the Democratic Republic of
Congo Celpay, and in Kenya Vodafone and SafaricAs.a result of these efforts, the
percentage of adults with an account increaseddmt\2011 and 2014 from 51 percent to 62
percent according to Global Findéxthe world’s most comprehensive gauge of progoess
financial inclusion. In particular, mobile moneycaants in Sub-Saharan Africa are helping to
rapidly expand and scale up access to financialicgsr. Along with these gains, data also
show big opportunities for boosting financial irgiln among women and poor people.

While great progress had been achieved in the dewveg countries, in high-income OECD
states —several EU Member States among them — #rerstill approximately 60 million
adults who do not use formal financial servicepresenting 8% of the total population in
these jurisdictions. Building on technological inatons, legislative initiatives were
launched to improve levels of financial inclusiomdaenforce paradigm changes in business
practices in the EU. The basic bank accbunbw offers affordable services for storing
money and paying without overdraft facilities otyan-credit interest. The most basic bank
accounts provide a debit card, enabling paymenthops and online. As of mid-October,
Hungary will introduce the basic bank accdintypical target customers are retirees, whose
monthly benefits are currently delivered by thetpws. The account maintenance fee is
capped at 1.5 percent of previous year's minimungevgor HUF 1575 = EUR 5) but the
needy will receive the basic account free of chagemajor obstacle is that in the most
remote rural areas there are no ATMs and bank hemo it will be difficult to get access to
cash, and many local shops do not have POS-temsnimhlus, the benefits of technological
development and inclusion efforts can be enjoyely dnadequate infrastructure is made
accessible in every region.

2 The Global Findex database, the world’s most comgmsive database on financial inclusion, provides i
depth data on how individuals save, borrow, makemgats, and manage risks. Collected by the WorlkBa
partnership with the Gallup World Poll and fundedtbe Bill & Melinda Gates Foundation, the Globahdex

is based on interviews with about 150,000 adults @ver 140 countries. See more at:
http://www.worldbank.org/en/programs/globalfindex

13 Directive 2014/92/EU of the European Parliament afithe Council of 23 July 2014 on the comparapitif
fees related to payment accounts, payment accawmibthing and access to payment accounts with basic
features, http://eur-lex.europa.eu/legal-contentfiXN/HTML/?uri=CELEX:32014L0092&from=EN

4 Member institutions of the Hungarian Banking Asation are offering voluntarily similar cheap acata
already since 2012. (See: http://www.bankszovelisggn/hasznos-informaciok/alapszamla-belepo-a-
penzugyek-vilagaba-2) That this initiative hasddito dramatically reduce the number of unbankexpleehas
two major reasons: (1) in rural areas the availghdf electronic services (i.e. ATM, POS terminad)low, (2)
elderly people are averse to electronic servicesaze not sufficiently motivated to change theiympant habits

or attend training courses.
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A significant share of the innovations in the fineh services sector is originating from
“outsider” technology firms, so called fintech commpes. The technologies driving change in
the next decade may well encourage a further bigroff the line between access, industries
and applications. There is now a crucial opporufot commercial financial institutions to
become involved, particularly while banking regidat in many countries favours
partnership, as opposed to facilitating the effatstelecommunications, retail, and other
firms to go it alone.

Another important change is that large commerdiaricial institutions are increasingly
engaging in human capital development activitieexpand economic opportunities directly
(for instance, through financial and business mamant training for SMEs and financial
literacy programs for individual clients) and iretitly (by supporting public education and
leadership programs):

» Financial skills and other business training forEBMSME owner-operators may need
training that goes beyond financial literacy tolute basic business management and
other skills. For instance, farmers raising eucaiypn Brazil are typically new to the
business and they are given substantial loans lfp them plant and manage their
farms. Banks and the Brazilian agricultural extensservice are providing these
clients with group and individual training in fingal and environmental management,
giving them the tools they need to manage thoseslawer the seven-year growing
period of the eucalyptus.

* Financial literacy. Clients and potential clientghnlittle exposure to formal banking
may not fully understand fee structures or intedstrges or even trust institutions
with their money. As a result, commercial finanamstitutions undertake financial
literacy programs at a variety of levels. Citigrobps provided general financial
literacy education in the United States and abrdadusing on topics such as
responsible use of credit cards, using employeenteérs and paper- and web-based
material. For instance, Citibank China, as partaol0O-year, $200 million effort,
launched a comic book stressing the importance aafng financial judgment.
Deutsche Bank provides financial literacy trainspecifically targeting the clients of
microfinance institutions in which the company istee Such programs strengthen
local money management knowledge and skills, engldommunities to use financial
services more effectively to expand their econoopigortunities.

* Public education and leadership programs. Public&ibn and leadership programs
are common in the financial services sector. Bezaugct benefits to the individuals
involved generally outweigh those to the firm, wiithsiness benefits accruing only
indirectly and over the longer term, such programes often housed within public or
community affairs departments. For example, thed®ain Sachs Global Market
Institute has helped the Aspen Institute to crehte Africa Leadership Initiative
(ALI), which brings young African professionals fnroaround the continent together
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to develop the leadership skills they need to &aeckicial and economic issues facing
their countries. Twelve senior leaders from GoldrBachs are selected to work with
the young professionals in the program.
These examples demonstrate that the financial seatodo much (more) for the public. But
to make full use of this potential it is also iqmBssable that the general public learn more
about the real functions and capabilities of tharficial sector as to demystify finance for all.
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Financial knowledge

On the path to attaining financial knowledge antéréicy (based on the previously
summarized definitions), we propose the followisgending degrees:

* knowledge of simple financial concepts;

« financial knowledge and understanding of finanpiaicesses;

< ability to apply financial knowledge and acquiregberiences;

» ability to reach well-founded and conscious dedaisio
Based on the given living circumstances and chgdenwe can decide which degree of
literacy can be regarded as sufficient at the iddial or societal level. Consequently, for
example, at the societal level in countries withuadeveloped stock market background, we
may be satisfied with the knowledge of fundamestatk market concepts. The taking out of
long-term mortgages or business loans, howeveraddman ability to reach well-founded
and conscious decisions.
The expansion of financial knowledge and literaeg Ihecome inescapable today, since the
traditional family model, as well as the methodscohducting family businesses or estates
that evolved over the centuries, have gone thrgugfound change in recent decades. Due to
the falling numbers of children and the disparatgure of education of the younger
generations in terms of both time and location, fAimily model where several generations
live together is becoming obsolete. In this wagndards of literacy, knowledge and skills
based on following and taking on the knowledge arfepts is no longer sufficient for young
people who often choose to pursue activities rdlgidéferent from their parents, while often
also living apart. The same is true for the condafcfamily enterprises, since the use of
various government subsidies and involvement afre sources of financing has become a
natural and indispensable element of the furthesratpn and advancement of small and
medium-sized enterprises in developed welfare stdd® the other hand, the evolution of
technology and products utilized in the financiphere is far more rapid today than the
(otherwise already slowing) turn of generations,tisat the body of knowledge passed on
through elementary school education quickly becomédated and does not guarantee the
up-to-date skills necessary for a variety of aggtlans in the real world.
In teaching in schools, at the same time, we faljuently encounter a rigid adherence to
familiar, tried-and-tested subjects of study, t@aghmaterials and forms of education. This is
understandable from the teachers’ point of viemgceiin this way they are able to use
preparatory materials and schematics from precegaags or decades again and again. In
addition, it is essentially more convenient thareparing to successfully teach a new
curriculum that is rapidly changing in content.
On the other hand, the adherence of educationalinggtrators to a *“tried-and-tested”
curriculum and teaching schedule is also understaledbecause the body of specialised
teachers and the system of teacher training agaedi with earlier evolved structures. It is
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clearly both difficult and time-consuming to altikese, since it means that either university
instruction needs to be begun from scratch in a, méerto unfamiliar subject of study, with
the promise that this subject will be available eitere are enough teachers to teach it, or
certain individual teachers must be retrained &zhein a new specialised area. We saw an
example of the latter in the countries of Easteanofe formerly within the zone of Soviet
influence, when teachers of Russian language wereklyg retrained and “sculpted” into
teachers of English. The concomitant danger of sattbmpts, however, was that the
proficiency or standards of English language taagim these countries remained quite low.
Accelerated technological advancement and the tsalvspread of knowledge alike demand
continuous development of the structure of studied the curriculum. At the same time,
teaching staff and educational administrators ateprepared for this challenge; indeed, they
have little motivation in this direction. In a rdby changing world, it is also open to debate
whether we should teach something that appears teety at any given time, but which later
may no longer necessarily remain topical, or whetbeplace the emphasis on preparing to
adapt to change as it occurs.
The importance of financial knowledge itself appatzs with social mobility, professional
diversification within families and the growing eobf self-reliance, since these mean the
appearance of new, previously unfamiliar challengest must be resolved. In today’s
economy, money has become both a global mediunxafamge and measure of value. Not
only can | value products from other parts of tr@ld/in terms of my own money, but also
the value of my own life by means of my life insuca, and the consequences and costs of
environmental pollution or changes in human healthr even the royalties on the growing
volume of intangible assets (software or worksitefature, music or art) — in the context of
broadening responsibility and legal claims for cemgation. The role of money today
extends far beyond the traditional exchange antkbaf goods (physical assets). For all this,
however, it is necessary to master the managenfemooey. The areas of knowledge of
money today extend to its role as:
» aclassic instrument of trade by barter;
* a short, medium or long-term savings instrumentpla which it typically fulfils
through risk-bearing securities (bonds, equitiegestment funds, etc.);
e a payment instrument (with which we can connecth® globalized world without
restrictions on time and distance);
 a form of credit, with which risk-bearing investni&nor advance consumption
exceeding our own financial resources can be choue.
This means that besides the classical function,eyp@ppears in three newer contexts of use,
each of which is more complex, intricate and rikgn the classical use of money. These new
usage platforms are typically accessible todayutjnonew electronic technologies. In this
way, not only is the usage platform new, but als® technology through which it can be
accessed. In the meantime, the new platforms aresadechnologies have been perpetually
evolving over the past few decades. It is a defysiberefore, to think that their efficient

54



Levente Kovacs & Elemér Tertak: Financial Literacy
VERLAG (Panacea or placebo? - A Central European Pergpgcti

DASHOFER

utilisation can be achieved without any theoretikabwledge or practical experience. In
attaining knowledge of finance, as in other fielflsere is no Royal Roatd!

In this chapter, we present examples of how theurvence of a low level of financial
knowledge or opportunities with respect to cerasaential banking products has produced an
exclusionary effect, dissatisfaction among consgroeisociety, or even financial losses.

The existence of a bank account is of fundamemglortance for us to be able to link to
global money-circulating systems and internatiofiabancial markets. Without a bank
account, economic opportunities remain restriceethé narrowest region, hampering growth
and the development of social well-being, while dlequisition of indispensable products and
services (e.g. in healthcare) becomes virtuallyttaimeable — particularly from abroad via the
internet. Moreover, in the absence of a connectivonugh a bank account, cost-efficient
payment of wages and modern digital administratiecomes more difficult. In a significant
portion of the world today, banking services andkbaccounts remain inaccessible or entail
unaffordable costs. In the context of financialvgsss, international collaboration is thus
required in order to eliminate this deficiency. Qofehe most effective means of closing the
economic gap would be for a fraction of internagibaid to be used to make these services
available to the entire (adult) population of therld.

Banks in private ownership can only offer to manbgek accounts on a market basis, since
account services tie up IT and information capesjtthe costs of which must be covered by
the fees charged for these services. In more deedlacountries, basic accounts were
developed for the poorer sections of the populégeically for private individuals with
incomes significantly below average — and generadlged on a legal obligation to provide
them. Such basic accounts are usually offered mkdavith extensive branch networks,
facilitating the financial transactions typicallyeded by the target group in the necessary
volume and at a very favourable price. The ainoisrisure that everyone can connect to the
domestic and international banking network at leashe basic level, with the opportunity to
use modern and cost-saving methods of payment.rigelgasic services, however, the basic
account may charge separate fees for other serthaeésnay exceed published fees for such
services on other types of bank account. For tb&saon, it is usually not worthwhile for
private clients outside the target group, with leigturnover on their accounts, to choose a
basic account. For them, banks provide other tgb@Ecount management package suited to
their banking habits.

Customers usually choose a bank to manage theuatbased on the proximity of the bank
branch, the scale of charges applied and the rahgervices on offer. They will typically
become attached to their bank account and to a mreofbstaff at their account-managing
branch. At the same time, it may happen that somegolh switch banks (for example due to a
change of address). In Europe it is also possindénks to redirect payment orders related

'3 The title of a book on the history of mathematigsMarton Sainincs kiralyi at), which implies that
without learning, even a monarch cannot mastenseie
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to a given bank account through the various sempiogiders, thereby significantly reducing
the administrative burden on the customer in chapgiccounts and making it easier to
change provider (e.g. taking advantage of a cheapbile service provider). This service of
convenience has received government support i tedacrease competition between banks
and service providers by providing the opportutatghange banks more easily.
Banks pay interest on the savings they hold asgiespdnterest on deposits is due only on the
earning period. The rate of interest on a bank sieps fixed over the given term of the
deposit; however, this rate may change when thesiefs fixed again after the end of the
initial period. The interest rate in the new pertgdically follows changes in money market
interest levels that have occurred in the meantiDeposit interest rate indicators were
introduced to facilitate comparisons of the offefsvarious service providers, which compare
the offers of individual banks projected for ideati periods and taking into account
mandatory additional costs. (In the case of lo#resannual percentage rate (APR) is used as
an analogy to make a fundamental comparison of koém costs.) Selecting a bank for the
placement of a deposit takes place based on tuast,this trust is manifested towards the
banking sector as a whole and each chosen institutithin it. In the case of corporate clients
and retail clients making large deposits, the aitibe overseeing the banking sector presume
that the depositor possesses the adequate knowhegged to choose the institution at which
to place their deposit. When it comes to smallilretepositors, however, more developed
countries have introduced the institution of depassurance implemented at the national
level. With this, they ensure that retail customare guaranteed reimbursement of their
deposits up to a maximum amount (EUR 100,000 inBbmpean Union) in the event of
bankruptcy of individual banks. With regard to baéposits, the following risks must be
taken into account:

* the expected operating and liquidity risks of tineg credit institution at the end of

the deposit’s term, above the maximum value lirhitational deposit insurance;
* in the case of fixed-interest deposits, changdkearinterest rate during the term of the
deposit;

* in the case of deposits placed in foreign currenya@banges in exchange rates during
the term of the deposit.

Securities typically promise a yield above theri@se on bank deposits of similar duration. A
higher yield, however, entails higher risk. Thidoecause in the case of securities purchases,
the brokering institution does not usually undestailsk, and consequently the risk of the
Issuing state, corporation, institution, etc. isr@oby the investor. Investor protection funds
operating in certain countries typically may oftenall investors only a partial guarantee up
to an amount smaller than with deposit insuranod, wsually with a degree of own risk, in
the event of bankruptcy of the securities tradet {he securities issuer!). Firms operating in
the various areas of investment, and thus als@dnrgies trading, typically operate with a
high degree of innovativity and occasionally outsiag yields. An outstanding yield or
interest above the market level represents a ¢eegbtation, which is always liable to make
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even some individually well-educated and experidmople dizzy. Besides emphasizing the
importance of financial education, we must remermbas a kind of self-criticism — that even
knowledge and experience cannot completely witlistdre allure of outstanding profit.
Processes of this kind tend to end with spectadaak or brokerage crashes.

We now present two examples of temptation and diexem Hungary, and the consequences
thereof.

A member of a true-born local bourgeois family ismall town, formerly manager of a bank
branch, embarks on an independent financial emserprBuilding on his circle of
acquaintances and banking experience, he begintheuva licence — to gather investments,
on which he achieves an outstanding return. Thesitors are happy to see the gain on their
account statements, and consequently put all themey into the enterprise, followed by their
own acquaintances and family members. The schent@stdike a pyramid within a short
space of time, but then — before police and superyiinvestigations can be completed — the
entrepreneur turns everything into cash and disagm®mewhere. In cases like these, there is
no compensation and nor can there be, not evenh niight mean winning the political
sympathies of the injured clientele.

In another case, a well-known securities firm, prasly operating in well-regulated fashion,
is unable to function further at a significant prroThe owners then issue their own bond,
which promises a very enticing yield, albeit withany kind of investor protection guarantee.
The pull of a seductively high yield begins to tdldad, and the firm is able to collect a very
significant sum. Before the securities reach maturthe accumulated money flows
somewhere (to an off-shore centre?), and the reggenmanagement end up in jail for
perhaps a few years. Then, as is the custom inr ativernationally familiar cases, they
consume the stolen money living in luxurious cirst@mces in some corner of the world. The
aggrieved parties receive nothing according tddhe However, in this case, the government
decides it will offer compensation up to a maxim&tdR 100,000 — similarly to the limit
applied in deposit insurance. One side-effect f iththat large investors “smell blood” and —
enlisting the influence of the media — demand ifudlemnity. In other words, compensation
provided outside a legal framework on the principidair treatment (and burdening others)
engenders additional dissatisfaction in contragentf professional interests, the combined
“price” of which potentially exceeds the supposest joutcome. This is particularly risky in
the case of communities where the moral hazarttea@dy high, since a safety net provided
after the event may even increase this hazardutetot forget that in a classical market
economy, it is precisely the absorption of lossbg&ivensures that the moral hazard remains
low.

I would like to use the story of a personal acqtaioe to draw attention to stock market risk
and the danger of being swept along by the herdatfign My acquaintance is an outstanding
engineer, who worked hard to accumulate a sigmficaim to invest that he held in bank
deposits and funds managed by banking experts. ¥Hawér a long time the yields that
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could be attained on the capital market had exck#u®se on conservative investment funds
and classical deposits, and for this reason myantance’s friends began to play the stock
market at their own risk in hope of making biggeofits. At the recommendation of their
broker, they at least agreed to first take pagriofessional training. As tends to be the case,
the quickest training courses promising to pass'same-fire” methods were advertised at
extortionate prices, and naturally most of my aasfaace’s friends chose these. The first
week duly brought them great success, and theygbohtp everyone about the results of their
“genius” as investors. Fired up by this, my engineequaintance also completed the 2x3-
hour “crash course” and, without listening to baskia his circle, began his own independent
investment activity. The first week — using a churlis assets — was a success, making the
caution and expertise of bankers seem outmoded.sébend week — now putting all his
savings on the line — was again a success, progptidismissal of bankers and noisy self-
congratulation. When we met in the third week, hesvea bad mood had taken hold of him.
After a while, in secretive fashion he confessegnrate that all his savings were lost, and
that he dared not admit it even to his wife. Tligad say that while he shared his one-off
successes with all and sundry, he hid his wretcloeehfall even from his family.

To acquire adequate financial knowledge and expeeieequires study, application, time and
patience, and cannot be mastered through crastseuAt the same time, news of the
success and brilliance of investors often (delitedyaforgets to mention that what one person
gains, another person loses. And yet most of thidseendure failure maintain a strict silence
about their losses. This is because while the ddtgnod to bad investment news that reaches
us is 100:1, the parity in the scale of profits &m&bes means that in reality it is exactly 1:1.
And generally it will be small investors, lackiniget necessary professional background and
ability or opportunity to share risk at the porifollevel, who will prove the big losers.

In seeking to assign responsibility, a typical hamattribute — when not yearning for
phenomenal financial success — is to point theefirag others. This is true in almost every
area of life. For example, it is always the othartypwho is responsible for the breakdown of
a marriage, the travel agency for an unsuccessfulthe coach for failure in sports, and the
banker for excessive indebtedness. This is tolsatypeople generally do not admit their own
responsibility. In financial affairs, in societigaditionally prepared for the circumstances of a
market economy, this is not a major problem. Howgeirethe one-time socialist countries,
the degree of individual shouldering of respongipis even lower, and the ingrained attitude
is for individuals to expect that their problemsparticularly if they appear within an
appreciable portion of society — will be resolvedthe government; obviously from public
money and with society bearing the burden. Politleaders in these countries are also
inclined this way, precisely in the interests otemmance or expectation within society of
government rescue packages, and perhaps of thegoliacking that can be secured in this
way. This is how it was between 1950 and 1990,vemdaw how long the communist leaders
of the time were able to retain power. Social gelfeption harms society itself, however,
since ultimately the whole of society feels theeet§ of the irresponsible errors committed by
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some people — even if there are many of them. Aswdibse of the “socialization” of losses, it
is hard or scarcely possible for the acquisitioexgerience to evolve as a natural process that
would have a restraining effect in the event okgiemerging. The great advantage of a
market economy is that by shouldering risks a highturn can be achieved. The freedom of
individuals to manage their assets and consciausiertake risk takes shape in a natural way
in a market economy, enabling the more effectiviefioning of the economy as a result.
Irrespective of their number, social compensatartlie consequences of erroneous decisions
by individuals generates resentment among the qilagers in a market economy. In other
words, political decisions lobbied for or extortey certain groups of society can set back the
growth of individual national economies to such extent that the majority of society
ultimately ends up worse off even in the mediurmter

A good example of this was provided by the polltibandling of retail foreign currency-
based mortgage lending (typically in Swiss franogjiungary and other countries of Central
Europe after the outbreak of the economic crisihe 2008 crisis caught the Hungarian
economy and political leadership completely unpregaand the forint as the national
currency suffered a significant loss in value. TBwiss franc, on the other hand,
fundamentally appreciated as a reliable reserveecay. The combination of these two
effects resulted in the HUF/CHF exchange rate alrdosbling within a matter of months.
This brought a historical turn of fortune, sincetle latter period of the socialist regime and
the initial period after the change of politicabsm, housing issues had been relegated to the
back burner by the economic downturn. After thaqekeof high inflation and with Hungary’s
accession to the EU, cheap, low-interest foreigmeticy mortgage loans suddenly became
available en masse, the attraction of which waslaino that of investments with miraculous
returns. And the banking sector, with its intuitifmn social expectations, played a very active
role in propagating foreign currency-based mortgages, primarily in Swiss francs. Due to
changes in the HUF/CHF exchange rate, the valumdi¥idual mortgage loans routinely
exceeded the value of the given property, whilegisnonthly loan repayments became very
difficult to meet on wages fixed in Hungarian fasnAmid the changing exchange rates, the
Hungarian government guaranteed the repayment ovecsion into forints of foreign
currency-denominated (typically CHF-based) mortgémpns for everyone (not based on
means) at an intermediate, artificial rate of exgea— to the detriment of the banking sector.
This step — and its international reception — fartescalated the depreciation of the national
currency. The Hungarian banking sector, overheaad profitable under prosperous
conditions and responding to the exaggerated expe@at of owners in the period preceding
the crisis, lost one-third of its capital as a @pgence of managing foreign currency
mortgage loans and crisis taxes, and thus alsotBbsbmpetitiveness in the region and its
capacity to stimulate the economy. A variety ofcassful, albeit very costly measures were
taken by the government and central bank to colarking sector and investor uncertainty
and to stimulate the economy. A total of around 1df%he Hungarian population received a
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significant reduction in their mortgage loan repayiburden; however, as a consequence
economic growth could only be restored with sigmifit government support, while the costs
and risks of government crisis management measwegs built into potential investor
decisions. In addition, the moral hazard level agheome rescued foreign currency debtors
rose even more (for example, they increased theisgmal consumer borrowing to an
astonishing degree, presumably trusting that thvemgnent would come to their rescue again
later). At the level of society as a whole, itilely that Hungarians did not benefit from the
government bailing out the group of foreign currehorrowers.

It would surely help keep society’s expectationgrack if calculated financial planning and
respect for the banking sector were to become riestnf the public’s way of thinking. On the
other hand, at the societal level we must recogthiaethere are no free lunches; that every
subsidized or free service will sooner or laterehdw be paid for by end-consumers in its
entirety. Processes similar to that in Hungary, nehg pressure was exerted by society, took
place with respect to foreign currency-based retaittgage loans in Croatia, Romania and
Poland, to name three examples. For the sake ateaurate portrayal, it should be noted that
the problem with foreign currency loans causedgtieatest social tension in Hungary, since it
affected some 10% of the total stock of real estatbe country.

Exchange rate fluctuations are the most excitingeetsof global financial markets. The
practice of tying various exchange rates to eahbrdtas practically disappeared today, with
prices on international markets continuously drignthe prevailing balance of supply and
demand. With movements in exchange rates, whaparig gains another party loses. This is
to say that if a depositor holds savings in a awyeother than their given national currency,
while another customer takes out a loan in the samency, then it is clear to everyone that,
with a change in the exchange rate, one party's besomes the other party’s gain, and vice
versa. In other words, profit and loss are gendraten if someone does nothing but hold
their savings or run into debt in a currency othan their own national currency.

In this respect, it is also fair to say that whaewakes a gain on exchange rate fluctuations or
interest margins will believe themselves to benaricial genius. But whoever loses will try to
shift their responsibility to someone else, forrapée to their bank, asking why they did not
realise exchange rates would move.

Banks, however, are not soothsayers: they can aalgulate future exchange rates
exclusively from current prices and the spreadsveen currencies. It is only on this basis
that financial institutions can conclude futurecpritransactions, since in the event of any
other price fixing any third party would be ablediatain a risk-free profit by simple arbitrage.
It also must not be forgotten that banks are $grapervised intermediary institutions, which
must precisely cover the foreign exchange risk othldirections against their earnings or
capital, meaning that no single commercial bankroake a major gain or loss on exchange
rate fluctuations. An impact is only apparent wihles strengthening of the national currency
improves the quality of the loan portfolio, or cemsely, when the quality of the loan
portfolio deteriorates due to the weakening of mlagional currency. In the aforementioned
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case of Hungarian Swiss franc loans, for examplke,depreciation of the national currency,
through the deterioration of the loan portfoliod Iéo losses at every Hungarian credit
institution. Although certain incompetent, self-plaamed financial experts and lawyers
questioned this during the toughest period of theis; their time has passed and no one
listens any more to their unintelligible drivel acohspiracy theories.

Consequences of the deterioration in loan repaymemorals

In the natural operations of commercial banks,mgjriending activity in times of prosperity
makes the credit process even quicker, while iecagsion the rapid scaling back of lending
exacerbates the problems. This natural behavioaforees cyclical effects, which can only
be blunted through exclusively regulatory and swugery means, since a basic characteristic
of credit institutions is that they precisely fihe space available to them. In other words,
although the banking sector may not like it, itaeeegulation as a controlling function, and it
even demands it as a potential legal means of @ntpcontractual discipline.

The banking sector is essentially intermediary ature, and as such, though the capital
requirement necessary for its operation is highentls largely not from its own assets, but
from the funds of its depositors. In order to bkedb pay interest on deposits, it continuously
requires efficient operation, low operating costal anterest income from loans (always
greater than that paid out on deposits), as weltagseturn of loaned money. To achieve this
requires predictability and stability in every aréat particularly in regulation, supervision,
taxation and competition law.

With respect to customers, the hardest occurremcdeal with is when banks must utilize the
tools provided by law and stipulated contractusdlyenforce the fulfilment of contracts in the
event, for example, of default on payment. Thisas a desirable outcome for banks either,
since enforcing claims by legal means entails amrable surplus costs, besides which bad
bank debts are usually only partially recoverede Tddditional administrative costs of
handling individual cases increase the losseshdrcase of mortgage loans, meanwhile, they
also have to reckon on the social reaction to eefoent of their rights, since a measure such
as eviction, for example, can be painful for eves/o

At the same time, in countries with looser paymaotals or courts that are slow to deliver
judgements (factors which vary significantly in degfrom country to country and culture to
culture), continuity in the economy’s operation ey be ensured by constantly maintaining
coercive tools. When a country restricts the ussuch tools, the problem can soon grow into
one affecting the whole of society. This is demaatsd in the way that the proportion of non-
performing retail loans has evolved in such différevays in Hungary and Slovakia, two
countries with otherwise similar economic, cultuaad employment backgrounds, under the
impact of differing political solutions to the piem of foreign currency loans. In Hungary,
politics strongly intervened against banks in fhrigcess, making it more difficult for them to
assert their rights in the case of mortgage loasis, consequence of which the ratio of default
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increased as much as eightfold between 2009 andl 20the case of retail mortgages, and
later all types of retail and small enterprise dreckaching nearly 20% for all the loan
products mentioned. In Slovakia, meanwhile, withsimilar background and situation, the
number of those defaulting on retail loans grewnfrd.99% to “only” 3.43% over the same
period. Political intervention is also reflectedtire increase in the moral hazard: according to
a survey in Hungary, the ratio of retail clientsoMmould pay off their mortgages based on
their income situation, but who decline to do s@ynbe as much as 30% (Dancsik et al.,
2015). Banks experienced a similar effect in Ukeaiwhere political uncertainty led to
default on loans becoming universal, and wherebtek sector responded by discontinuing
retail lending throughout the country.

Growing financial literacy enhances financial awesss, resulting in more responsible
borrowing and greater payment discipline. For thaking sector to be able to repay capital
with added interest to the depositors who provide funds for their loans, the government
has the task of guaranteeing the means for banksaftyce their rights with respect to their
lending activity. It is an entirely false notiorathwhen loans are not repaid only the wealth of
banking families will diminish, since commercialniia do not finance from their own assets
and their owners are not individual banking fansilibut society itself, for example through
the savings of pension funds. Which is to say lineges, similarly to firms listed on the stock
exchange, will be borne in the first round by thead circle of owners, and then in the
second round by the entire clientele via the rigiriges of services.

The stability of the national banking sector ighe nation’s interest, since connection of the
national economy to the global economy takes pldu®ugh financial intermediary
institutions, i.e. banks. Albeit often waiting unthe last minute, this is why every
government ensures the continuous functioning o$tesgically important financial
institutions when the need arises, for examplegenaernment loans or by acquiring stakes in
ownership. However, during the economic crisis @pt8mber 2008, to great surprise within
professional circles, the United States declinesesgue Lehman Brothers Holdings Inc., one
of the leading global financial institutions in Armea. As a result, confidence in the biggest
banks, and hence in the banking sector as a whals, called into question, the harmful
impact of which exceeded the costs of rescue mamgstover in America and elsewhere.
Since then every government has taken its banlagaly tasks very seriously, since
recognition of the problem of “too big to fail” stngthened in everyone due to the astonishing
avalanche effect that Lehman Brothers precipitaidte avalanche effect could not have
happened because of the bankruptcy of one singik, it became much more destructive
because of the erroneous fiscal policies of sevarahtries (e.g. PIGS), which could not be
corrected in the euro zone, for instance, due ® dimgle monetary policy (since own
currencies could no longer be devalued accordintbecearlier practice). However, due to the
financial origin of the economic crisis, there greposals to ensure that the costs of rescuing
banks can be kept under control (just as there darang earlier crises, with a European
Union committee led by Erkki Liikanen now working ¢his within the framework of bank
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structural reform), by restricting the sphere dfivaiy or size of individual global financial
institutions through regulatory provisions.

At the same time, the economic crisis of 2008 destrated in a number of sectors of the
economy that standing on more than one foot — venettanifested in several areas of service
or in a presence in several countries — incredsestability of a corporate group. In a period
hit by economic crisis, staying afloat means insme@ cost savings, and this may take the
form of mergers alongside the aforementioned gresadility. This is why the notion of “too
small to survive” has legitimacy in the post-crigigriod, as powerful regulatory and
competitive challenges have arisen in the bank&ogos which have made a contraction in the
number of market players inevitable, likely leaditwy future mergers in the sector. The
natural concomitant of a fall in the number of nerglayers is declining market competition,
while the similarly natural consequence of mergersa reduction in headcounts; these
impacts, therefore, will be direct consequences pofitical decisions arising from
overregulation and over-taxation, etc.

From a consumer point of view, this may at the sdame strengthen confidence in the
merging and surviving members of the banking seauorce the theoretical rationale for
overregulation is that risk in the sector therebgrdases.

Financial education and knowledge is the most gffecool for increasing the acceptance of
the banking sector within society as a whole, siwitbout this the sector cannot become an
organic part of the economy and credit cannot bectime foundation of growth. It is this
which a modern financial intermediary system sushh& banking system can achieve most
efficiently. The financial intermediary system ftionis on financial markets, which are based
on legality and predictability. If an unexpectedemvention in market processes occurs for
whatever social, political or economic policy reasthen its cumulative social impact may
easily prove negative for reasons of investmekt nsoral hazard, etc.

Individual financial decisions are sometimes chimd®ed by an expectation or belief in
miracles, often ending in great disappointment, firancial losses. In the case of societies
that connected to the market economy not long iagcgasing financial literacy is essential to
ensure greater undertaking of responsibility angbacay to assume risk, which is
indispensable for a more efficient and competideenomy. This is one of the main reasons
why the former socialist countries have taken @mssingly active part in the programmes of
the pan-European Money Week.
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Researches about financial literacy

After economic crises, research activities, survayd scientific studies related to financial
culture accelerate, but tend to slow down after egbenomic environment has stabilized.
Studies, therefore, focus on short time periods @ndarily reflect temporary situations at a
particular moment in time instead of giving a coetpnsive picture of the whole process.
The recession due to the economic crisis that datbin the autumn of 2008 ran deepest in
North America and the European Union, and wasivelgtweaker on other continents. There
is nothing surprising about it as the American mage crisis hit primarily and most heavily
financial institutions strongly related to the ngaije market as well as their parent countries,
although home loan bubbles developed in a numbeowifitries in Europe as well, and then
burst as a consequence of the crisis in the US.cfises was the longest in the European
Union, for the most part because European integrdtiad not reached a level that would
have allowed for EU level crisis management. Consetly, member states typically handled
the crisis at the national level, without adequat®rdination with their peers. As a
community, he EU primarily focused on providing dicial bailout to countries facing
bankruptcy. A typical example would be the PIGSntdas, especially Greece, but several
Central-Eastern European countries also needed Wathin the European Union, Hungary
followed a unique path, and managed to stabilizefitancial position and keep social
tensions under control after the 2010 elections ifyoducing additional levies and
extraordinary crisis management regulations, pgttipressure on wages and using
government communication mixed with populist eletaen

The special tools of Hungary’s crisis managementioeed above, especially the methods
used for dealing with foreign currency loans widesg at that time in Hungary, revealed
serious gaps in the financial literacy of the Huregapopulation in general and made people
receptive to make amends. That explains why Hunganed out the most active country in
the EU in the area of financial education accordmdvioney Week’s survey (in 2015 and
2016, nearly one third of the European studentsgagart in financial education programs
during the thematic project weeks were HungariaAY.a result, researchers were able to
conduct surveys on financial culture involving alevrange of respondents. This chapter will
look at such studies in Hungary and discuss tlesilts.

I.  Econventio’s surveys among secondary school studenpupils and adults
Econventio Roundtable Nonprofit Association hasnbegyanizing annual surveys since 2011
to assess the financial literacy of secondary dcktalents, reaching a very large target
group, in 2015 more than 12,000 respondents; —\Etio test: secondary school students’
test results (2015). The 2015 survey was expandedctude students in higher education
(5200 respondents) as well as adults (5600 resptsiden order to make comparisons; —
Econventio test target groups comparison (2015).
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In order to assess financial literacy, they lookadrespondents’ information-gathering
methods, their financial preferences, as well a®ua aspects of decision-making. In the first
case, they analysed knowledge, past experiencesmuaication channels, information
sources, as well as factors such as attitudesesapersonal financesd plans for the future
underlying the preferences, and in the second ttesealso looked at calculation skills in
addition to qualitative decision making (Kiss-Kagatilosz-Kovacs-Révész, 2013). The
above factors were analysed in six different areas:

1. general grasp of economic issues,
general knowledge of financial services,
savings and investment,
lending,
pension and insurance,
world of work.

I S

For secondary school students, who were the mansfa@roup, financial literacy was
explored using demographic variables including ageg gender, as well as education-related
factors (school type, length of school educatioijexcts on the curriculum). In the case of the
other two age groups, classification was basedociodemographic variables corresponding
to life situations specific to each group (e.g. émilleges students — type of school, work
experience and type of household, whereas for @adudualifications and degree, and adult-
educational experiences were supplemented with retaborate household and income
dimensions).

According to the survey results, which are in Iw#h international findings, Hungarian
secondary school students find it difficult to cdéde percentages and compound interests,
clearly understand such expressions as “at least™at most”, and compare various offers
when making financial decisions. Seven out of temlents would choose a bank based on
banking costs, but over 50% mentioned extra sesvésewell. One third of the students take
their parents’ opinion into consideration, and mitr@&n 60% rely on their family as a major
source of financial information. Besides family niers, every second student mentioned the
Internet and school as major information sourcego Thirds of secondary school students
would choose an insurance product that pays thé mosase of a claim, and every sixth
student would go for the cheapest insurance poitydents, however, fail to look for optimal
solutions: some are price sensitive, whereas otitdyscare for service quality.

The researchers believe that unfamiliarity with andnability to distinguish between central
bank and commercial bank functions, and an ingefficunderstanding of general economic
indicators (e.g. inflation, unemployment) may ceegiroblems, because the ability to
understand financial and economic news deliveredti®y media day after day is the
cornerstone of financial culture.
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In accordance with international findings, a sigr@nt correlation was found between the
attitude of secondary school students to finanigalles and the level of their financial
knowledge. However, the findings show that whilevery positive attitude does not
necessarily lead to a high level of financial knedde, people with negative attitudes have
very low levels of knowledge. This confirms thead#at knowledge and attitudes should be
developed simultaneously. This holds true for ttieeotwo target groups, i.e. college students
and adults as well.

In terms of topics, the lack of knowledge was mmatent regarding loans, insurance and
pension products, where students have very litdesgnal experience and depend on their
family’s experience alone. It is important to exgldhese aspects because they may help in
assessing to what extent students understand wigaing on in their environment and how
well they are prepared for the future.

The highest test scores were achieved by studentsigher grades, men, and students
majoring in economics or finance, while the perfanoe of vocational school students was
significantly lower than that of their peers in etlsecondary-school types.

Generally, it can be concluded that age and lifpeaence correlate with performance.
Students in higher education perform better thagsorsgary school students in almost all
respects, and we find a similar pattern when comgathe scores of students in higher
education with those of adults. Life experience andinvolvement in managing finances
represent a decisive advantage. At the same tiespondents may have difficulties with
competences, such as calculation skills, acquinedugh learning, although here college
students outperformed adults. Results were similean assessing the knowledge of financial
structures and basic macro-economic concepts. Riegatopics such as insurance, pension,
the world of work, lending, and general economiowledge, the difference in performance
was almost identical in the case of secondary dc$tadents vs. college students, on the on
hand, and college students vs. adults, on the titwed. However, when it came to banking
services or savings and investments, the gap betwekege students and adults was 2.6
times bigger than that between college studentssandndary school students. In respect to
financial and insurance products, all three ageggaised quite similar criteria for selection,
although among adults the role of financial tragnisnd personal experience in collecting
information becomes more pronounced.

The Econventio test (2011) revealed that 82 perokhrtungarian secondary school students
think that it is important to be familiar with finaial products and services, 70 percent are
interested in financial news, but only 50 percemsider themselves knowledgeable about
such financial products and services. In comparisacording to the findings of a survey
carried out by the Association of German Banks 013 (Bankenverband, 2015) on young
people’s attitude to digitalization, their understang of economics and financial literacy in
Germany, two thirds of the youngsters believe thet important to be well-informed about
the workings of the economy and world of finana®] anost of the respondents think that this
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knowledge should primarily be acquired at schoad] be taught as a school subject in its own
right.

The results of the survey exploring the economit famancial culture of German youth show
that although they have a good understanding ofesofrthe most important concepts, the
majority of respondents have difficulties with mooemplex financial calculations or
answering questions about institutional structufdhough economic literacy has improved
since the previous survey in 2012, only some 60%oahg people have a good or very good
grasp of economic issues.

40% of respondents in this age group regularly e of their finances, the majority of
whom have already graduated from secondary schMost young people have payment
accounts and some 50% save regularly. Young psogtitude to banks has been steadily
deteriorating. While more than three fourths had &ositive opinion about banks before the
financial crisis, their numbers gradually droppedwo thirds by 2015. Above all, the youth
in Germany expect the banks to provide secure ima# and saving solutions, inexpensive
current accounts, and easy access to and persontzct with relationship managers and
financial advisors.

To sum up, life experience plays a more importate than classroom learning in acquiring
financial knowledge. Therefore, we definitely nga@ctice-oriented textbooks in financial
education. The textbook “Financial Compass”, depetbfor secondary school students aged
15-16 years to meet the needs mentioned aboveyavgsvell received by both teachers and
students.

[I.  Survey of the State Audit Office of Hungary among allege students
The survey initiated by the State Audit Office ammhducted by five cooperating institutions
(Béres-Huzdik-Kovacs-Sapi-Németh, 2013) exploradhricial literacy among Hungarian
youth in higher education studying various discie$, in order to develop a methodology for
measuring the efficiency of programs aimed at d®yiel financial culture.
The survey was conducted in two higher educatiatitutions based on questionnaires
completed by 2.070 respondents, 80% of whom fédl the target age group (18-25 years of
age).
Based on the literature consulted, the researastablished that the financial culture of the
adult population is determined by sociodemographitables. They also looked for a similar
evidence in the target group as well, taking intmsideration general criteria (e.g. age,
gender, family status and housing conditions, ets.\vell as criteria related to education (e.g.
type of training, level of education, specializatietc.). They concluded that the level of
financial literacy varied according to the aboveeénsions also in the age group in focus. It is
important to point out that in one case no suchetation was found: namely, financial-
economic training provided in secondary schoolkedato have a significant impact on the
students’ financial literacy.
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Researchers examined if there is a significanerbfice between the actual and perceived
financial knowledge of students, broken down bydgzras well, and if such a difference, if
any, has an impact on financial risk appetite. fladleg a deviation of max 15%, over half
(59%) of the respondents falling in the 18-25-yage group have a realistic picture of
themselves, even as the proportion of those ouwenatsng (30%) or under-estimating (11%)
their knowledge is relatively large. Generally dpeg, the conclusion is that students tend to
overrate their literacy level. Data by gender shibwe difference in this regard. As far as risk
appetite is concerned, the researchers found thahw comes to taking risks a considerable
proportion of students are more cautious than drpeon the basis of their financial
knowledge, be it perceived or actual (over 70%athlrases). Consequently, results failed to
confirm the hypothesis that risk appetite depenushe level of perceived financial literacy
rather than on actual competencies. With all tHag to the lack of sufficient evidence this
hypothesis should not be dropped as yet.

Hungarian and international literature consultedh@ study indicates unequivocally that the
financial culture of college students is poor. Rvas studies, however, failed to take into
consideration certain factors such as studentgipdving conditions, set of preferences or
income. Therefore, this survey looked into whetkardents in higher education know
financial products that correspond to their lifendiions, and if they do, whether they use
such products accordingly. In order to explore ¢hessues, they looked at the students’
objectives, competences related to lending as see@ihg and investment, and habits of using
financial services and products. The results redk#hat their objectives and high-priority
needs, as indicated by their preferences at the ¢ihthe survey, include short, medium and
long term goals as well. When taking into consiterathe students’ income and saving
potentials, which depend on their income, i.e. rds®urces at their disposal to use for various
purposes while maximizing benefits, it comes asmprise that they focus on meeting their
current needs even if it entails the prolongatiériloag term objectives. Accordingly, they
seek short-term financial solutions rather thangierm ones, and try to maintain their
liquidity, which explains their risk aversion. Aseir income and thus savings volume
increase they become more and more open to morglevwnand longer-term financial
products.

Il. Survey at the Miskolc University among economicsrion-economics students

A survey conducted by Kovacs, L. (2015) also examithe financial literacy of students in
higher education focusing on familiarity with wigtelised financial concepts and products,
with special regard to differences in competencevéen economics and non-economics
students.

The survey was based on questionnaires completegil lsecond- and third-grade students
studying economics and 49 students pursuing otiseiptines in third and fifth year.

At first sight, the outcome seems to contradictftnding of the Béres-Huzdik-Kovacs-Sapi-
Németh survey (2013), according to which the penoice of students studying finance and
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economics is significantly better than that of stud of other disciplines, as the results of
Kovacs’s survey show only a slight difference betwehe two groups. However, this

difference between the results turns out to beréige and diminishes if the age and related
practical financial and sociodemographic charasties of respondents (higher income,
change in source of income, employment, etc.) Betaken into consideration. It means that
the theoretical education of second- and third-gracbnomics students did not result in any
advantages against students of other disciplineolder peers. The author draws the
conclusion that any education aimed at developmantial culture and knowledge should be
practice-oriented, because lexical education inogklsettings cannot prepare people for
dealing with practical financial issues.

The survey also looked at how often students erteo@tonomic and political news that may
improve their financial knowledge. It was reveatbdt economics students read or listen to
such news at least once a week, whereas othemssude so even more rarely. The author
points out that such attitudes towards seekingrim&ion has a major impact on the

development of financial biases, which in turn wifluence the level of financial culture.

IV.  Diakhitel's survey among students in secondary antligher education

Didkhitel Kozpont Zrt. had a survey conducted ameatigdents in secondary and higher
education aged 17-26 years to explore how fresthugitas see their future, value their degree,
and think about investments in learning (DidkhiKékzpont-TNS Hoffmann, 2014). The study
also looked at the financial knowledge and attisudé the target group. This survey was
special inasmuch as the online questionnaires caBpl by 500 respondents were
supplemented by 18 in-depth interviews — 6 withdgeting secondary school students, 6
with their families and 6 with college students 6-discover motivators and patterns in
personality development underlying financial ligya

It was found that due to their social positionsosetary school students and college students
have different attitudes to money. Secondary scBaalents from average income families
are considered children from this perspective hag fparents have total control over family
finances, therefore, these youngsters are notedkilh handling financial issues and have
limited understanding of the cost of living. Thegve money almost exclusively in order to
finance their own “extra” consumption, so they da nnderstand what investment is about.
Teenagers living in less wealthy families are miorelved in their families’ finances, but
these families typically plan for the short terineit primary aim is to cover monthly costs
and hardly have any savings. College students here information on financial realities,
and have already acquired some experience in fimam@anagement as well as making and
spending money, i.e., they have a better understgrad the financial world. This is the time
of detachment from parents, which also entails pedelent budgeting, handling their own
money and pursuing total financial independenceld@mn coming from poor families may
even want to support their parents.
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The majority of secondary school students do noisicer themselves skilled in financial
matters. Those who work and thus have some incomeher own have a better
understanding of the value of money. Compared tors#ary school students, college
students are more knowledgeable about financés.epecially true of those with a regular
income. However, they also fail to fully comprehehd world of money.

Both groups of students participating in the surgegsider responsible spending important.
Currently, investments are the least important (egldvant) for both groups. The use of
financial products is not widespread. Secondaryaicktudents dispose over small amounts
only, which they normally receive in cash, althowgime 50% of the respondents have a bank
account anyway. Students in higher education, hewewxay want to use, on a regular basis,
some simple financial products as their circumstanare changing (job, independent
expenses, stipend, etc.).

V.  Survey of Money Compass — Foundation for Financiahwareness among adults
Following OECD methodologies, Money Compass — Fatind for Financial Awareness
had a survey conducted on the financial literacyadfilts and on households’ access to
financial services in Hungary (Pénziraimg@gfk, 2015). One of the benefits of the survey,
based on OECD'’s standard questionnaires adaptétetblungarian environment, is that it
had been conducted for the second time. Anotheriplthat it was performed concurrently in
30 countries. So the results allow us to look attgyment trends in the financial culture in
Hungary, and to make, albeit limited, internationemparisons. The survey is based on a
sample size of 1,000 participants selected basd@wpsocio-demographics.

The questions were designed to explore key fadoch as households’ financial stability,
financial awareness, financial decision-making, dinéncial knowledge. The researchers
were also looking at changes in these areas sDit@. 2

The results indicate that the financial stabilifyhouseholds has improved since 2010, which
comes as no surprise considering the general recafethe economic environment; the
proportion of households not capable of coverirggdbst of living from their regular income
dropped to 27% from the previously reported 33%fotonately, a negative trend was
observed in terms of behaviour during times ofexisThe role of cost cutting and using up
savings decreased, while selling assets and workioigg hours increased, which indicate a
natural transition from using liquid resources ahdrt term solutions to corresponding long-
term arrangements. Within adaptation strategieg, thte of wilful late payment or
delinquency increased (to 22%), which is a goodcatdr of growing moral risks. Based on
responses, an improvement in personal financesitiabeen accompanied by a statistically
significant growth in emergency reserves. Anothegative development is that the
proportion of households having a family budgetrdased from 32 percent to 25 percent.
The survey results show that more than half of Hbeseholds have no financial goals,
although self-reliance is becoming more and motevaat in stabilizing the day-to-day
management of finances. Another important findisghat although most people know the
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banking products offered to them, product penetnais still very low, except for some basic
products, with no apparent change since 2010. Regpmsurance, the number of products
sold actually declined.

There is some positive development with regard &king informed financial decisions by
households, but the introduction of regulations imgikswitching between banks easier in
order to boost competition seems to have no impactuch decision making. In 2010, one
third of the respondents made financial decisioased on information about one single
product, while this rate improved to less than 20%2015. However, this positive trend is
only valid for deciding between alternatives offérey the same bank, with no notable
difference seen in terms of competing productsreffdy various banks.

VI.  Survey of the State Audit Office of Hungary on theefficiency of financial studies

The State Audit Office conducted a study (2016)ldmg on some findings of the surveys
exploring the financial culture of the populatiop &ge groups as discussed above, to assess
educational programs designed to enhance the felandture in Hungary. The primary aim
was to identify organizations providing educatiopabgrams, their constituency, syllabuses
and educational methods, and assess the effectv@figuch programs. Principally, the study
was expected to generate results that can signifjcaontribute to the development of
strategies for financial education, specificallyr fine enhancement of financial culture,
furthermore, to discover the educational needsadbus social segments (and sub-segments),
and identify the strengths and weaknesses of egistilucational structures and programs.
The researchers applied a broad definition of fizial culture enhancing programs’ including
any finance-related trainings, studies, surveyspitions, advisory activities, national or
local projects, documents available online, commation campaigns, applications, etc.,
provided, often in cooperation, by governmental /anchon-governmental organizations
(typically operating in the financial markets). Acdingly, they created a sample of 110
organizations, which had organized the overwhelmimgjority of training programs in
Hungary to develop financial literacy, includingt@s playing a crucial role in the
enhancement of financial culture, such as banlssiramce companies, partners of the State
Audit Office, organizations liaising with elementand secondary schools, organizations and
natural persons having previously applied for Huiaga National Bank / Financial
Supervisory Authority funds, as well as other foofi and non-profit organizations and
natural persons whose work is related, accordingutalically available information, to the
development of financial culture or financial comsr protection. Key research findings are
based on answers to questionnaires, completed taolynby 63 organizations, more
specifically on information provided by organizaiso offering financial educational
programs. The educational activities of organizeticeaching a wide audience were analysed
separately by the researchers (including 4 pubdimiaistration institutions, 5 financial
institutions, 14 non-profit organizations and 1Bestcompanies).
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The researchers concluded that most of these edugatograms target the age group of
elementary and secondary school students, who, @@dpto their ratio within the entire
population (22%), are heavily overrepresented (8itPthese courses, with secondary school
students being the main target group. Organizati@ashing a wide audience, including
financial institutions, are especially likely tofef such programs to this age group. On the
other hand, adults older than 25 years of age adertepresented (19%) compared to their
ratio within the population (78%). Programs des@yf@er this audience are mostly provided
by other kinds of companies.

According to the survey results, the cost of edobaprograms are mostly (63%) covered
from the organizations’ own budget, which comesmfrboth public and private funds.
Organizations reaching a wide audience and finaigéitutions typically use these kinds of
funds (although 100% of the costs of programs aegahby financial institutions comes from
their own funds). Publically financed (at leastpart) educational programs usually reach a
wider audience, but the difference is not sta@diycsignificant. The survey findings confirm
that fees paid by participants constitute a magoree of financing training courses provided
to adults.

The survey also looked at the main goals of edacatiprograms and the topics covered. The
majority of the courses focused on general findnkiwledge to develop the financial
culture of the population, increase the participaritnancial knowledge, their skills to
adequately assess financial risks and to improwantial self-awareness. Accordingly,
content elements such as information related tosélooid and personal budgeting and
planning, and tools to improve financial self-awegs and financially conscious behaviour
dominated the syllabuses, while features of varfomencial products were hardly mentioned.
Regarding educational programs organized by firsmastitutions it should be noted that the
promotion of particular products played no sigmfit role within the goals and/or topics,
whereas a special emphasis was put on providingrnvdtion and tools for avoiding
indebtedness and debt traps.

As far as educational methods are concerned, imaditlecture-style instruction is the most
widespread, with practice-oriented trainings inahgdteamwork, role-play and case studies
being the second most prevalent. A large majorfittyaoning programs run only 1 to 4 hours.
It is quite surprising that short courses usuatlyer a wide range of topics, often more topics
than longer courses lasting a full day or longdre Byllabus of training programs is rarely
accessible online (34%), and is made available 6D#e time only if specifically requested.
The situation is even worse concerning course aédebecause more than 75% of them are
not accessible to the public. Most training progsaane delivered by professionals with a
degree in financial economics; full-time teachers avolved in less than 50% of the
programs, while organizations reaching a wide ana#iealmost always hire teachers to
deliver their educational programs. Preparatorinitng is provided to instructors in slightly
over 50% of the educational activities. Conditica® more favourable at organizations
reaching a large audience inasmuch as preparatmning is provided to instructors up to
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some 80% of the programs. This is probably dueh fact that the majority of the
participants are students. Training syllabusesygreally designed after having assessed the
educational needs of the target groups, and peatitisatisfaction is also measured after the
programs, although the effectiveness of trainiragpams is usually not measured.

As indicated by the findings discussed above, timeey revealed that one factor that is likely
to inhibit the improvement of financial culture tlsat while a high percentage of public
education students benefit from courses meantharese financial literacy, such courses are
rather short in length, and usually last a cougldaurs only, which makes it even more
difficult to effectively deliver the learning matak. Moreover, it was found that shorter
courses typically cover more topics, limiting tivae available for discussing each topic.

The lack of accessible and publicly available $ylses and course materials also represents
risks. This is especially problematic in the cagdetraining programs targeting students,
because neither parents, nor teachers, public w@tigsoresponsible for education and
taxpayers have sufficient information about thedsgovered and the approaches or methods
applied in the courses.

Another risk the survey results draw attentionst@hat there is no information available on
the effectiveness of programs benefiting from @il of forints in public funds, as the
effectiveness of the training courses is usually measured. To ensure a responsible and
informed use of public funds, organizers of pulliéinded financial literacy enhancing
programs should not only publish the course syBaBuand materials and ensure quality
control, but should also disclose data on the @ffegess of the training.

The survey results also show that the lack of aaeqqguality control may be part of the
reason why many programs turn out to be ineffectiyaality criteria include the followings:
professional competency of the teachers; accesaulaletailed syllabus tailored to the target
group’s needs and characteristics; quality-cordgtbltourse materials; training methods and
course length suitable for the training objectivasd measuring the effectiveness of the
training program.

It is essential to boost quality and meet the ppeisetes of success in order to increase the
effectiveness of future training programs. Furthemmn information on each training program
should be made accessible and their result assessall today’s sporadic and independent
initiatives should be integrated into a comprehansiducational structure.

The survey revealed that organizations offeringning programs to develop financial literacy
and using considerable amounts of public fundsnance such activities fail to target groups
that are most in need of education (e.g., peoptd Ww income or unemployed people).
Besides, as the vast majority of courses targetidglts are funded by the participants
themselves, those with low income cannot attenth socirses. Currently, courses for adults
reach only a few of the people most in need ofrfana education, which means that such
programs are not expected to significantly incretse level of financial literacy of the
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general public. The researchers suggest that ifutbhee publicly funded courses be provided
not only to youth still studying in schools, bus@lto adults.

VII. Survey of financial personality types

Béres-Huzdik-Németh-Zsoétér (2015) defined and engpldinancial personality types in order
to determine personal qualities that may help sessing an individual’s financial culture.
The survey sought to identify the dimensions thatuld be key to defining financial
personality types and would predict a person’sriiana decisions in particular situations. In
conducting the research and evaluating the resulisas taken into consideration that an
individual’s financial behaviour and habits mayeéx@éremely varied in both space and time as
the formation and modification of these individdehtures are influenced by a number of
factors. This has led to the conclusion that asakbes used in defining categories may
change over time (gaining or losing importance cara@ to other factors) they allow
researchers to draw valid conclusions only at #qéar moment in time.

The research was based on online questionnairesrder to reach a large audience, no
sociodemographic data were collected, i.e., thevesusample should not be considered
representative. Nevertheless, researchers belatehe large number (3.088) of completed
questionnaires allows for drawing statisticallyigalonclusions for the entire population.
Personality types were categorized according tedpfmed personality profiles as well as
personality profiles created by using mathematstafistical methods with multiple variables
on the basis of empirical data gained from the deted questionnaires.

The pre-defined personality types established enbtsis of professional literature were put
into six categories (dimensions): price-sensit@egpnomizing, moderate/disciplined, saver,
diligent, aware. The statistical analyses indicdlted in most cases one single indicator is not
sufficient to fully describe any financial persabal or, more concretely, to decide what
characteristic(s) would be relevant for predictifigancial decisions, nevertheless, the
presence or lack of particular characteristics mage as a reliable indicator of future
behaviour. For example, after having statisticalialysed individual factors and interpreting
the results, the researchers have drawn the cooclikat price-sensitivity is somewhat
negative, while diligence and awareness are pesittatures of a financial personality,
whereas thriftiness, moderation and saving areraleuthe researchers underline that their
findings regarding the dimension of ‘saving’ arepwontant for both banking and macro-
economic considerations. Although from a micro-ecoit perspective, the volume of
savings (or saving habits) are important evaluatioteria in banks’ credit rating systems,
while saving alone is not an adequate indicataroindividual’s financial personality. From
a macro-economic perspective their findings areoitgmt because ‘saving’ is not considered
very important by respondents, while savings haceuaial role in financing investments in
the national economy. This means that both theapivand the public sectors should
continuously stimulate savings using their own $p@h order to ensure the availability of
saving volumes required for the economy to develtpa positive direction.
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When evaluating the financial personality profitase authors were aware of the fact that an
individual's financial personality may be describd®gusing qualities different from the pre-
defined financial personality dimensions, becahseet are sometimes only slight differences
between particular dimensions. That is why theyadactor analysis of the collected data and
established some new dimensions that better destn# population concerned. Based on
empirical data, they created nine dimensions whitdw partial overlaps with the pre-defined
categories, but allow for a more sophisticated gmieation: short of cash / economizing,
spendthrift (opposite of moderate), believers iméy creates value’, price-sensitive (here the
focus is rather on good value for money as oppdsethe category described above),
collector, planner, once up once down, diligenhnza control his finances. It holds true for
all these categories as well that the evaluatioaroindividual’s financial personality based
on any single dimension is more than challenging amy lead to false conclusions.
However, they found that some dimensions might esetiwis purpose well. In this
classification system, diligence and planning akable indicators of a positive financial
personality.

In the authors’ opinion the most important lessonbe learned from the research is that
individuals can do a lot to improve their financé&oth the pre-defined and empirical
dimensions indicate that an improvement in finanawareness (planning and keeping track
of expenses) and diligence are the most imporamponents of a successful strategy.

VIII. Deloitte’s survey on the financial habits of Hungaian households
According to past Deloitte’s quarterly Scale Bankddx surveys on the household
consumption, savings and borrowing willingnessHluagarian banking customers are still do
not deliberately choosing among the demanded seryvend the digital switchover seems to
be still far apart. The choice of everyday dailyafices is influenced primarily by
convenience, and it is yet not characteristic tha&aper solutions are deliberately searched.
Most conscious are people in choosing a mortgageygat, but more than 30% of the people
still select from offers of one but not of severatitutions, and almost 37 per cent do not
consider deliberately in details the costs of baglservices.
Financial product knowledge leaves also much tddsred. Most people, about 82%, do not
plan to get informed about new banking serviced, thnse who are interested, are primarily
choosing traditional branch channels.
In 2014 the most popular form of payment was tmeilfar yellow postal checks (80%); only
32% of the respondents were using direct debit. hbst popular form of saving — although
with decreasing tendency — was still the time depB®garding the payment methods were
two years later still the traditional access ch#ntiee most popular ones (73% of respondents
indicated to make payments with yellow postal chetkit there was a perceptible slow
progress in utilization of the electronic channels.
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In spite of the relatively high digital maturity tdfe Hungarian population, people are still not
much interested in using innovative banking sesiddis may curb a quick spread of digital
services. The role of the Internet communicatioterfiaces increases, but people typically
prefer to consult a bank branch, or to listen tirtfamily members, and their friends when
choosing banking services. It seems that the gepefdic is not yet prepared to accept a
purely direct banking model; for the time beingyoml narrow stratum of people can be
impressed by well-defined digital product structw#h low account maintenance fees, as
well as with fast and simple digital administratidtowever, for the financial institutions the
differentiation would be extremely important, asreatly 36% of the population do not
perceive significant differences among the banks, still not show active market watching
attitude. Those people, however, who switched tagitali banking services, are
characteristically satisfied with them.

Accordingly the focus of financial education in Hyamy should focus on increasing of
awareness of alternative products and servicesngaconscious product choice and promote
faster switch over to digital services.
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Events of Money Week and their significance

During the financial and economic crisis that brak& in 2008, the most unfavourable
scenario unfolded due to the development of a géicesis in confidence. Financial markets
froze, international trade came to a standstilid @onfidence was shaken in the entire
financial intermediary system. Among these probleims restoration of trust proved the most
time-consuming task, since this cannot be resolitid money or PR messages. To restore
trust requires a long series of coordinated meashyeresponsible players. One important
element of this is to increase financial literadyim Mijs, chief executive of the secretariat of
the European Banking Federation, referred to tiiemhe said:After the crisis, banks need
to regain the trust of society. European Money Week organized transfer of financial
literacy and knowledge] is a way to give back, teate an open dialogue and to build
bridges with society and institutions.htp://www.europeanmoneyweek.eu/latest/a-year-on-
european-money-week-2016-to-take-financial-edunatiiethe-next-leve)/
The creation of financial trust — even in the evehsuccessful operation of banks — is not
possible through a passive, go-slow approach. ddmsonly be based on meaningful dialogue
between banks and every layer of society, and a&sang financial knowledge within society
is indispensable for its success, since it is stangossible to conduct an effective and open
dialogue with asymmetrical levels of knowledge andn atmosphere of distrust.
Considering that it is almost impossible to ingbe development of financial literacy into
traditions-based school teaching as a new subjesttidy, the focus is on organizing thematic
days or weeks. The holding of thematic days is kmaivthe international level as well, so
that the introduction of a “money week” presenten great difficulty. It is also worth
highlighting the noteworthy events Global Money Week (GMW).
GMW is an annual global celebration, initiated byil@ & Youth Finance International, with
local and regional events and activities aimedhapiring children and youth to learn about
money, saving, creating livelihoods, gaining empieypt and becoming an entrepreneur.
Previous Global Money Weeks have reached:

e 2016 — 7 million children & youth, 132 countries3,950 organizations, over 33,278

activities;

e 2015 — 5.6 million children & youth, 124 countrie362 organizations, over 3,000
activities;

2014 — 3 million children & youth, 118 countries9®4 organizations, over 2,000
activities;

e 2013 — 1 million children & youth, 80 countries,40rganizations;
e 2012 - 33,000 children & youth, 21 countries (Clldance Day/Week).
(http://www.globalmoneyweek.org/about/about-globainey-week.html )
In Europe, the financial sector — through the latgarganisation representing banks, the
European Banking Federation (EBF) — has likewiseriaup the gauntlet by virtue of its
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interests and responsibility, contributing substdnneans to the development of financial
literacy. In Europe, the EBF involved national biagkassociations in putting together the
events of “Money Week” in 2015. Increasing its cotnment was the positive impact seen on
almost all areas of the financial sphere: “Finaheducation can certainly contribute to a
healthy economy, but it should also be accordedpilaee it merits in society. Through
European Money Week, the banking sector is tak&sgansibility for financial education and
striving to develop real expertise amongst curreahd future customers.”
(http://www.europeanmoneyweek.eu/latest/a-year-onpaan-money-week-2016-to-take-
financial-education-to-the-next-levgl/

When elaborating the national programmes of Mon@&gky the focus was placed on children
of school age. As an emphasized requirement plgdiseause of the youth of participants,
no specific financial institution or banking semican be promoted within the context of
Money Week, but only brand-neutral teaching maleré@an be used to increase financial
knowledge and literacy. “In our world so full ohéincial uncertainty, one thing is clear: we
cannot expect the coming generations to be finlinditerate if our educational institutions
do not become more aware of its importance. Firdmclucation has often been relegated to
the background because it is viewed as somethiagctiildren will learn naturally as they
grow up. However, this is not necessarily the c&sene adults have problems understanding
the basics and managing their money. Now is the fonteachers, educators and institutions
to examine themselves and to identify where the sgapare.”
(http://'www.europeanmoneyweek.eu/latest/educatbvesak-bringing-financial-education-
into-the-classroom/ )

The aim of European Money Week is to raise publaraness on financial education and
financial literacy through a series of events battimational and European levels. Ultimately,
the objective is to improve the level of finanaaucation in Europe, in particular for students
at elementary and secondary schools. Exchangirag ided information about good practices
can provide inspiration for anyone in Europe whp dgectly or indirectly, involved in
financial education.

1. European financial literacy levels are below thge for previous generations

According to the Organisation for Economic Co-ofieraand Development (OECD), whose
findings are confirmed also by recent surveys,smaiety faces worrying low levels of youth
financial literacy and in many cases, significamdiyer levels than previous generations.

One out of three clients of European financial a€ks have a below-average understanding of
financial concepts, combined with little interest receiving detailed information on their
investments.

When measuring women’s knowledge of basic financaicepts, it appears they are less
likely than men to answer correctly and even mikay to specify that they do not know the
answer.
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2. Personal finance in the school curriculum can niee a difference

As the level of understanding of financial conceptsvices and products affects individuals’
financial decisions, ensuring at least a basic stdieding of those concepts is crucial. Better-
informed financial decisions will not only positlyeaffect the economy as a whole but also
individuals themselves.

Given today’s complexity in financial services, [@$o young people’s increasing exposure
to banking (digital payments, mobile banking), firancial education process has to start
early in life (OECD, 2005). Financial educationsagh is probably not the unique solution,
but ensuring children have the tools to understhant financial environment is key.

To be effective and to encourage behavioural chainggncial education should therefore be
taught before the young generation engages in rfiapmcial transactions and contracts.
Parental education is of course important but “wefleave it to the parents, we are accepting
that we have an unequal society.” (Annamaria LugaF@miliarity with financial concepts
accounts for as much as 50% of the wealth gap leetwéluent and low-income families. It
shows school education can be a great equalizer.

3. Parents and teachers need tools and training

“It starts with the parents. No one can replace gaents as the main guide for children, for
students to deal with money. There has been resdhet shows that people who grow up
where the parents have told them about money amsiderably better informed and more
careful with their budget than other children.” (Vi Mijs)
(http://www.europeanmoneyweek.eu/latest/no-one-eatace-the-parent$/

There is a clear link between financial literacyl damily backgrounds, economic as well as
educational. Those who are most financially literdisproportionately come from highly
educated and financially sophisticated families s@ndi, Mitchell and Curto, 2010 and
Atkinson, Massy, 2012).

A lack of financial education does not only affetildren. Many parents and teachers lack
confidence in teaching money management skillsamsicler that talking to a child about
money is almost as hard as presenting difficuleotubjects such as sexuality.

It shows parents and teachers need proper toolstramdng to be able to transmit their
knowledge and make sure their descendants growesfmnsible and independent adults.

4. Personal finance is a survival skill

Like it or not, personal finance is a reality iretpost-financial crisis world. What do today’s
young people need to know about banking and more@yagement as they get ready to take
part in an increasingly consumerist society?

The financial crisis proves that a good understagnoi basic financial concepts can make the
difference.
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Mastering personal finance is essential to ensureival in developed countries, both for
working or unemployed people.

5. Tons of material and good practices are availaél

A wide variety of tools are already available sashbooks, board games and online games. as
well as teaching materials.
(http://www.europeanmoneyweek.eu/latest/five-thigga-should-know-about-financial-
education/)

As we have already mentioned, national bankingaasons formulated programmes in their
own countries within the framework of Money Weelotinated by the EBF. In this way,
innovative ideas, teaching material developmemactier and volunteer training, teaching
exercises, textbooks etc. could be adjusted td mmaditions. Among the efforts of national
banking associations, those of the Hungarian Bankissociation stand out, since close to
one-third of the 300-350,000 students reached giralassroom training organised within
the framework of the pan-European Money Week wareddrian. For this reason it is worth
presenting the events in Hungary in 2015 and 2016.

Events in Hungary in 2015

The Hungarian Banking Association, in cooperatiothwhe Pénziranyit Foundation, the
Ministry of Human Capacities responsible for edimgt and the Hungarian Institute for
Educational Research and Development, worked degsson plan and teacher’'s guide for a
professional lesson for three age groups (gradés33-8 and 9—-12). The topic chosen for this
year was the family budget. Animations were alsaleni® elaborate on the theme, based on
the messages “Money doesn’t grow on trees!” fotdchn in grades 3—4, “Great oaks from
little acorns grow!” for grades 5-8, and “You reapat you sow!” for secondary school
students. Some 660 schools answered the Money Weelknons. Lessons in financial
literacy were taught by 1,000 teachers and 200ntaty financial experts — among them the
Minister for National Economy — with a total of 900 students taking part in this thematic
instruction. Follow-up surveys highlighted one defncy: the 45-minute lessons were too
short.

An adventure game on Facebook, the social netwavkured by young people, offered a
seven-mission financial adventure tour, in whick53, registered individual players and 371
school groups took part.

The media also provided exhaustive reporting ofdhents of Money Week, as a result of
which the press coverage of the opening event wag favourable indeed, consisting of 60
significant written and online appearances, five fEgorts with national coverage, as well as
one national and one regional radio report.
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Events in Hungary in 2016
Programmes were further developed based on theierpes of the preceding year. In this
way, topics for school teaching were broken dowio four age groups: grades 3-4, 5-6, 7-8
and 9-12. Lesson plans and teacher’s guides wavendnp for three 45-minute lessons. The
motto was “Knowledge pays interest!”, while topohr®w attention to financial planning and
frugal saving. Ministerial support strengthenedntks to which a total of 1,435 teachers and
250 volunteers delivered the three-part lectureesdo 102,000 students in 788 schools. The
emphasis this year was again placed on preparaupeées, as this is one of the guarantees of
successful and productive knowledge transfer.
The National Bank of Hungary, the Hungarian Bankikgsociation and the Pénzirafiyt
Foundation, the latter established by student frarnider Diakhitel Zrt., played vital roles in
the activities of Money Week in Hungary. The texitkdlranytii a pénzugyekhez” (Finance
Compass) was created with the latter’'s supportchvimonforms to ministerial decrees on
education. The textbook, aimed at students in gr&3el0, deals in 65 chapters with the
topics of “Our everyday finances” and “Living innaarket economy” through the everyday
activities of an average family. In keeping withrahle textbooks in Hungary (usable over
several years), the book was published in hardbadk,000 copies. Based on feedback from
students and teachers, the textbook is practicalgnted, contains exciting stories, is easy to
learn and is built on an up-to-date curriculum.

Media appearances were also satisfactory in 201, four national TV channels, two

national and two regional radio stations, and s@f@esignificant written and online press

sources reporting on the events of Money Week.

Having presented the results in Hungary, we retorthe European scene and the main

messages.

Money, money, money! One way or another we're fiflcied by the stuff. So, understanding

the basics of finance, getting acquainted withintsicacies, and generally improving our

ability to manage money should be a top prioritydeeryone. We offer you 20 tips to make
your financial life easier: (http://www.europeanregweek.eu/latest/20-tips-for-a-smooth-
financial-life/)

1. Understand your financial situation. The first step to being able to manage your
money is to know where you stand and which stepsscgm take. Be realistic and take
the time to analyse the situation until you feehéartable enough to make decisions.

2. Set financial goals and plan how to reach thenBeing organised and respecting the
plan will help you achieve successful financial mge&ment.

3. Read your financial documents carefully and be awar of all obligations. Apply
the Latin mottolgnorantia juris non excusatignorance of the law is no excuse) to
your finances and be well informed so as to avogtlg mistakes.

4. Keep an eye out for new scholarships, grants, finamal aid. You never know when
the opportunity of help from the state or privatetsr will arise.
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5. Understand your loans.The terms of a loan need to be completely cléan. doubt,
seek clarification before taking out a loan.

6. Don’t forget about retirement. For some people, it may seem a long way off, but
when the moment comes, a retirement fund may bkeh¢o a carefree new life.

7. Comparisons make sense when it comes to your moné¥eigh pros and cons of
your various options until you are ready to talsand decision.

8. Don't let anyone pressure you into unnecessary speimg. Money matters are as
personal as you want them to be, so think how gpanding will affect you and the
people you care about.

9. Look for ways to save moneyUse your imagination and explore new ways to put
your money to the best possible use: create a bualye stick to it, look out for
discounts, use coupons, re-use, cut out costlytdjabind explore different angles
before taking a financial decision.

10.Set aside a small percentage of your income for uxgected costs.This is an
unpredictable world, so building up emergency sgwils a sensible idea and need not
affect greatly your monthly budget.

11.Pay off all your bills and debts first. This is the only way to avoid costs adding up
and getting into unnecessary debt.

12.Keep tabs on your credit card.If possible, own only one credit card, shop aroford
the best rates and fees and set limits.

13.Invest wisely. Research investment opportunities that are rightyou and take
advantage of compound interest.

14.Track your expenses.This habit will help you realise how you spend ymoney and
act accordingly.

15. Always be honest on your tax declarationBe realistic when entering your expenses,
keep your receipts close and consult an advisgrifhave doubts.

16.Know the difference between luxuries and necessiieYou know yourself better
than anyone so take some time to carefully thirdualwhat you can afford, what you
would like to have and what you actually need.

17.Regularly check your bank statementsThe money you have and the money you
think you have don’t always match. Before having aasty surprises, be always well
informed of your status and report any irregularity

18.Know where your money goeslt may seem more financially responsible to bl a
euro shirt than a basic 30-euro shirt, but thenamuignoring the quality factor.

19.Rebalance your portfolio once a year.Take a look at your brokerage account
regularly to make sure your investment allocatistilsmatch.

20.Become financially independent and self-reliantThe old maxim of Work to Live,
Don't Live to Work applies here — control your mgrss that it does not control you!
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The majority of the 20 tips are also relevant imbarian conditions, making it easier for us
to connect and participate in joint European effoAt the same time, distinctive domestic
features must be reflected in the “weighting” aseijto individual tips.
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The importance of financial education in public edgation and in adult life

In an increasingly risky and globalised marketplageople must be able to make well-
informed financial decisions. Counter intuitiveflmost everywhere one finds deficiencies in
the financial literacy of people. Consumers notyanl emerging or developing economies,
but also in developed or advanced economies falletnonstrate a strong grasp of financial
principles that would help them to understand aegotiate the financial landscape, manage
financial risks effectively and avoid financial fpils. Nations globally, from Germany to the
U.S., or from Hong Kong to Australia are faced wgbpulations who do not understand
financial basics, and financial ignorance carrieeable costs for consumers and societies
alike.

Over the past four decades the entire world has loharacterised by an overall rise in
finance — often referred to as “financialisatithsf the economy. Broadly speaking, since the
1970s the financial sector, including securitigssurance, and credit intermediation, has
expanded everywhere relative to the GDP. While saspects of financialisation provided
genuine benefits to consumers, including increasmxess to banking, financialisation also
came with its own set of problems, including thekrof macroeconomic destabilization,
illustrated by the recent financial crisis, or manustomers’ inability to follow or understand
new financial products, often resulting in substrtarm to themselves.

A 2014 study examined the knowledge of financiakstors in 18 countries. On average, the
performance level reached 61 percent, which cooredpto the mark ‘sufficient’ (D). 45 per
cent of the respondents did not know the annuatmein their investment, and 64 percent did
not know the fees charged as they found the redjaiaéculation too complicated. (See Figure
1)

The Programme for International Student Assessnilel8A) is a triennial international
survey, which aims to evaluate education systemddwale by testing the skills and
knowledge of 15-year-old students. Since 2012 & haen possible to examine financial
culture, and 18 countries joined the program infifs¢ year (Lusardi, 2015) (See Figure 2).

Figure 1Global Financial Literacy Report Card
Weighted Percentage Grade
Rank Country average  Score

1 Singapore 9,08 70% C
2 Australia 8,70 67% D
3 UK 8,56 66% D
4 Canada 8,50 65% D
5 Hong Kong 8,27 64% D

18 Financialisation: the increasing dominance of tharfce industry in the sum total of economic attjwf financial
controllers in the management of corporationsjrafrfcial assets among total assets, of marketedises and particularly
equities among financial assets, of the stock niarke market for corporate control in determiréogporate strategies, and
of fluctuations in the stock market as a deternmimdibusiness cycles.
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6 China 8,05 62% D
7 Switzerland 7,95 61% D
8 Italy 7,89 61% D
9 Brazil 7,80 60% D
10 US 7,80 60% D
11 Japan 7,73 59% F
12 Germany 7,53 58% F
13 UAE 7,47 57% F
14  India 7,45 57% F
15  Netherlands 7,25 56% F
16 France 7,10 55% F
Average 7,98 61% D

Source: State Street Center for Applied Reseaftty 2

Figure 2Snapshot of performance in financial literacy (base on PISA test)

Performance in financial literacy Relative
Mean score Share of| Share of| Gender performance in
in PISA 2012| lowest top difference financial
performers performers in| (Boys - | literacy,
(Level 1 or| financial Girls) compared with
below) literacy students aroun
(Level 5 or the world with
above) similar
performance in
mathematics
and reading
Mean score % % Score dif. Score dif.
OECD average-13 500 15.3 9.7 1 2
Shanghai-China 603 1.6 42.6 -1 0
Flemish Community
(Belgium) 541 8.7 19.7 11 9
Estonia 529 5.3 11.3 -3 5
Australia 526 10.4 15.9 -3 18
New Zealand 520 16.1 19.3 3 12
Czech Republic 513 10.1 9.9 6 19
Poland 510 9.8 7.2 3
Latvia 501 9.7 4.6 -11 1
United States 492 17.8 9.4 1 1
Russian Federation 486 16.7 4.3 1 14
France 486 194 8.1 -6 -24
Slovenia 485 17.6 5.8 -8 -8
Spain 484 16.5 3.8 6 4
Croatia 480 16.5 3.8 5 2
Israel 476 23.0 8.5 -6 -5
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Slovak Republic 470 22.8 5.7 -3 2
Italy 466 21.7 2.1 8 -14
Colombia 379 56.5 0.7 0 -5

Note: Countries/economies in which the performadifierence between boys and girls is statisticallynificant are marked ibold.
Countries and economies are ranked in descenditeg of the mean score in financial literacy in PIBX2.

(8]

Countries/economies with mean score/share of toforpers/relative performancabove the OECD average-1
Countries/economies with share of lowest perfortreicsvthe OECD average-13

Countries/economies with mean score/share of toforpers/share of lowest performers/relative pevéorce not
statistically different from the OECD average-13

Countries/economies with mean score/share of tigrmers/relative performantelowthe OECD average-13
Countries/economies with a share of lowest peri@aimvethe OECD average-13

Source OECD, PISA 2012 Database, Tables V1.2.1, V1.2.22\8land VI.3.1.

In this context research started to explore integhgiwhether individuals are well-equipped to
make financial decisions. According to researchdifigs, many people often fail to
understand even basic financial concepts, partigutaose relating to bonds, stocks, and
mutual funds or the terms and conditions of consulm@ns and mortgages. The level of
financial literacy varies according to educatiord amcome levels, but evidence shows that
even highly educated consumers with high incomesbeajust as ignorant about financial
issues as less educated, lower income consumetabldadiscrepancies have been found
between self-reported and actual levels of findndigracy. So, for example while
particularly poorer and elder people display lowels of financial literacy, they often rank
themselves highest in terms of financial knowletlyggugh they are actually less informed
than the average. Unfounded self-confidence condbivith a lack of experience or cognitive
skills put people at risk of making financial mista or suffering from scams and missellings.
Using credit cards as an example, researcher fthetdthe less financially knowledgeable
pay a disproportionately larger fraction of feesd dmance charges than do the more
knowledgeable. Empirical analysis suggests thatitadhird of the fees and charges paid by
low literacy individuals are related to lack of kmedge, even after adjustment for observable
differences in income, wealth, gender, family sfaaind other factors.

Surveys demonstrate that demographic characterigte also significant explanatory factors
for proven differences in financial literacy: thedncial literacy of women is often weaker
than of men; elder people are less literate as g@upeople; and although more educated
people are typically more informed, education is ffam a perfect indicator of financial
literacy. There are also important ethnic/raciatl argional differences observable: city-
dwellers are better informed than their rural cegmarts. In the U.S., Afro-Americans and
Hispanics and in Europe the Roma are relatively fesncially literate than others. Research
also found that financial literacy increases shakpith income or that financial literacy is
lower among those who are divorced, widowed, oassEpd.

While the aforementioned differences are commonsacthe countries, it is also evident that
certain characteristics and aspects of financtatdcy vary considerably from country to
country. (See for example Figure 1 and 2.) Foraimst, there are considerable differences
observable in financial attitudes and behaviouta/éen countries that have financial systems
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that rely more on banks (or bank-like organizat)jpaad others, which rely more on financial
markets, such as the stock and bond markets. Rbsearare now striving to better
understand the complexity and interaction of thenidied factors. Their findings show that
the aforementioned cultural variables determineyreonomic choices.

A country’s preference for bank- or market-basexdiricing is associated with the culture’s
tolerance for ambiguity. Cultures that are less footable with ambiguity are more likely to
rely on bank-oriented financing systems. Bank fowiag is based mostly on relationships and
use of collateral, while market financing is bassastly on social trust among strangers, high
levels of disclosure, and faith in contracts.

Bank-oriented systems rely on relationships to mefdfinancing contracts. By contrast,
investors and savers in market-based systems egpattacts to be enforced by means of
efficient investor protection laws that are effeety enforced. In addition, greater disclosure
levels, business expectations, business behawandrreputational concerns further strengthen
enforcement of contracts in a market-based finhsgstem.

Aside from demographic and cultural factors, difigrpatterns of economic history may also
explain idiosyncrasies in financial education. Egample, in the socialist era in Hungary and
other Central European, in an environment of deditedy underdeveloped financial culture
without financial investment forms other than baldposits, bad memories of the erosion of
financial wealth, negative real interest rates ameéxtreme confidence in real estate’s wealth-
preserving quality, households preferred real estatfinancial wealth. Inflation had been
rising steeply in the last years of socialism, pegkat 35 per cent in 1991. Simply put,
hyperinflation-averse households staged a flight réal estate assets. This portfolio
rearrangement led to a housing price bubble byettteof the 1980s, which burst in the first
half of 1992. After the regime change, the statéhdvew both from social housing and from
the housing loan market. As a consequence, therwusarket collapsed and the supply of
housing loans virtually ceased to exist. Entry ittte housing market required much more
investment capital, whereas banks were lending nfyms at the time. The liquidity crunch
was due not only to the low level of credit suppd to the immaturity of the financial
system and the state’s exit from the loan market,atso to the high level of inflation, i.e.,
high nominal interest rates. The ratio of liquiddgnstrained households was 83 per cent in
the period of 1970-1998, while the same ratio far period subsequent to 1998 was only 20
per cent). These historical patterns explain tlsaoas behind the housing bubble, as well as
the proliferation of low nominal interest rate FXusing loans in these countries. (Badics-
Szikszai)

Accordingly, while shortcomings in financial litena can be observed generally anywhere,
their effective mitigation requires differentiateabproaches from country to country.
Financial literacy rates vary substantially acrassintries by age, gender, race, socio-
economic status, culture, as well as by other facédiready mentioned. When designing the
national financial education strategy countries ieayn from each another, although there is
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no one-size-fits-all model. Developing sound finah@ducation programs must therefore
take into account the mentioned variables as wekational preferences, different cultural
approaches and learning styles. (For instance, inan€ial education one finds two
diametrically opposed approaches: the French-ledddhat favours deep harmonisation and
high levels of consumer protection, and the Anghoth “caveat emptor”, light-touch attitude
that requires consumers to take joint respongybitit their financial decisions.) In fact, the
main objective is to tailor such programs to popaofes’ needs and to the countries’
circumstances (including the maturity of the finahsystem as well as the regulatory and
market-practices framework). Accordingly, whilesome countries the primary objective of
the national strategy for financial education istpport financial inclusion efforts, in (many)
others the strategy is aimed rather at empowermgumers and helping them to address the
challenges of the evolving financial and socio-eroit landscape.

In another aspect, financial services should betadao the changing circumstances that real
life poses to common people, rather than beinggdesi for the mythical “ideal customer”,
who never experiences any difficulty. Common pespiateraction with any consumer
market is affected by the limits of their knowledged by their personal susceptibilities. In
particular, they face serious challenges in respedinancial services involving long-term
commitments, as well as complex products and inddion. Logically, financially savvy
consumers are expected to make better decisionseVdw, lack of sufficient understanding
stretches the extent of consumers’ susceptibiiyich depends on the interaction between
the consumer’s personal traits and habits, angtéeailing marketing practices. Moreover,
susceptibility has not only to do with the situatiand literacy of the consumer. It can be
caused or exacerbated by the business practiceanst it is a sad experience that many
consumers in susceptible circumstances are notyalweceiving fair treatment from their
financial services providers. The impact of susbdpy is strong and many people have to
cope with difficult situations with limited resows, energy and time. In such stressed
situation, being confronted by extensive usageegalese jargon, lengthy and complicated
forms, or by a complex telephone menu system thatsgno option of talking to a real
person; a call handler without time or inclinattorlisten, or a system that fails to record what
may be distressing circumstances and forces cussaimeéepeat themselves at every point of
contact, can create a spiral of anxiety and difficthat often results in detrimental outcomes
(See Figure 3).
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Figure 3Types of access problems
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Source: (FCA, 2016)

In response to these conditions, for the 2007-30®d the adopted EU Consumer Policy
Strategy aims to empower 493 million EU consumergrthance their welfare and protect
them effectively. The Strategy defines an empowe®tsumer as someone who has “real
choices, accurate information, market transpareaeg the confidence that comes with
effective protection and solid rights”. Empowermenalso tied to consumer capabilities and
the strength of the infrastructural framework (degjons, public authorities, consumer
organisations, etc.). This premise is based omgoitant corollary, namely that financial
literacy and regulation are complementary and ahi@ngeable — at least, to a certain extent.
However, caution is advisable to avoid an overddpeoe of this nexus. It is unreasonable to
expect the average consumer to have made sigrlficietter mortgage choices and
accumulated sufficient precautionary savings totheraa recession even with a proper
financial education. Impartial observers generalymit that research to date does not
establish a strong causal chain leading from firdmeelucation to higher financial literacy, to
better financial behaviour, or to improved finahc@utcomes, mainly due to biases,
heuristics, and other non-rational influences (grged and herding) on financial decisions.
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Yet, efficient financial education is not to berdissed, as it may help people to orientate, as
well as to assume and accept responsibility whekingachoices and decisions. Moreover,
even a slew of legislative acts aimed at strengptigetihe protection of consumers will not live
up to the well-meant intentions if the people meartienefit from these rules ignore or do not
understand them (See Figure 4).

Figure 4Change of legislative complexity over the past camty in the U.S.
Number of new banking acts Number of pages in new acts
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Source: Federal Deposit Insurance Corporation, itapbBanking Legislations

The importance of financial education had beengeised already in the early 2008°sThe
OECD launched its financial education project im020developing policy analysis and
recommendations on principles and good practicedifi@ancial education and awareness.
Building on this experience, in 2008 the OECD dsgthbd the International Network on
Financial Education (INFE) that facilitates infortia@ sharing, research and the development
of policy instruments and analytical tools. Mor@arnh240 public institutions from over 107
countries are members of the INFE and collaborathe development of data, comparative
analysis and global policy instruments in a coesisand systematic way. In addition, the
OECD operates the International Gateway for Firerieducation as a global clearinghouse
on financial education, providing access to a cahensive range of information, data,
resources, research and news on financial educ&sres and programmes around the
globe’®

In particular, in the wake of the Great Recesslmrd has been a significant appreciation of
the role of financial education in improving theéés of financial inclusion around the world,
as highlighted by three sets of principles, endbisg G20 leaders: The G20 Principles on
Innovative Financial Inclusion; the G20 High-LevEfinciples on Financial Consumer
Protection and the OECD/INFE High-level Principl@s National Strategies for Financial

17 See, for example, the remarks by Alan Greenspam @®hairman of the Board of Governors of the US
Federal Reserve System, before the National Coonddconomic Education, in Chicago on 26 Octob&120

¥ See more at the website of International Gateway Financial Education: http:/www.financial-
education.org/home.html
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Education:’ Each set of principles identifies the need fopmbined policy response through
an integrated framework of financial inclusion,dintial education and consumer protection.
This same triad is also apparent in the Maya datitar (2011), endorsed by regulatory
bodies in developing and emerging countries, winctudes the commitment to recognise
consumer protection and empowerment as key pidlafsancial inclusion efforts to ensure
that all people are included in their country’safiicial sector. The consistent themes running
through various definitions of financial educationlude: (1) being knowledgeable, educated,
and informed on the issues of managing money asdtgsbanking, investments, credit,
insurance, and taxes; (2) understanding the bamicepts underlying the management of
money and assets (e.g., the time value of monegviestments and the pooling of risks in
insurance); and (3) using that knowledge and utaledsng to plan, implement, and evaluate
financial decisions.

Many, if not most of the programs designed for ioy@ment of financial literacy operate
under the implicit assumption that increases irormiation and knowledge will lead to
changes in financial management practices and bmira\Researchers have found that the
higher a consumer’s financial knowledge (based guia score), the higher the probability
that the consumer undertook more positive finantiahagement behaviours and used more
financial products and services. Persons who wene knowledgeable (again, measured in a
quiz) were more likely to engage in more cash-flmanagement, saving, and investment
behaviours.

Figure 5.Status of National Strategie

National Strategy Number Countries

Countries that have implemented Australia, Brazil, Czech Republic, ElI Salvador, Estonia,

a National Strategy 20 7 G20 Ghana, Ireland, Japan, Malaysia, Netherlands, Neaiand
Nigeria, Portugal, Singapore, Slovenguth Africa, Spain,
United Kingdom, United StatesZambia

Countries that are at an advanced Armenia, Canada, Chile, Colombia/)ndia, Indonesia Israel,

state of design of their Nationaé5 7 G20 Kenya, Korea, Latvia, LebanonMexico, Malawi, Morocco

Strategy Peru, Poland, RomaniRussian Federation Serbia, Sweden,
Tanzania, Thailand, Turkey, Uganda, Uruguay

Countries that are considering 11h5e(5 G20 Argentina, China, France, Italy, Saudi Arabia

design of a National Strategy

G20 countries are indicated witlold letters

Source: (OECD and Russia, 2013)

19 The three sets of High-level principles on inndxafinancial inclusion
(http://www.g20.utoronto.ca/2010/to-principles.htpdn financial consumer protection
(http://www.oecd.org/regreform/liberalisationandqmetitioninterventioninregulatedsectors/48892010,patid
on national strategies for financial education
(http://www.oecd.org/finance/financialeducation/OEGNFE_High_Level Principles_National_Strategies) Fi
ancial_Education_APEC.pdf), which have been endobgeG20 leaders since 2010, also recognise tkat th
integration of these three elements is essentia@itdorce the financial system and enhance thenfiial
wellbeing of individuals.
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Figure 5.Status of National Strategies illustrated on map

EE NS implemented
Il Advanced state of design of the NS
Il NS being considered

Source: (OECD and Russia, 2013)

Financial knowledge can be statistically linkedit@ancial practices related to credit as well
as cash-flow management, saving, and investing viiglvs. Financial knowledge and
financial learning experiences — in particular,rié@g from family, friends, and personal
experiences — were the variables that were congligt@ssociated with more positive
financial management behaviours in these four ar@as pattern indicates that better
knowledge and more experience can lead to impromtsmia financial practices, albeit the
causality could flow also in the other directiono~even both ways.

Although empirical evidence shows that financiali@tion is beneficial and has a positive
impact on the lives of consumers, it is often difft to measure the kind and degree of that
impact. While knowledge, attitudes, behaviours, antomes (money saved or debt reduced)
are often the metrics, the opinion of researchexd program evaluators is beginning to
coalesce around the desirability of outcome measurecause increased knowledge alone
does not necessarily changes the behaviour. Tleeddreehavioural biases is where further
research and new methodologies can bring additi@sailts.

Psychological studies show that people often aapparently irrational ways owing to greed
and fear cycles inherent in the human psyche. liarsl-wired with two traits: short-termism
and herding. Both distort perceptions of realitg @ive rise to various mistakes that conspire

against sensible investment decisions (Baker-Ki4):

* Overconfidence few investors rate their own abilities as beloxgrage. They tend to be overconfident
with respect to making gains and oversensitive wegpect to losses. They typically underestimage th
impact of inflation, longevity and morbidity in tih@etirement planning.

e Overtrading: overconfidence, in turn, results in market timitigat hurts investment returns and
increases portfolio costs. Investors attribute goottomes to their investment skills and poor does
bad luck. Investing verges on speculating as imvesthase the next rainbow.

92



Levente Kovacs & Elemér Tertak: Financial Literacy

o .
VERLAG (Panacea or placebo? - A Central European Pergggcti

DASHOFER

e Fear of loss investors tend to weigh potential losses morevihethan potential gains. They are more
likely to sell a winning position than a losing fimm, despite tax incentives that encourage buy-an
hold investing.

¢ Anchoring: investors tend to stick to their initial assdbaation decision even when circumstances
change. They display strong inertia and follow heth of least resistance. Procrastination often
dominates financial decisions, as does the bélafthe past always foretells the future.

e Staying in the comfort zone investors display future avoidance behaviours diglike choice
overload. They also choose familiar assets bedheseassociate familiarity with low risk. The resigl
often extreme allocations where portfolios areegiteavily concentrated or widely diffused.

¢ Chasing yesterday’s winners investors are often guided by stereotypes. Fa@mgte, stocks in
prominent companies will always be a sound investpmeotwithstanding the fact that their share mice
already factor in their quality and performance.

¢ Herding: Investors believe in the wisdom of the crowd. dileg is especially prevalent at times of
market stress or euphoria, ensuring that investwest the conventional wisdom of buy-low/sell-high
Pro-cyclical investing is often the norm.

Responsibility for consumer education

A 2010 survey of financial regulators from 142 emmies showed that 88% had some aspect
of financial inclusion, financial education or fimgial consumer protection in their mandate

In total, 45% of the economies had a strategy decunfor the promotion of financial
inclusion, 58% had taken some responsibility famaficial literacy, whilst 68% were
focussing on consumer protection.

In EU Member States financial education is delideteough a variety of channels. Although
surveys show that financial education interventivaty have more effect on young (and even
very young) people than on adults, whose habits dauaision-making processes are more
difficult to modify, very few EU member states’ oegions’ educational curricula feature
financial education. This is all the more regrdtabecause in most countries young people
around the ages of 15 to 18 already face one of thest important financial decisions:
whether to invest in college or higher educatiorg d they start to work, they need to open
their own bank account and make some decisionsecoimg their pension plan.

Some national public authorities, including finaaladiegulators, have recently taken steps to
launch strategies to improve financial capabiliekgmples here include the UK and the
Netherlands). In other countries, financial indystssociations have developed (and funded)
financial education schemes in conjunction witheottelevant stakeholders such as consumer
associations or community groups (e.g. the Europgamking Federation and its member
organisations, German Insurance Association etn.)the majority of cases, individual
financial institutions provide some kind of eduoatischeme, from the development of
explanatory brochures or websites (branded or wmded), through the preparation of their
staff to deliver training sessions in schools.

20 see the Annual Report 2010 of the Consultative @rouAssist the Poor (CGAP) — an independent policy
and research centre dedicated to advancing finaacieess for the world’s poor, supported by over 30
development agencies and private foundations asgktidy the World Bank.
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Also, the European Commission undertook effortdaster financial education efforts in
Member States. As part of implementing the alrecithd EU Consumer Policy Strategy, in
2005-2006 DG SANCO funded the development of thel¢Bta” programme, an online
training tool designed for use by adult educatioovplers. One of the first modules
developed was on personal finance, with studernéstabmove up the levels as they increased
their degree of knowledge. The information givepnsvided in all community languages and
customised to each Member State. Since its inaeghie programme has undergone some
changes: taking full advantage of the latest welhrtelogy and community-based internet
usage, now the web-service “Consumer Classrébnptovides ready-to-use teaching
resources on a wide range of consumer educationethefrom sustainable and responsible
consumption to financial literacy, amongst others.

Financial education is also supported by the Comioniss expert group, Financial Services
User Group (FSUG), representing the interests aisgmers and retail investors. FSUG
members provide advice to the Commission, ensuhagconsumer interests are taken into
account in other EU financial legislation. Set n@20D10, it took over the tasks of two earlier
groups, the Forum of User Experts in the area afamdial Services (FIN-USE) and the
Financial Services Consumer Group (FSCG). FSUG2tamembers, who are individuals
appointed to represent the interests of consumetai] investors or micro-enterprises, and
individual experts with expertise in financial sees from the perspective of financial service
users. FSUG meets 8 times a year in Brussels ar@@hgir is elected from amongst the group
memberg? The Commission (jointly DG Financial Stability,n@incial Services and Capital
Markets Union and DG Health and Consumers) proseteetarial services for the group.

Conclusion

In the wake of the Great Recession, the issuenahfiial literacy and financial education have
come to the focus of attention. The aim is notreate a world in which financial education
relieves/substitutes for regulation, but to empowearsumers to make the right choices, to be
aware of their options, to know their rights, adlwe to support financial inclusion. Evidence
has proven the desirability of financial educatibuat also that due to a number of factors it is
not a “free lunch” for the stakeholders: it reqgeie®nsiderable human and financial resources
on the tutors’ side and personal engagement onapjentices’ side (Lauren, 2011).
Although industry is often ready to share the coétnancial education, there are limits as to
how far such sponsoring could go.

While protecting consumers from the dire consegeenaf false/biased decisions and of
misconduct by some service providers, realistict @sl efficiency factors must also be
considered. Shaping social security measures gyoperenhancing regulation could often
produce the same result at lower costs and witatgreertainty than by the implementation

2L See: http://www.consumerclassroom.eu, and iriquéar the theme-page
http://www.consumerclassroom.eu/resources/thensai6ial-literacy#.V2Kb3iiLTIU

2 See: http://ec.europa.eu/finance/finservicesifesag/index_en.htm. The Central and Eastern Ewanpe
Member States are represented by five membersRCZRO, Sl, SK)
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of laborious and large-scale education efforts.fdf, example, the aim is to increase the
likelihood that consumers select mortgages they lvél able to afford, a cheaper option is
likely to be regulation that aligns mortgage sellaecentives with long-run mortgage
affordability, rather than offering costly coursasd lengthy (often unread) manuals. Even an
improvement of basic math skills within school ccuta could be more effective than using
mandatory financial education to repeat math i$iva throughout adulthood. Accordingly,
national financial education programs must defilarcobjectives, and for each established
goal the costs of implementation through finan@ducation versus alternative measures
should be carefully examined. Once the actual timeney, privacy and autonomy costs of
financial education have been properly assessed, ossible alternatives thoroughly
evaluated and deliberated, the optimal course impgoconsumers’ financial lives can be
charted.
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Challenges of the digital era

The financial sector has reached an inflection fpdinentered the most profound era of

change since the 1970s, which brought index mutuals, discount brokers and ATMs. No

financial service provider remains immune to thgang disruption; each company must
have an adequate strategy to harness the powedkfahtages of the new financial technology

(“fintech”) revolution.

The three primary forces of the perceivable disoupére:

1. Technology While we usually think of disruption in the reletly recent context of IT,
advances in technology have been disrupting busimaedels for centuries. The
Industrial Revolution, for instance, eliminated Idai and created massive labour
displacement. In our lifetime, successive wavethefIT revolution (PC, online, mobile
phones, social media) have democratized data, esmpdwconsumers and spawned
scores of new industries. The next waves — tharateof Things (IoT), virtual reality,
Artificial Intelligence (Al), robotics — promise toe even more revolutionary.

2. Globalisation. Like technology, globalization has been upendihg status quo for
centuries, going at least as far back as tH& cehtury launch of the Age of Discovery
and colonialism. Globalisation has accelerated @temnt decades through trade
liberalization and growth of emerging markets. eh&®nds disrupt existing business
models by creating new competitors, reordering Bugipains and lowering price points.
The next waves — including the emergence of Afand a more multipolar world — will
increase complexity and require flexible businessl@ts to respond to global shifts.

3. Demographics Throughout human history, demographics have dwtexd destiny. In
the decades ahead, relatively high birth rates midlke Africa and India engines of
economic opportunity. Aging populations will traosh everything from health care to
real estate. Millennial-dominated workforces wainvent the workplace. Urbanization
will increase cities’ economic and public policyut, even as it strains their ability to
grow in sustainable ways. Migration and immigratail have profound impacts on
workforces and economic development. All these dgayhic shifts will require new
strategies and business models. The continued tevolaf these primary forces — and
interaction between them — leads to disruptive rmegds.

Technology is changing many industries across thdvwand altering the way individuals and

companies operate. Banking is no exception. Whidekimg has been on a path towards

digitisation for a number of years, it is the pi@iation of smartphones that has dramatically
accelerated the pace of change. We have gone fraosanobody banking via their phone to
millions of people using their apps to check tla@counts and make payments every day. As

a result of these changes, conventional money nsayplear entirely.

Sweden is full of empty wallets: cash makes up @tyof the value of the nation’s payments

as Sweden tries to position itself as a pionedh@elimination of coins and paper money.

Street vendors, museums, and even churches havednagyay from cash and toward plastic
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and electronic payments. According to a reportasde by Swedish Radio, by 2021 all cash
could be gone within Swedish borders.

The use of technology in finance is not new, nertae many products and services offered
by new entrants to the sector. Rather, it is theehapplication of technology and its speed of
evolution that make the current wave of innovationlike any we have seen before in
financial services. From virtual currencies to nedpkace lending and big data solutions, new
technologies come with great promise for a moreiefit and accessible financial system. At
the same time, by creating new markets and blurtivey boundaries between financial
services and adjacent industries, technology-edablgovations bring a new set of risks to
the financial system, both behavioural and prudénaind has implications for human capital
(e.g. increased automation leading to fewer em@eyeManaging risks and maximizing
opportunities is essential to maintaining societyfgst in the financial system and for
realizing the full potential of technology-enabledovations as they gain scale over the long
term.

The financial services industry today is more f@clsn technology innovation than at any
other point in its history; and this comes with augvestments. According to one of the
world’s leading information technology research auyisory companies, the Gartner Inc.,
banks and securities institutions have spent n&&00 billion on information technology in
2014 alone — more than any other sector. Nevesbeteaditional financial institutions are no
longer able to control the entire value chaingadrthat has effectively created a battleground
for ownership of the end consumer. All these af@etioned disruptive forces have served as
catalysts in enabling new entrants and have stadedrend towards incumbent
disintermediation.

The financial technology, or “fintech,” industry shgrown rapidly in recent years and may
potentially increase access to or the diversitfirancial services for households with a bank
account and even those without one. In recent ydargech start-ups have increased
dramatically in number and have harnessed new tdopies to provide financial services
while sidestepping the legacy cost structures agalatory constraints of traditional banks.
Collectively, fintechs now offer services coveringany of the traditional business lines of
retail and other banks, from credit cards and |dangayments, cross-border transfers, and
digital currencies. Trade, an early-stage, UK-bastad-up, allows banks to perform know-
your-customer assessments with a mobile app thatesses the path for customers applying
for new accounts. Applicants complete all verificatprocedures and upload images of the
required documents on the app.

While fintechs and other digital players are nkely to displace transaction banking business
models outright, many entrants are successfullplim away at the edges with specialized
services and customer-friendly interfaces. In addljtthe increasing adoption of treasury
management systems (TMS) and enterprise resous®iph (ERP) platforms that can
integrate and automate cash management, paymeutiting, and other functions gives

97



Levente Kovacs & Elemér Tertak: Financial Literacy
(Panacea or placebo? - A Central European Perspgcti VERLAG
DASHOFER

treasurers a powerful alternative to bank porgaigyiding them with a more complete picture
of their treasury operations.

Additionally, digital innovators like Amazon, Airbp and Uber have raised the bar for
consumer expectations regarding service, speed,cangenience and have created the
expectation that banks will interact seamlesshhwiistomers through digital channels while
offering human interaction at moments that matédrthe same time, fintech upstarts are
increasingly disrupting the industry, eroding th@fpability of traditional business lines,
from lending to personal finance, payments, andilretvestments. These and other players
— from inside financial services and beyond — tlepato disintermediate banks’
relationships with customers and transform thelrbtak into little more than a utility in the
eyes of consumers.

Many European retail banks have deleveraged traanbe sheets, refocused on franchise
customers, simplified their organizations, streasdi product ranges, and worked through
their impairment legacy. This has left white spataehe market for specialist players and
fintechs to target specific customer niches. At slaene time, European retail banks have
experienced a fairly sizable migration of transawii flow out of the branches and into direct
channels. This has created a dilemma for thosesbdhky seek to rationalize their branch
networks (to reduce the cost to serve) yet to gemebusly retain their reach (to serve
customers in key moments when human interactifewvisured).

Some features of the most disruptive technologibhahges and the development of fintechs:

* There were over 2,000 U.S. fintech start-ups inrkk@ty 2016, up from 800 in April
2015 and fintech venture capital funding hit anrtiatle high in 2015. In Europe fewer
fintech start-ups have been registered, but the H#®pean fintech investments in
2015 totalled €1.8 billion.

* Use of such platforms has been further facilitdbgdgrowth in mobile phone and
smartphone adoption. In Europe, unique subscrileerefpation was 78.9% and is
expected to grow to 82.2%. With this ratio Europeds over all other regions.

* In Europe 38% of smartphone owners with bank adsolad used mobile banking in
2014. This ratio varied from 17% in Romania up ®@®bin Netherlands.

* These platforms may also reduce the non-monetasys cof safe and affordable
banking, preventing more of the underbanked froauinng the high monetary costs
of alternative financial services — though in maages they would need broadband or
cell phone access.

e In 2014, 45% of UK customers who had purchasedn&ibg product in the previous
twelve months did so through the internet channgh a further 6% claiming to have
done so via a mobile device. Going forward, theksagxpect this trend to accelerate,
and the expectation is that, within a few shortrgeae will see the majority of all
consumer purchases of banking products taking pgla@aigh digital channels. The
direct banks obviously lead the way already, wiganhy 90% of Tesco Bank’s sales
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currently done online, and the website recentlyatgd to accommodate a growing
demand for touch-based mobile and tablet accessdustomers.

e Multi-channel integration: The industry is on a fjogly to join up the customer
experience. Digital delivery demands the stream¢jniof processes and a
simplification of product access and servicing. reheill likely always be a need to
do some services face-to-face and research suggedtsmers value the ability to be
able to do this. Banks are aware of the fact thay need to make the experience a
joined-up one, where the customer does not diffexenbetween the digital and non-
digital experience.

By applying Atrtificial Intelligence (Al) solutionsver the next three years, the most dramatic

changes will be felt in the areas of trading, fiilahanalysis and IT, according to 64%, 60%

and 60% of the respondents, respectively. Largebeusnalso expect machine learning to

materially affect risk assessment (59%), crediesssient (57%) and investment portfolio
management (52%). Risk assessment and financiednas are the areas where companies
are most likely to experiment with machine learnapgplications in the next three years.

Machine learning techniques have already foundiegpn in retail investment advisory.

“Roboadvisers” — investment management websitegiging automated advice to investors

form an area of Al coming under active regulatocyuny now. In their latest Financial

Advice Market Review (FAMR) the UK’s Financial Camntt Authority has even gone so far

as to recommend roboadvice as a cost effectivefarafinancial institutions to “streamline

advice” to their customers.

However, technology will not be able to remove tiisks inherent in some financial activities,

such as making bets on future events. These agdy lib persist, regardless of whether

humans or algorithms do the work.

Herein lays the contradiction at the core of tedbgy When confronted with inherently

risky tasks such as making investment decisionshkeatsl on unknown future events, over-

reliance on Al can magnify systemic risks. Yet #a@ne technology can improve the depth
and quality of financial institutions’ due diligemof companies. Through their powerful data-
crunching capabilities, such applications can distp identify fraud, money-laundering,
bribery and other corrupt practices that more caotigeal methods would struggle to
uncover.

Whilst innovation in banking (both wholesale anthilg is being pushed by a desire for more

choice and growing consumer-demand for digitalsgtihe role of digital is most powerful

in its potential to help people more — whether,drample, improving financial capability or
raising the quality of financial advice.

Changing customer behaviour
Customers’ expectations of the digital servicesrthanks provide are continuing to rise, a
trend fuelled by experiences customers have adajuireother sectors (e.g. “if my mobile

99



Levente Kovacs & Elemér Tertak: Financial Literacy
(Panacea or placebo? - A Central European Perspgcti VERLAG
DASHOFER

provider/online retailer/utility can provide a sgactype of service in a particular way, why

can't my bank?”).

Specifically:

e The propensity of consumers to buy products angices online is increasing, and
banks’ digital services must be as seamless amtiofiless as possible. However,
research shows that banks still have some way ttogdeliver the experiences that
customers are looking for. While the majority of Utank customers surveyed in 2014
found their experience “easy” (70%) and “effecti\(€3%), fewer than half found them
“enjoyable” (47%). Much of the challenge for barnken is how to create the warmth and
engagement of a face-to-face exchange though aeerhannel, moving digital beyond a
simple driver of transactional behaviour (Daap,%01

e Consumers have a growing appetite for simple, éasise, friction free payments that
are consistently supported across channels. Theg hadeady embraced the newly
reinvented, streamlined and seamless digital eepees provided by technology players
like Apple, Amazon, Facebook, Google and PayPal,they expect similar experiences
from the payment services offered by their banks.

e A lack of trust in institutions has seen UK conswngemand greater transparency and
clarity around the services and products they Biys requirement to provide more
information more easily will continue to intensifyjth greater interest in clear fees and
charges and the provision of personal financialagament tools to help customers make
better decisions.

Beyond the scope of technological advances andxpanding electronic financial services, it

remains of course a question whether customersinteal knowledge will increase at a

similar pace. It remains to be seen whether the smutions will actually be used and how

swiftly they will spread. For example, in Hunga8¢ per cent of the small and medium-sized
enterprises in the South Great Plain region meatlothe use of smartphones or Internet-
based services in banking, while only one in figepondents mentioned the use of mobile

banking. (BBA, 2015)

Anyway, with the help of the banking app store,tooeers can decide independently, quickly

and conveniently which products and services theylev like to access. The different

banking apps or web-based financial services caoffeeed for a fee or free of charge. The

diverse applications, products and services shéwgsand recommendations that are meant
to make it easier for customers to decide. In-hagesemmendation algorithms are used for
this purpose. Interactivity plays just as much oblea as the feeling that one is permanently in

a secure IT environment and able to communicateaandithout being under observation.

Essentially, customers desire a discreet but iddally configurable and intelligent (i.e. self-

learning) financial assistant in the shape of gm@pelse web-based access to their own bank,

and would also enjoy a voice activation featuree Titlea of the assistant is to support
customers in all their daily financial businesshndata and algorithm-based services. It fulfils
the formula for need satisfaction introduced atlibginning of this report. In the future it will
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no longer make any difference whether servicesaacessed via fixed-line or mobile internet
on a given type of device (tablet, smartphone, aldaretc.). There has to be guaranteed
problem-free access to their bank and/or onlinekipgnon all channels. Similar to social
network platforms, modern online banking will offer service enabling customers to
individualise and creatively design their interfabethe process they can put freely selected
and often accessed services in the foregroundini.@.personal and secure area. Via mouse
click, touch or voice activation, customers willsal have the option to communicate in
confidence and securely with their advisor or ageafor a face-to-face meeting when needed.
Another conceivable option is an interface betweaenustomer's online account and the
digital calendar of a bank employee allowing thetomer to interactively enter a preferred
appointment time.

As a standard service, modern online banking wilerocustomers an automated (self-
learning) record of their income and expendituresich can be presented in chart form or
categorised — via mouse click/touch/voice activatioby type or size of expenditure or by
date, for instance. On this basis, it will alsoguessible to interactively calculate customers'
differing financial needs in the shape of scenaridge bank offers proposed are based on the
collected and evaluated behavioural data in respéctustomer spending patterns or
propensity to save or take risks. For examples passible to provide calculations showing
customers a chart of consumer loans, property rageg) and retirement plans corresponding
to their financial behaviour. Consideration wilsalbe given to external dynamics (interest
rates, securities quotations and exchange rateghwtan be changed interactively in the
scenarios and forecasts. Additionally, customers aanfigure individualised services, such
as alarm signals or text messages, to inform theoverdrafts or unusual account activity
recognised by an underlying self-learning algorithm

Managing a credit card or bank card (applicati@amcellation, change of limit, notification of
loss/theft) has to be every bit as easy as tramsflerery small amounts to friends and
acquaintances via the contact and address list obilendevices or wearables. Various
external micro-payment firms offer such servicdse Danking app store makes available not
only in-house products, but also external offemghk future, transfers offered virtually in real
time could become an attractive bank service. kstamers, anonymity on digital channels
will (again) play a greater role after it emergedhe Snowden affair that we all have a digital
twin on the internet. Therefore, a modern paymentise could prove attractive and lucrative
if it enables customers to pay digitally, eithettla bricks-and-mortar point of sale (PoS) or
on the internet, and nonetheless remain anonymous.

If customers are on a secure online banking platfand want to configure products and
financial services online, a bank advisor shoul@lble to seamlessly continue developing this
configuration on other channels without havingebaot systems or re-enter master data. Up
to the signing of a contract or the conclusion cfaée transaction, customers of a modern
digital bank should no longer notice that they aseng different channels. Ideally, customers
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should not have to leave the banking ecosystenmglumline banking visits or the individual
transaction steps between the initiation, consahatonfiguration and signing of a financial
transaction.

However, there are also challenges for consumesk®increasingly use modern analytical
techniques with the mandatory consent of the custoand transparent communication
channels to derive additional insights from thespaal data provided by the customer.
Transparency measures help to overcome customerusti@nd minimise data protection
infringements. Transparency should cover all stdpsnalysis that is not only the collection
of data and its fusion with other data sets, bsgb ahe actual analysis itself and any
subsequent use of the findings. In this contextnroonication must be simple and
understandable so that customers can follow thevithdhl steps and select them at will.
Pages of complicated “General Terms and Conditiamgomplex legalese and small print,
and perhaps paper-based at that, are not exagtgédimodel to fall back on. Customers have
a right to know what will happen with all the datallected on them and to decide on their
data sovereignty themselves. Therefore, banks dHeatl the way in allowing customers to
indicate their choices in a short, simple (digitapplication list stipulating what should
happen with their personal data and which algorttshould be used. There has to be a
guarantee that any change in general terms andticmsddesired by the customer can be
granted at any time. It is fitting here for banksaddress their customers personally in order
to inform them and raise awareness of related sssueeidentally, confidence-building
measures on the transparency of business termsamtichctual agreements should apply to
all companies, including those outside the bankiegjor.

Banks must assume a pioneering role in this respiattrally, a stringent regulatory regime
compels them to comply with certain data protecéspects ex ante. However, additional
self-imposed, i.e. voluntary, measures, such aswaamcating how the underlying algorithms
work, could enable the banks to make their analgs&tices even more transparent, in
contrast to many internet platforms. These confiddouilding measures give the customer
the possibility of having informed and self-detemsd knowledge of what happens when
(personal) data is passed on and/or agreeing émalysis that can maximise customer utility
in terms of financial services. This can also lelpvercome the “black box” character of big
data.

A fair regulatory framework applicable to all stakeholders

Digitisation of banking services does not just paevchallenges to banks, but also to
regulators charged with reducing misconduct andiremg financial stability. There is always

a risk that regulation can squeeze misconduct andeptial risk out of the regulated sector
into the non-regulated sector. However, this regmwaarbitrage can be massively amplified
and accelerated by the digitisation of financiativétees. This was what happened with

payday lenders, whose activities were limited ialsantil the advent of internet and big data,
which enabled their businesses to balloon, uncainstd by regulation. It is not in the
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interests of either consumers or the economy itidaion leads to misconduct and risk being
squeezed out of the regulated sector to the urasglilsector. The balance that regulators
must strike is protecting consumers and ensurialgilgy, while not hampering innovation or
competition. That can be done by focussing on edtng activities rather than merely
institutions, ensuring a level playing field betwebe banking and non-banking sector.

At this juncture one must not forget that for regaty reasons established banks are not
allowed to correlate personal client data from dosiness division with their data from
another in order to possibly gain new insights fribi newly acquired data sets. Banks have
to observe compliance guidelines, which have tamnshat there can be no exchange of
information between individual business divisiongnaged by different functions. This
combats a potential conflict of interest (Chinesallsy. Of course, these strict regulatory
guidelines also apply to the underlying IT systesnsl (customer) data sets. For the new
competitors from the non-bank sector in particutenwever, this aspect is scarcely a factor.
This means that digital ecosystems still have ankedge lead here in information terms. It
follows that for regulatory reasons traditional kapermanently lag one step behind in the
catch-up process. So, what is required is a regyla&nvironment that provides fair rules and
a level playing field. This is the only way to gaatee that individual market players are not
given preferential treatment to the detriment aflitional banks. As long as traditional banks
guarantee that they will neither monetarise persdata by selling them to third parties nor
misuse them for other non-business projects, ifuhee they should be allowed — with the
customer’s consent — to conduct data analysessadrasional lines using the information on
record. The knowledge gleaned will be used to meanvalue added for the customer.
Discussing the issue with customers in advancedasdmenting their consent will ensure the
confidence-building transparency required to comypiyh data protection legislation on
informational self-determination.

For contract signing, in particular, there shoukbae offers of exclusively online solutions
going forward. As regards authentication on thesrimtt, in future biometric recognition
procedures, such as fingerprint, hand vein scapsech, touch and gait identification
procedures will become established and supplemeéihet replace — current identification
procedures that are based exclusively on knowledhgk possession. Biometric recognition
procedures will increasingly become establishethéhmass market and heighten the security
of current identification procedures on digitaltdsution channels in particular. Traditional
banks should therefore consider stepping up thetb@®metric recognition software in their
respective business models.

When a financial service is being contracted, itesommended that comparable customers
with similar patterns of consumption, payment, sgsiinvestment and risk aversion etc., are
displayed for comparison. The additionally gainealuable behavioural patterns of the
customer provide the basis for new, personalisddssapproaches going forward. For
example, attention may be drawn to a potential cedo of a customer’s fixed costs or to
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alternative savings potential. The following comneation with customers could take place
in the secure area of their online account:

“Hi, Tom! 47% of your peers have also bought thisduct (e.g. a mutual fund) and achieved
an average return of 13.8% p.a. Furthermore, 36&uptustomers that acquired this product
also opted to complement it with products X (mutwald savings plan) and Y (equity-based
savings) in their secure online account or watchadanalysis of these products in an
animated film. An investment advisor is standingaing could assist you on various channels.
Also, we would like to inform you that you pay 7%89more for your liability insurance and
23.4% more for your car insurance than your peegs.us show you alternative, cheaper
offers, also from external providers.” (Daap, 2015)

In the data economy, each new piece of customernrdtion and each behavioural pattern
measured now delivers a new way of making contaith whe customer and offering
appropriate, personalised products and servicessel'lmew services along a bank’s value
chain should enable customers to make better imezgtdecisions and derive greater benefit
from the services of their house bank.

A large share of customers will likely be unwilling pay a fee for “basic services”. In a
recent survey, more than half the respondents ®gjdo an additional transaction fee — for
example in online-banking. This probably also agplio further simple external financial
services. However, additional services buildingtl@ existing basic services could indeed
have a price tag, as long as they generate adaliticriue for the customer. The customer
should be able to choose between a free basicceeavid an extended, exclusive premium
service. So if up to now the account transacti@one has been made available free of charge
for a certain period of time, this period couldiBealse doubled via modern data analysis for a
fee. A further valuable service is individual siggaspace in the bank’s own data vault (cloud
service). Consumers would have the option of comvely storing all their digital messages,
account statements, credit card invoices and gefieaamcial correspondence (invoices, tax
returns etc.) up to a sufficiently large capacityit without any time constraints within the
secure bank IT environment, and they could calinthip at any time around the clock. More
storage capacity or possibly additional servicadatbe offered here for a fee.

From inside their online account consumers can blemch out to products and services
offered by third parties. For example, some fingeoperating in the mobile payments space
offer mobile payment solutions that enable the oorey to transfer payments from A to B via
email or text message (messenger service). Thegieese are performed conveniently and
virtually in real time via the contact list on mtébdevices (smartphone, tablet, wearables),
while the secure infrastructure of the digital hagkplatform works in the background.
Moreover, it is also possible to offer simple amnpletely digital investment products from
third parties if they have entered strategic atleswith the banking ecosystem.
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Regional, locally linked networks increase customaeutility

Contingent on customer consent and consideratiadheofegulatory framework (e.g. banking
secrecy) differing networks with local links mayalarise or be actively offered within the
customer’s own bank. For example, diverse netwuwiikis local and regional tradespeople or
doctors could be formed that offer bank customes products and services via the banking
ecosystem. The payment transaction between traoleigp@octors and customers would
moreover be seamless and easy to fulfil since pathes are customers of the same bank and
theoretically only one internal bank posting isalwed. A further appealing network could
have the character of a crowdfunding platform. Sqrmgects can be implemented despite
being rejected by committees of funding establishier traditional financial institutions
because the “crowd” considers the project to bettwsupporting and provides funding.
Crowdfunding can thus be used as a community fundastrument to promote regional
projects, for instance that would fail due to lack support from traditional funding
instruments. Creditors and debtors would be custermithe same banking ecosystem, who
organise themselves on a bank-owned platform. Hm& Imerely provides the infrastructure
and is not liable for potential risks because #raing of the crowd capital is not handled by
the bank, but instead by the customers (peer tg.pee

As mentioned, using uniform standards and openrpnogning interfaces, a bank’s own
mobile payment service could also become the eskadal system by linking in other banks,
retailers and miscellaneous market players. Divesglers could set up connections with the
banking ecosystem to offer bank clients specialotuer loyalty programmes.

Regular consideration of external feedback is gmute as a form of internal quality
management. Integrating external knowledge ownerd austomers interactively into
complex innovation processes can have a positipa@non company innovation rates. So, to
find out which preferences and desires customersesz with regard to their online accounts
or what changes they would suggest, one possibfgoaph could be to hold idea
competitions on a regular basis. To obtain furteygestions it is no doubt also worthwhile
for the management to seek regular internal comoation with the related call centre for
complaint management in order to subject the sesvaffered to a permanent quality audit.
The data evaluated by software will certainly alseeal information about new, previously
unimaginable financial services.

Challenges for financial education

The rapid — often revolutionary — changes makeimeypractices “obsolete” and require new
skills and knowledge. Much of the new knowledge banrelatively easily picked up, but
there are a lot of things that must be learneddeoto use new products and services safely.
For the Millennials this process is less challeggat least in terms of “manual skills”, but
more complex issues — such as amending orders @mdacts, reconciliation of potential
disputes, making complaints, maintaining privacypiding threats from cybercrime etc.
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require absolutely new knowledge that cannot belieed by intuition and imitation. And as

for the generation X, mastering these challengdseguire even more effort.

An additional challenge is that changes are cugrentite fluid with a lot of new — competing

— solutions being offered, and it is not easy toade the most adequate one, and sometimes
even a popular solution can easily disappear. Thinding the most appropriate ways to
provide the most adequate training opportunitigsdifferent customers is a daunting task.
Most likely web-tools offer the best way to provittee necessary knowledge — this allows
anyone with basic computer literacy to find thedezkinformation, anytime when required,
and the content can be easily updated as requiyda@dhnological developments. Built-in
triggers can warn users if there is any developntieey need to know and apply. This is
going to be a brave new world creating a lot of rd®pendences for users, and any sudden
interruption may cause big problems for which peoplust be mentally prepared. And of
course, according to the wisdom of the old Hungaddage “J6 pap holtig tanul” (A good
priest learns until he dies — i.e. Live and leaeveryone must be prepared to follow
technological developments and keep knowledge tqate.
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