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Understanding the
Financial Planning
Process

LEARNING OBJECTIVES

After studying this chapter, you will be able to...

@ Identify the benefits of using personal financial planning techniques to manage your finances.
@ Describe the personal financial planning process and define your goals.

Explain the life cycle of financial plans, their role in achieving your financial goals, how to deal
with special planning concerns, and the use of professional financial planners.

@ Examine the economic environment’s influence on personal financial planning.
@ Evaluate the impact of age, education, and geographic location on personal income.

Understand the importance of career choices and their relationship to personal financial
planning.

How Will This Affect [e? The heart of financial planning is making sure your
values line up with how you spend and save. That means knowing where you are
financially and planning on how to get where you want to be in the future no
matter what life throws at you. For example, how should your plan handle the
projection that Social Security costs may exceed revenues by 20372 And what if the
government decides to raise marginal tax rates to help cover the federal deficit? An
informed financial plan should reflect such uncertainties and more.

This chapter describes the financial planning process and explains its context.
Topics include how financial plans change to accommodate your current stage
in life and the role that financial planners can play in helping you achieve your
objectives. After reading this chapter you will have a good perspective on how to
organize your overall personal financial plan.

PART ONE: Foundations of Financial Planning
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THE REWARDS OF SOUND
FINANCIAL PLANNING

LO7T What does living “the good life” mean to you? Does
it mean having the flexibility to pursue your dreams and
goals in life? Is it owning a home in a certain part of
town, starting a company, being debt free, driving a par-
ticular type of car, taking luxury vacations, or having a
large investment portfolio? Today’s complex, fast-paced
world offers a bewildering array of choices. Rapidly
changing economic, political, technological, and social
environments make it increasingly difficult to develop
solid financial strategies that will improve your lifestyle
consistently. Moreover, the financial crisis of 2008-2009
dramatizes the need to plan for financial contingen-
cies. No matter how you define it, the good life requires
sound planning to turn financial goals into reality.

The best way to achieve financial objectives is
through personal financial planning, which helps de-
fine your financial goals and develop appropriate strat-
egies to reach them. And being financially self-aware
provides more insight into the range of available fi-
nancial choices and their trade-offs. Your comfortable
retirement should not depend solely on employee or
government benefits—such as steady salary increases
or adequate funding from employer-paid pensions or
Social Security. Creating flexible plans and regularly
revising them is the key to building a sound financial
future.

Successful financial planning also brings rewards
that include greater flexibility, an improved standard
of living, wiser spending habits, and increased wealth.
Of course, planning alone does not guarantee success;
but having an effective, consistent plan can help you
use your resources wisely. Careful financial planning

CHAPTER 1: Understanding the Financial Planning Process
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standard of living the necessities,
comforts, and luxuries enjoyed or
desired by an individual or family

4

Exhibit 1.1
Organizational Planning Model

This text emphasizes making financial decisions regarding assets, credit, insurance, investments, and retirement and estates.

Financial
Plans

Financial Actions

® Basic asset decisions

e Credit decisions

e [nsurance decisions

¢ [nvestment decisions

e Retirement and estate decisions

Financial

Results

increases the chance that your financial goals will be
achieved and that you will have sufficient flexibility to
handle such contingencies as illness, job loss, and even
financial crises.

The goal of this book is to remove the mystery from
the personal financial planning process and replace it
with the tools you need to take charge of your personal
finances. To organize this process, the text is divided into
six parts, as follows:

Part 1: Foundations of Financial Planning
Part 2: Managing Basic Assets

Part 3: Managing Credit

Part 4: Managing Insurance Needs

Part 5: Managing Investments

vVvVvyVvyywyy

Part 6: Retirement and Estate Planning

Each part explains a different aspect of personal fi-
nancial planning, as shown in Exhibit 1.1. This orga-
nizational scheme revolves around financial decision
making that’s firmly based on an operational set of fi-
nancial plans. We believe that sound financial planning
enables individuals to make decisions that will yield
their desired results.

1-1a Improving Your Standard
of Living

With personal financial planning we learn to acquire, use,
and control our finan-
cial resources more effi-
ciently. It allows us to gain
more enjoyment from our

PART ONE: Foundations of Financial Planning

1. All Rights Reserved. May not be co,

income and thus to improve our standard of living—the
necessities, comforts, and luxuries we have or desire.

Our quality of life is closely tied to our standard
of living. Although other factors—geographic location,
public facilities, local cost of living, pollution, traffic,
and population density—also affect quality of life,
wealth is commonly viewed as a key determinant. Ma-
terial items such as a house, car, and clothing as well as
money available for health care, education, art, music,
travel, and entertainment all contribute to our quality
of life. Of course, many so-called wealthy people live
“plain” lives, choosing to save, invest, or support phil-
anthropic organizations with their money rather than
indulge in luxuries.

One trend profoundly affecting our standard of liv-
ing is the two-income family. What was relatively rare
in the early 1970s has become commonplace today, and
the incomes of millions of families have risen sharply as
aresult. About 75 percent of married adults say that they
and their mate share all their money. Two incomes not
only buy more, but they also require greater responsibil-
ity to manage the money wisely.

1-1b Spending Money Wisely

Using money wisely is a major benefit of financial plan-
ning. Whatever your income, you can either spend it now
or save some of it for the future. Determining your cur-
rent and future spending patterns is an important part of
personal money management. The goal, of course, is to
spend your money so that you get the most satisfaction
from each dollar.

d, scanned, or duplicated, in whole or in part. WCN 02-200-203



Current Needs Your current spending level is based
on the necessities of life and your average propensity to
consume, which is the percentage of each dollar of in-
come, on average, that is spent for current needs rather
than savings. A minimum level of spending would allow
you to obtain only the necessities of life: food, clothing, and
shelter. Although the quantity and type of food, clothing,
and shelter purchased may differ among individuals de-
pending on their wealth, we all need these items to survive.

Some people with high average propensi-
ties to consume earn low incomes
and spend a large portion of it
on basic necessities. On the
other hand, individuals earn-
ing large amounts quite often
have low average propensi-
ties to consume, in part
because the cost of ne-
cessities represents only
a small portion of their in-
come.

Still, two people with signifi-
cantly different incomes could have the same average
propensity to consume because of differences in their
standard of living. The person making more money
may believe it is essential to buy better-quality items or
more items and will thus, on average, spend the same
percentage of each dollar of income as the person mak-
ing far less.

Financial Planning Tips

BE SMART IN PLANNING YOUR FINANCIAL GOALS

Success is most likely if your goals are:

Specific: What do | want to achieve? What is
required of me, and what are my constraints?
Measurable: How much money is needed? How
will I know if | am succeeding?

Attainable: How can | do this? Is this consistent
with my other financial goals?

Realistic: Am | willing and able to do this?

Timely: What is my target date? What short-term
goals must be achieved along the way to achieve
my longer-term goals?

Inspired by Paul J. Meyers, Attitude s Everything, The Meyer
Resource Group, 2003.

J

Future Needs A carefully developed financial plan
should set aside a portion of current income for future
spending. Placing these funds in various savings and in-
vestment vehicles allows you to earn a return on your funds
until you need them. For example, you may want to build
up a retirement fund to maintain a desirable standard of
living in your later years. Instead of spending the money
now, you defer actual spending until the future when you
retire. Nearly 35 percent of Americans say retirement
planning is their most press-
ing financial concern. Other
examples of deferred spending
include saving for a child’s ed-
ucation, a primary residence
or vacation home, a major
acquisition (such as a car or
home entertainment cen-

canbedone/Shutterstock.com

ter), or even a vacation.
The portion of current

I'H, income we commit to future needs

depends on how much we earn and also on our av-
erage propensity to consume. Many affluent Americans say
they need at least $5 million to feel rich. And more gener-
ally, most people say that it would take about twice their
current net worth to feel wealthy. The more we earn and
the less we devote to current spending, the more we
can commit to meeting future needs. Regardless of in-
come or wealth, some portion of current income should
be set aside regularly for future use. Doing so creates
good saving habits and provides for your future needs.

1-1c Accumulating Wealth

In addition to using current income to pay for everyday liv-
ing expenses, we often spend it to acquire assets such as cars,
a home, or stocks and bonds. Our assets largely determine
how wealthy we are. Personal financial planning plays a
critical role in the accumulation of wealth by directing our
financial resources to the most productive areas.

One’s wealth is the
net total value of all the

items that the individual average propensity to consume
the percentage of each dollar of income, on
average, that a person spends for current
needs rather than savings

owns. Wealth consists of
financial and tangible as-
sets. Financial assets are
wealth the total value of all items owned
. by an individual, such as savings accounts,
such as savings accounts stocks, bonds, home, and automobiles

and securities (stocks, q - . " )
) inancial assets intangible assets, suc
bonds, mutual funds, . gio'e
as savings accounts and securities, that are
and so forth). They are acquired for some promised future return
earning assets that are

intangible, paper assets

CHAPTER 1: Understanding the Financial Planning Process 5



tangible assets physical assets,
such as real estate and automobiles, that
can be held for either consumption or
investment purposes

personal financial planning a
systematic process that considers important
elements of an individual’s financial affairs
in order to fulfill financial goals

6

Exhibit 1.2

The Average American, Financially Speaking

This financial snapshot of the “average American” gives you an idea of where you stand in terms of income, net worth, and

other measures. It should help you set some goals for the future.

Income and Assets
What Do We Earn? (median)
All families $46,700
What Are We Worth? (median)
All families $81,200
Home Ownership (median)
Value of primary residence $170,000
Mortgage on primary residence 115,000
How Much Savings Do We Have? (median)
Pooled investment funds {excluding money market) $80,000
Stocks 27,000
Bonds 94,500
Bank accounts/CDs 20,100
Retirement accounts 59,000

Source: Adapted from Jesse Bricker, Lisa J. Dettling, Alice Henriques, Joanne Y. Hsu, Kevin B. Moore, John Sabelhaus, Jeffrey Thampson, and Richard AVdindle, “Changesin U.S. Family Finances from 201010 2013:
Evidence from the Survey of Consumer Finances,” Board of Governors of the Federal Reserve System, Washington, D.C, October 24, 2014. Data is for 2013. http:/fwwew federalreserve.gov/pubs/bulletin/2074/pdf

Jscf14.pdf, Tables 1-4, accessed September 2076.

held for their expected future returns.
Tangible assets, in contrast, are physical
assets such as real estate and automobiles.
These assets can be held for either con-
sumption (e.g., your home, car, artwork,
or jewelry) or investment purposes (e.g., a
duplex purchased for rental income). The
goal of most people is to accumulate as
much wealth as possible while maintaining
current consumption at a level that provides the desired stan-
dard of living, To see how you compare with the typical Ameri-
can in financial terms, check out the statistics in Exhibit 1.2.

THE PERSONAL FINANCIAL
PLANNING PROCESS

Many people mis-
takenly assume that per-

sonal financial planning
is only for the wealthy.
However, nothing could
be further
truth. Whether you have
a lot of money or not

from the
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Everyone—including
recent college graduates,
young married couples,
and others—needs

to develop a personal
financial plan.
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enough, you need personal financial
planning. If you have enough money,
planning can help you spend and in-
vest it wisely. If your income seems
inadequate, taking steps to plan your
financial activities will lead to an im-
proved lifestyle. Personal financial
planning is a systematic process that
considers the important elements of
an individual’s financial affairs and is aimed at fulfilling
his or her financial goals.

Everyone—including recent college graduates,
young married couples, and others—needs to develop
a personal financial plan. Knowing what you need to ac-
complish financially, and how you intend to do it, gives
you an edge over someone who merely reacts to financial
events as they unfold. Just think of the example provided
by the financial crisis of 2008-2009. Do you think that
a financial plan would have helped in weathering the
financial storm?

1-2a Steps in the Financial
Planning Process

The financial planning process translates personal fi-
nancial goals into specific financial plans, which then
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Exhibit 1.3

The Six-Step Financial Planning Process

The financial planning process translates personal financial goals into specific financial plans and strategies, implements them,
and then uses budgets and financial statements to monitor, evaluate, and revise plans and strategies as needed. This process

typically involves the six steps shown in sequence here.

1. Define financial goals.

v

2. Develop financial plans and strategies to achieve goals.

Y

3. Implement financial plans and strategies.

v

4. Periodically develop and implement budgets to monitor and control progress toward goals.

\

5. Use financial statements to evaluate results of plans and budgets, taking corrective action as required.

Y

6. Redefine goals and revise plans and strategies as personal circumstances change.

help you implement those goals through financial
strategies. The financial planning process involves the
six steps shown in Exhibit 1.3.

You start with financial goals, formulate and im-
plement financial plans and strategies to reach them,
monitor and control progress toward goals through
budgets, and use financial statements to evaluate the
plan and budget results. This leads you back to rede-
fining your goals so that they better meet your current
needs, and to revising your financial plans and strate-
gies accordingly.

Let’s now look at how goal setting fits into the plan-
ning process. In Chapters 2 and 3, we'll consider other
information essential to creating your financial plans:
personal financial statements, budgets, and taxes.

1-2b Defining Your Financial Goals

Financial goals are the results that an individual wants
to attain. Examples include buying a home, build-
ing a college fund, and achieving financial indepen-
dence. What are your financial goals? Have you spelled
them out? Its impossible to effectively manage your
financial resources without financial goals. We need
to know where we are going, in a financial sense, to
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effectively meet the major financial events in our lives.

Your financial goals or preferences must be stated in mon-

etary terms because

money and the sat- financial goals results that an
individual wants to attain, such as

) buying a home, building a college fund,
are an integral part of or achieving financial independence
financial planning.

isfaction it can bring
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BEHAVIOR MATTERS

Practicing Financial Self-Awareness

money the medium of exchange
used as a measure of value in
financial transactions

utility the amount of satisfaction
received from purchasing certain
types or quantities of goods and
services

8

Are you aware of your financial behavior, its causes,
and its consequences? For example, are you routinely
relying too heavily on your credit card? Are you saving
enough to buy a new car or to fund your retirement?
And the bottom line: Are you continuing the same
financial behavior you have in the past and yet expect-
ing different results?

The first decisive step in taking control of your life is
to be aware of what you're thinking, feeling, and doing.
Be financially self-aware: observe your own thoughts,
feelings, and behavior concerning your finances. Take
notes on things that affect how you feel, and what you
do about financial decisions. Watch yourself, and be
honest about your feelings concerning money and your
future.

The Role of Money About 75 percent of Americans
believe that money is freedom. Money is the medium
of exchange used to measure value in financial trans-
actions. It would be difficult to set specific personal
financial goals and to measure progress toward achiev-
ing them without the standard unit of exchange pro-
vided by the dollar. Money, as we know it today, is the
key consideration in establishing financial goals. Yet
it’s not money, as such, that most people want. Rather,
we want the utility, which is the amount of satisfaction
received from buying quantities of goods and services
of a given quality, that money makes possible.

People may choose one item over another because
of a special feature that provides additional utility. For
example, some people will pay more for a car with satel-
lite radio than one with only an audio player. The added
utility may result from the actual usefulness of the spe-
cial feature, from the “status” it’s expected to provide, or
from both. Regardless,
people receive varying
levels of satisfaction from
similar items, and their
satisfaction isn’t neces-
sarily directly related to
the cost of the items. We,
therefore, need to con-
sider utility along with

PART ONE: Foundations of Financial Planning

Then ask yourself two critically important questions:

« Is the way | spend money consistent with what |
believe? Financial planning that works taking the
time to develop a plan that purposely lines up your
values and your use of money.

« Have I clearly stated the financial goals that are
important to me and, if so, what am | doing today
to make sure | achieve them? The heart of financial
planning is determining where you are today and
where you want to be in the future. This implies the
need for a financial plan: limited resources sometimes
bring painful trade-offs.

Source: Adapted from Carl Richards, “Practicing Radical Self-Awareness,’

Behaviorgap.com, http://us2.campaign-archivel.com/?u=23ce2ac179e81
58f7583c4e3fRid=8642577bc&e=b50e826a9%%, accessed September 2016.

cost when evaluating alternative qualities of life, spend-
ing patterns, and forms of wealth accumulation.

((0 Go to Smart Sites

Is getting the lowest price important to you? Where can
you search for the best prices? A highlight box in each
chapter of PFIN Online includes “Smart Sites,” a list of
resources and sites that offer additional information on
topics in the PFIN text. Log in at www.cengagebrain.com.

Investment Planning
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The Psychology of Money Money and its utility
are not only economic concepts; theyre also closely
linked to the psychological concepts of values, emo-
tion, and personality. Your personal value system—the
important ideals and beliefs that guide your life—will
also shape your attitude toward money and wealth



accumulation. If you place a high value
on family life, you may choose a career
that offers regular hours and less stress
or choose an employer who offers flex-
time rather than a higher-paying po-
sition that requires travel and lots of
overtime.

You may have plenty of money but
choose to live frugally and do things your-
self rather than hire someone to do them
for you. Or you may spend a high propor-
tion of your current income on acquiring
luxuries. Financial goals and decisions
should be consistent with your personal
values. You can formulate financial plans
that provide the greatest personal satis-
faction and quality of life by identifying
your values.

Money is an important motivator of personal be-
havior because it has a strong effect on self-image.
Each person’s unique personality and emotional
makeup determine the importance and role of money
in his or her life. You should become aware of your
own attitudes toward money because they are the ba-
sis of your “money personality” and money manage-
ment style.

Some questions to ask yourself include: How im-
portant is money to me? Why? What types of spend-
ing give me satisfaction? Am I a risk taker? Do I need
large financial reserves to feel secure? Knowing the
answers to these questions is a prerequisite for devel-
oping realistic and effective financial goals and plans.
Trade-offs between current and future benefits are
strongly affected by values, emotions, and personality.
Effective financial plans are both economically and
psychologically sound. They must not only consider
your wants, needs, and financial resources but must
also realistically reflect your personality and emo-
tional reactions to money.

1-2¢ Money and Relationships

The average couple spends between 250 and 700
hours planning their wedding. While most couples
spend less than $10,000 on the big day, the average
cost has risen to more than $32,000, depending on
where they live. But with all the hoopla surrounding
the wedding day, many couples overlook one of the
most important aspects of marriage: financial compat-
ibility. Money can be one of the most emotional issues

in any relationship, including that with a partner,
parents, or children. Most people are uncomfortable
talking about money matters and avoid such discus-
sions, even with their partners. However, differing
opinions on how to spend money may threaten the

stability of a marriage or cause arguments between
parents and children. Learning to communicate with
your partner about money is a critical step in develop-
ing effective financial plans.

The best way to resolve money disputes is to be
aware of your partner’s financial style, consistently com-
municate openly, and be willing to compromise. It’s
highly unlikely that you can change your partner’s style,
but you can work out your differences. Financial plan-
ning is an especially important part of the conflict resolu-
tion process. You need to work together to develop your
financial goals.

1-2d Types of Financial Goals

Financial goals cover a wide range of financial as-
pirations: controlling living expenses, meeting re-
tirement needs, setting up a savings and investment
program, and minimizing your taxes. Other impor-
tant financial goals include having enough money to
live as well as possible, being financially indepen-
dent, sending children to college, and providing for
retirement.

Financial goals should be defined as specifically
as possible. Saying that you want to save money next
year is not a specific goal. How much do you want
to save, and for what purpose? A goal such as “save
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