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Chapter 1  
Overview of a Financial Plan 

n  Chapter Overview 
Every individual and family needs to develop a financial plan to make the best use of resources to 
achieve financial goals. Financial planning will help them clarify their goals and ensure that 
spending, financing, and investing decisions are aligned with those goals. 

Chapter 1 discusses the benefits of financial planning: making your own financial planning 
decisions, judging the advice of financial advisers, even becoming a financial adviser. In addition, 
this chapter briefly discusses the six component plans that makeup the overall financial plan. 
These components are budgeting and tax planning, managing liquidity, planning and financing 
large purchases, protecting wealth and income through various types of insurance plans, investing 
money, and retirement and estate planning. Different life events quite often necessitate a change 
in the financial plan and goals. 

Each component of a financial plan impacts cash inflows and cash outflows, and all the 
components are interrelated. Understanding these relationships is key to creating and following a 
personal financial plan. Your budget identifies cash inflows and outflows and helps determine 
liquidity needs. Your financing decisions determine monthly payments and protecting your 
wealth requires cash outflows, both of which feed back into your budget. Investments and 
retirement planning require living today on less than you earn in order to have funds for future 
consumption (i.e. to invest today).  

Creating a financial plan requires six steps. First, an individual must establish financial goals. 
Once these are established, the individual must consider his or her current financial position. 
Next, alternative plans that could help achieve the goals should be identified and evaluated. At 
this point, one plan should be chosen and implemented. In the final two steps, the individual 
evaluates his or her financial plan and revises it as needed. 

n  Chapter Objectives 
The objectives of this chapter are to: 
• Explain how you benefit from personal finance. 
• Identify the key components of a financial plan 
• Explain how financial planning affects your cash flows 
• Outline the steps involved in developing your financial plan 
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n  Teaching Tips 
 1. Discuss this quote with students: “Most people don’t plan to fail; they fail to plan.” Ask 

students 
for examples of situations (financial or otherwise) where they have seen this happen. Guide 
the discussion toward financial matters. 

 2. Relate financial planning to planning a trip. 
Steps in Financial Planning Steps in Planning a Trip 

Set goals Decide where you are going 
Determine your current financial position Locate your home on the map 
Identify and evaluate alternative plans Identify and evaluate alternate routes 
Choose and implement a plan Pick a route and start journey 
Evaluate plan Is the trip going smoothly? 
Revise plan as needed Road construction causes major delays, 

so you pick an alternate route 

  A financial plan is just a financial road map. 

 3. Many younger students have difficulty recognizing the benefits of devising a financial plan 
now and saving for the future at a young age. The compounding of money can be easily 
demonstrated using the “Rule of 72.” The Rule of 72 can be used an indicator of how long it 
will take a single sum of money to double in value at a given interest rate or rate of return 
percentage.  The length of time is calculated by dividing 72 by the interest rate. For instance, 
at 8% a sum of money would double every nine years. Provide this example for students: 

  What if your parents had been able to invest $1,000 at 8% the day you were born? 

Age Value of Investment Age Value of Investment 

0 $  1,000 45 $  32,000 
9 2,000 54 64,000 

18 4,000 63 128,000 
27 8,000 72 256,000 
36 16,000 81 312,000 

  This concept also can be used further to determine the rate of return necessary to achieve a 
financial goal by simply dividing 72 by the number of periods available to reach the financial 
goal. This answer will provide the percentage return needed to reach that goal. For instance, 
you want to have $10,000 for a down payment on a house in nine years. Currently, you have 
saved $5,000You would need a return of 8%. Other considerations, such as amount of risk to 
be taken, would then also need to be assessed, but this is a quick tool to make preliminary 
estimates. 

 4. Have students develop a written set of goals. Suggest a minimum of two goals for each time 
frame—short-, intermediate-, and long-term goals. One of the short-term goals should be 
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achievable by the completion of the course. Remind students that goals need not only to be 
written but should include a definitive dollar amount, should be monitored, and should be 
assessed periodically to determine progress toward overall life goals. Evaluate the students’ 
goals to ensure they are realistic given their anticipated income from their future profession. 

 5. Teams—at the beginning of the semester/class, divide students into teams of three to five 
students. In many chapters, these teams can be used to discuss concepts and issues and to 
review quantitative materials and quizzes. 

 6. Discuss with students that goals are not stagnant. They change as an individual’s life 
changes. If you marry or have a child or change your career or job, for example, you should 
review and perhaps modify your financial goals.  Changes in the economic environment can 
affect the achievement of financial goals positively or negatively.  The last decade, 
unfortunately, had negative effects on most consumers’ financial goals, including delaying 
the purchase of a house, retiring, or changing careers, etc.  Encourage students to share their 
family experiences relative to loss of jobs, foreclosures, postponing or eliminating education 
plans, etc. 

 7. A good team exercise to introduce the members to each other and to generate discussion is to 
distribute a “financial goals/interests” questionnaire. Each member of the group gives an 
answer, which is recorded on the questionnaire. This discussion readily shows how different 
people are in their approach to their finances, and how important it is to know each other’s 
financial goals in a relationship.  

  Sample questions:  
  How much will you need annually to live comfortably in retirement? 
  How much do you need for an annual clothes budget? 
  What percentage of your income do you intend to save? 
  What type of vacation do you envision on an annual basis? 
  Will you support your children through college? 
  How much do you need to spend to have a nice dinner at a restaurant?  
  Do you believe in using credit cards for long-term purchases, or do you believe you should 

pay the balance in full each month? 
  Do you need a new car, or are you content with used cars?  

 8. Survey the class by a show of hands: Which job would you accept?  
  Job #1—35 hours per week with a beginning salary of $75,000. It is everything you do NOT 

like to do. You get four weeks of vacation.  
  Job #2—60–70 hours per week with a beginning salary of $25,000. It is everything you ever 

dreamed of doing in a career, but you receive only one week of vacation.  
  After a show of hands, ask several students why they chose the job they did.   This usually 

generates animated discussion of different value systems. 
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 9. Online courses—individual or team submissions on questionnaires, review sheets, and 
Internet exercises can be helpful. 

10. Search the Web for “CNN Money Essentials.”  There are seven major categories with 29 
personal finance lessons to help your students learn various personal finance topics. 
Encourage the students to use this resource. Spend a few minutes going over the “Goals” 
lesson listed under “Getting Started.”  
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n  Answers to End-of-Chapter Review Questions 
 1. Personal financial planning is the process of planning your spending, financing, and 

investing in order to optimize your financial situation. A personal financial plan involves 
decisions about financial goals and describes the spending, financing, and investing plans 
necessary to achieve those goals. 

 2. An opportunity cost is what you forgo as the result of a decision. Some of the opportunity 
costs of spending $10 on lottery tickets might be not eating out for lunch once a week, 
reducing debt by an additional $40 per month, or having $520 in savings at the end of the 
year. 

 3. An understanding of personal finance enables you to make more informed decisions about 
your financial situation. You would be able to better judge the advice of financial advisers. 
You might even pursue a career as a financial adviser. 

 4. (1) Budgeting and tax planning 
(2) Managing your liquidity 
(3) Financing your large purchases 
(4) Protecting your assets and income (insurance) 
(5) Investing your money 
(6) Planning your retirement and estate 

 5. Budget planning is the process of forecasting future expenses and savings. It involves 
evaluating your current financial position by assessing your income, your expenses, your 
assets, and your liabilities. Until you know what you spend money on it will be impossible to 
forecast all of your expenses. Many of you will be surprised when you find out how much 
you spend on eating out or snacks. 

 6. Your net worth is your assets (what your own) minus your liabilities (what you owe). You 
can measure your wealth by your net worth, and budgeting strategies can help you increase 
your net worth and thereby your wealth. For example, you can build your net worth by 
setting aside part of your income to invest in additional assets or reduce your liabilities. 

 7. Income is influenced by education and career decisions. If expenses are not accurately 
estimated, it may be difficult to reach savings goals. Many financial decisions are affected by 
tax laws, such as certain types of income being taxed at a higher rate than others. Knowledge 
of tax laws allows you to make more favorable choices. 

 8. Liquidity means having sufficient funds to cover short-term cash deficiencies. In managing 
your liquidity, you consider money management and credit management. Money 
management means deciding how much money to retain in liquid form and how much to 
invest. Credit management deals with the decisions you make on the amount of credit to use 
to support your spending. 

 9. Most people do not have the saving available to purchase big ticket items such as a house or 
a car. Therefore in order to acquire these items they must borrow money, or finance these 
items, and repay it over time. 
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10. The primary objective of investing is to use funds not needed for liquidity purposes to earn a 
high return. Most investments also carry an amount of risk. Potential investments include 
stocks, bonds, mutual funds, and real estate. 

11. A plan to protect your assets requires insurance planning, retirement planning, and estate 
planning. Insurance planning involves determining the types of insurance you need such as 
health, automobile, and life. Insurance reimburses you for damages to your assets, limits 
your exposure to potential liabilities, or protects your income. Retirement planning involves 
determining how much money you should set aside each year for retirement. Retirement 
planning must begin well before you retire so that you can accumulate sufficient money to 
invest and use after you retire. Estate planning is the act of planning how your estate will be 
distributed after you die. Effective estate planning can protect your wealth against 
unnecessary taxes and ensure that your wealth is distributed to your family in the manner that 
you desire. 

12. Budgeting focuses on the relationship between your income (cash inflows) and spending 
(cash outflows). Liquidity management focuses on depositing excess cash or obtaining credit 
if you are short on cash. Financing focuses on obtaining cash to support large purchases. 
Protecting your assets focuses on using some of your cash to purchase varying types of 
insurance. Investing focuses on using some of your cash to build wealth. Planning your 
retirement and estate dictates the wealth that you will accumulate by the time you retire and 
its distribution before or after your death. 

13. (1) Establish your financial goals. 
(2) Consider your current financial condition. 
(3) Identify and evaluate alternative plans that could achieve your goals. 
(4) Select and implement the best plan for achieving your goals. 
(5) Evaluate your financial plan. 
(6) Revise your financial plan. 

14. Your goals will influence the amount of money and the timing you need to achieve the goals. 
If goals are not realistic, they will be very difficult to accomplish, and you will become 
discouraged and lose interest in planning. Short-term goals are those to be accomplished in 
less than a year such as saving $500 for Christmas gifts. An intermediate goal takes from one 
to five years to accomplish, such as paying off a three-year note. A long-term goal takes 
more than five years to accomplish; 
an example is saving for retirement in a set number of years. 

15. Some factors that might affect your current financial position are: your level of debt, your 
marital status and family responsibility, your age and level of wealth accumulated, your 
career choice, and your level of education. 

16. Your goals are where you want to be, and your current financial position is where you are. 
Your alternative financial plans will “map” how to get from one position to the other. 
However, for goals to be effective they must be realistic. In most cases saving 50% of your 
income is not a realistic goal. 



Chapter 1 Overview of a Financial Plan  7 

©2017 Pearson Education, Inc.  

17. Once you have developed and implemented a plan, you must monitor it. Monitoring the plan 
will ensure that you are following the plan and that the plan is working as intended. 

18. You may find you need to revise the plan to make it more realistic. In addition, your life 
circumstances and financial condition may change. As your financial conditions change, 
your goals may change, especially as the result of specific events such as graduating college, 
getting married, 
or the birth of a child. 

19. • Bank deposit rates: buy now versus save decision  
• Prices of homes and cars in your area: planning for purchase 
• Financing rates on car loans, personal loans, and home loans: deciding how much of a 

loan you can afford 
• Stock price quotations and quotations on other investments: deciding when to invest and 

where to invest 
• Insurance quotations based on your needs: getting the best value for your insurance dollar 
• Tax rates: for tax planning 
• Retirement rules: retirement planning 
• Financial calculators: determining how your savings will grow or what your mortgage 

payment will be 

20. You should change your plan because your goals may be unrealistic due to the weaker 
economic conditions.  

21.  Consumer spending is reduced during a weak economy, so the demand for the products or 
services produced in a new business might be limited. Thus, the business might not achieve a 
sufficient level of sales to survive. 

22. Peer pressure can cause you to make impulse purchases and spend beyond your means. This 
in turn impacts your ability to save and invest for future needs.   

23.  College tuition rates vary significantly depending on a number of factors such as whether it is 
a public or private university. Some tuition totals for a 4-year degree can reach $200,000. In 
addition to cost you need to focus on schools that have good programs for the major you 
have selected. 

24.   Different careers vary widely with respect to lifetime earnings. Since one of the primary 
determinants of your financial plan is income it is extremely important to select a career that 
should generate enough income to achieve your goals. 

25.   Ricardo will need a career that generates enough income to achieve his goal of traveling. If 
you review Exhibit 1.7 you will there are several careers that will combine his interests with 
his personal goal and provide the income needed to travel. Ricardo might also decide to 
revise his personal goal of seeing the world to one that is less expensive.  

n  Answers to Financial Planning Exercises 
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1. Julia’s income:  $1,600 
 Julia’s expenses:   
 Rent $350  
 Utilities   100  
 Car payment   250  
 Braces   200  
 Groceries ($50 × 4)   200  
 Miscellaneous   150  
 Total expenses    1,250 
 Available for savings: ($1,600 − $1,250)  $   350 
 
2. Increase in car 

payment 
= $  75 

 Increase in insurance =     60 
 Opportunity cost = $135 per month that could not be 

used 
for savings, other purchases, etc. 

 
3.  Net worth is the difference between assets and liabilities: 

$3,000 − $500 − $135 = $2,365 

4.  Arianne added $1,200 to her assets and $500 to her liabilities, so her new net worth is: 

$5,000 + $1,200 − $500 = $5,700 

5.  Purchasing a tablet computer for $500 will not change her net worth since she reduces cash 
by $500 but added an asset worth $500. If she invests the money at 4% she will have $520 at 
the end of the year. $500 x 1.04 = $520. 

6.  Although the situation seems dismal, Jason has a couple of options. First, he could look for a 
car that requires payments of less than $200 per month in either financing costs or lease 
payments. This would require him to consult various dealers. Second, he could buy a cheaper 
car using the classifieds online or in the newspaper. In either case, Jason’s net worth will be 
reduced by a large percentage because a new car will require a down payment even if he 
finances it. If Jason buys a cheap car using the classifieds or another source, his cash flow 
will not be affected if he finds a car cheaper than $3,000. 
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Ethical Dilemma 
7.  a. No. Larry’s goal should be to assist Sandy and Phil in reaching their goal. The numerous 

transactions that he recommended are resulting in a decrease in their portfolio, which 
will hardly help them to reach their goal. 

b. Yes. Students need to be aware that stockbrokers are sales people and work on 
commission. Therefore, the more transactions, the more commissions and the higher the 
broker’s income is. 

  Note to Instructor: The instructor may wish to have the students research the name of this 
practice, which is churning. They may also wish to have the students research the legal 
aspects of churning. 

 
Financial Planning Online Exercise 

a. Mint pulls all your financial information together into one site and automatically updates 
your information as it changes. 

b. You can set up Mint to access your bank accounts, investment accounts, credit card 
accounts and even loans you have taken out. 

c. Mint lists low cost sources for credit cards, loans, insurance and other financial products. 
Mint will also show the highest interest bearing accounts for you to stash your savings and 
also show you ways to improve your credit score. 

n  Answers to Questions in The Sampsons—A Continuing Case 
 Current Financial Position 

Major Assets Home valued at $100,000; two cars 
Savings Very little 
Money Owed $90,000 mortgage; $2,000 credit card balance 
Salary The Sampson’s income was $48,000 but will now be 

about $60,000 since Sharon just started a part-time 
job. 
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Financial Goals 

 

Goal 1. Purchase New 
Car for Sharon this 

Year 

Goal 2. Pay for 
Children’s College 
Education in 12–17 

Years from Now 
Goal 3. Set Aside 

Money for Retirement 

How to Achieve 
the Goal 

Assess alternative 
plans available and 
choose the most 
appropriate plan 
given the financial 
situation. 

Assess alternative 
plans available and 
choose the most 
appropriate plan 
given the financial 
situation and the 
savings necessary for 
Sharon’s new car. 

Set aside a 
manageable and 
realistic amount each 
month toward 
retirement. This 
amount is currently 
contingent on meeting 
their other, shorter-
term plans of buying 
a new car and saving 
for their children’s 
college education. 

How to Implement 
the Plan 

Sharon decided saving 
$500 a month is the 
best plan; deposit the 
money 
in a liquid investment, 
such as a savings 
account. 

The Sampsons 
decided saving $300 a 
month is 
the best plan. Long-
term investments, 
such as tax-free 
education accounts, 
should be considered 
as investments. 

Seek the advice of 
a financial adviser to 
assess different 
investment options, 
such as stocks or 
bonds. The Sampsons 
should be aware that 
advisers may 
exaggerate the 
potential of 
investments and may 
recommend 
investments that give 
the adviser high 
commissions.  

How to Evaluate 
the Plan 

Sharon should monitor 
the progress to ensure 
that saving $500 each 
month is not too 
ambitious and is 
realistic. 

The Sampsons should 
monitor the progress 
to ensure they are 
saving $300 each 
month, especially 
given the additional 
savings for Sharon’s 
new car. 

The Sampsons should 
monitor their progress 
to ensure they are 
saving at least some 
money for retirement. 
Since this is a very 
long-term goal, 
a quarterly 
assessment of their 
retirement savings is 
appropriate. 
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