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Preface

GOALS OF THE BOOK

THEMES

Personal Financial Planning is designed to be used for the study of personal finance and
financial planning from a planner’s perspective. This text goes beyond the traditional per-
sonal finance texts to teach students how to do actual financial planning and integrates the
theory and practice of personal finance.

This book incorporates a theory of personal financial planning that demonstrates the
similarities and differences between personal and business finance and integrates the
entire body of financial material presented. It is intended to utilize the theoretical contri-
butions over the past half-century, particularly modern portfolio theory, to elevate the
level of presentation. At the same time, its goal is to remain easy to understand and use-
ful in real life.

Instructors of education courses, whether for general or CFP® certification prepara-
tion purposes, may consider the text’s practical combination of planning facts, analysis,
and frequent step-by-step instructions attractive. Experienced financial planners and
other professionals looking for a one-volume reference to the planning field from a prac-
titioner’s perspective, or who may be considering pursuing the Certified Financial
Planner™ (CFP®) certification should also find the book appealing. Those who would
like to plan their own financial future in a comprehensive way also should find the
text informative.

This text is unified by a few themes. One is that the household resembles a business and
can profitably use its financial techniques. Another is that decisions for the household, for
you, include all operations and all assets and obligations. In other words, decisions are
ultimately made on an integrated basis. Whether we are engaged in investment activities or
mapping retirement plans, we are performing household operations that fall under personal
financial planning’s mandate.

Our personal financial planning objective is effective household operations that we
achieve through logical, businesslike financial procedures. Households whose activities
are financially efficient have the foundation for personal goal achievement. This approach
is covered in more detail in Chapter 4.

ORGANIZATION

viii

In keeping with its practical emphasis, Personal Financial Planning is largely ordered
around the parts of a financial plan. Its parts all funnel into the final section, Integrated
Decision Making. The approach is illustrated in Figure A.

Many of the chapters that require active planning use a full or modified process-oriented
approach that takes the student through the methodology point by point. This approach not
only provides an easy-to-follow structure; it also better prepares financial planning majors
for more advanced material to come.



FIGURE A
Sections of the Book

Preface ix

|
Planning
Basics

VI' Ongoing
Planning Household
Essentials Planning

1l
Portfolio
Management

\%
Tax and Estate
Planning

Specialized
Planning

Content

Personal financial planning is an unusually broad discipline that requires knowledge of topics
ranging from mathematics to human interaction. Not coincidentally, there is an introductory
chapter in Part One that presents virtually all the mathematical material needed in simple
fashion with solved examples for each step. It is a feature of the book that all new concepts
are followed by examples using generic calculator solutions where possible and Excel-based
solutions in the text and on the website.

The human side of the process, which is often overlooked, is presented in Chapter 3 in
the sections that stress communications and goal setting. Human actions are expanded on
in a separate chapter, “Behavioral Financial Planning” (Chapter 18), which presents the
latest thinking on the topic. Practical examples of its contributions are given in each major
area of personal financial planning.

In keeping with the practical nature of the text there is a final chapter, “Completing the
Process,” that truly explores the finishing process. To the author’s knowledge, this is the
only textbook to cover PFP integration and overall decision making in detail. The chapter
could have been called simply “Completing the Financial Plan.” However, it essentially
does more, indicating how certain tools and practices demonstrate the comprehensive na-
ture of PFP and improve the completion process. It is this integration that requires overall
decision making that differentiates personal financial planning from personal finance and
from other professions that offer financial advice.

Personal finance and investments courses alike tend to treat financial investments as the
centerpiece of investment material. There are other assets, namely human-related and real
assets, that importantly enter into decision making. In Chapter 8, “Household Investments,”
these investments, often given less emphasis, are described and analyzed in detail.

The text has one review chapter in Part Six, “Planning Essentials.” Chapter 16, “Stocks,
Bonds, and Mutual Funds,” provides those without a proper background, or students in
need of a review, with a quick upgrading in usable knowledge in investment categories.
Included is descriptive material on stocks, bonds, mutual funds, and exchange-traded funds.
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FEATURES

Normal Financial Coursework and CFP® Preparation

Current or possible future CFP® candidates can receive credit toward CFP® requirements
in a regular financial planning course.! Personal Financial Planning provides all the
specific material necessary to comply with CFP® required content areas. It is an appropri-
ate method of presentation for all students, not just financial planning majors. Its emphasis
on practical material, theory, case study analysis, and “how to do it approach” provides a
broader experience for both one-time students and those headed for CFP® status.

Professors who desire further descriptive coverage, including those who prefer enhanced
CFP® certification preparation information, will find special chapters for that purpose as
well. Suggested syllabi and outlines are provided for classes: 1) intended solely for students
interested in a CFP® and 2) for combined regular survey and CFP® students. This will
accommodate all students interested in applying for CFP® credit as detailed in the Instructor’s
Manual found on the book’s website.

There are a number of features throughout the chapters to help bring the text material to life.

¢ Chapter Goals
The goals of each chapter are stated at the beginning of that chapter. They are most of-
ten expressed in action-oriented terms to emphasize the usefulness of the material in
daily situations.

¢ Dan and Laura Opening Case
A key feature is the use of a single case study that is developed throughout the text.
Each chapter starts with a relevant sentence or two from that chapter’s event.
Significantly at chapter’s end, Dan and Laura’s day-to-day problems are stated and an-
swered from a financial planning practitioner’s point of view. This ongoing case study
also reviews the chapter’s material and places it in a broader context. The case permits
the student to understand how the chapter’s material can be applied to real-life situa-
tions and experience the information-gathering process as a professional interviewer
would. Reviewers have said that this case study, which is deeper than a typical academic
one, is more interesting and closer to a student’s own experiences.

¢ Real-Life Planning

Almost every chapter starts with a minicase called “Real-Life Planning.” It sets the

stage for the educational material to follow. Students have found these “stories,” largely

based on the author’s own experiences with clients and told in a nontechnical manner,

an interesting, easy-to-relate-to way to begin the chapter.”
¢ Key Terms

Key words are presented in boldface to highlight terms and concepts that are emphasized.
e Practical Comments

Practical Comments are often used to underscore the situations in which real human

actions differ from the way the book tells you it should be done. These highlighted
' The course must comply with coverage of CFP® required areas. If it does the student can receive credit
toward eligibility for the exam and the CFP® within a normal academic curriculum without it being taken
through a CFP® Board-Registered Program. “The CFP® Board will consider granting credit toward the educa-
tional course work requirement for CFP® certification if: 1. You can submit documentation that you have
successfully completed equivalent approved upper division level college or university coursework at a
regionally accredited college or university . . .” See CFP® Board education requirement for further details—
http://www.cfp.net/become-a-cfp-professional/cfp-certification-requirements/education-requirement.

2 Certain material has been altered in part to protect the identities of the people who are discussed.
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boxes’ recommendations, given to meet the issues at hand, carry the tone of a financial
planner who has dealt extensively with these circumstances.

e Tables and Figures
Tables and figures have been placed throughout the text. Wherever useful, the tables
have presented a summary of factual material in an easy-to-refer-to manner.

¢ Examples

As we mentioned, there are many examples given, particularly in mathematical and
more-difficult-to-describe concepts. Special efforts are made to provide an answer for
every type of problem, often including an explanation of why a particular step is taken.

¢ Excel and Calculator Examples

Excel is explained and solutions are given for all appropriate problems in the appendix
to the text and on the website. In addition, calculator solutions are provided on a generic
pictorial basis in the body of the text where possible, thereby allowing any financial
calculator to be used to solve those problems. Where problems are more complex, key-
strokes of two leading calculators, the HP12C and the TI BAII Plus, are illustrated right
in the example.

¢ Comprehensive Financial Plan

An actual comprehensive financial plan is provided on the website. It is based on the
Dan and Laura case study presented by chapter, but this time in a more compact manner
after final decisions have been made. Students should gain an appreciation for how an
actual financial plan looks and, together with chapter presentations, how it is developed.

There are many end-of-chapter study tools to be used for self-study and/or homework:

e Chapter Summary
The salient points of the chapter are placed here. Together with the goals section and
key terms, it can guide the student into a better understanding of the chapter’s points.

¢ Key Terms List with Page References

This feature provides in one place a useful compendium of important terms introduced
in the text.

¢ Websites
Selected websites indicate where additional information can be obtained.
¢ Questions and Problems

A select list of questions is presented representing a mixture of factual and evaluative
matters. The problems stress mathematical computation as a practical exercise of the
chapter’s numerical material.

e CFP® Certification Examination Questions

A broad list of former CFP® certification examination questions is provided. These
demonstrate selected areas of emphasis for those contemplating taking the exam. They
also present many practical questions that require students to demonstrate knowledge of
the chapter’s topics.

¢ (Case Application and Questions
There is a second case study, called Case Application, that is similar in approach to the
first one about Dan and Laura. However, instead of having a solution given in the text,
this one is to be prepared and submitted by the student and/or discussed in class.

¢ Student Financial Plan

Instructors who wish to schedule a term project for students doing a financial plan for
“clients” can do so. In my experience of over 30 years teaching PFP to matriculating
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undergraduate and graduate students, this assignment is very popular. The knowledge
derived from the two case studies in each chapter and the full financial plan on the web-
site enable students to prepare their plans well.

There are also a Glossary and Suggested Readings at the end of the book.

CHANGES IN SECOND EDITION

This book goes beyond the presentation of basic facts to teach people how to perform per-
sonal financial planning. Since the first edition, the field has become more sophisticated
both from the standpoint of the professionals who offer PFP and the consumers who increas-
ingly desire broader and deeper knowledge from their financial advisors. At the same time,
the public and many students want practical information presented in easy-to-understand
terms that don’t speak down to them. Feedback on the first edition indicated that students
felt the book was easy to read. The second edition, as described below, adds new sections
and text material that significantly enhances the ease of understanding, practicality, and
further relatability to college students and provides a lively new Life Cycle Planning
section. It also has a subtle new summary of many chapters done in a partly narrative style.

College Age Case Study and Overall Chapter Review

A new third case study, called “College Student Case Study and Review: Amy and John,”
has two purposes. The first is to provide college-age undergraduate and graduate students,
many of whom have not yet established their own households, with issues and interests
they can relate to. It presents Amy and John as students with varying challenges and gives
instructions on how to overcome them in appropriate chapters. The second purpose is to
present a summary of these chapters, whether used as an introduction to or summation of
the key points in the text. This partly narrative summary is set in a simpler and less formal
style. Those looking for a simple placing together of the major ideas of the chapter irre-
spective of their ages should find this case study highly useful.

Professional Advice

This new boxed section presented in many chapters adds more news you can use. It presents
recommendations on how to resolve common problems people encounter. It is based on the
author’s more than 30 years of experience as a practitioner helping literally thousands of people.

Life Cycle Planning

This new section placed at the end of most chapters takes the reader through age-related
issues ranging from college days to post retirement. It is presented in an action-oriented
style from a practitioner’s standpoint. Its approach is intended to be concise and informal.

New Real Estate Chapter

It is clear that interest in real estate, whether it be the home or independent properties, has
grown sharply in recent periods. This new Chapter 9, “Real Estate and Other Assets,”
presents a simplified description of the topic. It also provides a brief description of other
alternatives to stocks and bonds.

Revision of Capital Needs Analysis Chapter

Chapter 17, “Capital Needs Analysis,” presents the traditional answer to calculating the
amount needed to bring about a comfortable retirement. A new, simpler method for calcu-
lating that amount is also given.
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Modification of Financial Investments Chapter

Chapter 10, “Financial Investments,” shifts practical step-by-step information on selecting
investments and constructing a portfolio using mutual funds from the background invest-
ments in Chapter 16 and simplifies other technical information. It also provides more at-
tention to exchange-traded funds (ETFs), which have grown more popular in recent years.

Updating Financial Planning

Taxes, economic circumstances, retirement planning, investments, and insurance alterna-
tives are among the areas that have changed since the first edition. Taken together, the
financial planning field has grown in numbers and sophistication. These new factors have
been reflected in the second edition throughout the book.

SUPPLEMENTS

Online Learning Center

www.mhhe.com/altfest2e

The Online Learning Center contains the following assets, which are password-protected
for instructors only:

» [Instructor’s Manual. Includes solutions for end-of-chapter questions, problems, and
case studies.

o Test bank. Word files containing 30—40 questions, including true-false, multiple choice,
and essays, prepared by Aron Gottesman, Associate Professor of Finance, Pace
University.

* PowerPoint slides. PowerPoint slides for each chapter to use in classroom lecture
settings, created by Aron Gottesman, Associate Professor of Finance, Pace University.

New Second Edition Instructor Material:

e Detailed course syllabus including recommended chapter coverage by individual class
session provided by type of student (undergraduate, graduate finance major, non-
finance major, CFP® prep, combined regular survey and CFP® prep, simpler approach,
adult education).

* Comments and suggestions on introducing and conveying material is given by chapter.
The comments are based on the author’s more than 30 years of teaching the course.

e Adjustments to test bank and PowerPoint slides done by author.
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Chapter One

Introduction to
Personal Financial
Planning

Chapter Goals

This chapter will enable you to:

e Understand what personal financial planning (PFP) is and how it works.
¢ Place goals at the head of the PFP process.
e Become familiar with PFP’s financial and personal frameworks.

e Understand the specific role of financial planning and the financial plan as a com-
prehensive integrated process.

Dan and Laura, both age 35, were recently married. Each works, Dan as a systems engi-
neer and Laura as a teacher. They want to make major decisions concerning their lives,
and they have questions about the cost and the timing of having children, purchasing a
house, and maintaining a “great” lifestyle. They have heard that personal financial
planning might be helpful. Dan and Laura know little about finance and nothing about
planning, so they made an appointment with a financial planner to find out about it. Their
questions are basic: What is personal financial planning? How can it help us achieve our
goals? Can we do financial planning ourselves? Their immediate concern is the debt they
are accumulating. (To be continued at chapter’s end.)

Real-Life Planning

Maria stepped into the advisor’s office looking awkward. She appeared to be unsure that
she belonged there. Maria wasn’t the advisor’s typical client. She was a young messenger
for a national package delivery firm who had occasionally delivered items to the advisor’s
previous office location. She arrived in her uniform without an appointment. Her face
showed that she was troubled by something and needed an answer right then.

The advisor ushered her into his office, offered her a soft drink, and discussed some
things they had in common. When she seemed more at ease, he asked why she had come.
She said her husband was thinking of purchasing a second house and renting it out. She, on
the other hand, was against doing this. It would require almost all of their nonretirement
savings for just the down payment and they would have to take on significant additional
mortgage debt. She said she could not stop thinking that if this investment soured, it could

2 ruin their savings, expose their existing investment in their home to risk, and, most
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importantly, jeopardize their plans to raise a family. Maria said that the dispute was seri-
ously affecting their relationship and she and her husband fought constantly over this out-
lay. She asked the advisor what he thought of the investment for them.

The advisor did some data gathering. He found that both husband and wife had full-time
jobs that provided moderate sources of income. They seemed to have sound financial oper-
ations that generated significant savings each year, and they had accumulated a decent
sum. Both liked their work and had opportunities to advance and raise their income. They
planned on working until full retirement in their existing jobs even if the government
pushed back the retirement age for full Social Security.

They had no debt outstanding except for their mortgage. Their employer covered their
health insurance and other benefits, and they had purchased additional life insurance on
their own. Like many young people, they hadn’t gotten around to making a will.

Their goals were not complex. They wanted to start a family within a few years and to
continue what was from the advisor’s perspective a relatively modest but comfortable life-
style. Maria said they didn’t want to worry about their financial future.

The advisor then focused on the real estate investment. He asked her the purchase cost
of what turned out to be another house in their neighborhood. A quick calculation indi-
cated they could make a significant annual sum by renting it out after expenses, including
interest on debt borrowed and maintenance costs. The advisor asked whether she was con-
fident of the figures, and she said that she knew both projected rental income and costs.
Her husband was handy and would supervise the project. The advisor asked about the
outlook for the neighborhood and was told it was one for people with modest incomes but
was becoming popular with younger, more affluent urban dwellers.

The advisor then thought about what he wanted to say to Maria. Often his recommenda-
tions incorporated two factors, a blend of what was financially best and, whenever feasible,
what the client’s preferred alternative was. In this case, he believed there was no conflict
between the two approaches. The husband was not an irrational risk taker. Purchase of the
house made financial sense. What remained were Maria’s concerns.

The advisor decided to find out whether Maria had a low tolerance for risk or just needed
some advice and support in an area she feared. Despite not having enough notice to analyze the
situation in greater depth, he told her that while any investment contained risk, this investment
seemed sound. If her figures and appraisal were correct, her husband should be commended for
his enterprising thoughts. The investment income from the property could replenish their sav-
ings fairly quickly. Moreover, it could bring them closer to realizing their financial goals.

The smile that broke out on her face and her more relaxed manner told the advisor
that all she needed was some confidence in the idea. He gave her the names of some
mutual funds to invest in when their cash was re-established and advised her to make an
appointment with a lawyer to draw up a will within two weeks. He told her to review the
real estate investment and her savings each year after it was bought. The advisor declined
any money for this “engagement.” He said the satisfaction he got from being helpful was
pay enough.

As he accompanied her out, the advisor realized that he had performed the major steps in
the financial planning process. Both he and Maria had established that the planning scope
was to discuss the real estate investment. However, in order to make proper recommenda-
tions, he had to gather data, establish goals, and analyze a broad range of information.

In fact, in the space of a very short time he had composed a kind of financial checkup
with selected elements of a mini-financial plan for someone with a fairly simple financial
life. He had concluded that the couple was on the right financial path. He made some rec-
ommendations and included some implementation steps that extended the original scope.
The whole process was completed over a moderately longer than normal lunch period, just
in time for his next scheduled client.



4 Part One Planning Basics

OVERVIEW

Personal financial planning (PFP) is a practical activity whose objective is to help achieve your
goals. This chapter provides an introduction to it and begins with a look at the overall planning
setting including why PFP is important, its history, and its placement within the finance field.

The chapter moves on to the heart of planning, describing the fixed process that is used
to increase the chance for reaching the objective. The planning process is what defines the
profession of personal financial planning. The financial plan itself is discussed with an
emphasis on its comprehensive integrated approach.

Finally, the chapter discusses financial planning as a career and the practice standards
to which planners must adhere.

Thereafter, the Dan and Laura financial plan is introduced, which will serve as a unified
case study for each chapter in the book. You should find it useful in helping you under-
stand how actual planning is performed.

Knowing how financial planning operates as described in this chapter will serve as a
useful backdrop for the information and techniques to be introduced throughout the book.
More importantly, knowledge of this information and utilization of the PFP process should
result in better decision making and improvement in outcomes. In other words, it can pro-
vide material help in achieving the goals you set out.

WHY IS FINANCIAL PLANNING IMPORTANT?

Financial planning is important because we live in a fast-paced world in which an ever-
increasing number of financial alternatives are presented to us. At the same time, informa-
tion through all kinds of media, including the Internet, is available to help us make
selections. Making wise decisions enables us to achieve our goals. Financial planning,
which includes gaining insight into the efficient way to perform a task and then handling it
in a logical, disciplined way, enables us to further our objectives.

Personal financial planning has become even more important in the twenty-first century
because of the extraordinary events that have already transpired. For many people, owning a
home has been and continues to be a keystone of their personal finances. Home prices soared
at an unprecedented rate in the early years of this century, yet lenders made it all too easy to
buy high-priced homes by offering easy credit. When the housing bubble burst, many home-
owners learned a new expression—under water—meaning that they owed more than their
home was worth. Knowledge of sound savings and borrowing strategies could have helped.

In addition, retirement planning is an increasingly important area of personal finance,
yet stock market shocks have temporarily, and in some cases permanently, affected retire-
ment portfolios including two major declines in 2000 and 2008. In order to confidently
prepare for retirement, workers must develop prudent investment strategies that are another
component of personal financial planning.

Understanding personal financial planning and being comfortable with our own plan-
ning efforts have important benefits for society as well. They allow us to dedicate our full
efforts to the job at hand at work. They also may make us more effective at that job because
the household and the business approach many problems in the same way, and many per-
sonal financial planning techniques are useful in work-related situations.

THE HISTORY OF PERSONAL FINANCIAL PLANNING

Personal financial planning (PFP) has existed for many years. Until well into the twentieth
century, however, it was generally restricted to very wealthy people who were advised by



Chapter One

Professional Advice use of This Book

This book is intended to go beyond an introduction
to personal finance facts to provide you with the
tools to analyze and plan for your own financial
future. It is written by a college professor who is also
a professional financial advisor with hundreds of cli-
ents and more than $1 billion in assets under man-

can be useful even if you are also the only client.
This should help you better understand finance in-
cluding business finance. It can provide you with
knowledge that will serve you throughout your life
whether you remain the planner’s sole client or be-
come a part- or full-time professional.
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agement. Visualizing yourself as a financial planner

their lawyers, accountants, registered representatives, insurance agents, investment advi-
sors, or bankers.

Around 1970, these services began expanding to a larger population. Many middle-
class people had the discretionary income and desire to seek help with the growing com-
plexity of financial instruments and services. The new personal financial planners
developed as professionals who could provide solutions to a range of financial problems
and coordinate the activities of their clients’ other advisors.

Established in 1972, Money magazine and later a wide variety of additional publications
and other media helped inform the broad population in financial planning matters and in
the usefulness of consulting financial planners.

CHARACTERISTICS OF FINANCE

In this and the following two sections, we will place PFP within an overall setting in the
finance field. Finance deals with the management of funds, among other money issues.
Individual businesses and government all have concerns over use of funds. We can say that
finance is a practical field of study that is based principally on cash flow. Cash flow is the
amount of money made available for use. Finance is concerned with such variables as

1. Markets. Places where tangible goods and financial instruments such as stocks and
bonds are bought and sold.

2. Capital. The real, financial, and human-related assets that are generated by individuals
and organizations or bought and sold in the marketplace.

3. Market structures. The economic operations of the business, the government, and the
household that facilitate the purchase and sale of items.

4. Market value. The market-established worth of a product or a financial instrument.

5. Fair value. The inherent worth of nonmarketable assets based on cash flow, risk, and
the time value of money principles.

6. Cash flow. The economic operation of the organization based on the cash it generates.

7. Risk. The uncertainty of outcomes.

8. Investments. Placing cash flow into assets designed to improve an organization or to
provide future funds for consumption.

In an academic program, finance is generally broken down into courses on personal
finance and business finance, with second-level courses such as investments analysis
and portfolio management, capital markets, and capital budgeting. We will discuss all
items above as they pertain to personal finance and personal financial planning. Let’s
begin with personal finance.
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PERSONAL FINANCE

Personal finance can be defined as the study of how people develop the cash flows neces-
sary to support their operations and provide for their well-being. Household finance, the
subject of Chapter 4, is the study of how a household and the people in it develop the cash
flows necessary to support operations and provide for the well-being of its members.
Basic finance tools such as the time value of money, cash flow analysis, investment models
of behavior, and risk analysis form the backbone of personal finance and PFP. These tools are
discussed in this and subsequent chapters. As you will see, a wide variety of other disciplines
have a significant role in the practice of personal finance and PFP. Some of these are listed next.

Discipline Explanation

Microeconomics The study of single units in the economy. It helps us understand how people and
households allocate scarce resources.

Macroeconomics A broad study of the functioning of the entire economy or a major section of it.
Economic conditions often have a strong influence on household actions.

Accounting’ System of recording and analyzing financial transactions. It helps organize and
analyze financial data in a logical way.

Law The entire body of rules, practice and customs. They serve as a benchmark of
correct rules and regulations for PFP.

Taxation The imposition of taxes to obtain revenues. Taxes are a key factor in decision
making for virtually all parts of PFP.

Mathematics The science of numbers and their operations. Mathematics helps develop logical
thinking and forms the quantitative basis for efficient decision making.

Statistics A means of collecting relevant data. The examination of accumulated statistics
helps establish or verify proposed PFP actions.

Business A purposeful commercial activity. As will be established in Chapter 4, household
operations resemble a business in many respects.

Psychology The study of mind and behavior. Psychology can provide one input into
appropriate human actions.

Sociology The analysis of the behavior of groups of humans. Along with psychology it helps

in understanding how people act as distinct from how they should act.

! Modified from Webster’s Ninth New Collegiate Dictionary (Springfield, MA: Merriam-Webster Inc, 1988).

PERSONAL FINANCIAL PLANNING

Personal financial planning can be thought of as the analysis and decision-making exten-
sion of personal finance. Basically, PFP must satisfy four broad categories of personal-
finance decisions: consumption and savings, investments, financing, and risk management.

PERSONAL FINANCIAL PLANNING PROCESS

Personal financial planning can be defined as the method by which people anticipate
and plot their future actions to reach their goals. When we engage in financial planning, it
is usually to solve a problem or to structure a plan for the future. In either case, we go
through the following steps of the decision-making process:

1. Establish the Scope of the Activity

Establishing the scope answers the question: How broad an area are we analyzing? For
financial planning practitioners, the scope defines the specific services that they will
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provide.? For example, are they concentrating on saving money for a down payment on a
home, or are they examining the entire financial planning process?

2. Gather the Data and Identify Goals

In order to solve the problem as financial planning practitioners, we must gather certain
information. We accumulate data on household financial assets and information on income
and expenditures. In addition, we develop information on limiting factors such as health,
time available, and tolerance for risk.

A person or household can have many types of goals at any point in time. Goals that
arise from values differ by household. The underlying goal, however, is to have the highest
standard of living possible. The time devoted to work and types of leisure activities and
expenditures will vary with each individual.

3. Compile and Analyze the Data

‘We funnel the data received into the balance sheet, the statement of assets and liabilities, the
cash flow statement, which provides the household cash revenues and expenses/outlays, and
any other statements that are relevant. After that is done, we proceed to analyze the statements
and establish the client’s overall financial position. What are the resources that are available?
For example, does the balance sheet suggest a safe level of borrowing or does the house-
hold have a high level of debt? If there is a great deal of debt, does the cash flow indicate
that paying it off may be a problem in the future? All major parts of financial planning are
considered and any special needs included.

Practical Comment Why People Seek Financial Planners

Most people focus on financial planning for them-
selves because they have a particular problem or
goal in mind. As financial planners are aware, few
clients come in asking for a review of their finances
or a financial plan. Just as most patients, particu-
larly younger ones, come to a doctor with a

symptom rather than for a check-up, we can say
that most clients come to a planner with a “finan-
cial hurt.”

Some of the most common reasons for the visit
and the broad categories of financial planning they
fall into are

Reason Principal Category

1. Inability to save properly. Consuming and saving

2. Need to resolve a debt problem. Financing

3. Desire to retire comfortably on time. Consuming and saving*

4. Desire to improve investment returns. Investing

5. Discomfort with present risk profile. Managing risk

6. Beset by economic turmoil Setting new goals and objectives

* Incorporates other areas as well.

The financial hurt and the category it falls into give
rise to a financial planning process for solving it.
Often other financial categories are drawn into the
process. The result is that, the single financial hurt

frequently results in a more comprehensive look at
the person or household. The financial planning pro-
cess and the financial plan that often provides the
solution for the “hurt” is presented here.

2 When a financial planner is involved, according to the Practice Standards established by the CFP Board,
this scope would include the range of services to be provided, how the planner is compensated, how
long services will be provided, and so forth. Instead of terming this first step “Establish the Scope of the
Activity,” the CFP Board calls it “Establishing and Defining the Client-Planner Relationship.”
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FIGURE 1.1
Personal Financial
Planning Process

| Establish scope of activity
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4. Develop Solutions and Present the Plan

There are often many different ways to solve a problem. There are hosts of products that are
available and many alternative services or practices to call on. For example, if the client’s goal
is to save more money, this can be done simply by placing more money in a savings account,
purchasing a whole life insurance policy instead of a term one, or buying a bigger house with a
larger mortgage whose payment of principal each month could be considered a form of saving.

The best solution is usually the one that solves the problem at the lowest cost. In the
case of the savings problem mentioned, the lowest-cost solution, assuming it is followed,
would probably be simply to make regular deposits into a savings account.

5. Implement

Implementation is the action step. It is taking the best solution and putting it into practice.
Although this may sound simple, for many people it is difficult to accomplish. This may be due
to simple inertia or the action steps may be painful to carry out (saving money, for example).

6. Monitor and Review Periodically

All planning procedures are subject to change. Incomes change, life situations change—some
people get married, some of them get divorced, and many have children. In addition, individ-
ual goals may need to be altered as a person ages. The environment we live in changes as well.
Therefore, all planning procedures must be monitored for material changes and reviewed peri-
odically to ensure they remain up to date. This process is summarized in Figure 1.1.

THE FINANCIAL PLAN

The financial plan is a structure through which you can establish and integrate all your
goals and needs. It, therefore, can be the practical embodiment of the financial planning pro-
cess and the tool to assist in implementing the process. The financial plan may take the form
of a detailed written document—particularly if you consult a financial practitioner. It is then
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often referred to as a comprehensive financial plan. Alternatively, it could be summa-
rized on a single sheet of paper, even written on the back of an envelope, or could exist just
in the head of the person in charge of the household’s financial affairs. The key decision is
a commitment to the financial planning process, including its analytical component. In other
words, the financial plan is an organizational tool that can aid in financial planning.

Parts of the Plan

The plan can be separated into 11 parts, each of which is explained briefly next.

1. Establishing goals. Establishing goals involves deciding on your priorities not only for
living not only today but also for the rest of your life. It is the reason the plan is made.
Therefore, all the other parts of the plan follow this one. We describe goals more fully in
Chapter 3.

2. Analyzing financial statements. Financial statements provide a current picture of
your financial condition. They present the resources that are available to fund your
goals. Financial statements include a balance sheet, a cash flow statement, and other
relevant statements.

3. Cash flow planning. In cash flow planning, household income and expenditures and
other cash flows are compiled and analyzed. The goal is to plan income and expense
flows so that work, cost of living, savings and investment, and financing issues inter-
act in an optimal way to provide the highest returns possible.

4. Tax planning. Tax planning is the practice of attempting to minimize unnecessary tax
payments to the government. It is done by applying allowable tax deductions, credits,
and other forms of tax benefits.

5. Investment planning. Through investments, you enable your net cash flows to grow
as rapidly as possible, subject to your tolerance for risk. Generally households have a
portfolio of human, real (ones you can touch), and financial assets to consider in the
investment process.

6. Risk management. The objective of risk management is to control the level of risk
and consequently of loss for each significant household asset and for the entire portfo-
lio of assets. It involves implementing certain risk-modifying practices and consider-
ing products such as insurance.

Practical Comment Elements of a Financial Plan

In common usage, the public sometimes views a fi-
nancial plan as a written document to identify their
needs and the solution to them, not as a rigorously
defined document. As we have noted, most people
come to a financial planner for a solution to one or
two problems, not for a comprehensive solution.
Consequently, people may consider, for example, an
investment review or a retirement plan as a financial
plan. A financial plan has a defined minimum scope,
which is detailed in this section. As discussed, when
prepared by a financial planner, the document is
often referred to as a comprehensive financial plan.

The use and form of this document will vary con-
siderably among financial planners. Some use it to

form the basis of an ongoing relationship. Others
employ it at the end of an extended process of look-
ing at client activities. Some make it a highly
detailed document; others summarize it in a few
pages. Unless any planning document is geared to a
specific client and deals with all relevant factors of
the client’s financial life, it will not be as useful as it
could be. Said differently, whether engaging in
financial planning orally, in summary form, in a seg-
mented plan—one that focuses on just one or a few
areas—or in a comprehensive financial plan, the key
is to incorporate all the relevant client factors and
gear recommendations to the individual needs of
the client.





