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PREVIEW

There is something big happening in the world of finance that impacts our economies and welfare. Most of us do not realize the extent of what’s going on. But it’s not so complicated: Finance is not rocket science. After working in finance
from 1990, I train people who work in the finance industry and specialized so as to explain ‘complex’ finance since 2005.
 

Starting in
the '80s, banks have become huge financial supermarkets offering a wide range of different services and products. Employees in these large banks have developed specialized expertise in the area in which they decide to make a career. Along with rapid developments in information technology this has resulted in large IT departments staffed by people without any particular financial and banking knowledge.
 

You may like banks or not, but banks have been and still are very important to our modern society as key intermediators in the facilitation of economic development. The global financial crisis of 2008 became a turning point in the banking industry. We use banks almost every day, for example to make payments. But what do you really know about banks? How was it possible that banks caused a major financial market and economic crisis?
 

After a short introduction about money, I will explain in Part I the core activities of banks. In Part II, I will introduce you to the standard bank types, explain the root of the 2008 global financial crisis and the Basel Agreements that is now the basis of Central Bank regulation. 'What happens on Financial Markets' in Part III will learn you why products are traded and how product are priced. This is followed by Part IV about trade organization: the dealing room, public- and over-the-counter trading.
 





 

After reading this booklet you will understand the fundamentals of
world of a finance. Also it supports p
 

articipants of my other training programmes and workshops.
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INTRODUCTION: MONEY

A simplified description of a bank is a money shop.
To generalize: for meat you need a butcher, for medicine a pharmacy, for money you contact a bank. Money is important for our economy as oil is for the engine of a car. This part is an introduction that will explain the basics of types, source and control of money.
 

Central banks are the money managers of our economy: they can create and destroy two types of money: cash and central bank money. With cash you are familiar.
Cash represents only a very small fraction of the money in our economy. The use of cash is decreasing rapidly as result digital payments tools, such as cards, internet and mobile phones. Central bank money is digital cash that banks use to make payments through the accounts that banks hold with the Central Bank. This type of Central bank money is only available to licensed banks.
 

The third money type is not
created by Central Banks, but by banks. This third money source is bank credit. Credit is used to pay for products and services using payment accounts registered by banks. Banks net-settle payments and receipts with other banks. The net settlement as result of credit money is done with digital central bank money. Banks only need a fraction of central bank money to be able to facilitate the credit they have created. Central banks can influence the amount of credit money by regulating banks. For example, banks can be obliged to have liquidity reserves that can't be used for credit to customers.
 

Since most money used today is credit, banks can influence the level of economic activities. For example, banks will decrease the amount of credit money if they are pessimistic due to negative economic expectations.
 

Money Creation explained in a short video: click

Types of Money; or copy in your browser: http://www.positivemoney.org/how-money-works/banking-101-video-course/how-is-money-really-made-by-banks-banking-101-part-3/
 

Money is the lubricant
of our economic engine. The Central Bank is the money manager. Banks are hubs in the management and distribution of money and produce approximately 90% of the money in the form of credit. The next section describes in more detail what banks do.
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Part (I) CORE ACTIVITIES OF BANKS AND BANK INCOME

There are four core bank activities:
 

1.
Transformation
 

2.
Intermediation
 

3. Payments
 

4. Proprietary Trading
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In the following sections I will explain these four core activities and how these activities can generate bank income.
 

Core Activity (1): Transformation – Interest Rate Margin Income

The prime core activity for most banks
is transformation. Transformation involves borrowing money from customers with surplus funds and lending money to other customers with a need for funds. Or to explain it differently: to trade money.
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To borrow, or ‘buy’ money, the bank has to pay a price, deposit interest rate on savings account or the rate on its own bond issues or borrowings. An exception is money borrowed from holders of payment (current) accounts: most banks do not pay interest on such accounts. The bank then on-lends, or ‘sells’ the money it has raised to customers that will pay interest to the bank. The level of interest is influenced by several factors, such as competition, monetary policy, economic development, creditworthiness of the borrower and political factors.
 

Transformation generates income if the received interest rate is higher than the paid interest: this is the Net Interest Margin Income. For many bank this is the main source of income, sometimes up to approx. 70% of total bank income.
 

The next section is about intermediation, the second most important core activity of most banks.
 





 

Core Activity (2): Intermediation

Intermediation summarizes all bank activities that provide a range of financial services to clients. The banks’ income sources may be known as: fees, commissions, service charges and spreads.
 

The four major Intermediation activities are:
 

a. Brokerage
 

b. Asset Management
 

c. Mergers & Acquisitions / Underwriting
 

d. Custody
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The above financial services will be explained in following paragraphs.
 





 

(a) Intermediation: Brokerage

An example of brokerage is that a bank client wants to buy or sell financial products, such as commercial paper, bonds, shares, foreign currencies or derivatives. Examples of derivatives are options, swaps and share index investments. The bank will intermediate by executing transactions on the financial markets to best match the needs of its deposit and borrowing clients.
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Beside possible fees and service charges, a substantial part of bank income is the spread: the difference between the buy and sell price of financial products.
 

More about brokerage, click
Brokerage; or copy in your browser: http://en.wikipedia.org/wiki/Brokerage_firm
 

 


(b) Intermediation: Asset Management

Asset management is to manage client funds to realize returns on investment. If a client for example wants to invest capital for future retirement purposes, the bank consults and advises the client on how the capital can be most efficiently invested, what the risks are for certain investments and the expected investment returns. The operational part of asset management is to buy & sell, safeguard and administrate the invested financial assets. Also the bank will periodically inform the client about the executed transactions and realized returns.
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Besides service charges and fixed fees, asset management will generate success based fees if realized investment returns exceed the agreed targets.
 

Some additional information about asset management, click:
Asset Management; Or copy in your browser: http://www.investopedia.com/terms/a/assetmanagement.asp
 





 

(c) Intermediation: Custody

Custody is a specialized banking service: safeguarding a firm's or individual's (financial) assets such as securities, precious metals or commodities.
 

Activities that illustrate custody are: to arrange purchase and selling settlements of financial assets, to provide information about the assets in custody, to offer legal and tax support, undertake management of cash transactions and to collect the interest or dividends generated by the assets under management.
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The bank’s main income generated by custody functions are fees and service charges.
 





 

(d) Intermediation: Merger and acquisitions (M&A)

Merger and acquisitions, known as M&A, is an example of deal driven intermediation. The bank advises and executes transactions for corporate clients that want to take over or merge with other corporations.
 

To finance the takeover or merger, new capital needs to be attracted, for example by issuing tradable financial securities, such as bonds or shares, that can be sold directly to interested investors. Also, the bank can bridge finance the planned investment for a short period until the securities are issued, for example by underwriting the issue. Underwriting means that the bank buys (part of) the securities issue before then selling the securities directly to investors. The risk of underwriting is that the realized “sell price” to investors by the Bank is lower than the price it underwrote the securities at or that the whole volume of securities is not sold to investors as expected.
 

M&A requires highly specialized and highly paid staff. The deals are often very profitable and competition among banks to get the deal can be fierce. For large projects, banks will generally work together by creating a bank syndicate. Advantages of syndication are that financial risks of an issue are able to be shared. The syndication’s Lead Manager or Arranger is the bank (or banks) that manage the deal for the bank syndicate. The syndication members will join the syndicate in return for a fee.
 

Some additional information about M&A, click:
M&A; Or copy in your browser: http://en.wikipedia.org/wiki/Mergers_and_acquisitions
 





 

Core Activity (3): Payments

We are so used to paying and receiving money, that we often forget that without banks it would be quite a hassle to organize credit or secure access to our savings. From a historical perspective, payments have played a vital role in the development of our modern western economies. Banks are key operators to execute payments and are therefore part of the fundamental fabric of our economic activity and welfare. To explain the importance of payments, let’s compare the function of money in an economy with the function of oil in a car engine: it acts as lubricant. Payments affect the transfer of money in a safe and reliable manner in order that the economy can run smoothly.
 





 

Consumer and Corporate payments

Consumers often use traditional payment instruments: cash and checks. But more and more, other payment instruments are being used and developed, such as debit & credit cards, the internet and mobile phones. Corporations generally need more complicated payment services, for example: cash pooling where debit and credit balances of several accounts are netted, automatic collection and application of bulk payments, or International payments, also known as cross border payments.
 





 

Central Banks: Final link in the payment process

Again, if we compare money to the oil in an engine: if the oil is not cycled regularly through the engine it will break down. This illustrates the effect of a blocked money flow by a dysfunctional payment system: it can seriously harm an economy.
 

Every country has a Central Bank that has a mandate to act as money manager. One of the main Central Bank responsibilities is to prevent blockages in the payment system. A Central Bank is the final link in the payment process: it will monitor payment flows and intervene if there is a problem.
 





 

The payment process structure

All payments will pass the Central Bank, called clearing, by high volume netted interbank payments via accounts that Banks hold with the Central Bank. For efficiency reasons and to save costs, during intervals small payments between banks will be netted and only cleared several times per day at specific cut off times set by the Central Bank.
 

For international payments you need a Bank that has access to the central bank clearing system of the involved currency. The rapid changes in IT continue to result in more efficient systems and the faster execution of payments.
 





 

Payments and bank income

A way for banks to generate income is to debit the payers account today and transfer the money to the beneficiary account one or a few days later. The bank can invest the money for the short term and earn interest. This is called interest on Float. Further, if the current account balance becomes negative, banks may charge substantial interest to the holder of up to approx. 15% per year depending on the jurisdiction. But the main income source for banks from payments remains fees and service charges.
 

If you want to learn more about how payments are made, click:

Payments; Or copy in your browser: http://www.positivemoney.org/how-money-works/advanced/how-payments-are-made/
 





 

Core Activity (4): Proprietary Trading

There are two activities that define proprietary trading:
 

1. Speculation
 

2. Market making
 

Speculation is buying financial products in expectation of higher future prices, or selling in expectation of lower prices. Market making is high volume trading: buying and selling of financial assets at high frequency to benefit from the spread – the difference between the bid and offer price.
 

The generated trading income can be substantial, but proprietary trading is a risky activity that requires specialized staff to trade and process transactions. Also close risk management and an expensive IT infrastructure are needed to ensure risk limits protect the capital of the bank and limit the potential for any losses to affordable margins. This explains why only a limited number of banks will specialize in this core activity.
 





 

Summary Bank Core Activities and Bank Income

Interest income is the difference between interests received and paid and is the main source of banking income. In general, approximately 60 to 70% of total banking income is generated by Net Interest Margin Income as result of transformation. Banks also focus on other activities that generate non-interest income, such as fees, service charges, spreads and trading results.
 

In the next part, I will introduce different bank types: on what core activities can they concentrate and, if appropriate, how do they make profit.
 





 





 

****
 





 





 
  


Part (II) BANK TYPES

In Part (I) I have explained what banks do and how they make money. We are familiar with the large banks for our day to day business, such as getting cash from automatic teller machines and making payments. But there are more banks and bank types than you probably would expect:
in the Eurozone, there are about 7,200 banks (source: European Central Bank) and in the United States 6,800 (source: Federal Deposit Insurance Corp.). This includes Monetary Financial Institutions, or MFI’s.
(ECB and MFI, click

MFI
or copy in your browser: https://www.ecb.europa.eu/stats/money/mfi/general/html/index.en.html)
 

These financial institutions cannot be all the same: they specialize in certain activities to serve different client groups, such as Retail, Wholesale, Private or Investment Banking. But what is a Commercial Bank or a System bank? Also there are a number of different labels to identify banks and financial institutions. For example Shadow Banking, Central Banks and the Bank of International Settlements.
 

In the following sections I will introduce you to the types and labels of banks and monetary financial institutions. I will start with the bank type you will probably most readily recognize: Retail Banks
 





 

A. Bank Types: Retail Banking

In our modern economy everybody uses retail bank services daily, for example for cash retrievals, payments and savings. Nowadays retail clients are protected for bank defaults by deposit guarantee schemes
that create faith in the stability of the financial system
(more info, click

Dutch Central Bank on DGS, or copy in your browser: http://www.dnb.nl/en/about-dnb/consumers-and-dnb/consumers-and-supervision/depositogarantiestelsel/).
 





 

Current and Savings accounts

Retail banks offer standardized banking services to private individuals and small businesses. For example, most private customers have a current account for making payments via different instruments, like debit and credit cards, cash, checks, internet and mobile phones. Though current accounts in many jurisdictions do not pay interest, banks will charge high interest if there is an overdraft on the account: approximately 14 to 16% on a yearly basis. Current accounts normally don’t pay interest to the holder if they are in credit and can therefore be a cheap funding source for a bank. If you want to receive interest then you need a savings or investment account. Interest differences on savings accounts are influenced by competition between banks, bank management strategy, the term of the deposit and the funding position of a bank on financial markets.
 





 

Loans to Retail Clients

Beside payments and savings, retail clients can borrow money, for example to finance study at university, to buy a car or a computer. But the most important retail loan is to buy a house: mortgages. If a customer applies for a mortgage, the bank will assess the risk of the loan by investigating the financial soundness of the applicant(s). To decrease risk, the bank also demands the house as collateral which it can sell if the client defaults. The potential for default, or credit risk, is one of the major risks a bank needs to manage in retail banking. The interest rate is set higher if the default risk is assessed as higher.
 

Due to the administrative hassle, and often the small difference in cost and service levels between competing retail banks, means that on average only circa 3 out of every 100 retail customers per year will switch to another bank. Thus, retail client’s savings pools form a cheap and stable source of funding for most banks and therefore an ideal source from which to fund long term lending.
 





 

Brokerage

Another retail bank service is to be a broker for clients that want to buy or sell financial products, such as shares and bonds as explained in the section Intermediation Part (I-a). The rapid development of Information Technology has substantially extended the brokerage product range of retail banks.
 

Now imagine you are wealthy. Does a savings account offer you enough interest? You may want a higher return. There is a bank that can help you: a Private Bank.
 





 

B. Bank Types: Private Banking

Wealthy people have problems: they need to manage their financial assets. Wealthy persons can have financial problems! How to make a nice return on investments? Also, investing in a search for higher yield will generally introduce more risk. Managing financial assets is time consuming and requires expertise. A Private Bank specializes in advise to rich clients about appropriate investments and associated risks. Also private banks will execute financial transactions for clients, provide and monitor real time market information relevant to the client and actively manage a client’s financial assets. So the client can relax and enjoy the easy life.
 





 

C. Bank Types: Wholesale Banks

Wholesale Bank clients are medium to large corporations and institutions that offer more complex financial services compared to banks servicing retail clients. For this, wholesale banking requires more specialized bank staffing, funding pools and IT systems.
 





 

Wholesale payments and cash management

Payment services to wholesale clients are complex compared to retail clients. Corporate clients may want to use bulk payments, automated collection, internet payments and execute international payments or receipts.
 

Also, Wholesale clients need to manage short term liquidity daily, defined as cash management. Credit lines are needed to finance possible acute cash shortages and surplus funds have to be invested for short term to optimise interest income. Another cash management wholesale banking service is cash pooling: the netting of debit and credit balances of the corporation’s different accounts to optimize net interest results (across funds on account and overdrafts on other accounts). Again, to offer the more sophisticated wholesale payment services, substantial investments in staff and IT are required.
 

More info, click:
Cashpool; Or copy in your browser: http://www.wisegeek.org/what-is-cash-pooling.htm
 





 

Loans to wholesale clients

The credit risk assessment for wholesale clients is more complex compared to retail clients. The bank needs to analyze the corporation’s financial statements in depth and wants to get a clear understanding of the client’s business activities. For internationally active companies, the credit risk assessment is more difficult because the bank needs to have an understanding and knowledge of the foreign countries laws,
political stability, banking rules and regulations and economic circumstances.
 





 

Other services to wholesale clients

An example of special financial services to wholesale clients is foreign exchange. Internationally active corporations, importers and exporters, generally will have a need to buy and sell foreign currencies and wish to do so at competitive rates. Further many wholesale clients have a need for derivatives such as swaps and options to manage their foreign exchange rate exposure and interest rate risk. To advise and trade derivatives with clients, the bank needs skilled employees and advanced IT systems to execute, process and settle transactions.
 

Finally, wholesale clients may want to issue tradable securities, an Investment banking activity.
 





 

D. Bank Types: Investment Banks

One line of investment bank activity is to raise capital for clients by acting as an agent to an issue of shares (to raise equity) or bonds (to raise debt). The issue of new shares is known as an Initial Public Offering, an IPO. Syndication is a way of distributing the newly issued securities to investors by several banks (called lead managers) to decrease the underwriting risk. If the bank underwrites the transaction, it takes on the risk of distributing the securities (price and volume). Should they not be able to find enough investors, they may have to hold some of the securities themselves for a period. Another Investment Bank activity is to assist clients in mergers and acquisitions, or M&A. For example to estimate the value of a company, to structure the deal legally, optimize tax issues and to raise the capital to do the deal.
 





 

Proprietary trading

Another typical Investment banking activity is proprietary trading: speculation and market making as I have explained in the Bank Core Activities Section. To generate profits, they can often be major innovators in the development of new financial products. Examples of such financial innovations are Credit Default Swaps and complex securitized products, such as Mortgage Backed Securities (MBS) and Collateralized Debt Obligations, or CDO’s.
 

Investment Banking can be very profitable if economies are growing. However, in times of crisis, Investment banks can equally suffer huge losses, which happened during the financial crisis of 2008. Examples of large Investment banks are JP Morgan, Goldman Sachs, Morgan Stanley, UBS and Deutsche Bank.
 

Investment bank clients are generally financial institutions, corporations and governments. Investment banks have ‘shadow’ banking characteristics because they do not typically use deposits that are protected by deposit guarantee schemes and don’t have access to funding from the Central Bank.
 





 

Before I explain shadow banking and Central Banks in separate sections, I will focus in the next section on Commercial Banks.
 





 

E. Bank Types: Commercial Banks and System Banks

 A Commercial bank wants to offer a broad range of bank services to its clients. Thus they do retail, wholesale and investment banking and have a funding base of savings derived retail and corporate clients. In the past it was impossible for banks to combine investment banking with other bank activities.
 

As a result of the financial meltdown in 1929, governments decided to regulate financial institutions. In 1933 the US government passed the Glass Steagall act that prohibited mixing risky investment bank activities with retail and wholesale banking. However, at the beginning of the 1980’s, politicians started to de-regulate financial markets and institutions due to a belief that the banks were capable of a significant level of self-regulation and that free markets would be more efficient and that risky financial activities would not survive increased transparency and competition. As result of predominance of the free-market perspective, the Glass-Steagall act was abolished by US President Bill Clinton in 1999.
 

Glass Steagall act historic information, click:
Glass Steagall; or copy in your browser: http://www.federalreservehistory.org/Events/DetailView/25
 

After the striking out of the Glass Steagall act, the mixing of different banks activities was then allowed. This resulted in a new wave of mergers that created large systemically important financial institutions, or System Banks, that we now label as ‘Too Big to Fail’. Another way to describe the huge commercial banks is that they are financial supermarkets, where also provide other financial products such as insurance and pension services. Too Big to Fail implies that a default of such a System Bank will facilitate a financial meltdown and possible economic depression as happened in the 1930’s after the 1929 financial crisis.
 

The de-regulation process of the financial markets that started in the 80’s, proves that society has as short financial memory. De-regulation also started the rapid development of Shadow Banks which will be explained in the next section.
 





 

F. Bank Types: Shadow Banks

Shadow Banks are Other Financial Institutions that operate outside the regulated banking system: they are not or only lightly regulated. Examples of Shadow Banks are Money Market Funds, Mutual Funds, Hedge funds, Vulture Funds and Credit Insurers (or Monoliners). Investment Banks have shadow bank characteristics and are active in setting up shadow bank entities, like Securitization vehicles, such as Special Purpose and Special Investment Vehicles (SPV, SIV) and Conduits.
 

Shadow Banks do not use deposits that are protected by bank default client protection schemes from governments. Further, in contrast to regulated banks, Shadow Banks cannot borrow money from the Central bank.
 





 

Shadow bank activities

Financial Supervisors / Regulators don’t have a clear picture of Shadow Banks activities. However, Shadow Banks play a range of roles that complement banks services.
 





 

Regulated and Shadow banks: the road to the 2008 financial crisis

As result of the free market de-regulation culture of the last few decades, the size of the Shadow banking system has grown dramatically. In 2012 the Global Shadow Banking Monitoring Report was published by the Financial Stability Board (FSB) showing that in America shadow banking activities exceeded the regulated bank sector. In Western countries approximately 50% of all banking assets are within the shadow banking system. Also the regulated and shadow banking sector are not separate sectors: they are connected. Regulated banks also have set up large financial vehicles for shadow activities and both sectors close many financial transactions with each other.
 

To help you understand the de-regulation effect in the financial system, imagine this system as a highway with no speed limits, rules and police. A few drivers will be tempted to drive dangerously and cause serious accidents. De-regulation can only work if all participants act in a disciplined, responsible and supportive manner.
 

The growth and volume of the Shadow Banking industry has contributed to the instability of the financial system by taking high risks in search of high returns. The pipe dream of a self-disciplined financial system popped in 2008, resulting in a pile-up / financial crash that damaged our economies severely.
 

The IMF and Shadow Banking, click:
Shadow Banking; Or copy in your browser: http://www.imf.org/external/pubs/ft/fandd/2013/06/basics.htm
 

 


To summarize:

Banks and Other financial Institutions benefit our economy, but they need a minimum level of acceptable regulation to prevent irresponsible risk taking and system disrupting accidents. Even with sufficient regulation accidents will still happen. However, the risk of an imploding financial system will be contained by more effective supervision of banks and other financial institutions.
 

The Financial Stability Board (FSB) has as its main task to assist creating an effectively regulated and supervised financial sector. The FSB is located in Basel, Switzerland, and its Secretariat is hosted by the Bank for International Settlements, also known as the BIS. Though the BIS is not well known and is a small institution, it has played a crucial part in the bank sector since the 1970’s. More about this in the next section.
 

FSB website, click:
FSB site; Or copy in your browser: http://www.financialstabilityboard.org/
 





 

G. Bank Types: The BIS, the Basel Committee and Agreements

The Bank of International Settlements, or BIS, was founded in 1930 with its head office located in Basel, Switzerland. The BIS executes financial market transactions for Central Banks and collects Financial Markets Information from financial institutions. Further, the BIS acts as a platform for international cooperation between central banks to promote global monetary and financial stability.
(BIS website:
https://www.bis.org/)
 





 





 

The Basel Committee & Agreements

The default of the German Herstatt Bank in 1974, caused an international financial crisis and illustrated the increasing risks of the trend to the globalization of financial markets. The Herstatt crisis motivated the BIS to found the Basel Committee on Banking Supervision (BCBS) in 1976, known as ‘The Basel Committee’.
 

(visit:
Herstatt Risk; or copy in your browser: http://www.economist.com/node/574236)
 

The Basel Committee advises governments on international standards necessary to prevent defaults of banks and prevent major financial crises. The BCBS advice is published as the Basel Agreements and has been adopted by governments all over the world.
 

(Basel Committee website:
http://www.bis.org/bcbs/).
 





 

Bank Capital

At the core of the Basel Agreements are minimum levels and quality of bank capital.
Bank capital is a financial buffer for banks and financial institutions that can absorb unexpected losses. More capital increases the financial buffer between the bank’s borrowings and loan assets and thus lowers the probability of losses or loan write-downs leading to a bank default. However, the greater the equity ratio the more diluted are the profits of the Bank across shareholders. The minimum capital levels can be calculated by using the Capital Adequacy Ratio, or BIS ratio.
 

More basic information and a short video, click
Bank Capital Ratio; Or copy in your browser: http://www.investopedia.com/terms/c/capitaladequacyratio.asp
 

The Basel Agreements are the backbone of supervision by Central Banks, and will be explained in next section.
 





 

H. Bank Types: Central Banks

A Central bank is the money manager in a Country or Currency Union. Examples of Central Banks are: the Federal Reserve system (FED) in the USA, the European Central Bank (ECB) in the Euro zone, the Banks of: England, Japan, and Switzerland and the Reserve Bank of Australia.
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The main task of a Central Bank is to create a stable financial system. A stable financial system is based on 3 pillars:
 

1. Stable Financial Institutions
 

2. Stable Prices
 

3. Stable Payment system
 





 

Ad 1: Stable of Financial Institutions

Consumers and corporations need to believe that financial institutions will not default and that their savings are adequately protected. Therefore, Central Banks supervision is implied to ensure that financial institutions are financially sound and healthy. These financial institutions include banks, pension funds and insurance companies. Further deposit guarantee schemes protect consumers: with savings up to a limited amount will be repaid in case of default.
 





 

Ad 2: Stable Prices: inflation & deflation

The next stability level is that people need to trust the value of money. To illustrate: you don’t want to lose purchasing power because of price increases. If prices go up you can buy less with the same amount of money. Thus the value of money decreases if prices increase, or in economical jargon: inflation occurs. However, if you have debt, inflation will essentially decrease the value of your debt. Apart from the financial insecurity caused by inflation, inflation punishes savings and reward borrowing.
 

Opposite to inflation is deflation: that is prices going down so the value of money increases. Deflation can though be even more destructive for an economy than inflation: consumers will postpone purchasing in expectation of lower future prices and debtors will prefer to use income for repayment of their debt as soon as possible instead of spending their money to buy. If you imagine deflation as the effect of a car engine without oil, you understand the potential threat for the economy.
 

Monetary policy by Central Banks is aimed to create price stability of goods and services to guarantee the purchasing power of money. Because of the damaging potential to economies of deflation, most Central Banks have a medium inflation target of 2%. Again this can be illustrated by a car engine: a bit of additional oil will make it run smoothly.
 

More info about, click:

MonetaryPolicy; Or copy in your browser: http://www.dnb.nl/en/interest-rates-and-inflation/monetary-policy/monetary-policy-instruments/index.jsp
 





 

Ad 3: Stable Payment System

The last stabilizing pillar is that the Central Bank acts as a final link in the payment process to prevent potential harmful liquidity problems in our economies. This was explained in the core activity of banks section Payments of Part (I).
 

In some countries, for example in the US and UK, the Central Bank has a second main task: to stimulate economic activity to prevent unemployment.
 

 
 

If you want more info on the ECB (video), click:

ECB; Or copy in your browser: https://www.ecb.europa.eu/ecb/educational/html/index.en.html
 

Play the FED Chairmain (game), click:
FED game; Or copy in your browser: http://sffed-education.org/chairman/
 





 

Summary Bank Types

The public is familiar with Commercial Banks: huge banks that are very important in our modern economic lives. Now you are familiar with the separate
bank types and what they do.
 

In next part you will learn what happen on financial markets, the market where banks and other financial institutions execute transactions.
 





 





 

*******





 





 
  


Part (III) FINANCIAL MARKET ACTIVITIES

What in essence happens on the Financial Markets can be explained by three product categories.
 

A market is a trading place to buy and sell products. In the Financial Market it is no different: its simply the trading by buying and selling of financial products.
 

There are three Financial Market product categories:
 

I. Supply and demand of Capital
 

II. Supply and demand of Foreign Currencies
 

III. Supply and demand of Risk
 





 

Product Category I: Supply and Demand of Capital

The products in this category connect parties that have a need for capital with those that have a surplus of capital. Let’s start with the demand for capital.
 

A need for capital can be to pay operational liabilities, such as wages, suppliers or taxes. Another source of demand is the need to repay debts or to make investments to produce goods or render services. Also Consumers borrow to buy houses, other consumer products or to bridge a period in which they don’t have an adequate income, for example to allow them to focus on their studies. But not only Corporations and Consumers are on the demand side of capital. Most Governments also run large budget deficits that need to be financed.
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Capital is supplied by parties that do not need their capital for a period of time for future payment, direct investment or consumption needs. Most corporations and consumers supply capital by accumulating savings while the main capital suppliers are in fact Institutional Investors: Pension Funds and Insurance Companies.
 





 

Supply and Demand meet each other’s needs either via a direct transaction on the financial markets or indirectly by using financial intermediaries such as Banks.
 





 

Product types for Capital Supply and Demand

There are two products types available to connect supply and demand for capital:
 

A. Shares and
 

B. Loans
 





 

(A) Capital Supply and Demand product type: Shares

For example, a company can issue shares to raise capital for its investment plans. The buyers of the shares then become part owners of the Corporation. The reason to buy the shares is that capital suppliers (Investors) expect the corporation to be successful in implementing its strategies and to benefit from the generated future profits from its investment plans. Profits can be paid to the owner as dividend or accrue via capital growth in the corporation’s share price. As a result the investor can then sell the shares for a higher price to realise this increase in accrued value. However, if the corporation does not meet the market’s expectations and is unsuccessful, the shares will drop in value. Since there is no right of repayment to the share buyer and future profits depend on many factors, the buying of shares can be a risky proposition. Because of this risk, investors expect a higher return if they buy shares than if they deposit funds into a savings account.
 





 

To summarize, the expectation about the corporation’s future financial performance:
 

• Is key to be able attract investors to supply capital by buying shares.
 

• Determines the issue price of new shares.
 





 

Most of the trading of issued shares happens at exchanges to make it possible to buy & sell fast. These exchanges publish price indicators that also can be used as a performance benchmark or for derivative products. A well known benchmark is the Dow Jones index published by the New York Stock Exchange.
 





 

The next graph of the Dow shows that share prices can be very volatile.
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(Source: http://www.tradingeconomics.com/)
 

The graph shows the Dow Jones from 2000 until January 2014 and indicates the volatility underlying the price changes of shares. The Dow ranges from approx. 7.000 to 15.500. This also shows the risk of buying shares.
 

Share-market prices and indices will go down if economies are facing problems. As soon as the economic outlook improves investors will start buying shares in the expectation of increasing profits and returns. Shares are high risk financial products that connect capital demand and supply.
 

More basic information on shares, click:
Share basics; Or copy in your browser: http://www.investopedia.com/university/stocks/stocks2.asp
 





 

(B) Capital Supply and Demand product type: Loans

A loan is also a deposit for the capital supplier, the lender. The main difference to shares is that in the case of borrowing and lending there are loan agreements entered which set out the maturity of the loan, the interest rate and the payment arrangements for interest and principle reductions (e.g. payment frequency). These agreements make loans a less risky investment for the supplier of capital compared to shares and thus it is easier and generally cheaper to raise capital by borrowing compared to issuing shares.
 





 

Tradability

Loans can be tradable, such as Bonds and Commercial Paper. Commercial Paper has a maturity of maximum 2 years. Bonds are long term tradable loans.
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Because of the substantial issue expenses, tradable loans are only issued by big corporations, large financial institutions and governments. Most governments run high deficits that are funded by issuing tradable loans: Treasury Bonds, Notes and Bills.
 

More
info, click:
Bonds; Or copy in your browser: https://en.wikipedia.org/wiki/Bond_%28finance%29
 

More about commercial paper, click:
Commercial Paper; Or copy in your browser: http://cucfa.org/archive/Commercial_Paper_Definition.htm
 





 

Interest - Yield

Interest, often called yield, is the agreed compensation for the lender for capital supply and risks. A main factor influencing the interest rate is default or credit risk: the risk that interest or principle payments cannot be paid. The higher the default risk, the higher the interest rate charged to the Borrower. If a loan is not tradable, the credit risk for the lender is higher as the loan will prove to be a less liquid form of investment. If the default risk of a borrower is too high, it may not possible for the borrower to raise its debt capital needs.
 

Rating Agencies – Default Risk

To assess credit risk is a complex task that requires data mining, analysis and expertise. Commercial Rating Agencies assess the default risk for the issuer of the securities by publishing ratings. Well know Rating Agencies are Moody’s, Standard & Poor and Fitch. Investors rely on these ratings for their lending decisions and interest compensation. Besides credit risk, other factors that can impact the interest rate level, include maturity (tenor of the loan), inflation outlook, economic situation, politics and Central Bank policy.
 

More info on Rating Agencies, click:
BBC on Rating Agencies; Or copy in your browser: http://www.bbc.com/news/10108284
 





 

Interest rates analysis

Next graph is an overview of the three-month Euro deposit rate history.
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This interest rate is set on the Money Market – the market for short term demand and supply of capital. Although Central Banks use monetary policy to steer short term interest rates, it is far from stable: it has varied in a range of approximately 12% in 1993 to to -0.14% in 2015..
 

Now
let’s have a look at recent long term interest rates history.
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(Source Us department of the treasury)





 

In this graph the blue line is the yield for 10 year Government Bonds from 2000 until 2010. The yield range is between approximately 3,8% and 7%. The green line shows the interest rate for Government loans with a maturity of only 2 years. The Grey line expresses the difference, or spread, between 2 and 10 year treasury loans interest. This graph shows that also interest levels for longer maturities are volatile and unpredictable.
 

Further, the graph also shows that long term interest rates are generally higher compared to short term interest rates. This is typical for normal market circumstances.
 

More info, click:
Yieldcurve; Or copy in your browser: https://en.wikipedia.org/wiki/Yield_curve
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Product Category II: Supply and demand of Foreign Currencies

Foreign Currencies, or Forex, are currencies that are used in other countries or regions. The Euro is an example of a monetary union where several countries have agreed to use the same currency. The buying and selling of Forex is done on the Foreign Exchange market.
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Sources of Forex

Possible Sources of Forex transactions are payments and receipts as result of international:
 

a. Investing or borrowing & lending (international capital flows);
 

b. Trade of goods & services (imports and exports).
 





 

Ad (a):Payments and receipts from international investing or borrowing & lending

Suppose that the US governments borrows money to cover a budget deficit. A potential investor can be an European Pension Fund. The Pension Fund will need to buy US dollars by selling its Euros to be able to lend dollars to the US Government.
 





 

Ad (b): Payments and receipts from the International trade of goods & services (imports and exports)

To illustrate: A Dutch producer sells its product to an American company that will pay in US dollars. Since the Dutch exporter’s expenses will be in Euro, the exporter wants to sell the dollars at the occurring exchange rate
(spot rate), to receive Euros with which to meets its expenses.
 





 

Market Risk

Now let’s add another aspect of Forex: market risk. Suppose that the Dutch exporter and US client in previous example agree that delivery of goods and payment of US dollars will occur 1 month from today. This creates a possible problem for the Dutch producer. If the dollars decreases in value during the coming month, the Dutch producer can buy less Euros by selling the received dollars and suffers an exchange rate (or forex) loss. At the same time, if the dollar increases in value the producer has an exchange rate profit.
 

More information on Currency trading, click:
Forex; Or copy in your browser: https://en.wikipedia.org/wiki/Foreign_exchange_market
 

Thus the producer is exposed to the exchange rate fluctuations of the Euro against the Dollar and can cause a loss.
This exposure is an example of market risk. The historic Euro – Dollar exchange rate fluctuations illustrated in the next graph are a good indication of the basis for forex risk assessment.
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This graph shows the historic development of the value of one Euro in US dollars since 1999.





 

In October 2001 the Euro had a value of approximately 82 US Dollar cents. But in July 2008, the Euro value had increased to 1.62 US dollar: almost double its value compared to 2001. Thus Euro – Dollar rate changes can be fast and is highly unpredictable. Future Forex receipts and payments create an exposure to changing exchange rates with potential substantial negative results. Luckily there is a possibility to transfer this foreign exchange rate risk by selling it to a risk buyer. These risk transfers can be easily made by using the third traded product category on the financial markets, to buy and sell risk using the next product category: Derivatives.
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Product Category III: Supply and demand of Risk
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As shown in previous sections, the supply and demand of capital and foreign currencies close transactions by agreeing about the price. These financial prices are:
 

•Share prices
 

•Interest rates
 

•Foreign exchange rates (Spot rate)
 





 

Financial prices change fast and unpredictable, exposing the participants to financial risk that can be source of substantial losses.
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Professional financial markets participants that close high volume transactions daily, manage financial risks. These professional participants are Banks, large Corporations, Governments and Other Financial Institutions (Investment Funds, Hedge Funds, Pension Funds and Insurance Companies).
 





 

Emotions and Risk

Financial Risk Management is driven by two emotions: fear and greed:
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Fear motivates to avoid risk, to sell risk. Selling of risk is known as hedging.
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Greed motivates taking / buying risk. Buying of risk is known as speculation, also known as investing. All speculation is driven by greed in search for higher yields on investment. The ultimate risk of speculation is that it can end in loss or default.
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Financial Risk Managers make assessments of risk exposures. To manage risk exposures there is a specific product type, called derivatives.
 





 

Derivatives

Examples of derivatives are:
 

•Futures & Forwards
 

•Interest Rate & Currency Swaps
 

•Credit Default Swaps
 

•Options
 





 

Futures & Forwards are used to buy or sell financial products into the future at a specific price agreed when closing the transaction.
(For futures additional information, click:
Futures, or copy in your browser: http://www.investopedia.com/terms/f/futures.asp)
 

Swaps enable financial market participants to change the interest specifications of loans and deposits. Interest Rate Swaps (IRS) exchange fixed for floating interest rates. Currency swaps exchange interest for two different currencies.
(For a short video about Interest Rate Swaps, click:
IRS example; or copy in your browser: https://www.youtube.com/watch?v=JIdcips9vPU).
 

To manage default risk on a counterparty there is a relatively new derivative, the credit default swap. Most Credit Default Swaps are used to buy or offer protection for default of a counterparty.
 

(More info, click:

CDS, or copy in your browser: http://www.investinganswers.com/financial-dictionary/optionsderivatives/credit-default-swap-cds-1339).
 

Options make it possible to design a specific risk profile, such as a floor on a commodity price decrease or a cap on an interest rate rise. Financial risk managers can use options to tune the risk level and have created a new universe of risk management. In other words: before options financial risk management was black & white television, with options it is full color.
 

(More about options, click:
Options; or copy in your browser: http://www.investopedia.com/university/options/option.asp).
 





 

Derivative Volumes

Next graph depicts the history of traded derivative nominal volumes and proofs that the practice of risk management by utilization of derivatives has skyrocketed.
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(Source: Bank of International Settlements)
 

The outstanding volume of derivatives has increased from 100.000 billion dollars in 1998 to almost 700.000 billion dollars in 2008, approximately seven times annual world economic output.
 





 

These immense volumes reinforce my introduction: ‘There is something big happening in the world of finance that impacts our economies and welfare. Most of us do not realize the extent of what’s going on’.
 





 

Summary Financial Market Activities

On financial markets products are traded motivated by supply and demand of capital, currencies and risk. There are two product types: traditional and derivatives. Traditional products are loans, deposits, shares and spot. Derivatives are risk management products to hedge or speculate.
 

In next part elaborates about trade motivation, how trading is organized.
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Part IV: TRADE MOTIVATION AND ORGANIZATION

The
next question is why trading is happening? There are three motives for conducting trading activities:
 

On behalf of the bank
or other financial institution:

(1) Financial Management

(2) Market making & Speculation

For Intermediation:

(3) Brokerage for clients





 

Trade Motivation (1) on behalf of the bank or other financial institution:
 Management and Operations

This trade motivation is driven by operations and management strategy. Traders are instructed to execute financial transactions for
daily cash management, risk management and asset & liability management. So this explains that every bank or other financial institutions need traders: without financial market transactions they are as cars without wheels.
 





 

Trade Motivation (2) on behalf of the bank or other financial institution:

Market Making & Speculation

Management can mandate traders to be active in market making and / or speculation.
 

Market making
is trading to generate spread income: the difference between a buy & sell price.
 

Speculation
is buying and selling financial products (assets) by creating long and short positions to benefit from expected price developments.
 

A speculative long position is created by buying the assets. This is done if the trader expects prices to go up so the assets can be sold for a profit. Opposite to a long position is going short in the expectation of lower asset prices. However, price developments can be the opposite from what is expected and cause trading losses.
 

Speculation is a risky activity as the speculator has no natural position driving the trade. To illustrate: A Dutch exporter selling goods to an American client has a natural uncovered US dollar long position: he wishes to protect a lower dollar value. A speculator is simply punting which way the US dollar may move.
 

The level of speculative financial market activity to allow is a strategic decision by the board of directors when formulating its trading policy.
 





 

Trade Motivation (3) Intermediation: Brokerage for clients

Brokerage is the third trading motive: to execute transactions for clients that do not have direct access to the financial markets.
 

Many bank clients do not have the expertise and organization to trade on the financial markets directly. But they can have a regular need to close substantial volumes of financial transactions. These clients need a broker that acts as an intermediary. Many banks have set up specialized sales departments to serve these clients. The sales department inform and advise clients and also contact the bank’s financial market traders to execute transactions. In this way bank clients have indirect access to the financial markets. This activity is known as ‘client driven trading’ and can generate substantial spread income for banks.
 





 

The Dealing room

The dealing room is part of the Treasury Department and is the front office where traders execute all financial market transactions of the organization. Next picture shows the crucial position of the Dealing Room for a Banks and other Financial Institutions: it is their connection to the financial market trading place.
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The introduction and rapid developments of IT and the internet have caused a revolution in trading. For example, the effect of spreadsheets at the beginning of the nineties lead to massive financial product innovation and an explosion of trade volume turnover.
 

Following picture is the dealing room of Union Bank of Switzerland, UBS. This is one of the largest dealing rooms in the world.
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UBS is a huge bank and very active on the financial markets. The level of its financial market activity is a strategic decision of the Board of Directors.
 

Of course not all dealing rooms are as huge as that at UBS, but every Bank, Pension Fund, Insurance Company, Multinational, Hedge Fund or Other Financial Institution has a dealing room.
 

Now why are these people all in one big room?





 

Information:

There are many influences on financial product prices, for example: political decisions, financial corporate information, (macro) economic news & indicators, monetary policy of Central Banks and even natural disasters. Because financial product prices change fast and transaction volumes are high, mistakes and unawareness can cause substantial trading losses. For this reason traders want to be able to act fast to react to changing market circumstances and need up to date information about prices and news.
 





 

Communication:

Sales advisors need to be able to communicate fast with traders to conclude transactions with their clients. Also, traders need to inform each other about events that can have an impact on the product they are dealing.
 





 

Control & Processes:

Because trading potentially can generate substantial losses, trades need to be closely monitored, processed quickly, payments initiated and settlement reconciled.
 





 

To summarize:

It is very effective to concentrate both the equipment and the people in one large dealing room because of need for real time updated, information, to effectuate fast dealing and to
utilize direct communication. It also enhances efficient processing, close monitoring and the management of risk positions.
 

In what possible ways can traders execute transactions on the financial markets? Next section learns you the trade organization possibilities.
 





 

The Trading Place

A trading place is needed where demand and supply can engage to close transactions and where the products can be traded. The big picture is that there are 2 trading place structures to buy and sell financial market products:
 

1. Public trading: the Regulated Market
 

2. The Over The Counter market, the ‘Wild West’ of Trading
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Ad 1: Public trading: the Regulated Market

Public trading, is organized by a privately owned commercial Corporation. Well known trading platforms are exchanges, for example the New York Stock Exchange and the London International Financial Futures and Options Exchange, or LIFFE. The main benefit of an Exchange is the settlement guarantee. This guarantee implies that traders run no counterparty risk: traders always receive the money if they sell financial products and receive the products if they buy them. But there are many smaller trading platforms with different trading specifications. Traders have to become a member first and pay a license fee and commissions on turnover. Fee’s also have to be paid to list securities for trading.
 

Public trading platforms will be organized with different levels of price and trade volume transparency and settlement procedures. Traders will select the platform that fits their own preferences and internal policies. The different trading platforms also create competition between the trade organizing corporations.
 

All public trading is based on legal regulations supervised by (a) Public Institution(s). A license is needed to start a trading platform. There are grades of regulation for different trading platforms. In Europe, public trade regulation is based on MiFID, the Markets in Financial Instruments Directive. The USA Security and Exchange Commission, the SEC, has published the Regulation National Market System that pursues best price execution by encouraging competition in the marketplace.
(More about de
SEC, or copy in your browser: http://www.sec.gov/)
 





 

Ad 2: Financial Over-The-Counter (OTC) trading

Traders can choose to buy and sell on the Over The Counter Market, known as the OTC Market. OTC trading is not organized. In the past OTC was done using phones. More and more, phones are replaced by IT platforms. The advantage for traders is that OTC trading is free of charges and you can create tailor made products. Because of these advantages, approximately 70 percent of all trading is done Over The Counter.
 

To limit counterparty default risk, traders will only do transactions with accepted counterparties or use intermediate organizations for clearing. Of course intermediation has to be paid for.
 

More about exchange and OTC trading, click:
Trade Organization; or copy in your browser: http://www.imf.org/external/pubs/ft/fandd/basics/markets.htm
 





 

Impact of the 2008 Financial Crisis

After the 1929 stock market crash, Governments regulated financial trading and financial institutions. At the beginning of the 1980-ies, a period of deregulation started as result of point of view that markets are rational and liberalized trading is more efficient. OTC trading became non-regulated and low supervised. With hindsight, the main root of the 2008 financial crisis is deregulation.
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Due to the 2008 financial crisis, politicians realized that a certain degree of supervision is necessary to prevent a major financial markets crisis. Therefore new regulations have been introduced for the Over the Counter market. An example of new OTC regulation is the obligation to report trades to Repository Institutions on a daily basis. These reports inform supervisors to enable them to assess trading risks. If the assessed risks are too high, supervisors can intervene. Also, the Basel Committee for Banking Supervision introduced new directives for OTC trades to stabilize the financial system.
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FINALLY

It’s time to land and review the landscape.
You now understand the different types and activities of banks, what happens on the financial markets and the importance of regulation & supervision.
 

Now you have completed this flight you are ready to do some exploring, for example financial products specifications, use &price setting, capital management, risk analysis or other areas. It is a fantastic journey and you will be surprised often by the understanding you will soon develop.
 

And it’s not so complicated, it’s not Rocket Science! I am happy to be your instructor.
 

If you want more flight hours, if you have questions, or if you have remarks, please contact

 me by
E-mail; (info@financialtraininghub.com)
 

For more information you can visit my internet site:
Financial Training Hub;
(http://www.financialtraininghub.com/)
 





 

Thank you for reading my book. If you enjoyed it, won’t you please take a moment to leave me a review at your favorite retailer?

Thanks!

Michiel van den Broek
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After obtaining my masters degree Business Economics (MSc) at Erasmus University Rotterdam in 1988, I have gained expertise in treasury, banking, finance and project management. In 1998 I started my own financial consultancy company: Hecht Consult.
 

Since 2005 my major activity is to train participants who work for Banks and (Corporate) Treasury Departments. I know from practical experience that finance is not rocket science and you do not need to be a mathematical wizard to understand finance.
 

My training method targets to strip complex financial topics to the basic structure. The basic structure will support participants to understand and use finance in their future work practice. I have trained hundreds of participants, and many have different backgrounds and finance experience - for example: chartered accountants, controllers, journalists, consultants, IT professionals, and University graduates.
 





 

ADDITIONAL INFORMATION

For more information, please visit my new internet site:
THE FINANCIAL TRAINING HUB
 (http://www.financialtraininghub.com/)
 





 

E-LEARING

You can enroll my online e-learning programs on Udemy:

E-learning; (https://www.udemy.com/the-banking-fundamentals-course/?dtcode=qZJxFMo2ETr6)
 


SUBSCRIBE TO MY BLOG:

Blog Michiel van den Broek;
(http://www.financialtraininghub.com/blog/)

 


Cartoons made by Bas Kohler (http://www.studiobaskohler.nl/)

Special thanks to: Geoff Meulmann
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