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Prepare, Apply, Confirm and Develop  
Employability Skills with MyLab Finance

*Source: 2017 Student Survey, n 4703

MyLabTM Finance is an online homework, tutorial, and assessment program  
constructed to work with this text to engage students and improve results. It was 
designed to help students develop and assess the skills and applicable knowledge 
that they will need to succeed  in their courses and their future careers.

Question Help  consists  
of homework and practice  
questions to give students  
unlimited opportunities to  
master concepts. Learning  
aids walk students through  
the problem—giving them  
assistance when they need  
it most.

85%
of students said MyLab  

Finance helped them earn 
higher grades on homework, 

exams, or the course

See what more than 30,000 students 
had to say about MyLab Finance:

“MyLab Finance’s primary benefit was that  
it helped me to learn how to solve problems 
and not just memorize information.”

— Student,  
Southern New Hampshire University
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For additional details visit: www.pearson.com/mylab/finance

Using proven, field-tested technology,  
auto-graded Excel Projects allow instructors 
to seamlessly integrate Microsoft Excel®  
content into their course without having  
to manually grade spreadsheets.  Students 
have the opportunity to practice important  
finance skills in Excel, helping them to  
master key concepts and gain proficiency  
with the program.

Dynamic Study Modules use the  
latest developments in cognitive science 
and help students study chapter topics 
by adapting to their performance in  
real time.

% of students who found 
learning aid helpful

89%

86%
84%

eText Study 
Plan

Dynamic Study  
Modules

Pearson eText enhances student learning.

The Gradebook offers an easy way for you 
and your students to see their performance 
in your course.

of students would tell their  
instructor to keep using  

MyLab Finance

85%

“I like how the ‘give me an example’ option works with the homework—it is nice to run 
through an example with guidance to learn how to solve these problems.”

— Student, Virginia Polytechnic Institute and State University
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xxvii

PREFACE

New to the Seventh Edition
All chapters have been updated to present complete and current coverage at the time of publication. The key 
changes in the Seventh Edition of Personal Finance include the following:

• The Stephanie Spratt running examples throughout all chapters account for present economic conditions 
and the most recent tax law changes.

• The Sampsons case has been revised to ensure consistency throughout the text, and incorporates the most 
recent tax law changes.

• The Brad Brooks case has been revised to ensure consistency throughout the text, and incorporates the most 
recent tax law changes.

• The Building Your Own Financial Plan feature includes new applications and templates that enable students 
to easily create their own financial plan.

• Chapter 1, “Overview of a Financial Plan,” contains more information about how to select a college (or 
graduate school), a major, and an occupation. It also provides updated salary information about occupa-
tions and explains how to implement a financial plan to accomplish financial goals.

• Chapter 4, “Using Tax Concepts for Planning,” has been completely rewritten to account for the new tax 
law changes. This chapter is written in very simple terms, and offers clear guidance for students to estimate 
their own taxes if they take the standard deduction.

• Chapter 5, “Banking and Interest Rates,” contains more discussion on the online payment process for paying bills.

• Chapter 6, “Managing Your Money,” uses lower interest rates to reflect current conditions.

• Chapter 7, “Assessing and Selecting Your Credit,” contains more discussion of improving your credit score, 
and prevention of identity theft.

• Chapter 8, “Managing Your Credit,” contains more discussion of credit cards.

• Chapter 9, “Personal Loans,” contains more discussion of loan consolidations and student loans.

• Chapter 10, “Purchasing and Financing a Home,” illustrates how the recent tax law changes have reduced 
the potential tax benefits of owning a home.

• Chapter 17, “Investing in Mutual Funds,” includes much more information about exchange-traded funds 
(ETFs) because of their popularity.

• Chapter 19, “Retirement Planning,” contains updated information on all the different retirement plans that 
are available because many of the rules, such as the maximum allowable contribution per year, have changed.

Solving Teaching and Learning Challenges
Ask yourself these financial questions:

• Should you buy a new car or lease a car?

• How much can you borrow?

• Which bank offers the best services to satisfy your needs?

• How can you avoid identity theft?

• Under what conditions should you use a credit card or a debit card?

• Do you have enough insurance?

• Will you be able to retire while still young?

This textbook allows you to address these and other related financial dilemmas. It also guides you to 
create a financial plan for yourself. This textbook gives you the opportunity to develop the skills that can 
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xxviii Preface

improve your financial position over time. To do this, it incorporates Internet-based resources along with 
many examples, problems, and ongoing case studies, all of which focus on providing students with hands-on 
practice applying financial concepts.

The quantitative side of financial planning intimidates many students. This book simplifies the mathemat-
ics of personal finance by explaining the underlying logic. Formulas and calculations are explained in the text 
and then illustrated in examples. Examples that can be solved using a financial calculator are depicted with 
a calculator illustration. Students are referred to Web sites with online calculators whenever pertinent. The  
Financial Planning Problems provide students with ample opportunity to practice applying math-based concepts.

The key components of a financial plan 
are introduced in Chapter 1. The balance of 
the text is organized into the following seven 
parts, which are keyed to the financial plan 
components introduced in Chapter 1, con-
cluding with the synthesis of those compo-
nents into a comprehensive financial plan in 
Chapter 21:

1. Tools for Financial Planning covers 
budgeting and tax planning.

2. Managing Your Liquidity covers bank-
ing, credit, and money management.

3. Personal Financing covers financing 
large purchases.

4. Protecting Your Wealth covers 
 insurance planning.

5. Personal Investing covers a variety of 
investments and investing strategy.

6. Retirement and Estate Planning covers 
plans, strategies, and tax consider-
ations related to retirement and estate 
planning.

7. Synthesis of Financial Planning  covers 
the integration of the  components into 
a comprehensive personal financial 
plan.

To improve student results, we recommend pairing the text content with MyLab Finance, which is the 
teaching and learning platform that empowers you to reach every student. By combining trusted author 
content with digital tools and a flexible platform, MyLab personalizes the learning experience and will help 
your students learn and retain key course concepts while developing skills that future employers are seeking 
in their candidates. From Dynamic Study Modules to Financial Planning Spreadsheets, MyLab Finance helps 
you teach your course, your way.  Learn more at www.pearson.com/mylab/finance.

The main solutions that this textbook and MyLab offers are as follows.

Building Your Own Financial Plan
The seventh edition of Personal Finance integrates the Building Your Own Financial Plan feature along with 
the case studies in each chapter, to help students create their own personalized plans for financial success.

Students learn by doing. After each chapter, they are prompted to apply the key concepts in order to 
make their own financial planning decisions. At the end of the course, students will have completed a finan-
cial plan that they can use beyond the school term.
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Decision Making
Personal Finance’s interactive approach incorporates Internet-based resources along with examples, 
 problems, and ongoing case studies that help students make informed financial planning decisions.

NAME DATE

1. ACCESSING THE FINANCIAL PLAN SPREADSHEETS

Access the Excel spreadsheets that help you complete your financial planning tasks at www.pearson.com/
mylab/finance. You can download and store these files so that you have easy access to all of your answers 
for all chapters. The spreadsheets will perform all the calculations that you need to complete your financial 
planning tasks once you provide the proper input. After completing these spreadsheets electronically, you 
can complete the associated end-of-chapter worksheets. The information on the online financial planning 
spreadsheets corresponds to the information shown on the worksheets, except that the spreadsheets also 
generate some additional graphs and pie charts to complement some tables. Your instructor may offer 
specific instructions on how to complete your financial plan and when to submit your plan for review and/
or grading.

2. PLANNING YOUR FUTURE OCCUPATION

 a. What is your expected occupation upon completion of your degree? 

 b. What is the entry-level annual salary for your expected occupation?  

(If you need to access info about occupations, go to www.bls.com. If you need an estimate of 
the entry-level salary, go to your Web browser and type the occupation you chose along with 
the search term “entry salary.” You may be able to obtain a more accurate salary estimate if you 
include your city or state in your search.)

MyLab FinanceBUILDING YOUR OWN FINANCIAL PLAN: Chapter 1

At the end of every chapter, you will be guided to apply specific chapter concepts in order 
to build your financial plan. Some of the concepts will allow you to assess your present 
financial status. Other concepts that might not be applicable to your present status will 
focus on your future financial status. By the end of the school term, you will have a com-
plete financial plan that should serve as a useful guide for your future financial decisions.
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FREE APPS  
for Personal 

Finance

Managing Your Budget in Real Time
Application:
The Mint Money Manager, Budget, and Personal Finance app (by Mint.com) sends you 
reminders about future bills that are due and helps you schedule the payment of your 
future bills. This allows you to ensure that you manage your cash outflows more effectively.

To Find It:
Search for the “Mint” app on your mobile device.

Anticipating Cash Shortages
In a month with a large amount of unexpected expenses, you may not have sufficient cash 
inflows to cover your expected cash outflows. If the cash shortage is small, you would 
likely withdraw funds from your checking account to make up the difference. If you expect 
a major deficiency for a future month, however, you might not have sufficient funds avail-
able to cover it. The budget can warn you of such a problem well in advance so that you 
can determine how to cover the deficiency. You should set aside funds in a savings account 
that can serve as an emergency fund in the event that you experience a cash shortage.

In reality, unanticipated expenses can occur very often because of various unexpected 
events such as a car repair. Although you may not always be able to predict the specific 
event that will cause your expenses to be higher than normal, you might consider budget-
ing for unanticipated expenses. You could include an amount such as $30 per month for 
unanticipated expenses, even though you do not know what the expense will be. This may 
allow you to establish a more realistic budget, with more accurate estimates of how much 
money you will spend per month, and therefore more accurate estimates of how much you 
can save per month. Such a budgeting strategy might seem painful because it will result in a 
smaller amount of expected savings. But to the extent that it allows you to more accurately 
estimate your savings, it can help you achieve the savings goals that are set by your budget.

Assessing the Accuracy of the Budget
Periodically compare your actual cash flows over a recent period (such as last month) to 
the forecasted cash flows in your budget to determine whether your forecasts are on target. 
Many individuals tend to be overly optimistic about their cash flow forecasts. They overesti-
mate their cash inflows and underestimate their cash outflows; as a result, their net cash flows 
are lower than expected. By detecting such forecasting errors, you can take steps to improve 
your budgeting. You may decide to limit your spending to stay within your budgeted cash 
outflows. Or you may choose not to adjust your spending habits, but to increase your fore-
cast of cash outflows to reflect reality. By budgeting accurately, you are more likely to detect 
any future cash flow shortages and therefore can prepare in advance for any deficiencies.

Forecasting Net Cash Flows over Several Months
To forecast your cash flows for several months ahead, you can follow the same process as 
for forecasting one month ahead. Whenever particular types of cash flows are expected 
to be normal, they can be forecasted from previous months when the levels were normal. 

PSYCHOLOGY  
of Personal 

Finance

Go to:
www.moneycrashers 
.com and search for “per-
sonal budgeting tips.”

To get:
Tips on effective 
budgeting.

Financial Planning
ONLINE

Recall that Stephanie Spratt forecasted cash flows to create a budget for this coming 
month. Now it is the end of the month, so she can assess whether her forecasts were 
accurate. Her forecasted cash flows are shown in the second column of Exhibit 2.5. 
She compares the actual cash flows (third column) to her forecast and calculates the 
 difference between them (shown in the fourth column). This difference between columns 
two and three is referred to as the forecasting error.

EXAMPLE

 Forecasting Your Cash Flows 41
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Free Apps for Personal Finance highlights useful apps students can download to their 
smartphones for free that apply to some of the key concepts covered in the chapter.

Financial Planning Online in every chapter highlights Internet resources for more 
information on a chapter topic. Each includes an Internet address and a descrip-
tion of what the Web site provides.

 Background on the Tax System 93

Personal Income Taxes
Your income is also subject to personal income taxes, which are taxes imposed on your 
income. In addition to withholding for FICA taxes, your employer withholds a portion 
of your paycheck for your personal income taxes (also referred to as “federal income 
taxes”). The specific percentage of your income that is withheld to pay your personal 
income taxes varies among taxpayers based on factors such as the amount of your salary 
and how many dependents you have.

Each year you must complete a tax return using tax forms developed by the IRS that 
discloses your income and other information you used to calculate the total personal 
income taxes that you owe (sometimes referred to as your “personal income tax liability”) 
for the year. The year used for the purpose of calculating your personal income taxes ends 
on December 31 of each calendar year. You must complete and submit your tax return to 
the IRS by April 15 of the following year. See the companion Web site for this text book 
to access IRS tax forms.

When completing your tax return, you will compare your personal income tax liabil-
ity for the year (based on your calculation on the IRS tax form) to the amount of income 
withheld by your employer over the year that represents your personal income taxes paid 
to the IRS. The amount of your income that was withheld may not perfectly match the 
personal income taxes that you owe for the year. For example, if you earned interest on 
your savings account, you must report the interest on your tax form as personal income, 
but no taxes are withheld from that type of income. Therefore, your tax liability for the 
year may be higher than the total amount of personal income taxes that were withheld 
from your paycheck. In that case, you will need to submit a payment to the IRS for the 
difference at the time that you submit your completed tax return to the IRS. Conversely, 
if your personal income tax liability for the year is less than the total amount of personal 
income taxes that were withheld from your paycheck, the IRS will send you a refund for 
the difference.

Your Filing Status To calculate your personal income tax liability, you must first 
determine your specific “filing status.” The alternatives are:

• Single

• Married filing jointly

• Married filing separately

• Head of household

• Qualifying widow(er) with dependent child

The filing status is important because it affects the rate at which your income is taxed. 
Married people usually combine their incomes and file a joint return. However, a married 

personal income taxes
Taxes imposed on 
personal income.

Stephanie Spratt recently started her full-time job. Her annual salary for this year will be 
$43,000. She knows that she will be subject to a total FICA tax rate of 7.65%, which is 
based on 6.20% for Social Security and 1.45% for Medicare. She wants to know how much 
FICA taxes she will pay for the entire year. She completes the following table:

Social Security Tax Medicare Tax Total FICA Taxes
Tax Rate 6.2% 1.45% 7.65%
Tax Amount 6.2% * $43,000 =

$2,666
1.45% * $43,000 =

$623.50
7.65% * $43,000 =

$3,289.50

Thus, Stephanie will pay FICA taxes of $3,289.50 over the year, which her employer will 
withhold from her paycheck.

EXAMPLE

Go to:
www.irs.gov

To get:
Information about tax 
rates, tax forms, guide-
lines, and deadlines.

Financial Planning
ONLINE
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80 Chapter 3  Applying Time Value Concepts

3. Time Value of Cash Flows. To what types of cash 
flows is the time value of money concept most 
commonly applied?

4. Annuity. What is an annuity?

5. Compounding. Define compounding. How is it 
used in financial planning?

6. Calculating Future Values. What two methods can 
be used to calculate future values?

7. Interest Rates and Future Values.  How does the 
rate of interest affect future values?

8. Time and Future Values.  How does your time 
horizon affect future values?

9. Future Value Formula. What is the formula for 
determining the future value of a single sum when 
using the future value interest factor table? What 
information must be known to find the correct 
future value interest factor?

10. Discounting. What is discounting?

11. Future Value of Debt. How does deferring student 
loan payments affect the future value of your debt?

12. Present Value. Describe some instances when deter-
mining the present value of an amount is useful.

13. Using Proper Tables. In questions a through d, 
indicate whether you would use the table for 
determining the future value of a single sum 
(FVIF), the present value of a single sum (PVIF), 
the future value of an annuity (FVIFA), or the pres-
ent value of an annuity (PVIFA).

 a. You want to know how much you must deposit 
today to have $5,000 in five years.

 b. You plan to contribute $300 per month to your 
company’s retirement plan and want to know 
how much you will have at retirement.

 c. You received $500 as a gift for graduation, and 
you want to know how much it will be worth 
in three years if you deposit it in a savings 
account.

 d. You must decide between accepting a lump-
sum settlement and annual payments.

14. Present Value of Annuity. What formula is used to 
determine the present value of an annuity? What 
does the present value of an annuity indicate?

15. Future Value of Annuity. How would you modify 
the FVA equation to determine how much you 
would need to save each month to have a specific 
amount at a specific time in the future?

16. Number of Periods. In determining the future 
value of an annuity to be invested monthly over a 
five-year period, what number of periods should 
you use?

17. Time Value of Money and Debt. Lakesha recently 
found out that her credit card balance was com-
pounded daily rather than monthly. How will this 
compounding frequency impact the outstanding 
debt she owes on her credit card?

18. Time Value of Money and Your Financial 
Plan. Jerry would like to save the same amount 
every month until he turns 40. Which time value 
concept should he use to compute the value of his 
savings at that time?

19. Time Value of Money Tools. Winston will receive 
$100,000 on his 25th birthday. Which time value 
of money concept would you use to compute the 
value of his future inheritance?

20. Time Value and Savings.  How can an understand-
ing of the time value of money motivate you to 
save more money?

FINANCIAL PLANNING PROBLEMS

All Financial Planning Problems are available in MyLab Finance at www.pearson.com/mylab/finance. A financial 
 calculator is recommended for Problems 4, 9, 11, 12, 13, 15 and 16. The financial tables can be used to answer 
Problems 1, 2, 3, 5, 6, 7, 9, 10, and 13.

1. Future Value. Kyle has $1,000 in cash received 
for high school graduation gifts from various 
relatives. He wants to invest it in a certificate of 
deposit (CD) so that he will have a down pay-
ment on a car when he graduates from college in 
five years. His bank will pay 1.5% per year, com-
pounded annually, for the five-year CD. How much 
will Kyle have in five years to put down on his car?

2. Future Value. Sandra wants to deposit $100 each 
year for her son. If she places it in an investment 

account that averages a 5% annual return, what 
amount will be in the account in twenty years? How 
much will she have if the account earns 8% a year?

3. Future Value. Luis wants to know how much he 
will have available to spend on his trip to Belize 
in three years if he deposits $3,000 today at an 
annual interest rate of 2%.

4. Future Value. How much will you have in 36 
months if you invest $75 a month at 3% annual 
interest?
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Financial Planning Problems require students to demonstrate knowledge of mathematical 
concepts by performing computations to make well-informed personal finance decisions. 
All Financial Planning Problems are available in MyLab Finance.
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 Psychology of Personal Finance: Paying Off Credit Card Debt 187

24. Checking Credit Scores. Why should you be care-
ful about checking your credit score on one of the 
numerous “free” sites?

25. Credit Counseling. Explain the advantages 
and disadvantages of using a credit counseling 
organization.

26. EMV Cards. How has EMV technology helped 
reduce identify theft?

27. Social Media and Identity Theft. What are some 
factors to consider when using social media with 
respect to identity theft?

FINANCIAL PLANNING PROBLEMS

All Financial Planning Problems are available in MyLab Finance at www.pearson.com/mylab/finance.

Ethical Dilemma. Rita is the office manager of a three-
doctor practice. Her brother, Juan, a recent college 
graduate, recently started working for a large insur-
ance company that specializes in health insurance. In 
attempting to build a client base, Juan asks Rita if she 
will provide him with a list of all the doctors’ patients 
who do not currently have health insurance. Wishing 
to help her brother be successful in his new job, she 

runs the list, which includes names, addresses, tele-
phone numbers, Social Security numbers, and brief 
medical histories.

1. Is Rita acting ethically? Explain.

2. What problems could Rita be creating for the prac-
tice’s patients?

FINANCIAL PLANNING ONLINE EXERCISES

1. Go to the Web site www.consumer.gov, and go to the section on credit, loans, and 
debt.

 a. What are some ways that you can build your credit history?

 b. What type of information is contained in your credit report?

 c. What are some advantages of having “good credit”?

2. Review the information at www.ftc.gov about free credit reports.

 a. What is the only authorized source for free credit reports under federal law?

 b. How can you request a free credit report?

 c. Why should you review your credit report?

3. Go to the Web site www.identitytheft.gov, and summarize the actions you should 
take if your identity is stolen.

4. Go to the Web site www.consumer.gov and go to the section on “Scams and Identity 
Theft.” Look up some of the current scams that the FTC is warning consumers about. 
List two of these scams.

PSYCHOLOGY OF PERSONAL FINANCE: Paying Off Credit Card Debt

1. Some consumers prefer putting off their credit 
card payments and don’t think about having to 
repay the debt along with the interest later. At the 
other extreme, other consumers are obsessed 
with paying off the credit card balance each month 
because they dislike having any debt. What drives 
your behavior when using credit cards?

2. Read one practical article of how psychology 
affects paying credit card debt. You can easily 
retrieve possible articles by doing an online search 
using the terms “psychology” and “credit card 
debt.” Summarize the main points of the article.
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Financial Planning Online Exercises show students how to obtain, critically evaluate,  
and use Internet-based resources in making personal finance decisions.

 Risk Management 157

Your decision on how to invest your short-term funds (after determining how much 
money to maintain in your checking account) should account for your willingness to tol-
erate risk. If you want to minimize all forms of risk, you may simply consider investing 
all your funds in an MMF that always focuses on Treasury securities maturing within a 
month or less. However, you will likely improve on the yield if you are willing to accept 
some degree of risk.

For example, if you know that you will not need your funds for at least six months 
and do not expect interest rates to rise substantially over that period, you might consider 
investing your funds in a six-month retail CD. A compromise would be to invest a portion 
of your short-term funds in the six-month retail CD and the remaining funds in the MMF 
that focuses on Treasury securities. The CD offers you a higher expected return (although 
less liquidity), while the MMF offers you liquidity in case you need funds immediately.

In recent years, interest rates on all money market investments have been very low, 
which means that your return on these investments is low. This creates a temptation to 
reduce such investments in favor of more exciting investments, such as stocks that have 
the potential to earn very high returns. Keep in mind, however, that the money market 
investments have a specific purpose. They create liquidity, so that you have easy access 
to funds. Stocks do not provide the same degree of liquidity.

PSYCHOLOGY  
of Personal 

Finance

Stephanie Spratt has $2,000 available to allocate to money market investments. She 
knows that she will need $400 to cover several small bills in the next week and may also 
need $600 in a month or so to pay for repairs on her car engine. She does not expect to 
need the other funds for at least one month. Her financial institution offers the following 
annualized yields on various money market instruments:

Annualized Yield (%)

Checking account 0

Savings deposit 1.2

MMDA ($2,500 minimum balance) 2.0

MMF ($300 minimum balance) 1.5

One-month CD 2.5

Six-month CD 2.7

One-year CD 3.0

Stephanie’s existing checking account has a balance close to zero. She also has an MMF 
with a balance of $300, which she must maintain to meet the minimum balance. She will 
first focus on meeting her liquidity needs and then decide how to invest the remaining 
funds that are not needed to cover possible expenses. She decides to allocate $400 to her 
checking account so that she can make several payments to cover her upcoming bills. It is 
not worthwhile to invest these funds elsewhere as she will need the funds soon, and the 
checking account is the only investment that will allow her to make several small payments.

She knows that she might need another $600 in the near future for car repairs, but wants 
to earn as high a return as possible until she needs the money. She immediately eliminates 
the MMDA from consideration because it would require a minimum balance of $2,500. 
She decides to invest the $600 in her MMF. She can write a check from this account to 
cover the car repairs; meanwhile, the funds invested in the MMF will earn 1.5% interest 
on an annualized basis.

Stephanie now has $1,000 remaining to allocate and anticipates that she will not need 
the money for at least one month. She does not consider investing the $1,000 in a six-
month CD or one-year CD, even though they offer slightly higher interest rates than the 
one-month CD, because she may need the funds in one month. She decides to invest the 
$1,000 in a one-month CD, because that alternative provides the best guaranteed return 
over a one-month period.

EXAMPLE
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A running example of a recent college graduate and new entrant into the work-
force helps students apply concepts to real-life situations. Students are common-
ly faced with dilemmas similar to those Stephanie faces, such as how to control 
recreational spending or whether to buy or lease a car.

NAME DATE

1. Help the Sampsons determine how much they will have for the children’s education by calculating 
how much $3,600 in annual savings will accumulate to if they earn interest of (a) 2% and (b) 5%. 
Next, determine how much $4,800 in annual savings will accumulate to if they earn interest of  
(a) 2% and (b) 5%.

Savings Accumulated Over the Next Twelve Years 
(Based on Plan to Save $3,600 per Year at 2% or 5%)

Amount Saved Per Year $3,600 $3,600

Interest Rate 2% 5%

Years 12 12

Future Value of Savings

Savings Accumulated Over the Next Twelve Years 
(Based on Plan to Save $4,800 per Year at 2% or 5%)

Amount Saved Per Year $4,800 $4,800

Interest Rate 2% 5%

Years 12 12

Future Value of Savings

2. What is the impact of the higher interest rate of 5% (instead of 2%) on the Sampsons’ accumu-
lated savings?

Dave and Sharon Sampson recently established a plan to save $300 per month (or $3,600 
per year) for their children’s education. Their oldest child is six years old and will begin 
college in twelve years. They will invest the $300 in a savings account that they expect 
will earn interest of about 2% per year over the next twelve years. The Sampsons wonder 
how much additional money they would accumulate if they could earn 5% per year on the 
savings account instead of 2%. They also wonder how their savings would accumulate if 
they could save $400 per month (or $4,800 per year) instead of $300 per month.

MyLab FinanceTHE SAMPSONS—A CONTINUING CASE: Chapter 3
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Build a financial plan for a family! As the parents of two children, Dave and 
Sharon Sampson face common financial dilemmas, having made few plans re-
garding their financial future and being eager to start saving toward a new car, 
their children’s college education, and their retirement. Students apply chapter 
concepts to counsel the Sampsons on the accompanying online worksheets.
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 Preface xxxi

Chapter 21 synthesizes all parts of the text to highlight the interrelationships among the components 
of a financial plan and presents a completed plan for Stephanie Spratt. It also contains a Certified Financial 
Planner Exercise that challenges students to offer advice on how financial planning should be adjusted in 
response to a change in economic conditions.

Learning Tools

120

MyLab Finance helps you master the topics in this chapter and study more 
 efficiently. Visit www.pearson.com/mylab/finance for more details.

W hen Shawna arrived 

on campus for her 

first year of college, 

she relied on an automated teller 

machine (ATM) to obtain cash for the 

many little necessities of college life 

(food, movies, and more food). It was 

only on a weekend trip back home, 

where she reviewed her latest bank 

statement, that Shawna became 

aware of a problem. Her bank state-

ment showed thirty-nine separate 

charges for ATM fees. She had been 

charged $1.00 for each trip to an 

“out-of-network” ATM not owned by her bank. There was another $1.50 fee charged by the 

bank that owned the ATM, so each ATM visit created two charges. In addition, Shawna dis-

covered that she had made five balance inquiries on “out-of-network” ATMs, and her bank 

charged $0.50 for each of them. Altogether, for her seventeen visits to the ATM, Shawna 

had accrued $42.50 in ATM fees and $2.50 in inquiry fees for a total of $45.00. Shocked 

at this discovery, Shawna found a bank that offered a mobile app with an ATM locator that 

would enable her to easily find no-fee ATMS. The mobile app also allows her to check her 

account balance at any time, so she will always be aware if she is being charged fees.

This chapter explains how to use a financial institution to manage your daily cash flow. A good 

bank is an essential component of liquidity, whether you are depositing funds in an interest-

earning account or need a loan. You may choose a commercial bank, a credit union, or an 

online bank. In each case it is important to know how well your money is secured. You should 

also be interested in knowing how the bank sets its interest rates on your deposits and on any 

loan you might take out. Interest rates fluctuate frequently and are dependent on several  

factors, as you will find out later in this chapter.

Banking and Interest 
Rates 5 

chapter 

WavebreakmediaMicro/Fotolia
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NAME DATE

 a. Prepare personal financial statements for Brad, including a personal cash flow statement and  
personal balance sheet.

Personal Cash Flow Statement 
Cash Inflows This Month

Disposable income

Total cash inflows

Cash Outflows

Rent

Car payment

Utilities

Smartphone

Health care insurance

Groceries

Your friend Brad Brooks has no control of personal finances. Single and 30 years old, he 
has a good job at a technology company. His monthly disposable income is $4,000. Brad 
recently moved from his apartment where the rent was $1,400 per month to an expensive 
condo. His typical monthly expenses are as follows:

Rent at condo $2,000
Car payment (balance on car loan $10,000;  
market value of car $15,000)

500

Utilities (gas, electric, Internet) 200
Smartphone 200
Health care insurance 100
Groceries 300
Clothes 100
Car expenses (gas, insurance, maintenance) 400
Entertainment (dining out, golf, weekend trips) 700
Credit card payment 100

Brad commonly finances many purchases with his credit cards. His credit card balance 
is $8,000 and climbing. He normally pays $100 monthly to the credit card company, but 
would like to eventually pay off the balance completely, because he pays a very high 
interest rate on that credit. He also wishes he could pay off his car loan, which has a 
 balance of $10,000, and about twenty months left on his existing car loan.

Brad currently has about $1,000 in his checking account. He has furniture valued at $2,000 
and owns stocks valued at $4,000.

Be sure to access the Excel spreadsheets for all Brad Brooks cases at www.pearson.com/
mylab/finance.

 BRAD BROOKS—A Continuing Case: Part 1 MyLab Finance
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146 Chapter 6  Managing Your Money

The objectives of this chapter are to:

• Provide a background on money management

• Describe the most popular money market investments

• Identify the risk associated with money market investments

• Explain how to manage the risk of your money market investments

• Explain how money management fits within your financial plan

Background on Money Management
Money management describes the decisions you make over a short-term period regard-
ing your cash inflows and outflows. It is separate from decisions about investing funds 
for a long-term period (such as several years) or borrowing funds for a long-term period. 
Instead, it focuses on maintaining short-term investments to achieve both liquidity and 
an adequate return on your investments, as explained next.

Liquidity
As discussed in Chapter 1, liquidity refers to your ability to cover any short-term cash 
deficiencies. Recall that the personal cash flow statement determines the amount of excess 
or deficient funds that you have at the end of a period, such as one month from now. 
Money management is related to the personal cash flow statement because it determines 
how to use excess funds, or how to obtain funds if your cash inflows are insufficient. You 
should strive to maintain a sufficient amount of funds in liquid assets, such as a check-
ing account or savings account to draw on when your cash outflows exceed your cash 
inflows. In this way, you maintain adequate liquidity.

Liquidity is necessary because there will be periods when your cash inflows are not 
adequate to cover your cash outflows. But there are opportunity costs when you maintain 
an excessive amount of liquid funds. A portion of those funds could have been invested in 
less-liquid assets that could earn a higher return than, say, a savings account. In general, 
the more liquid an investment, the lower its return, so you forgo higher returns when 
maintaining a high degree of liquidity.

money management
A series of decisions 
made over a short-term 
period regarding cash 
inflows and outflows.

liquidity
Your ability to cover any 
cash deficiencies that you 
may experience.

Using Credit Cards for Liquidity Some individuals rely on a credit card (to be 
discussed in detail in Chapter 8) as a source of liquidity rather than maintaining liquid 
investments. Many credit cards provide temporary free financing from the time you make 
purchases until the date when your payment is due. If you have insufficient funds to pay 
the entire credit card balance when the bill is due, you may pay only a portion of your 
balance and finance the rest of the payment. The interest rate is usually quite high, com-
monly ranging from 8% to 20%. Maintaining liquid assets that you can easily access 
when you need funds allows you to avoid using credit and paying high finance charges.

Stephanie Spratt’s cash inflows are $3,000 per month after taxes. Her cash outflows are 
normally about $2,600 per month, leaving her with $400 in cash each month. This month 
she expects that she will have an extra expense of $600; therefore, her cash outflows 
will exceed her cash inflows by $200. She needs a convenient source of funds to cover 
the extra expense.

EXAMPLE
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Chapter Introductions
The opening of each chap-
ter provides an interest- 
grabbing scenario that 
previews the chapter’s 
content.

Learning Objectives
Corresponding to the main 
headings in each chapter, 
the list of learning  objectives 
guides students through the 
material.

At the end of each part, students are prompted to build a financial plan for 
their friend Brad Brooks using the accompanying online worksheets. Brad has 
expensive tastes and a soaring credit card balance, and he needs their assistance 
to improve his financial condition.
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Disadvantages of Using Credit
There can be a high cost to using credit. Access to credit can be a disadvantage because 
it may result in:

• Excessive spending

• A large accumulation of debt

Excessive Spending The behavior of some consumers is completely different when 
they pay with a credit card versus having to pull cash out of their wallet to make a pay-
ment. The credit card gives a feeling of freedom, as if it allows consumers to avoid the 
cost of purchases.

PSYCHOLOGY  
of Personal 

Finance

The point of this example is that some consumers have no control over their spending 
when using a credit card. They are tempted to purchase products they do not need and 
to overpay when purchasing products because the credit card makes them feel like they 
are not really paying for the products. Conversely, more psychological pain is associated 
with using cash to make purchases than with using a credit card, even if the amount of 
the payment is exactly the same. Therefore, consumers make spending decisions more 
carefully when using cash. They tend to recognize that their cash was earned, that they 
have a limited amount of it, and that spending their cash now may prevent them from 
affording other products later. Thus, the use of cash imposes a limit on the amount of 
their spending.

Access to credit can also affect the types of purchases that consumers make. Consum-
ers are more willing to select the more expensive options when they use credit instead of 
cash at the time they make their decision.

Accumulation of Debt Another disadvantage of credit cards is that they can cause 
some consumers to accumulate too much debt. Some consumers frequently use credit 
cards for their purchases and pay the minimum amount required each month. Conse-
quently, their debt accumulates. This problem is made worse because of the high interest 
rate they are paying on the balance owed.

While at the mall today, Lisa saw a pair of Italian shoes that she liked. The shoes were 
priced at $300 and were not on sale. Lisa did not have any cash with her, so she used 
her credit card to pay for the shoes. Lisa did not need the shoes but decided to buy them 
because she did not see anything else at the mall that she wanted. Before purchasing the 
shoes, Lisa used her smartphone and determined that she could purchase the same shoes 
online for $100 less, but she would have to wait several days for them to be delivered, and 
she wanted them now. Lisa was also aware that the shoe store periodically has 40% off 
sales, and she could likely buy the shoes at the sale price if she would be willing to wait. 
Lisa’s purchase decision was primarily influenced by her desire for immediate satisfac-
tion. She knew that she could have waited until the shoes were on sale, but she went to 
the mall intending to purchase something today. Lisa’s purchase decision was especially 
easy because she used credit instead of cash. Thus, she was able to make the purchase 
and still has all her cash that she can use for other future purchases.

Now reconsider Lisa’s purchase decision if she had just cashed her paycheck for $300 
from working at her job for the last week and if she did not have a credit card with her. She 
could pull $300 from her wallet to pay for the shoes. However, she is unwilling to use all 
her pay from a week of work to buy a pair of shoes that she does not need. She worked 
hard to earn that $300 and wants to get more out of her income than this pair of shoes. 
She might only consider using her cash to pay for the shoes if they were on sale, but 
even under those conditions, she would likely decide to use her cash for other purposes.

EXAMPLE
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Stephanie Spratt wants to determine whether she will have sufficient cash inflows this 
month. She uses the personal cash flow statement she developed last month to forecast 
this month’s cash flows. However, she adjusts that statement for the following additional 
anticipated expenses:

1. Total health care expenses will be $400 this month ($300 more than normal), 
due to a minor healthcare procedure she had done recently that is not covered 
by her insurance.

2. Car maintenance expenses will be $500 this month ($300 more than normal), 
mainly due to a car repair.

Stephanie revises her personal cash flow statement from last month to reflect the 
expected changes this month, as shown in Exhibit 2.3. The numbers in brackets show the 
revised cash flows as a result of the unusual circumstances for this month.

The main effects of the unusual circumstances on Stephanie’s expected cash flows for 
this month are summarized in Exhibit 2.4. Notice that the expected cash outflows for 

EXAMPLE
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Personal Consumption Behavior Most people’s consumption behavior is affected 
by their income. For example, a two-income household tends to spend more money 
when both income earners are working full-time. Yet, people’s consumption behavior 
varies substantially. At one extreme are people who spend their entire paycheck within a 
few days of receiving it, regardless of the size of the paycheck. Although this behavior is 
understandable for people who have low incomes, it is also a common practice for some 
people who have very large incomes. At the other extreme are “big savers” who minimize 
their spending and focus on saving for the future.

Some consumers spend excessively to achieve immediate satisfaction, without any 
attempt to plan for their financial future. Their consumption may be intended to match 
what they consider to be their peer group. They attempt to have a car or a home that is at 
least the same value as those of their peers. This behavior can lead to financial problems for 
consumers whose cash inflows are less than those of their peers because they may not be able 
to afford their lifestyle. Alternatively, they may be attempting to match peers who are also 
living beyond their means. They (and perhaps even their peers) may need to constantly bor-
row to support their excessive consumption, which could ultimately result in credit problems.

You can assess your spending behavior by measuring the proportion of your cash 
outflows over a recent period (such as the last month) for each purpose. First, classify all 
your spending into categories such as car, rent, school expenses, clothing, and entertain-
ment. Then determine the proportion of your cash outflows that are allocated toward 
each of these categories. If a very high percentage of your cash outflows are allocated 
toward your car, it might suggest that your car dictates your lifestyle because it leaves 
very little money for you to spend on anything else. You can also determine the propor-
tion of your income that is spent on each category, so that you can assess where most of 
your money is spent.

Forecasting Your Cash Flows
The next step in the budgeting process is an extension of the personal cash flow state-
ment. You can forecast net cash flows by forecasting the cash inflows and outflows for 
each item on the personal cash flow statement. We refer to a cash flow statement that is 
based on forecasted cash flows for a future time period as a budget. For example, you 
may develop a budget to determine whether your cash inflows will be sufficient to cover 
your cash outflows. If you expect your cash inflows to exceed your cash outflows, you can 
also use the budget to determine the amount of excess cash that you will have available 
to invest in additional assets or to make extra payments to reduce your personal debt.

budget
A cash flow statement 
that is based on fore-
casted cash flows for a 
future time period.

PSYCHOLOGY  
of Personal 

Finance
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FREE APPS 
for Personal 

Finance

Updating Your Visual Budget
Application:
The Visual Budget app (by Kiwi Objects) allows you to easily classify your transactions 
into cash inflows and outflows so that you can have a continually updated balance. It 
also monitors how you spend your money over time.

To Find It:
Search for the “Visual Budget” app on your mobile device.

Go to:
The website www 
.bankrate.com and 
search the site for sav-
ings calculators.

To get:
An estimate of the sav-
ings that you can accu-
mulate over time if you 
can reduce your spend-
ing on one or more of 
your monthly expenses.

Financial Planning
ONLINE
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Personal Balance Sheet
The next step in the budgeting process is to create a personal balance sheet. A budget 
tracks your cash flows over a given period of time, whereas a personal balance sheet pro-
vides an overall snapshot of your wealth at a specific point in time. The personal balance 
sheet summarizes your assets (what you own), your liabilities (what you owe), and your 
net worth (assets minus liabilities).

Assets
The assets on a balance sheet can be classified as liquid assets, household assets, 
and investments.

Liquid Assets Liquid assets are financial assets that can be easily sold without a loss 
in value. They are especially useful for covering upcoming expenses. Some of the more 
common liquid assets are cash, checking accounts, and savings accounts. Cash is handy 
to cover small purchases, and a checking account is convenient for larger purchases. Sav-
ings accounts are desirable because they pay interest on the money that is deposited. For 
example, if your savings account offers an interest rate of 4%, you earn annual interest 
of $4 for every $100 deposited in your account. The management of liquid assets for 
covering day-to-day transactions is discussed in Part 2.

Household Assets Household assets include items normally owned by a household, 
such as a home, car, and furniture. The financial planning involved in purchasing large 
household assets is discussed in Part 3. These items tend to make up a larger proportion 
of your total assets than the liquid assets.

When creating a personal balance sheet, you need to assess the value of your house-
hold assets. The market value of an asset is the amount you would receive if you sold 
the asset today. For example, if you purchased a car last year for $20,000, the car may 
have a market value of $14,000 today, meaning that you could sell it to someone else for 
$14,000. The market values of cars can easily be obtained from various sources on the 
Internet, such as kbb.com (Kelley Blue Book). Although establishing the precise market 
value of some assets such as a house may be difficult, you can use recent selling prices of 
other similar houses nearby to obtain a reasonable estimate.

Investments Some of the more common investments are in bonds, stocks, and 
rental property.

Bonds are securities issued by borrowers (typically firms and government agencies) 
to raise funds. When you purchase a $1,000 bond that was just issued, you provide a 
$1,000 loan to the issuer of the bond. You earn interest while you hold the bond for a 
specified period. (Bonds are discussed further in Chapter 16.)

Stocks are securities representing partial ownership of a firm. Firms issue stock 
to obtain funding for various purposes, such as purchasing new machinery or build-
ing new facilities. Many firms have millions of shareholders who own shares of the 
firm’s stock.

personal balance sheet
A summary of your assets 
(what you own), your 
liabilities (what you owe), 
and your net worth (assets 
minus liabilities).

liquid assets
Financial assets that can 
be easily sold without a 
loss in value.

household assets
Items normally owned by 
a household, such as a 
home, car, and furniture.

bonds
Securities issued by 
 borrowers to raise funds.

stocks
Securities representing 
partial ownership of a 
firm.
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Marginal Glossary
Throughout the text, 
key terms and their def-
initions appear in the 
text margin where they 
are first introduced.

Explanation by Example
Practical examples applying con-
cepts in realistic scenarios through-
out chapters help cement student 
understanding.

Psychology of Personal Finance
Personal finance behavior is influenced by psychology. For example, some spend-
ing decisions are made on impulse due to the desire for immediate satisfaction.
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your financial goals may be that you and your spouse earn enough income and save enough 
money over time to financially support a family. If you want a vacation to a foreign coun-
try every year, one of your financial goals may be that you earn enough income and save 
enough money to financially support your travel. If you want a large home, one of your 
financial goals should be that you earn enough income and save enough money over time 
to make a substantial real estate purchase. If you want to retire by age 55, this will require 
you to save enough money by then so that you could afford to stop working. You may 
also establish financial goals such as helping a family member or donating to charities.

Set Realistic Goals You need to be realistic about your goals so that you can have 
a strong likelihood of achieving them. A financial plan that requires you to save almost 
all your income is useless if you are unable or unwilling to follow that plan. When this 
overly ambitious plan fails, you may become discouraged and lose interest in planning. 
By reducing the level of wealth you wish to attain to a realistic level, you will be able to 
develop a more useful plan.

Timing of Goals Financial goals can be characterized as short-term (within the next 
year), intermediate-term (typically between one and five years), or long-term (beyond five 
years). For instance, a short-term financial goal may be to accumulate enough money to 
purchase a car within six months. An intermediate-term goal would be to pay off a school 
loan in the next three years. A long-term goal would be to save enough money so that 
you can maintain your lifestyle and retire in 20 years. The more aggressive your goals, 
the more ambitious your financial plan will need to be.

Step 2: Consider Your Current Financial Position
Your decisions about how much money to spend next month, how much money to place 
in your savings account, how often to use your credit card, and how to invest your money 
depend on your financial position. A person with little debt and many assets will clearly 
make different decisions than a person with mounting debt and few assets. And a single 
individual without dependents will have different financial means than a couple with 
children, even if the individual and the couple have the same income. The appropriate 
plan also varies with your age and wealth. If you are 20 years old with zero funds in your 
bank account, your financial plan will be different than if you are 65 years old and have 
saved much of your income over the last 40 years.

How Your Future Financial Position Is Tied to the Economy Economic 
 conditions affect the types of jobs that are available to you and the salary offered by 
each type of job. They also affect the price you pay for services such as rent, the value 
of assets (such as a home) that you own, and the return that you can earn on your 
investments.

The financial crisis of 2008–2009 affected the financial position of individuals in 
many ways. First, it caused a reduction in new job opportunities. Second, it resulted in 
the elimination of some jobs. Third, it resulted in lower pay for the existing job positions, 
as employers could not afford to give generous raises to their employees. These first three 
effects resulted in a general decline in income for many individuals.

The financial crisis also resulted in a decline in the value of housing. The reason for 
the decline in price was due to shifts in the demand for homes versus the supply of avail-
able homes. As incomes of individuals declined, the demand for homes declined because 
individuals could not afford to buy a home. Meanwhile, many individuals who owned 
a home could no longer afford it. They had borrowed money to finance the purchase of 
their homes and now were unable to make their loan payments, because their income 
had declined. With many homeowners trying to sell a home and very few people seeking 
to purchase homes, it was difficult for homeowners to sell homes. They had to lower the 
price of their home to attract possible buyers. Consequently, the values of many homes 
declined by 50% or more during the financial crisis. As a result of the financial crisis, 
some individuals had to revise their financial goals to make them attainable or allow for 
a longer period in which to reach their goals.

ECONOMIC 
IMPACT
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Economic Impact
The Economic Impact logo identifies text 
that emphasizes how economic conditions 
can affect personal finance.
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Types of Financial Institutions. Depository 
institutions (commercial banks, savings institu-
tions, and credit unions) accept deposits and 
provide loans. Nondepository institutions include 
insurance companies (which provide insurance), 
securities firms (which provide brokerage and 
other services), and investment companies (which 
offer mutual funds). Financial conglomerates offer 
a wide variety of these financial services so that 
individuals can obtain all their financial services 
from a single firm.

Banking Services. Important services offered by 
financial institutions include checking and debit 
card services, savings accounts, credit card financ-
ing, automated teller machines, mobile banking 
services, cashier’s checks, and money orders. 

Selecting a Financial Institution. Financial 
institutions differ in the types of services that they 
offer, the interest rates that they pay for deposits 
or charge for loans, and the fees that they charge 
for providing services. You should compare the 
services offered, interest rates, and fees among 
financial institutions to identify the financial insti-
tution that would be most suitable and convenient 
for you.

Interest Rate Components. An interest rate is 
composed of the risk-free rate and the risk pre-
mium. The risk-free rate is the rate of interest paid 
on an investment that has no risk over a specific 
investment period (such as a bank deposit backed 
by government insurance). The risk premium is 
the additional amount above the risk-free rate 
that risky investments offer. The higher an invest-
ment’s risk, the higher the risk premium it must 
offer to entice investors.

Why Interest Rates Change. Interest rates 
change in response to monetary policy. When the 
Fed pumps more money into the banking system, 
it increases the supply of funds that are available, 
and this reduces interest rates. It can also pull 
funds out of the banking system, which has the 
opposite effect. When the federal government 
or businesses borrow more funds, this places 
upward pressure on interest rates. When they 
reduce their borrowing, this reduces interest rates.

How Banking Services Fit Within Your 
 Financial Plan. Banking services enable you to 
effectively execute financial transactions such as 
bill paying, saving, and borrowing. Thus, they help 
you to achieve your financial plan.

SUMMARY

REVIEW QUESTIONS

All Review Questions are available in MyLab Finance at www.pearson.com/mylab/finance.

1. Types of Depository Institutions. Describe and 
compare the three types of depository institutions.

2. Types of Nondepository Institutions. List and 
describe the four main types of nondepository 
financial institutions.

3. Financial Conglomerate. What is a financial con-
glomerate? List some services financial conglom-
erates provide. Give some examples of financial 
conglomerates.

4. Banking Services. List and describe some of the 
banking services offered by financial institutions.

5. FDIC. What is the FDIC? Why is FDIC insurance 
important?

6. Debit versus Credit Card. What is the difference 
between a debit card and a credit card?

7. Special Services. Name some special services that 
banks provide. How might you make use of them?

8. Selecting a Bank. Steve just received his first 
 paycheck and wants to open a checking account. 
There are five banks in his hometown. What fac-
tors should Steve consider when choosing a bank?

9. Influence of Interest Rates. When making banking 
decisions, why should you be concerned about 
current interest rates?

10. Risk-Free Rate. What is a risk-free rate? Give an 
example of an investment with a risk-free rate. 
Why is there no risk?

11. Reconciling Your Account Balance. What does it 
mean to “reconcile your account balance?” Why is 
it important for you to regularly perform this task?

12. Calculating a Risk Premium. What is a risk pre-
mium? How is the risk premium calculated?

13. Interest Rates. Where do financial institutions 
obtain funds for making loans? How are the 
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Summary
To aid in student study, the chapter summary pre-
sents the chapter’s key points in paragraph form.
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How Time Value Fits Within Your Financial Plan
The key time value decisions for building your financial plan are:

• How much should I attempt to save every month or every year?

• How much should I attempt to accumulate in savings for a future point in time?

These decisions require an understanding of the time value of money. Exhibit 3.2 
shows how these savings decisions apply to Stephanie Spratt’s financial plan.

DISCUSSION QUESTIONS

 1. How would Stephanie’s savings decisions be different if she were a single mother of 
two children?

 2. How would Stephanie’s savings decisions be affected if she were 35 years old? If she 
were 50 years old?

Importance of the Time Value of Money. A 
dollar today has more value than a dollar received 
one year from now. Consequently, many decisions 
about saving for the future are influenced by the 
time value of money. Proper decisions based on 
the time value of money can allow you to accumu-
late more wealth.

Future Value of a Dollar Amount. You can esti-
mate the future value of a single dollar amount to 
determine the future value of a bank deposit or a 
fund established for retirement. It is determined 
by estimating the compounded interest that is 
generated by the initial amount. The future value 
can be determined by using a future value table or 
a financial calculator.

Present Value of a Dollar Amount. You can 
estimate the present value of a single dollar 
amount so that you know what a future payment 
would be worth if you had it today. The present 
value of a single dollar amount to be received in 
the future is determined by discounting the future 
value. The present value of a future amount to be 
received can be determined by using a present 
value table or a financial calculator.

Future Value of an Annuity. You can estimate 
the future value of an annuity so that you can 

determine how much a stream of payments will 
be worth at a specific time in the future. This 
involves determining the future value of every 
single dollar amount contained within the annuity, 
which is easily estimated by using a future value 
annuity table or a financial calculator.

Present Value of an Annuity. You can estimate 
the present value of an annuity so that you can 
determine how much a stream of future pay-
ments is worth today. This involves determining 
the present value of every single dollar amount 
contained within the annuity, which is easily esti-
mated by using a present value annuity table or a 
financial calculator.

Using Time Value to Estimate Savings. Time 
value can be applied to estimate your future sav-
ings, which enables you to make decisions about 
how much to save to achieve a specific savings 
goal in the future.

How Time Value Fits Within Your Financial  
Plan. You will likely need to save money to 
achieve some of your financial goals. Because 
time value can be applied to estimate savings, it is 
an important tool for you to establish your finan-
cial plan.

SUMMARY

REVIEW QUESTIONS

All Review Questions are available in MyLab Finance at www.pearson.com/mylab/finance.

1. Time Value of Money. What is the time value of 
money? How is it related to opportunity costs?

2. Importance of the Time Value of Money. List one 
reason why the time value of money is an impor-
tant concept.
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Review Questions
Test knowledge of material by comparing and contrasting concepts, interpreting fi-
nancial quotations, and understanding how financial data can be used to make per-
sonal finance decisions. All Review Questions are available in MyLab Finance.
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5. Checking Account Balance. Paul has an account 
at St. Jerome Bank. He does not track his check-
ing account balance in a checkbook register. Yes-
terday evening, he wrote two checks for $156.66 
and $238.94 and placed them in the mail. Paul 
accesses his account online and finds that his bal-
ance is $568.40, and all the checks he has written 
except for the two checks from yesterday have 
cleared. Based on his balance, Paul writes a check 
for a new stereo for $241.00. Paul has no intention 
of making a deposit in the near future. What are 
the consequences of his actions?

6. Adjusted Bank Balance. Mary’s last bank state-
ment showed an ending balance of $168.51. This 
month, she deposited $600.00 in her account and 
withdrew a total of $239.00. Furthermore, Mary 
wrote a total of five checks, two of which have 
cleared. The two checks that have cleared total 
$143.00. The three remaining checks total $106.09. 
Mary pays no fees at her bank. What is the bal-
ance shown this month on Mary’s bank statement? 
What is the adjusted bank balance?

7. Selecting a CD. Casey has $1,000 to invest in 
a certificate of deposit. Her local bank offers 
her 2.5% on a twelve-month FDIC-insured CD. 

A nonfinancial institution offers her 5.2% on a 
twelve-month CD. What is the risk premium? What 
else must Casey consider in choosing between the 
two CDs?

8. Risk Premium. Spencer is considering investing 
$5,000 in higher risk debt securities that pay 7% 
for a ten-year period of time. What is the risk pre-
mium on that investment assuming he can earn 
2.5% on a one-year CD? What does the size of the 
risk premium tell you about the investment?

9. Ethical Dilemma. Jill just finished reconciling her 
account balance and discovered the bank made 
a $567 error in her favor. She double-checked her 
numbers and is certain the bank made an error, 
and the difference is not a miscalculation on her 
part. Jill knows the amount is miniscule to the 
bank’s overall value but it would help her make a 
payment that is due this month. Should she just 
let the bank find the error and use the money until 
that time? Or, should she report it now?

 a. What should Jill do now that she has discov-
ered the error?

 b. Why is it important to notify someone of a 
financial math error?

FINANCIAL PLANNING ONLINE EXERCISES

1. Go to www.fdic.gov, and insert the search term “A Bank Customer’s Guide to Cyber-
security.” Read the brochure titled “A Bank Customer’s Guide to Cybersecurity.” List 
three steps that you will take or are taking to ensure that your Internet banking is 
safe.

2. a.  Conduct an online search for an Internet bank. Describe the services it offers. 
How do these services differ from the services offered by a “regular” commercial 
bank? Would you bank at an Internet bank? Why or why not?

 b. Find some banks in your region, and study them. Do these banks offer any ser-
vices your current bank does not offer? How do these other banks in your region 
compare to your current bank?

 c. Locate a commercial bank located in a foreign country. How does this bank differ 
from your current bank? Would you consider banking with a foreign bank? Why 
or why not?

3. Go to the markets section of www.bloomberg.com and click on U.S. Bonds under 
“Rates and Bonds.” Next click on “U.S.” and review the “Treasury Yields.”

 a. How does the yield on Treasury securities with longer maturities differ from the 
yield on Treasury securities with shorter yields? Why do you think the yields vary 
with the maturity?

 b. What is the yield on a three-month Treasury security? On a six-month Treasury 
security? If you needed funds in six months, you could invest in two consecutive 
three-month Treasury securities or in one six-month Treasury security. Which 
strategy would you choose? Why?
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Ethical Dilemmas
Real-life ethical situations are presented along with 
questions to encourage students’ critical thinking 
about ethics.
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You can develop your personal finance skills by conducting an Internet search for related 
articles. Find a recent online article about personal finance that reinforces one or more 
concepts covered in this chapter. If your class has an online component, your professor 
may ask you to post your summary of the article there and provide a link to the article 
so that other students can access it. If your class is live, your professor may ask you to 
summarize your application of the article in class. Your professor may assign specific 
students to complete this assignment or may allow any student to do the assignment on 
a volunteer basis.

For recent online articles related to this chapter, consider using the following search 
terms (be sure to include the current year as a search term to ensure that the online 
articles are recent):

• Financial goals

• Identifying your financial goals

• Setting your financial goals

• Realistic financial goals

• Achieving financial goals

• Saving money

• Spending decisions

WEB SEARCH EXERCISE

FINANCIAL PLANNING ONLINE EXERCISES

1. The purpose of this exercise is to introduce you to one of the online tools that are 
available to help with budgeting and financial planning. Go to www.mint.com and 
review the information available on this Web site. Don’t sign up yet, although you 
may want to before the course is completed.

a. How does Mint help you with your personal finances?

b. List some examples of the information Mint can access.

c. How can Mint help you save money?

PSYCHOLOGY OF PERSONAL FINANCE: Your Spending Behavior

1. This chapter explains how consumers may make 
purchases, that they cannot afford, in order to keep 
up with their friends. This could prevent them from 
allocating any funds toward all the other financial 
planning functions, such as liquidity, insurance, 
investments, and retirement planning. Are your 
spending decisions influenced by the need for 
immediate satisfaction or by peer pressure? Or are 

your spending decisions influenced more by the 
desire to avoid debt? What factors have the most 
influence on your spending behavior?

2. Read one practical article on how psychology 
affects spending behavior. You can easily retrieve 
possible articles by doing an online search using 
the terms “psychology” and “spending.” Summa-
rize the main points of the article.

who had sold each of the stocks for more than 
they had paid for them, were surprised to see 
that the total dollar value of their portfolio had 
declined. After careful analysis, they found the 
transaction fees exceeded their capital gains.

a. Do you think Larry behaved ethically? Explain.

b. Would Larry have a personal reason for 
 handling Sandy and Phil’s portfolio as he 
did? Explain.
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PSYCHOLOGY OF PERSONAL FINANCE: Forced Savings

1. Some consumers force themselves to save money 
by depositing a portion of their paycheck into 
a savings account. They deposit the remainder 
into a checking account and then only spend the 
money in the checking account. Others motivate 
themselves to save by creating a special account 
that will have an intended purpose for the future, 
such as a vacation. They may be much more 

willing to save if they have a specified future 
reward as a result of their saving behavior. How 
do you motivate yourself to save?

2. Read one practical article of how psychology 
affects saving behavior. You can easily retrieve 
possible articles by doing an online search using 
the terms “psychology” and “saving.” Summarize 
the main points of the article.

WEB SEARCH EXERCISE

You can develop your personal finance skills by conducting an Internet search for related 
articles. Find a recent online article about personal finance that reinforces one or more 
concepts covered in this chapter. If your class has an online component, your professor 
may ask you to post your summary of the article there and provide a link to the article 
so that other students can access it. If your class is live, your professor may ask you to 
summarize your application of the article in class. Your professor may assign specific 
students to complete this assignment or may allow any student to do the assignment on 
a volunteer basis.

For recent online articles related to this chapter, consider using the following search 
terms (be sure to include the current year as a search term to ensure that the online 
articles are recent):

• Managing your liquidity

• Managing your checking account

• Optimal savings deposit for you

• Optimal CD maturity for you

• Money market investments

• Money market yields

VIDEO EXERCISE: Investing in Money Markets

Go to one of the Web sites that contain video clips (such as www.youtube.com), and 
view some video clips about investing in money market securities. You can use search 
phrases such as “investing in money markets.” Select one video clip on this topic that 
you would recommend for the other students in your class.

1. Provide the Web link for the video clip.

2. What do you think is the main point of this video clip?

3. How might you change your investment in money market securities after watching 
this video clip?
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This activity has students find a video on an impor-
tant finance topic discussed in the chapter.

Web Search Exercises
This exercise directs students to conduct an online search for real-world 
events related to the key content of each chapter.

Activities and Assessments
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 Video Exercise: Tips on Using Credit Cards 215

PSYCHOLOGY OF PERSONAL FINANCE: Using Your Credit Cards

For many people, less pain is associated with using a 
credit card to make purchases than with using cash, 
even if the payments are the same. The use of the 
credit card almost feels like there is no payment, but 
the use of cash means that there is less cash available 
for other purchases. Therefore, spending decisions are 
made more carefully when using cash.

1. Describe your opinion on this topic. Do you feel 
less pain when using a credit card? Are your 

spending decisions made more carefully when 
you use cash as opposed to credit cards?

2. Read one practical article about how psychol-
ogy affects the use of credit cards. You can easily 
retrieve possible articles by doing an online search 
using the terms “psychology” and “using credit 
cards.” Summarize the main points of the article.

WEB SEARCH EXERCISE

You can develop your personal finance skills by conducting an Internet search for related 
articles. Find a recent online article about personal finance that reinforces one or more 
concepts covered in this chapter. If your class has an online component, your professor 
may ask you to post your summary of the article there and provide a link to the article 
so that other students can access it. If your class is live, your professor may ask you to 
summarize your application of the article in class. Your professor may assign specific 
students to complete this assignment or may allow any student to do the assignment on 
a volunteer basis.

For recent online articles related to this chapter, consider using the following search 
terms (be sure to include the current year as a search term to ensure that the online 
articles are recent):

• Credit card offers

• Using credit cards wisely

• Credit limit

• Avoiding finance charges

• Understanding your credit card statement

• Credit card fees

• Credit card debt

VIDEO EXERCISE: Tips on Using Credit Cards

Go to one of the Web sites that contain video clips (such as www.youtube.com) and 
view some video clips about using credit cards. You can use search phrases such as 
“credit cards.” Select one video clip on this topic that you would recommend for the 
other students in your class.

1. Provide the Web link for the video clip.

2. What do you think is the main point of this video clip?

3. How might you change your use of credit cards after watching this video clip?

4. Does the information source appear to be credible? Why or why not?
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Psychology of Personal 
 Finance Questions
At the end of every chapter 
is a section on the Psychol-
ogy of Personal Finance that 
tests students’ understand-
ing of how psychological 
forces such as desire for 
immediate satisfaction can 
influence personal finance 
decisions.

Financial Literacy Tests
A Financial Literacy Pre-Test is included 
just before Chapter 1. Answers are pro-
vided so that students can grade their 
performance. This test allows students 
to discover how much they do not know 
about personal finance and motivates 
them to develop their skills. A Financial 
Literacy Post-Test is provided immedi-
ately following Chapter 21. This test lets 
students discover how much they have 
learned after finishing the course. An-
swers are supplied so that students can 
easily assess their performance.

545

The following test will help you determine how much you learned about per-

sonal finance. It contains basic questions on material you learned from the text 

that can determine your ability to make proper financial planning decisions.

After taking the test, grade your performance based on the answers 

 provided at the end of the test.

Financial Literacy 
POST-TEST

1. The  specifies the financial decisions that 
result from your personal financial planning.
a. personal financial plan
b. personal budget
c. personal finance objective
d. none of the above

2. When constructing a budget, it is helpful to use a 
personal cash flow statement, which measures a 
person’s  and .
a. cash inflows; cash outflows
b. assets; expenses
c. assets; liabilities
d. none of the above

3. The time value of money implies that a dollar received 
today is worth  a dollar received tomorrow.
a. more than
b. the same as
c. less than
d. none of the above

4. Which of the following will not affect the amount 
of taxes you pay? (Assume that you itemize for tax 
purposes.)
a. Purchasing a home that will be financed with a 

mortgage
b. Contributing a portion of your salary to your 

retirement account
c. Taking a third job to enhance your wealth
d. All of the above will affect the amount of taxes 

you pay.

5.  are not a type of depository institution.
a. Credit unions
b. Savings institutions
c. Commercial banks
d. Securities firms

6. Individuals with short-term funds would probably 
not invest them in .

a. CDs

b. NOW accounts

c. corporate bonds

d. checking accounts

7. Credit cards that allow consumers to borrow 
up to a specified maximum amount are examples 
of  .

a. installment credit

b. collateral-based credit

c. noninstallment credit

d. revolving open-end credit

8. When applying for a credit card, you will probably 
not be asked for information regarding .

a. your cash inflows and outflows

b. your capital

c. your credit history

d. your criminal record

9. When applying for a loan, borrowers will 
 probably need to provide information regarding 
their .

a. personal balance sheet

b. assets

c. personal cash flow statement

d. Borrowers probably need to provide information 
regarding all of the above.

10. The  the cost of a home, the  the 
insurance.

a. higher; higher

b. higher; lower

c. lower; higher

d. none of the above
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Projects
Several projects are available in Appendix B.

• Assessing Your Credit prompts students to evaluate their credit 
card balance and credit limit. It also guides students to obtain 
their credit score and to consider whether they should imple-
ment a strategy to pay down their existing credit balance.

• Career Planning Project allows students to research a particular 
career that they plan to pursue and report on their research.

• Leasing an Apartment allows students to assess the cost and 
potential benefits of leasing a particular apartment that they 
have identified.

• Stock Market Project allows students to simulate the investing 
process, monitor a particular stock, and analyze how stock 
values respond to economic conditions.

563

The following pages include projects for you to complete relating to specific aspects of personal finance.

• Assessing Your Credit

• Career Planning Project

• Leasing an Apartment

• Stock Market Project

Assessing Your Credit
Answer the following questions based on how you use your credit card, or how you think you would use a  
credit card:

1. Credit Spending. How much do you spend per month on your credit card?
2. Number of Credit Cards. Do you have many credit cards? Are all of them necessary? Do you spend more 

money than you would normally as a result of having extra credit cards?
3. Credit versus Cash. Would you make the most of your purchases if you used cash instead of a credit card? Do 

you feel like purchases have no cost when you use a credit card instead of cash?
4. Pay Off Part or All of Balance. What is your normal strategy when you receive a credit card bill? Do you only 

pay the minimum amount required? Do you typically pay off your entire balance on a monthly basis? If you 
do not pay off the entire balance, is it because you cannot afford to pay it off, or because you would prefer to 
have extra cash on hand? If you have a positive balance, how do you plan to pay off that balance? Pay all of 
it off next month? Or pay only the minimum amount required next month?

5. Credit Limit. Consider the limit on the amount you can spend using your credit cards. Does the limit restrict 
your spending? Would you benefit if the limit were increased? Or reduced?

6. Obtaining Your Credit Report. Go to www.annualcreditreport.com to obtain your free credit report. If you 
recently obtained your report, just review that report rather than obtaining a new one. Notice the types of 
companies that requested information on your credit. Is your credit report accurate? If not, you can write to 
the credit bureau to have the wrong information corrected, as explained in the text.

7. Assessing Your Credit Report. Are you satisfied with your existing credit rating? If not, what steps do you 
plan to take to improve your credit rating? For example, could you reduce some debt in the future? See 
 Chapter 7 for more ideas on improving your credit rating.

Career Planning Project
Personal financial planning involves how you budget your money, manage your liquidity, finance purchases, pro-
tect your assets, invest your money, and plan your retirement and estate. All these activities are focused on your 
money. A related task is career planning, which determines the amount of money that you can earn over time. 
Furthermore, your career determines your quality of life. Most people think about their ideal career (such as rock 
star, professional athlete, movie star), but do not spend enough time planning a realistic career. This project allows 
you learn about possible career opportunities in which you might have an interest. Your instructor may offer you 
additional details regarding the deadline date and length of the project.

Appendix B 
PROJECTS
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Financial Planning Workbook
The financial planning workbook, which requires students 
to take decisions based on their learning, is fully integrated 
into the text. At the end of each chapter, the student is 
prompted to complete the Building Your Own Financial 
Plan exercises and the Sampson family continuing case. At 
the end of each part, the student is prompted to complete 
the Brad Brooks continuing case. Students should use the 
worksheets in MyLab Finance where Excel software can 
be applied to facilitate the process.

Additional software features include the following:

• Calculation-based templates allow students to  easily 
forecast their future salary, forecast their future 
 savings, determine their income tax liability, and esti-
mate their monthly payments on a mortgage.

• Enhanced graphics, such as pie charts and bar graphs 
that are generated based on user input, aid students 
in visualizing their cash outflows and asset allocation.

Developing Employability Skills
This textbook enhances the employability skills of students in the following ways:

• It provides a background on all the major personal finance functions, which is essential for employment in 
financial services fields such as banking or insurance, where personal customer service is crucial.

• It enables students to develop their own personal financial plan, which is a necessary skill in order to pursue 
employment as a financial advisor.

• The financial planning exercises and cases give students experience in critical thinking, and solving dilem-
mas, which is necessary for many occupations.

• The personal budgeting and financial planning skills that students attain can be applied to many occupations 
in the business world, because businesses must manage liquidity and financing in order to accommodate 
their spending plans.

This table identifies which features and end-of-chapter materials will help students to develop their 
 employability skills:
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Building Your Own Financial Plan ✓ ✓ ✓ ✓ ✓

Financial Planning Problems ✓ ✓ ✓ ✓ ✓

Financial Planning Online Exercises ✓ ✓ ✓ ✓

Example: Stephanie Spratt ✓ ✓ ✓
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Case: The Sampsons ✓ ✓ ✓ ✓ ✓ ✓ ✓

Case: Brad Brooks ✓ ✓ ✓ ✓ ✓ ✓ ✓

Ethical Dilemmas ✓ ✓ ✓ ✓

Web Search Exercise ✓ ✓ ✓ ✓

Video Exercise ✓ ✓ ✓ ✓

Projects (Appendix B) ✓ ✓ ✓ ✓ ✓

Instructor Teaching Resources
The following array of supplementary materials is available to help busy instructors teach more effectively 
and to allow busy students to learn more efficiently.

Supplements available to instructors at 
www.pearsonhighered.com/madura

Features of the Supplement

Instructor’s Manual

authored by Mike Casey 
• Chapter-by-chapter summaries

• Examples and activities not in the main book

• Teaching tips

• Solutions to all questions and problems in the book
Test Bank

authored by Alan Wolk 

Over 2,000 multiple-choice, true/false, and short-answer ques-
tions with these annotations:

• Difficulty level (1 for straight recall, 2 for some analysis, 3 for 
complex analysis)

• Topic (the term or concept the question supports)

• AACSB learning standard (Written and Oral Communication; 
Ethical Understanding and Reasoning; Analytical Thinking; 
Information Technology; Interpersonal Relations and Teamwork; 
Diverse and Multicultural Work; Reflective Thinking; Application 
of Knowledge)

Computerized TestGen TestGen allows instructors to:

• Customize, save, and generate classroom tests

• Edit, add, or delete questions from the Test Item Files

• Analyze test results

• Organize a database of tests and student results
PowerPoints

authored by Mike Casey 

Slides includes graphs, tables, and equations in the textbook. 

PowerPoints meet accessibility standards for students with dis-
abilities. Features include, but not limited to:

• Keyboard and Screen Reader access

• Alternative text for images

• High color contrast between background and foreground colors
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Financial Literacy 
PRE-TEST

The following test will help you determine how much you already know 

about personal finance. It contains basic questions that can determine your 

ability to make proper financial planning decisions. This text explains the 

concepts identified in the test that are essential to make financial planning 

decisions. It also covers more analytical concepts that can allow you to 

develop an effective financial plan.

After taking the test, grade your performance based on the answers 

 provided at the end of the test.

1. If you give something up as a result of making a 
decision, you are incurring a(n) .

a. liquidity problem

b. net cost

c. opportunity cost

d. none of the above

2.  sell shares to individuals and invest the 
proceeds in investment instruments such as bonds 
or stocks.

a. Financial plans

b. Budget plans

c. Mutual funds

d. none of the above

3. When finding the present value of a future value or  
the present value of an annuity, the  the 
interest rate, the  the present value.

a. higher; higher

b. lower; lower

c. higher; lower

d. none of the above

4.  reduce taxable income if the taxpayer 
does not itemize.

a. The standard deduction

b. Dividends

c. Capital gains

d. none of the above

5. When the Federal Reserve wishes to ________ 
interest rates, it  the amount of funds at 
commercial banks.

a. reduce; reduces

b. increase; increases

c. reduce; increases

d. Answers (a) and (b) are correct.

6. A  offered by a depository institution spec-
ifies a minimum amount that must be invested, a 
maturity date on which the deposit matures, and an 
annualized interest rate.

a. NOW account

b. money market deposit account

c. certificate of deposit

d. savings account

7. In all cases of identity theft, you should notify the 
.

a. FTC

b. U.S. Postal Service

c. FBI

d. Secret Service

8. The  quoted on credit represents the sim-
ple interest rate charged after including any fees 
imposed by the creditor.

a. annual percentage rate (APR)

b. money market rate (MMR)

c. effective annual rate (EAR)

d. debit card rate (DCR)

xli
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9. Which of the following is not a disadvantage of 
leasing?

a. You may have to purchase more car insurance 
than you already have.

b. You must worry about finding a buyer for the car 
at the end of the lease period.

c. You have no equity investment in the car.

d. You may be charged if you drive more than a 
maximum number of miles specified in the origi-
nal lease agreement.

10. When purchasing a home, which of the following 
costs will you not incur?

a. Closing costs

b. Loan application fee

c. Real estate broker’s commission

d. Down payment

11. A deductible of $500 requires .

a. you to pay the first $500 in damages

b. the party at fault to pay the first $500 in damages

c. the insurance company to pay the first $500 in 
damages

d. none of the above

12.  is not a source of disability income 
insurance.

a. Insurance from Social Security

b. Employer disability insurance

c. Insurance from worker’s compensation

d. All of the above are sources of disability income 
insurance.

13. For a given life insurance policy with specific 
 benefits, the insurance premium is  related 
to one’s age.

a. rarely

b. never

c. positively

d. inversely

14.  is not a common investment mistake 
made by individuals.

a. Making decisions based on unrealistic goals

b. Borrowing to invest

c. Taking risks to recover losses from previous 
investments

d. All of the above are common investment mis-
takes made by individuals.

15. When investors purchase stock on margin, they

a. are buying stock in the over-the-counter market.

b. are using a buy-stop order.

c. are borrowing money from the brokerage firm to 
fund part of the purchase.

d. are lending money to the brokerage firm.

16. The  a bond provides credit.

a. shareholder of

b. investor in

c. issuer of

d. none of the above

17. Which of the following is not a motive for investing 
in mutual funds?

a. The expertise of the portfolio managers who 
decide how to invest the money you provide

b. Mutual funds are designed to meet specific 
investment goals

c. Investing in a broadly diversified portfolio with a 
small initial investment

d. All of the above are motives for investing in 
mutual funds.

18. The price at which an option can be exercised is 
the  .

a. premium

b. put add-on

c. call price

d. exercise price

19. Individuals subject to a  income tax rate 
enjoy the greatest tax benefits as a result of using 
a retirement plan.

a. middle

b. high

c. zero

d. low

20. The executor of a will is also referred to as the 
.

a. grantor

b. guardian

c. personal representative

d. trustee

Answers

1. C

2. C

3. C

4. A

5. C

6. C

7. A

8. A

9. B

10. C

11. A

12. D

13. C

14. D

15. C

16. B

17. D

18. D

19. B

20. C
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MyLab Finance helps you master the topics in this chapter and study more 
 efficiently. Visit www.pearson.com/mylab/finance for more details.

chapter

1Overview of a Financial 
Plan

How is it that Jill Warden could afford 

to purchase a nice condominium this 

year, while many of her friends who 

have similar income levels are barely able to 

pay their rent? Jill has made many personal 

finance decisions over time that have favorably 

affected her financial situation. She went to a 

well-respected but public university where the 

annual tuition was relatively low. She drives a 

car that is not flashy but is functional and eco-

nomical. She uses much of her free time to 

exercise or watch movies on television, rather 

than spending money at restaurants or clubs. She buys nice clothes, but only when they are 

on sale and are not designer brands. These personal finance decisions saved her money, 

which allowed her to afford a nice condominium. Furthermore, she rents out a room in her 

condominium, which makes it easy for her to cover her monthly mortgage payment.

You have many personal finance decisions to make. Your choice of your major in college has a 

major impact on your job satisfaction and your future income. Your decision on your car pur-

chase has a major impact on your budget. Your decision to live at home or get an apartment 

has a major impact on your budget. Personal finance decisions that require some sacrifice 

enable you to make other personal finance decisions that are rewarding.

A first step in achieving your financial success is to establish a financial plan, whereby you 

assess your existing financial position and consider how you may be able to improve it, so 

that you can use your money in the manner that you desire. This textbook introduces the key 

components of the financial plan and enables you to establish your own financial plan. The 

sooner you develop your goals and a financial plan to achieve those goals, the easier it will be 

to achieve your objectives.

kudla/Shutterstock
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2 Chapter 1  Overview of a Financial Plan

The objectives of this chapter are to:

• Explain how personal finance enhances your wealth

• Explain how personal finance enhances your job marketability

• 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

How Personal Finance Can Enhance Your Wealth
Personal finance (also referred to as personal financial planning) is the process of planning 
your spending, financing, and investing to optimize your financial situation. A  personal 
financial plan specifies your financial goals and describes the spending, financing, and 
investing plans that are intended to achieve those goals. Although the United States 
is one of the wealthiest countries in the world, many Americans do not manage their 
financial situations well. Consequently, they tend to rely too much on credit and have 
excessive debt.

Historically, most educational systems have not given much attention to personal 
finance. Consequently, many people have limited personal finance skills, or had to teach 
themselves in response to financial dilemmas that they experienced. To assess your own 
understanding, take the Financial Literacy Pre-Test that precedes this chapter. Even if you 
presently have limited personal finance skills, you have taken the first step to improve 
those skills by reading this textbook.

Personal finance does not require a genius mind, but does require the use of common 
sense and discipline. If you make proper personal finance decisions, you will spend your 
money more carefully, which can reduce the amount of funds you need to borrow, or 
can increase your savings. Either result increases your wealth, and allows you to more 
easily afford purchases of products or services in the future. Conversely, poor personal 
finance decisions can cause you to borrow excessively, to the point at which you might 
not be capable of repaying your debt. About 790,000 people in the United States filed 
for personal bankruptcy in 2016. You might think that personal bankruptcy only occurs 
when an individual pursues a very risky strategy, such as borrowing excessively and 
 losing all the money from gambling or from investing in a very risky stock. However, 
many bankruptcies are the result of some simple personal finance decisions that lack 
common sense.

personal finance 
 (personal financial 
planning)
The process of planning 
your spending, financing, 
and investing to optimize 
your financial situation.

personal financial plan
A plan that specifies 
your financial goals and 
describes the spending, 
financing, and investing 
plans that are intended to 
achieve those goals.

Brittney and Laura are twin sisters who performed equally well in high school. Their 
parents could not afford to pay their college tuition. The main personal finance decisions 
Brittney and Laura made in the last five years are summarized below:

Type of Personal  
Finance Decision

Brittney’s  
Decision

Laura’s  
Decision

Selection of University Attended the local state 
university ($8,000 per year 
tuition) located in the city 
where she lives.

Attended the local private uni-
versity which has an academic 
reputation similar to the local 
state university, but charges 
$30,000 per year tuition, and 
is located in the city where 
she lives.

EXAMPLE
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 How Personal Finance Can Enhance Your Wealth 3

Type of Personal  
Finance Decision

Brittney’s  
Decision

Laura’s  
Decision

Selection of Major Decided to major in  
nursing because she 
would enjoy a job in 
healthcare, and because 
many sources suggested 
that there were many 
nursing jobs available at 
high salaries.

Selected a specific major that 
is known to require very little 
studying, and most students 
selecting this major get very 
high grades without much 
effort.

Use of Credit Card Used to cover entertain-
ment expenses; she pays 
off the balance each 
month.

Used to cover entertainment 
expenses; she only paid the 
interest expense per month 
during her college years.

Housing During 
College

Lived at home with her 
parents and commuted to 
her university.

Lived on campus at the  
private university.

Housing After  
Graduating College

Lived at home with  
parents for one year after  
college to avoid the 
expense of paying rent.

Moved into a nice  
apartment.

Work During College Worked part-time during 
her college years in order 
to cover her entertain-
ment expenses.

Did not work during her  
college years.

Car Purchase After 
Graduating College

Decided to just retain her 
5-year-old car instead of 
buying a new car, because 
it still runs well.

Traded in her 5-year-old  
car so that she could buy 
a new one; she needed 
to  borrow $20,000 after 
 considering the trade-in to 
 purchase the car.

When comparing Brittney and Laura’s personal finance decisions, it is obvious that Laura 
had a lot more fun than Brittney over the last five years. Brittney spent her time pursu-
ing a rigorous nursing degree while working part-time and living at home. Laura spent 
her time enjoying life without a job and without having to study, while living comfortably 
away from home.

However, consider how their very different personal finance decisions affected their debt 
level. Brittney has $30,000 in student loans that she needs to repay in the future. She has 
no credit card loan balance because she used the income from her part-time job to cover 
credit card payments. Conversely, Laura owes $160,000 on her loans and credit cards, 
because of her spending decisions.

Now consider how their very different personal finance decisions regarding their majors 
affected their occupation, their income level, and therefore their ability to repay their debt. 
Brittney used her nursing degree to obtain a job as a nurse, earning an annual salary of 
$60,000 plus major health care and retirement benefits. By living at home (and avoiding 
rent payments) for one year after graduation, Brittney was able to save enough money from 
her high-paying job to repay her $30,000 student loans. As of one year after graduation, 
she has no debt. Meanwhile, Laura struggled to find a rewarding job after graduating with a 
degree that has little job marketability. She took a temporary job that does not even require 
a college degree, which is paying her $2,000 per month. She is unable to pay off any of 
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4 Chapter 1  Overview of a Financial Plan

Take a moment and assess your own personal finance situation, as related to 
the example above. Are you more like Brittney or Laura? Even if you think it would  
be difficult to make personal finance decisions like Brittney did, it is useful to consider 
the tradeoffs for any particular decision. Put yourself in Brittney’s position so that you 
can weigh the tradeoffs from your own perspective. If you decided to pursue the private 
university while leaving all of Brittney’s other decisions the same, your tuition payments 
(and therefore debt) would have been $88,000 higher. If you pursued a less marketable 
major than nursing while leaving all of Brittney’s other decisions the same, your debt 
level upon graduation would not have changed, but it would likely take you longer to 
repay your student loans (because your income would be lower). If you decided to live 
on campus at the state university instead of living at home, your room and board might 
have been about $10,000 per year, which would add an extra $40,000 to your debt over 
the college years. If you decided to get an apartment immediately after graduation while 
leaving all of Brittney’s other decisions the same, you would have needed a longer period 
(perhaps an extra six months) to pay off your student loans. Overall, each personal 
finance decision that you make will typically have an impact on either your future income 
or your debt in a manner that can be measured. Therefore, you can measure the potential 
benefits (such as how your income might increase) versus the potential cost (how your 
debt might increase) due to a personal finance decision.

Some media sources have mentioned situations like that of Laura in the previous 
example, making a point about the outrageous expense of a college education. While 
students might not have much control over the tuition charged by each university, they 
do have some control in their selection of a university. Students who want to pursue a 
college education and have limited funds are not forced to go to a private university. 

her student loans and credit card balance with this level of income. She is very frustrated, 
and feels she is the victim of horrible luck, while her twin sister was unusually lucky. It will 
be very difficult for Laura to overcome her debt problem, and she will likely file for personal 
bankruptcy in the future.

Based on their personal finance decisions, Brittney and Laura made their own luck. There 
was no logical reason for Laura to believe that her selection of her private university and 
her major were going to lead to an occupation with very high pay. Laura might have been 
better off working in some type of job over the past four years instead of going to col-
lege. Alternatively, she probably could have quickly found a permanent full-time job with 
better pay and with benefits if she had been willing to pursue college majors that enhance 
job marketability. It would have taken Laura no more than an hour to learn enough about 
job marketability associated with many different majors. Even if Laura was unwilling to 
consider other majors, she could have at least reduced her tuition (and therefore her debt) 
by $88,000 by going to the local state university instead of the private university. She 
could have reduced her debt even further by living at home during college or by avoiding 
the purchase of a new car.

In general, Brittney’s personal finance decisions were based on satisfying her long-term 
goals, such as being able to afford a nice home (even though she sacrificed over the 
short-term). One year out of college, Brittney has put herself in a position in which she can 
reward herself, either by moving into a nice apartment, buying a new car, or building her 
savings so that she can purchase a home in the near future. Conversely, Laura’s personal 
finance decisions were based on what would satisfy her the most over the short-term, 
even though she will be adversely affected in the long-term. Laura’s personal finance 
decisions placed her in a hopeless position in which she has limited job marketability that 
prevents her from reducing her excessive debt.
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 How Personal Finance Can Enhance Your Wealth 5

They can consider state-supported universities, which commonly charge a substantially 
lower tuition. In addition, students are allowed to choose their own major. Nothing is 
forcing them to select the easiest possible major, for which there might be limited job 
marketability. Just because an educational institution is willing to help students obtain 
very large student loans, no one is forcing the student to borrow all the money that is 
available. Some students with limited funds accept the student loans without really assess-
ing how difficult it will be to repay the loans in the future. Consequently, they might 
not always select the university that is the best value for them (that charges relatively 
low tuition while offering a quality education). Students who have an understanding of 
personal finance should be able to make college decisions and other financial decisions 
that allow them to accumulate wealth over time.

Reconsider the previous example, in which Laura decided to pursue the private 
university  insteadofastateuniversityofsimilaracademicquality.Thisdecisionwas
 partially due to advice she received from high school friends who went to that private 
 university. However, one friend is on a scholarship, and her tuition is free. A second 
friend’s parentsarepaying forher tuitionand roomandboard, soshewillhaveno
debt upon graduation.Athirdfriendisonapartialscholarshipandmajoredinmechanical
engineering, for which the private university has a great reputation. Thus, this friend’s 
 education will allow her to pursue jobs with very high salaries. Laura’s three friends have 
very logical personal finance reasons for pursuing their education at that private uni-
versity. Yet, they are not in the same position as Laura, and they did not consider Laura’s 
position when they convinced Laura to attend the private university. Laura should have 
recognized that her friends are in different situations than her, but she simply reasoned 
that she would have a lot of fun being on the same campus as her four friends over a 
four-year period.

Each of Laura’s friends told Laura to “chase your dreams.” Everyone can interpret that 
advice in a different way, but when Laura was 18 years old and about to enter college, 
she had no long-term goals. She was living for the moment. Her dreams were completely 
focused on going away to college (a four-year vacation), without any consideration of a 
major that could lead to a rewarding career. So she listened to all the advice that would 
allow for the most satisfying outcome in the short run, with no consideration of the long-
term consequences.

The only advice that Laura ignored was from her twin sister Brittney, who warned her 
about the potential long-term financial implications of pursuing an education where 
tuition payments were high and about choosing a major for which there were very few 
jobs. Brittney’s advice was very valid, because Brittney was putting herself in Laura’s posi-
tion when offering this advice. In fact, Brittney used this same logic to make her own deci-
sions to pursue a college education at a state university and to pursue a marketable major. 
Laura felt that Brittney was too serious about life, and even tried to convince Brittney to 
enroll at the private university and room together on campus so that they could have fun 
together over their college years. Had Brittney listened to Laura’s advice, she would likely 
have been overloaded with debt just like Laura by the time of her graduation. If Laura had 
followed the basic principles of personal finance, she would not have made decisions that 
caused her to accumulate $160,000 in debt.

EXAMPLE

Reliance on Personal Finance Advice An understanding of personal finance 
would not make you an expert on every personal finance decision, but may at least help 
you determine whether to trust any specific advice offered to you.
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6 Chapter 1  Overview of a Financial Plan

How Personal Finance Can Enhance  
Your Job Marketability

An understanding of personal finance may interest you in pursuing a career as a financial 
adviser. Financial advisers are in demand, because many people lack an understanding of 
personal finance or are not interested in making their own financial decisions. A single 
course in personal finance is insufficient to start a career as a financial adviser, but it may 
interest you in taking additional courses to obtain the necessary qualifications.

However, even if you decide to work for a company in a different capacity than as a 
financial adviser personal finance decisions are very similar to decisions that employees make 
within a company. You attempt to earn income so that you have money to spend or save. 
A company earns income so that it has money to spend or save. You spend money to buy 
products. A company spends money to buy products (or supplies). If you spend more money 
than the amount you have in savings, you need to finance your purchases by borrowing. 
When a company spends more money than it has saved, it has to finance its purchases. Your 
spending decisions affect your savings and your financing decisions. The more you spend, 
the less you save, or the more financing you need. Just as you need to develop a financial 
plan to guide your financial decisions, a company needs to develop a plan (called a business 
plan) to guide its business decisions. Once you fully understand the tradeoffs involved in the 
personal financial planning process, you can apply the same concepts when establishing a 
business plan for your own business or for a company where you are employed.

Furthermore, as you build your financial plan throughout this textbook, you are 
developing skills that enhance your employability. When you make personal finance 
decisions, you are managing yourself. Self-management is a very important trait in the 
workplace, because it means that you can take the initiative to make decisions. In addi-
tion, personal finance decisions require weighing tradeoffs of alternative options and 
problem solving (qualitative and quantitative). The process used in making personal 
finance decisions can be applied to make other business decisions.

Your decision regarding any single component of a financial plan affects all other 
components. Consequently, you must use your organizational skills to understand how 
your decisions about any single component of your financial plan can affect your deci-
sions about other components of your financial plan (as illustrated later in this chapter). 
You will likely need to apply those organizational skills in the workplace whenever mak-
ing any decision about one department that can influence other departments.

Finally, consider that a major function involved in completing your financial plan 
is to identify possible ways to achieve your financial goals (as explained later in this 
 chapter). Specifically, this involves identifying the possible degrees you might need to pur-
sue your desired occupation and to realize your financial goals. This planning task directly 
influences your employability, because your decision about pursuing a specific degree will 
likely have a major impact on your ultimate occupation and your employability.

Components of a Financial Plan
You can benefit from building your own financial plan, which consists of the following 
personal finance components:

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
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 Components of a Financial Plan 7

Each of the first six parts of this text is devoted to one component of the financial plan, 
and the seventh part synthesizes these components. To begin your introduction to the 
financial planning process, let’s briefly explore each component.

A Plan for Your Budgeting and Tax Planning
Budget planning (also referred to as budgeting) is the process of forecasting future 
expenses and savings. That is, it requires you to determine how you spend money, the 
amount of money to spend, and how much to save. Your spending decisions are critical, 
because they determine how much of your income can be used for other purposes.

budget planning 
(budgeting)
The process of forecast-
ing future expenses and 
savings.

If you receive $750 in income during one month, your amount saved is the 
amount  of  money (say, $100) that you do not spend. The relationship between 
income received, spending, and saving is illustrated in Exhibit 1.1. Some individuals are 
“big spenders”: They focus their budget decisions on how to spend most or all of their 
income, and therefore have little or no money left for saving. Others are “big savers”: 
They set a savings goal and consider spending their income received only after allocat-
ing a portion of it toward saving. Budgeting can help you estimate how much of your 
income will be required to cover monthly expenses so that you can set a goal for saving 
each month.

The first step in budget planning is to evaluate your current financial position by 
assessing your income, your expenses, your assets (what you own), and your liabilities 
(debt, or what you owe). Your net worth is the value of what you own minus the value of 
what you owe. You can measure your wealth by your net worth. As you save money, you 
increase your assets and therefore increase your net worth. Budget planning enables you 
to build your net worth by setting aside part of your income to either invest in additional 
assets or reduce your liabilities.

Your budget is influenced by your income, which in turn is influenced by your edu-
cation and career decisions. Individuals who pursue higher levels of education tend to 
have smaller budgets during their education years. After obtaining their degrees, however, 
they typically are able to obtain jobs that pay higher salaries, and therefore have larger 
budgets.

A key part of budgeting is estimating the typical expenses that you will incur each 
month. If you underestimate expenses, you will need more cash inflows (money that you 
receive) than you expected to cover your cash outflows (money that you spend). Achiev-
ing a higher level of future wealth requires you to maintain your spending at a lower 
level today.

Many financial decisions are affected by tax laws, as some forms of income are taxed 
at a higher rate than others. By understanding how your alternative financial choices 
would be affected by taxes, you can make financial decisions that have the most favorable 
effect on your cash flows. Budgeting and tax planning are discussed in Part 1 because they 
are the basis for decisions about all other parts of your financial plan.

net worth
The value of what you 
own minus the value of 
what you owe.

assets
What you own.

liabilities
What you owe; your debt.

FREE APPS 
for Personal

Finance

Your Spending Decisions
Application:
The Spending Tracker app (by MH Riley Ltd) allows you to easily monitor how you spend 
your money.

To Find It:
Search for the “Spending Tracker” app on your mobile device.
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8 Chapter 1  Overview of a Financial Plan

A Plan to Manage Your Liquidity
You should have a plan for how you will cover your daily purchases. Your expenses can 
range from your morning cup of coffee to major car repairs. You need to have liquidity, 
or access to funds to cover any short-term cash needs. You can enhance your liquidity by 
utilizing money management and credit management.

Money management involves decisions regarding how much money to retain in a 
liquid form and how to allocate the funds among short-term investments. If you do not 
have access to money to cover your cash needs, you may have insufficient liquidity. That 
is, you have the assets to cover your expenses, but the money is not easily accessible. 
Finding an effective liquidity level involves deciding how to invest your money so that 
you can earn a return, but also have easy access to cash if needed. At times, you may be 
unable to avoid cash shortages because of unanticipated expenses.

Credit management involves decisions about how much credit you need to sup-
port your spending and which sources of credit to use. Credit is commonly used to 
cover both large and small expenses when you are short on cash, so it enhances your 
liquidity. Credit should be used only when necessary, however, as you will need to pay 
back borrowed funds with interest (and the interest expenses may be very high). The use 
of money management and credit management to manage your liquidity is illustrated in 
Exhibit 1.2.

A Plan for Financing Your Large Purchases
Loans are typically needed to finance large expenditures, such as the payment of college 
tuition or the purchase of a car or a home. The amount of financing needed is the differ-
ence between the amount of the purchase and the amount of money you have available, 
as illustrated in Exhibit 1.3. Managing loans includes determining how much you can 
afford to borrow, deciding on the maturity (length of time) of the loan, and selecting a 
loan that charges a competitive interest rate.

A Plan for Protecting Your Assets and Income
To protect your assets, you can conduct insurance planning, which determines the types 
and amount of insurance that you need. In particular, automobile insurance and home-
owner’s insurance protect your assets, and health insurance limits your potential medical 
expenses. Disability insurance and life insurance protect your income.

liquidity
Access to funds to cover 
any short-term cash 
needs.

money management
Decisions regarding how 
much money to retain in 
a liquid form and how to 
allocate the funds among 
short-term investment 
instruments.

credit management
Decisions regarding how 
much credit to obtain to 
support your spending and 
which sources of credit 
to use.

insurance planning
Determining the types 
and amount of insurance 
needed to protect your 
assets.

BIG SPENDER BIG SAVER

Income
after

Taxes

Income
after

Taxes

Saving

Spending

Saving

Spending

EXHIBIT 1.1 How a Budget Plan Affects Savings
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 Components of a Financial Plan 9

A Plan for Investing Your Money
Any funds that you have beyond what you need to maintain liquidity should be invested. 
Because these funds normally are not used to satisfy your liquidity needs, they can 
be invested with the primary objective of earning a high return. Potential investments 
include stocks, bonds, mutual funds, and real estate. You must determine how much of 
your funds you wish to allocate toward investments and what types of investments you 
wish to consider. Most investments are subject to risk (uncertainty surrounding their 
potential return), however, so you need to manage them so that your risk is limited to a 
tolerable level.

A Plan for Your Retirement and Estate
Retirement planning involves determining how much money you should set aside each 
year for retirement and how you should invest those funds. Retirement planning must 
begin well before you retire, so that you can accumulate sufficient money to invest and 
support yourself after you retire. Money contributed to various kinds of retirement plans 
is protected from taxes until it is withdrawn from the retirement account.

Estate planning is the act of planning how your wealth will be distributed before or 
upon your death. Effective estate planning protects your wealth against unnecessary taxes 
and ensures that your wealth is distributed in the manner that you desire.

Building Your Own Financial Plan
An effective financial plan enhances your net worth, and therefore builds your wealth. 
In each part of this text, you will have the opportunity to develop a component of your 
financial plan. At the end of each chapter, the Building Your Own Financial Plan exercise 
offers you guidance on the key decisions that you can make after reading that chapter. 
Evaluate your options, and make decisions using the Excel-based software available with 
your text. By completing the Building Your Own Financial Plan exercises, you will build 
a financial plan for yourself by the end of the school term.

risk
Uncertainty surrounding 
the potential return on an 
investment.

retirement planning
Determining how much 
money you should set 
aside each year for retire-
ment and how you should 
invest those funds.

estate planning
Determining how your 
wealth will be distributed 
before or upon your death.

Purchase
Amount

Lender

Money You 
Have Available

Your
Money

Financing with a Loan Amount of
Funds Borrowed

EXHIBIT 1.3 Financing Process

Money
Management

Credit
Management

Access to money
and/or credit

Cover expenses that
cannot be covered
by current income

Ensure access to credit
in case it is needed

Keep some money available
in case it is needed

EXHIBIT 1.2 Managing Your Liquidity
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10 Chapter 1  Overview of a Financial Plan

How Financial Planning Affects  
Your Cash Flows

All components of your financial plan affect your cash inflows and cash outflows, and 
therefore affect the amount of cash you have available. This section explains how each 
component of your financial plan affects your cash flows.

Part 1: Tools for Financial Planning
Part 1 of this text focuses on the tools required for budgeting, which is the first compo-
nent of your financial plan. Budgeting allows you to plan how you will use the cash you 
receive in a given period (such as a month). Your salary is probably your most important 
source of cash inflows each month, and it might be your only source of income. You may 
rely on cash inflows from your income so that you can purchase products or services 
each month. Your budget decisions determine how much you spend and the amount of 
your cash outflows each month. If your spending exceeds your income, your cash inflows 
cannot cover your cash outflows in a particular month, and therefore you will not have 
any cash to allocate for savings.

Your budget decisions include:

• How much should you work this month (if your employer allows flexibility)? This 
decision determines your cash inflows for the month.

• What products or services should you purchase this month? This decision deter-
mines your cash outflows for the month.

Part 2: Managing Your Liquidity
Part 2 of this text focuses on liquidity management, which is the second component 
of your financial plan. When your cash inflows exceed your cash outflows (covered in 
Part 1) in a particular month, you use liquidity management to decide how much of this 
cash should be allocated to savings at your financial institution. Conversely, if your cash 
inflows are less than your cash outflows, you use liquidity management to withdraw 
savings or obtain funds from another source to cover your spending for the month. Your 
liquidity management decisions include:

• If you have excess cash this month, how much cash should you add to your check-
ing or savings account?

• If you have a cash deficiency this month, how much cash should you withdraw 
from your checking or savings account?

• If you have a cash deficiency this month, how much credit should you use from 
credit cards or other sources?
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Part 3: Personal Financing
Part 3 of this text summarizes your financing, which represents the third component of 
your financial plan. Financing is needed to support your large purchases. The purchase 
of a new car or a home requires financing. Your financing decisions include:

• Should you lease a car?

• Should you borrow money to purchase a car?

• Should you borrow money to purchase a home?

• How much cash will you need to borrow?

• How long a period will you need to borrow funds?

• What is the ideal source from which you will borrow funds?

All these decisions will affect your monthly interest payment (a cash outflow) on your loan.

Part 4: Protecting Your Wealth
Part 4 of this text explains how to use insurance to protect your assets and your income, 
which represents the fourth component of your financial plan. Your insurance decisions 
include:

• What types of insurance do you need?

• How much insurance should you purchase to protect your assets?

• How much insurance should you purchase to protect your income?
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These decisions will affect your monthly insurance premiums (a cash outflow) that you 
must pay.
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Part 5: Personal Investing
Part 5 of this text focuses on investing, which represents the fifth component of your 
financial plan. Common investing decisions include:

• How much cash should be used to make investments?

• What types of investments should you make?

• How much risk should you tolerate when making investments?

These decisions will determine how much money you allocate for investments, and how 
much cash these investments generate for you over time.

Part 6: Retirement and Estate Planning
Part 6 of this text focuses on retirement and estate planning, which represents the sixth com-
ponent of your financial plan. Common retirement and estate planning decisions include:

• How much cash should you invest toward your retirement each month?

• What types of investments should you make for your retirement accounts?
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These decisions will determine your cash outflows that you will contribute to your retire-
ment account while working. These decisions also will affect the degree to which the value 
of your retirement account grows over time, and therefore will determine how much 
cash inflows you will receive during your retirement. Normally, the more you contribute 
over the time in which you are employed, the larger are the cash inflows you will receive 
during your retirement. In addition, the higher the performance of the investments you 
select for your retirement account, the larger the cash inflows you will receive during your 
retirement. Also, your estate planning decisions will determine how your remaining cash 
and other assets are distributed to your heirs.
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Summary of Financial Plan Components
Notice in the previous six diagrams (one for each financial plan component) how the 
decisions made within each component can either cause you to make cash payments 
(outflows) or generate cash (inflows). A summary of financial plan components is pro-
vided in Exhibit 1.4. This summary is a consolidation of the diagrams for each of the six 
financial plan components.

Summary of Sources of Cash As you review the six components in Exhibit 1.4, 
notice that each component can help you obtain cash. When you need more cash, you 
can consider these alternatives:

• Attempt to work more hours (Part 1)

• Withdraw cash from savings (Part 2)

• Obtain a loan (Part 3)

• Cash in an insurance policy (Part 4)

• Sell some of your investments (Part 5)

• Withdraw funds from your retirement account (Part 6)

Your optimal choice when deciding how to obtain cash is dependent on various condi-
tions that are explained throughout the text.

Summary of Uses of Cash As you review the six components in Exhibit 1.4, notice 
that each component can help you decide how to use cash. Each of your spending deci-
sions has an opportunity cost, which represents what you give up as a result of that 
decision. By spending money for a specific purpose, you forgo alternative ways that you 
could have spent the money and also forgo saving the money for a future purpose. For 
example, your decision to buy an expensive video game prevents you from using that 
money to save for a new car. Financial decisions that increase your savings today enhance 
your ability to purchase more products and services in the future.

opportunity cost
What you give up as a 
result of a decision.
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EXHIBIT 1.4 How Financial Planning Affects Your Cash Flows
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When you have cash, you can consider these alternatives:

• Purchase products and services (Part 1)

• Deposit cash in your checking or savings account (Part 2)

• Pay interest payments on a loan or pay off a loan (Part 3)

• Make insurance payments (Part 4)

• Make new investments (Part 5)

• Contribute toward your retirement account (Part 6)

Your optimal choice when using cash is dependent on various conditions that are 
explained throughout the text.

Integration of the Financial Plan Components
As you learn about each of the six components of your financial plan, keep in mind that 
your decisions about one component of the plan can affect all the other components. 
The integration of financial plan components is covered in Chapter 21. It is important to 
understand how components are integrated, so that you recognize trade-offs before you 
finalize your conclusions about any component of your financial plan.

How Budgeting Decisions Affect Your Other Financial Plan Components  
Your budgeting decisions (Part 1) affect your liquidity management decisions (Part 2) 
because if you decide to spend all of your income, you will not be able to accumulate 
savings in your bank accounts.

How Managing Liquidity Affects Your Other Financial Plan Components  
Your liquidity management (Part 2) can affect your financing decisions (Part 3) because if 
you do not accumulate savings in your bank accounts, you may not have funds to make 
a down payment on a home in the future.

How Financing Affects Your Other Financial Plan Components Your financing  
decisions (Part 3) can affect your insurance decisions (Part 4) because if you borrow 
heavily, you will be making large interest payments (cash outflows) periodically. Thus, 
you may not have sufficient funds to pay for insurance.
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How Protecting Your Assets Affects Your Other Financial Plan Components  
Your decisions to buy insurance to protect yourself (Part 4) can affect your investing 
decisions (Part 5) because if you make large monthly insurance payments, you may not 
have any additional cash to make investments.

How Investing Affects Your Other Financial Plan Components Your investing 
decisions (Part 5) can affect your retirement planning decisions (Part 6) because if you 
make poor investment decisions, your wealth could decline over time, and this means that 
you may need to work more years than you had expected before retiring.

How Retirement Planning Affects Your Other Financial Plan Components  
Your retirement planning decisions (Part 6) can influence your budget decisions (Part 1) 
because the more money that you voluntarily contribute each month toward your retire-
ment, the less money you have available for purchasing products and services today.

How Psychology Affects Your Financial Plan
Psychology has a major impact on human behavior and decision making. Therefore, it 
has a major impact on your spending behavior and your ability to implement an effec-
tive financial plan. For this reason, the impact of psychology on financial planning is 
given attention in various sections, like this one, throughout the text. Consider the two 
completely different types of spending behavior described here, so that you can determine 
which type reflects your own behavior.

Focus on Immediate Satisfaction and Peer Pressure Some people allow their 
desire for immediate satisfaction and their focus on peer pressure to make most of their 
financial planning decisions. This causes them to spend excessively, meaning that they 
make purchases that are not necessary. They tend to spend every dollar they earn, with-
out serious consideration to use any money for other purposes. Consumers often tend to 
make many impulse purchases, which are purchases made on the spur of the moment, even 
though they don’t need the products or were not even shopping specifically for those prod-
ucts. They get a strong dose of pleasure from the purchase, perhaps more than from the 
ultimate use of some of the products that they buy. This type of behavior may be referred to 
as “shopping therapy” or “retail therapy,” because the act of shopping (and buying) boosts 
the morale of some people. However, the boost provided by the therapy may quickly van-
ish, so that additional therapy (shopping) is needed. The spending can become addictive.

People who spend based on peer pressure may purchase a new car that they cannot 
afford, even when they already own a reliable car, just because their friends or neighbors 
have a new car. Although they receive immediate satisfaction from having a new car, they 
may now have the obligation of a $500 monthly car payment for the next four years. 
This decision will use up much of their monthly income and could prevent them from 
allocating any funds toward all the other financial planning functions, such as managing 
liquidity, insurance, investments, and retirement planning. Notice that all these other 
financial planning functions are intended to offer future benefits. Thus, the behavior 
of people who spend based on immediate satisfaction and peer pressure causes them to 
spend excessively now, which leaves nothing for the future. They may say that all of their 

PSYCHOLOGY  
of Personal

Finance

FREE APPS 
for Personal

Finance

Help on Personal Finance
Application:
The Dollarbird—Smart Personal Finance app (by Halcyon MD SRL) allows you to set  financial 
plans, forecasts how much money you will have in the future, and provides  reminders about 
paying bills.

To Find It:
Search for the “Dollarbird” app on your mobile device.
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16 Chapter 1  Overview of a Financial Plan

spending was on necessities and they did not have any extra funds to use for financial 
planning purposes. Their perception of necessities, however, is whatever allows them to 
achieve immediate satisfaction.

People with this type of mind-set may make promises to themselves that they will 
reduce their spending in the future to focus on financial planning functions. But with this 
mind-set, they may always find reasons to justify spending their entire paycheck—or more.

Another psychological force is a hopeless feeling that is used to justify spending. Some 
people think that if they can allocate only a small amount, such as $50, for saving or 
other forms of financial planning, they will never be able to achieve any long-term goals. 
Thus, they use this reasoning to justify spending all their income. Their logic is that they 
might as well enjoy the use of the money now.

Focus on the Future Other people have more discipline when deciding whether to 
spend all their income, and their decision making is influenced by other psychological 
forces. They may have a strong desire to avoid debt at this point in their lives because 
they would feel stress from the obligation of making large debt payments. For this reason, 
they may avoid purchasing a new car or any types of purchases that would cause large 
credit card payments, and this allows them to use their income for other purposes. They 
recognize that by spending conservatively today, they will have additional money avail-
able that they can use for financial planning functions to improve their financial future.

Assess Your Own Spending Behavior How would you describe your spending 
behavior? Do you focus only on achieving immediate satisfaction, or are you disciplined 
so that you can improve your financial future? If you spend conservatively now so that 
you can improve your financial future, you’ll benefit from this text because it explains 
how you can conduct your financial planning. Conversely, if you spend excessively now 
to achieve immediate satisfaction, you have no money left to direct toward financial plan-
ning functions discussed in this text, such as managing liquidity, insurance, investing, or 
retirement planning. Take this brief quiz to determine which behavior category you are in.

• Do you pay rent for a single apartment rather than share an apartment?

• Do you have large monthly car payments?

• Do you have credit card bills that you only make the minimum monthly payment 
toward each month?

• Do you spend all your income that is not needed for rent or car loan payments 
within the first day or two of receiving your paycheck on clothes or electronic 
games or other items?

• Do you always find a reason each month to spend all your income?

If you answered “yes” to any of these questions, you might be able to reduce your spend-
ing behavior so that you could allocate more money toward financial planning functions. 
This will allow you to accumulate more wealth in the future, and with that wealth, you 
will be able to afford more spending in the future. This text will help guide you to achieve 
these goals.

Developing Your Financial Plan
Six steps are involved in developing your financial plan.

Step 1: Establish Your Financial Goals
First, identify your general goals in life. These goals do not have to be put in financial 
terms. For example, you may have goals such as a family, additional education, or a 
vacation to a foreign country for one week every year. You may envision owning a five-
bedroom house, or having a new car every four years, or retiring when you reach age 55.

Types of Financial Goals Your general goals in life influence your financial goals. 
It  takes money to support many of your goals. If you want to have a family, one of 
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your financial goals may be that you and your spouse earn enough income and save enough 
money over time to financially support a family. If you want a vacation to a foreign coun-
try every year, one of your financial goals may be that you earn enough income and save 
enough money to financially support your travel. If you want a large home, one of your 
financial goals should be that you earn enough income and save enough money over time 
to make a substantial real estate purchase. If you want to retire by age 55, this will require 
you to save enough money by then so that you could afford to stop working. You may 
also establish financial goals such as helping a family member or donating to charities.

Set Realistic Goals You need to be realistic about your goals so that you can have 
a strong likelihood of achieving them. A financial plan that requires you to save almost 
all your income is useless if you are unable or unwilling to follow that plan. When this 
overly ambitious plan fails, you may become discouraged and lose interest in planning. 
By reducing the level of wealth you wish to attain to a realistic level, you will be able to 
develop a more useful plan.

Timing of Goals Financial goals can be characterized as short-term (within the next 
year), intermediate-term (typically between one and five years), or long-term (beyond five 
years). For instance, a short-term financial goal may be to accumulate enough money to 
purchase a car within six months. An intermediate-term goal would be to pay off a school 
loan in the next three years. A long-term goal would be to save enough money so that 
you can maintain your lifestyle and retire in 20 years. The more aggressive your goals, 
the more ambitious your financial plan will need to be.

Step 2: Consider Your Current Financial Position
Your decisions about how much money to spend next month, how much money to place 
in your savings account, how often to use your credit card, and how to invest your money 
depend on your financial position. A person with little debt and many assets will clearly 
make different decisions than a person with mounting debt and few assets. And a single 
individual without dependents will have different financial means than a couple with 
children, even if the individual and the couple have the same income. The appropriate 
plan also varies with your age and wealth. If you are 20 years old with zero funds in your 
bank account, your financial plan will be different than if you are 65 years old and have 
saved much of your income over the last 40 years.

How Your Future Financial Position Is Tied to the Economy Economic 
 conditions affect the types of jobs that are available to you and the salary offered by 
each type of job. They also affect the price you pay for services such as rent, the value 
of assets (such as a home) that you own, and the return that you can earn on your 
investments.

The financial crisis of 2008–2009 affected the financial position of individuals in 
many ways. First, it caused a reduction in new job opportunities. Second, it resulted in 
the elimination of some jobs. Third, it resulted in lower pay for the existing job positions, 
as employers could not afford to give generous raises to their employees. These first three 
effects resulted in a general decline in income for many individuals.

The financial crisis also resulted in a decline in the value of housing. The reason for 
the decline in price was due to shifts in the demand for homes versus the supply of avail-
able homes. As incomes of individuals declined, the demand for homes declined because 
individuals could not afford to buy a home. Meanwhile, many individuals who owned 
a home could no longer afford it. They had borrowed money to finance the purchase of 
their homes and now were unable to make their loan payments, because their income 
had declined. With many homeowners trying to sell a home and very few people seeking 
to purchase homes, it was difficult for homeowners to sell homes. They had to lower the 
price of their home to attract possible buyers. Consequently, the values of many homes 
declined by 50% or more during the financial crisis. As a result of the financial crisis, 
some individuals had to revise their financial goals to make them attainable or allow for 
a longer period in which to reach their goals.

ECONOMIC 
IMPACT
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18 Chapter 1  Overview of a Financial Plan

Step 3: Identify and Evaluate Alternative  
Plans That Could Achieve Your Goals
Given your financial goals (which you defined in Step 1), you need a financial plan 
that could help move you from your existing financial position (which you assessed in  
Step 2) toward achieving your financial goals. Your financial plan will require various types of 
decisions that will influence your career, income level, and savings over the next several years.

Pursuing Additional Education Your pursuit of additional education might enable you 
to achieve the credentials to obtain the career and income level that you desire to fulfill your 
long-term financial goals. The more education that you have, the higher your earnings will 
likely be. As Exhibit 1.5 shows, the average annual income for people with a bachelor’s degree 
is much higher than the average income for people without a bachelor’s degree. In addition, 
the average annual income is even higher for people who have earned a master’s degree.

A degree might also allow you to pursue a wider range of job opportunities. 
Exhibit 1.6 shows the proportion of unemployed people in specific education categories. 
Notice from this exhibit that the more education you have, the less likely it is that you 
will be unemployed.

Selecting Your Major One of your most important education decisions is selecting 
your major (journalism, nursing, etc.). Your skills and general interests will naturally 
influence your selection. Your choice of a major will determine your career, and your 
career determines your lifestyle and income over time. Therefore, your chosen major can 
help you achieve your financial plans.

The fastest-growing occupations are identified in the first column of Exhibit 1.7. The 
expected growth rate in the employment level for each of these occupations is shown in 
the second column, and the median pay is shown in the third column.

If you become a social worker, you will be in a different financial position than if you 
choose to work as an electrical engineer. As a social worker, you will need to save a much 
higher proportion of your income to achieve the same level of savings that you could 
achieve as an electrical engineer. If you choose a career that pays a low salary, you will need 
to set attainable financial goals. Or you may reconsider your choice of a career in pursuit 
of a higher level of income. However, be realistic. You should not decide to be a doctor just 
because doctors’ salaries are high if you dislike health-related work. You should choose a 
career that will be enjoyable and will suit your skills. If you like your job, you are more 
likely to perform well. Because you may be working for 40 years or longer, you should 
seriously think about the career that will satisfy both your financial and personal needs.

Various Web sites can help you estimate the income level for a specific career.  Additional 
information about salary levels for various types of careers, types of colleges, and various 

EXHIBIT 1.5 Comparison of Income among Education Levels

Professional degree

Doctoral degree

Master’s degree

Bachelor’s degree

Associate’s degree

Some college

High school diploma

Less than high school diploma

$86,528

$90,740

$71,760

$60,112

$42,588

$39,312

$35,984

$26,208

Source: U.S. Bureau of Labor Statistics, 2018; data are for 2016.
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college majors is provided at www.payscale.com. Even if the income level for a particular 
career you desire is less than what you expected, you may be able to maintain the same 
financial goals by extending the period in which you hope to achieve those goals.

Many people change their career over time. As the demand for occupations changes, 
some jobs are eliminated, and others are created. In addition, some people grow tired of 
their occupation and seek a new career. Thus, career choices are not restricted to students 

Doctoral degree

Professional degree

Master’s degree

Bachelor’s degree

Associate’s degree

Some college

High school diploma

Less than high school diploma 7.4%

5.2%

4.4%

3.6%

2.7%

2.4%

1.6%

1.6%

Source: U.S. Bureau of Labor Statistics, 2018; data are based on 2016.

EXHIBIT 1.6  Comparison of Unemployment Percentage among 
 Education Levels

Occupation
Growth Rate Over  

the 2016–2026 Period
Annual Median 

Pay
Solar photovoltaic installers 105% $39,240

Wind turbine service technicians 96% $52,260

Home health aides 47% $22,600

Personal care aides 37% $21,920

Physician assistants 37% $101,480

Nurse practitioners 36% $100,910

Statisticians 33% $80,500

Physical therapist assistants 31% $56,610

Software developers, applications 31% $100,080

Mathematicians 29% $105,810

Bicycle repairers 29% $27,630

Medical assistants 29% $31,540

Physical therapist aides 29% $25,680

Occupational therapy assistants 29% $59,010

Information security analysts 28% $92,600

Genetic counselors 28% $74,120

Operations research analysts 27% $79,200

Forest fire inspectors and prevention specialists 27% $36,230

Health specialties teachers, postsecondary 26% $99,360

Derrick operators, oil and gas 26% $48,130

EXHIBIT 1.7 Fastest-Growing Occupations

Source: U.S. Bureau of Labor Statistics, 2017.
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who are just completing their education. As with your initial career decision, a shift to a 
new career should be influenced by your views of what will satisfy you.

Appendix A offers more insight about selecting your major and other decisions about 
your education.

Selecting Your College Your selection of a college is crucial, because the cost of an 
education can vary substantially among colleges. Therefore, a wise selection may enable 
you to complete your education at a relatively low cost, making it easier for you to 
achieve your long-term financial plans.

Tuition at state colleges is typically less than tuition at private colleges. However, 
tuition at state colleges also varies substantially among states, and even within states. 
Conduct an online search using a search term such as “college tuition,” and specify the 
state where you live to review the annual tuition levels. Some state colleges charge $6,000 
per year for full-time tuition, whereas others charge more than $16,000 per year. The 
average annual tuition at state colleges in 2017 was almost $10,000 according to the 
College Board. State colleges commonly charge out-of-state students more than double 
the tuition that they charge students who are residents of the state. The average out-of-
state annual tuition charged at state colleges in 2017 was about $25,000 according to the 
College Board, but it was more than $30,000 at some state colleges.

Many private colleges charge more than $50,000 for full-time annual tuition, but 
there are some private colleges that charge less than $10,000 a year. The average annual cost 
of tuition at private schools in 2017 was almost $35,000 according to the College Board.

In addition to tuition, books, fees, and room and board (unless you can live at home) 
will cost an estimated $10,000 to $12,000 a year. Therefore, assuming that four years 
of full-time coursework are needed to complete a degree, the estimated cost of a college 
education might range from about $40,000 to as much as $250,000. Given the large 
difference in tuition among colleges, it is well worth your time to compare tuition levels 
before deciding where to further your education.

A way to potentially lower the cost of a college education is to attend a two-year 
community college and then transfer to a four-year college or university. The average 
annual cost of tuition and fees at two-year colleges was less than $4,000 in 2017. Before 
attending a community college, however, you should make sure that you will receive 
credit for your work when you transfer to a four-year college.

Ideally, you should decide on your major before you select your college to ensure that 
the college offers the major that you desire. However, if you are unsure of your specific 
major, you may want to focus on colleges that offer majors within your general area of 
interest, such as health, science, liberal arts, or business.

The benefits from a given degree and major might vary with the college you attend. 
For example, you might prefer to earn a degree in nursing at one particular college 
because of the specific nursing courses offered there, or because of the course delivery 
(online versus in classroom). In addition, a degree earned at one particular college might 
lead to better job opportunities and higher income if that college has a very strong repu-
tation. For this reason, assess not only the cost of tuition but also the job marketability 
when comparing colleges that offer a particular major.

Establishing a Strategy to Accumulate Wealth Along with planning for 
 additional education, you also need a plan for saving money to achieve your long-term 
financial goals. For example, you might establish a goal of saving a large portion of your 
income over the next several years. However, this plan requires much discipline.

Alternatively, you could plan to save only a small portion of your income, but to 
invest your savings in a manner that earns a very high return so that you can accumulate 
a substantial amount of money in 10 years. This alternative plan does not require you to 
save as much money. However, it places more pressure on you to earn a high return on 
your investments. To earn such a high return, you will likely have to make risky invest-
ments to achieve your goals. You might not achieve your goals with this alternative plan, 
because your investments might not perform as well as you expected.
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Step 4: Select and Implement the Best Plan for Achieving 
Your Goals
You need to analyze and select the plan that will be most effective in achieving your goals. 
Many alternative plans that could possibly achieve your goals involve trade-offs. For exam-
ple, you may have a long-term financial goal of accumulating a large amount of money  
by the time you are 50 years old, so that you can retire at that time. One plan to achieve 
this goal may be to pursue a career that generates a higher income level, but this type of 
career might first require you to pursue additional education to have the credentials you 
need. Consequently, you may have to spend money and time in education over the next few 
years to achieve this long-term goal. Alternatively, you may decide not to pursue additional 
education, but plan to save a very high proportion of your income from your existing career 
to achieve your goal. However, this strategy may require that you forgo some spending 
over the next several years to achieve your long-term financial goal of early retirement.

Many individuals do not meet their financial goals because they establish unrealistic 
financial plans. For example, they may set a plan of saving at least half of their income 
every month to satisfy their financial goal of retiring by age 50. Yet, they spend all their 
income every month and therefore are unable to satisfy their goal. In this case, they should 
consider revising their financial plan and financial goal so that it is achievable.

Using the Internet The Internet provides you with valuable information for making 
financial decisions. Your decision to spend money on a new camera versus saving the 
money may be dependent on how much you can earn from saving the money. Your deci-
sion of whether to purchase a new car depends on the prices of new cars and financing 
rates on car loans. Your decision of whether to purchase a home depends on the prices of 
homes and financing rates on home loans. Your decision of whether to invest in stocks is 
influenced by the prices of stocks. Your decision of where to purchase insurance may be 
influenced by the insurance premiums quoted by different insurance agencies. All these 
financial decisions require knowledge of prevailing prices or interest rates, which are 
literally at your fingertips on the Internet.

The Internet also provides updated information on all parts of the financial plan, such as:

• Current tax rates and rules that can be used for tax planning

• Recent performance of various types of investments

• New retirement plan rules that can be used for long-term planning

Many Web sites offer online calculators that you can use for a variety of financial 
planning decisions, such as:

• Estimating your taxes

• Determining how your savings will grow over time

• Determining whether buying or leasing a car is more appropriate

Stephanie Spratt is referred to in many examples throughout this textbook in order to illus-
trate how many personal finance concepts can be applied. Five years ago, when Stephanie 
was about to pursue a college education, she made a few personal finance decisions that had 
a major impact on her present financial position, and also on her future financial position. She 
initially decided to commute to a local community college, while she worked part-time to 
cover her tuition. After completing her associate’s degree at the community college, she pur-
sued a business degree at the local university. She commuted from home, so that she could 
save on her college expenses. She obtained a student loan for $10,000 that she used (along 
with her earnings from her part-time job) in order to cover her tuition and other expenses. 
She recently graduated, and her only existing debt is her $10,000 student loan. She used her 
business degree to obtain a desirable full-time job. Now that she is earning a good salary, 
she has moved into an apartment, and is spending money on enjoyable activities.

EXAMPLE
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22 Chapter 1  Overview of a Financial Plan

Financial Planning Online exercises are provided at the end of each chapter so that 
you can practice using the Internet for financial planning purposes. URLs in this text are 
available and updated on the text’s Web site for easy navigation.

When you use online information for personal finance decisions, keep in mind 
that some information may not be accurate. Use reliable sources, such as Web sites of gov-
ernment agencies or financial media companies that have a proven track record for report-
ing financial information. Also, recognize that free personal finance advice provided 
online does not necessarily apply to every person’s situation. Get a second opinion before 
you follow online advice, especially when it recommends that you spend or invest money.

Step 5: Evaluate Your Financial Plan
After you develop and implement each component of your financial plan, you must moni-
tor your progress to ensure that the plan is working as you intended. Keep your financial 
plan easily accessible so that you can evaluate it over time.

Step 6: Revise Your Financial Plan
If you find that you are unable or unwilling to follow the financial plan that you devel-
oped, you need to revise the plan to make it more realistic. Of course, your financial goals 
may have to be modified as well if you are unable to maintain the plan for achieving a 
particular level of wealth.

As time passes, your financial position will change, especially with specific events 
such as graduating from college, marriage, a career change, or the birth of a child. As your 
financial position changes, your financial goals may change as well. You need to revise 
your financial plan to reflect such changes in your means and priorities.

The steps in developing a financial plan are summarized in Exhibit 1.8. To see how 
the steps can be applied, consider the following example.

EXHIBIT 1.8 Summary of Steps Used to Develop a Financial Plan

1. Establish your financial goals.

■ What are your short-term financial goals?
■ What are your intermediate-term financial goals?
■ What are your long-term financial goals?

2. Consider your current financial position.

■ How much money do you have in savings?
■ What is the value of your investments?
■ What is your net worth?

3. Identify and evaluate alternative plans that could achieve your goals.

■ How can you obtain the necessary funds to achieve your financial goals?
■ Will you need to reduce your spending to save more money each month?
■ Will you need to make investments that generate a higher rate of return?

4. Select and implement the best plan for achieving your goals.

■ What are the advantages and disadvantages of each alternative plan that
could be used to achieve your goals?    

5. Evaluate your financial plan.

■ Is your financial plan working properly? That is, will it enable you to achieve your financial goals?

6. Revise your financial plan.

■ Have your financial goals changed?
■ Should parts of your financial plan be revised to achieve your financial goals? If so, how?

Go to:
The finance section of 
Yahoo.com

To get:
A lot of information and 
many tools for all aspects 
of financial planning, 
including tax rates, bank 
deposit rates, loan rates, 
credit card information, 
mortgage rates, insur-
ance policies, and invest-
ment information.

Financial Planning
ONLINE
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 Developing Your Financial Plan 23

EXHIBIT 1.9 Overview of Stephanie Spratt’s Financial Plan

Step  2. Current Financial Position:

Step 1. Financial Goals:

I would like to:

■ buy a new car within a year,
■ buy a home within two years,
■ make investments that will allow my wealth to grow over time, and
■ build a large amount of savings for retirement in 20 to 30 years.

Step 3. Plans to Achieve the Goals:

Step 4. Selecting and Implementing the Best Plan:

Step 5. Evaluating the Plan:

Step 6. Revising the Plan:

I have very little savings at this time and own an old car. My income, which is about $36,000 a year after taxes, 
should increase over time.

Since my current financial position does not provide me with su�cient funds to achieve these financial goals,
I need to develop a financial plan for achieving these goals. I want to save enough money to make a down pay-
ment on the car and home and to obtain financing to cover the rest of the cost.

Financing the purchase of a car and a home is an appropriate plan for me. I will prepare a budget so that
over time I can accumulate savings that will be used to make a down payment on a new car. Then, I will attempt 
to accumulate savings to make a down payment on a new home. I need to make sure that I can a�ord
financing payments on any money that I borrow.

Once I establish a budget, I will monitor it over time to determine whether I am achieving the desired amount
of savings each month.

If I cannot save as much money as I desire, I may have to delay my plans for purchasing a car and a home 
until I can accumulate enough funds to make the down payments. If I am able to exceed my savings goal, I may
be able to purchase the car and the home sooner than I had originally expected.

Key decisions that relate to Stephanie’s financial plan are summarized at the end of 
each chapter. Your financial planning decisions will differ from Stephanie’s or anyone 
else’s. Nevertheless, the process of building the financial plan is the same. You need to 
establish your goals, assess alternative methods for reaching your goals, and decide on a 
financial plan that can achieve your goals.

Stephanie Spratt was recently hired by the sales department of an advertising firm at an 
annual salary of $43,000. Stephanie plans to save a portion of every paycheck so that 
she can invest money to build her wealth over time. She realizes that by establishing a 
financial plan to limit her spending today, she can increase her wealth and therefore her 
potential spending in the future. At this point, Stephanie decides to develop an overview 
of her current financial position, establish her goals, and map out a plan for how she might 
achieve those goals, as shown in Exhibit 1.9.

EXAMPLE
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24 Chapter 1  Overview of a Financial Plan

REVIEW QUESTIONS

All Review Questions are available in MyLab Finance at www.pearson.com/mylab/finance.

1. Personal Finance Decisions. Define personal 
financial planning. What types of decisions are 
involved in a personal financial plan?

2. Personal Finance and Your Wealth. How can an 
application of personal finance skills increase your 
wealth?

3. Additional Education. How can your post-high 
school education decisions affect your wealth?

4. Personal Finance and Job Marketability. How can 
an understanding of personal finance enhance 
your job marketability?

5. Financial Plan Components. What are the six key 
components of a financial plan?

6. Budget Planning. Why is it important to track your 
spending before creating a budget?

7. Net Worth. How is your net worth calculated? Why 
is it important?

8. Income and Budgeting. What factors influence 
income? Why is an accurate estimate of expenses 
important in budget planning? How do tax laws 
affect the budgeting process?

9. Liquidity. What is liquidity? What two factors are con-
sidered in managing liquidity? How are they used?

10. Financing. Why do most people need access to 
financing at some point in their lives?

11. Investing. What is the primary objective of 
 investing? What else must be considered? What 
potential investment vehicles are available?

12. Protecting Your Assets. What are the three 
 elements of planning to protect your assets? 
Define each element.

13. Your Cash Flows. How does each element of 
financial planning affect your cash flows?

14. Steps in Financial Planning. What are the six steps 
in developing a financial plan?

15. Financial Goals. How do your financial goals 
fit into your financial plan? Why should goals 
be realistic? What are three time frames for 
goals? Give an example of a goal for each time 
frame.

16. Your Financial Position. Name some factors that 
might affect your current financial position.

17. Financial Goals and Planning. Jill has decided to 
save 50% of her income for retirement. Her father 
told her she needed to set a different goal. Why do 
you think he gave her this advice?

18. Implementing Your Plan. Once your financial plan  
has been implemented, what is the next step? Why 
is it important?

19. Revising Your Plan. Why might you need to revise 
your financial plan?

How Personal Finance Can Enhance Your 
Wealth. Personal financial planning is the process 
of planning your spending, financing, and invest-
ing to optimize your financial situation. Effective 
financial planning decisions can allow you to 
improve your spending decisions, thereby reduc-
ing your debt, and increasing your net worth.

How Personal Finance Can Enhance Your Job 
Marketability. The process of personal financial 
planning enables you to establish a budget, and make 
decisions on how to finance your spending needs. 
Such a process is also needed by businesses. Your 
understanding of your own personal finance situation 
can help you understand how a business operates.

Components of a Financial Plan. A financial 
plan has six components: (1) budgeting, (2) man-
aging your liquidity, (3) financing large purchases, 

(4) protecting your assets and income, (5) invest-
ing, and (6) planning for retirement and the future.

How Financial Planning Affects Your Cash 
Flows. Personal finance decisions influence your 
cash inflows by affecting your income, loans, and 
your return on investments. They can also influ-
ence your cash outflows by affecting your loan 
payments, insurance payments, and taxes.

Financial Planning Process. The financial plan-
ning process involves six steps: (1) establishing your 
financial goals, (2) considering your current financial 
position, (3) identifying and evaluating alternative 
plans that could achieve your goals, (4) selecting 
and implementing the best plan for achieving your 
financial goals, (5) evaluating your financial plan 
over time to ensure that you are meeting your goals, 
and (6) revising your financial plan when necessary.

SUMMARY
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20. Online Information. What are some possible dis-
advantages of using online sources of personal 
finance information?

21. Economic Impact on Net Worth. Assume that you 
have established a plan to achieve a particular level 
of wealth in three years, but economic conditions 
suddenly cause both your existing income and the 
value of your existing assets to decline. Should you 
leave your financial plan as it is, or adjust it?

22. Economic Impact on Job Strategy. During a weak 
economy, jobs are scarce, so some individuals 
may consider starting their own businesses. What 
is the disadvantage of this idea during a weak 
economy?

23. Peer Pressure and Your Finances. How can peer 
pressure affect your spending habits?

24. Selecting the Right College. Explain why it is 
important to select the right university or college.

25. Selecting Your Major. How does your choice of 
major affect your financial plan?

26. Your Career and Lifetime Goals. Ricardo wants a 
career where he can help people. He also wants 
to travel and see the world. He is thinking about 
becoming a personal care aide. What advice 
would you give him?

27. College and Costs. What are some ways you can 
lower the cost of a college education?

FINANCIAL PLANNING PROBLEMS

All Financial Planning Problems are available in MyLab Finance at www.pearson.com/mylab/finance.

1. Estimating Savings. Julia brings home $1,800 
per month after taxes. Julia’s rent is $650 per 
month, her utilities are $100 per month, and her 
car payment is $210 per month. Julia is currently 
paying $150 per month to her orthodontist for her 
braces. If Julia’s groceries cost $60 per week and 
she  estimates her other expenses to be $150 per 
month, how much will she have left each month to 
put toward savings to reach her financial goals?

2. Estimating the Opportunity Cost. Julia (from 
problem 1) is considering trading in her car for a 
new one. Her new car payment would be $325 per 
month, and her insurance cost would increase by 
$60 per month. Julia determines that her other 
car-related expenses (gas, oil) would stay about 
the same. What is the opportunity cost if Julia 
 purchases the new car?

3. Estimating Net Worth. Mia has $3,000 in assets, a 
finance company loan for $500, and an outstanding  
credit card balance of $135. Mia’s monthly cash 
inflows are $2,000, and she has monthly expenses 
of $1,650. What is Mia’s net worth?

4. Estimating Net Worth. At the beginning of the 
year, Lakynn has a net worth of $4,500. During 
the year, she set aside $80 per month from her 
paycheck for savings. In December, she made a 
$600 payment for a plane ticket. What was her net 
worth at the end of the year?

5. Estimating Net Worth. Anna has just received a 
gift of $500 for her graduation, which increased 
her net worth by $500. If she uses the money 
to purchase a tablet computer, how will her net 

worth be affected? If she invests the $500 at 4% 
interest per year, what will it be worth in one year?

6. Estimating Debt after Graduation. Mason 
selected a private university to attend. His tuition, 
room and board, and other costs were $47,000 per 
year for four years. His brother Kage attended a 
public institution and elected to live at home with 
their parents. Kage’s total tuition costs were $7,700 
per year. Compare the debt loads of Mason and 
Kage after completing their degrees, assuming 
they borrowed to cover all costs. Ignore interest 
charges.

7. Ethical Dilemma. Sandy and Phil have recently 
married and are both in their early 20s. In estab-
lishing their financial goals, they determine that 
their three long-term goals are to purchase a 
home, to provide their children with a college 
 education, and to plan for their retirement.

  They decide to seek professional assistance in 
reaching their goals. After considering several 
financial advisers who charge an annual fee based 
on the size of their portfolio, they decide to go to 
Sandy’s cousin Larry, who is a stockbroker. Larry 
tells them that he is happy to help them, and 
the only fee he will charge is for transactions. In 
their initial meeting, Larry recommends stocks 
of several well-known companies that pay high 
dividends, which they purchase. Three months 
later, Larry tells them that due to changing market 
conditions, they need to sell the stocks and buy 
several others. Three months later, the same thing 
happens. At the end of the year Phil and Sandy, 
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26 Chapter 1  Overview of a Financial Plan

You can develop your personal finance skills by conducting an Internet search for related 
articles. Find a recent online article about personal finance that reinforces one or more 
concepts covered in this chapter. If your class has an online component, your professor 
may ask you to post your summary of the article there and provide a link to the article 
so that other students can access it. If your class is live, your professor may ask you to 
summarize your application of the article in class. Your professor may assign specific 
students to complete this assignment or may allow any student to do the assignment on 
a volunteer basis.

For recent online articles related to this chapter, consider using the following search 
terms (be sure to include the current year as a search term to ensure that the online 
articles are recent):

• Financial goals

• Identifying your financial goals

• Setting your financial goals

• Realistic financial goals

• Achieving financial goals

• Saving money

• Spending decisions

WEB SEARCH EXERCISE

FINANCIAL PLANNING ONLINE EXERCISES

1. The purpose of this exercise is to introduce you to one of the online tools that are 
available to help with budgeting and financial planning. Go to www.mint.com and 
review the information available on this Web site. Don’t sign up yet, although you 
may want to before the course is completed.

a. How does Mint help you with your personal finances?

b. List some examples of the information Mint can access.

c. How can Mint help you save money?

PSYCHOLOGY OF PERSONAL FINANCE: Your Spending Behavior

1. This chapter explains how consumers may make 
purchases, that they cannot afford, in order to keep 
up with their friends. This could prevent them from 
allocating any funds toward all the other financial 
planning functions, such as liquidity, insurance, 
investments, and retirement planning. Are your 
spending decisions influenced by the need for 
immediate satisfaction or by peer pressure? Or are 

your spending decisions influenced more by the 
desire to avoid debt? What factors have the most 
influence on your spending behavior?

2. Read one practical article on how psychology 
affects spending behavior. You can easily retrieve 
possible articles by doing an online search using 
the terms “psychology” and “spending.” Summa-
rize the main points of the article.

who had sold each of the stocks for more than 
they had paid for them, were surprised to see 
that the total dollar value of their portfolio had 
declined. After careful analysis, they found the 
transaction fees exceeded their capital gains.

a. Do you think Larry behaved ethically? Explain.

b. Would Larry have a personal reason for 
 handling Sandy and Phil’s portfolio as he 
did? Explain.

M01_MADU9969_07_SE_C01.indd   26 28/11/2018   16:33

http://www.mint.com/


 Video Exercise: Benefits of Financial Planning 27

VIDEO EXERCISE: Benefits of Financial Planning

Go to one of the Web sites that contain video clips (such as www.youtube.com), and 
view some video clips about financial planning. Conduct a search of the site using 
phrases such as “value of financial planning” or “benefits of financial planning.” Select 
one video clip on this topic that you would recommend for the other students in your 
class.

1. Provide the Web link for the video clip.

2. What do you think is the main point of this video clip?

3. How might you change your financial planning after watching this video clip?

4. What are some possible issues with the information contained in this video clip?
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1. ACCESSING THE FINANCIAL PLAN SPREADSHEETS

Access the Excel spreadsheets that help you complete your financial planning tasks at www.pearson.com/
mylab/finance. You can download and store these files so that you have easy access to all of your answers 
for all chapters. The spreadsheets will perform all the calculations that you need to complete your financial 
planning tasks once you provide the proper input. The information on the online financial planning spread-
sheets corresponds to the information shown on the in-text worksheets, and includes interactive graphs and 
pie charts to complement some tables. Your instructor may offer specific instructions on how to complete 
your financial plan and when to submit your plan for review and/or grading.

2. PLANNING YOUR FUTURE OCCUPATION

 a. What is your expected occupation upon completion of your degree? 

 b. What is the entry-level annual salary for your expected occupation?  

(If you need to access info about occupations, go to www.bls.com. If you need an estimate of 
the entry-level salary, go to your Web browser and type the occupation you chose along with 
the search term “entry salary.” You may be able to obtain a more accurate salary estimate if you 
include your city or state in your search.)

MyLab FinanceBUILDING YOUR OWN FINANCIAL PLAN: Chapter 1

At the end of every chapter, you will be guided to apply specific chapter concepts in order 
to build your financial plan. Some of the concepts will allow you to assess your present 
financial status. Other concepts that might not be applicable to your present status will 
focus on your future financial status. By the end of the school term, you will have a com-
plete financial plan that should serve as a useful guide for your future financial decisions.
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 c. Review your expected accumulated income over time. Is it sufficient for you to achieve your 
 financial goals over time? If not, reconsider your future occupation, and redo your answers to 
questions 2a and 2b.

3. PLANNING ADDITIONAL EDUCATION

 a. If you are completing your associate’s degree, what undergraduate major might you pursue if you 
continue your education?

 b. If you are completing your undergraduate degree, what master’s degree might you pursue if you 
continue your education?

 c. What university would you most likely attend? 

 d. What is the annual tuition at that university? (This information is normally easy to access if you do 
a search on the Internet using the name of the university, along with “tuition.”)
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1. Help the Sampsons prioritize their financial goals. Specifically, assess whether their primary goal 
at this point should be saving for their children’s college education in the future, versus buying a 
new car for Sharon.

2. The Sampsons hope that $1,000 per month of Sharon’s salary can be used to boost their savings. 
How can they monitor this goal over time to ensure that the money is used in this manner?

The Sampsons is a continuing case that occurs at the end of every chapter. You will help 
the Sampsons develop their financial plan using the key concepts presented in each 
chapter. You can fill in the blanks on these worksheets electronically at www.pearson 
.com/mylab/finance.

Dave and Sharon Sampson are 30 years old and have two children, who are five and six 
years old. Since marrying seven years ago, the Sampsons have relied on Dave’s salary, 
which is currently $50,000 per year. Sharon recently obtained a part-time job that pays 
an annual salary of $15,000. Now that Sharon is also earning income, they hope to use 
her income to accumulate savings for their children’s college education in the distant 
future and also to buy a new car for Sharon, because her existing car is very old and 
constantly needs repairs.

THE SAMPSONS—A Continuing Case: Chapter 1 MyLab Finance
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The chapters in this part introduce the key tools used to make financial 

planning decisions. Chapter 2 describes the personal financial statements 

that help you to monitor your spending and guide your budgeting deci-

sions. Chapter 3 illustrates how you can use time value of money concepts 

to make decisions about saving. Chapter 4 explains how to use tax con-

cepts to assess and minimize your tax liability. Your budget, saving, and tax 

plans all influence your cash flows and wealth.

Your
Financial Plan 
for Budgeting, 

Saving,
and Taxes

Your
Wealth

■ How can you increase net 
cash flows in the near future?

■ How can you increase net 
cash flows in the distant future?

■ How much can you save for a 
specific date in the future?

■ How much can you save each 
year?

■ What tax savings are currently 
available?

■ How can you increase tax 
savings in the future?

Chapter 2
Planning with Personal 
Financial Statements

Chapter 3
Applying Time

Value Concepts

Chapter 4
Using Tax Concepts

for Planning

Tools for Financial 
Planning 1 

part 

M02A_MADU9969_07_SE_P01.indd   33 26/11/2018   10:10



34

MyLab Finance helps you master the topics in this chapter and study more 
 efficiently. Visit www.pearson.com/mylab/finance for more details.

Where does 

it all go? 

It seems 

like the last paycheck 

is gone before the next 

one comes in. Money 

seems to burn a hole 

in your pocket, yet you 

don’t believe that you 

are living extravagantly. 

Last month you made 

a pledge to yourself 

to spend less than the 

month before. Some-

how, though, you are in the same position as you were last month. Your money is gone. Is 

there any way to plug the hole in your pocket?

What are your expenses? For many people, the first obstacle is to correctly assess their true 

expenses. Each expense may seem harmless, but combined they can quickly gobble up your 

modest income. What can you do to gain control of your personal finances?

In this chapter, you will see how to take control of your finances. However, your task is not 

easy because it takes self-discipline, and there may be no immediate reward. The result is 

often like a diet: easy to get started, but hard to carry through.

Your tools are the personal balance statement, the personal cash flow statement, and a bud-

get. These three tools show your present financial status, predict where you will be after 

three months or a year, and help you control expenses. The potential benefits are reduced 

spending, increased savings and investments, and peace of mind from knowing that you are 

in control.

Planning with Personal 
Financial Statements 2

chapter 

WavebreakMediaMicro/Fotolia
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 Personal Cash Flow Statement 35

The objectives of this chapter are to:

• Explain how to create your personal cash flow statement

• Identify the factors that affect your cash flows

• Describe how to forecast your cash flows

• Explain how to create your personal balance sheet

• Explain how your personal financial statements fit within your financial plan

Personal Cash Flow Statement
You may commonly ask whether you can afford a new television, a new car, another year 
of education, or a vacation. You can answer these questions by determining your financial 
position. Specifically, you use what you know about your income and spending habits to 
estimate how much cash you will have at the end of this week, or quarter, or year. Once 
you obtain an estimate, you can decide if there are ways in which you can either increase 
your income or reduce your spending to achieve a higher level of available cash.

Psychology can discourage many individuals from assessing their financial position 
because they are afraid the assessment will lead to a conclusion that they should not make 
specific purchases at this time. Deferring their assessment of their financial position allows 
them to make some purchases without feeling guilty. Naturally, individuals want support 
for financial decisions (including purchases) that they make. Making purchases might be 
enjoyable when done with friends who encourage the spending, especially when those 
friends are also making purchases that they cannot afford.

However, assessing your financial position does not have to be so painful. It allows 
you to estimate how much you need to save each period to make specific purchases in the 
future with cash instead of borrowing money. This type of analysis can make you realize 
how your efforts to save will ultimately be rewarded, and therefore might encourage you 
to establish a plan for saving money.

As mentioned in Chapter 1, budgeting is the process of forecasting future expenses 
and savings. When budgeting, the first step is to create a personal cash flow statement, 
which measures your cash inflows and cash outflows. Comparing your cash inflows and 
outflows allows you to monitor your spending and determine the amount of cash that 
you can allocate toward savings or other purposes.

Cash Inflows
The main source of cash inflows for working people is their salary, but there can be 
other important sources of income. Deposits in various types of savings accounts can 
generate cash inflows in the form of interest income. Some stocks also generate quarterly 
dividend income.

Cash Outflows
Cash outflows represent all your expenses, which are the result of your spending deci-
sions. Expenses are both large (for example, monthly rent) and small (for example, dry 
cleaning costs). It is not necessary to document every expenditure, but you should track 
how most of your money is spent.

The easiest way to track your outflows is through an app on your smartphone. Many 
apps are available, and new ones are constantly being introduced. These apps can track 
your income and your spending (even providing color-coded lists for different categories 
such as groceries, entertainment, and gasoline), enable you to set up a budget and send you 
an alert when your expenditures exceed the amount budgeted for a certain category, remind 
you to pay bills, allow you to track your bank and credit card balances and check your 

personal cash flow 
statement
A financial statement that 
measures a person’s cash 
inflows and cash outflows.

PSYCHOLOGY  
of Personal 

Finance
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Stephanie Spratt tried to limit her spending in college, but never created a personal cash 
flow statement. Now that she has begun her career and is earning a salary, she wants 
to monitor her spending on a monthly basis. She decides to create a personal cash flow 
statement for the last month.

Stephanie’s Monthly Cash Inflows. Stephanie’s disposable (after-tax) income is 
about $36,000 per year, or about $3,000 per month.

Then Stephanie considers other potential sources of cash inflows. She does not receive 
any dividend income from stocks, and she does not have any money deposited in an 
account that pays interest. Thus, her entire monthly cash inflows come from her pay-
check. She inserts the monthly cash inflow of $3,000 at the top of her personal cash 
flow statement.

Stephanie’s Monthly Cash Outflows. Stephanie uses an app that documents how 
she spent her money last month, based on her purchases with checks and credit cards. 
Her household payments for the month were as follows:

●● $1,000 for rent

●● $100 for a student loan payment

●● $50 for Internet

●● $100 for electricity and water

●● $50 for smartphone expenses

●● $300 for groceries

●● $100 for a health care plan provided by her employer

Next, Stephanie reviews her accounts to estimate her other typical expenses on a monthly 
basis:

●● About $100 for clothing

●● About $200 for car expenses (insurance, maintenance, and gas)

●● About $600 for recreation (including restaurants and a health club membership)

Stephanie uses this cash outflow information to complete her personal cash flow state-
ment, as shown in Exhibit 2.1. Her total cash outflows were $2,600 last month.

Stephanie’s Net Cash Flows. Monthly cash inflows and outflows can be compared by 
estimating net cash flows, which are equal to the cash inflows minus the cash outflows. 
Stephanie estimates her net cash flows to determine how easily she covers her expenses 
and how much excess cash she has to allocate to savings or other purposes. Her net cash 
flows during the last month were:

net cash flows
Cash inflows minus cash 
outflows.

EXAMPLE
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credit score, and show your progress in saving for a goal such as a vacation. Some apps will 
send you a weekly summary showing your cash inflows and outflows for the week. Not 
all of these features are available on every app, but if you search for “spending recording 
apps” on the Internet, you can read reviews and select the best app for you. Of course, if you 
withdraw cash from an ATM in order to make purchases, the app will not be able to track 
the specific items that you purchase. But spending with credit or debit cards or smartphone 
pay systems linked to those cards will be tracked, as will any checks that you write. If you 
do not want to use a tracking app, you can use your bank account statements and credit 
card statements to identify how you spent your money. Software programs such as Quicken 
and Microsoft Money Plus Sunset can be used to record and monitor cash outflows.

Creating a Personal Cash Flow Statement
You can create a personal cash flow statement by recording how you received cash and 
how you used cash for expenses over a given period.
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 Net Cash Flows = Cash Inflows - Cash Outflows

 = $3,000   - $2,600

 = $400

Stephanie enters this information at the bottom of her personal cash flow statement.

 Factors Affecting Cash Flows 37

EXHIBIT 2.1 Personal Cash Flow Statement for Stephanie Spratt

Cash Inflows Last Month

Disposable income $3,000

Interest on deposits 0

Dividend payment

Total Cash Inflows $3,000

Cash Outflows Last Month

Rent $1,000

100

100

Internet

Student loan payment

50

Electricity and water

Smartphone 50

Groceries 300

Health care insurance and expenses 100

Clothing 100

Car insurance and expenses 200

Recreatio

0s

6n 00

Total Cash Outflows $2,600

Net Cash Flows $400

Factors Affecting Cash Flows
To enhance your wealth, you want to maximize your (or your household’s) cash inflows 
and minimize cash outflows. Your cash inflows and outflows depend on various factors, 
as will be described next.

Factors Affecting Cash Inflows
Cash inflows are highly influenced by factors that affect your income level. The key fac-
tors to consider are the stage in your career path and your job skills.

Stage in Your Career Path The stage you have reached in your career path influ-
ences cash inflows because it affects your income level. Cash inflows are relatively low 
for people who are in college or just starting a career (like Stephanie Spratt). They tend 
to increase as you gain job experience and progress within your chosen career.

Your career stage is closely related to your place in the life cycle. Younger people tend 
to be at early stages in their respective careers, whereas older people tend to have more 
work experience and are thus further along the career path. It follows that cash inflows 
tend to be lower for individuals in their 20s, and much higher for individuals in their 50s.
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There are many exceptions to this trend, however. Some older people switch careers 
and therefore may be set back on their career path. Other individuals who switch careers 
from a low-demand industry to a high-demand industry may actually earn higher incomes. 
Many women put their careers on hold for several years to raise children and then resume 
their professional lives.

The final stage in the life cycle that we will consider is retirement. The cash flows 
that come from a salary are discontinued at the time of retirement. After retirement, indi-
viduals rely on Social Security payments and interest or dividends earned on investments 
as sources of income. Consequently, retired individuals’ cash inflows tend to be smaller 
than when they were working. The manner in which age commonly affects cash inflows 
is summarized in Exhibit 2.2. Notice that there are three distinct phases.

Type of Job Income also varies by job type. Jobs that require specialized skills tend to 
pay much higher salaries than those that require skills that can be obtained very quickly 
and easily. The income level associated with specific skills is also affected by the demand 
for those skills. The demand for people with a nursing license has been very high in recent 
years, so hospitals have been forced to pay high salaries to outbid other hospitals for 
nurses. Conversely, the demand for people with a history or an English literature degree is 
low because the number of students who major in these areas outnumbers available jobs.

Number of Income Earners in Your Household If you are the sole income earner, 
your household’s cash inflows will typically be less than if there is a second income earner. 
Many households now have two income earners, a trend that has substantially increased 
the cash flows to these households.

Factors Affecting Cash Outflows
The key factors that affect cash outflows are a person’s family status, age, and personal 
consumption behavior.

Size of Family A person who is supporting a family will normally incur more expenses 
than a single person without dependents. The more family members, the greater the 
amount of spending, and the greater the cash outflows. Expenses for food, clothing, day 
care, and school tuition are higher for families with many dependents.

Age As people get older, they tend to spend more money on expensive houses, cars, and 
vacations. This adjustment in spending may result from the increase in their income (cash 
inflows) over time as they progress along their career path.

EXHIBIT 2.2 How Your Cash Inflows Are Related to Your Age

RetirementCareerCollege
Cash
Inflows

Age
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Stephanie Spratt wants to determine whether she will have sufficient cash inflows this 
month. She uses the personal cash flow statement she developed last month to forecast 
this month’s cash flows. However, she adjusts that statement for the following additional 
anticipated expenses:

1. Total health care expenses will be $400 this month ($300 more than normal), 
due to a minor healthcare procedure she had done recently that is not covered 
by her insurance.

2. Car maintenance expenses will be $500 this month ($300 more than normal), 
mainly due to a car repair.

Stephanie revises her personal cash flow statement from last month to reflect the 
expected changes this month, as shown in Exhibit 2.3. The numbers in brackets show the 
revised cash flows as a result of the unusual circumstances for this month.

The main effects of the unusual circumstances on Stephanie’s expected cash flows for 
this month are summarized in Exhibit 2.4. Notice that the expected cash outflows for 

EXAMPLE

 Forecasting Your Cash Flows 39

Personal Consumption Behavior Most people’s consumption behavior is affected 
by their income. For example, a two-income household tends to spend more money 
when both income earners are working full-time. Yet, people’s consumption behavior 
varies substantially. At one extreme are people who spend their entire paycheck within a 
few days of receiving it, regardless of the size of the paycheck. Although this behavior is 
understandable for people who have low incomes, it is also a common practice for some 
people who have very large incomes. At the other extreme are “big savers” who minimize 
their spending and focus on saving for the future.

Some consumers spend excessively to achieve immediate satisfaction, without any 
attempt to plan for their financial future. Their consumption may be intended to match 
what they consider to be their peer group. They attempt to have a car or a home that is at 
least the same value as those of their peers. This behavior can lead to financial problems for 
consumers whose cash inflows are less than those of their peers because they may not be able 
to afford their lifestyle. Alternatively, they may be attempting to match peers who are also 
living beyond their means. They (and perhaps even their peers) may need to constantly bor-
row to support their excessive consumption, which could ultimately result in credit problems.

You can assess your spending behavior by measuring the proportion of your cash 
outflows over a recent period (such as the last month) for each purpose. First, classify all 
your spending into categories such as car, rent, school expenses, clothing, and entertain-
ment. Then determine the proportion of your cash outflows that are allocated toward 
each of these categories. If a very high percentage of your cash outflows are allocated 
toward your car, it might suggest that your car dictates your lifestyle because it leaves 
very little money for you to spend on anything else. You can also determine the propor-
tion of your income that is spent on each category, so that you can assess where most of 
your money is spent.

Forecasting Your Cash Flows
The next step in the budgeting process is an extension of the personal cash flow state-
ment. You can forecast net cash flows by forecasting the cash inflows and outflows for 
each item on the personal cash flow statement. We refer to a cash flow statement that is 
based on forecasted cash flows for a future time period as a budget. For example, you 
may develop a budget to determine whether your cash inflows will be sufficient to cover 
your cash outflows. If you expect your cash inflows to exceed your cash outflows, you can 
also use the budget to determine the amount of excess cash that you will have available 
to invest in additional assets or to make extra payments to reduce your personal debt.

budget
A cash flow statement 
that is based on fore-
casted cash flows for a 
future time period.

PSYCHOLOGY  
of Personal 

Finance
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this month are $3,200, or $600 higher than the cash outflows in a typical month. In this 
month, the expected net cash flows are

 Expected Net Cash Flows = Expected Cash  Inflows - Expected Cash Outflows

 = $3,000      - $3,200

 = -$200

The budgeting process has alerted Stephanie to this expected $200 cash shortage. This 
allows Stephanie to plan for how she can cover the deficit.

40 Chapter 2  Planning with Personal Financial Statements

Cash Inflows Actual Amounts Last Month Expected Amounts This Month
Disposable income $3,00

$1,000 $1,000

0 $3,000

Interest on deposits 0 0

Dividend payments 0 0

Total Cash Inflows $3,000 $3,000

Cash Outflows Actual Amounts Last Month Expected Amounts This Month
Rent

Internet 50 50

Electricity and water 100 100

Smartphone 50 50

Groceries 300 300

Health care insurance and expenses 100 [400]

Clothing 100 100

Car insurance and expenses 200 [500]

Recreation 600 600

Total Cash Outflows $2,600 $3,200

Net Cash Flows $400 –$200

100100Student loan payment

EXHIBIT 2.3 Stephanie Spratt’s Revised Personal Cash Flow Statement

Change in Cash Flows Expected Cash Flow
Situation This Month

Cash Flow Situation
Last Month’s Expected This Month

Cash inflows $3,000 $0 $3,000

Cash outflows $2,600 +$600 $3,200

Net cash flows $400 –$600 –$200

EXHIBIT 2.4 Summary of Stephanie Spratt’s Revised Cash Flows
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Managing Your Budget in Real Time
Application:
The Mint Money Manager, Budget, and Personal Finance app (by Mint.com) sends you 
reminders about future bills that are due and helps you schedule the payment of your 
future bills. This allows you to ensure that you manage your cash outflows more effectively.

To Find It:
Search for the “Mint” app on your mobile device.

Anticipating Cash Shortages
In a month with a large amount of unexpected expenses, you may not have sufficient cash 
inflows to cover your expected cash outflows. If the cash shortage is small, you would 
likely withdraw funds from your checking account to make up the difference. If you expect 
a major deficiency for a future month, however, you might not have sufficient funds avail-
able to cover it. The budget can warn you of such a problem well in advance so that you 
can determine how to cover the deficiency. You should set aside funds in a savings account 
that can serve as an emergency fund in the event that you experience a cash shortage.

In reality, unanticipated expenses can occur very often because of various unexpected 
events such as a car repair. Although you may not always be able to predict the specific 
event that will cause your expenses to be higher than normal, you might consider budget-
ing for unanticipated expenses. You could include an amount such as $30 per month for 
unanticipated expenses, even though you do not know what the expense will be. This may 
allow you to establish a more realistic budget, with more accurate estimates of how much 
money you will spend per month, and therefore more accurate estimates of how much you 
can save per month. Such a budgeting strategy might seem painful because it will result in a 
smaller amount of expected savings. But to the extent that it allows you to more accurately 
estimate your savings, it can help you achieve the savings goals that are set by your budget.

Assessing the Accuracy of the Budget
Periodically compare your actual cash flows over a recent period (such as last month) to 
the forecasted cash flows in your budget to determine whether your forecasts are on target. 
Many individuals tend to be overly optimistic about their cash flow forecasts. They overesti-
mate their cash inflows and underestimate their cash outflows; as a result, their net cash flows 
are lower than expected. By detecting such forecasting errors, you can take steps to improve 
your budgeting. You may decide to limit your spending to stay within your budgeted cash 
outflows. Or you may choose not to adjust your spending habits, but to increase your fore-
cast of cash outflows to reflect reality. By budgeting accurately, you are more likely to detect 
any future cash flow shortages and therefore can prepare in advance for any deficiencies.

Forecasting Net Cash Flows over Several Months
To forecast your cash flows for several months ahead, you can follow the same process as 
for forecasting one month ahead. Whenever particular types of cash flows are expected 
to be normal, they can be forecasted from previous months when the levels were normal. 

PSYCHOLOGY  
of Personal 

Finance

Go to:
www.moneycrashers 
.com and search for “per-
sonal budgeting tips.”

To get:
Tips on effective 
budgeting.

Financial Planning
ONLINE

Recall that Stephanie Spratt forecasted cash flows to create a budget for this coming 
month. Now it is the end of the month, so she can assess whether her forecasts were 
accurate. Her forecasted cash flows are shown in the second column of Exhibit 2.5. 
She compares the actual cash flows (third column) to her forecast and calculates the 
 difference between them (shown in the fourth column). This difference between columns 
two and three is referred to as the forecasting error.

EXAMPLE

 Forecasting Your Cash Flows 41

M02B_MADU9969_07_SE_C02.indd   41 28/11/2018   13:43

http://mint.com/
http://www.moneycrashers.com/
http://www.moneycrashers.com/


Reviewing the fourth column of Exhibit 2.5, Stephanie notices that total cash inflows were 
as expected, but total cash outflows were $100 more than expected. Her net cash flows 
were –$300 (a deficiency of $300), which is worse than the expected level of –$200. 
Stephanie assesses the individual cash outflows to determine where she underestimated. 
Although grocery expenses were slightly lower than expected, her clothing and recre-
ation expenses were higher than she anticipated. She decides that the expenses were 
abnormally high in this month only, so she believes that her budgeted cash flows should 
be reasonably accurate in most months.

42 Chapter 2  Planning with Personal Financial Statements

You can make adjustments to account for any cash flows that you expect to be unusual 
in a specific month in the future. The table shows that Stephanie expected relatively high 
health care expenses for the month as a result of the minor health care procedure she 
had done recently.

Some types of expenses such as health care, car repairs, and household repairs often 
occur unexpectedly. Although such expenses are not always predictable, you should bud-
get for them periodically. You should assume that you will likely incur some unexpected 
expenses for health care as well as for repairs on a car or on household items over the 
course of several months. Thus, your budget may not be perfectly accurate in any specific 
month, but it will be reasonably accurate over time. If you do not account for such possible 
expenses over time, you will likely experience lower net cash flows than expected over time.

Expected Amounts Actual Amounts
(forecasted at the (determined at the

Cash Inflows beginning of the month) end of the month)
Forecasting Error =
Expected – Actual

Disposable income $3,000

$1,000

100 100

$1,000

$3,000 0

Interest on deposits 0 0 0

Dividend payments 0 00

Total Cash Inflows $3,000 $3,000 0

Cash Outflows Expected Amounts Actual Amounts Forecasting Error

Rent 0

0

Internet 50 50 0

Electricity and water 0

Smartphone 50 50 0

Groceries 300 280 +20

Health care insurance and
expenses 400

100

400

170

500 500

0

Clothing –70

Car insurance and expenses 0
Recreation 600 650 –50

Total Cash Outflows $3,200 $3,300 –$100

Net Cash Flows –$200 –$300 –$100

100100Student loan payment

EXHIBIT 2.5 Comparison of Stephanie Spratt’s Budgeted and Actual Cash Flows  
for This Month
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Stephanie Spratt believes her budget for last month (except for the unusual health care 
and car expenses) is typical for her. She wants to extend it to forecast the amount of 
money that she might be able to save over the next year. Her cash inflows are predictable 
because she already knows her salary for the year. Some of the monthly cash outflows 
(such as rent and the Internet bill) in her monthly budget are also constant from one month 
to another. To forecast these types of cash outflows, she simply multiplies the monthly 
amount by 12 (for each month of the year) to derive an estimate of the annual expenses, 
as shown in the third column of Exhibit 2.6.

Some other items vary from month to month, but Stephanie knows what the typical 
monthly cash outflow is for each item. She multiplies the typical monthly cash outflow by 
12 in order to estimate cash outflows for the next twelve months. Over the next twelve 
months, Stephanie expects total cash outflows to be $31,200. Because she knows her 
total cash inflows (her disposable income) will be $36,000 over the year, she expects that 
her net cash flows will be $4,800 (computed as $36,000 – $31,200). Therefore, she sets 
a goal of saving $4,800 over the next year.

EXAMPLE

 Forecasting Your Cash Flows 43

Creating an Annual Budget
If you are curious about how much money you may be able to save in the next year, you 
can extend your budget out for longer periods. You should first create an annual budget 
and then adjust it to reflect anticipated large changes in your cash flows.

Expected Amounts
for Entire Year

(Twelve Months)  Cash Inflows Typical Month

Disposable (after-tax) Income $30,000

$1,000

100 1,200

$12,000

$30,000

$36,000

Interest on Deposits 0 0

Dividend payments 0 0

Total Cash Inflows $36,000

Cash Outflows Typical Month This Year’s Cash Flows

Rent

Internet 50 600

Electricity and water

Smartphone 50 600

Groceries 300 3,600

Health 1,200

Clothing

100

100 1,200

Car expenses and insurance 200 2,400

Recreation 600 7,20

(difference between cash inflows and outflows)

0

Total Cash Outflows $2,600 $31,200

Net Cash Flows $400 $4,800

1,200100Student loan payment

EXHIBIT 2.6 Annual Budget for Stephanie Spratt
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Establishing a Twelve-Month Budget Plan
Application:
The MoneyStrands app (by Strands, Inc.) establishes a twelve-month budget so that you 
can determine whether you can afford your planned spending over this period. You can 
also have your upcoming bills displayed on a calendar.

To Find It:
Search for the “MoneyStrands” app on your mobile device.

Recall that Stephanie Spratt expects to spend about $2,600 and save the remaining $400 
each month. She would like to save a substantial amount of money so that she can pur-
chase a new car and a home someday, so she considers how she might increase her net 
cash flows.

Stephanie reviews her budget’s summary of cash outflows to determine if she can reduce 
spending. Of the $2,600 that she spends per month, about $2,000 is spent on what she 
considers necessities (such as her rent and utilities). The remainder of the cash outflows 
(about $600) is spent on recreation; Stephanie realizes that any major reduction in spend-
ing will have to be in this category of cash outflows.

Most of her recreation spending is on her health club membership and eating at res-
taurants. She recognizes that she can scale back her spending while still enjoying these 
activities. Specifically, she realizes that her health club is overpriced. She can save about 
$60 per month by going to a different health club that offers essentially the same ser-
vices. She also decides to reduce her spending at restaurants. By revising her spending 
behavior in these ways, she believes that she can reduce her cash outflows by $100 per 
month, as summarized here:

Previous Cash
Flow Situation

Planned Cash
Flow Situation

Monthly cash inflows $3,000 $3,000

Monthly cash outflows $2,600 $2,500

Monthly net cash flows $400 $500

Yearly net cash flows $4,800 $6,000

This reduction in spending will increase net cash flows from the present level of about 
$400 per month to a new level of $500 per month. If she can maintain this level of sav-
ings over the course of a year, her net cash flows will now be $6,000, which would add 
to her savings. Although Stephanie had hoped to find a solution that would improve her 
personal cash flow statement more substantially, she believes this is a good start. Most 
important, her budget is realistic.

EXAMPLE
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Improving the Budget
As time passes, you should review your budget to determine whether you are progress-
ing toward the financial goals that you established. To increase your savings or pay 
down more debt so that you can more easily achieve your financial goals, you should 
identify the components within the budget that you can change to improve your budget 
over time.
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Updating Your Visual Budget
Application:
The Visual Budget app (by Kiwi Objects) allows you to easily classify your transactions 
into cash inflows and outflows so that you can have a continually updated balance. It 
also monitors how you spend your money over time.

To Find It:
Search for the “Visual Budget” app on your mobile device.

Go to:
The website www 
.bankrate.com and 
search the site for sav-
ings calculators.

To get:
An estimate of the sav-
ings that you can accu-
mulate over time if you 
can reduce your spend-
ing on one or more of 
your monthly expenses.

Financial Planning
ONLINE
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Personal Balance Sheet
The next step in the budgeting process is to create a personal balance sheet. A budget 
tracks your cash flows over a given period of time, whereas a personal balance sheet pro-
vides an overall snapshot of your wealth at a specific point in time. The personal balance 
sheet summarizes your assets (what you own), your liabilities (what you owe), and your 
net worth (assets minus liabilities).

Assets
The assets on a balance sheet can be classified as liquid assets, household assets, 
and investments.

Liquid Assets Liquid assets are financial assets that can be easily sold without a loss 
in value. They are especially useful for covering upcoming expenses. Some of the more 
common liquid assets are cash, checking accounts, and savings accounts. Cash is handy 
to cover small purchases, and a checking account is convenient for larger purchases. Sav-
ings accounts are desirable because they pay interest on the money that is deposited. For 
example, if your savings account offers an interest rate of 4%, you earn annual interest 
of $4 for every $100 deposited in your account. The management of liquid assets for 
covering day-to-day transactions is discussed in Part 2.

Household Assets Household assets include items normally owned by a household, 
such as a home, car, and furniture. The financial planning involved in purchasing large 
household assets is discussed in Part 3. These items tend to make up a larger proportion 
of your total assets than the liquid assets.

When creating a personal balance sheet, you need to assess the value of your house-
hold assets. The market value of an asset is the amount you would receive if you sold 
the asset today. For example, if you purchased a car last year for $20,000, the car may 
have a market value of $14,000 today, meaning that you could sell it to someone else for 
$14,000. The market values of cars can easily be obtained from various sources on the 
Internet, such as kbb.com (Kelley Blue Book). Although establishing the precise market 
value of some assets such as a house may be difficult, you can use recent selling prices of 
other similar houses nearby to obtain a reasonable estimate.

Investments Some of the more common investments are in bonds, stocks, and 
rental property.

Bonds are securities issued by borrowers (typically firms and government agencies) 
to raise funds. When you purchase a $1,000 bond that was just issued, you provide a 
$1,000 loan to the issuer of the bond. You earn interest while you hold the bond for a 
specified period. (Bonds are discussed further in Chapter 16.)

Stocks are securities representing partial ownership of a firm. Firms issue stock 
to obtain funding for various purposes, such as purchasing new machinery or build-
ing new facilities. Many firms have millions of shareholders who own shares of the 
firm’s stock.

personal balance sheet
A summary of your assets 
(what you own), your 
liabilities (what you owe), 
and your net worth (assets 
minus liabilities).

liquid assets
Financial assets that can 
be easily sold without a 
loss in value.

household assets
Items normally owned by 
a household, such as a 
home, car, and furniture.

bonds
Securities issued by 
 borrowers to raise funds.

stocks
Securities representing 
partial ownership of a 
firm.
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Go to: 
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To get:
The Detailed Budget 
Calculator allows you 
to compare your actual 
budget versus your 
desired budget (based on 
your income and spend-
ing habits) and shows 
how you could improve 
your budget.
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The investors who purchase stock are referred to as shareholders or stockholders. 
You may consider purchasing stocks if you have excess funds. You can sell some of your 
stock holdings when you need funds.

The market value of stocks changes daily. You can find the current market value of 
a stock at many Web sites, including the finance section of Yahoo.com. Stock investors 
can earn a return on their investment if the stock’s value increases over time. They can 
also earn a return if the firm pays dividends to its shareholders.

Investments such as stocks normally are not considered liquid assets because they can 
result in a loss in value if they have to be sold suddenly. Stocks are commonly viewed as 
a long-term investment and therefore are not used to cover day-to-day expenses. (Stocks 
will be discussed in detail in Chapter 15.)

Mutual funds sell shares to individuals and invest the proceeds in an overall portfolio 
of investment instruments such as bonds or stocks. They are managed by portfolio man-
agers who decide what securities to purchase so that the individual investors do not have 
to make the investment decisions themselves. The minimum investment varies depending 
on the particular fund, but it is usually between $500 and $3,000. The value of the shares 
of any mutual fund can be found in periodicals such as The Wall Street Journal or on 
various Web sites. (We will examine mutual funds in detail in Chapter 17.)

Real estate includes holdings in rental property and land. Rental property is housing 
or commercial property that is rented out to others. Some individuals purchase a second 
home and rent it out to generate additional income every year. Others purchase apart-
ment complexes for the same reason. Some individuals purchase land as an investment.

Liabilities
Liabilities represent debt (what you owe) and can be segmented into current liabilities 
and long-term liabilities.

Current Liabilities Current liabilities are debt that you will pay off in the near future 
(within a year). The most common example of a current liability is a credit card balance 
that will be paid off in the near future. Credit card companies send the cardholder a 
monthly bill that itemizes all the purchases made in the previous month. If you pay your 
balance in full on receipt of the bill, no interest is charged on the balance. The liability is 
then eliminated until you receive the next monthly bill.

Credit cards deserve special attention when discussing the personal budget. Although 
they offer a convenient source of funds, they also create serious credit problems for many 
people. Some people use credit cards to purchase products or services that they do not 
need and cannot afford. There are two psychological forces that cause this behavior. First, 
some people make unnecessary purchases with credit cards that they cannot afford to 
achieve immediate satisfaction and to keep up with their peers. Second, some people are 
especially willing to spend excessively when using a credit card to make purchases because 
a credit card avoids the use of cash. That is, they would rather create a current liability 
(debt) than use an asset (cash) to make their purchases. They would feel more pain from 
using their cash and are more disciplined about how to spend the cash they have. They 
know that taking $50 out of their wallet to make a purchase will leave $50 less for other 
cash purchases. Yet when they use a credit card and keep their cash, they feel like they 
are able to obtain products or services for free. Because the focus of their purchases is on 
achieving immediate satisfaction by making purchases they cannot afford, they ignore the 
fact that they will have to pay off the credit card in the future. This type of behavior tends 
to result in a large accumulation of current liabilities, which can result in credit problems.

Long-Term Liabilities Long-term liabilities are debt that will be paid over a period 
beyond one year. A common long-term liability is a student loan, which reflects debt that 
a student must pay back to a lender over time after graduation. This liability requires you 
to pay an interest expense periodically. Once you pay off this loan, you eliminate this 
liability and do not have to pay any more interest expenses. In general, you should limit 
your liabilities so that you can limit the amount of interest owed.

mutual funds
Investment companies 
that sell shares to indi-
viduals and invest the 
proceeds in investment 
instruments such as 
bonds or stocks.

real estate
Rental property and land.

rental property
Housing or commercial 
property that is rented out 
to others.

current liabilities
Debt that will be paid 
within a year.

long-term liabilities
Debt that will be paid over 
a period longer than one 
year.

PSYCHOLOGY  
of Personal 

Finance
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Stephanie Spratt wants to determine her net worth by creating a personal balance sheet 
that identifies her assets and her liabilities.

EXAMPLE

 Personal Balance Sheet 47

Other common examples of long-term liabilities are a car loan and a mortgage (hous-
ing) loan. Car loans typically have a maturity of around five or six years, whereas mort-
gages typically have a maturity of fifteen or thirty years. Both types of loans can be paid 
off before their maturity date.

Net Worth
Your net worth is the difference between what you own and what you owe.

Net Worth = Value of Total Assets - Value of Total Liabilites

In other words, if you sold enough of your assets to pay off all of your liabilities, your 
net worth would be the amount of assets you would have remaining. Your net worth is a 
measure of your wealth because it represents what you own after deducting any money 
that you owe.

Some people tend to assess their financial wealth by reviewing their assets without 
consideration of their liabilities. Psychologically, they can see the new car or their home 
or other assets. Yet, they cannot see their liabilities. This might even encourage them to 
make purchases that they cannot afford as long as they can obtain the credit. To illustrate 
the point, consider a student who purchased a $20,000 car last month with all borrowed 
funds. The market value of the car if he had to sell the car is about $16,000 today because 
the market value of a car commonly declines by 20% as soon as the car is purchased 
(as explained in Chapter 9). The student’s liabilities equal $20,000. If the student has no 
other assets or liabilities, his net worth is estimated as:

Assets of $16,000

- Liabilities of $20,000

= Net worth of - $  4,000

Whenever assets are less than liabilities, net worth is negative. Many people who rely 
heavily on credit cards and do not pay off the balance each month tend to have negative 
net worth. This means that they could not repay their debt even if they sold all of their 
assets. This type of condition can lead to bankruptcy.

Creating a Personal Balance Sheet
You should create a personal balance sheet to determine your net worth. Update it 
 periodically to monitor how your wealth changes over time.

PSYCHOLOGY  
of Personal 

Finance

Stephanie’s Assets. Stephanie owns:

●● $500 in cash

●● $3,500 in her checking account

●● Furniture in her apartment that is worth about $1,000

●● A car that is worth about $1,000

Stephanie uses this information to complete the top of her personal balance sheet, shown 
in Exhibit 2.7. She classifies each item that she owns as a liquid asset, a household asset, 
or an investment asset.

Stephanie’s Liabilities. Stephanie has a student loan of $10,000. She does not have 
any other liabilities at this time.
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Stephanie’s Net Worth. Stephanie determines her net worth as the difference 
between her total assets and total liabilities. Notice from her personal balance sheet that 
her total assets are valued at $6,000, whereas her total liabilities are valued at $10,000. 
Thus, her net worth is:

 Net Worth = Total Assets - Total Liabilites

 =    $6,000     - $10,000

 = -$4,000

Changes in the Personal Balance Sheet
If you earn new income this month but spend all of it on products or services such as 
rent, food, and concert tickets that are not personal assets, you will not increase your net 

Assets
Liquid Assets

Cash $500

Checking account 3,500

Savings account 0

Total liquid assets $4,000

Household Assets
Home $0

Car 1,000

Furniture 1,000

Total Household Assets $2,000

Investment 
Stoc

Other Investments

ks $0

Total Investment $0

0

Total Assets $6,000

Liabilities and Net Worth
Current Liabilities

Credit 

Current Liabilities

card balance $0

Total current liabilities $0

Long-Term Debt
Mortgage $0

Car 

Student loan 

loan 0

$10,000

$10,000

Total Liabilities $10,000

Net Worth –$4,000

Total long-term liabilities

EXHIBIT 2.7 Stephanie Spratt’s Personal Balance Sheet
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Stephanie Spratt is considering purchasing a new car for $20,000. To make the purchase, 
Stephanie would do the following:

●● She would trade in her existing car, which has a market value of about $1,000.

●● She would write a check for $3,000 as a down payment on the car.

●● She would obtain a five-year loan for $16,000 to cover the remaining amount owed 
to the car dealer.

Her personal balance sheet would be affected as shown in Exhibit 2.8 and is explained next.

EXAMPLE

 Personal Balance Sheet 49

worth. As you invest in assets, your personal balance sheet will change. In some cases, 
such as when you purchase a home, your assets increase while at the same time your 
liabilities may increase from taking on a mortgage. In any case, your net worth will not 
grow unless the increase in the value of your assets exceeds the increase in your liabilities.

Assets

Present Situation
If Stephanie Purchases

a New CarLiquid Assets
Cash $500 $500

Checking account 3,50 00

Savings account

Total liquid assets $4,000 $1,000

Household Assets
Home $0

$0

0

$0

$6,000

$0

0

$0

$22,000

$0

Car 1,000 20,000

Furniture 1,000 1,000

Total household assets $2,000 $21,000

Liabilities and Net Worth
Current Liabilities

Credit card balance $0

Total current liabilities $0

$0

$0

50

00

Investment 
Stoc

Other Investments

ks

Total Investment 

Total Assets

Long-term Debt
Mortgage $0

Car 

Student loan 

loan 0

10,000

Total long-term liabilities $10,000

Total Liabilities $10,000

Net Worth –$4,000

$0

16,000

10,000

$26,000

$26,000

–$4,000

EXHIBIT 2.8 Stephanie Spratt’s Personal Balance Sheet if She Purchases a New Car
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Change in Stephanie’s Assets. Stephanie’s assets would change as follows:

●● Her car would now have a market value of $20,000 (at the time of purchase, assum-
ing depreciation would occur later) instead of $1,000.

●● Her checking account balance would be reduced from $3,500 to $500.

Thus, her total assets would increase by $16,000 (her new car would be valued at $19,000 
more than her old one, but her checking account would be reduced by $3,000).

Change in Stephanie’s Liabilities. Stephanie’s liabilities would also change:

●● She would now have a long-term liability of $16,000 as a result of the car loan.

Therefore, her total liabilities would increase by $16,000 if she purchases the car.

Change in Stephanie’s Net Worth. If Stephanie purchases the car, her net worth would be:

 Net Worth = Total Assets - Total Liabilites

 = $22,000  - $26,000

 = -$4,000

Stephanie’s net worth would remain unchanged. Yet it may actually decline if she consid-
ers that the market value of the car she purchases is probably less than the $20,000 price 
she would pay for the car.

Stephanie’s Decision. Because the purchase of a new car would increase her debt 
level substantially, she decides not to purchase the car at this time. Still, she is concerned 
that her old car will require expensive maintenance in the future, so she will likely buy a 
car after she improves her financial position.

50 Chapter 2  Planning with Personal Financial Statements

How Cash Flows Affect the Personal Balance Sheet
The relationship between the personal cash flow statement and the personal balance sheet is 
shown in Exhibit 2.9. This relationship explains how you build wealth (net worth) over time. 
If you use net cash flows to invest in more assets, you increase the value of your assets without 
increasing your liabilities. Therefore, you increase your net worth. You can also increase your 
net worth by using net cash flows to reduce your liabilities. Thus, the more of your income that 
you allocate to investing in assets or to reducing your debt, the more wealth you will build.

Your net worth can change even if your net cash flows are zero. For example, if the 
market value of your car declines over time, the value of this asset is reduced, and your 
net worth will decline. Conversely, if the value of a stock that you own increases, the 
value of your assets will rise, and your net worth will increase.

Impact of the Economy on the Personal Balance Sheet
Economic conditions can affect your cash flows and therefore affect your personal bal-
ance sheet, as illustrated in Exhibit 2.10. Favorable economic conditions can increase job 

or use dollars to reduce your liabilities

Use dollars to invest in more assets
Value of Your Assets

Your Cash Outflows

Your Cash Inflows

Your Net Cash Flows

Value of Your Liabilities

Your Net Worth (Wealth)

EXHIBIT 2.9 How Net Cash Flows Can Be Used to Increase Net Worth
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opportunities and therefore your income. Conversely, unfavorable economic conditions 
can result in the elimination of jobs and reduced income for some individuals.

Economic conditions also affect the value of your assets. Favorable economic condi-
tions result in a high demand to purchase homes, which increases the values of homes. In 
addition, the values of stocks rise when economic conditions are favorable because corpo-
rations experience higher sales of the products or services they produce. Conversely, weak 
economic conditions result in lower values of assets. Home prices decline as demand for 
homes declines. Stock prices decline when corporations experience a reduction in sales. 
Many individuals experience a large decline in their asset value during weak economic 
conditions. For some individuals, the value of their assets declines to a level that is lower 
than the value of their liabilities. That is, their net worth becomes negative.

Analysis of the Personal Balance Sheet
The budgeting process helps you monitor your cash flows and evaluate your net worth. In 
addition, by analyzing some financial characteristics within your personal balance sheet 
or cash flow statement, you can monitor your level of liquidity, your amount of debt, 
and your ability to save.

Liquidity Recall that liquidity represents your access to funds to cover any short-term 
cash needs. You need to monitor your liquidity over time to ensure that you have suffi-
cient funds when they are needed. Your liquidity can be measured by the liquidity ratio, 
which is calculated as:

Liquidity Ratio = Liquid Assets/Current Liabilities

A high liquidity ratio indicates a high degree of liquidity. For example, a liquidity ratio 
of 3.0 implies that for every dollar of liabilities that you will need to pay off in the near 
future, you have $3 in liquid assets. Thus, you could easily cover your short-term liabilities.

A liquidity ratio of less than 1.0 means that you do not have sufficient liquid assets 
to cover your upcoming payments. In this case, you might need to borrow funds.

ECONOMIC 
IMPACT

Values of Homes 
Owned by Individuals 

Increase

Values of Corporate
Stocks Owned by

Individuals Increase

Values of Assets 
Owned by 

Individuals Increase

Strong 
Economic 
Conditions

Strong 
Demand for 

Homes

Corporations 
Experience

High Sales Volume

Values of Homes 
Owned by Individuals 

Decrease

Values of Corporate
Stocks Owned by

Individuals Decrease

Values of Assets 
Owned by 

Individuals Decrease

Weak
Economic 
Conditions

Weak
Demand for 

Homes

Corporations 
Experience

Weak Sales Volume

EXHIBIT 2.10 Impact of the Economy on the Personal Balance Sheet
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Stephanie does not have any current liabilities. She periodically uses a credit card instead 
of cash for convenience but always pays the balance off every month, so that by the end 
of the month, she has no credit card balance. She only makes credit card purchases when 
she knows that she has sufficient current assets (her checking account) to pay off the 
balance. Overall, Stephanie consistently maintains adequate liquidity.

EXAMPLE

Based on her personal balance sheet, Stephanie calculates her debt-to-asset ratio as:

Debt-to-Asset Ratio = Total Liabilities/Total Assets

  = $10,000/$6,000

  = 166.7%

This debt-to-asset ratio is high, but now that Stephanie has graduated college and has 
recently started a full-time job, she is well positioned to pay off her debt.

EXAMPLE

Based on her cash flow statement, Stephanie has cash inflows (disposable income) of 
about $3,000 per month and net cash flows of $400 for savings. She calculates her typi-
cal savings rate per month as:

 Savings Rate = Savings during the Period/Disposable Income during the Period

 = $400/$3,000

 = 13.33%

Thus, Stephanie saves 13% of her disposable income. If she achieves her goal of saving 
$500 per month (as described earlier), her savings rate would be 16.7% (computed as 
$500/$3,000).

EXAMPLE

52 Chapter 2  Planning with Personal Financial Statements

Debt Level You also need to monitor your debt level to ensure that it does not become 
so high that you are unable to cover your debt payments. A debt level of $20,000 would 
not be a serious problem for a person with assets of $100,000, but it could be quite seri-
ous for someone with hardly any assets. Thus, your debt level should be measured relative 
to your assets, as shown here:

Debt-to-Asset Ratio  =  Total Liabilities/Total Assets

A high debt ratio indicates an excessive amount of debt and should be reduced over 
time to avoid any debt repayment problems. Individuals in this position should review 
their cash flows to maximize inflows and minimize outflows.

Savings Rate To determine the proportion of disposable income that you save, you 
can measure your savings over a particular period in comparison to your disposable 
income (income after taxes are taken out) using the following formula:

Savings Rate = Savings during the Period/Disposable Income during the Period

How Budgeting Influences Your Financial Plan
The key budgeting decisions for building your financial plan are:

• How can I improve my net cash flows in the near future?

• How can I improve my net cash flows in the distant future?
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These decisions influence all aspects of your financial plan, including your liquidity, 
personal financing, protection of wealth, personal investing, and retirement and estate 
planning. By limiting your spending, you may be able to increase your net cash flows, 
your liquidity, and your net worth. Exhibit 2.11 provides an example of how the budget-
ing decisions apply to Stephanie Spratt’s financial plan.

BUDGETING PLAN

1. Determine how I can increase my net cash flows in the near future.
2. Determine how I can increase my net cash flows in the distant future.

ANALYSIS

Present Situation:
Cash Inflows = $3,000 per month

Cash Outflows = $2,600 per month

Net Cash Flows = $400 per month

Estimated Savings per Year = $4,800 ($400 per month * 12 months)

Increase Net Cash Flows by:
Increasing my salary? (New job?) No. I like my job and have no plans to search for another job right now,

even if it would pay a higher salary.

Reduce Cash Outflows by:
Reducing my household expenses? No.

Reducing my recreation expenses? Yes (by $100 per month).

Reducing my other expenses? No.
Overall, I identified only one adjustment to my budget, which will increase monthly net cash flows by $100.

DECISIONS

Decision to Increase Net Cash Flows in the Near Future:

Decision to Increase Net Cash Flows in the Distant Future:

I initially established a budget to save $4,800 per year. During the next year, I can attempt to save an addi-
tional $100 per month by reducing the amount I spend on recreation. By reducing cash outflows by $100 per month,
my savings will increase from $400 to $500 month.

My cash inflows will rise over time if my salary increases. If I can keep my cash outflows stable, my net cash
flows (and therefore my savings) will increase. When I buy a new car or a home, my monthly cash outflows will
increase as a result of the monthly loan payments. If I buy a new car or a home, I need to make sure that I
limit my spending (and therefore limit the loan amount) so that I have su�cient cash inflows to cover the
monthly loan payments along with my other typical monthly expenses.

If I get married someday, my husband would contribute to the cash inflows, which would increase net cash flows. 
We would be able to save more money and may consider buying a home. If I marry, my goal will be to save even 
more money per month than I save now, to prepare for the possibility of raising a family in the future.

EXHIBIT 2.11 Application of Budgeting Concepts to Stephanie Spratt’s Financial Plan
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DISCUSSION QUESTIONS

 1. How would Stephanie’s budgeting decisions be different if she were a single mother 
of two children?

 2. How would Stephanie’s budgeting decisions be affected if she were 35 years old? If 
she were 50 years old?

Personal Cash Flow Statement. The personal 
cash flow statement measures your cash inflows, 
your cash outflows, and their difference (net cash 
flows) over a specific period. Cash inflows result 
from your salary or from income generated by 
your investments. Cash outflows result from your 
spending.

Factors Affecting Cash Flows. Your cash 
inflows are primarily affected by your stage in 
your career path and your type of job. Your cash 
outflows are influenced by your family status, 
age, and personal consumption behavior. If you 
develop specialized skills, you may be able to 
obtain a job position that increases your cash 
inflows. If you limit your consumption, you can 
limit your spending and therefore reduce your 
cash outflows. Either of these actions will increase 
net cash flows and thus allow you to increase your 
wealth.

Forecasting Your Cash Flows. You can forecast 
your net cash flows (and therefore anticipate cash 
deficiencies) by creating a budget, which is based 
on forecasted cash inflows and outflows for an 
upcoming period.

Comparing your forecasted and actual income 
and expenses will show whether or not you were 
able to stay within the budget. By examining the 
difference between your forecast and the actual 

cash flow, you can determine areas of your bud-
get that may need further control or areas of your 
budget that required less in expenditures than 
you predicted. This analysis will help you modify 
your spending in the future or perhaps adjust your 
future budgets.

Personal Balance Sheet. The personal balance 
sheet measures the value of your assets, your 
liabilities, and your net worth. The assets can be 
categorized into liquid assets, household assets, 
and investments. Liabilities can be categorized 
as current or long-term liabilities. The difference 
between total assets and total liabilities is net 
worth, which is a measure of your wealth.

The net cash flows on the personal cash flow 
statement are related to the net worth on the 
personal balance sheet. When you have positive 
net cash flows over a period, you can invest that 
amount in additional assets, which results in an 
increase in your net worth (or your wealth). Alter-
natively, you may use the net cash flows to pay off 
liabilities, which also increases your wealth.

How Your Personal Financial Statements 
Fit Within Your Financial Plan. Your personal 
financial statements help you make your decisions 
about spending, and therefore they influence your 
financial plan, including your liquidity, personal 
financing, protection of wealth, personal investing, 
and retirement and estate planning.

SUMMARY

REVIEW QUESTIONS

All Review Questions are available in MyLab Finance at www.pearson.com/mylab/finance.

1. Personal Financial Statements. What two per-
sonal financial statements are most important to 
personal financial planning?

2. Cash Flows. Define cash inflows and cash out-
flows and identify some sources of each. How are 
net cash flows determined?

3. Changing Your Cash Flows. Jeremey wants to 
increase his net worth. What advice would you 
give him?

4. Peer Pressure and Cash Outflows. How can peer 
pressure affect your cash outflows?

5. Factors Affecting Cash Outflows. List your 
monthly cash outflows. Will everyone have similar 
cash outflows?

6. Student Loan Debt and Cash Flows. How does 
student loan debt affect your cash flows while in 
college? How does student loan debt affect your 
cash flows after college?

54 Chapter 2  Planning with Personal Financial Statements
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7. Age and Cash Flows. How are cash flows related 
to your life stage or age?

8. Career Choice and Cash Flows. How does your 
choice of career affect your cash flows?

9. Purpose of a Budget. What is a budget? What is 
the purpose of a budget? How can a budget help 
when you are anticipating cash shortages or a 
cash surplus?

10. Budget Accuracy. How do you assess the accu-
racy of your budget? How can finding forecasting 
errors improve your budget?

11. Unexpected Expenses. How are unexpected 
expenses and liquidity related?

12. Creating an Annual Budget. Describe the process 
of creating an annual budget.

13. Changing Your Budget. Suppose you want to 
change your budget to increase your savings. 
What could you do?

14. Cash Deficiencies. How might people who do not 
create a budget deal with cash deficiencies? How 
can this affect their personal relationships?

15. Personal Balance Sheet. What is a personal bal-
ance sheet?

16. Asset Classifications. Name three classifications 
of assets. Briefly define and give examples of each.

17. Types of Investments. What are bonds? What 
are stocks? What are mutual funds? Describe 
how each of these provides a return on your 
investment.

18. Real Estate Investment. Describe two ways real 
estate might provide a return on an investment.

19. Types of Liabilities. What are liabilities? Define 
current liabilities and long-term liabilities.

20. Measuring Net Worth. How does a personal bal-
ance sheet help you track your net worth?

21. Change in Net Worth. When does your net worth 
increase? Will the purchase of additional assets 
always increase your net worth? Why or why not?

22. Financial Characteristics. What three financial 
characteristics can be monitored by analyzing your 
personal balance sheet?

23. Liquidity Ratio. What is the liquidity ratio? What 
does it indicate? How is the debt-to-asset ratio calcu-
lated? What does a high debt ratio indicate? How is 
your savings rate determined? What does it indicate?

24. Personal Financial Statements. Justin’s stock port-
folio increased in value during the year, and the 
balance on his mortgage declined. What happened 
to his net worth over the course of the year?

25. Economic Impact on Asset Values. Explain in logi-
cal terms why values of assets such as homes and 
stocks may decline during a weak economy. How 
does this change affect your net worth?

26. Credit Cards and Spending Psychology. Explain 
how credit card usage can affect your spending 
habits.

27. Market Values of Assets and Net Worth. Heather 
purchased a new car for $18,000 three years ago 
and listed the new car as an asset with a value of 
$18,000 on her personal balance sheet. She was 
able to borrow the entire $18,000 to purchase the 
car and listed the car loan as a liability with a value 
of $18,000. She just made the last payment on the 
car loan, so the liability is no longer on her personal 
balance sheet. However, the asset value of the car 
is still listed as $18,000. What adjustments should 
Heather make to the value of her assets in order to 
make her personal balance sheet more accurate?

FINANCIAL PLANNING PROBLEMS

All Financial Planning Problems are available in MyLab Finance at www.pearson.com/mylab/finance.

1. Estimating Disposable Income. Angela earns $2,170 
per month before taxes in her full-time job and $900 
before taxes in her part-time job. Her employers 
withhold about $650 per month from her checks 
to pay taxes. What is Angela’s disposable income? 
Why is it important to track disposable income?

2. Estimating Net Cash Flow. Angela (from Prob-
lem 1) inspects her checkbook and her credit card 
bills and determines that she has the following 
monthly expenses:
Rent $600
Internet 30

Electricity 110

Water 25

Cellular 50

Groceries 400

Car expenses 250

Health insurance 180

Clothing and personal items 175

Recreation 300

What is Angela’s net cash flow?

 Financial Planning Problems 55
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3. Impact on Net Cash Flow. Angela makes a budget 
based on her personal cash flow statement. In two 
months, she must pay $375 for tags and taxes on 
her car. How will this payment affect her net cash 
flow for that month? Suggest ways that Angela 
might handle this situation.

4. Estimating Savings. From the information in Prob-
lems 1 through 3, how much can Angela expect to 
save in the next twelve months?

5. Change in Savings. Angela analyzes her personal 
budget and decides that she can reduce her rec-
reational spending by $80 per month. How much 
will that increase her annual savings? What will 
her annual savings be now? Are there any other 
spending categories she might be able to reduce?

6. Savings Rate. If Angela is saving $380 per month, 
what is her savings rate (i.e., savings as a percent-
age of disposable income)?

7. Estimating Liquidity. Jarrod is a college student. 
All of Jarrod’s disposable income is used to pay 
his college-related expenses. Although he has no 
liabilities (Jarrod is on a scholarship), he does have a 
credit card that he typically uses for emergencies. He 
and his friend went on a vacation to New York City 
where he charged a total of $2,000 on his credit card. 
Jarrod has $20 in his wallet, but his bank accounts 
are empty. What is Jarrod’s liquidity ratio? What does 
this ratio indicate about Jarrod’s financial position?

8. Estimating Debt. Jarrod (from Problem 7) has an 
old TV worth about $100. Jarrod’s other assets total 
about $150. What is Jarrod’s debt-to-asset ratio? What 
does this indicate about Jarrod’s financial position?

9. Asset Levels. Ryan and Nicole have the following 
assets:

Fair Market Value
Home $85,000

Cars 22,000

Furniture 14,000

Stocks 10,000

Savings account 5,000

Checking account 1,200

Bonds 15,000

Cash 150

Mutual funds 7,000

Land 19,000

  What is the value of their liquid assets? What is the 
value of their household assets? What is the value 
of their investments?

10. Liability Levels. Ryan and Nicole (from Problem 9) 
have the following liabilities:

Mortgage $43,500
Car loan 2,750
Credit card balance 165
Student loans 15,000
Furniture loan (six months) 1,200

  What are their current liabilities? What are their 
long-term liabilities? What is their net worth?

11. Impact of College Choice on Net Worth. Remi and 
Raina will both receive $100,000 from their grand-
father when they graduate college next month. 
Remi went to a public university and accumulated 
$25,000 in total student loan debt. Raina attended 
a private college and accumulated $176,000 in 
total debt. Compare the net worth of Remi and 
Raina after receiving their inheritance.

12. Choice of Major on Future Net Worth. Remi gradu-
ated with a degree in computer engineering and 
will start a job making $65,000 per year in after-tax 
income. Raina’s degree is in political science and 
the job she was offered pays $48,000 per year in 
after-tax income. Assume Remi and Raina will live 
together and split living expenses of $50,000 per 
year. Using this information and the information 
contained in Problem 11, what is the expected 
net worth of Remi in two years? What is Raina’s 
expected net worth in two years assuming her stu-
dent loan debt payment is $650 per month?

13. Liquidity and Debt. Based on the information 
in Problems 9 and 10, what is Ryan and Nicole’s 
liquidity ratio? What is their debt-to-asset ratio? 
Comment on each ratio.

14. Ethical Dilemma. Jason and Mia are in their early 
20s and have been married for three years. They are 
eager to purchase their first house, but they do not 
have sufficient money for a down payment. Mia’s 
Uncle Chris has agreed to loan them the money to 
purchase a small house. Uncle Chris requests a per-
sonal balance sheet and cash flow statement as well 
as tax returns for the last two years to verify their 
income and their ability to make monthly payments.

  The cash flow statements for the last two years 
show that Mia and Jason will have no difficulty mak-
ing the payments Uncle Chris requires. However, 
Mia just lost her job. Without her income, they will 
not be able to afford the house payments. Because 
Mia is confident she will find work soon, they decide 
to keep the job loss a secret from Uncle Chris.

 a. Comment on Mia and Jason’s decision not to pro-
vide the information about Mia’s job loss. What 
potential problems could result from their decision?

 b. Discuss in general the disadvantages of 
 borrowing money from relatives.
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FINANCIAL PLANNING ONLINE EXERCISES

1. Go to the Web site www.moneycrashers.com. In the search box, search for “5 
personal budgeting tips for those who hate budgets” and answer the following 
questions:

 a. What are the three reasons that cause people to hate budgets?

 b. What is the envelope system?

 c. How does this system keep you from overspending?

2. Go to www.bankrate.com. Under Popular Calculators, select the Simple Savings Cal-
culator, which allows you to determine the savings that will accrue over time if you 
reduce various expenses. You can input the monthly reduction in expenses and the 
number of years you will save that amount; the calculator also allows you to select 
the rate of interest you will receive on your savings.

 a. Assume you decided to eat out less frequently and could reduce spending by $40 
per month. Use the calculator to determine how much extra savings you could 
accumulate over the next five years.

 b. What if you could also reduce the amount you spend on entertainment by $35 per 
month? Enter this information to determine how much this could add to your sav-
ings over the next five years.

 c. How much could you accumulate over twenty-five years if you could save $75 per 
month and earn a 5% return?

PSYCHOLOGY OF PERSONAL FINANCE: Your Cash Outflows

1. Review your largest cash outflows over the last 
year, and identify your largest expenses (for 
example, rent, a car loan, and tuition). Were any of 
your major purchases influenced by psychological 
forces such as peer pressure? If you could redo 
last year, would you change any of your major 
purchases to improve your personal financial 
situation?

2. Classify all your spending into categories such as 
car, rent, school expenses, clothing, and enter-
tainment. Determine the proportion of your cash 
outflows that is allocated toward each of these cat-
egories. Describe the results, and explain whether 
you have any plans to change your consumption 
pattern.

WEB SEARCH EXERCISE

You can develop your personal finance skills by conducting an Internet search for related 
articles. Find a recent online article about personal finance that reinforces one or more 
concepts covered in this chapter. If your class has an online component, your professor 
may ask you to post your summary of the article there and provide a link to the article 
so that other students can access it. If your class is live, your professor may ask you to 
summarize your application of the article in class. Your professor may assign specific 
students to complete this assignment or may allow any student to do the assignment on 
a volunteer basis.

For recent online articles related to this chapter, consider using the following search 
terms (be sure to include the current year as a search term to ensure that the online 
articles are recent):

• Budgeting

• Budgeting tips

 Web Search Exercise 57
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• Your assets and liabilities

• Your net worth

• Improving your net worth

• Your debt

• Reducing your debt

VIDEO EXERCISE: Budgeting

Go to one of the Web sites that contains video clips (such as www.youtube.com) and 
view some video clips about budgeting. You can use search phrases such as “budgeting 
tips.” Select one video clip on this topic that you would recommend for the other stu-
dents in your class.

1. Provide the Web link for the video clip.

2. What do you think is the main point of this video clip?

3. How might you change your budgeting as a result of watching this video clip?

4. Do you trust the information contained in this video clip? Does the presenter appear 
to have expertise in this area? Why or why not?

58 Chapter 2  Planning with Personal Financial Statements
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BUILDING YOUR OWN FINANCIAL PLAN: Chapter 2

The financial planning spreadsheets available at www.pearson.com/mylab/finance will 
automatically perform computations, charts, and graphs based on your input.

MyLab Finance

NAME DATE

1. PREPARE YOUR PERSONAL CASH FLOW STATEMENT

 a. Input your monthly cash inflows and outflows electronically in the Personal Cash Flow Statement 
template.

Personal Cash Flow Statement
Cash Inflows

Disposable (after-tax) income

Interest on deposits

Dividend payments

Other

Total Cash Inflows

Cash Outflows

Rent/Mortgage

Internet/Cable

Electricity and water

Smartphone

Groceries

Health care insurance and expenses

Clothing

Car expenses (insurance, maintenance, and gas)

Recreation

Other

Total Cash Outflows

Net Cash Flows

  As you fill in the table above in the online Excel spreadsheet, a pie chart will be generated 
automatically. 
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NAME DATE

 b. Assess your monthly net cash flow. Are you satisfied with it for now given your existing work and/
or school schedule?  If not, how can you improve the monthly net cash flow 
in the near future? 

 c. Are there are any monthly cash outflow categories (such as rent etc.) that you hope to reduce in 
the near future in order to improve your monthly net cash flow? 

2. PREPARE YOUR PERSONAL BALANCE SHEET

 a. Input your assets and liabilities in the following personal balance sheet.

Personal Balance Sheet

Assets

Liquid Assets

Cash

Checking account

Savings account

Other liquid assets

 Total liquid assets

Household Assets

Home

Car

Furniture

Other household assets

 Total household assets

Investment Assets

Stocks

Bonds

Mutual Funds

Other investments

 Total investment assets
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NAME DATE

Personal Balance Sheet

Real Estate

Residence

Vacation home

Other

 Total real estate

Total Assets

Liabilities and Net Worth

Current Liabilities

Loans

Credit card balance

Other current liabilities

 Total current liabilities

Long-Term Liabilities

Mortgage

Car loan

Other long-term liabilities

 Total long-term liabilities

Total Liabilities

Net Worth

 b. Assess your personal balance sheet. Are you satisfied with it for now given your existing work 
and/or school schedule?  If not, how can you improve it in the near future? 

 c. Review your debt situation. If you have debt, is your present monthly net cash flow sufficient to pay 
off part of your debt?  If not, when do you hope to start paying off your debt?
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The Sampsons realize that the first step toward achieving their financial goals is to create 
a budget capturing their monthly cash inflows and outflows. Dave and Sharon’s com-
bined disposable (after-tax) income is now about $5,000 per month.

Reviewing their bank statement from last month, Dave and Sharon identify the following 
monthly household payments:

●● $1,100 for home expenses (including the mortgage payment, home insurance, 
and property taxes)

●● $100 for Internet

●● $200 for electricity and water

●● $200 for cellular expenses

●● $800 for groceries

●● $200 for a health care expenses

The Sampsons also review several credit card bills to estimate their other typical monthly 
expenses:

●● About $300 for clothing

●● About $400 for car expenses (insurance, maintenance, and gas)

●● About $200 for school expenses

●● About $900 for recreation and programs for the children

To determine their net worth, the Sampsons also assess their assets and liabilities, which 
include the following:

●● $2,000 in their checking account

●● Home valued at $150,000

●● Furniture worth about $3,000

●● Sharon’s car, which needs to be replaced soon, is worth about $1,000; Dave’s car 
is worth approximately $8,000

●● They owe $130,000 on their home mortgage

THE SAMPSONS—A Continuing Case: Chapter 2 MyLab Finance

NAME DATE
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NAME DATE

1. Using the information in the case, prepare a personal cash flow statement for the Sampsons.

Personal Cash Flow Statement 
Cash Inflows This Month

Disposable income

Total Cash Inflows

Cash Outflows

Mortgage, home insurance and property taxes

Internet

Electricity and water

Cellular

Groceries

Health care insurance and expenses

Clothing

Car expenses (insurance, maintenance, and gas)

School expenses

Recreation

Credit card minimum payments

Other

Total Cash Outflows

Net Cash Flows

2. The Sampsons hope to have net cash flows of $1,000 per month so that they can add $1,000 per 
month to their savings. Based on their personal cash flow statement for last month, were the 
Sampsons able to meet their goal of saving $1,000? If not, how do you recommend that they 
revise their personal cash flow statement to achieve their savings goals? Is there any particular 
cash outflow which seems unusually large that could possibly be reduced?

3. Prepare a personal balance sheet for the Sampsons.

Personal Balance Sheet
Liquid Assets

Cash

Checking account

Savings account

 Total liquid assets
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NAME DATE

Household Assets

Home

Car

Furniture

 Total household assets

Investment Assets

Stocks

Bonds

Mutual funds

 Total investment assets

Total Assets

Liabilities and Net Worth

Current Liabilities

Loans

Credit card balance

 Total current liabilities

Long-Term Liabilities

Mortgage

Car loan

 Total long-term liabilities

Total Liabilities

Net Worth

4. What is the Sampsons’ net worth? Based on the personal cash flow statement that you prepared 
in question 1, do you expect that their net worth will increase or decrease in the future? Why?
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MyLab Finance helps you master the topics in this chapter and study more  
efficiently. Visit www.pearson.com/mylab/finance for more details.

Scott Pilar has been smoking 

two packs of cigarettes a 

day. Today, on his eighteenth 

birthday, he decided to give up 

smoking for health reasons. He does 

not realize that this is an important 

financial decision as well. If Scott 

invests the money that he would 

have spent on smoking over the 

next fifty years, he could become a 

millionaire.

Let’s assume that a pack of ciga-

rettes is priced at $8. Scott will 

save $16 per day (2 packs * $8 per pack), or $5,840 per year ($16 * 365 days). If Scott could 

invest that money in a bank deposit account and earn 5% per year, his investment would 

accumulate to be worth $1,222,592 in fifty years. The specific method to estimate this amount 

of accumulated funds can be done in less than one minute, as explained in this chapter.

Cash accumulates when it is invested and earns interest because of the time value of money. 

Over a long period of time, money can grow substantially because interest is earned both on 

the deposited funds and on the interest that has already accumulated. The lesson is that saving 

even a small amount per month or year at an early age can enhance your wealth over time.

The concepts in this chapter can help you determine how much you may save over time based 

on a particular savings level per month or year. You can also determine how much money you 

need to save per month or year to achieve a specific savings goal in the future. Thus, you’ll be 

able to calculate how much monthly or annual savings you will need to make a down payment 

on a new car or home, or to make other types of purchases at a future point in time.

Applying Time Value 
Concepts 3

chapter

Karen Roach/Fotolia
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66 Chapter 3  Applying Time Value Concepts

The objectives of this chapter are to:

• Describe the importance of the time value of money

• Calculate the future value of a dollar amount that you save today

• Calculate the present value of a dollar amount that will be received in the future

• Calculate the future value of an annuity

• Calculate the present value of an annuity

• Explain how time value can be used to estimate savings

• Explain how time value fits within your financial plan

Importance of the Time Value of Money
The value of money is affected by the point in time it is received. Would you rather receive 
$1,000 five years from now or one year from now? It is better to receive the money one 
year from now, because its value is higher if received in one year than in five years. If 
you wanted to spend the money, you could buy more with the money today than if you 
waited for five years. In general, prices of the products you might purchase rise over time 
due to inflation. Therefore, you can buy more products with $1,000 in one year than in 
five years.

If you wanted to save the money that you receive, you could earn interest on it if you 
deposited the money in an account with a financial institution. If you receive the money 
in one year, you would be able to earn interest on that money over the following four 
years. Its value would accumulate and would be worth more than the money received 
four years later. Thus, the value of money received in one year would be greater than the 
value of money received in five years.

Would you rather receive $1,000 now or $1,000 at the end of one year from now? 
As with the preceding example, it’s better to receive the money now, because its value 
is higher now than it will be in one year. If you wanted to spend the money, you could 
buy more with the money today than if you waited for a year. If you wanted to save 
the money, you could earn interest on money received today over the next year. Thus, 
the value of money received today would be greater than the value of money received 
in one year.

In general, the value of a given amount of money is greater the earlier it is received. 
A dollar today has more value than a dollar received in one year. A dollar received in one 
year has more value than a dollar received in five years. A dollar received in five years 
has more value than a dollar received in ten years.

The time value of money is especially important when considering how much money 
you may have at a specific point in the future. The earlier you start saving, the more 
quickly your money can earn interest and grow, and the greater the amount of money 
you can accumulate by a given future point in time.

The time value of money is most commonly applied to two types of cash flows: a 
single dollar amount (also referred to as a lump sum) and an annuity. An annuity is a 
stream of equal payments that are received or paid at equal intervals in time. For example, 
a monthly deposit of $50 as new savings in a bank account at the end of every month is 
an annuity. Your telephone bill is not an annuity, as the payments are not the same each 
month. This chapter will discuss time value of money computations related to the future 
and present value of both lump-sum and annuity cash flows. Calculations are illustrated 
using both time value tables and a financial calculator.

annuity (or ordinary 
annuity)
A series of equal cash 
flow payments that are 
received or paid at equal 
intervals in time.
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 Future Value of a Dollar Amount 67

Future Value of a Dollar Amount
When you deposit money in a bank savings account, your money grows because the bank 
pays interest on your deposit. The interest is a reward to you for depositing your money 
in the account, is normally expressed as a percentage of the deposit amount, and is paid 
either monthly, quarterly, or annually.

You may want to know how your money will grow to determine whether you can 
afford specific purchases in the future. For example, you may want to estimate how much 
your existing bank balance will have accumulated in six months, when you will need to 
make a tuition payment. Alternatively, you may want to estimate how much that money 
will have accumulated in one year, when you hope to make a down payment on a new 
car. To do this, you can apply the interest rate that you expect to earn on your deposit 
to the deposit amount.

To determine the future value of an amount of money you deposit today, you need 
to know:

• The amount of your deposit (or other investment) today

• The interest rate to be earned on your deposit

• The number of years the money will be invested

In some cases, you may want to know how your deposit will accumulate over a long 
period of time, such as twenty or thirty years. You can quickly determine the future value 
for any period of time by using the future value interest factor (FVIF), which is a factor 
multiplied by today’s savings to determine how the savings will accumulate over time. 
It is dependent on the interest rate and the number of years the money is invested. Your 
deposit today is multiplied by the FVIF to determine the future value of the deposit.

Using the Future Value Table
Table C.1 in Appendix C shows the FVIF for various interest rates (i) and time periods 
(n). Each column lists an interest rate and each row lists a possible time period.

future value interest 
 factor (FVIF  )
A factor multiplied by 
today’s savings to deter-
mine how the savings will 
accumulate over time.

If you make a bank deposit of $1,000 that earns 4% annually, the deposit will earn an 
annual interest of:

Interest rate times deposit
4% * $1,000 = $40

Thus, your deposit will accumulate to be worth $1,040 by the end of one year.

In the next year, the interest rate of 4% will be applied not only to your original $1,000 
deposit, but also to the interest that you earned in the previous year. The process of earn-
ing interest on interest is called compounding.

Assuming that the interest rate is 4% in the second year, it will be applied to your deposit 
balance of $1,040, which results in interest of $41.60 (4% * $1,040). Thus, your balance 
by the end of the second year will be $1,081.60.

Notice that the interest of $41.60 paid in the second year is more than the interest paid in 
the first year, even though the interest rate is the same. This is because the interest rate 
was applied to a larger deposit balance.

In the third year, a 4% interest rate would result in interest of $43.26 (4% of $1,081.60). 
Your deposit balance will be $1,124.86 by the end of the third year.

compounding
The process of earning 
interest on interest.

EXAMPLE
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68 Chapter 3  Applying Time Value Concepts

Impact of a Longer Period
By reviewing any column of the FVIF table in Appendix C, you will notice that as the 
number of years increases, the FVIF increases. This means that the longer the time period 
in which your money is invested at a particular interest rate, the more your money will 
grow. This relationship is illustrated in the following example.

Impact of a Higher Interest Rate
By reviewing any row of the FVIF table in Appendix C, you will notice that as the interest 
rate increases, the FVIF increases. This means that the higher the interest rate at which 
your money is invested for a particular number of years, the more your money will grow. 
This relationship is illustrated in the following example.

Suppose you want to know how much money you will have in five years if you invest 
$5,000 now and earn an annual return of 4%. The present value of money (PV  ) is the 
amount invested, or $5,000. The FVIF for an interest rate of 4% and a time period of five 
years is 1.217 (look down the 4% column and across the row for year 5). Thus, the future 
value (FV ) of the $5,000 in five years will be:

FV = PV  *  FVIFi,n

FV = PV  *  FVIF4%,5

= $5,000 * 1.217

= $6,085

EXAMPLE

What if you invested your $5,000 for twenty years instead of five years? Assuming that 
the interest rate is still 4%, the future value (FV  ) will be:

FV = PV  *  FVIFi,n

FV = PV  *  FVIF4%,20

= $5,000 * 2.191

= $10,955

This result shows how your $5,000 grows if you invest it for a longer period of time.

EXAMPLE

What if you could invest your $5,000 at an interest rate of 9% instead of 4%? Assuming a 
period of twenty years (like in the previous example), the future value (FV  ) will be:

FV = PV  *  FVIFi,n

FV = PV  *  FVIF9%,20

= $5,000 * 5.604

= $28,020

Thus, your $5,000 will be worth $28,020 in twenty years if you can earn 9% interest, ver-
sus only $10,955 in twenty years if you only earn 4% interest. This comparison illustrates 
the benefit of investing your money at a higher interest rate.

EXAMPLE
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Using a Financial Calculator to Compute Future Value
You can buy financial calculators, which greatly simplify time value calculations. The 
typical financial calculator lets you easily estimate the future value that you would accu-
mulate at a specific point in time as a result of an initial deposit today. The main function 
keys on the calculator for this purpose are:

 N = number of periods in which your deposit will be invested

 I = interest rate per period

 PV = present value (the initial amount deposited)

 FV = future value of your initial deposit

CPT = the compute function, which you press just before the function you want 
the calculator to compute

Input Function

N

I

PV

PMT

FV
Solution

20

9

–5000

0

CPT

$28,022.00

Repeat the previous problem in which you could earn an annual rate of 9% over twenty 
years using the financial calculator instead of the future value table, and follow these 
steps:

●● Press 20 and then press N (number of periods).

●● Press 9 and then press I (interest rate).

●● Press -5000 and then press PV (present value of the money you invest); the nega-
tive sign is used to represent your deposit.

●● Press 0 and then press PMT (which means that there are no periodic payments in 
this problem).

●● Press CPT (the compute function) and then press FV (future value).

Your calculator should display the computed future value, $28,022.

EXAMPLE

Input Function

N

I

PV

PMT

FVCPT

12

10

0

–5687

Solution
$17,848.24

Suppose you have $5,687 to invest in the stock market today. You like to invest for the 
long term and plan to choose your stocks carefully. You will invest your money for twelve 
years in certain stocks on which you expect a return of 10% annually. Although financial 
calculators can vary slightly in their setup, most would require inputs as shown at left.

Using the calculator, follow these steps:

●● Press 12 and then press N (number of periods).

●● Press 10 and then press I (interest rate).

●● Press -5687 and then press PV (present value, which represents the value of today’s 
investment).

●● Press 0 and then press PMT (which means that there are no periodic payments in 
this problem).

●● Press the CPT function and then FV (future value), so that the calculator will com-
pute and display the future value answer.

The PV is a negative number here, reflecting the outflow of cash to make the investment. 
The calculator computes the future value to be $17,848.24, which indicates that you will 
have $17,848.24 in your brokerage account in twelve years if you achieve a return of 10% 
annually on your $5,687 investment.

Use a financial calculator to determine the future value of $5,000 invested at 9% for 
twenty years. (This is the same problem as an earlier example used for the FVIF table.) 
Your answer should be $28,022.05. The small difference in answers using the FVIF table 
versus using a financial calculator is due to rounding.

EXAMPLE
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70 Chapter 3  Applying Time Value Concepts

The Power of Compounding
As a result of compounding, an amount of savings can grow substantially. Exhibit 3.1 
illustrates how a deposit of $1,000 grows over time. Notice that your initial $1,000 
deposit almost doubles in seven years when considering the compounding effect (you 
earn interest on your initial deposit and on any interest that has already accumulated). 
With the assumed interest rate of 10%, it would take ten years for your deposit to dou-
ble if you only earned interest on the initial deposit and not on the accumulated interest 
as well.

The Future Value of Debt
Just as compounding can expand your savings, it can also expand your debt. For example, 
if you had debt today of $1,000 and were charged 10% on the debt per year, and you 
did not pay off any of your debt, Exhibit 3.1 could be applied to illustrate how your 
debt would grow over time. Notice how the debt would grow because you would pay 
interest not only on your initial debt amount but also on the interest that accumulates 
over time.

Deferring Student Loan Debt Students who obtain student loans to fund their 
education sometimes have difficulty paying off their loans after they graduate, espe-
cially when they are allowed to defer (postpone) making any payments on their student 

YEAR1 2 3 4 5 6 7 8 9 10

$2,800

$2,400

$2,000

$1,600

$1,200

$800

$400

$1,210
$1,331

$1,464

$1,611
$1,772

$1,949
$2,143

$2,594

$2,358

VALUE OF DEPOSIT

$1,100

EXHIBIT 3.1  How an Initial Deposit of $1,000 Grows Over Time Due  
to Compounding (assume annual interest rate = 10%)

FREE APPS  
for Personal 

Finance

Estimating Growth in Savings
Application:
The Future Value of Your Money app (by Garinet Media Network, LLC) illustrates how 
your money will grow based on input that you provide about your savings plans.

To Find It:
Search for the “Future Value” app on your mobile device.
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 Present Value of a Dollar Amount 71

loan debt for a specific period. For some types of student loans, no interest is charged 
during this period, but, for many student loans, interest will be charged and will be 
added to your debt. For example, if you defer $50,000 in student loans for three years, 
and the interest rate is 5%, you will owe $57,881.25 at the end of that period because 
$7,881.25 in interest will be added to your debt. Chapter 9 discusses student loans in 
more detail.

Twisted Logic About Long-Term Debt
Unfortunately, some consumers use twisted logic when assessing their long-term debt. 
They believe that avoiding the payment of debt for as long as possible is advanta-
geous because it allows them to spend money on other purchases instead of paying 
off  the debt. They receive immediate satisfaction from this logic because they put 
off the pain associated with using their income to pay off debt. Their use of credit to 
make purchases is much more enjoyable than their use of existing income to pay off debt. 
Thus, they can easily justify their decision to spend excessively today without consider-
ing how difficult it may be to pay off the debt in the future. They might not recognize 
how debt can accumulate over a long period. Instead, they are more comfortable with 
long-term debt because there is much time before they must face the reality of paying off 
the debt.

Present Value of a Dollar Amount
In many situations, you will want to know how much money you must deposit or invest 
today to accumulate a specified amount of money at a future point in time. The process 
of obtaining present values is referred to as discounting. Suppose that you want to have 
$20,000 for a down payment on a house in three years. You want to know how much 
money you need to invest today to reach a total of $20,000 in three years. That is, you 
want to know the present value of $20,000 that will be needed in three years, based on 
an interest rate that you could earn over that period.

To determine the present value of an amount of money expected in the future, you 
need to know:

• The future amount of money

• The interest rate to be earned on your deposit

• The number of years the money will be invested

The present value can be calculated by using a present value interest factor (PVIF), 
which is a factor multiplied by the future value to determine the present value of  
that amount. It is dependent on the interest rate and the number of years the money is 
invested.

Using the Present Value Table
Table C.2 in Appendix C shows the PVIF for various interest rates (i) and time periods 
(n). Each column lists an interest rate, and each row lists a time period.

You will notice that in any column of the table the PVIF is lower as the number of 
years increases. This means that less money is needed to achieve a specific future value 
when the money is invested for a greater number of years.

Similarly, an inspection of any row reveals that less money is needed to achieve a 
specific future value when the money is invested at a higher rate of return.

PSYCHOLOGY  
of Personal 

Finance

discounting
The process of obtaining 
present values.

present value interest 
 factor (PVIF  )
A factor multiplied by a 
future value to determine 
the present value of that 
amount.

Go to:
www.thebalance.com 
and search for “how to 
pay your bills online”

To get:
Information on how to 
pay bills online.

Financial Planning 
ONLINE
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72 Chapter 3  Applying Time Value Concepts

Using a Financial Calculator to Compute Present Value
Using a financial calculator, present values can be obtained quickly by inputting all known 
variables and solving for the one unknown variable.

Use a financial calculator to determine the present value of a single sum by calculat-
ing the present value of $50,000 in five years if the money is invested at an interest rate 
of 7%. This is the example used earlier to illustrate the present value tables. Your answer 
should be $35,650. Your answer may vary slightly due to rounding.

Future Value of an Annuity
Earlier in the chapter, you saw how your money can grow from a single deposit. An 
alternative way to accumulate funds over time is through an ordinary annuity, which rep-
resents a stream of equal payments (or investments) that occur at the end of each period. 
For example, if you make a $30 deposit at the end of each month for 100 months, this 
is an ordinary annuity. As another example, you may invest $1,000 at the end of each 
year for ten years. There is a simple and quick method to determine the future value of 
an annuity. If the payment changes over time, the payment stream does not reflect an 
annuity. You can still determine the future value of a payment stream that does not reflect 
an annuity, but the computation process is more complicated.

An alternative to an ordinary annuity is an annuity due, which is a series of equal 
cash flow payments that occur at the beginning of each period. Thus, an annuity due 

annuity due
A series of equal cash 
flow payments that occur 
at the beginning of each 
period.

You would like to accumulate $50,000 in five years by making a single investment today. 
You believe you can achieve a return from your investment of 7% annually. What is the 
dollar amount that you need to invest today to achieve your goal?

The PVIF in this example is 0.713 (look down the 7% column and across the row for year 
five). Using the present value table, the present value (PV) is:

PV = FV  *  PVIFi,n

PV = FV  *  PVIF7%,5

= $50,000 * 0.713

= $35,650

Thus, you need to invest $35,650 today to have $50,000 in five years if you expect an 
annual return of 7%.

EXAMPLE

Input Function

N

I

FV

PV

Solution

CPT

20

8.61

500000

$95,845.94

Loretta Callahan would like to accumulate $500,000 by the time she retires in twenty 
years. If she can earn an 8.61% return annually, how much must she invest today to have 
$500,000 in twenty years? Because the unknown variable is the present value (PV), the 
calculator input will be as shown at left.

Where:

N = 20 years

I = 8.61 %

PV = present value, or the amount that would have to be deposited today

FV = amount of money desired at a future point in time

Thus, Loretta would have to invest $95,845.94 today to accumulate $500,000 in twenty 
years if she really earns 8.61% annually.

EXAMPLE
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differs from an ordinary annuity in that the payments occur at the beginning instead of 
the end of the period.

The best way to illustrate the future value of an ordinary annuity is through the use 
of timelines, which show the payments received or paid over time.

timelines
Diagrams that show 
 payments received or 
paid over time.

You plan to invest $100 at the end of every year for the next three years. You expect to 
earn an annual interest rate of 10% on the funds that you invest. Using a timeline, the cash 
flows from this annuity can be represented as follows:

You would like to know how much money will be in your investment account at the end of 
the third year. This amount is the future value of the annuity. The first step in calculating 
the future value of the annuity is to treat each payment as a single sum and determine 
the future value of each payment individually. Next, add up the individual future values to 
obtain the future value of the annuity.

Because the first payment will be invested from the end of year one to the end of year 
three, it will be invested for two years. Because the second payment will be invested from 
the end of year two to the end of year three, it will be invested for one year. The third 
payment is made at the end of year three, the point in time at which we want to deter-
mine the future value of the annuity. Hence, the third-year payment will not accumulate 
any interest. Using the future value in Table C.1 in Appendix C to obtain the future value 
interest factor for two years at 10% (FVIF10%,2 = 1.21) and the future value interest factor 
for one year at 10% (FVIF10%,1 = 1.10), the future value of your annuity can be determined 
as follows:

Adding up the individual future values shows that the future value of this annuity is $331 
(i.e., you will have $331 in your account at the end of the third year). Notice that $300 of 
the $331 represents the three $100 payments. Thus, the remaining $31 of the $331 is the 
combined interest you earned on the three payments.

EXAMPLE

0 1 2 3

10% 10% 10%

$100 $100 $100

0 1 2 3

10% 10% 10%

$100 $100 $100

$100

$110

$121
$331

FV = $100 : 1.10

FV = $100 : 1.21
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Using the Future Value Annuity Table
Computing the future value of an annuity by looking up each individual single-sum 
future value interest factor (FVIF) is rather tedious. Consequently, Table C.3 in Appen-
dix C lists the factors for various interest rates and periods (years). These factors are 
referred to as future value interest factors for an annuity (FVIFAi,n), where i is the peri-
odic interest rate and n is the number of payments in the annuity. The annuity payment 
(PMT) can be multiplied by the FVIFA to determine the future value of the annuity  
(FVA = PMT * FVIFA). Each column in the table lists an interest rate, and each row 
lists the period of concern.

future value interest 
 factor for an annuity 
(FVIFA)
A factor multiplied by the 
periodic savings level 
(annuity) to determine 
how the savings will 
 accumulate over time.

As an exercise, use the future value annuity table to determine the future value of five 
$172 payments, received at the end of every year, and earning an interest rate of 14%. 
Your answer should be $1,137.

Using a Financial Calculator to Compute FVA
Using a financial calculator to determine the future value of an annuity is similar to using 
the calculator to determine the future value of a single dollar amount. As before, the 
known variables must be input to solve for the unknown variable. For problems involving 
annuities, the payment (PMT) function must be used in addition to the other keys on the 
financial calculator that were identified earlier. The PMT function represents the amount 
of payment per period. You can input this amount in the calculator along with the other 
information. Alternatively, you can allow the calculator to compute this amount.

The following example illustrates the use of a financial calculator to determine the 
future value of an annuity.

Suppose that you consider working a side job as a tutor as a side job and expect that you 
could earn $10,000 at the end of every year for the next twenty years. As soon as you 
receive the payments, you will invest them and hope to earn an annual rate of return of 
20%. How much will be in your account at the end of twenty years (assuming you do not 
make any withdrawals)?

To find the answer, you must determine the future value of an annuity. (The stream of cash 
flows is in the form of an annuity because the payments are equal and equally spaced 
in time.) Using the future value annuity table to determine the factor, look in the i = 7% 
column and the n = 20 periods row. The table shows that this factor is 40.995.

The next step is to determine the future value of your annuity:

FVA = PMT * FVIFAi,n

= PMT * FVIFA7,20

= $10,000 * 40.995

= $409,950

Thus, after twenty years, you will have $409,950 if you earn a rate of return of 7%.

EXAMPLE

You have $80 of each monthly paycheck invested in a retirement account. You expect to 
earn 5% annually on this account. How much will be in the account in thirty years?

This problem differs from the problems we have seen so far, in that the payments are 
received on a monthly (not annual) basis. You would like to obtain the future value of 

EXAMPLE
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Input Function

N

I

PV

PMT

FV

Solution

CPT

360

0.417

80

0

$66,630.00

Present Value of an Annuity
Just as the future value of an annuity can be obtained by compounding the individual 
cash flows of the annuity and then adding them up, the present value of an annuity can 
be obtained by discounting the individual cash flows of the annuity and adding them up.

Referring to our earlier example of an ordinary annuity with three $100 payments 
and an interest rate of 10%, we can graphically illustrate the process as follows:

0 1 2 3

10% 10% 10%

$100 $100 $100

$90.90

$82.60

 $75.10

 $248.60

PV 5 $100 3 0.826

PV 5 $100 3 0.909

PV 5 $100 3 0.751

Adding up the individual present values leads to the conclusion that the present value 
of this annuity is $248.60. Therefore, three $100 payments received at the end of each 
of the next three years are worth $248.60 to you today if you can invest your money at 
an interest rate of 10%.

the annuity and consequently need the number of periods, the periodic interest rate, 
the present value, and the payment. Because there are 12 months in a year, there are 
30 * 12 = 360 periods. Furthermore, because the annual interest rate is 5%, the monthly 
interest rate is 5/12 = 0.417% . Also, note that to determine the future value of an annu-
ity, most financial calculators require an input of 0 for the present value. The payment in 
this problem is 80.

The input for the financial calculator would be as shown at left.

Thus, you will have $66,630 when you retire in thirty years as a result of your monthly 
investment.

FREE APPS  
for Personal 

Finance

Calculating Your Savings
Application:
The Quick Compound Interest Calculator app (by Goran Rauker) allows you to calculate 
the savings that you will accumulate in the future, based on how much you plan to save 
each month and the interest rate to be earned on your savings.

To Find It:
Search for the “Quick Compound Interest Calculator” app on your mobile device.

Go to:
The calculators in the 
personal finance sec-
tion of http://money.cnn.
com and choose the 
“how fast will my savings 
grow” calculator under 
Retirement

To get:
An estimate of the future 
value of your savings, 
based on your initial bal-
ance, the amount saved 
per period, the interest 
rate, and the number of 
periods.

Financial Planning
ONLINE
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Using the Present Value Annuity Table
Table C.4 in Appendix C shows the present value interest factors for an annuity (PVIFAi,n) 
for various interest rates (i) and time periods (n) in the annuity. Each column in the table 
lists an interest rate, and each row lists a time period.

present value interest 
 factor for an annuity 
(PVIFA)
A factor multiplied by a 
periodic savings level 
(annuity) to determine 
the present value of the 
annuity.

Using a Financial Calculator to Compute PVA
Determining the present value of an annuity with a financial calculator is similar to using 
the calculator to determine the present value of a single-sum payment. Again, the values 
of known variables are inserted to solve for the unknown variable.

Using Time Value to Estimate Savings
Now that you understand the various time value calculations, you can apply them to 
financial planning. The key time value tools for building your financial plan are estimat-
ing the future value of annual savings and determining the amount of annual savings 
necessary to achieve a specific amount of savings in the future.

You developed an app that you believe will generate $6,000 in income (after paying 
income taxes) for you at the end of every year for the next ten years, and the app will 
become useless after that point. You will invest these funds and expect to earn a 5% annual 
rate of return. A financial firm has offered to purchase your app from you for $50,000. 
Are you better off keeping your app (in order to generate income over the next ten years), 
or selling the app today in order to receive a large payment now?

This problem requires you to determine the present value of the annuity. If the present 
value of the annuity is higher than the amount offered by the financial firm, you should 
reject the offer. Using the present value annuity table to determine the factor, look in 
the i = 5% row and the n = 10 periods column. The table shows that this factor is 7.722.

The next step is to determine the present value of the annuity:

PVA = PMT * PVIFAi,n

= PMT * PVIFA5,10

= $6,000 * 7.722

= $46,332

EXAMPLE

$62,192.00

Input Function

N

I

FV

PMT

PV
Solution

240

0.833

0

600

CPT

A recent retiree, Dave Buzz, receives his $600 pension monthly. He will receive this pen-
sion for twenty years. If Dave can invest his funds to earn an annual rate of return of 10%, 
he should be just as satisfied receiving this pension as receiving a lump-sum payment 
today of what amount?

This problem requires us to determine the present value of the pension annuity. Because 
there are 20 * 12 = 240 months in twenty years, n = 240. The monthly (periodic) 
 interest rate is 10/12 = 0.833%. Thus, i = 0.833. Using these inputs with a financial 
calculator, we obtain the inputs shown to the left.

The present value is $62,192. If Dave is offered a lump sum of $62,192 today, he should 
accept it if he can invest his funds at an interest rate of 10%.

EXAMPLE
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Estimating the Future Value from Savings
The future value of an annuity is especially useful when determining how much money you 
will have saved by a future point in time if you periodically save a specific amount of money 
every year. You can apply this process when you are saving for a large purchase (such as a 
down payment on a home) in the near future or even for your retirement in the distant future.

Estimating the Annual Savings That Will  
Achieve a Future Amount
The future value of annuity tables are also useful for determining how much money you 
need to save each year to achieve a specific amount of savings at a designated future 
point in time. Thus, you can estimate the size of the annuity that is necessary to achieve a 
specific future value of savings that you desire. Because FVA = PMT * FVIFA, the terms 
can be rearranged to solve for the annuity:

FVA/FVIFA = PMT

Stephanie Spratt wants to know how much she will have in thirty years if she could save 
$5,000 per year and earn 4% annual interest on her investment. The annuity in this exam-
ple is $5,000. As you can see in Table C.3 in Appendix C, the future value annuity factor 
based on a thirty-year period and a 4% interest rate is 56.084. Thus, the future value is:

$5,000 * 56.084 = $280,420

If she is able to save an extra $1,000 per year, the value of her savings in thirty years 
would be estimated as:

$6,000 * 56.084 = $336,504

EXAMPLE

Stephanie Spratt now wants to know how much money she must save every year to 
achieve $600,000 in thirty years, based on a 6% annual rate of return on her savings. In 
this example, the future value is $600,000, and the future value interest factor is 79.057. 
The unknown variable is the annuity.

PMT = FVA/FVIFA

= $600,000/79.057

= $7,589

Thus, Stephanie would need to save $7,589 per year in order to accumulate $600,000 
of savings in thirty years. Stephanie realizes that she might not be able to earn 6% on her 
savings over time, so she re-estimates how much she needs to save per year to accu-
mulate $600,000 in thirty years if she can only earn an annual rate of return of 4% on 
her savings.

PMT = FVA/FVIFA

= $600,000/56.084

= $10,698

Thus, assuming an annual rate of return of 4%, Stephanie would need to invest $10,698 
each year to accumulate $600,000 in thirty years. Notice that the extra amount she needs 
to save per year to achieve her savings goal is more than $3,000 per year if the rate of 
return on her savings is just 2% lower.

Exhibit 3.2 shows how Stephanie Spratt uses the time value tools to develop a financial 
plan. Stephanie developed a tentative plan to save $5,000 per year. After applying the 
time value tools, she realizes how her savings could accumulate. She hopes to save more 
than $5,000 per year, especially if her income increases over time.

EXAMPLE
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How Time Value Concepts Can Motivate Saving
The results from estimating the future value of an annuity may surprise you. Your money 
can grow substantially over time when you invest periodically and when interest is earned 
on your savings over time. The exercise of estimating the future value of an annuity 
might encourage you to develop a savings plan because you see the reward as a result of 
your willingness to save. Consider how much you may be able to save over each of the 
next five years, and estimate the future value of an annuity over this period based on 
the prevailing interest rate. Then, apply it to a ten-year period and also to a twenty-year 
period. Notice how the amount saved over ten years is more than twice the amount saved 
over five years, and the amount saved over twenty years is more than twice the amount 
saved over ten years. Your estimates might convince you to save more money each year, 
so that you can build your savings and wealth over time and therefore have more money 
to spend in the future.

PSYCHOLOGY  
of Personal 

Finance

DECISIONS

GOALS FOR A SAVINGS PLAN

1. Establish a realistic plan to accumulate more savings over time.
2. Determine how much annual savings I need in order to achieve specific savings in the distant future.

ANALYSIS

Expected Savings per Year = $5,000
Expected Annual Rate of Return = 6% (also try 4%)

Assume Annual
Return = 6%

Assume Annual
Return = 4%Savings Accumulated over:

5 years $28,185 $27,080

10 years 65,905 60,030

15 years 116,380 100,115

20 years 183,925 148,890

25 years 274,320 208,225

30 years 395,285 280,420

Decision on My Annual Savings

Decision on My Long-term Savings

If I can save $5,000 per year, I should accumulate $28,185 in five years and $65,905 in ten years. These 
estimates are based on an assumed annual return of 6%. Even if my annual return is only 4% per year, my 
savings should grow substantially over time. This analysis gives me much motivation to attempt saving at least 
$5,000 per year.

My analysis shows that I should be able to save at least $100,000 in 15 years. If my salary rises over time, I should be able 
to save even more money over the long-term.

EXHIBIT 3.2 How Time Value of Money Decisions Fit Within  
Stephanie Spratt’s Financial Plan
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How Time Value Fits Within Your Financial Plan
The key time value decisions for building your financial plan are:

• How much should I attempt to save every month or every year?

• How much should I attempt to accumulate in savings for a future point in time?

These decisions require an understanding of the time value of money. Exhibit 3.2 
shows how these savings decisions apply to Stephanie Spratt’s financial plan.

DISCUSSION QUESTIONS

 1. How would Stephanie’s savings decisions be different if she were a single mother of 
two children?

 2. How would Stephanie’s savings decisions be affected if she were 35 years old? If she 
were 50 years old?

Importance of the Time Value of Money. A 
dollar today has more value than a dollar received 
one year from now. Consequently, many decisions 
about saving for the future are influenced by the 
time value of money. Proper decisions based on 
the time value of money can allow you to accumu-
late more wealth.

Future Value of a Dollar Amount. You can esti-
mate the future value of a single dollar amount to 
determine the future value of a bank deposit or a 
fund established for retirement. It is determined 
by estimating the compounded interest that is 
generated by the initial amount. The future value 
can be determined by using a future value table or 
a financial calculator.

Present Value of a Dollar Amount. You can 
estimate the present value of a single dollar 
amount so that you know what a future payment 
would be worth if you had it today. The present 
value of a single dollar amount to be received in 
the future is determined by discounting the future 
value. The present value of a future amount to be 
received can be determined by using a present 
value table or a financial calculator.

Future Value of an Annuity. You can estimate 
the future value of an annuity so that you can 

determine how much a stream of payments will 
be worth at a specific time in the future. This 
involves determining the future value of every 
single dollar amount contained within the annuity, 
which is easily estimated by using a future value 
annuity table or a financial calculator.

Present Value of an Annuity. You can estimate 
the present value of an annuity so that you can 
determine how much a stream of future pay-
ments is worth today. This involves determining 
the present value of every single dollar amount 
contained within the annuity, which is easily esti-
mated by using a present value annuity table or a 
financial calculator.

Using Time Value to Estimate Savings. Time 
value can be applied to estimate your future sav-
ings, which enables you to make decisions about 
how much to save to achieve a specific savings 
goal in the future.

How Time Value Fits Within Your Financial  
Plan. You will likely need to save money to 
achieve some of your financial goals. Because 
time value can be applied to estimate savings, it is 
an important tool for you to establish your finan-
cial plan.

SUMMARY

REVIEW QUESTIONS

All Review Questions are available in MyLab Finance at www.pearson.com/mylab/finance.

1. Time Value of Money. What is the time value of 
money? How is it related to opportunity costs?

2. Importance of the Time Value of Money. List one 
reason why the time value of money is an impor-
tant concept.
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80 Chapter 3  Applying Time Value Concepts

3. Time Value of Cash Flows. To what types of cash 
flows is the time value of money concept most 
commonly applied?

4. Annuity. What is an annuity?

5. Compounding. Define compounding. How is it 
used in financial planning?

6. Calculating Future Values. What two methods can 
be used to calculate future values?

7. Interest Rates and Future Values.  How does the 
rate of interest affect future values?

8. Time and Future Values.  How does your time 
horizon affect future values?

9. Future Value Formula. What is the formula for 
determining the future value of a single sum when 
using the future value interest factor table? What 
information must be known to find the correct 
future value interest factor?

10. Discounting. What is discounting?

11. Future Value of Debt. How does deferring student 
loan payments affect the future value of your debt?

12. Present Value. Describe some instances when deter-
mining the present value of an amount is useful.

13. Using Proper Tables. In questions a through d, 
indicate whether you would use the table for 
determining the future value of a single sum 
(FVIF), the present value of a single sum (PVIF), 
the future value of an annuity (FVIFA), or the pres-
ent value of an annuity (PVIFA).

 a. You want to know how much you must deposit 
today to have $5,000 in five years.

 b. You plan to contribute $300 per month to your 
company’s retirement plan and want to know 
how much you will have at retirement.

 c. You received $500 as a gift for graduation, and 
you want to know how much it will be worth 
in three years if you deposit it in a savings 
account.

 d. You must decide between accepting a lump-
sum settlement and annual payments.

14. Present Value of Annuity. What formula is used to 
determine the present value of an annuity? What 
does the present value of an annuity indicate?

15. Future Value of Annuity. How would you modify 
the FVA equation to determine how much you 
would need to save each month to have a specific 
amount at a specific time in the future?

16. Number of Periods. In determining the future 
value of an annuity to be invested monthly over a 
five-year period, what number of periods should 
you use?

17. Time Value of Money and Debt. Lakesha recently 
found out that her credit card balance was com-
pounded daily rather than monthly. How will this 
compounding frequency impact the outstanding 
debt she owes on her credit card?

18. Time Value of Money and Your Financial 
Plan. Jerry would like to save the same amount 
every month until he turns 40. Which time value 
concept should he use to compute the value of his 
savings at that time?

19. Time Value of Money Tools. Winston will receive 
$100,000 on his 25th birthday. Which time value 
of money concept would you use to compute the 
value of his future inheritance?

20. Time Value and Savings.  How can an understand-
ing of the time value of money motivate you to 
save more money?

FINANCIAL PLANNING PROBLEMS

All Financial Planning Problems are available in MyLab Finance at www.pearson.com/mylab/finance. A financial 
 calculator is recommended for Problems 4, 9, 11, 12, 13, 15 and 16. The financial tables can be used to answer 
Problems 1, 2, 3, 5, 6, 7, 9, 10, and 13.

1. Future Value. Kyle has $1,000 in cash received 
for high school graduation gifts from various 
relatives. He wants to invest it in a certificate of 
deposit (CD) so that he will have a down pay-
ment on a car when he graduates from college in 
five years. His bank will pay 1.5% per year, com-
pounded annually, for the five-year CD. How much 
will Kyle have in five years to put down on his car?

2. Future Value. Sandra wants to deposit $100 each 
year for her son. If she places it in an investment 

account that averages a 5% annual return, what 
amount will be in the account in twenty years? How 
much will she have if the account earns 8% a year?

3. Future Value. Luis wants to know how much he 
will have available to spend on his trip to Belize 
in three years if he deposits $3,000 today at an 
annual interest rate of 2%.

4. Future Value. How much will you have in 36 
months if you invest $75 a month at 3% annual 
interest?
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5. Using Time Value to Estimate Savings. DeMarcus 
wants to retire with $1 million in savings by the 
time he turns 60. He is currently 18 years old. How 
much will he need to save each year, assuming he 
can get a 10% annual return on his investments?

6. Present Value. Cheryl wants to have $2,000 in 
spending money to take on a trip to Disney World 
in three years. How much must she deposit now 
in a savings account that pays 3% per year to have 
the money she needs in three years?

7. Present Value. Juan would like to give his newly 
born grandson a gift of $10,000 on his eighteenth 
birthday. Juan expects to earn an 8% annual 
return on his investment. How much must he 
deposit now to achieve his goal?

8. Present Value. Winners of the Georgia Lotto draw-
ing are given the choice of receiving the winning 
amount divided equally over twenty years or as a 
lump-sum cash option amount. The cash option 
amount is determined by discounting the win-
ning amount at 5% over twenty years. This week 
the lottery is worth $20 million to a single winner. 
What would the cash option payout be?

9. Future Value of Annuity. Michelle is attending col-
lege and has a part-time job. Once she finishes 
college, Michelle would like to relocate to a met-
ropolitan area. She wants to build her savings so 
that she will have a “nest egg” to start her off. 
Michelle works out her budget and decides she 
can afford to set aside $50 per month for savings. 
Her bank will pay her 3% per year, compounded 
monthly, on her savings account. What will 
Michelle’s balance be in five years?

10. Future Value of Annuity. Twins Jessica and 
Joshua, both 25, graduated from college and 
began working in the family restaurant business. 
The first year, Jessica began putting $2,000 per 
year in an individual retirement account and 
contributed to it for a total of ten years. After ten 
years, she made no further contributions until 
she retired at age 65. Joshua did not start making 
contributions to his individual retirement account 
until he was 35, but he continued making contribu-
tions of $2,000 each year until he retired at age 65. 
Assuming that both Jessica and Joshua receive 
10% interest per year, how much will Jessica have 
at retirement? How much did she contribute in 
total? How much will Joshua have at retirement? 
How much did he contribute in total?

11. Estimating the Annuity Amount. Amy and Vince 
want to save $7,000 so that they can take a trip to 
Europe in four years. How much must they save 
each month to have the money they need if they 

can get 3% per year, compounded monthly, on 
their savings?

12. Future Value of Annuity. Lena has just become 
eligible to participate in her company’s retirement 
plan. Her company does not match contributions, 
but the plan does average an annual return of 
12%. Lena is 40 and plans to work to age 65. If she 
contributes $200 per month, how much will she 
have in her plan at retirement?

13. Future Value of Annuity. Stacey would like to 
have $1 million available to her at retirement. Her 
investments have an average annual return of 11%. 
If she makes contributions of $300 per month, will 
she reach her goal when she retires in thirty years?

14. Future Value of Annuity. Jesse has just learned 
that she won $1 million in her state lottery. She 
has the choice of receiving a lump-sum pay-
ment of $312,950 or $50,000 per year for the next 
twenty years. Jesse can invest the lump sum at 
8%, or she can invest the annual payments at 6% 
per year. Which should she choose for the greatest 
return after twenty years?

15. Future Value of Annuity. Jen spends $20 per week 
on doughnuts and coffee. If she takes the same 
amount that she spends on doughnuts and coffee 
and invests it each week for the next five years at 
4%, compounded weekly, how much will she have 
in five years?

16. Future Value of Annuity. Kirk can take his $1,000 
income tax refund and invest it in a 36-month cer-
tificate of deposit at 3%, compounded monthly, or 
he can use the money to purchase a home enter-
tainment system and put $30 a month in a bank 
savings account that will pay him 4% annual inter-
est, compounded monthly. Which choice will give 
him more money at the end of three years?

17. Future Value of Debt. Jim accepted a $3,000 loan 
from his Uncle Kurt. Uncle Kurt agreed to defer pay-
ments for two years until after Jim graduates from 
college. How much will Jim owe in two years if his 
uncle charges him 6% interest compounded annually?

18. Future Value of Debt. Elizabeth borrowed $1,000 
for a year from her credit union. She has to make 
only one payment at the end of the loan. How 
much will she owe at the end of the year if the 
credit union charges her 5% interest?

19. Future Value and Motivation.  Monica intends to 
invest $400 a month in her company’s retirement 
plan. The company will match the entire amount. 
How much will Monica have in her retirement 
account after forty years if she earns an annual 
return of 8%?
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20. Future Value and Motivation.  Refer to Problem 
19. How much will Monica have at retirement if 
she earns 12% a year? Compare the two amounts. 
Should the difference affect Monica’s choice of 
investment vehicle?

21. Ethical Dilemma. Cindy and Jack have always 
practiced good financial habits, in particular, 
developing and living by a budget. They are cur-
rently in the market to purchase a new car and 
have budgeted $300 per month for car payments.

    While visiting a local dealership, a salesman, 
Scott, shows them a car that meets their financial 
requirements. Then he insists that they look at 
a much more expensive car that he knows they 
would prefer. The more expensive car would result 
in payments of $500 per month.

   In discussing the two cars, Cindy and Jack tell 
Scott that the only way they can afford a more 
expensive car would be to discontinue making a 
$200 monthly contribution to their retirement plan, 

which they have just begun. They plan to retire in 
thirty years. Scott explains that they would only 
need to discontinue the $200 monthly payments 
for five years, that is, the length of the car loan. 
Scott calculates that the $12,000 in lost contribu-
tions over the next five years could be made up 
over the remaining twenty-five years by increasing 
their monthly contribution by only $40 per month, 
and they would still be able to achieve their goal.

 a. Comment on the ethics of a salesperson who 
attempts to talk customers into spending more 
than they had originally planned and budgeted.

 b. Is Scott correct in his calculation that Cindy and 
Jack can make up the difference in their retire-
ment by increasing their monthly contribu-
tions by only $40 per month for the remaining 
twenty-five years? (Note: Assume an annual 
rate of return of 6% on Cindy and Jack’s invest-
ment and assume that they make the invest-
ments annually.)

FINANCIAL PLANNING ONLINE EXERCISES

1. Do an Internet search for a web site on “Planning for Retirement,” and answer the 
following questions:

 a. What factors do you need to consider when planning for retirement?

 b. How do these factors relate to the time value of money?

PSYCHOLOGY OF PERSONAL FINANCE: Future Value of Your Cash

1. This chapter explains how your cash deposited in 
a bank can grow over time. Some people are only 
willing to save if they are rewarded with a high 
interest rate. However, the interest rate on depos-
its has been relatively low lately. Does this influ-
ence your willingness to save? Would you save 
more money if interest rates were higher?

2. This chapter illustrates how the amount of debt 
you owed would not grow as quickly when inter-
est rates are low. Because interest rates have been 
low lately, are you more willing to borrow money?

WEB SEARCH EXERCISE

You can develop your personal finance skills by conducting an Internet search for related 
articles. Find a recent online article about personal finance that reinforces one or more 
concepts covered in this chapter. If your class has an online component, your professor 
may ask you to post your summary of the article there and provide a link to the article 
so that other students can access it. If your class is live, your professor may ask you to 
summarize your application of the article in class. Your professor may assign specific 
students to complete this assignment or may allow any student to do the assignment on 
a volunteer basis.
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For recent online articles related to this chapter, consider using the following search terms 
(be sure to include the current year as a search term to ensure that the online articles are 
recent):

• How savings grow

• The magic of compounding

• How debt accumulates

• How the interest rate affects your saving

• How the interest rate affects your debt payment

• Impact of debt repayment period

• How much to save to achieve your goal

VIDEO EXERCISE: How Your Savings Grow

Go to one of the Web sites that contain video clips (such as www.youtube.com) and 
view some video clips about how savings grow. You can use search phrases such as 
“future value of savings.” Select one video clip on this topic that you would recommend 
for the other students in your class.

1. Provide the Web link for the video clip.

2. What do you think is the main point of this video clip?

3. How might you change your savings plans as a result of watching this video clip?

4. What is your opinion about the credibility of the information source?
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MyLab Finance

1. USING FUTURE VALUE CONCEPTS TO PREDICT YOUR FUTURE INCOME

 a. Recall from Chapter 1 that you were asked to select the occupation that you hope to pursue after 
obtaining your degree, and to determine the likely entry level annual salary that you could earn 
from that occupation. Insert your expected starting salary here: 

  Just as the future value interest factor (FVIF) was used in this chapter to show how a deposit can 
grow over time, it can be used to show how an annual salary can grow over time based on the 
percentage increase each year, as determined by the raise given to you each year. In reality, your 
raise will likely vary from one year to the next, but this exercise will assume that your annual 
raise is consistent in order to illustrate how you can predict your future income level over various 
periods of time.

  The following template estimates how your future salary will grow over time, based on different 
assumptions regarding your annual percentage raise (1% in the second column, 5% in the third 
column, and 10% in the fourth column).

  Predict Your Future Salary

Your Starting Annual Salary When You Begin Your 
Occupation

Expected Annual % Raise Each Year 1% 5% 10% %

Estimated Annual Salary Five Years After You Begin 
Your Occupation

Estimated Annual Salary Ten Years After You Begin 
Your Occupation

Estimated Annual Salary Fifteen Years After You 
Begin Your Occupation

Estimated Annual Salary Twenty Years After You 
Begin Your Occupation

Estimated Annual Salary Twenty-Five Years After 
You Begin Your Occupation

BUILDING YOUR OWN FINANCIAL PLAN: Chapter 3

The financial planning spreadsheets available at www.pearson.com/mylab/finance will 
automatically perform computations, charts, and graphs based on your input.
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 b. How much larger will your expected annual salary be in five years (third row) if your annual per-
centage raise is 10% (fourth column) versus 1% (second column)?

  This table illustrates the power of compounding. The size of your raise can have a major impact 
on your future annual salary.

 c. In the fifth column, the expected annual percentage raise (second row) is blank, allowing you to 
insert your own guess of the specific annual raise you will earn on average. The online version 
of the template will display estimates of your future annual salary once you insert your expected 
annual percentage raise in the second row of the fifth column.

  Based on the expected annual percentage raise that you input in the second row of the fifth col-
umn, what is your expected annual salary ten years after you begin your occupation? [See the 
fourth row of column five to obtain your answer.] 

 d. Based on the expected annual raise that you input in the second row of the fifth column, what is 
your expected annual salary twenty-five years after you begin your occupation? [See the seventh 
row of column five to obtain your answer.] 

2.  DETERMINING HOW MUCH YOU NEED TO SAVE PER YEAR TO BECOME 
A MILLIONAIRE

   Consider how much money you need to save each year in order to become a millionaire. If you 
save the same amount every year, that amount is an annuity. So your goal is to solve for the 
amount of money that you need to save each year in order to accumulate $1,000,000. The online 
version of the following template will perform the calculations once you provide input on the 
future value that you are trying to achieve ($1,000,000), the number of years in which you will 
save money (insert 30 for now), and the interest rate that you can earn on your savings (insert 3% 
for now).

   Estimate Savings Per Year  
   That Would Make You A Millionaire

Future Amount of Savings You Want to Accumulate

Number of Years

Interest Rate on Your Savings

Amount of Savings Per Year
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 a. What is the amount of money you need to save per year over thirty years in order to achieve 
$1,000,000? $

 b. Your answer above was based on an assumed interest rate of 3%. But if you could invest the 
money and earn a higher return, you would not need to save as much every year in order to accu-
mulate $1,000,000. Insert 6% for the Interest Rate on Your Savings. What is the amount of money 
you need to save per year over thirty years in order to achieve $1,000,000? $

 c. Perhaps you want to accumulate $1,000,000 at a faster pace. Leave the Interest Rate on Your 
Savings at 6%, but change the Number of Years from thirty years to twenty years. What is the 
amount of money you need to save per year over twenty years in order to achieve $1,000,000? 
$

  Overall, the analysis here illustrates that it is possible to accumulate $1,000,000 if you save consis-
tently over time.
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1. Help the Sampsons determine how much they will have for the children’s education by calculating 
how much $3,600 in annual savings will accumulate to if they earn interest of (a) 2% and (b) 5%. 
Next, determine how much $4,800 in annual savings will accumulate to if they earn interest of  
(a) 2% and (b) 5%.

Savings Accumulated Over the Next Twelve Years 
(Based on Plan to Save $3,600 per Year at 2% or 5%)

Amount Saved Per Year $3,600 $3,600
Interest Rate 2% 5%
Years 12 12
Future Value of Savings

Savings Accumulated Over the Next Twelve Years 
(Based on Plan to Save $4,800 per Year at 2% or 5%)

Amount Saved Per Year $4,800 $4,800
Interest Rate 2% 5%
Years 12 12
Future Value of Savings

2. What is the impact of the higher interest rate of 5% (instead of 2%) on the Sampsons’ accumu-
lated savings?

Dave and Sharon Sampson recently established a plan to save $300 per month (or $3,600 
per year) for their children’s education. Their oldest child is six years old and will begin 
college in twelve years. They will invest the $300 in a savings account that they expect 
will earn interest of about 2% per year over the next twelve years. The Sampsons wonder 
how much additional money they would accumulate if they could earn 5% per year on the 
savings account instead of 2%. They also wonder how their savings would accumulate if 
they could save $400 per month (or $4,800 per year) instead of $300 per month.

MyLab FinanceTHE SAMPSONS—A Continuing Case: Chapter 3
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3. What is the impact of the higher savings of $4,800 (instead of $3,600) on their accumulated 
savings?

4. If the Sampsons set a goal to save $70,000 for their children’s college education in twelve years, 
how would you determine the yearly savings necessary to achieve this goal? How much would 
they have to save by the end of each year to achieve this goal, assuming a 5% annual interest rate?

Calculator: Savings Needed Each Year

Future Value $70,000
Interest Rate 5%
Years 12
Savings Needed Each Year
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Often when asked for a  

 charitable contribution, you 

may be reminded that the 

donation is deductible on your taxes 

because the organization is a not-for-

profit agency. You may also hear, at 

some point in your life, that you should 

purchase a home because the mort-

gage interest is tax deductible. Giving 

clothes to  Goodwill? Another gift that 

can be deducted on your tax return.

What you might not realize is that the 

deductions just mentioned are item-

ized deductions. Their benefit does 

not really begin until the sum total of 

all of your itemized deductions exceeds the standard deduction. As you will learn in this chapter, 

for single taxpayers that threshold is $12,000 in 2018 and double that for married taxpayers. So, if 

you purchase a home and pay $10,000 in mortgage interest, you will not have any real tax ben-

efit unless you can add other deductions to total more than the standard deduction amount. Yet, 

there are circumstances that offer tax benefits even if you do not itemize your deductions, such 

as paying interest (up to $2,500) on a student loan or contributing to your retirement account.

Many taxpayers are intimidated by the tax system and commonly hire an expert to determine 

how much taxes they owe for a particular year. Yet, most taxpayers could easily estimate their 

taxes in a short amount of time. This chapter offers a very simple explanation for how you can 

determine your own taxes. Once you understand the process, you may have the confidence 

to estimate your own taxes. Furthermore, you may properly account for any particular cir-

cumstances that allow you to reduce your taxable income, and therefore reduce your taxes. 

Knowledge of some basic tax laws can help you improve your financial planning decisions.

Using Tax Concepts  
for Planning† 4 

chapter 

Karen Roach/Shutterstock

†2018 IRS forms can be obtained online from irs.gov as they become available, and they will also be  
accessible via www.pearsonhighered.com/madura.

MyLab Finance helps you master the topics in this chapter and study more  
efficiently. Visit www.pearson.com/mylab/finance for more details.
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The objectives of this chapter are to:

• Provide a background on the tax system

• Explain how to calculate your taxable income

• Explain how to calculate your taxes if you take the standard deduction

• Explain how to calculate your taxes if you itemize your deductions

• Describe conditions that can provide you with tax benefits

• Explain how tax planning fits within your financial plan

Background on the Tax System
Taxes are a significant source of funding for governments and governmental agencies in 
the United States. They are used to pay for a wide variety of governmental services and 
programs, including national defense, Social Security, fire and police protection, and 
our education systems. Individuals pay taxes at the federal, state, and local levels. Con-
gress periodically revises the federal tax laws that specify guidelines for how much taxes 
people must pay based on their income and other criteria. In December 2017, Congress 
passed the Tax Cuts and Jobs Act (TCJA), which established new tax guidelines, effec-
tive in 2018.

The federal tax system is administered by a branch of the U.S. Treasury Depart-
ment called the Internal Revenue Service (IRS). The IRS enforces the federal tax laws 
and attempts to ensure that taxpayers pay the amount of taxes that they owe. Taxpay-
ers owe federal income taxes on both their earned and their unearned income. Earned 
income is income from employment, such as salary, wages, and tips. Unearned income 
is income from investments such as dividends from stocks and interest paid on a sav-
ings account.

One of the ways that the IRS ensures that it collects the taxes owed is the withhold-
ing system in which your employer withholds a portion of your paycheck and sends the 
money to the IRS to pay the taxes that you owe on that income. Without the withholding 
system, you would be responsible for saving enough money from each paycheck to pay 
the taxes due. The portion of your paycheck that your employer withholds is referred to 
as a withholding tax, which is used to pay your Social Security, Medicare, and personal 
income taxes.

Social Security and Medicare Taxes
Your earned income is subject to FICA (Federal Insurance Contributions Act) taxes that 
fund Social Security and Medicare. The Social Security taxes are used by the Social Secu-
rity Administration (a branch of the U.S. government) to make payments to taxpayers 
upon their retirement (subject to age and other requirements). Medicare is a government 
health program that covers people 65 years of age and older by making payments to their 
health care providers. The Social Security tax is equal to 6.20% of your salary up to a 
maximum salary ($128,400 as of 2018) that increases over time. The Medicare tax is 
equal to 1.45% of your salary without a maximum salary limit. Your employer withholds 
FICA taxes from each of your paychecks, and also pays FICA taxes on your behalf equal 
to the amount that is withheld from your paychecks. You do not need to submit any tax 
forms or do anything to pay your FICA taxes, but you should at least be aware that your 
employer will be withholding some of your income every pay period to pay these taxes on 
your behalf. Since the formula for FICA taxes is the same for everyone, you can calculate 
the amount of FICA taxes that you will pay over the year.

earned income
Income from employment, 
such as salary, wages, 
and tips.

withholding tax
Portion of your paycheck 
that is withheld by the 
employer and sent to 
the IRS.

FICA (Federal Insurance 
Contributions Act)
Taxes paid to fund the 
Social Security System 
and Medicare.

Medicare
A government health 
insurance program that 
covers people 65 years 
of age or older by making 
payments to health care 
providers.
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Personal Income Taxes
Your income is also subject to personal income taxes, which are taxes imposed on your 
income. In addition to withholding for FICA taxes, your employer withholds a portion 
of your paycheck for your personal income taxes (also referred to as “federal income 
taxes”). The specific percentage of your income that is withheld to pay your personal 
income taxes varies among taxpayers based on factors such as the amount of your salary 
and how many dependents you have.

Each year you must complete a tax return using tax forms developed by the IRS that 
discloses your income and other information you used to calculate the total personal 
income taxes that you owe (sometimes referred to as your “personal income tax liability”) 
for the year. The year used for the purpose of calculating your personal income taxes ends 
on December 31 of each calendar year. You must complete and submit your tax return to 
the IRS by April 15 of the following year. See the companion Web site for this text book 
to access IRS tax forms.

When completing your tax return, you will compare your personal income tax liabil-
ity for the year (based on your calculation on the IRS tax form) to the amount of income 
withheld by your employer over the year that represents your personal income taxes paid 
to the IRS. The amount of your income that was withheld may not perfectly match the 
personal income taxes that you owe for the year. For example, if you earned interest on 
your savings account, you must report the interest on your tax form as personal income, 
but no taxes are withheld from that type of income. Therefore, your tax liability for the 
year may be higher than the total amount of personal income taxes that were withheld 
from your paycheck. In that case, you will need to submit a payment to the IRS for the 
difference at the time that you submit your completed tax return to the IRS. Conversely, 
if your personal income tax liability for the year is less than the total amount of personal 
income taxes that were withheld from your paycheck, the IRS will send you a refund for 
the difference.

Your Filing Status To calculate your personal income tax liability, you must first 
determine your specific “filing status.” The alternatives are:

• Single

• Married filing jointly

• Married filing separately

• Head of household

• Qualifying widow(er) with dependent child

The filing status is important because it affects the rate at which your income is taxed. 
Married people usually combine their incomes and file a joint return. However, a married 

personal income taxes
Taxes imposed on 
personal income.

Stephanie Spratt recently started her full-time job. Her annual salary for this year will be 
$43,000. She knows that she will be subject to a total FICA tax rate of 7.65%, which is 
based on 6.20% for Social Security and 1.45% for Medicare. She wants to know how much 
FICA taxes she will pay for the entire year. She completes the following table:

Social Security Tax Medicare Tax Total FICA Taxes
Tax Rate 6.2% 1.45% 7.65%
Tax Amount 6.2% * $43,000 =

$2,666
1.45% * $43,000 =

$623.50
7.65% * $43,000 =

$3,289.50

Thus, Stephanie will pay FICA taxes of $3,289.50 over the year, which her employer will 
withhold from her paycheck.

EXAMPLE

Go to:
www.irs.gov

To get:
Information about tax 
rates, tax forms, guide-
lines, and deadlines.

Financial Planning
ONLINE
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couple may file separate tax returns in some circumstances. The “head of household” 
status can be selected by single people who have at least one dependent in their household. 
The tax rates applied when using this status or the qualifying widow(er) with dependent 
child may be more favorable than when filing under the “single” status.

Calculating Your Taxable Income
Before you determine your federal income tax liability for the year, you must first calcu-
late your taxable income by following these three steps:

• Determine your gross income (reportable income from all sources).

• Subtract your IRA contribution and interest expenses on your student loan (if any) 
to determine your adjusted gross income.

• Apply your allowable deduction (standard or itemized).

These steps are described next.

Gross Income
First, you will determine your gross income, which consists of all reportable income from 
any source. It includes your salary or wages, interest income, dividend income, and capi-
tal gains received during the tax year. It also includes income from your own business, 
as well as from tips, prizes and awards, rental property, and scholarships that exceed 
tuition fees and book costs. Some types of income are not taxed, including health and 
casualty insurance reimbursements, child support payments received, veteran’s benefits, 
and welfare benefits.

Wages and Salaries If you work full-time, your main source of gross income is 
probably your salary. Wages and salaries, along with any bonuses, are subject to 
federal income taxes. Contributions to your employer-sponsored retirement account, 
whether made by you or your employer, are not subject to income taxes until those 
funds are withdrawn from the account. Consequently, they are not subject to immedi-
ate taxation. Many employees take advantage of their employer-sponsored retirement 
plans to reduce their current income taxes and obtain tax-deferred growth of their 
retirement fund.

Interest Income Individuals can earn interest income from investments in various 
types of savings accounts or certificates of deposit at financial institutions. They can also 
earn interest income from investing in debt securities such as Treasury bonds or from 
providing loans to other individuals.

Dividend Income Individual taxpayers can earn dividend income by investing in 
stocks or mutual funds. Some firms pay dividends to their shareholders quarterly. 
Other firms elect not to pay dividends to their shareholders and instead reinvest 
all their earnings to finance their existing operations. This can benefit shareholders 
because a firm’s share price is more likely to appreciate over time if the firm effectively 
reinvests all its earnings. Dividend income is generally taxed at more favorable rates 
than salaries or interest income, but that topic is beyond the scope of this chapter. If 
you have dividend income, consult the instructions provided by the IRS on how to 
treat them.

Capital Gains You can purchase securities (also called financial assets) such as stocks 
or debt instruments (such as bonds) that are issued by firms to raise capital. You can also 
invest in other income-producing assets such as rental properties. When you sell these 
types of assets at a higher price than you paid, you earn a capital gain. If you sell the 
assets for a lower price than you paid, you sustain a capital loss. Capital gains are gener-
ally taxed at more favorable rates than salaries or interest income, as discussed later in 
the chapter.

gross income
All reportable income 
from any source, including 
salary, net business 
income, interest income, 
dividend income, and 
capital gains received 
during the tax year.

interest income
Interest earned from 
investments in various 
types of savings accounts 
at financial institutions, 
from investments in 
debt securities such as 
Treasury bonds, or from 
providing loans to other 
individuals.

dividend income
Income received in the 
form of dividends paid on 
shares of stock or mutual 
funds.

capital gain
Income earned when an 
asset is sold at a higher 
price than was paid for 
the asset.
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Calculating Gross Income Gross income is determined by adding your salary, inter-
est income, dividend income, and capital gains.

Standard Deduction
When determining your taxable income, you are allowed to take a deduction from your 
adjusted gross income. This deduction is very important because it reduces your taxable 
income, which reduces your personal income tax liability. You can choose between two 
methods of applying a deduction to your adjusted gross income:

1. You can take a standard deduction from adjusted gross income to determine tax-
able income. The Tax Cuts and Jobs Act that was passed in December 2017 set 
the standard deduction at $12,000 for single taxpayers and $24,000 for married 
taxpayers filing a joint return.

2. If you incurred specific expenses over the year that qualify as itemized  deductions 
(such as interest payments on a mortgage), you may choose to itemize your 
 deductions rather than taking the standard deduction. The specific types of 
 itemized deductions that are allowed are described later in this chapter.

Taxpayers will choose to apply the standard deduction rather than itemize their deduc-
tions when the total of their itemized deductions fails to exceed the standard deduc-
tion. Choosing the standard deduction results in lower personal income tax for many 
taxpayers.

standard deduction
A fixed amount that 
can be deducted from 
adjusted gross income to 
determine taxable income.

Adjusted Gross Income
Your adjusted gross income (AGI) is calculated by adjusting your gross income for con-
tributions to individual retirement accounts (IRAs), interest paid on student loans (up to 
a $2,500 limit), and other special circumstances.

adjusted gross 
income (AGI)
Adjusts gross income for 
contributions to IRAs, 
interest paid on student 
loans, and other special 
circumstances.

Since Stephanie Spratt recently started her full-time job, she wants to determine what her 
personal income taxes will be for the entire year. Her annual salary for the entire year will 
be $43,000. She earned no income from interest, dividends, or short-term capital gains. 
Her gross income over the year is:

Salary $43,000

+  Interest Income 0

+  Dividend Income 0

+  Capital Gain 0

=  Gross Income $43,000

EXAMPLE

This year, Stephanie Spratt will not contribute any of her salary to an IRA, but she will start 
paying off her student loan. Her interest payments for her student loan will be about $600 
for the year. Therefore, her adjusted gross income is:

Gross income $43,000
− IRA contribution     – 0
− Interest on student loan − $600

= Adjusted gross income $42,400

EXAMPLE
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EXHIBIT 4.1 Tax Brackets Applied to Determine Personal Income Taxes

PANEL A: FILING SINGLE

Taxable income more than: and up to: is taxed at this rate:
$0 $9,525 10%

$9,525 $38,700 12%

$38,700 $82,500 22%

$82,500 $157,500 24%

$157,500 $200,000 32%

$200,000 $500,000 35%

$500,000 37%

PANEL B: FILING JOINTLY

Taxable income more than: and up to: is taxed at this rate:
$0 $19,050 10%

$19,050 $77,400 12%

$77,400 $165,000 22%

$165,000 $315,000 24%

$315,000 $400,000 32%

$400,000 $600,000 35%

$600,000 37%

Calculating Your Taxes If You Take  
the Standard Deduction

To calculate your personal income tax, you need to apply the tax rate that applies to your 
specific tax bracket. The Tax Cuts and Jobs Act passed in December 2017 specifies the 
tax rate that applies to each of seven different brackets as shown in Exhibit 4.1. Panel 
A of the exhibit (at the top) shows the income brackets and corresponding tax rates for 
taxpayers who file single, while Panel B of the exhibit shows the income brackets and 
corresponding tax rates for taxpayers who file jointly.

Single Filer Calculation of Personal Income Taxes
Review Panel A of Exhibit 4.1 as you continue reading in order to understand how the 
brackets shown in Panel A are applied to determine your personal income taxes. Panel 
A shows that taxpayers filing single are subject to a 10% tax on their first $9,525 of 

Stephanie Spratt’s filing status is single. She does not have a mortgage and would not 
benefit from itemizing deductions. Recall that her adjusted gross income is $42,400. She 
chooses to take the standard deduction of $12,000, which causes her taxable income to be:

Adjusted gross income $42,400
− Standard deduction – $12,000

= Taxable income  $30,400

EXAMPLE

M04_MADU9969_07_SE_C04.indd   96 05/12/2018   20:50



 Calculating Your Taxes If You Take the Standard Deduction  97

taxable income (see the first bracket), then a 12% tax on taxable income above that level 
up to $38,700 (see the second bracket), then a 22% tax on taxable income above that 
level up to $82,500 (see the third bracket), and so on. The specific tax bracket whose 
income range includes the taxpayer’s taxable income is referred to as the marginal tax 
bracket. Thus, if you file single and your taxable income is $30,000, your marginal tax 
bracket is the second tax bracket. In this case, your income associated with the first 
bracket ($9,525) is taxed at 10%, while your remaining (marginal) income is included in 
the second bracket and therefore is taxed at 12%. The tax rate imposed on the taxable 
income within your marginal tax bracket is referred to as your marginal tax rate. It is 
the rate that would be imposed on any additional income earned. In this example, the 
marginal tax rate is 12%.

If your taxable income is $50,000, you are in the third tax bracket, so your taxes 
are determined by the tax rates in the first three tax brackets. Specifically, your income 
associated with the first bracket ($9,525) is taxed at 10%, your income associated with 
the second bracket (from income $9,525 to income $38,700) is taxed at 12%, and your 
remaining income associated with the third bracket is taxed at 22%. Notice that as you 
reach higher taxable income brackets, the tax rates applied to those brackets are higher. 
This structure is intended to make taxpayers who have higher levels of taxable income 
pay a higher percentage of their taxable income as taxes.

Now that you understand the process of applying tax rates across income brackets, 
you can calculate your personal income taxes based on your specific taxable income for 
the year. If you file single, and your taxable income for the year is less than $9,525 (the 
maximum income within the first bracket), you would be subject to a tax rate of 10% 
on all of your taxable income (because all of your income is covered by the first bracket). 
However, if your taxable income exceeds $9,525, you would pay the 10% tax on the 
first $9,525 (first tax bracket), then a higher tax rate on all your taxable income beyond 
$9,525 (beyond the first tax bracket).

For example, if your taxable income is $20,000 for the year, you fall into the second 
(12%) marginal tax bracket. Your taxes can be computed as follows:

Tax Rate On Taxable Income of: Tax Amount
10% $9,525  10% * $9,525 =   $953
12% Remaining income from $9,525 to 

$20,000, which = $10,475
 12% * $10,475 = $1,257

Total Tax          = $2,210

If your taxable income is $50,000 for the year, you fall into the third tax bracket. 
Consequently, your taxes can be computed as follows:

Tax Rate On Taxable Income of: Tax Amount
10% $9,525 10% * $9,525  =    $953
12% $9,525 to $38,700, which = $29,175 12% * $29,175 =  $3,501
22% Remaining income from $38,700 to 

$50,000, which = $11,300
22% * $11,300 = $2,486

Total Tax          = $6,940

If your taxable income for the year is higher than $82,500 and less than $157,500, 
you would be in the fourth tax bracket, which means your personal income tax would be 
determined by the first four tax brackets. At the extreme, if your taxable income for the 
year is greater than $500,000, a portion of your income is taxed within each of all seven 
tax brackets shown in Panel A of Exhibit 4.1, with the income in each bracket associated 
with the tax rate for that particular bracket.

marginal tax bracket
Tax bracket specifying 
the income range that 
includes a taxpayer’s 
annual taxable income.

marginal tax rate
The tax rate imposed on 
any additional (marginal) 
income earned.
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Joint Filer Calculation of Personal Income Taxes
Panel B of Exhibit 4.1 shows that taxpayers filing jointly are subject to a 10% tax on 
their first $19,050 of taxable income, then a 12% tax on taxable income above that level 
up to $77,400, then a 22% tax on taxable income above that level up to $165,000, and 
so on. The maximum income in each bracket of Panel B is substantially larger than the 
corresponding bracket in Panel A, because the taxable income is for a married couple in 
Panel B, versus one person in Panel A. Notice that taxpayers filing jointly with higher 
levels of taxable income are subject to higher tax rates, just as single taxpayers are.

The process of determining the personal income tax for a married couple filing jointly 
is exactly the same as the process of determining the personal income tax for a person 
filing single.

Exhibit 4.2 illustrates how the tax brackets are used to determine your personal 
income taxes. The chart shows seven bars, each of which represents a specific tax bracket. 
You begin with the first bar (the lowest income bracket) and move from one bar to the 
next until you reach the bar representing the tax bracket that includes your annual tax-
able income. Each bar along your path is meaningful because you pay the tax rate corre-
sponding to that bar on the portion of your taxable income included in that tax bracket. 
Specifically, the chart illustrates how your taxable income associated with the first bracket 
(represented by the first bar) is taxed at 10%; your income associated with the second tax 
bracket (represented by the second bar) is taxed at 12%; and so on.

Stephanie Spratt’s taxable income of $30,400 over this year falls into the second income 
bracket. Therefore, her personal income taxes will be determined by the first (10%) and 
second (12%) tax brackets, as shown here:

Tax Rate On Taxable Income of: Tax Amount

10% $9,525 10% * $9,525 =   $953
12% Remaining income from $9,525 to 

$30,400, which = $20,875
12% * $20,875 = $2,505

Total Tax          = $3,458

EXAMPLE

If a married couple had taxable income of $90,000 for the year, they would pay:

●● 10% tax on their taxable income up to $19,050 (first income bracket in Panel B),

●● 12% tax on the taxable income from $19,050 to $77,400 (which represents taxable 
income of $58,350 in the second bracket of Panel B), and

●● 22% tax on their remaining taxable income from $77,400 to $90,000 (which 
 represents taxable income of $12,600 in the third bracket of Panel B).

The couple’s tax is computed as follows:

Tax Rate On Taxable Income of: Tax Amount

10% $19,050 10% * $19,050 =   $1,905
12% $19,050 to $77,400, which = $58,350 12% * $58,350 =   $7,002

22% Remaining income from $77,400 to  
$90,000, which = $12,600

22% * $12,600 =   $2,772

Total Tax    = $11,679

EXAMPLE
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Summary of Determining Your Personal Income Taxes 
with the Standard Deduction
In summary, if you take the standard deduction rather than itemize deductions, you can 
follow this simple process to determine your taxes (unless you have some special circum-
stances that complicate your tax calculation):

 1. Start with your salary and add any interest income to derive your gross income.
 2. Subtract IRA contributions and interest paid on your student loans (up to $2,500) 

from your gross income to derive your adjusted gross income.
 3. Subtract your standard deduction to derive your taxable income.
 4. Apply the proper tax rates from the tax brackets to derive your personal 

income tax.

A fifth step would be needed if you qualify for the child tax credit or other credits dis-
cussed later in the chapter. If you have the information that you need, you can determine 
your personal income taxes in a few minutes.

EXHIBIT 4.2 How the Income Bracket Influences the Tax Rate

Calculating Your Taxes If You Itemize Deductions
Itemized deductions are specific types of expenses that can be deducted to reduce your 
taxable personal income. Congress has approved these itemized deductions as tax prefer-
ence items to encourage certain behavior such as home ownership and support of not-
for-profit organizations. Recall that you can choose to itemize your deductions instead 
of taking the standard deduction when calculating your personal income taxes. Some of 
the more common itemized deductions are described next.

itemized deductions
Specific expenses that 
can be deducted to 
reduce taxable income.

Recall that Stephanie Spratt wanted to determine her personal income taxes for the year, 
and each step in the process was explained earlier. Exhibit 4.3 summarizes all her steps.

EXAMPLE

Income Bracket
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Interest Expenses on Mortgage Loans
When people borrow funds to purchase a home, they pay interest expenses, or interest on 
the money that they borrow. The annual interest payments made on their mortgage loans 
are an itemized deduction. Prior to the new tax law, interest paid on the first $1,000,000 
of a mortgage was deductible. Existing mortgages still retain that tax treatment, but for 
new mortgages interest is only deductible on the first $750,000 of the mortgage. Interest 
payments made on car loans and other types of consumer loans are not tax deductible.

State and Local Taxes
Many states impose a state income tax on people who receive income from employers in 
that state. Local municipalities such as large cities or counties may also impose an income 
tax. Owners of homes or other real estate are subject to a real estate tax imposed by the 
county where the property is located. These types of state and local taxes are deductible 
as itemized deductions. However, the deduction that can be applied for all state and local 
taxes in aggregate is capped at a maximum of $10,000.

Medical Expenses
Taxpayers with medical expenses that exceed 7.5% of adjusted gross income may deduct 
that excess amount as an itemized deduction. Notice that the amount of medical expenses 
that is equal to or less than 7.5% of the taxpayer’s AGI is not deductible. This deduction 
is specifically for people who incur an unusually high level of medical expenses in relation 
to their income in a particular year. In 2019, the threshold will increase to 10.0% of AGI.

Eligible medical expenses include diagnosing, treating, easing, or preventing disease; 
health insurance premiums paid for policies that cover medical care or long-term care 
insurance; and the cost of prescription drugs and insulin. For more examples of costs you 
can deduct, see IRS Publication 502, Medical and Dental Expenses. Only unreimbursed 
medical expenses are deductible.

state income tax
An income tax imposed 
by some states on people 
who receive income from 
employers in that state.

real estate tax
A tax imposed on a home 
or other real estate in the 
county where the property 
is located.

Salary $43,000

+  Interest income 0

+  Dividends 0

+  Capital gains 0

5  Gross income 5  $43,000

-  IRA contribution $ 0

-  Interest on student loan -600

5  Adjusted gross income 5  $42,400

-  Standard deduction -  $12,000

5  Taxable income 5  $30,400

* Tax rate  10% * first $9,525 of income    =    $953
 12% * remaining $20,875 of income = $2,505

5  Personal income taxes $3,458

EXHIBIT 4.3 Summary of How Stephanie Spratt Derived Her  
Personal Income Taxes

Go to: 
www.taxadmin.org

To get:
Income tax rates for 
each state.

Financial Planning
ONLINE
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Charitable Gifts
People who make charitable gifts to qualified organizations can deduct their contri-
butions as an itemized deduction (total donations are subject to a cap of 50% of the 
donor’s adjusted gross income). You should keep track of all your charitable contributions 
throughout the year, whether you paid by cash, check, or credit card. For large contribu-
tions you will need a receipt from the charitable organization, and many organizations, 
such as churches, will send a confirmation of all donations as a matter of policy. You 
may deduct the value of property donated to charitable organizations. If the property is 
very valuable, you should probably obtain a professional appraisal.

Comparison of Itemized Deductions  
to the Standard Deduction
Some taxpayers do not own a home, or contribute to charities, or have any other char-
acteristics that would allow them to benefit from itemizing their deductions. They know 
that their best option is to take the standard deduction when calculating their personal 
income taxes. However, other taxpayers have characteristics that may allow them to 
benefit from itemizing their deductions. They should determine whether their itemized 
deductions exceed the standard deduction. If so, they can reduce their personal income 
taxes by itemizing their deductions.

Conditions That Can Provide Tax Benefits
Whether you take the standard deduction or itemize your deductions, you may be able to 
reduce your personal income tax liability if you experience any of the following conditions 
that would allow you to receive income tax credits, tax exemptions, or other tax benefits.

Child Tax Credits
If you have one or more children, you may be eligible for the child tax credit, which is 
allowed for each child in a household who is less than 17 years old at the end of the tax 
year. The child must be either a U.S. citizen or a resident alien. The current level of the 

child tax credit
A tax credit allowed for 
each child in a household.

Go to:
turbotax.intuit.com

To get:
An estimate of your 
tax liability for the year 
and the tax refund that 
you will receive (if you 
already paid in more 
taxes than your tax 
liability), based on your 
income, filing status, and 
deductions.

Financial Planning
ONLINE

Evan has a salary of $70,000, which is the same as his adjusted gross income because he 
does not contribute to an IRA and has no interest expenses on student loans. He will file 
for taxes as a single taxpayer, and therefore has the option to apply the standard deduc-
tion of $12,000 to reduce his taxable income. If Evan chooses to itemize his deductions, 
assume that he can claim the following deductions for the year:

●● He owns a large home and paid about $20,000 in interest on his mortgage.

●● He paid property taxes of about $7,000.

He made charitable gifts of about $3,000. Notice that his total itemized deductions add 
up to $30,000, which clearly exceeds his standard deduction of $12,000. Therefore, 
Evan will obviously benefit from itemizing his deductions rather than taking the standard 
deduction. Exhibit 4.4 shows a detailed comparison of the tax calculation if Evan applies a 
standard deduction (second column) versus if he itemizes his deductions (third column).

The second column of Exhibit 4.4 shows that if Evan claimed a standard deduction of 
$12,000, he cannot apply the itemized deductions. His personal income taxes would be 
$8,700. However, the third column of Exhibit 4.4 shows that if Evan itemizes his deduc-
tions, he can deduct $30,000 instead of the standard deduction of $12,000 from his tax-
able income. In this case, Evan’s personal income taxes would be $4,740, which is almost 
$4,000 less than if he takes the standard deduction. This example illustrates how some 
people can reduce their taxes substantially if they itemize their tax deductions.

EXAMPLE
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If Evan Applies a Standard Deduction If Evan Itemizes His Deductions
Adjusted gross income $70,000 $70,000

-  Standard deduction -  $12,000 -  $0 [Not allowable]

-  Interest expenses on
mortgage

-  $0 [Not allowable] -  $20,000

-  Property tax -  $0 [Not allowable] -  $7,000

-  Charitable gifts -  $0 [Not allowable] -  $3,000

5  Total Deductions -  $0 -  $30,000

5  Taxable income 5  $58,000 5 $40,000

*  Tax rate 10% * first $9,525 of income = $953 10% * first $9,525 of income = $953

12% * income from $9,525 to $38,700
=  12% * $29,175 = $3,501

12% * income from $9,525 to $38,700
=  $12% * $29,175 = $3,501

22% * remaining income from $38,700
to $58,000 = 22% * $19,300 = $4,246

22% * remaining income from $38,700
to $40,000 = 22% * $1,300 = $286

5   Personal income tax $8,700 $4,740

EXHIBIT 4.4 Example of How Taxpayers Can Compare Their Standard Deduction Versus 
Itemized Deductions When Calculating Personal Income Taxes

child tax credit is $2,000 per child. The child tax credit is not available to households 
above certain income levels, but taxpayers who owe no taxes may still receive up to 
$1,400 of the credit per child provided they meet certain minimum income levels. Tax 
credits offset taxes on a dollar for dollar basis, as the full amount of the tax credit is sub-
tracted from taxes owed: A tax credit of $1,000 will reduce your taxes by $1,000. Com-
pare this result with the effect of a $1,000 deduction, which reduces your taxable income 
by $1,000, but reduces your taxes by only a proportion of that amount. For this reason, 
a dollar’s worth of tax credits is more valuable than a dollar’s worth of deductions.

College Expense Tax Credits and Education Savings Plans
College expense credits are tax credits that can help parents and students pay for college 
by lowering their taxes, while some education savings plans allow for income or gains 
on investments to be tax-exempt.

tax credits
Specific amounts used 
to directly reduce tax 
liability.

college expense credits
A tax credit allowed to 
those who contribute 
toward their own or their 
dependents’ college 
expenses.

American Opportunity Tax Credit The American Opportunity Tax Credit allows 
parents or students to receive a tax credit of 100% of the first $2,000 that they spend on 
college expenses and a tax credit of 25% on up to $2,000 of additional college expenses 
in each year of a four-year period.

Reconsider the case of the married couple in the example earlier in the chapter whose 
taxable income was $90,000 and whose total tax was $11,679. If they had a child under the 
age of 17 years old, they would be able to apply a credit of $2,000, which would reduce 
their personal income tax to $9,679. If they had two children under the age of 17 years 
old, they would be able to apply a tax credit of $2,000 * 2 = $4,000, which would reduce 
their personal income tax to $7,679.

EXAMPLE
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Lifetime Learning Tax Credit The Lifetime Learning tax credit allows students or 
their parents to claim 20% of the first $10,000 of college expenses per year as a tax credit. 
Both the American Opportunity Tax Credit and the Lifetime Learning tax credit are 
phased out for higher-income taxpayers. The American Opportunity Tax Credit and the 
Lifetime Learning tax credit cannot both be claimed for the same student in the same year.

Coverdell Savings Accounts Coverdell Savings Accounts allow contributions of 
up to $2,000 per year. These accounts can be used for a wide variety of elementary, high 
school, and college expenses including tuition, fees, academic tutoring, books, supplies, 
and equipment. The contribution to this account is not tax deductible, but when money 
in the account is invested and generates income, that income is exempt from federal taxes 
if withdrawals from the account are used for appropriate education expenses.

Section 529 Savings Plan Parents can invest funds in a Section 529 savings plan, 
in which the money invested will ultimately be used to pay for their children’s education 
expenses. The savings plan does not provide tax credits, but any income or gains earned 
within the savings plan are exempt from federal taxes as long as the money in the account 
is ultimately used to pay for elementary, high school, or college expenses. Some states 
impose a state tax on income earned within the account when funds are withdrawn and 
used to pay education expenses. All parents are eligible for a 529 plan, regardless of 
their income. If the parents decide not to use the funds to pay for the designated child’s 
education expenses, they can withdraw the funds but are subject to significant penalties.

Various expenses are associated with education savings plans. Advisers who help 
parents establish the accounts and investment firms that manage the accounts charge fees. 
Each state has its own specific investment manager and investment options. Parents can 
request that the money be invested in a specific portfolio by the designated investment 
firm for that state.

Earned Income Credit
The earned income credit is a special credit for low-income taxpayers that reduces the 
amount of taxes owed, if any. To qualify, you must work, have earned income, and have 
a limited investment income and adjusted gross income under specified limits that change 
over time.

Coverdell Savings 
Accounts
Accounts that can be 
used for a variety of 
school expenses; income 
earned from investments 
within the accounts are 
exempt from federal taxes.

earned income credit
A credit used to reduce 
tax liability for low-income 
taxpayers.

Investments That Offer Tax Benefits
Some types of investments offer tax benefits in the form of either a tax exemption on the 
income earned or a lower tax rate applied to the gain on the investment.

Debt Issued by Municipalities The income (coupon payments) earned from invest-
ing in debt securities issued by municipalities is commonly exempt from federal taxes. This 
topic is discussed in more detail in Chapter 16.

FREE APPS  
for Personal 

Finance

Qualifying for the Earned Income Tax Credit
Application:
The TurboTax Tax Preparation app (by Intuit) allows you to determine if you qualify for 
the earned income tax credit.

To Find It:
Search for the “TurboTax” app on your mobile device.
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Long-Term Capital Gains A long-term capital gain is a gain from an investment 
in assets that were held for longer than twelve months. A long-term capital gain is not 
taxed for individuals with annual income less than $38,700 for taxpayers filing single 
and $77,400 for married taxpayers filing jointly, and is taxed at 15%, or 20% for oth-
ers, depending on their income level. The long-term capital gains tax rate is normally 
lower than what the tax rate would be if the gain was taxed as ordinary income for any 
taxpayers. A short-term capital gain is a gain on assets that were held twelve months or 
less, and that gain is treated just like ordinary income, so there is no tax benefit. Capital 
gains taxes are discussed in more detail in Chapter 14.

Holding an investment for more than one year can yield significant tax benefits, 
assuming that you have a gain. But taxation of your capital gains is just one of many 
factors that should be considered when making your investment decisions.

How Tax Planning Fits Within Your Financial Plan
Tax planning involves taking actions throughout the year to be able to pay the least 
amount of taxes allowed by law. If you can reduce your taxes, you increase your dispos-
able income, and therefore can increase your net worth. The key tax planning decisions 
for building your financial plan are:

• What tax savings are currently available to you?

• How can you increase your tax savings in the future?

• What records should you keep?

An example of how the tax concepts apply to Stephanie Spratt’s financial plan is 
provided in Exhibit 4.5.

long-term capital gain
A gain on assets that were 
held for twelve months or 
longer.

short-term capital gain
A gain on assets that were 
held less than twelve 
months.

TAX PLANNING

Reduce taxable income (thereby reducing taxes paid) to the extent allowed by the IRS.

ANALYSIS

Gross Income = $43,000

Retirement Account: I did not contribute to a retirement account.

EXHIBIT 4.5 Application of Tax Concepts to Stephanie Spratt’s Financial Plan

FREE APPS  
for Personal 

Finance

Estimating Your Tax
Application:
Use the TaxCaster app (by Intuit) to estimate your taxes and the tax refund you are due 
based on the input (your income, etc.) you provide.

To Find It:
Search for the “TaxCaster” app on your mobile device.
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If I contributed $3,000 to my individual retirement account (IRA), and all other information remained 
the same, I could reduce my  taxable income by $3,000, which would reduce my personal income 
taxes as shown below:

If I Do Not Contribute to My IRA: If I Contribute $3,000 to My IRA:

Salary $43,000 $43,000

+  Interest income 0 0

+  Dividends 0 0

+  Capital gains 0 0

5  Gross income 5  $43,000 5  $43,000

-  IRA contribution -  $0 -  $3,000

-  Interest on student loan -  600 -  600

5  Adjusted gross income 5  $42,400 5  $39,400

-  Standard deduction -  $12,000 -  $12,000

5  Taxable income 5  $30,400 5  $27,400

*  Tax rate 10, * first $9,525 of
income = $953

10, * first $9,525 of 
income = $953

12% * remaining income  
from $9,525 to $30,400

= 12% * $20,875 = $2,505

12% * remaining income 
from $9,525 to $27,400

= 12% * $17,875 = $2,145

5  Personal income taxes $3,458 $3,098

Thus, by contributing $3,000 to my IRA, I can reduce my personal income taxes by $360. A shortcut 
formula that leads to the same conclusion is:

 Tax savings = (Reduction in taxable income) * (marginal tax rate)
 = $3,000 * .12
 = $360

The disadvantage of the tax savings strategy is that I would not have access to funds contributed to 
my IRA for many years.

DECISION

I need to build savings that I can use so that I can buy a new car and perhaps buy a home in the future. 
After achieving these goals, I should seriously consider contributing to my IRA.

DISCUSSION QUESTIONS

 1. How would Stephanie’s tax planning decisions be different if she were a single 
mother of two children?

 2. How would Stephanie’s tax planning decisions be affected if she were 35 years old? 
If she were 50 years old?
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Background on Taxes. Your earned income is 
subject to FICA (Federal Insurance Contributions 
Act), taxes that fund Social Security and Medicare, 
and personal income taxes. Your employer with-
holds a portion of your paycheck to pay your FICA 
taxes and also withholds a portion of your pay-
check to cover your personal income taxes. 

Process for Determining Personal Income 
Taxes. To determine your personal income taxes, 
you must first determine your gross income, which 
represents all reportable income. Next, subtract any 
IRA contributions and interest expenses on student 
loans to derive your adjusted gross income. Then 
apply any allowable deductions, depending on 
whether you take the standard deduction or itemize. 

Calculating Personal Income Taxes When 
Taking the Standard Deduction. To determine 
your taxable income, you have the option to take 
a deduction from your adjusted gross income. The 
Tax Cuts and Jobs Act that was passed in December 
2017 set the standard deduction at $12,000 for 
single taxpayers and $24,000 for married taxpay-
ers filing a joint return. 

Calculating Personal Income Taxes When 
Itemizing. Rather than take the standard deduc-
tion, you can itemize to determine your personal 
income taxes. Itemized deductions are allowed for 
interest payments on mortgages, state and local 
tax payments, unusually high medical expenses, 
and charitable gifts. 

Conditions That Allow Tax Benefits. Child tax 
credits can be applied directly to reduce your tax 
liability. In addition, college expense credits are 
available to individuals who contribute to their 
own or their dependents’ college education. There 
are some college savings plans that allow gains of 
funds invested to be exempt from taxes. There are 
also some types of investments that offer tax ben-
efits in the form of either a tax exemption on the 
income earned or a lower tax rate applied to the 
gain on the investment.

Tax Planning Within Your Financial Plan. 
Effective tax planning may enable you to reduce 
your tax liability. By reducing your personal 
income taxes, you can increase your disposable 
income and, therefore, increase your net worth.

SUMMARY

REVIEW QUESTIONS

All Review Questions are available in MyLab Finance at www.pearson.com/mylab/finance.

1. Tax Consequences. Why is it important to under-
stand the tax consequences of your financial 
decisions?

2. FICA Taxes. What are FICA taxes? Describe the two 
portions of FICA and explain what they pay for. 
Who pays FICA?

3. Medicare. What is Medicare? How much do you 
pay in Medicare taxes?

4. Withholding Tax. What is the withholding tax?

5. Filing Status. What are the five filing statuses?

6. Gross Income. What is gross income? List some 
types of income that are included in gross income. 
What are some types of payments that you might 
receive that would not be included in gross income?

7. Capital Gains. What are capital gains? When is a 
capital gain considered short term? When is it con-
sidered long term? Why is this distinction important?

8. Adjusted Gross Income. How is adjusted gross 
income determined?

9. Standard Deduction. What is a standard deduc-
tion? How much is the standard deduction for tax-
payers filing single? For married taxpayers filing 
jointly?

10. Itemized Deductions. What are itemized deduc-
tions? Provide some examples of itemized 
deductions.

11. Mortgage Interest. How is mortgage interest 
treated for tax purposes? How does it differ from 
auto loan interest?

12. Taxable Income. How is taxable income 
calculated?

13. Marginal Tax Bracket. What is a marginal tax 
bracket? Why is it important?

14. Tax Deduction versus Credit. What is the differ-
ence between a tax deduction and a tax credit? 
Which is more valuable?

15. Tax Credits. List some common types of tax 
credits.
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FINANCIAL PLANNING PROBLEMS

All Financial Planning Problems are available in MyLab Finance at www.pearson.com/mylab/finance.

1. Tax Calculations. Alyssa makes $450 per week. How 
much will be withheld from her weekly check for 
Social Security tax? Medicare tax? Total FICA taxes?

2. FICA Contributions. Brian makes $27,000 per year. 
How much can he expect to contribute to FICA taxes 
in 2018? How much will his employer contribute?

3. Capital Gains Tax. Stephen’s salary is $34,000 in 2018.  
In 2018, he sold stock that he had held for nine 
months for a gain of $1,900. How much tax must he 
pay on this capital gain? How much would the tax be 
if he had held the stock for thirteen months?

4. Deductions. Emily and Paul are married and will 
file a joint return for 2018. The standard deduction 
for their filing status is $24,000. They have the fol-
lowing itemized deductions:

Medical bills above the 7.5% limit $400
Mortgage interest 3,500
State income taxes 1,500
Charitable contributions 250

  Should Emily and Paul itemize their deductions or 
use the standard deduction?

5. Itemized Deduction. Emma’s 2018 adjusted gross 
income is $24,200. She has $1,800 in unreimbursed 
medical expenses. How much in medical expenses 
could Emma claim as an itemized deduction?

6. Itemized Deduction. Dawn’s 2018 adjusted gross 
income is $16,700. Dawn has $1,800 in unreim-
bursed medical expenses. How much can Dawn 
claim as an itemized deduction?

7. Taxable Income. Nick and Nora are married and 
file jointly. They have an adjusted gross income 
of $47,400. If they have itemized deductions of 
$22,500, what is their taxable income?

8. Change in Taxable Income. Using the information 
in problem 7, if Nick and Nora’s itemized deduc-
tions increase by $4,000, how will their taxable 
income be affected?

9. Impact on Taxes. Daniel has a marginal tax rate 
of 24%. He suddenly realizes that he neglected to 
include a $1,000 tax deduction. How will this over-
sight affect his taxes?

10. Impact on Taxes. If Daniel (from problem 9) had 
forgotten a $1,000 tax credit (instead of a $1,000 
tax deduction), how would his taxes be affected?

11. Itemized Deductions. Tracy is single and had 
adjusted gross income of $37,000 in 2018. Tracy 
also has the following items:

Unreimbursed medical expenses $3,000
State income tax 1,850
Interest expense on mortgage 3,040

Real estate tax 700
Interest expense—car loan 550
Interest expense—credit card 125
Gifts to charity 300

  Which of Tracy’s expenses might qualify as 
 itemized deductions?

16. Gross Income. Which of the following would be 
included in gross income?

Salary Prizes
Capital gains Tips
Veteran’s benefits Welfare benefits

Dividend income
Child support Interest income

17. Interest and Dividend Income. Distinguish 
between interest income and dividend income. 
Does their treatment differ for tax purposes?

18. Medical Expenses. Are your total medical 
expenses deductible? Explain.

19. Capital Gains Taxes. Do investors in a low tax 
bracket or a high tax bracket benefit to a greater 

degree from the long-term capital gains tax? 
Explain.

20. Federal Tax System. What is the purpose of income 
tax? Who administers the federal tax system?

21. Coverdell Savings Account. What is a Coverdell 
Savings Account? List some expenses that can be 
paid with Coverdell funds.

22. Earned Income Credit. What is an earned income 
credit?

23. Section 529 Savings Plan. What is a Section 529 
Savings Plan? What is the advantage of this plan?

24. Charitable Gifts. How are charitable gifts treated 
for tax purposes?
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12. FICA Taxes and High Incomes. Jauna made 
$178,400 in salary during 2018. How much were 
her FICA withholdings for that year?

13. Tax Liability. Compute Lana’s tax liability if she is 
single and earned $74,400 in wages. She will take 
the standard deduction.

14. IRA Contributions. Hareem is single and 
earned $104,300 in taxable income. He contrib-
uted $4,200 to an IRA during the year. How much 
did Hareem’s IRA contribution lower his tax 
liability?

15. Social Security. Dorinda earned $112,000. How 
much did she pay in Social Security taxes?

16. Ethical Dilemma. When Larry filed his taxes he 
forgot to include $2,500 in cash income he earned 
painting a friend’s house. He was going through 
his checking account records and noticed the cash 
deposit and realized his mistake.

 a. Should Larry ignore his mistake or file an 
amended return? Why or why not?

 b. What are the possible consequences of Larry 
ignoring the error?

FINANCIAL PLANNING ONLINE EXERCISES

1. Go to the “Federation of Tax Administrators” Web site at www.taxadmin.org. Go to 
“Divisions and Programs” and click on “Research and Tax Rates” and then “Current 
Tax Rates.” Open the file called “State Individual Income Tax Rates,” and answer the 
following questions based on the state in which you live (if there are no taxes in 
your state, select another state where taxes are imposed):

 a. What are the lowest and highest tax rates in your state?

 b. How many tax brackets are there?

 c. What is the exemption for a single taxpayer, for a married couple, and per 
dependent?

 d. Are your federal taxes deductible?

2. Go to turbotax.intuit.com, go to “Tax Calculators” under “Tools & Tips,” and click on 
“TaxCaster calculator” to answer the following questions:

 a. Assume that your filing status is single, you are not a head of household, and you 
are 35 years old. Compute your refund based on the following data: Your wages 
were $65,000, and you had $15,000 withheld for federal taxes and $3,000 for state 
taxes.

 b. Compute your refund using the same data as in 2a except that you are married 
and filing jointly, and your spouse is also 35 years old.

 c. Assume the same facts as in 2b except that you own a home on which you paid 
$15,000 in interest and $5,000 in real estate taxes during the tax year. Compute 
your refund.

 d. Using the same facts as in 2c, assume that you and your spouse both contributed 
$2,000 to a traditional IRA. Compute your refund.

PSYCHOLOGY OF PERSONAL FINANCE: Your Taxes

1. This chapter explains how a portion of your 
income is withheld throughout the year by your 
employer, as required by the Internal Revenue Ser-
vice (IRS). You may have some flexibility on how 
much income can be withheld. A psychological 
advantage of this withholding tax is that the funds 
are pulled from your income before you receive 
your paycheck. It is as if that portion of your 
income was never yours anyway. It may be even 
more painful to receive all the income and then 

have to pay a portion of the income in taxes later. 
If you have a choice, would you prefer to have 
a higher or lower amount of income withheld? 
Explain your opinion.

2. Read one practical article of how psychology 
affects behavior when paying taxes. You can easily 
retrieve possible articles by doing an online search 
using the terms “psychology” and “paying taxes.” 
Summarize the main points of the article.
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VIDEO EXERCISE: Tax Saving Tips

Go to one of the Web sites that contains video clips (such as www.youtube.com) and 
review some video clips that are available about reducing your taxes. You can use 
search phrases in the Web site such as “tax savings tips.” Select one video clip on this 
topic that you would recommend for the other students in your class.

1. Provide the Web link for the video clip.

2. What do you think is the main point of this video clip?

3. How might you reduce your taxes as a result of watching this video clip?

4. List two additional tips you found in other videos.

WEB SEARCH EXERCISE

You can develop your personal finance skills by conducting an Internet search for related 
articles. Find a recent online article about personal finance that reinforces one or more 
concepts covered in this chapter. If your class has an online component, your professor 
may ask you to post your summary of the article there and provide a link to the article 
so that other students can access it. If your class is live, your professor may ask you to 
summarize your application of the article in class. Your professor may assign specific 
students to complete this assignment or may allow any student to do the assignment on 
a volunteer basis.

For recent online articles related to this chapter, consider using the following search 
terms (be sure to include the current year as a search term to ensure that the online 
articles are recent):

• How taxes affect your lifestyle

• How to reduce your taxes

• Tax tips

• Organizing your tax receipts

• How education can reduce your taxes

• Your tax planning
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1. DETERMINING YOUR FICA TAXES

Complete the template to determine your FICA taxes for the year. If you did not work this year, you can 
determine your FICA taxes based on your expected income next year, or once you graduate and start your 
expected occupation.

Estimate Your FICA Taxes

Your Gross Income $  

Social Security Tax Rate = 6.2%

Social Security Tax
        = $  

Medicare Tax Rate = 1.45%

Medicare Tax
          = $ 

Total FICA Taxes
        = $ 

BUILDING YOUR OWN FINANCIAL PLAN: Chapter 4

The financial planning spreadsheets available at www.pearson.com/mylab/finance will 
automatically perform computations, charts, and graphs based on your input.

MyLab Finance
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2. DETERMINING YOUR PERSONAL INCOME TAXES

Complete the template to determine your personal income taxes for the year, based on applying the 
standard deduction (instead of itemizing). If you did not work this year, you can determine your personal 
income taxes based on your expected income next year, or once you graduate and start your expected 
occupation. Your standard deduction is $12,000 if single, $24,000 if married.

Template Used to Estimate Your Taxable Income

Your Gross Income
$  

IRA Contributions        
- $  

Student Loan Interest payment   
- $  

Adjusted Gross Income     
= $  

Standard Deduction        
- $  

Taxable Income          
= $  

Template Used to Estimate Your Personal Income Taxes

Your Taxable Income     
= $  

Tax Bracket Minimum Tax Bracket Maximum Tax Rate Tax

0 9525 10% 0

9525 38700 12% 0

38700 82500 22% 0

82500 157500 24% 0

157500 200000 32% 0

200000 500000 35% 0

500000 37% 0

Total Tax 0

CHILD TAX CREDIT: Taxpayers who have children can take a child tax credit of $2,000 per child (subject to 
some possible restrictions) so account for this credit if you have children in order to finalize the estimate of 
your personal income taxes.
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1. Help the Sampsons estimate their Federal Income Contributions Act (FICA) tax, which consists of 
Social Security and Medicare taxes. For 2018, the FICA tax rate is 7.65% for annual incomes less 
than $128,400.

  Gross Income $  

  FICA Tax Rate x         %

  FICA Tax $  

2. The Sampsons will use the standard deduction of $24,000 rather than itemize their deductions. 
Help the Sampsons estimate their taxable income by filling in the following worksheet.

Gross Income $  

Individual Retirement Account  
(IRA) Contribution

$  

Adjusted Gross Income $  

Standard Deduction $   

Taxable Income $  

3. What is the Sampsons’ marginal tax rate?

   

 

4. Help the Sampsons determine their personal income tax by accounting for the child tax credits. 
The tax credit is $2,000 for each of their two children.

   

Dave and Sharon Sampson want to determine their taxes for this year. Their combined 
income will be $65,000 for the entire year. They did not make any individual retirement 
account (IRA) contributions. The Sampsons are filing jointly.

THE SAMPSONS—A Continuing Case: Chapter 4 MyLab Finance
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 a. Prepare personal financial statements for Brad, including a personal cash flow statement and  
personal balance sheet.

Personal Cash Flow Statement 
Cash Inflows This Month

Disposable income

Total cash inflows

Cash Outflows

Rent

Car payment

Utilities

Smartphone

Health care insurance

Groceries

Your friend Brad Brooks has no control of personal finances. Single and 30 years old, he 
has a good job at a technology company. His monthly disposable income is $4,000. Brad 
recently moved from his apartment where the rent was $1,400 per month to an expensive 
condo. His typical monthly expenses are as follows:

Rent at condo $2,000
Car payment (balance on car loan $10,000;  
market value of car $15,000)

500

Utilities (gas, electric, Internet) 200
Smartphone 200
Health care insurance 100
Groceries 300
Clothes 100
Car expenses (gas, insurance, maintenance) 400
Entertainment (dining out, golf, weekend trips) 700
Credit card payment 100

Brad commonly finances many purchases with his credit cards. His credit card balance 
is $8,000 and climbing. He normally pays $100 monthly to the credit card company, but 
would like to eventually pay off the balance completely, because he pays a very high 
interest rate on that credit. He also wishes he could pay off his car loan, which has a 
 balance of $10,000, and about twenty months left on his existing car loan.

Brad currently has about $1,000 in his checking account. He has furniture valued at $2,000 
and owns stocks valued at $4,000.

Be sure to access the Excel spreadsheets for all Brad Brooks cases at www.pearson.com/
mylab/finance.

 BRAD BROOKS—A Continuing Case: Part 1 MyLab Finance
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Personal Balance Sheet

Assets

Liquid Assets

Cash

Checking account

 Total liquid assets

Household Assets

Car

Furniture

 Total household assets

Investment Assets

Stocks

 Total investment assets

Total Assets

Liabilities and Net Worth

Current Liabilities

Credit card balance

 Total current liabilities

Long-Term Liabilities

Car loan

 Total long-term liabilities

Total Liabilities

Net Worth

Personal Cash Flow Statement 
Cash Outflows This Month

Clothes

Car expenses

Entertainment

Credit card payment

Total Cash Outflows

Net Cash Flows
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 b. Based on these statements, make specific recommendations to Brad about what types of cash 
outflows he could cut to achieve his goals of paying off his credit card balance and his car loan.

   

   

   

 c. If Brad follows your advice, should he use the net cash flows to pay off his car loan or his credit 
card balance first? Why?

   

   

   

 2. Brad believes that if he eliminates his debt and then saves $4,000 per year, and earns a reasonable 
return on his savings, he should be able to retire in twenty-five years.

 a. Assuming that Brad invests the $4,000 per year for twenty-five years, and achieves a return of 5% 
per year, how much savings will he accumulate in twenty-five years?

Future Value of an Annuity

Payment per Period $4,000

Number of Periods 25

Interest Rate per Period 5%

Future Value

 b. Compare the alternative of investing $4,000 every year for twenty-five years if he earns 8% instead 
of 5%.

Future Value of an Annuity

Payment per Period $4,000

Number of Periods 25

Interest Rate per Period 8%

Future Value

 c. Assume that Brad is able to earn 5% on his savings. Do you think that the future value of his sav-
ings will be sufficient for him to retire in twenty-five years assuming that his expenses continue to 
be similar to those he has now? (Consider that he would need to rely on his savings to cover his 
expenses over all his retirement years.)
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 3. Brad wants you to help him determine his taxes. His gross income is $58,700 for the year. He 
makes no contributions to his individual retirement account (IRA) and does not have a student 
loan. He will use the standard deduction of $12,000 since he is single. Estimate Brad’s FICA taxes 
and his personal income taxes.
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The chapters in this part explain the key decisions you can make to 

ensure adequate liquidity. Chapter 5 describes how to select a financial 

institution for your banking needs. Chapter 6 details how you can manage 

your money to prepare for future expenses. Chapter 7 explains how you 

can assess your credit situation, and Chapter 8 explains how to manage 

your credit. Your selection of a financial institution, money management, 

and credit management will influence your liquidity and therefore affect 

your cash flows and wealth.

Your 
Financial 
Plan for

Managing 
Liquidity

Your
Wealth

■ What bank services are most important 
to you?

■ Which financial institution will provide 
the best bank services for you?

■ Can you pay anticipated bills on time?
■ How can you maintain adequate 

liquidity to cover anticipated expenses?
■ How can you invest your remaining 

money among money market 
investments?

■ How can you make certain your credit 
information and your identity information 
are secure?

■ How can you ensure easy access to
credit?

Chapter 5
Banking and 

Interest Rates

Chapter 6
Managing 

Your Money

Chapter 7
Assessing 

and 
Securing 

Your Credit

■ What limit should you impose on 
credit?

■ When should you use credit?

■ Are you eligible to receive credit?
Chapter 8
Managing 
Your Credit

Managing Your Liquidity 2 
part 
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MyLab Finance helps you master the topics in this chapter and study more 
 efficiently. Visit www.pearson.com/mylab/finance for more details.

W hen Shawna arrived 

on campus for her 

first year of college, 

she relied on an automated teller 

machine (ATM) to obtain cash for the 

many little necessities of college life 

(food, movies, and more food). It was 

only on a weekend trip back home, 

where she reviewed her latest bank 

statement, that Shawna became 

aware of a problem. Her bank state-

ment showed thirty-nine separate 

charges for ATM fees. She had been 

charged $1.00 for each trip to an 

“out-of-network” ATM not owned by her bank. There was another $1.50 fee charged by the 

bank that owned the ATM, so each ATM visit created two charges. In addition, Shawna dis-

covered that she had made five balance inquiries on “out-of-network” ATMs, and her bank 

charged $0.50 for each of them. Altogether, for her seventeen visits to the ATM, Shawna 

had accrued $42.50 in ATM fees and $2.50 in inquiry fees for a total of $45.00. Shocked 

at this discovery, Shawna found a bank that offered a mobile app with an ATM locator that 

would enable her to easily find no-fee ATMS. The mobile app also allows her to check her 

account balance at any time, so she will always be aware if she is being charged fees.

This chapter explains how to use a financial institution to manage your daily cash flow. A good 

bank is an essential component of liquidity, whether you are depositing funds in an interest-

earning account or need a loan. You may choose a commercial bank, a credit union, or an 

online bank. In each case it is important to know how well your money is secured. You should 

also be interested in knowing how the bank sets its interest rates on your deposits and on any 

loan you might take out. Interest rates fluctuate frequently and are dependent on several  

factors, as you will find out later in this chapter.

Banking and Interest 
Rates 5 

chapter 

WavebreakmediaMicro/Fotolia
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The objectives of this chapter are to:

• Describe the types and functions of financial institutions

• Describe the banking services offered by financial institutions

• Explain how to select a financial institution for personal use

• Identify the components of interest rates

• Explain why interest rates change over time

• Explain how banking services fit within your financial plan

Types of Financial Institutions
Individuals rely on financial institutions when they want to invest or borrow funds. In this 
chapter, we’ll examine the two major types of financial institutions: depository institu-
tions and nondepository institutions.

Depository Institutions
Depository institutions are financial institutions that offer traditional checking and sav-
ings accounts for individuals or firms and also provide loans. They pay interest on sav-
ings deposits and charge interest on loans. The interest rate charged on loans exceeds the 
interest rate paid on deposits. The institutions use the difference to cover expenses and 
to generate earnings for their stockholders.

Depository institutions are skilled in assessing the ability of prospective borrowers 
to repay loans. This is a critical part of their business because the interest from loans is 
a key source of their revenue.

There are three types of depository institutions: commercial banks, savings institu-
tions, and credit unions.

Commercial Banks Commercial banks are financial institutions that accept deposits 
in checking and savings accounts and use the funds to provide commercial (business) and 
personal loans. The checking accounts normally do not pay interest. The savings accounts 
pay interest, and certain other accounts pay interest and can be used to write checks. 
These accounts are described in more detail in the next chapter. Deposits at commercial 
banks are insured up to $250,000 per depositor by the Federal Deposit Insurance Cor-
poration (FDIC), a government-owned insurance agency that ensures the safety of bank 
deposits. During the financial crisis in 2008–2009, several banks experienced problems 
because many of their mortgage loans defaulted. Depositors were protected as long as the 
deposits were insured by the FDIC. Without deposit insurance, the impact of the crisis on 
individuals would have been even worse.

Commercial banks provide personal loans for the purchase of a car or other big-
ticket items. They also offer mortgage loans for purchasing a home. Some commercial 
banks own other types of financial institutions (such as those described next) that provide 
additional services to individuals.

Savings Institutions Savings institutions (also referred to as thrift institutions) accept 
deposits and provide mortgage and personal loans to individuals. They differ from com-
mercial banks in that they tend to focus less on providing commercial loans. They typi-
cally offer the same types of checking and savings deposits as banks, and these deposits 
are also insured up to $250,000 per depositor by the FDIC. Like commercial banks, 
savings institutions also experienced problems during the financial crisis because many of 
their mortgage loans defaulted. However, depositors at savings institutions were protected 
as long as their deposits were insured.

depository institutions
Financial institutions that 
accept deposits (which 
are insured up to a maxi-
mum level) from individu-
als and provide loans.

commercial banks
Financial institutions that 
accept deposits and use 
the funds to provide com-
mercial (business) and 
personal loans.

savings institutions (or 
thrift institutions)
Financial institutions 
that accept deposits and 
provide mortgage and per-
sonal loans to individuals.
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Credit Unions Credit unions are nonprofit depository institutions that serve members 
who have a common affiliation (such as the same employer or community). Credit unions 
have been created to serve the employees of specific hospitals, universities, and even some 
corporations. They offer their members deposit accounts that are similar to the accounts 
offered by commercial banks and savings institutions; the accounts are insured by the 
National Credit Union Share Insurance Fund (NCUSIF) for up to $250,000 per member. 
Credit unions also provide mortgage and personal loans to their members. They may even 
issue credit cards, and the financing rates on these cards are sometimes lower than those 
issued by other types of financial institutions.

Nondepository Institutions
Nondepository institutions provide various financial services but do not receive federal 
insurance for their deposits. The main types of nondepository institutions that serve 
individuals are finance companies, securities firms, insurance companies, and investment 
companies.

Finance Companies Finance companies specialize in providing personal loans to 
individuals. These loans may be used for various purposes, such as purchasing a car or 
other products, or adding a room to a home. Finance companies tend to charge relatively 
high rates on loans because they lend to individuals who they perceive to have a higher 
risk of defaulting on the loans. When the economy weakens, borrowers may have more 
difficulty repaying loans, causing finance companies to be subject to even higher levels of 
loan defaults. For example, during the financial crisis of 2008–2009, many individuals 
lost their jobs and were unable to repay their personal loans. Thus, finance companies 
experienced more defaults on the personal loans that they provided.

Securities Firms Securities firms facilitate the purchase or sale of securities (such as 
stocks or bonds) by firms or individuals by offering investment banking services and bro-
kerage services. Investment banking services include (1) placing securities that are issued 
by firms, meaning that the securities firm finds investors who wish to purchase those 
securities; (2) advising firms regarding the sale of securities, which involves determining 
the price at which the securities may be sold and the quantity of securities that should be 
sold; and (3) advising firms that are considering mergers about the valuation of a firm, 
the potential benefits of being acquired or of acquiring another firm, and the financing 
necessary for the merger to occur.

In addition to offering investment banking services, securities firms also provide bro-
kerage services, which facilitate the trading of existing securities. That is, the firms execute 
trades of securities for their customers. One customer may desire to sell a specific stock 
while another may want to buy that stock. Brokerage firms create a market for stocks 
and bonds by matching willing buyers and sellers.

Insurance Companies Insurance companies are nondepository institutions that pro-
vide insurance to protect individuals or firms from the financial consequences of possible 
adverse events. Specifically, life insurance companies provide insurance in the event of 
a person’s death. Property and casualty companies provide insurance against damage to 
property, including automobiles and homes. Health insurance companies insure against 
specific types of health care costs. Insurance serves a crucial function for individuals 
because it compensates them (or their beneficiaries) in the event of adverse conditions 
that could otherwise ruin their financial situation. Chapters 11–13 discuss insurance 
options in detail.

Investment Companies Investment companies use money provided by individuals to 
invest in securities to create mutual funds. The minimum amount an individual can invest 
in a mutual fund is typically between $500 and $3,000. Because the investment company 
pools the money it receives from individuals and invests in a portfolio of securities, an 
individual who invests in a mutual fund is part owner of that portfolio. Thus, mutual 
funds provide a means by which investors with a small amount of money can invest in a 

credit unions
Nonprofit depository 
institutions that serve 
members who have a 
common affiliation (such 
as the same employer or 
the same community).

nondepository institutions
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do not offer federally 
insured deposit accounts, 
but provide various other 
financial services.
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ing personal loans to 
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portfolio of securities. More than 9,000 mutual funds are available to individual inves-
tors. More details on mutual funds are provided in Chapter 17.

Financial Conglomerates
Financial conglomerates offer a diverse set of financial services to individuals or firms. 
Examples of financial conglomerates include Citigroup and Bank of America. In addition 
to accepting deposits and providing personal loans, a financial conglomerate may also 
offer credit cards. It may have a brokerage subsidiary that can execute stock transactions 
for individuals. It may also have an insurance subsidiary that offers insurance services. 
It may even have an investment company subsidiary that offers mutual funds containing 
stocks or bonds. Exhibit 5.1 shows the types of services offered by a typical financial 
conglomerate. By offering all types of financial services, the conglomerate aims to serve 
as a one-stop shop where individuals can conduct all their financial activities.

Banking Services Offered
A depository institution may offer you a wide variety of banking services. Although a 
nondepository institution does not offer banking services, it may own a subsidiary that 
can provide banking services. Some of the more important banking services offered to 
individuals are described here.

Checking Services
You use a checking account to draw on funds by using a debit card, making online pay-
ments, or writing checks against your account. Most individuals maintain a checking 
account for paying bills and to avoid having to carry large amounts of cash to make pur-
chases. Although people today increasingly use debit cards, online payment systems, or 
mobile apps for making payments, checks are still used, especially for large transactions. 
To illustrate how your checking account works, assume that you write a check for $1,500 
to your college to pay your fall tuition. The college deposits your check at the bank 
where it has an account. The bank electronically increases the college’s account balance 
by $1,500. At the same time, it reduces your checking account balance by $1,500 if your 
account is at that bank. If your checking account is at another bank, the bank receiving 
the check sends an electronic signal to that bank to reduce your balance by $1,500.

financial conglomerates
Financial institutions 
that offer a diverse set 
of financial services to 
 individuals or firms.

Offers Credit Cards

Provides Personal Loans

Provides Insurance Services

Accepts DepositsBank Subsidiary

Provides Brokerage ServicesSecurities Subsidiary

Offers Mutual Funds

Insurance Subsidiary

FINANCIAL CONGLOMERATE

EXHIBIT 5.1 How a Financial Conglomerate Serves Individuals
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Debit Cards A debit card is a payment card that can be used to make purchases that 
are charged against the cardholder’s checking account. If you use a debit card to pay 
$100 to a car repair shop, your checking account balance is reduced by $100, while the 
account balance at the car repair shop is increased by $100. Thus, using a debit card has 
the same result as writing a check from your checking account. Most individuals prefer 
to use a debit card because it is easier to carry than their checkbook. Many merchants 
accept payments by debit card. In fact, some merchants may accept payments by debit 
card but not a check because they fear that a check may bounce. Although a debit card 
looks similar to a credit card, a debit card is intended to be used for convenience and 
does not provide credit. That is, the holder can only use a debit card to make purchases 
up to the checking account balance. The use of a debit card does not create debt and 
can be especially valuable for individuals who prefer that their purchases be constrained 
by the balance in their checking account. In contrast, a credit card allows individuals to 
spend beyond their checking account balance but creates a debt to the credit card holder 
that must be repaid.

Although debit cards are convenient, they have some disadvantages. If your debit 
card is stolen, the thief can empty your entire checking account within a very short time, 
perhaps by using the debit card to make online purchases. Although you are not liable for 
the loss if you report the stolen card immediately to your bank, the bank may not restore 
the funds to your account for a period of time. If you fail to report a stolen debit card 
for more than 60 calendar days after receiving your account statement from the bank, 
you are liable for the entire loss. If your debit card is stolen, call the bank immediately 
to report the theft and then send a follow-up letter as well. To prevent a thief from using 
your debit card to withdraw cash from your account at an ATM, never keep your per-
sonal identification number (PIN) with your debit card.

Another possible disadvantage of debit cards is that if you use your card for many 
transactions, you might forget to make a record of all transactions. As a result, you will 
have less money in your account than you think you have, and you could possibly over-
draw your account and incur overdraft fees.

Mobile Banking Many financial institutions now offer mobile applications that enable 
you to bank via your smartphone. Using your phone, you can check your account balance 
and review recent transactions. If you use your debit card frequently and don’t want to 
have to keep a record of your transactions, these apps can help you avoid overdrawing 
your account. Some apps will send you a text alert if your balance falls below a certain 
level. Such apps can be especially useful if you use your debit card to buy gasoline for your 
car. Because you have to swipe your card before pumping the gas, the payment system 
cannot charge your account immediately for the exact cost of your purchase. Instead the 
system may freeze an amount in your account that is sufficient to pay for 25 or more gal-
lons of gasoline even though you buy only 5 gallons. The freeze will be lifted in a day or 
so, but until it is, $50 or $100 could be frozen in your account, causing you to overdraw 
the account unless you’re aware of the available balance.

Most financial institutions’ apps also allow you to use your smartphone to deposit 
checks that you receive. You simply endorse the check on the back, photograph the front 
and back of the check, and transmit the photographs to your bank via your phone. An 
app will also help you find your bank’s closest ATM when you need cash.

You may be able to use your smartphone instead of a debit card. Applications such 
as Apple Pay and Android Pay allow you to pay for purchases by simply waving your 
smartphone by a machine instead of swiping your debit card. Merchants are increasingly 
accepting this form of payment.

Paying Bills on Time Your checking account provides a quick and convenient means 
of paying bills. There are psychological forces that influence how people pay bills. 
Although no one enjoys paying bills, people deal with the process in different ways. Some 
people try to avoid the stress of bill paying by ignoring their bills. They defer payment, 

debit card
A card that is used to 
make purchases that are 
charged against a check-
ing account.
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perhaps with the hope that their creditors will forget about the bills. But creditors tend 
to remember what they are owed, and, if you fail to pay by the deadline, you will receive 
a late notice and will be charged a late fee.

If you frequently incur late fees, consider keeping a schedule of your deadlines on 
your calendar. By avoiding these fees, you will have more money that you can use in other 
ways. You can avoid late payments by setting up an online payment system at your bank’s 
Web site. This system allows payments to be made automatically from your checking 
account each month to cover bills before the due date. Automatic payments are especially 
useful for bills that are the same (or nearly the same) amount each month such as your 
Internet access or cable TV bill. If a bill varies considerably from month to month such 
as the heating bill for your apartment, you may not want to have it paid automatically. 
Instead, you can set up the online system so that you enter the exact amount to be paid 
each month.

Checking Account Fees Most financial institutions charge a monthly fee for a check-
ing account, but there are usually ways to avoid the monthly fee or at least reduce it 
substantially. Because the fees can easily amount to more than $100 per year, you have 
an incentive to look for a way to avoid them. Most banks waive the monthly fee if you 
maintain a minimum balance in your account. Although the required minimum balance 
may be as much as $1,500 or higher, some banks require only $100 or so. Therefore, it 
pays to compare the required minimum balance among financial institutions before you 
select a financial institution.

Some banks also waive or reduce the fee if you authorize direct deposits to your 
account each month. Many companies will use direct deposit for your paycheck, so ask 
your employer if that can be arranged. If you are comfortable with online and mobile 
banking, you will find that many banks will not charge you a monthly fee if you do all 
your banking transactions through the Internet and ATMs, which cost the banks much 
less than if you require help from employees at the branches. Finally, some banks offer 
no-fee checking accounts for students or veterans, although these accounts may allow 
you to write only a small number of checks per month.

Monitoring Your Account Balance As you use funds from your checking account, 
you should record each transaction in your checkbook whether you’re writing a check 
or using a debit card, a mobile app, or an automatic payment system. By doing this, you 
can always determine how much money is in your account. By keeping track of your 
account balance, you can make sure that there is money in your account when you want 
to use the funds. This is very important because you may be charged fees if you write a 
check that bounces or if there are insufficient funds in your account to make an automatic 
payment that you have requested. You may also be charged a monthly fee if your balance 
falls below the required minimum. Most financial institutions allow you to access your 
account at their Web site to check your balance online, but you should also keep a record 
of all of your transactions so that you can ensure that your balance according to your 
financial institution is accurate.

FREE APPS  
for Personal 

Finance

Your Banking Services
Application:
The Chase Mobile app (by JPMorgan Chase & Co.) allows bank customers who have 
established an account to pay bills and credit cards, transfer money between accounts, 
and see their cash balance. Also check to see if any other financial institutions that you 
use offer apps like this.

To Find It:
Search for the “Chase Mobile” app on your mobile device.
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Reconciling Your Account Balance Financial institutions normally send a check-
ing account statement once a month. If you have signed up for online banking, you may 
receive the statement by e-mail. When you receive your bank statement, you should make 
sure that the statement reconciles (agrees) with your record of transactions in your check 
register. Make sure that all deposits are listed, whether the deposits were made by direct 
deposit, via your smartphone, or at an ATM or bank branch. Then compare the checks 
in your register with those listed on the statement. Put a checkmark in your register 
beside the checks that the statement indicates have cleared (been deducted from your 
account). Next compare all your electronic transactions, debit card purchases, and ATM 
withdrawals with those on the statement. To reconcile the balance in your register with 
the balance on the statement, subtract any uncleared checks or unprocessed transactions 
from the statement balance. The result should equal the balance in your check register.

Many banks provide a worksheet that can be used to reconcile your account balance. 
An example of a reconciliation worksheet is shown in Exhibit 5.2. Your account balance 
can be compared with the balance shown on the bank statement. If there is a discrepancy, 
your balance may be wrong, or the bank’s statement could be incorrect. The first step 
is to verify your math in your check register and then double-check your math on the 
reconciliation worksheet. If you still cannot resolve the discrepancy, contact the bank.

You may think that reconciling your balance is a waste of time because you can easily 
check your balance online and review your recent transactions there, but the reconcilia-
tion is useful for several reasons. First, banks rarely make errors with checking accounts, 
but errors are possible, so you should always review your account. Second, you should 
check all the debit card transactions to make sure that all of them are valid and that no 
one has used your card without permission. Finally, reviewing all of your monthly trans-
actions enables you to see where your money is going. When you realize that you spent 
more than $100 last month on your daily cappuccino, you may rethink your coffee habits.

Check Float
When you write a check, your checking account balance is not reduced until the check is 
cashed by the recipient and the check clears. The time from when you write a check until 

Last month the balance in your checking account was $800. This month you deposited 
$100 to your account. You wrote two checks that cleared, totaling $200, and used your 
debit card for three purchases, totaling $300. You did not withdraw any funds from the 
account, and no fees were charged this month. Your balance for this month is:

Last month’s balance $800

+ Deposits + $100

- Checks that cleared - $200

- Debit card purchases - $300

= New balance = $400

In a month when you had no fees or withdrawals, the balance in your register should be 
the same as the balance on your statement as long as all the checks that you wrote have 
cleared. But if you had written a check that has not yet cleared, the balance on your state-
ment would exceed the balance in your register by the amount of that check. If you wrote 
a check for $100 that has not yet cleared, you can record that payment in your register 
immediately at the time of payment. Yet, the balance on your checking account statement 
would not include this payment until the check clears. This can cause some individuals 
to think that they have more money available than they really have and therefore might 
cause them to spend beyond the balance that is in their checking account. For this reason, 
do not rely on the monthly statement to determine your daily balance.

EXAMPLE
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your checking account balance is reduced is referred to as the float. The float is partially 
due to the time it takes for the bank where the check is deposited to send information to 
your bank. Some individuals do not have sufficient funds in their account at the time that 
they write a check, expecting that the float will take a few days. This gives them time to 
deposit enough funds in their checking account before the check clears.

However, in October 2004, The Check Clearing for the 21st Century Act (referred 
to as Check 21) was implemented. This act allows banks to transmit electronic images of 
checks. Thus, if you make a payment to a person or company by check, the check may 

Beginning balance = $1,500

Deposits $100

$400

$500 + $500

Withdrawals $50

$150

$200 - $200

Checks that have cleared $700

$100

$800 - $800

Debit card transactions $25

$50

$125

$200 - $200

Automatic bill payments $100

$100

$200 - $200

Bank fees $0 - $0

Balance shown on bank statement

Adjusted bank balance
(your prevailing bank balance)

$600

$400

Checks that have not yet cleared $100

$100

$200 - $200

EXHIBIT 5.2 Example of a Worksheet to Reconcile Your Bank Statement

Your most recent checking account statement shows that you have a balance of $500. 
However, yesterday you wrote checks totaling $300 to pay bills. When these checks clear, 
your balance will be $200. Today, you received a credit card bill for $250. Even though 
this amount is less than the balance shown on your most recent statement, you do not 
have sufficient funds in your checking account to pay this bill.

If you write a check to cover the credit card bill or attempt to pay it online, you will create 
an overdraft because you really have only $200 in your account. By using the register 
to keep track of your transactions, you will always know the amount of funds available 
in your account.

EXAMPLE
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clear the same day. The float may be virtually eliminated, which means you should always 
make sure you have sufficient funds in your checking account before you write a check.

Another effect of Check 21 is that you may not receive the original canceled checks 
that you write. Because the banks that receive the checks may transmit electronic images 
of them to your bank, you may receive a copy of the electronic image (called a substitute 
check) instead of the original check with your statement.

Electronic checking deters fraud. When you write a check to a retail store for a 
purchase, the funds are electronically transferred from your account to the retail store’s 
account. The cashier at the store stamps the back of the check, gives it back to you, and 
the check clears immediately. This system reduces fraud because the payee knows if 
there are sufficient funds in the customer’s account to make a purchase. If there are not 
enough funds, the electronic transfer does not occur, and the check writer cannot make 
the purchase. Reducing fraud saves retail stores money and may make them more willing 
to accept checks.

Savings Accounts
In addition to checking accounts, financial institutions offer savings accounts, where 
you can deposit money that you do not intend to use for daily expenses. Unlike most 
checking accounts, savings accounts pay interest on the funds deposited there, although 
in recent years the interest rate has been quite low. Generally, you cannot write checks 
on the funds in your savings account or use the funds for purchases with a debit card. 
However, you can transfer funds from your savings account to your checking account. 
Most institutions allow you to make transfers at ATMs or by accessing the bank’s Web 
site or by calling an automated phone system. Some institutions also offer mobile apps for 
transfers. The number of transfers that you can make in a month without being charged 
a fee may be limited. Therefore, make sure that you transfer enough funds to cover your 
monthly expenses so that you aren’t charged a fee for excess transfers.

Credit Card Financing
Individuals use credit cards to purchase products and services on credit. At the end of 
each billing cycle, you receive a bill for the credit you used over that period. Mastercard 
and Visa cards allow you to finance your purchases through various financial institu-
tions. Thus, if you are able to pay only the minimum balance on your card, the financial 
institution will finance the outstanding balance and charge interest for the credit that it 
provides to you.

Safety Deposit Boxes
Many financial institutions offer access to a safety deposit box, where a customer can 
store valuable documents, certificates, jewelry, or other items. Customers are charged an 
annual fee for access to a safety deposit box.

Automated Teller Machines (ATMs)
Bank customers are likely to deposit and withdraw funds at an automated teller machine 
(ATM) by using their ATM card and entering their personal identification number (PIN). 
Located in numerous convenient locations, these machines allow customers access to 
their funds twenty-four hours a day, any day of the year. Some financial institutions have 
ATMs throughout the United States and in foreign countries. You can usually use ATMs 
from financial institutions other than your own, but you may be charged a service fee, 
which is often at least $1 per transaction. Some banks now offer mobile apps that allow 
customers to deposit and withdraw funds at ATMs by using their smartphone instead of 
a card. Accessing ATMs by smartphone is safer than using a debit card because thieves 
may attach tiny (almost invisible) devices to ATMs that can read the data on a card and 

safety deposit box
A box at a financial 
 institution where a 
 customer can store 
 documents, jewelry, or 
other valuables.

automated teller machine 
(ATM)
A machine where indi-
viduals can deposit and 
withdraw funds any time 
of the day.
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record a PIN. Then the thieves can use the information to access an account. Thieves 
tend to target ATMs where there is little traffic because they can more easily attach their 
devices to the machines without being noticed.

Cashier’s Checks
A cashier’s check is a check that is written on behalf of a person to a specific payee and 
will be charged against a financial institution’s account. It is especially useful when the 
payee is concerned that a personal check may bounce.

cashier’s check
A check that is written 
on behalf of a person to a 
specific payee and will be 
charged against a finan-
cial institution’s account.

Money Orders
A money order is a check that is written on behalf of a person for a fixed amount that is 
paid in advance. The U.S. Post Office and some financial institutions provide this service 
for a fee. A money order is a better alternative than cash when you need to mail funds.

Traveler’s Checks
A traveler’s check is a check that is written on behalf of an individual and will be charged 
against a large well-known financial institution or credit card sponsor’s account. It is 
similar to a cashier’s check, except that no payee is designated on the check. If traveler’s 
checks are lost or stolen, the issuer will usually replace them without charge. The fee for 
a traveler’s check varies among financial institutions. Increasingly, travelers are using 
credit cards instead of traveler’s checks. Some issuers including Mastercard issue a prepaid 
card that has the safety features of traveler’s checks in that the issuer will replace the card 
without charge if it is lost or stolen.

Selecting a Financial Institution
Because financial institutions can provide many valuable services, you may want to select 
one financial institution that can provide all the services you need. Your selection of the 
proper financial institution can save you time and money.

Criteria Used to Select a Financial Institution
Your choice of a financial institution should be based on convenience, the ability to pay 
bills online, deposit rates and insurance, and fees.

money order
A check that is written on 
behalf of a person for a 
fixed amount that is paid 
in advance.

traveler’s check
A check that is written on 
behalf of an individual and 
will be charged against a 
large well-known financial 
institution or credit card 
sponsor’s account.
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Finding an ATM Nearby
Application:
Use the ATM Hunter app (by Mastercard) to find a nearby ATM. You can use your cur-
rent location when searching or input an address or an airport.

To Find It:
Search for the “ATM Hunter” app on your mobile device.

You wish to buy a used car for $2,000 from Rod Simpkins, who is concerned that you may 
not have sufficient funds in your account. So you go to Lakeside Bank, where you have 
your checking account. You obtain a cashier’s check from Lakeside Bank made out to Rod 
Simpkins. After verifying your account balance, the bank complies with your request and 
reduces your checking account balance by $2,000. It will likely charge you a small fee 
such as $10 or $15 for this service. Rod accepts the cashier’s check from you because he 
knows that this check is backed by Lakeside Bank and will not bounce.

EXAMPLE

M05B_MADU9969_07_SE_C05.indd   129 28/11/2018   16:46



130 Chapter 5   Banking and Interest Rates

Convenience You should be able to deposit and withdraw funds easily, which means 
the financial institution should be located close to where you live or work. You may also 
benefit if it has ATMs in convenient locations. In addition, a financial institution should 
offer most or all of the services you might need. Most financial institutions offer Internet 
banking, which allows you to keep track of your deposit accounts and even apply for 
loans online. You also usually can transfer funds online from one account to another 
within the institution. For added convenience, many institutions now offer mobile apps 
that allow you to deposit checks, check your account balance, and transfer funds.

Paying Bills Online Many financial institutions have established a system in which 
you can pay bills online instead of writing and sending checks. You establish an online 
account that is tied to your checking account. You are asked to register online, identify 
payees, and provide the payee’s address. For each payee, you are prompted to indicate the 
amount of funds that you would like to have transferred to their account. The financial 
institution reduces (debits) your account balance by that amount and increases (credits) 
the account balance of the payee.

By paying bills online, you avoid the need to write checks and send them by mail. You 
can have payments sent automatically so that you do not need to worry about missing 
a payment. Your list of payees is stored in your online account so that you can pay your 
monthly bills quickly and not have to enter the payee information each time you pay bills. 
You can also track the payments and monitor the history of all bills paid online. You may 
also monitor the history per payee.

Some Web-based financial institutions do not have physical branches. For example, 
Ally Bank (www.ally.com) is a Web-based bank. Although Web-based banks allow you 
to keep track of your deposits online, they might not be appropriate for customers who 
prefer to deposit funds directly at a branch. For customers who prefer to make deposits 
at a branch but also want easy online access to their account information, the most con-
venient financial institutions are those with multiple branches and online access.

Deposit Rates and Insurance The interest rates offered on deposits vary among 
financial institutions. You should comparison shop by checking the rates on the types of 
deposits that you might make. Financial institutions also vary on the minimum required 
balance. A lower minimum balance on savings accounts is preferable because it gives you 
more flexibility if you do not want to tie up your funds. Make sure that any deposits are 
insured by the FDIC or NCUSIF.

Web-based financial institutions tend to pay a higher interest rate on deposits than 
institutions with physical branches because they have lower expenses and can afford to 
pay higher deposit rates. Customers must weigh the trade-off of the higher deposit rates 
against the lack of access to branches.

Customers who prefer to make deposits through the mail may want to capitalize on 
the higher rates at Web-based financial institutions.

Fees Many financial institutions charge fees for various services. Determine what fees 
exist for writing checks or using ATMs. Avoid financial institutions that charge high fees 
on services you will use frequently, even if the institutions offer relatively high rates on 
deposits.
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Paying Your Bills
Application:
The Mint Bills app (by Intuit Mint Bills, Inc.) allows you to pay all your bills online, includ-
ing bank bills and credit card bills.

To Find It:
Search for the “Mint Bills” app on your mobile device.

Go to:
www.fdic.gov; in the site 
search engine, search 
for “A Bank Customer’s 
Guide to Cybersecurity.”

To get:
Tips for safe banking 
over the Internet and 
ways to avoid identity 
theft.

Financial Planning
ONLINE
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An alternative for people who want basic banking services at low or no cost is to 
establish an account at Walmart. While Walmart is not a bank and does not provide loans, 
it has teamed with Green Dot Bank to offer low-cost checking accounts (no fee if you set 
up a direct deposit of at least $500 per month), debit cards, a network of 42,000 ATMs, 
online bill paying, and a mobile app. The accounts are insured by the FDIC.

Interest Rates on Deposits and Loans
The return you receive from your deposits at a financial institution and the cost of bor-
rowing money from a financial institution are dependent on the interest rates. Therefore, 
your cash inflows and outflows are affected by the interest rates at the time of your 
transactions with the institution.

Most depository institutions issue certificates of deposit (CDs), which specify a mini-
mum investment, an interest rate, and a maturity date. For example, a bank may require 
a $500 minimum investment on all the CDs it offers. The maturities may include one 
month, three months, six months, one year, and five years. The money invested in a par-
ticular CD cannot be withdrawn until the maturity date, or it will be subject to a penalty 
for early withdrawal.

The interest rate offered varies among maturities. Interest rates on CDs are commonly 
reported on an annualized basis so that they can be compared among deposits. An annual 
interest rate of 6% on your deposit means that at the end of one year, you will receive 
interest equal to 6% of the amount that you originally deposited.

Risk-Free Rate
A risk-free rate is a return on an investment that is guaranteed for a specified period. As 
an example, at a commercial bank you can invest in a CD with a maturity that matches 
your desired investment horizon. When you invest in a CD that has a maturity of one year, 
you are guaranteed the interest rate offered on that CD. Even if the bank goes bankrupt, 
the CD is insured for its full value up to $250,000 per customer by the federal govern-
ment, so you will receive your deposit back at the time of maturity.

Risk Premium
Rather than investing in risk-free deposits that are backed by the federal government, 
you could invest in deposits of some financial firms that offer a higher interest rate. These 
deposits are sometimes called certificates, but should not be confused with the CDs that 
are backed by government insurance. These certificates are subject to default risk, mean-
ing that you may receive a lower return than you expected if the firm goes bankrupt. In 
fact, you could possibly lose your entire investment. Before investing in any certificates, be 
sure to review the small print in the description to determine if they are federally insured.

If you have accumulated only a small amount of savings, you should maintain all 
your savings in a financial institution where deposits are guaranteed by the government. 
It is not worthwhile to strive for a higher return because you could lose a portion or all 
of your savings.

If you have a substantial amount of money, however, you may consider investing a 
portion of it in riskier deposits or certificates, but you should expect to be compensated 
for the risk. Your potential return should contain a risk premium, or an additional return 
beyond the risk-free rate that you could earn from a deposit guaranteed by the govern-
ment. The higher the potential default risk of an investment, the higher the risk premium 
you should expect.

If a deposit not guaranteed by the government offers a specific return (R) over a 
period and you know the risk-free rate (Rf) offered on a deposit backed by the govern-
ment, you can determine the risk premium (RP) offered on the risky deposit:

RP = R - Rf

certificate of deposit (CD)
An instrument that is 
issued by a depository 
institution and specifies a 
minimum investment, an 
interest rate, and a matu-
rity date.

risk-free rate
A return on an investment 
that is guaranteed for a 
specified period.

risk premium
An additional return 
beyond the risk-free rate 
that can be earned from a 
deposit guaranteed by the 
government.
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Impact of the Economy on the Risk Premium As economic conditions change, 
the risk premium on various types of investments changes. When economic conditions 
weaken, firms that issue various types of debt securities must pay a higher risk premium 
to sell their securities. Investors become more concerned that these types of firms might go 
bankrupt and not repay their debt. Thus, you and other individuals would only consider 
investing in such debt securities during weak economic conditions if the premium was 
large enough to compensate for the risk. Conversely, under more favorable economic 
conditions, firms are in better financial health and are less likely to go bankrupt. Thus, 
investors are more willing to invest in debt securities issued by firms, and the risk pre-
mium is lower.

Twisted Perception of the Risk Premium When the economy weakens and the 
risk premium rises (for the reasons just explained), some investors are attracted to invest-
ments, but for the wrong reasons. They may decide to pursue investments with higher 
risk premiums in a weak economy to make up for limited income. However, their logic 
is irrational. The higher risk premium on investments during a weak economy is offered 
as compensation to investors for accepting more risk. Investors should not seek more 
risk on their investments as a substitute for limited job opportunities. In fact, if you have 
limited income because of a bad economy, a more rational strategy would be to focus 
on safe investments, even if they offer a lower return, so that you can avoid any losses in 
case you need the funds that you invested.

Comparing Interest Rates and Risk
When considering investments that have different degrees of risk, your choice depends 
on your risk tolerance. If you plan to use all your invested funds for necessities one year 
from now, you may need to avoid risk completely. In this case, you should choose a 
risk-free investment because other investments could be worth less in one year than they 
are worth today. The trade-off is that you will receive a relatively low rate of interest on 
your investment.

If you will need only a portion of your initial investment at the time the investment 
matures, you may be willing to take some risk. In this case, you may prefer an investment 
that offers a higher interest rate than the risk-free rate, but is exposed to the possibility 
of a loss. You can afford to take some risk because you would still have sufficient funds 
to pay for your necessities even if the investment results in a loss. However, you should 
still consider a risky investment only if the risk premium on the investment compensates 
you for the risk.

No single choice is optimal for all investors, as the proper choice varies with the 
investor’s situation and willingness to tolerate risk. Some individuals are more willing to 
accept risk than others. The investment decision is based on your risk tolerance, which 
in turn is influenced by your financial situation.

ECONOMIC 
IMPACT

PSYCHOLOGY  
of Personal 

Finance

Today, your local commercial bank is offering a one-year CD with an interest rate of 3%, 
so the existing one-year risk-free rate is 6%. You notice that Metallica Financial Company 
offers an interest rate of 7% on one-year certificates. The risk premium offered by this 
certificate is

RP = R - Rf

 = 7% - 3%

 = 4%

You need to decide whether receiving the extra four percentage points in the annual 
return is worth the default risk. As you have a moderate amount of savings accumulated, 
you determine that the risk is not worth taking.

EXAMPLE

Go to:
The markets section of 
www.bloomberg.com 
and click on “Consumer 
Interest Rates” under 
“Rates and Bonds.”

To get:
Updated quotations on 
key interest rates and 
charts showing recent 
movements in these 
rates.

Financial Planning
ONLINE
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Term Structure of Interest Rates
When considering investing in bank deposits or other debt securities, you must first deter-
mine your timeline for investing. When investors provide credit to financial markets, the 
relationship between the maturity of an investment and the interest rate on the investment 
is referred to as the term structure of interest rates. The term structure is often based on 
rates of return (or yields) offered by Treasury securities (which are debt securities issued 
by the U.S. Treasury) with different maturities. The rates of CDs and Treasury securities 
with a specific maturity are very similar at a given point in time, so this term structure 
looks very similar to one for deposit rates of financial institutions. The term structure is 
important to investors and borrowers because it provides the risk-free interest rates that 
you could earn for various maturities.

term structure of interest 
rates
The relationship between 
the maturities of risk-free 
debt securities and the 
annualized yields offered 
on those securities.

Maturity Annualized Deposit Rate (%)

1 month

3 months

6 months

1 year

2 years

3 years

4 years

5 years

10  years

1.1

1.3

1.4

1.6

1.8

1.9

2.0

2.1

2.4

EXHIBIT 5.3 Annualized Deposit Rates Offered on Deposits 
with VariousMaturities

Shifts in the Yield Curve The yield curve derived from annualized Treasury security 
yields appears every day in The Wall Street Journal. The current day’s yield curve is com-
pared to the curve from one week ago and four weeks ago. This allows you to easily see how 
the returns from investing in debt securities with different maturities have changed over time.

Loan Rates
Financial institutions obtain many of their funds by accepting deposits from individuals. 
They use the money to provide loans to other individuals and firms. In this way, by deposit-
ing funds, investors provide credit to financial markets. Financial institutions must charge 
a higher interest rate on the loans than they pay on the deposits to have sufficient funds to 

You are considering depositing $500 in a financial institution. You do not expect to need 
the funds for at least three years. You want to assess the term structure of interest rates 
so that you know the interest rate quoted for each maturity. The institution’s rates as of 
today are shown in Exhibit 5.3.

The relationship between the maturities and annualized yields in Exhibit 5.3 is graphed in 
Exhibit 5.4. The term structure shown here for one specific point in time illustrates that annu-
alized interest rates are higher on investments with longer terms to maturity. Thus, the lon-
ger the investment horizon you choose, the higher the annualized interest rate you receive.

If you invest in bank CDs, do not invest in a deposit that has a longer term to maturity 
than the three years (after which you may need the funds) because you will be subject to 
a penalty if you withdraw the funds before that date.

EXAMPLE
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pay for their other expenses and earn a profit. Therefore, to borrow funds, you must nor-
mally pay a higher interest rate on the loan than the prevailing rate offered on deposits. The 
annual interest rate on loans to individuals is often three to seven percentage points above the 
annual rate offered on deposits. For example, if the prevailing annual interest rate on various 
deposits is 2%, the prevailing annual interest rate on loans to individuals may be 5% to 9%.

Exhibit 5.5 shows the relationship between the one-year CD rate and the average 
one-year rate on loans to individuals. Notice how the loan rate rises when financial insti-
tutions must pay a higher rate of interest on the CDs that they offer.

Annual
Yield
(%)

Time to Maturity (Years)

1 2 3 4 5 10
0

0.25

0.50

0.75

1.00

1.25

1.50

1.75

2.00

2.25

2.50

2.75

3.00

3.25

3.50

3.75

4.00

EXHIBIT 5.4 Comparison of Interest Rates Among Maturities

Interest
Rate
(%)

Year

0.0
0.5
1.0

2.0

3.0

4.0

1.5

3.5

2.5

4.5
5.0

6.0
6.5

5.5

7.0

8.0
7.5

8.5

One-Year CD Rate
Estimated One-Year Loan Rate for Individuals

9.0
9.5

10.0
10.5

2010 2011 2012 2013 2014 2015 2016 2017 20181997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

EXHIBIT 5.5 Impact of Deposit Rates on Loan Rates
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The interest rate a financial institution charges for a loan often varies among individ-
uals. Higher rates of interest are charged on loans that are exposed to higher default risk. 
Therefore, individuals with poor credit histories or low incomes will likely be charged 
higher interest rates.

Why Interest Rates Change
A change in the risk-free interest rate causes other interest rates to change. Therefore, 
understanding why the risk-free interest rate changes allows you to understand why other 
interest rates change. Because the interest rate is influenced by the interaction between 
the supply and the demand for funds, a shift in supply or demand will cause a shift in 
the interest rate.

Shift in Monetary Policy
The money supply consists of demand deposits (checking accounts) and currency held 
by the public. The money supply is commonly used by investors as an indicator of the 
amount of funds that financial institutions can provide to consumers or businesses as 
loans.

The U.S. money supply is controlled by the Federal Reserve System (called “the Fed”), 
which is the central bank of the United States. The act of controlling the money supply 
is referred to as monetary policy. The Fed’s monetary policy affects the money supply, 
which can influence interest rates.

The Federal Reserve Bank has funds that are not deposited in any commercial bank 
or other financial institution. The Fed most commonly conducts monetary policy through 
open market operations, which involve buying or selling Treasury securities (debt securi-
ties issued by the Treasury).

When the Fed wishes to reduce interest rates, it increases the amount of funds at com-
mercial banks by using some of its reserves to purchase Treasury securities held by inves-
tors. Investors suddenly have more cash than they did before, which may cause them to 
increase their savings. The amount of funds supplied to the market increases. The increase 
in the supply of funds available increases the amount of funds that banks can lend and 
places downward pressure on the equilibrium interest rate. Consequently, interest rates 
decline in response to the Fed’s monetary policy (see Exhibit 5.6).

During the financial crisis in 2008–2009, economic conditions weakened, and the 
Federal Reserve responded by lowering interest rates. Because the economy remained 
somewhat stagnant over the 2010–2014 period, the Fed maintained the lower interest  
rates. The Fed’s goal was to encourage firms and individuals to borrow money and 
spend money to increase economic growth. In general, firms and individuals are more 
willing to spend with borrowed money when interest rates are low because the cost of  
borrowing is lower.

When the Fed wishes to increase interest rates, it sells to investors some of the Trea-
sury securities that it had previously purchased. The payments made by investors to the 
Fed for these transactions reduce the amount of funds that investors have for savings. 
The reduction in the supply of funds available at commercial banks reduces the amount 
of funds that banks can lend and causes interest rates to increase.

Shift in the Government Demand for Funds
The U.S. government frequently borrows substantial amounts of funds. Any shift in the 
government’s borrowing behavior can affect the aggregate demand for funds and affect 
the interest rate.

money supply
Demand deposits (check-
ing accounts) and cur-
rency held by the public.

monetary policy
The actions taken by the 
Federal Reserve to control 
the money supply.

open market operations
The Fed’s buying and sell-
ing of Treasury securities.

Go to:
The markets section of 
www.bloomberg.com  
and click on “U.S. 
Bonds” under “Rates and 
Bonds.”

To get:
Yields of Treasury securi-
ties with various maturi-
ties. This information is 
useful for determining 
how your return from 
investing funds in Trea-
sury securities or bank 
deposits could vary with 
the maturity you choose.

Financial Planning
ONLINE
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Shift in the Business Demand for Funds
When economic conditions change, businesses review their spending plans and adjust 
their demand for funds. This shift in demand affects the interest rate.

During the credit crisis in 2008–2009, economic conditions weakened substantially. 
Many firms reduced their expansion plans, which meant that they would not need to 
borrow as much money. This reflects a decrease in the demand for funds and results in 
lower interest rates.

Conversely, more favorable economic conditions have the opposite impact.

ECONOMIC 
IMPACT

Firms Are More Willing to 
Borrow Funds to Expand 

Their Business

Individuals
Are More Willing 
to Borrow Funds

Spending Increases 
and Economic 

Conditions Improve

Fed Increases 
Supply of Funds in 
Banking System

Interest Rates 
Decrease

EXHIBIT 5.6 How the Fed Can Stimulate the Economy

How Banking Services Fit Within Your Financial Plan
The key banking decisions for your financial plan are:

• What banking service characteristics are most important to you?

• What financial institution provides the best banking service characteristics  
for you?

As an example, Exhibit 5.7 shows how banking service decisions apply to Stephanie 
Spratt’s financial plan.

If the government reduces (instead of increases) the amount that it borrows, there 
will be a surplus of funds at the original interest rate, which will result in a lower 
 interest rate.

Go to:
www.bankrate.com and 
insert the search term 
“federal reserve.”

To get:
Updated information about 
the Fed’s recent actions 
and upcoming meetings, 
as well as forecasts of 
future policy decisions 
and the potential impact of 
these decisions.

Financial Planning
ONLINE

Assume that the U.S. government suddenly needs to borrow more funds than it normally 
borrows. The total amount of funds demanded will now be larger, which results in a short-
age of funds at the original interest rate. This places upward pressure on the interest rate.

EXAMPLE

Assume that businesses have just become more optimistic about the economy and expect 
an increase in consumer demand for the products they produce. Consequently, they are 
more willing to expand and must borrow more funds to support their expansion. Their 
actions result in an increase in the aggregate demand for funds, similar to the effect of 
increased government borrowing. The shift results in a higher interest rate.

EXAMPLE
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GOALS FOR BANKING SERVICES
1.  Identify the most important banking services.
2.  Determine which financial institution will provide me with the best banking services.

ANALYSIS

Characteristic How It Affects Me

Interest rate offered on deposits

Interest rate charged on mortgages

Interest rate charged on personal
loans

Fees charged for checking services

Location

Online and mobile services available This would make my banking more convenient.

ATMs

DECISIONS

Decision Regarding Important Characteristics of a Financial Institution:

Decision Regarding the Optimal Financial Institution:

This will a�ect the amount of interest income I earn on deposits.
I could use the same financial institution if I buy a home in the future. 

I could use the same financial institution if I obtain a personal loan in the  
future.

I would prefer not to pay fees on a checking account if I maintain the 
minimum balance.

The ideal financial institution would have a branch near my apartment
building and near where I work.

Check locations for convenience and whether any fees are charged for
using ATMs.

My most important banking service is the checking account because I will write many checks every month. I
prefer a bank that does not charge fees for check writing if I maintain a minimum balance. I also value
convenience, which I measure by the location of the financial institution’s branches, and its online and
mobile banking services. I would prefer a financial institution that o�ers reasonable rates on its deposit
accounts, but convenience is more important to me than the deposit rate.

After screening financial institutions according to my criteria, I found three financial institutions that are
desirable. I selected Quality Savings, Inc. because it does not charge for check writing if I maintain a minimum 
balance, has branches in convenient locations, and o�ers online and mobile banking. It also pays relatively high 
interest rates on its deposits and charges relatively low interest rates (compared to other financial institutions) 
on its loans. I may consider obtaining a mortgage there someday if I buy a home, as its mortgage rate was 
comparable to those of other financial institutions.

EXHIBIT 5.7 How Banking Services Fit Within Stephanie Spratt’s Financial Plan

DISCUSSION QUESTIONS

 1. How would Stephanie’s banking service decisions be different if she were a single 
mother of two children?

 2. How would Stephanie’s banking service decisions be affected if she were 35 years 
old? If she were 50 years old?
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Types of Financial Institutions. Depository 
institutions (commercial banks, savings institu-
tions, and credit unions) accept deposits and 
provide loans. Nondepository institutions include 
insurance companies (which provide insurance), 
securities firms (which provide brokerage and 
other services), and investment companies (which 
offer mutual funds). Financial conglomerates offer 
a wide variety of these financial services so that 
individuals can obtain all their financial services 
from a single firm.

Banking Services. Important services offered by 
financial institutions include checking and debit 
card services, savings accounts, credit card financ-
ing, automated teller machines, mobile banking 
services, cashier’s checks, and money orders. 

Selecting a Financial Institution. Financial 
institutions differ in the types of services that they 
offer, the interest rates that they pay for deposits 
or charge for loans, and the fees that they charge 
for providing services. You should compare the 
services offered, interest rates, and fees among 
financial institutions to identify the financial insti-
tution that would be most suitable and convenient 
for you.

Interest Rate Components. An interest rate is 
composed of the risk-free rate and the risk pre-
mium. The risk-free rate is the rate of interest paid 
on an investment that has no risk over a specific 
investment period (such as a bank deposit backed 
by government insurance). The risk premium is 
the additional amount above the risk-free rate 
that risky investments offer. The higher an invest-
ment’s risk, the higher the risk premium it must 
offer to entice investors.

Why Interest Rates Change. Interest rates 
change in response to monetary policy. When the 
Fed pumps more money into the banking system, 
it increases the supply of funds that are available, 
and this reduces interest rates. It can also pull 
funds out of the banking system, which has the 
opposite effect. When the federal government 
or businesses borrow more funds, this places 
upward pressure on interest rates. When they 
reduce their borrowing, this reduces interest rates.

How Banking Services Fit Within Your 
 Financial Plan. Banking services enable you to 
effectively execute financial transactions such as 
bill paying, saving, and borrowing. Thus, they help 
you to achieve your financial plan.

SUMMARY

REVIEWQUESTIONS

All Review Questions are available in MyLab Finance at www.pearson.com/mylab/finance.

1. Types of Depository Institutions. Describe and 
compare the three types of depository institutions.

2. Types of Nondepository Institutions. List and 
describe the four main types of nondepository 
financial institutions.

3. Financial Conglomerate. What is a financial con-
glomerate? List some services financial conglom-
erates provide. Give some examples of financial 
conglomerates.

4. Banking Services. List and describe some of the 
banking services offered by financial institutions.

5. FDIC. What is the FDIC? Why is FDIC insurance 
important?

6. Debit versus Credit Card. What is the difference 
between a debit card and a credit card?

7. Special Services. Name some special services that 
banks provide. How might you make use of them?

8. Selecting a Bank. Steve just received his first 
 paycheck and wants to open a checking account. 
There are five banks in his hometown. What fac-
tors should Steve consider when choosing a bank?

9. Influence of Interest Rates. When making banking 
decisions, why should you be concerned about 
current interest rates?

10. Risk-Free Rate. What is a risk-free rate? Give an 
example of an investment with a risk-free rate. 
Why is there no risk?

11. Reconciling Your Account Balance. What does it 
mean to “reconcile your account balance?” Why is 
it important for you to regularly perform this task?

12. Calculating a Risk Premium. What is a risk pre-
mium? How is the risk premium calculated?

13. Interest Rates. Where do financial institutions 
obtain funds for making loans? How are the 
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South Sun
Hillsboro First Trust Coast

Bank National Bank Bank

ATM Charges:

Home bank Free Free Free Free

Other bank 4 free, $1.25 $1.25 $1.25
then $1
per use

Checking:

Minimum 
deposit $100 $25 $1 $1

Minimum balance 
required to 
avoid fees*

Monthly fees

N/A

$6

N/A

$7

$500

$11

N/A

$2.50

Check-writing 
charges 12 free, 7 free,   Unlimited Each

then $1 then $1 check
per per 50 cents
check check

*N/A means monthly fees apply irrespective of
account balances.

interest rates for loans determined? Are the interest 
rates the same for all borrowers? Why or why not?

14. Impact of Interest Rate Movements. What effect 
would a general change in current interest rates 
have on you as a depositor or borrower?

15. Term Structure of Interest Rates. What is the term 
structure of interest rates? Why is this concept 
important to an investor?

16. Monetary Policy. What is monetary policy? What 
organization controls monetary policy in the 
United States?

17. Change in Interest Rates. Briefly discuss condi-
tions that can cause a shift in the demand for 
funds and a change in the interest rate.

18. Impact of Economy on Risk Premium. Explain why a 
weak economy may cause the risk premium to rise.

19. Risk Premiums Required by Investors. Why is a high-
risk premium an advantage for the investor? Why is 
a low-risk premium an advantage for an investor?

20. Risk Premium on a Deposit. A local bank offers a 
deposit that earns 4% annual interest. The deposit 

is backed by the government if the bank fails. 
What is the risk premium of this depost?

21. Check Float. What is check float? How has check 
float changed due to electronic banking?

22. Cashier’s Checks and Money Orders. What is the 
difference between a cashier’s check and a money 
order?

23. Paying Bills Online. List the advantages of paying 
your bills online.

24. Risk Premium. What is the risk premium of Metal-
lica Financial Company’s two-year interest rate of 
12% given that your local FDIC-insured bank only 
offers a 5% return for two-year CDs? Why is Metal-
lica offering a higher interest rate?

25. Government Borrowing and Interest Rates. What 
is the likely impact of increased government bor-
rowing on market rates of interest?

26. Risk and Return. Why do some investors pursue 
higher-risk investments when their income falls 
during economic downturns? What is wrong with 
this strategy?

FINANCIAL PLANNING PROBLEMS

All Financial Planning Problems are available in MyLab Finance at www.pearson.com/mylab/finance.

Refer to the following table when answering prob-
lems 1 through 4:

1. Selecting a Bank. Jason wants to open a checking 
account with a $100 deposit. Jason believes he 
will write fifteen checks per month and use other 
banks’ ATMs eight times a month. He will not be 
able to maintain a minimum balance. Which bank 
should Jason choose?

2. Selecting a Bank. Julie wants to open a bank 
account with $75. Julie estimates that she will 
write twenty checks per month and use her ATM 
card at the home bank. She will maintain a $200 
balance. Which bank should Julie choose?

3. Selecting a Bank. Veronica plans to open a check-
ing account with her $1,200 tax refund check. She 
believes she can maintain a $500 minimum bal-
ance. Also, she estimates that she will write ten 
checks per month and will use other banks’ ATMs 
as many as fifteen times per month. Which bank 
should Veronica choose?

4. Check Writing Fees. Randy, a student, has $500 to 
deposit in a new checking account, but Randy knows 
he will not be able to maintain a minimum balance. 
He will not use an ATM card, but will write a large 
number of checks. Randy is trying to choose between 
the unlimited check writing offered by South Trust 
and the low per-check fee offered by Sun Coast. How 
many checks would Randy have to write each month 
for the account at South Trust to be the better option?
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5. Checking Account Balance. Paul has an account 
at St. Jerome Bank. He does not track his check-
ing account balance in a checkbook register. Yes-
terday evening, he wrote two checks for $156.66 
and $238.94 and placed them in the mail. Paul 
accesses his account online and finds that his bal-
ance is $568.40, and all the checks he has written 
except for the two checks from yesterday have 
cleared. Based on his balance, Paul writes a check 
for a new stereo for $241.00. Paul has no intention 
of making a deposit in the near future. What are 
the consequences of his actions?

6. Adjusted Bank Balance. Mary’s last bank state-
ment showed an ending balance of $168.51. This 
month, she deposited $600.00 in her account and 
withdrew a total of $239.00. Furthermore, Mary 
wrote a total of five checks, two of which have 
cleared. The two checks that have cleared total 
$143.00. The three remaining checks total $106.09. 
Mary pays no fees at her bank. What is the bal-
ance shown this month on Mary’s bank statement? 
What is the adjusted bank balance?

7. Selecting a CD. Casey has $1,000 to invest in 
a certificate of deposit. Her local bank offers 
her 2.5% on a twelve-month FDIC-insured CD. 

A nonfinancial institution offers her 5.2% on a 
twelve-month CD. What is the risk premium? What 
else must Casey consider in choosing between the 
two CDs?

8. Risk Premium. Spencer is considering investing 
$5,000 in higher risk debt securities that pay 7% 
for a ten-year period of time. What is the risk pre-
mium on that investment assuming he can earn 
2.5% on a one-year CD? What does the size of the 
risk premium tell you about the investment?

9. Ethical Dilemma. Jill just finished reconciling her 
account balance and discovered the bank made 
a $567 error in her favor. She double-checked her 
numbers and is certain the bank made an error, 
and the difference is not a miscalculation on her 
part. Jill knows the amount is miniscule to the 
bank’s overall value but it would help her make a 
payment that is due this month. Should she just 
let the bank find the error and use the money until 
that time? Or, should she report it now?

 a. What should Jill do now that she has discov-
ered the error?

 b. Why is it important to notify someone of a 
financial math error?

FINANCIAL PLANNING ONLINE EXERCISES

1. Go to www.fdic.gov, and insert the search term “A Bank Customer’s Guide to Cyber-
security.” Read the brochure titled “A Bank Customer’s Guide to Cybersecurity.” List 
three steps that you will take or are taking to ensure that your Internet banking is 
safe.

2. a.  Conduct an online search for an Internet bank. Describe the services it offers. 
How do these services differ from the services offered by a “regular” commercial 
bank? Would you bank at an Internet bank? Why or why not?

 b. Find some banks in your region, and study them. Do these banks offer any ser-
vices your current bank does not offer? How do these other banks in your region 
compare to your current bank?

 c. Locate a commercial bank located in a foreign country. How does this bank differ 
from your current bank? Would you consider banking with a foreign bank? Why 
or why not?

3. Go to the markets section of www.bloomberg.com and click on U.S. Bonds under 
“Rates and Bonds.” Next click on “U.S.” and review the “Treasury Yields.”

 a. How does the yield on Treasury securities with longer maturities differ from the 
yield on Treasury securities with shorter yields? Why do you think the yields vary 
with the maturity?

 b. What is the yield on a three-month Treasury security? On a six-month Treasury 
security? If you needed funds in six months, you could invest in two consecutive 
three-month Treasury securities or in one six-month Treasury security. Which 
strategy would you choose? Why?
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4. Go to the news section of www.bloomberg.com. Locate an article related to recent 
market news. Write a brief summary of the article, and explain what impact it is 
likely to have on the economy and you as an individual.

PSYCHOLOGY OF PERSONAL FINANCE: Paying Your Bills

1. Some people purposely ignore a bill and put it 
out of their minds to avoid the stress associated 
with it. Other people pay their bills immediately 
because they worry that they might forget about 
paying them. What drives your behavior toward 
paying bills?

2. Read one practical article of how psychology can 
affect bill-paying behavior. You can easily retrieve 
possible articles by doing an online search using 
the terms “psychology” and “paying bills.” Sum-
marize the main points of the article.

WEB SEARCH EXERCISE

You can develop your personal finance skills by conducting an Internet search for related 
articles. Find a recent online article about personal finance that reinforces one or more 
concepts covered in this chapter. If your class has an online component, your professor 
may ask you to post your summary of the article there and provide a link to the article 
so that other students can access it. If your class is live, your professor may ask you to 
summarize your application of the article in class. Your professor may assign specific 
students to complete this assignment or may allow any student to do the assignment on 
a volunteer basis.

For recent online articles related to this chapter, consider using the following search 
terms (be sure to include the current year as a search term to ensure that the online 
articles are recent):

• Choosing your bank

• Paying your bills online

• Balancing your checkbook

• Using your debit card

• Identifying banks offering the highest bank deposit rates

VIDEOEXERCISE:Banking Tips

Go to one of the Web sites that contain video clips (such as www.youtube.com) and 
view some video clips about banking tips. You can use search phrases such as “banking 
tips.” Select one video clip on this topic that you would recommend for the other stu-
dents in your class.

1. Provide the Web link for the video clip.

2. What do you think is the main point of this video clip?

3. How might you change your use or selection of banking services after watching this 
video clip?

4. Does the information source appear credible? Why or why not?
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NAME DATE

MyLab Finance

1. IDENTIFYING THE PRIMARY SERVICES PROVIDED BY FINANCIAL INSTITUTIONS

Describe the primary services provided by a financial institution that you presently need (common examples 
include checking account, savings account, credit card, debit card, automated teller machines, mobile app).

2. SELECTING YOUR FINANCIAL INSTITUTION

Identify the primary financial institution that you use for the services that you need. (If you do not presently 
use a financial institution, select a financial institution that you may rely on in the future.)

3. IDENTIFYING OTHER SERVICES THAT YOU MAY NEED IN THE FUTURE

Go to the Web site of your primary financial institution and review the different services that it offers. Identify 
a few services that it offers that you have not yet used, but might in the future (common examples include 
car loan, mortgage loan, small business accounts).

BUILDING YOUR OWN FINANCIAL PLAN: Chapter 5

The financial planning spreadsheets available at www.pearson.com/mylab/finance will 
automatically perform computations, charts, and graphs based on your input.
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1. Advise the Sampsons on the maturity to select if they decide to invest their savings in a CD for 
a down payment on a car. Discuss the advantages and disadvantages of the maturity that you 
 recommend the Sampsons use to save for the down payment on a car.

2. Advise the Sampsons on the maturity to select if they decide to invest their savings in CDs for 
their children’s education. Discuss the advantages and disadvantages of the maturity that you 
 recommend the Sampsons use to save for their children’s education needs.

3. If you thought that interest rates were going to rise in the next few months, how might this affect 
the advice that you give the Sampsons about investing in CDs with short-term versus long-term 
maturities?

Recall that the Sampsons would like to save a total of $1,000 per month. They notice that 
their local bank offers the certificate of deposit (CD) rates listed in the following table; 
they now need to determine if they should invest in CDs, and if so, which CDs will best 
suit their savings goals. The Sampsons are saving for a down payment on a new car that 
they will purchase for Sharon within a year. They hope to save money each month for 
their children’s college education, which begins twelve years from now.

Maturity Annualized Interest Rate (%)

1 month 1.0

3 months 1.2

6 months 1.6

1 year 2.0

3 years 2.5

5 years 2.8

7 years 3.0

10 years 3.2

THE SAMPSONS—A Continuing Case: Chapter 5 MyLab Finance
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MyLab Finance helps you master the topics in this chapter and study more  
efficiently. Visit www.pearson.com/mylab/finance for more details.

Jared lives from paycheck to pay-

check. His checkbook register 

showed that he had a balance of  

      $110, so he used his debit card for 

five transactions totaling $30, wrote 

a check for $20 to make the payment 

on his credit card, and had two auto-

matic payments for utilities deducted 

from his account for a total of $50. 

Unfortunately, Jared had forgotten 

to list three debit card transactions 

in his check register, and instead of 

$110, his real balance was $35. As a 

result, the check to the credit card 

company bounced, and the auto-

matic payments were not made. Each 

payee assessed a late fee of $15 for 

the late payment, and the bank charged Jared a nonsufficient funds fee of $35 for the check 

and each automatic payment. Thus, Jared was assessed a total of $150 in penalties.

Part of this expensive lesson for Jared could have been avoided if he had requested overdraft 

protection on his account. The overdraft protection would have saved him from the late fees, 

although he would still have had to pay overdraft fees and possibly interest on the overdraft 

loan. Even though most banks offer mobile apps or other ways to easily check your balance, 

some people fail to keep track of their balances and therefore may have insufficient funds to 

support their transactions. Consequently, they are charged penalty fees by their banks. This 

chapter describes techniques for managing your checking account. It also identifies various 

types of money market investments and explains how the use of cash management can lead 

to increased liquidity within your financial plan.

Managing Your Money 6
chapter 

Wordley Calvo Stock/Fotolia

M06_MADU9969_07_SE_C06.indd   145 28/11/2018   16:53

http://www.pearson.com/mylab/finance


146 Chapter 6  Managing Your Money

The objectives of this chapter are to:

• Provide a background on money management

• Describe the most popular money market investments

• Identify the risk associated with money market investments

• Explain how to manage the risk of your money market investments

• Explain how money management fits within your financial plan

Background on Money Management
Money management describes the decisions you make over a short-term period regard-
ing your cash inflows and outflows. It is separate from decisions about investing funds 
for a long-term period (such as several years) or borrowing funds for a long-term period. 
Instead, it focuses on maintaining short-term investments to achieve both liquidity and 
an adequate return on your investments, as explained next.

Liquidity
As discussed in Chapter 1, liquidity refers to your ability to cover any short-term cash 
deficiencies. Recall that the personal cash flow statement determines the amount of excess 
or deficient funds that you have at the end of a period, such as one month from now. 
Money management is related to the personal cash flow statement because it determines 
how to use excess funds, or how to obtain funds if your cash inflows are insufficient. You 
should strive to maintain a sufficient amount of funds in liquid assets, such as a check-
ing account or savings account to draw on when your cash outflows exceed your cash 
inflows. In this way, you maintain adequate liquidity.

Liquidity is necessary because there will be periods when your cash inflows are not 
adequate to cover your cash outflows. But there are opportunity costs when you maintain 
an excessive amount of liquid funds. A portion of those funds could have been invested in 
less-liquid assets that could earn a higher return than, say, a savings account. In general, 
the more liquid an investment, the lower its return, so you forgo higher returns when 
maintaining a high degree of liquidity.

money management
A series of decisions 
made over a short-term 
period regarding cash 
inflows and outflows.

liquidity
Your ability to cover any 
cash deficiencies that you 
may experience.

Using Credit Cards for Liquidity Some individuals rely on a credit card (to be 
discussed in detail in Chapter 8) as a source of liquidity rather than maintaining liquid 
investments. Many credit cards provide temporary free financing from the time you make 
purchases until the date when your payment is due. If you have insufficient funds to pay 
the entire credit card balance when the bill is due, you may pay only a portion of your 
balance and finance the rest of the payment. The interest rate is usually quite high, com-
monly ranging from 8% to 20%. Maintaining liquid assets that you can easily access 
when you need funds allows you to avoid using credit and paying high finance charges.

Stephanie Spratt’s cash inflows are $3,000 per month after taxes. Her cash outflows are 
normally about $2,600 per month, leaving her with $400 in cash each month. This month 
she expects that she will have an extra expense of $600; therefore, her cash outflows 
will exceed her cash inflows by $200. She needs a convenient source of funds to cover 
the extra expense.

EXAMPLE

M06_MADU9969_07_SE_C06.indd   146 28/11/2018   16:53



 Money Market Investments 147

Many consumers initially obtain a credit card to serve liquidity needs, but then end 
up using it in other ways. Some consumers rely on the credit card for many of their pur-
chases. Although their plan was to always pay off the credit card balance each month, 
they may be incapable of paying off the balance if the amount of their purchases is large. 
Paying the minimum payment on the credit card bill may seem painless, as most of the 
bill can just be deferred into the future. Some consumers feel the pleasure of putting off 
the payment and ignore that they will have to repay the debt as well as the interest later. 
Although credit cards can serve as an excellent source of liquidity, there is the danger that 
they are used as a permanent source of financing, which may result in credit repayment 
problems later.

Adequate Return
When you maintain short-term investments, you should strive to achieve the highest pos-
sible return. The return on your short-term investments is dependent on the prevailing 
risk-free rate and the level of risk you are willing to tolerate. Some assets that satisfy your 
liquidity needs may not necessarily achieve the return that you expect. For example, you 
could maintain a large amount of cash in your wallet as a source of liquidity, but it would 
earn a zero rate of return. Other investments may provide an adequate return, but are not 
liquid. To achieve both liquidity and an adequate return, you should consider investing in 
multiple money market investments with varied returns and levels of liquidity.

Money Market Investments
Common investments for short-term funds include the following money market 
investments:

• Checking account

• NOW account

• Savings deposit

• Certificate of deposit

• Money market deposit account (MMDA)

• Treasury bills

• Money market fund

• Asset management account

All these investments except Treasury bills and money market funds are offered by 
 depository institutions and are insured for up to $250,000 in the event of default by the 
institution. In this section, we’ll examine each of these investments in turn and focus on 
their liquidity and typical return.

Checking Account
Individuals deposit funds in a checking account at a depository institution to write checks 
or use their debit card to pay for various products and services. A checking account is a 
very liquid investment because you can access the funds (by withdrawing funds or writ-
ing checks) at any time.

Overdraft Protection Many depository institutions offer overdraft protection, which 
protects a customer who engages in a transaction by using a debit card or writing a check 
for an amount that exceeds the checking account balance. The protection is essentially a 
short-term loan. For example, if you write a check for $300 but have a checking account 
balance of only $100, the depository institution will provide overdraft protection by 
making a loan of $200 to make up the difference. It will also charge you an overdraft fee.  
Without overdraft protection, checks written against an insufficient account balance 

PSYCHOLOGY  
of Personal 

Finance

overdraft protection
An arrangement that 
protects a customer who 
uses a debit card or writes 
a check for an amount 
that exceeds the check-
ing account balance; it 
is a short-term loan from 
the depository institu-
tion where the checking 
account is maintained.
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bounce, meaning that they are not honored by the depository institution. In addition, a 
customer who writes a check that bounces may be charged a penalty fee by the financial 
institution. Overdraft protection’s cost is the overdraft fee and the high interest rate 
charged on the loan. You can avoid the cost of overdraft protection by keeping track of 
all your transactions and checking your balance regularly.

Stop Payment If you write a check but believe that it was lost and never received by 
the payee, you may request that the financial institution stop payment, which means that 
the institution will not honor the check if someone tries to cash it. In some cases, a cus-
tomer may even stop payment to prevent the recipient from cashing a check. For example, 
if you write a check to pay for home repairs, but the job is not completed, you may decide 
to stop payment on the check. Normally, a fee is charged for a stop payment service.

If you have arranged to have bills paid automatically from your account, you can 
also use a stop payment order to stop a one-time payment. If you want to stop all future 
automatic payments to a company, you can call or write to your bank saying that you 
have revoked authorization for automatic payments to that company. Some financial 
institutions have an online form at their Web sites that you can use to revoke authoriza-
tion. Be aware that revoking authorization for all automatic payments to a company 
does not cancel your contract with that company. For example, if you have been paying 
your cable television bill with automatic payments, using a one-time stop payment order 
or revoking authorization does not end your contract with the cable company. You will 
have to contact the company directly and cancel the service.

Direct Deposit You can set up a direct deposit system so that your paychecks go 
directly from your employer to your financial institution. Therefore, you will not need to 
deposit your paychecks. In fact, many employers now pay only through direct deposit. 
Direct deposit offers several advantages. Not only is it safer because there is no chance 
that you will lose your paycheck, but it can also help you save money in several ways. 
Banks often waive checking account fees if you have at least one direct deposit per month. 
In addition, some employers will allow you to split your pay between your checking and 
savings accounts. Saving can be easier if a certain amount is directly deposited into your 
savings account each month.

Some people also find that the direct deposit system helps them save money because 
they tend to spend the money immediately if they cash their paycheck. When they have 
their paycheck sent directly to their checking account, they do not have excess cash to 
spend. Furthermore, their record of their spending by check or debit card allows them to 
monitor how they spend their money over time.

Some financial institutions offer a direct deposit advance, which allows you to bor-
row up to a certain amount (often $500) from your next direct deposit. When the next 
direct deposit arrives, the bank deducts the amount of the advance plus fees before put-
ting the money in your account. Depending on the institution, the fees may be lower than 
those for overdraft protection. Nevertheless, the fees will still be costly, so a direct deposit 
advance should be used only in an emergency.

Fees Depository institutions may charge a monthly fee such as $15 per month for 
providing checking services unless the depositor maintains a minimum balance in the 
checking account or a minimum aggregate balance in other accounts at that institution 
or receives direct deposits. Some financial institutions charge a fee per check written 
instead of a monthly fee. The specific fee structure and the rules for waiving the fee vary 
among financial institutions, so you should compare fees before you decide where to set 
up your checking account.

No Interest A disadvantage of investing funds in a checking account is that the funds 
do not earn any interest. For this reason, you should keep only enough funds in your 
checking account to cover anticipated expenses and a small excess amount in case unan-
ticipated expenses arise. You should not deposit more funds in your checking account 
than you think you may need because you can earn interest by investing in other money 
market investments.

stop payment
A financial institution’s 
notice that it will not honor 
a check if someone tries 
to cash it; usually occurs 
in response to a request 
by the writer of the check; 
can also be used to stop 
an automatic payment 
from a checking account.

PSYCHOLOGY  
of Personal 

Finance
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NOW Account
Another deposit offered by depository institutions is a NOW (negotiable order of 
 withdrawal) account. An advantage of a NOW account over a traditional checking 
account is that it pays interest, although the interest is relatively low compared with 
many other bank deposits. The depositor is required to maintain a minimum balance in 
a NOW account, so the account is not as liquid as a traditional checking account.

Savings Deposit
Traditional savings accounts offered by a depository institution pay a higher interest rate 
on deposits than offered on a NOW account. In addition, funds can normally be with-
drawn from a savings account at any time. A savings account does not provide checking 
services. It is less liquid than a checking account or a NOW account because you cannot 
use the account to write checks or to make purchases with a debit card. If your checking 
account debit card is linked to your savings account, however, you can use it to withdraw 
cash from the savings account at an ATM. You can also easily transfer funds from a sav-
ings account to a checking account at an ATM or by using a mobile app. The interest 
rate offered on savings deposits varies among depository institutions. Many institutions 
quote their rates on their Web sites.

Automatic Transfer You may want to consider setting up an automatic transfer at 
your bank to move funds from one account to another. For example, you could request 
that your financial institution automatically transfer $50 from your checking account to 
your savings account every two weeks. This allows you to build your savings automati-
cally, as you do not have to initiate the transfer. However, you should only set it up if 
you are sure that you will still have sufficient funds in your checking account to cover 
your spending needs.

The automatic transfer is not only convenient but can also ensure that you save a 
portion of your paycheck. You might not remember to request the transfer of funds from 
your checking account to your savings account if it is not done automatically. Therefore, 
your checking account will accumulate more funds, and this might encourage you to 
spend whatever funds you have. With the automatic transfer from your checking account 
to your savings account, you have less money available to spend.

Certificate of Deposit
As mentioned in Chapter 5, a certificate of deposit (CD) offered by a depository institu-
tion specifies a minimum amount that must be invested, a maturity date on which the 
deposit matures, and an annualized interest rate. Common maturity dates for CDs are 
one month, three months, six months, one year, three years, and five years. Some financial 
institutions will automatically roll over or renew CDs at the same maturity when they 
mature. Before the maturity date, the institution is required to send a written statement 
telling you when the CD will mature and whether it will automatically renew (unless you 
request that it not be). CDs can be purchased by both firms and individuals. CDs that 
have smaller denominations (such as $5,000 or $10,000) are sometimes referred to as 
retail CDs because they are more attractive to individuals than to firms.

Return Depository institutions offer higher interest rates on CDs than on savings depos-
its. The higher return is compensation for being willing to maintain the investment until 
maturity. Interest rates are quoted on an annualized (yearly) basis. The interest to be 
generated by your investment in a CD is based on the annualized interest rate and the 
amount of time until maturity. The interest rates offered on CDs vary among depository 
institutions.

Liquidity A penalty is imposed for early withdrawal from CDs, so these deposits are 
less liquid than funds deposited in a savings account. You should consider a CD only if 
you are certain that you will not need the funds until after it matures. You may decide to 
invest some of your funds in a CD and other funds in more liquid assets.

NOW (negotiable order of 
withdrawal) account
A type of deposit offered 
by depository institutions 
that provides check-
ing services and pays 
interest.
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retail CDs
Certificates of deposit 
that have small denomina-
tions (such as $5,000 or 
$10,000).
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150 Chapter 6  Managing Your Money

Choice Among CD Maturities CDs with longer terms to maturity typically offer 
higher annualized interest rates. However, CDs with longer maturities tie up your funds 
for a longer period of time and are therefore less liquid. Your choice of a maturity date 
for a CD may depend on your need for liquidity. For example, if you know that you may 
need your funds in four months, you could invest in a three-month CD and then place 
the funds in a more liquid asset (such as your checking account or savings account) when 
the CD matures. If you do not expect to need the funds for one year, you may consider 
a one-year CD.

Money Market Deposit Account (MMDA)
A money market deposit account (MMDA) is a deposit account offered by a depository 
institution that requires a minimum balance to be maintained, has no maturity date, pays 
interest, and allows a limited number of withdrawals per month. The minimum balance 
and fees vary among financial institutions. For example, an account might require that a 
minimum balance of $2,500 be maintained over the month and charge a $15 per month 
fee in any month when the minimum balance falls below that level. Under federal regula-
tions, funds cannot be withdrawn by check, debit card purchase, or electronic transfer 
more than six times each month, but unlimited withdrawals of cash may be made at an 
ATM or in person at a bank branch.

An MMDA differs from a NOW account in that it provides only limited checking 
and debit card services while paying a higher interest rate than that offered on NOW 
accounts. Many individuals maintain a checking account or NOW account to cover most 
of their day-to-day transactions and an MMDA to capitalize on the higher interest rate. 
Thus, they may maintain a larger amount of funds in the MMDA and use this account to 
write a large check for an unexpected expense or to make a large purchase with a debit 
card. The MMDA is not as liquid as a checking account because it limits the number of 
withdrawals by check or debit card.

money market deposit 
account (MMDA)
A deposit offered by a 
depository institution 
that requires a minimum 
balance, has no maturity 
date, pays interest, and 
allows a limited number of 
withdrawals each month.

A three-month (ninety-day) CD offers an annualized interest rate of 3% and requires a 
$5,000 minimum deposit. You want to determine the amount of interest you would earn 
if you invested $5,000 in the CD. Because the interest rate is annualized, you will receive 
only a fraction of the 3% rate because your investment is for a fraction of the year:

Interest Earned = Deposit Amount * Interest Rate
* Adjustment  for Investment Period

=  $5,000 * .03 * 90/365

This process can be more easily understood by noting that the interest rate is applied for 
only ninety days, whereas the annual interest rate reflects 365 days. The interest rate that 
applies to your ninety-day investment is for about one-fourth (90/365) of the year, so the 
applicable interest rate is:

Interest Rate = .03 * 90/365

=  .0074 or .74%

The 0.74% represents the actual return on your investment.

Now the interest can be determined by simply applying this return to the deposit amount:

Interest Earned = Deposit Amount * Interest  Rate

= $5,000 * .0074

= $37

EXAMPLE
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Treasury Bills
As mentioned in Chapter 5, Treasury securities are debt securities issued by the U.S. 
Treasury. When the U.S. government needs to spend more money than it has received in 
taxes, it borrows funds by issuing Treasury securities. Individuals can purchase Treasury 
securities through a brokerage firm. Treasury securities are offered with various maturi-
ties, such as four weeks, three months, six months, one year, ten years, and thirty years. 
For money management purposes, individuals tend to focus on Treasury bills (T-bills), 
which are Treasury securities that will mature in one year or less. T-bills are available with 
a minimum value at maturity (called the par value) of $100 and are denominated in mul-
tiples of $100 above that minimum (you can purchase T-bills at www.treasurydirect.gov,  
which is operated by the U.S. Treasury). Many investors typically purchase T-bills with 
a value at maturity of at least $10,000.

Return Treasury bills are purchased at a discount from par value. If you invest in a T-bill 
and hold it until maturity, you earn a capital gain, which is the difference between the 
par value of the T-bill at maturity and the amount you paid for the T-bill. Your return on 
the T-bill is the capital gain as a percentage of your initial investment.

When measuring returns on investments, you should annualize the returns so that 
you can compare returns on various investments with different maturities. An investment 
over a one-month period will likely generate a smaller dollar amount of return than a 
one-year investment. To compare the one-month and one-year investments, you need to 
determine the annualized yield (or percentage return) on each investment.

Treasury securities
Debt securities issued by 
the U.S. Treasury.

Treasury bills (T-bills)
Treasury securities with 
maturities of one year or 
less.

For an investment that lasts three months (one-fourth of a year), multiply by four to 
determine the annualized return. For an investment that lasts six months (one-half of a 
year), multiply by two to determine the annualized return. The most precise method of 
annualizing a return is to multiply the return by 365/N, where N is the number of days 
the investment existed.

Secondary Market There is a secondary market for T-bills where they can be sold 
before their maturity with the help of a brokerage firm. This secondary market also allows 
individuals to purchase T-bills that were previously owned by someone else. The return 
on a T-bill is usually slightly lower than the return on a CD with the same maturity, but 
T-bills are more liquid because they have a secondary market, whereas CDs must be held 
until maturity. If you sell a T-bill in the secondary market, your capital gain is the differ-
ence between what you sold the T-bill for and what you paid for the T-bill. Your return 
is this capital gain as a percentage of your initial investment.

secondary market
A market where  existing 
securities such as 
 Treasury bills can be 
 purchased or sold.

An investor pays $9,700 to purchase a T-bill that has a par value of $10,000 and a one-
year maturity. When the T-bill matures, she receives $10,000. The return from investing 
in the T-bill is:

Return on T@Bill =
$10,000 - $9,700

$9,700

= 3.09%

EXAMPLE

An investor pays $9,850 to purchase a T-bill with a par value of $10,000 and a maturity 
of 182 days. The annualized return from investing in the T-bill is:

Return on T@Bill =
$10,000 - $9,850

$9,850
*

365
182

= 3.05%

EXAMPLE
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Quotations The prices of various T-bills and the returns they offer for holding them 
until maturity are quoted in financial newspapers and on financial Web sites.

Money Market Funds (MMFs)
Money market funds (MMFs) pool money from individuals to invest in securities that 
have a short-term maturity, such as one year or less. In fact, the average time remaining to 
maturity of debt securities held in an MMF is typically less than ninety days. Many MMFs 
invest in short-term Treasury securities or in wholesale CDs (in denominations of $100,000 
or more). Investors can invest in MMFs by sending a check for the amount they wish to 
have invested for them. Some MMFs invest mainly in commercial paper, which consists of 
short-term debt securities issued by large corporations. Commercial paper typically gener-
ates a slightly higher interest rate than T-bills. Money market funds are not insured, but 
most of them invest in very safe investments and have a very low risk of default.

MMFs offer some liquidity in that individuals can make a limited number of debit 
card purchases or write a limited number of checks on their accounts each month. Often 
the transactions must exceed a minimum amount (such as $250). Individuals may use the 
checking account associated with an MMF to cover large expenditures, while maintain-
ing a regular checking account to cover smaller purchases. Many individuals invest in an 
MMF so that they can earn interest until the money is needed. Some MMFs are linked 
with other accounts so that the money can earn interest until it is transferred to another 
account. For example, many brokerage accounts allow investors to place any unused 
funds in an MMF until the funds are used to purchase stock.

Money Market Fund Quotations Financial Web sites and financial newspapers 
such as The Wall Street Journal commonly publish the yields provided by numerous 
money market funds. An example of the typical information provided in the quotations 
is shown in Exhibit 6.1 for one money market fund. The first column lists the name of 
the MMF; the second column, the average maturity of the investments of that fund; the 
third column, the annualized yield generated by the fund; and the fourth column, the 
size of the fund (measured in millions of dollars). Review the quotation for Star Fund in 
Exhibit 6.1, which invests in government securities that have a short term remaining until 
maturity. This fund’s investments have an average time to maturity of forty-three days. 
It generated an annual yield of 3.28% for its investors over the last seven days. The fund 
presently manages $496 million in assets.

Asset Management Account
An asset management account combines deposit accounts with a brokerage account that 
is used to buy or sell stocks. The advantage of an asset management account is that it 
provides a single consolidated statement showing the ending balances and activity of all 
the accounts. Asset management accounts are available at some depository institutions 
and brokerage services. The financial institutions that offer these accounts require that the 
sum of all the accounts in the asset management account exceed some minimum amount, 
such as $15,000. A special type of asset management account is the sweep account, which 
sweeps any unused balance in the brokerage account into a money market investment at 
the end of each business day. The unused balance earns interest and remains available for 

money market funds 
(MMFs)
Accounts that pool money 
from individuals and invest 
in securities that have a 
short-term maturity, such 
as one year or less.

commercial paper
Short-term debt securities 
issued by large corpora-
tions that typically offer a 
slightly higher return than 
Treasury bills.

asset management 
account
An account that combines 
deposit accounts with a 
brokerage account and 
provides a single consoli-
dated statement.

sweep account
An asset management 
account that sweeps any 
unused balance in the 
brokerage account into a 
money market investment 
at the end of each busi-
ness day.

An investor purchases a T-bill for $9,700 and sells the T-bill in the secondary market sixty 
days later for a price of $9,750. The annualized return is:

Return on T@Bill =
$9,750 - $9,700

$9,700
*

365
60

= 3.14%

EXAMPLE

Go to:
www.fred.stlouisfed.org 
and click on “Category” 
and then on “Interest 
Rates” under “Money, 
Banking, & Finance.”

To get:
Historical interest rate 
data.

Financial Planning
ONLINE
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writing checks. There is usually a monthly fee for an asset management account unless 
the balance exceeds a certain amount such as $100,000.

Comparison of Money Market Investments
The various types of money market investments are compared in Exhibit 6.2. Notice that 
money market investments that offer a higher return tend to have less liquidity.

The relationship between the returns and the liquidity of money market investments 
is illustrated graphically in Exhibit 6.3. Checking accounts offer the most liquidity but 
provide no return. At the other extreme, a one-year CD provides the highest return but 
has less liquidity than the other money market instruments.

Fund  Average Maturity 7-Day Yield Assets (millions of $)

Star Fund            43       3.28%                496

EXHIBIT 6.1 Weekly Money Market Fund Yields

Money Market Investment Advantages Disadvantages

Checking account Very liquid No interest

NOW account Very liquid Low interest rate; minimum balance
required

MMDA Liquid Low interest rate

Savings account Liquid Low interest rate

Certificate of deposit (CD) Relatively high interest rate Less liquid

Treasury bill Relatively high interest rate High minimum purchase

Money market fund (MMF) Liquid Not as liquid as checking or NOW accounts

Asset management account Convenient High minimum balance required

EXHIBIT 6.2 Comparison of Money Market Investments

Return

Checking Account

One-Year CD

Three-Month CD

Three-Month T-bill

Savings Account

MMDA

NOW Account

Liquidity

EXHIBIT 6.3 Comparison of the Liquidity and Returns of Money  
Market Instruments
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Risk of Money Market Investments
Before you consider investing short-term funds in various money market instruments, 
you must factor in your exposure to risk, or the uncertainty surrounding the potential 
return. Money market investments are vulnerable to three types of risk: (1) credit risk, 
(2) interest rate risk, and (3) liquidity risk.

Credit Risk
When you invest in money market securities, you may be exposed to credit risk (also 
referred to as default risk), which is the risk that the borrower will not repay on a timely 
basis. The borrower may make late payments or even default on the credit. In that event, 
you will receive only a portion (or none) of the money you invested. Treasury securities 
are backed by the federal government, but most other types of money market securities 
are subject to the possibility of default. However, although the potential for default is 
very low for some types of money market securities, it is important that you assess this 
risk before you invest money in money market securities.

Interest Rate Risk
Interest rate risk is the risk that the value of an investment could decline as a result of a 
change in interest rates. Investors who wish to limit their exposure to interest rate risk 
can invest in debt securities that fit the time frame in which they will need funds. That is, 
if you need funds in three months, you should consider an investment that has a maturity 
of three months, so that you do not have to worry about changes in interest rates. The 
following example illustrates how the value of an investment can be affected by interest 
rate movements.

credit risk
The risk that a borrower 
may not repay on a timely 
basis.

default risk
The risk that a borrower 
may not repay on a timely 
basis.

interest rate risk
The risk that the value 
of an investment could 
decline as a result of a 
change in interest rates.

Liquidity Risk
Recall that liquidity represents your ability to cover any short-term cash deficiencies. To 
be liquid, an investment should be easily converted to cash. Liquidity risk is the potential 
loss that could occur as a result of converting an investment to cash. For example, a retail 
CD has liquidity risk because it cannot be sold in the secondary market. You would incur 
a penalty if you tried to redeem it before maturity at the financial institution where you 
invested in the CD.

The liquidity risk of an investment is influenced by its secondary market. If a par-
ticular debt security has a strong secondary market, it can usually be sold quickly and at 
less of a discount than a debt security with an inactive secondary market. For example, 
you can easily sell a T-bill in a secondary market, which is why T-bills are more liquid 
than CDs.

liquidity risk
The potential loss that 
could occur as a result of 
converting an investment 
into cash.

Go to:
https://www.bankrate.com/
calculators.aspx

To get:
Estimates of future 
 savings that you will 
accumulate over time at 
different interest rates.

Financial Planning
ONLINE

Suppose that three months ago you purchased a one-year T-bill that offered a return of 3%.  
Interest rates have recently risen, and you are disappointed that you locked in your invest-
ment at 3% while more recently issued investments (including one-year T-bills) are now 
offering an annualized return of about 4%. You can sell your T-bill in the secondary market, 
but investors will pay a relatively low price for it because they can buy new securities that 
offer an annualized return of 4%. This explains why the value of a debt security decreases 
in response to an increase in interest rates.

Rather than selling your T-bill at a discounted price, you can simply hold it to maturity. 
However, the return on your investment over the entire one-year period will be only 3%,  
even though recently issued T-bills are offering higher returns. Neither of your two 
options is desirable.

EXAMPLE
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Impact of Expected Economic Conditions on Liquidity Needs When economic  
conditions weaken, it can create some liquidity problems, as shown in Exhibit 6.4.  
For example, during the financial crisis in 2008–2009, some individuals lost their jobs. 
Other individuals who retained their jobs did not work as much as expected and there-
fore earned less income than they had anticipated. Many retired individuals relied on 
their investments for income, but their investments generated very poor returns over this 
period, which resulted in lower income than expected. As a result, their cash inflows were 
not always large enough to cover their cash outflows.

If you suspect that economic conditions may weaken and may possibly result in lower 
income from your employer or your investments, you may wish to ensure that you maintain 
a greater degree of liquidity. You could allocate more funds to liquid money market securities 
and less to other types of investments. In this way, if economic conditions weaken and reduce 
your cash inflows, you can rely on your money market securities as a source of liquidity.

Risk Management
Risk management of money market investments involves (1) assessing the risk exhibited by 
the investments and (2) using your assessment of risk and your unique financial situation to 
determine the optimal allocation of your short-term funds among money market investments.

Risk Assessment of Money Market Investments
You must consider the risk-return trade-off before making investment decisions. The money 
market securities described in this chapter tend to be insulated from credit risk because they 
are insured or backed by the government. Treasury securities and small bank deposits are 
largely free from credit risk. One exception is MMFs that invest in commercial paper. If the 
commercial paper held by a particular MMF defaults, the return generated by the MMF 
will be adversely affected, and so will the return to investors who invested in that MMF.

As mentioned earlier, money market investments that have shorter maturities have less 
interest rate risk. In addition, investments in MMFs tend to have the least liquidity risk, 
especially when their investments focus on securities that will mature within the next month. 
Treasury securities that will mature in the next month or so also have very little liquidity risk.

Securities that are exposed to risk have to offer higher yields than less risky invest-
ments to attract funds from investors. The prospect of a higher return compensates inves-
tors for taking on a higher level of risk. Investors can earn a higher return by investing in 
MMFs that hold investments subject to credit risk and for securities that are particularly 
vulnerable to interest rate risk. Recall that debt securities with shorter maturities offer 
lower annualized yields. A three-month debt security typically offers a slightly lower 

ECONOMIC 
IMPACT

Less Reliance on 
Other Sources of 
Funds to Cover 

Expenses

STRONG
ECONOMY

Better Job
Opportunities

Income Is 
More Secure

More Reliance on 
Other Sources of 
Funds to Cover 

Expenses

WEAK
ECONOMY

Greater Potential 
for Job Layo� or 

Reduction in Work 
Hours

Income May 
Be Reduced

EXHIBIT 6.4 Impact of Economic Conditions on Liquidity Needs

Go to:
The deposit insurance 
section of www.fdic.gov.

To get:
Information about the 
types of investments that 
are insured.

Financial Planning
ONLINE
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156 Chapter 6  Managing Your Money

annualized yield than a one-year security. However, the debt securities with longer matur-
ities are more exposed to interest rate movements.

Yields are also higher for securities that are more exposed to liquidity risk. A retail 
CD must offer a slightly higher yield than a Treasury security with the same maturity 
because the Treasury security is more liquid.

Optimal Allocation of Money Market Investments
In general, your money management should be guided by the following steps:

1. Anticipate your upcoming bills and ensure that you have sufficient funds in your 
checking account.

2. Estimate the additional funds that you might need in the near future, and consider 
investing them in an investment that offers sufficient liquidity (such as an MMF). 
You may even keep a little extra in reserve here for unanticipated expenses.

3. Use the remaining funds in a manner that will earn you a higher return, within 
your level of risk tolerance.

The optimal allocation for you will likely be different from the optimal allocation for 
another individual. If your future net cash flows will be far short of upcoming expenses, 
you will need to keep a relatively large proportion of funds in a liquid investment (such 
as a checking account or a NOW account). Another person who has sufficient cash flows 
to cover expenses will not need much liquidity. The difference is illustrated in Exhibit 6.5. 
Even though the two individuals have the same level of net cash flows, one person must 
maintain more liquidity than the other.

Long-Term
Investments

Net Cash 
Flows 

to Person 
Who Needs 

Little 
Liquidity

Net Cash 
Flows 

to Person 
Who Needs 

Much 
Liquidity

Allocate
to Liquid

Funds

Allocate to
Nonliquid

Funds

Allocate
to Liquid

Funds

Allocate to
Nonliquid

Funds

Cover
Anticipated
Expenses

Long-Term
Investments

Cover
Anticipated
Expenses

NEED FOR MUCH LIQUIDITY

NEED FOR LITTLE LIQUIDITY

EXHIBIT 6.5 How Liquidity Is Affected by Anticipated Expenses
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Your decision on how to invest your short-term funds (after determining how much 
money to maintain in your checking account) should account for your willingness to tol-
erate risk. If you want to minimize all forms of risk, you may simply consider investing 
all your funds in an MMF that always focuses on Treasury securities maturing within a 
month or less. However, you will likely improve on the yield if you are willing to accept 
some degree of risk.

For example, if you know that you will not need your funds for at least six months 
and do not expect interest rates to rise substantially over that period, you might consider 
investing your funds in a six-month retail CD. A compromise would be to invest a portion 
of your short-term funds in the six-month retail CD and the remaining funds in the MMF 
that focuses on Treasury securities. The CD offers you a higher expected return (although 
less liquidity), while the MMF offers you liquidity in case you need funds immediately.

In recent years, interest rates on all money market investments have been very low, 
which means that your return on these investments is low. This creates a temptation to 
reduce such investments in favor of more exciting investments, such as stocks that have 
the potential to earn very high returns. Keep in mind, however, that the money market 
investments have a specific purpose. They create liquidity, so that you have easy access 
to funds. Stocks do not provide the same degree of liquidity.

PSYCHOLOGY  
of Personal 

Finance

Stephanie Spratt has $2,000 available to allocate to money market investments. She 
knows that she will need $400 to cover several small bills in the next week and may also 
need $600 in a month or so to pay for repairs on her car engine. She does not expect to 
need the other funds for at least one month. Her financial institution offers the following 
annualized yields on various money market instruments:

Annualized Yield (%)

Checking account 0

Savings deposit 1.2

MMDA ($2,500 minimum balance) 2.0

MMF ($300 minimum balance) 1.5

One-month CD 2.5

Six-month CD 2.7

One-year CD 3.0

Stephanie’s existing checking account has a balance close to zero. She also has an MMF 
with a balance of $300, which she must maintain to meet the minimum balance. She will 
first focus on meeting her liquidity needs and then decide how to invest the remaining 
funds that are not needed to cover possible expenses. She decides to allocate $400 to her 
checking account so that she can make several payments to cover her upcoming bills. It is 
not worthwhile to invest these funds elsewhere as she will need the funds soon, and the 
checking account is the only investment that will allow her to make several small payments.

She knows that she might need another $600 in the near future for car repairs, but wants 
to earn as high a return as possible until she needs the money. She immediately eliminates 
the MMDA from consideration because it would require a minimum balance of $2,500. 
She decides to invest the $600 in her MMF. She can write a check from this account to 
cover the car repairs; meanwhile, the funds invested in the MMF will earn 1.5% interest 
on an annualized basis.

Stephanie now has $1,000 remaining to allocate and anticipates that she will not need 
the money for at least one month. She does not consider investing the $1,000 in a six-
month CD or one-year CD, even though they offer slightly higher interest rates than the 
one-month CD, because she may need the funds in one month. She decides to invest the 
$1,000 in a one-month CD, because that alternative provides the best guaranteed return 
over a one-month period.

EXAMPLE
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GOALS FOR MONEY MANAGEMENT

1.  Maintain su�cient liquidity to ensure that all anticipated bills are paid on time.
2.  Maintain su�cient liquidity in case I incur unanticipated expenses.
3. Invest any excess funds in accounts that o�er the highest return while ensuring adequate liquidity.

ANALYSIS

Amount Payment Method

Monthly cash inflows Direct deposited into checking account.

Typical monthly expenses

$3,000

2,600 Make payments to pay these bills.

DECISIONS

Decision on How to Ensure Adequate Liquidity
to Cover Anticipated Expenses:

Decision on How to Ensure Liquidity
to Cover Unanticipated Expenses:

Decision on How to Invest Remaining Funds to Achieve
the Highest Return While Enhancing Liquidity:

The two paychecks I receive each month amounting to $3,000 after taxes are deposited into my checking 
account. I use this account to pay various bills electronically or to write checks to cover the $2,600 in typical 
monthly expenses. I will attempt to leave about $400 extra in the checking account because my expenses may 
vary from month to month.

As I accumulate additional savings, I will invest in certificates of deposit with short terms to maturity (such
as one month). This money will not be as liquid as the MMF, but it will be accessible when the CD matures.
The interest rate on the CD will be higher than the interest I can earn on my MMF.

I will also attempt to maintain about $2,500 in a money market fund (MMF) in case I need additional
funds. I can earn interest on this money while ensuring liquidity.

EXHIBIT 6.6 How Money Management Fits Within Stephanie Spratt’s Financial Plan

How Money Management Fits Within Your Financial Plan
The following are the key money management decisions that you should include in your 
financial plan:

• How can you ensure that you can pay your anticipated bills on time?

• How can you maintain adequate liquidity in case you incur unanticipated expenses?

• How should you invest any remaining funds among money market investments?

By making proper decisions, you can minimize your use of credit and maximize the 
return on your liquid assets. As an example, Exhibit 6.6 shows how money market deci-
sions apply to Stephanie Spratt’s financial plan.

Stephanie recognizes that other types of investments such as stocks can offer higher returns 
but their values can also decline. She does not consider using any of her $2,000 available 
for stocks because she expects that she will need this money in the near future. Although 
she could sell stocks at any time, she may have to accept a loss on her investment when 
selling the stock in some periods. She wants to focus on more liquid alternatives such as 
money market investments, so that she will have enough funds to pay her bills in the future.
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DISCUSSION QUESTIONS

 1. How would Stephanie’s money management decisions be different if she were a 
single mother of two children?

 2. How would Stephanie’s money management decisions be affected if she were  
35 years old? If she were 50 years old?

Money Management. Money management 
involves the selection of short-term investments 
that satisfy your liquidity needs and also provide 
you with an adequate return on your investment. 
It is challenging because the short-term invest-
ments that offer relatively high returns tend to 
have less liquidity.

Popular Money Market Investments. Popular 
short-term investments considered for money 
management include checking accounts, NOW 
accounts, savings accounts, CDs, MMDAs, Trea-
sury bills, money market funds, and asset man-
agement accounts. Checking accounts and NOW 
accounts offer the most liquidity. CDs and T-bills 
offer the highest return.

Risk of Money Market Investments. The risks 
related to money market investments are credit 
(default) risk, interest rate risk, and liquidity risk. 
The money market investments offered by deposi-
tory institutions are insured and insulate you from 
the risk that the institution could default. Invest-
ments in T-bills have no default risk because they 

are backed by the federal government. Money mar-
ket securities tend to have a low level of interest 
rate risk because they have short-term maturities. 
They also have relatively low liquidity risk because 
of the short-term maturities of their assets.

Money Market Management. When applying 
money management, you should first anticipate 
your expenses in the next month and maintain 
enough funds in your checking account to cover 
those expenses. In addition, estimate the potential 
level of unanticipated expenses (such as possible 
car repairs) and maintain enough funds in a short-
term investment such as a money market fund to 
cover these expenses. Finally, invest the remain-
ing funds to earn the highest return within your 
level of risk tolerance.

How Money Management Fits Within Your 
Financial Plan. Money management decisions 
can ensure that you have access to funds to pay 
your anticipated bills on time and that you main-
tain adequate liquidity in case you incur unantici-
pated expenses.

SUMMARY

REVIEW QUESTIONS

All Review Questions are available in MyLab Finance at www.pearson.com/mylab/finance.

1. Money Management. Define money manage-
ment. How does it differ from long-term invest-
ment or long-term borrowing decisions?

2. Liquidity. What is liquidity? How is your personal 
cash flow statement used to help manage your 
liquidity? How does money management relate to 
the cash flow statement?

3. Cash Flow Deficiency. Name some ways an indi-
vidual might handle a cash flow deficiency. Which 
way would be preferable? Why?

4. Credit Cards and Liquidity. What is the risk of 
using credit cards as a source of liquidity?

5. Liquid Investments. What two factors affect 
the return on short-term investments? What 

investments should you consider to achieve liquid-
ity and an adequate return?

6. Checking Accounts. Why do individuals use check-
ing accounts? What is the disadvantage of having 
funds in a checking account? Explain overdraft 
protection and stop payment orders. Are all bank 
fee structures the same?

7. Direct Deposit. What are the advantages of using 
direct deposit?

8. NOW Account. What is a NOW account? How is it 
different from a regular checking account? How does 
a savings account compare with a NOW account?

9. Automatic Transfers. How can automatic transfers 
help you save money?

 Review Questions 159
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10. CDs. What terms does a financial institution spec-
ify for certificates of deposit? Why are rates on 
CDs higher than those on savings accounts? What 
factor would most affect your choice of maturity 
date on a CD?

11. MMDAs. How does a money market deposit 
account (MMDA) differ from a NOW account? 
When might a depositor use an MMDA?

12. Treasury Securities. What are Treasury securities? 
What is a T-bill? How is it denominated? How do 
you earn a return on a T-bill? How is the return 
calculated?

13. MMFs. What are money market funds (MMFs)? 
What types of securities do they invest in? What is 
commercial paper? Are MMFs risky investments? 
Are MMFs liquid?

14. Asset Management Account. What is an asset 
management account? Discuss the advantages of 
such an account as well as its requirements.

15. Money Market Investments. Compare the return 
and liquidity of the various money market invest-
ments. Give specific examples.

16. Risk of Money Market Investments. What are 
the three types of risk that affect money market 
investments?

17. Money Market Investments. What steps should 
you take to determine the best allocation of your 
money market investments? What factors should 
you consider in determining your allocation?

18. Liquidity During a Weak Economy. Why is it 
important to have sufficient liquidity during a 
weak economy?

19. Disadvantage of High Liquidity. What is a dis-
advantage of maintaining a very high level of 
liquidity?

20. Economic Impact on Liquidity Needs. Assume 
that your monthly expenses will not change over 
the next three years, but you expect that the econ-
omy will be much weaker in about a year. Explain 
why you may need more liquidity even if your 
expenses do not change.

21. Cost of Maintaining More Liquidity. Explain why 
maintaining more liquidity during a weak econ-
omy is costly.

22. Debit Cards. How does a debit card transaction 
differ from writing a check?

23. Overdraft Protection. How will overdraft protec-
tion affect bounced checks? Should you take 
advantage of this feature if your bank offers over-
draft protection?

24. Risk Tolerance. How does your individual toler-
ance for risk impact money management?

25. Stocks and Liquidity. Explain why you should not 
invest in the stock market if you expect to need the 
funds in the near future. Are stocks liquid?

26. Liquidity Risk. How does liquidity risk affect 
money management?

FINANCIAL PLANNING PROBLEMS

All Financial Planning Problems are available in MyLab Finance at www.pearson.com/mylab/finance.

1. Interest Earned. Teresa has just opened a NOW 
account that pays 1.5% interest. If she maintains 
a minimum balance of $500 for the next twelve 
months, how much interest will she earn?

2. Interest Earned. Lisa is depositing $2,500 in a 
six-month CD that pays 1.75% interest. How much 
interest will she accrue if she holds the CD until 
maturity?

3. Value of CD. Travis has invested $3,000 in a three-
month CD at 1.25%. How much will Travis have 
when the CD matures?

4. Interest Earned. Claire has invested $10,000 in an 
eighteen-month CD that pays 2.25%. How much 
interest will Claire receive at maturity?

5. T-bill Return. Troy paid $9,800 for a T-bill with a 
face value of $10,000. What is Troy’s return if he 
holds the T-bill to maturity?

6. MMF Value. Bart is a college student who has 
never invested his funds. He has saved $1,000 and 
has decided to invest it in a money market fund 
with an expected return of 2.0%. Bart will need 
the money in one year. The MMF imposes fees 
that will cost Bart $20 at the time he withdraws 
his funds. How much money will Bart have in one 
year as a result of this investment?

7. Return on T-bills. Dave has $20,000 excess cash to 
invest. He can purchase a $20,000 T-bill for $19,800 
or two $10,000 T-bills for $9,850 each. Which will 
give him the better return?

8. Return on T-bills. Lauren purchased a $40,000 T-bill 
for $39,200. A few months later, Lauren sold the T-bill 
for $39,700. What was Lauren’s return on the T-bill?

9. Annualized T-bill Rate. Brenda purchased a 
$30,000, ninety-day T-bill for $29,850. What will 
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Brenda’s return be when the T-bill matures? What 
will her annualized rate be?

10. Interest Earned. On June 1, Mia deposited $4,000 
in an MMDA that pays 2% interest. On October 31, 
Mia invested $2,000 in a three-month CD that pays 
1.75%. At the end of the year, how much interest 
will Mia have earned, assuming she hasn’t taken 
anything out of the money market deposit account?

11. Investment Return. Thomas can invest $10,000 by 
purchasing a one-year T-bill for $9,775, or he can 
place the $10,000 in a twelve-month CD paying 
2.5%. Which investment will provide a higher return? 
In addition to return, what else should Thomas con-
sider when making his investment decision?

12. Fractional Year Investment Return. Jill placed 
$10,000 in a ninety-day CD that offered an annual-
ized return of 1.20%. How much interest will she 
earn on this CD?

13. Ethical Dilemma. Jason is in his mid-fifties and 
was raised by parents of the Depression era. As a 

result, he is very risk adverse. He recently came 
into a very large amount of money, and he wants 
to put it where it will be safe, but where it will 
earn him some return. His banker tells him that 
he should put the money in a five-year CD. Jason 
asks if there is any way he can lose his money, 
and he is told that the federal government insures 
the deposit and will give him a higher return than 
a passbook savings account. Jason purchases a 
CD and goes home happy knowing that his money 
is safe and available whenever he needs it.

   Four months later, the roof on Jason’s barn col-
lapses, and he needs the money to make repairs, 
but finds that he can only withdraw it at a substan-
tial penalty.

 a. Comment on the ethics of the banker in not 
fully discussing all the risks of a long-term  
certificate of deposit.

 b. Is Jason correct in his thinking that he can find 
a totally risk-free investment?

FINANCIAL PLANNING ONLINE EXERCISES

1. Go to the banking section of www.bankrate.com, and answer the following 
 questions using St. Louis, Missouri as your reference city:

 a. What is the highest rate on a money market account (MMA)?

 b. What bank will pay you the highest rate on a one-year CD?

2. Go to the savings calculator in the banking section of www.bankrate.com to esti-
mate how your savings will grow.

 a. By inputting an investment amount, the monthly deposit, the return, and the 
period of investment, you can calculate the value of your investment. Input 
$5,000 as the initial investment, $100 for the monthly deposit, and 3% for the 
return. How much will your investment be worth in twenty years?

 b. Now change the monthly deposit to $300. How much will your investment be 
worth in twenty years?

 c. Now change the period of investment to thirty years. How much more money will 
you be able to accumulate in thirty years as opposed to twenty, using the original 
$100 monthly deposit amount?

 d. Now change the rate you can earn on your investment from 3% to 6% and 
 evaluate the results.

3. Go to www.fdic.gov, and answer the following questions:

 a. List at least three types of bank accounts that are insured by the FDIC. Are money 
market deposit accounts insured and, if so, to what limit?

 b. List three types of consumer investment products that are not insured.

 c. Are Treasury Securities insured by the FDIC? If Treasury Securities payments 
of interest and principal are deposited to your checking account, are they FDIC 
insured? Explain.

 Financial Planning Online Exercises 161
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162 Chapter 6  Managing Your Money

PSYCHOLOGY OF PERSONAL FINANCE: Forced Savings

1. Some consumers force themselves to save money 
by depositing a portion of their paycheck into 
a savings account. They deposit the remainder 
into a checking account and then only spend the 
money in the checking account. Others motivate 
themselves to save by creating a special account 
that will have an intended purpose for the future, 
such as a vacation. They may be much more 

willing to save if they have a specified future 
reward as a result of their saving behavior. How 
do you motivate yourself to save?

2. Read one practical article of how psychology 
affects saving behavior. You can easily retrieve 
possible articles by doing an online search using 
the terms “psychology” and “saving.” Summarize 
the main points of the article.

WEB SEARCH EXERCISE

You can develop your personal finance skills by conducting an Internet search for related 
articles. Find a recent online article about personal finance that reinforces one or more 
concepts covered in this chapter. If your class has an online component, your professor 
may ask you to post your summary of the article there and provide a link to the article 
so that other students can access it. If your class is live, your professor may ask you to 
summarize your application of the article in class. Your professor may assign specific 
students to complete this assignment or may allow any student to do the assignment on 
a volunteer basis.

For recent online articles related to this chapter, consider using the following search 
terms (be sure to include the current year as a search term to ensure that the online 
articles are recent):

• Managing your liquidity

• Managing your checking account

• Optimal savings deposit for you

• Optimal CD maturity for you

• Money market investments

• Money market yields

VIDEO EXERCISE: Investing in Money Markets

Go to one of the Web sites that contain video clips (such as www.youtube.com), and 
view some video clips about investing in money market securities. You can use search 
phrases such as “investing in money markets.” Select one video clip on this topic that 
you would recommend for the other students in your class.

1. Provide the Web link for the video clip.

2. What do you think is the main point of this video clip?

3. How might you change your investment in money market securities after watching 
this video clip?
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NAME DATE

1. ASSESSING YOUR LIQUIDITY SITUATION

 a. How do you plan to pay for expenses that you will incur this month? For example, do you have 
sufficient funds in your bank account, or will you need to use a credit card?

 b. If you suddenly had an unexpected $1,000 expense (perhaps due to a car repair), how would you 
cover that expense? 

 c. If you suddenly had an unexpected $3,000 expense (perhaps due to a car repair), how would you 
cover that expense? 

BUILDING YOUR OWN FINANCIAL PLAN: Chapter 6

The financial planning spreadsheets available at www.pearson.com/mylab/finance will 
automatically perform computations, charts, and graphs based on your input.

MyLab Finance
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NAME DATE

1. The Sampsons are starting to save money but still have not made any decision about investing 
their money in CDs. They are now concerned about potential repair expenses for Sharon’s car. 
They would like to have sufficient liquidity so that if they need to buy her a new car immediately, 
they could afford a down payment without being forced to cash in CDs early (because they would 
be charged a penalty). How might they revise their CD investing strategy to increase their liquidity?

2. Advise the Sampsons on money market investments they should consider to provide them with 
adequate liquidity.

The Sampsons have just started saving $800 per month. This money will be placed in 
CDs every month, which they chose in Chapter 5. These funds, earmarked for a down 
payment on a car and their children’s college education, are not available to the Samp-
sons until the CDs mature.

THE SAMPSONS—A Continuing Case: Chapter 6  MyLab Finance
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MyLab Finance helps you master the topics in this chapter and study more 
 efficiently. Visit www.pearson.com/mylab/finance for more details.

K im avoided using credit. She paid cash 

for everything, including two cars in 

the past. When it came time to buy 

her third car, Kim wanted to finance part of 

the cost. After applying for credit, she was 

treated to a rude awakening. The finance com-

pany used a three-tier credit rating system. An 

A-level credit rating was the highest, and the 

buyer received a 7% interest rate. The B-level 

buyer received a 9% rate. Kim only qualified for 

the C-level, at an 11% rate. She was stunned. 

How could she have such a low rating when 

she had never been late paying any bills?

As it turns out, having no credit history looks as bad to a credit rating agency as having a bad 

credit history. You might think that not having to borrow money would demonstrate fiscal 

responsibility. Not so to a credit rating bureau.

The first part of this chapter focuses on obtaining credit. You’ll discover that a good credit his-

tory is built by the proper use and control of credit, not the absence of credit. The second part 

of the chapter deals with identity theft: how it can affect your credit rating and how you can 

protect yourself from it.

Assessing and Securing 
Your Credit 7

chapter 

Daddy Cool/Fotolia
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166 Chapter 7  Assessing and Securing Your Credit

The objectives of this chapter are to:

• Provide a background on credit

• Describe the role of credit bureaus

• Provide a background on identity theft

• Explain how to protect against identity theft

• Discuss how to respond to identity theft

• Explain how credit assessment and security fit within your financial plan

Background on Credit
Credit represents funds a creditor provides to a borrower that the borrower will repay 
in the future with interest. The funds borrowed are sometimes referred to as the princi-
pal, so we segment repayment of credit into interest and principal payments. Credit is 
frequently extended to borrowers as a loan with set terms such as the amount of credit 
provided and the maturity date when the credit will be repaid. For most types of loans, 
interest payments are made periodically (such as every quarter or year), and the principal 
payment is made at the maturity date, when the loan is to be terminated.

Types of Credit
Credit can be classified as noninstallment, installment, or revolving open-end.

Noninstallment Credit Noninstallment credit is normally issued for a very short time, 
such as thirty days or less. It is provided by some retail stores to consumers who want to 
purchase products today and need credit for a very short period of time. The  consumers 
are granted credit to make specific purchases and will have to repay the amount borrowed 
in the near future. Noninstallment credit is useful for consumers who expect to receive 
enough income in the near future to cover the amount of credit they are granted.

Installment Credit Installment credit is also provided for specific purchases, but the 
borrower has a longer time (such as a few years) to repay the loan. Also referred to as an 
installment loan, interest is charged on the amount borrowed, and monthly payments of 
interest and principal must be made. Alternatively, monthly payments can be structured 
so that the borrower pays interest only until the maturity date, when the balance of the 
loan is due.

Revolving Open-End Credit Revolving open-end credit, such as credit cards, allows 
consumers to borrow up to a specified maximum amount (such as $1,000 or $10,000). 
The credit limit is determined by the borrower’s income level, debt level, and credit 
 payment history. The consumer can pay the entire amount that is borrowed at the end 
of the month or pay a portion of the balance, and interest will be charged on the remain-
ing balance. Typically, at least a minimum payment must be paid each month.

Should you use credit? Consider the advantages and disadvantages of credit.

Advantages of Using Credit
The appropriate use of credit helps you build a good credit history. Only by using credit 
wisely can you create the capacity to access credit in the future for large purchases such 
as a home or a car. This credit capacity allows individuals and families to avoid defer-
ring large purchases until savings can be accumulated to make such purchases. Another 
advantage is that credit eliminates the need for carrying cash or writing checks.

credit
Funds provided by a credi
tor to a borrower that will 
be repaid by the borrower 
in the future with interest.

noninstallment credit
Credit provided for a short 
period, such as retail store 
credit.

installment credit
Credit provided for spe
cific purchases, with 
interest charged on the 
amount borrowed.

revolving open-end credit
Credit provided up to 
a specified maximum 
amount based on income 
and credit history; interest 
is charged each month on 
the remaining balance.
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Disadvantages of Using Credit
There can be a high cost to using credit. Access to credit can be a disadvantage because 
it may result in:

• Excessive spending

• A large accumulation of debt

Excessive Spending The behavior of some consumers is completely different when 
they pay with a credit card versus having to pull cash out of their wallet to make a pay-
ment. The credit card gives a feeling of freedom, as if it allows consumers to avoid the 
cost of purchases.

PSYCHOLOGY  
of Personal 

Finance

The point of this example is that some consumers have no control over their spending 
when using a credit card. They are tempted to purchase products they do not need and 
to overpay when purchasing products because the credit card makes them feel like they 
are not really paying for the products. Conversely, more psychological pain is associated 
with using cash to make purchases than with using a credit card, even if the amount of 
the payment is exactly the same. Therefore, consumers make spending decisions more 
carefully when using cash. They tend to recognize that their cash was earned, that they 
have a limited amount of it, and that spending their cash now may prevent them from 
affording other products later. Thus, the use of cash imposes a limit on the amount of 
their spending.

Access to credit can also affect the types of purchases that consumers make. Consum-
ers are more willing to select the more expensive options when they use credit instead of 
cash at the time they make their decision.

Accumulation of Debt Another disadvantage of credit cards is that they can cause 
some consumers to accumulate too much debt. Some consumers frequently use credit 
cards for their purchases and pay the minimum amount required each month. Conse-
quently, their debt accumulates. This problem is made worse because of the high interest 
rate they are paying on the balance owed.

While at the mall today, Lisa saw a pair of Italian shoes that she liked. The shoes were 
priced at $300 and were not on sale. Lisa did not have any cash with her, so she used 
her credit card to pay for the shoes. Lisa did not need the shoes but decided to buy them 
because she did not see anything else at the mall that she wanted. Before purchasing the 
shoes, Lisa used her smartphone and determined that she could purchase the same shoes 
online for $100 less, but she would have to wait several days for them to be delivered, and 
she wanted them now. Lisa was also aware that the shoe store periodically has 40% off 
sales, and she could likely buy the shoes at the sale price if she would be willing to wait. 
Lisa’s purchase decision was primarily influenced by her desire for immediate satisfac-
tion. She knew that she could have waited until the shoes were on sale, but she went to 
the mall intending to purchase something today. Lisa’s purchase decision was especially 
easy because she used credit instead of cash. Thus, she was able to make the purchase 
and still has all her cash that she can use for other future purchases.

Now reconsider Lisa’s purchase decision if she had just cashed her paycheck for $300 
from working at her job for the last week and if she did not have a credit card with her. She 
could pull $300 from her wallet to pay for the shoes. However, she is unwilling to use all 
her pay from a week of work to buy a pair of shoes that she does not need. She worked 
hard to earn that $300 and wants to get more out of her income than this pair of shoes. 
She might only consider using her cash to pay for the shoes if they were on sale, but 
even under those conditions, she would likely decide to use her cash for other purposes.

EXAMPLE
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168 Chapter 7  Assessing and Securing Your Credit

Some years ago, college students received numerous offers of free credit cards, and 
many students accumulated thousands of dollars of credit card debt by the time they 
graduated. The Credit Card Accountability, Responsibility, and Disclosure Act of 2009 
(also called the Credit CARD Act), which took effect in 2010, changed that. Now, to 
obtain a credit card, students under age 21 must either show proof of income or have a 
parent or other adult cosign the application and agree to be jointly liable for the debt. 
In addition, credit card companies may not offer students gifts such as T-shirts or other 
incentives for applying for a credit card. Colleges and universities were also encouraged 
to restrict credit card marketing on campus, and many have done so.

As a result of these reforms, today only about 40% of college students have a credit 
card, and the average balance, including those who have a zero balance, is about $650. 
Nevertheless, some students still manage to accumulate considerable credit card debt. 
The average balance for those who carry a balance every month is $1,100, and many 
of these students make only the minimum payment each month. Many students make 
minimum payments while in school with the expectation that they will be able to pay off 
their balance once they graduate and are working full-time. Yet the accumulating interest 
fees catch many by surprise, and the debt can quickly become difficult to manage. If you 
are unable to repay the credit you receive, you may not be able to obtain credit again or 
will have to pay a very high interest rate to obtain it.

Your spending decisions today can influence the amount of credit you need and 
therefore affect the amount of debt that you will have to repay in the future. Your abil-
ity to save money in the future is also affected by large credit payments, as illustrated in 
Exhibit 7.1. If your spending and credit card payments exceed your net cash flows, you 
will need to withdraw savings to cover the deficiency.

Warren Buffett, a successful billionaire investor, offered financial advice to some 
students. He told them that they will not make financial progress if they are borrowing 
money at 18% (a typical interest rate on credit cards). In recent years, more than 700,000 
people in the United States have filed for bankruptcy each year. A primary reason for these 
bankruptcies is that the individuals obtained more credit than they could repay. Even if 
obtaining credit at a high interest rate does not cause personal bankruptcy, it limits the 
potential increase in personal wealth.

Credit Rights
The Equal Credit Opportunity Act prohibits creditors from denying credit due to gender, 
age, race, national origin, religion, or marital status. It requires creditors to notify appli-
cants within thirty days of a credit application whether they will receive credit. If credit 
is denied, creditors must explain the reason for the denial.

USE OF CREDIT NO USE OF CREDIT

Net
Cash
Flows

Net
Cash
Flows

Spending

Saving

Spending

Payments
on

Credit

Saving

EXHIBIT 7.1 Impact of Credit Payments on Saving
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The Financial Reform Act (also called the Dodd–Frank Wall Street Reform and Con-
sumer Protection Act) of 2010 established the Consumer Financial Protection Bureau 
(CFPB) to regulate specific financial services for consumers, including online check-
ing accounts, credit cards, and student loans. The CFPB can set rules to ensure that 
 information regarding endorsements of specific financial products is accurate and to 
prevent deceptive practices. It may also regulate the credit rating bureaus (discussed in 
the next section).

Credit History
Your credit history is a record of how you have used credit, including whether your pay-
ments have ever been late. If you have a credit card or have obtained a bank loan, perhaps 
to purchase a car, the amount and timing of your payments will be in your credit history.

Even if you have never had a credit card or bank loan, you will have a credit history 
if you have rented an apartment. You receive credit when you use utilities such as water, 
electric power, and telephone services. The utility company extends credit by providing a 
service, and you are billed at the end of a period (such as one month). In this way, utility 
companies provide a form of short-term credit. To obtain this credit, you normally must 
make an initial deposit at the time the account is created. When you have accounts with 
utility companies, you develop a credit history that documents how timely you are in 
paying your bills. You can establish a favorable credit history by paying your utility bills 
on or before the due date. Doing so indicates to potential creditors that you may also 
repay other credit in a timely manner. Similarly, paying your rent on time each month 
will have a positive effect on your credit record.

Credit Insurance
Because access to credit is essential today, some consumers purchase credit insurance to 
make sure they will be able to keep making credit payments (and therefore maintain their 
credit rating) under adverse conditions. With credit insurance, an insurance company will 
cover their monthly credit payments if various conditions such as illness or unemployment 
occur. For instance, credit accident and health insurance ensures monthly credit payments 
for consumers during periods when they cannot work due to an accident or illness. Credit 
unemployment insurance ensures monthly payments for consumers during periods when 
they are unemployed.

Credit Bureaus
Credit bureaus provide credit reports that document your credit payment history. Your 
credit report shows every time you apply for credit, whether you pay your bills on time, 
whether you maintain balances on your accounts, and whether you pay late fees. It may 
also contain information about public records such as bankruptcies and court judgments 
and identify inquiries made by various companies and potential employers about your 
credit rating. The three primary credit bureaus are Equifax, Experian, and TransUnion. 
(See Exhibit 7.4 later in this chapter for contact information.)

Your credit report is very important because it can determine whether you are able 
to obtain credit. It may also influence the interest rate that you pay when you borrow 
money. The better your credit report, the lower the interest rate you are charged for 
financing, and thus your interest payments to pay off loans will be lower. Because a bet-
ter credit report reduces your financing costs, it allows you to use a larger proportion of 
your income for other purposes. Your credit report can affect other aspects of your life 
as well. Landlords may obtain your credit report when you apply to rent an apartment, 
and insurance companies commonly check your credit report when you apply for insur-
ance on your car. The phone company may review your credit report when you obtain 
a contract for service for your smartphone. Individuals with poor credit reports may be 
charged higher rates. Furthermore, employers increasingly are obtaining credit reports 
on applicants for job positions, so it could even affect your career.

credit reports
Reports provided by credit 
bureaus to document a 
person’s credit payment 
history.

Go to:
www.thebalance.com 
and search for “How to 
Establish New Credit 
History.”

To get:
Information about how to 
establish credit.

Financial Planning
ONLINE
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170 Chapter 7  Assessing and Securing Your Credit

Because your credit report is so important, you should know what is in your report. 
Free credit reports are accessible to all U.S. consumers. You may order one free copy 
of your credit report from each of the nationwide consumer bureaus every twelve 
months. You must provide your name, address, Social Security number, and date of 
birth. (You might be asked for additional personal information for security reasons.) 
You can get immediate access to your credit report by requesting your report online at  
www. annualcreditreport.com. Phone and mail requests are processed and the report 
mailed to you within fifteen days of receipt. When you go to the Web site to request your 
free credit report, you may also be offered various other products and services such as a 
credit score and credit monitoring; be careful to read the fine print with all of these offers 
because many of them have a cost that not be apparent immediately.

Many other Web sites advertise free credit reports. However, they may only provide 
the credit report if you subscribe to various types of credit services, for which they may 
charge fees.

Credit Reports Provided by Credit Bureaus
Exhibit 7.2 shows an example of the types of information that appear in a credit report. 
Each credit bureau uses a somewhat different format. In addition, the specific information 
about you may vary among the reports, although all three credit bureaus tend to focus on 
the same type of information. Review Exhibit 7.2, and notice the following six sections:

1. The report number and the date distinguish this report from other reports.
2. Identifying information such as your name, your spouse’s name, your date of birth, 

your Social Security number, your current and previous addresses, your occupation, 
and your current or previous employers appears in this section.

3. Potentially negative information from public records, such as bankruptcy filings 
and tax liens, is included in your credit report.

4. If any unpaid accounts have been turned over to a collection agency, they will be 
listed in this part of the credit report. Note that the resolution is recorded as well.

5. All your accounts, both open and closed, are listed on your credit report. The 
report details when the accounts were opened, how long they have been open, the 
highest amount you have ever charged, and each account’s current status. It also 
shows how many late payments you have made and how late they were.

6. The inquiries section lists the companies that have requested your credit report.

Correcting Credit Report Mistakes
If you find inaccurate information in your credit report, send a letter to the credit bureau 
that issued the credit report. Send your letter by certified mail “return receipt requested” 
so that you will have a record that the company received your letter. Identify the spe-
cific information that you believe is incorrect. Explain why the information is incorrect. 
Include copies of any receipts you can use to support your claim. For example, if the 
credit report indicates that you did not pay a specific bill, include a copy of the receipt 
that proves you paid the bill.

A credit bureau is required to investigate your claim within thirty days. It will for-
ward the proof you provided to the firm that initially filed the information with the 
consumer reporting company. This firm is required to review your claim and respond to 
the consumer reporting company about whether they agree with your claim. Then the 
credit bureau will decide whether your claim is justified. If so, it will remove the inac-
curate information from the credit report and will send you a free copy of the revised 
credit report. In addition, you can ask the credit bureau to send the revised credit report 
to any person or company who requested and received this credit report within the last 
six months. If the problem is not resolved at this point, you can ask that a statement of 
the dispute be included in your credit report. The Consumer Financial Protection Bureau, 
described earlier in this chapter, can regulate the credit bureaus. This may ensure that any 
mistakes made on credit reports are quickly corrected.

Go to:
The consumer infor
mation section of  
www.ftc.gov.

To get:
Information about obtain
ing a free credit report.

Financial Planning
ONLINE
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Credit Bureau

Report Number 716-80
04/27/19

Personal Information

Cynthia Zubicki Social Security Number: 000-00-0000
120 Greenmeadow Drive
Durham, NC 27704

Previous Addresses: Last Reported Employment: Architect
264 Concord Road
Gilbert, AZ 85296

401 Brownell Road
Chandler, AZ 85226

Public Record Information

Bankruptcy filed 04/12; Durham District Court; Case Number 873JM34; Liabilities: $56,987; Assets: $672

Collection Agency Account Information

North Shore Collection Agency (888) 000–0000

Collection Reported 11/12; Assigned 1/12 to North Shore Collection Agency; Client: Gilbert Medical Center;
Amount: $1,267; Paid Collection Account

Credit Account Information

Date of
Last
Activity 

Company
Name
Reported

Date
Opened

Individual
or Joint 

Months
Review

High
Credit

Past
Due Date

Account
Number Terms Balance Status

Durham 8762096 02/15 I 6 11/14 $4,897 $2,958 Paid as 04/19
Savings Bank Agreed

Macy’s 109-82-43176 06/15 I 36 01/15 $2,000 $0 Paid as 02/19
Agreed

Chester Auto 873092851 03/15 I 27 02/15 $2,400 $50 $300 $200 Paid 120  03/19
Finance days past 

due date

Previous Payment History: 2 times 30 days late; 2 times 60 days late

Inquiries

01/13/19 Quality Bank; 02/03/19 Modern Clothing Store; 03/11/19 Crater Appliance Store

Please address all future correspondence to:

Credit Bureau
P.O. Box 0000
City, State, Zip Code
(888) 000–0000

1

2

3

4

5

6

EXHIBIT 7.2 A Sample Credit Report

Credit Score
In addition to the credit report, each credit bureau also calculates a credit score, which is 
a rating that indicates a person’s creditworthiness. The rating reflects the likelihood that 
an individual will be able to make payments on credit in a timely manner.
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Lenders commonly assess the credit payment history provided by one or more credit 
bureaus when deciding whether to extend a personal loan. For example, financial institu-
tions may rely on this information when they decide whether to approve your credit card 
application, provide you with a car loan, or provide you with a home (mortgage) loan. 
Your credit score can also affect the interest rate that is quoted on the loan that you request. 
A high score could reduce your interest rate substantially, which may translate into savings 
of thousands of dollars in interest expenses over time. The score that is most commonly 
used by lenders to assess your creditworthiness is known as a FICO score because it is 
based on a model created by the Fair Isaac Corporation (FICO). Each of the three credit 
bureaus relies on the FICO model to create the FICO score that it provides to lenders.

The FICO score is based on several factors. The exact weighting applied to each fac-
tor in determining a FICO score can vary among people depending on their credit history. 
In addition, the weighting of factors as applied to a specific person may change over time 
in response to changes in their credit reports. Nevertheless, some generalizations can be 
provided here about the most important factors for determining a person’s FICO score.

Credit Payment History The most important factor determining your FICO score 
is your credit payment history, which makes up 35% of the score. If you have paid your 
bills on time over the last seven years, you will receive a high rating on that portion of 
your credit score. Measurements of your payment history may include your record of 
paying off credit in a timely manner, amounts past due on any delinquent accounts, the 
length of time that any accounts were delinquent, and the status of delinquent accounts 
(whether they have been paid off). Not all bills are included in the FICO score credit 
payment history. Credit card, installment loan, mortgage, and retail store payments are 
included, but payments to utilities generally are not, unless they are so late that the utility 
turns them over to a collection agency. All bankruptcies and foreclosures are included. 
Closing an account will not remove it from your credit payment history, so if you have 
frequently been late in making your credit card payments, canceling that card will not 
immediately remove your late payments from your history.

Credit Utilization Credit utilization, the amount of your available credit that you use 
each month, makes up 30% of the credit score on average. If you continue to rely on most 
of the credit that you were granted, you will receive a lower score. For example, if the limit 
on your credit card is $1,000, and you always run a balance of $900 and make only the 
minimum payment each month, you are utilizing 90% of your available credit. In contrast, 
if you have the same credit limit but charge only $200 per month and pay the bill in full 
when it arrives, you are not using much of your credit and will receive a higher score. This 
situation suggests that you have access to credit, but you have enough discipline not to use 
it. Note, however, that even though you pay your balance in full each month, the credit 
report is likely to report the balance that you owed because the credit card company reports 
the balance due before the payment is received. Therefore, if you use most of your credit 
every month, your score may be slightly lower even though you pay your balance in full.

Credit History The length of your credit history makes up 15% of the FICO score on 
average. Measurement of your credit history may include the time since your accounts 
were opened and the length of your relationship with creditors. In general, longer-term 
relationships with your creditors are perceived to be more favorable.

Last month, Stephanie Spratt took advantage of her right to request a credit report from each 
of the credit bureaus. She was surprised to see how the reports varied. One of the bureaus 
recorded a late payment on a bill from a utility company about nine months ago. This single 
late payment did not severely affect her credit rating, but Stephanie did not want it on her 
record because she always pays her bills on time. She sent the credit bureau a letter with a 
copy of the check that proved her payment to the utility company was not late. The bureau 
removed the claim of a late payment from her record, and her credit score increased slightly. 
Stephanie learned from this experience that she should periodically check her credit rating, 
as it can affect her access to credit and the interest rate she may pay when obtaining credit.

EXAMPLE
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New Credit New credit account information makes up 10% of the FICO score on 
average. Measurement of new credit may include the number of new accounts that you 
opened recently, the proportion of new accounts relative to your older accounts, the 
number of recent inquiries by credit card companies and other lenders (which may be in 
response to your applications), and the time since any recent accounts were opened. In 
general, more new accounts and inquiries may result in a lower score because they suggest 
that you may be in need of additional credit, possibly because of financial problems. The 
FICO score model does take into account that people looking for a mortgage or a loan for 
a new car may apply to several lenders to try to obtain the lowest possible rate. Therefore, 
several inquiries of this type in a short period will not affect your score. Nevertheless, if 
you are just starting to obtain credit (after graduating from college and starting a new 
job, for example), applying for several different credit cards at once could lower your 
score. Obtaining your own credit report to check its accuracy will not affect your score.

Credit Mix The use of different types of credit makes up 10% of the FICO score on 
average. Types of credit include credit card loans, retail accounts, installment loans, mort-
gages, and finance company loans. This factor is generally the least important, although 
people who have no credit cards and few other types of credit are generally considered 
higher risk than people who have several types of credit and use them responsibly.

Overall, if you make your credit payments on time, maintain a low level of debt, and 
have demonstrated your ability to make timely credit payments for many years, you are 
likely to receive a very high credit score. The credit score is not allowed to reflect your 
gender, race, religion, national origin, or marital status.

Different Credit Scores
Although people tend to speak of “the credit score,” in practice a person may have sixty 
or more credit scores. Although all three of the credit bureaus rely on the FICO model to 
determine your credit score, you may be assigned a different score by each bureau. The 
differences occur because the bureaus may not receive the same information about you. 
For example, Equifax could have received information from a furniture store that your 
last two payments were late, while that information was not reported to TransUnion 
and Experian. In this case, your credit score from Equifax would likely be slightly lower 
than your scores from the other credit bureaus. In addition, different creditors report 
information to the credit bureaus at different times, and the credit bureaus incorporate 
the information into their reports at different times. Therefore, information used in cal-
culating your credit score at one credit bureau may not be used in calculating your score 
at the other credit bureaus until a week or so later.

The differences in credit scores among the bureaus could cause some individuals to 
be approved for a loan based on the credit bureau that provided the highest credit score, 
but not be approved based on the credit bureau that provided the lowest score. In addi-
tion, some financial institutions obtain information about a credit applicant from all 
three credit bureaus, so if one of the bureaus reports a low credit score, the lender may 
be more cautious in providing credit. This is another reason why you should review your 
credit report from each credit bureau regularly to ensure that the information is accurate.

In addition to the main credit score, each credit bureau uses the FICO model as the basis 
for calculating a number of more specialized credit scores to be used for particular types of 
lending. For example, there are separate credit scores for mortgages, auto loans, and many 
other types of credit. In calculating a score to be used by providers of auto loans, for example, 
a credit bureau would give heavier weight to whether the individual had been late in paying 
off a previous auto loan or had a car repossessed. Similarly, a score to be used by mortgage 
lenders would be heavily influenced by the individual’s history of mortgage payments.

VantageScore VantageScore was created in 2006 as an alternative to the FICO scor-
ing system. The VantageScore has a range from 501 to 990. Like the FICO score, the 
VantageScore is intended to measure the likelihood that the credit applicant will repay 
debt in a timely manner. Although VantageScore and FICO consider many of the same 
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characteristics, such as credit utilization and credit history, there are differences. Vantage-
Score weights mortgage payments more heavily than FICO, is more lenient in its treatment 
of medical bills that are sent to a debt collection agency, and makes allowances for credit 
problems experienced by people as a result of natural disasters. It also considers utility, 
rent, and phone payments as part of an individual’s credit history, whereas FICO does 
not include these payments. Consequently, people who are just beginning to establish a 
credit history and individuals who have late payments or unpaid bills as a result of a major 
illness or a natural disaster are likely to have higher VantageScores than FICO scores. 
Although there has been an effort in Congress to have mortgage lenders consider Vantage-
Scores as well as FICO scores, as of 2018 most lenders relied on FICO scores in assessing 
applicants for mortgages and other types of credit. For many individuals, however, there is 
not a significant difference between their VantageScores and their FICO scores. Individu-
als with a very high FICO score would likely receive a very high VantageScore, and those 
with a very low FICO score would likely receive a very low VantageScore.

Checking Credit Scores
As mentioned earlier consumers are entitled to receive a free copy of their credit report from 
each of the three credit bureaus each year, but the credit bureaus are not required to provide 
free credit scores. You can obtain your FICO credit score from each of the credit bureaus 
for a fee (around $20 for each as of 2018). Free FICO scores may be available from other 
sources. Certain credit cards will provide free FICO scores as will some banks. Some auto 
loan companies allow you to see your FICO score, and some types of student loans will pro-
vide your score. Some banks, credit card companies, and other lenders may provide a credit 
score, but it will be the specialized credit score used by that particular type of lender. The 
specialized scores may have a range that differs somewhat from the main FICO score range.

Some Web sites claim to offer free credit scores but actually are trying to persuade con-
sumers to sign up for expensive services. If you are asked to provide a credit card number at 
a Web site offering free credit scores, the credit score probably is not free. Some Web sites 
really do provide free credit scores, but the score they provide is your VantageScore, not your 
FICO score. One of the most popular free sites is Credit Karma (www.creditkarma.com).  
Credit Karma will not ask for your credit card number, but it will ask you to provide 
some personal information including your Social Security number. Each time you log in 
to Credit Karma, you will see your updated VantageScore based on information provided 
by the three credit bureaus. Because Credit Karma is monitoring your credit reports in 
order to give you an updated score, it also provides free alerts whenever there is activity 
in your report, such as an inquiry by a new lender or a new account opened in your name. 
To pay for these services, Credit Karma will give you recommendations for credit cards 
that accept applicants with similar credit scores. If you apply for one of the recommended 
cards, Credit Karma receives a commission from the credit card company.

Although the free VantageScores provided by Credit Karma and the free specialized 
credit scores provided by some lenders are not identical to the FICO scores provided by 
the credit bureaus, they are still useful because they generally move in the same direction 
as FICO scores. If your free credit score is declining month after month, your FICO score 
probably is declining too, and you can take steps to try to improve it.

FREE APPS  
for Personal 

Finance

Monitoring Your Credit Score
Application:
The Credit Karma app (by Credit Karma, Inc.) provides your credit score, information to 
help you form a plan to raise your score, and monitoring tools for your credit accounts.

To Find It:
Search for the “Credit Karma” app on your mobile device.
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Interpreting Credit Scores
Exhibit 7.3 shows the percentage of the population that falls into the various ranges for 
FICO scores. The scores range from 300 to 850 (a new FICO scoring system—FICO 
Next Generation—has a range that extends to 950, but it is not widely used). In 2017, 
the average score for American consumers was 700. A score of 800 and above not only 
ensures easy access to credit, but also may allow you to obtain credit at the lowest pos-
sible interest rate. A score of 740 to 799 is considered very good, while a score of 670 to 
739 is good. Applicants with such scores may have to pay a somewhat higher interest rate 
than those with the highest scores. Bear in mind, though, that each financial institution 
sets its own criteria to determine whether to extend credit. Some financial institutions 
may require a minimum score of 580, whereas others require a minimum of 620. Ratings 
in the 570 to 600 range may cause some creditors to reject your application. Other credi-
tors may be willing to extend credit in this range, but may charge a higher interest rate.

An acceptable credit score may vary with the type of credit (credit card, car loan, 
home loan, and so forth) that you are seeking. Although lenders commonly rely on credit 
information and a credit score from a credit bureau, they also consider other information 
not disclosed by credit bureaus. For example, a person with a high credit score from a 
credit bureau but a relatively low income may not be approved for a specific loan that 
would require very large payments each month.

Improving Your Credit Score
A low credit score is normally due to either missed payments or carrying an excessive 
amount of debt, both of which will be noted on your credit report. A poor credit history 
will appear on your credit report for seven years; filing for bankruptcy will remain on 
your record for seven to ten years depending on the type of bankruptcy.

You can begin to improve your score immediately by catching up on late payments, 
making at least the minimum payments on time, and reducing your debt. You might also 
consider the following steps:

• Review your household budget, and cut back on all unnecessary expenditures.

• Destroy your credit cards so you won’t be tempted to add to your debt. Keep 
your accounts open, however, because part of your credit rating is determined by 
how much credit you have and what percentage of it you use. If you reduce the 
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EXHIBIT 7.3 National Distribution of FICO Scores
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amount of credit you have by closing accounts but maintain the same amount of 
debt, your credit utilization percentage will increase, and your credit score could 
be negatively affected.

• Call your creditors immediately if you won’t be able to make your payments on 
time. If you have missed payments in the past but can afford to make them now, ask 
your creditors if they will report your account “paid as agreed” to the credit bureau.

As you show a pattern of making payments on time and managing your credit respon-
sibly, your credit score will improve. It may take a few years to completely rebuild your 
credit, however. Many companies advertise that they can improve your credit score. 
However, these companies cannot remove any accurate negative information from the 
credit report. And if the information in your credit report is not accurate, you can have 
that information removed without paying a company to do it for you.

There are some credit counseling organizations that can help you improve your credit 
score. They may help you establish a plan to repay existing debt over time. They may also help 
you establish a budget and develop a detailed financial plan for the future. Although some 
credit counselors are reputable and can be helpful, the Federal Trade Commission warns that 
others (even some claiming to be “nonprofit”) charge high fees and provide little assistance. 
You can find nonprofit counseling agencies through the National Foundation for Credit 
Counseling, but before you select an agency, check its reputation with your state attorney 
general and state consumer protection agency. The Consumer Financial Protection Bureau 
provides information about credit counseling and advice on selecting a credit counselor.

Identity Theft: A Threat to Your Credit
Identity theft occurs when any individual, without your permission, uses such personal 
identifying information as your Social Security number, driver’s license number, credit 
card account numbers, bank account numbers, or any other information unique to you, 
including your name and date of birth, to obtain personal gain. Criminals use stolen 
account numbers to empty your bank accounts or charge purchases to your credit cards. 
They may also use stolen personal information to open accounts in your name. If you 
are a victim of identity theft, any purchases charged to the accounts appear under your 
name. When these accounts go unpaid, the delinquent accounts are reported on your 
credit report. Meanwhile, you are not even aware that these accounts exist. Your credit 
score may be reduced to the point at which you no longer have access to credit.

In some instances of identity theft, the criminal is not attempting to acquire money, 
goods, or services. The object instead is to obtain documents such as a driver’s license, 
birth certificate, Social Security card, passport, visa, and other official government docu-
ments. These documents can be used to establish a new identity unknown to the authori-
ties to facilitate various criminal activities. In one case, a known drug dealer used such 
documents to avoid detection when entering and leaving the United States. Although the 
drug dealer’s victim did not suffer a direct financial loss, he had to carry extensive docu-
mentation to prove to immigration officials whenever he traveled outside the country to 
prove he was not the drug dealer.

More than fifteen million people in the United States are victims of identity theft each 
year, at an estimated cost of about $16 billion. People of all ages and socioeconomic classes 
are at risk from this increasingly common crime. Consider the following recent cases:

• Experian, the credit bureau, revealed that hackers had gained access to its database 
containing the names, Social Security numbers, addresses, and other identifying 
information of 143 million Americans. Such information would be sufficient to 
open new credit accounts in the victims’ names. In addition, the hackers obtained 
the credit card numbers of 290,000 consumers.

• The credit card numbers of forty million customers at Target and fifty-six million 
customers at Home Depot were compromised when hackers broke into databases 
at those companies. The credit card numbers were then sold online. Although the 
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customers were not liable for purchases made with the stolen card numbers, many 
customers had to get new cards, and both companies faced considerable expenses 
in upgrading their systems and trying to restore their reputations.

• An identity thief in Texas used fake identities to steal income tax refunds.

• Identity theft burglars stole laptops and computer hard drives from a health care 
company serving as a Pentagon contractor in Phoenix. Personal information, 
including names, addresses, telephone numbers, birth dates, and Social Security 
numbers related to 562,000 troops, dependents, and retirees were among the 
stolen data.

• A ring of thieves in New York, New Jersey, and Connecticut stole credit card 
numbers from thousands of shoppers while serving as cashiers and clerks at phar-
macies, shoe stores, and other retail businesses. The thieves used credit card infor-
mation to manufacture fraudulent cards.

• A former H&R Block employee allegedly victimized at least twenty-seven custom-
ers by using their personal information to obtain credit cards that were used to 
steal thousands of dollars in cash from ATMs and make merchandise purchases.

In these instances alone, millions of individuals were potentially affected, and some were 
victimized financially by the identity thieves.

The Cost of Identity Theft
The personal cost of identity theft is difficult to measure but easy to imagine, beginning 
with the victim’s feeling of being violated and the resulting insecurity. Identity theft vic-
tims have been turned down for employment because of incorrect information found in 
background checks. They have been hounded for back taxes on income they did not earn 
or receive, and their accounts have been turned over to collection agencies for nonpay-
ment of mortgages and student loans obtained by identity thieves. They have been refused 
loans for which they would normally have qualified, had their driver’s licenses revoked for 
violations they did not commit, and have been enrolled for welfare benefits. One identity 
theft victim was even listed on a birth certificate as the mother of a child she didn’t bear.

According to the Federal Trade Commission, the average individual loss due to iden-
tity theft is more than $1,000. Time is lost as well. Recent estimates suggest the average 
victim spends 200 hours dealing with the damage control necessitated by identity theft.

Identity Theft Tactics
Aside from hacked databases, identity theft most commonly results from lost or stolen 
wallets. However, many other tactics can be used to obtain your personal data.

Shoulder Surfing Shoulder surfing occurs in public places where you can be readily 
seen or heard by someone standing close. An example of shoulder surfing is someone 
standing near you in a hotel or other business establishment and reading the number off 
your credit card if it is left lying on the counter for too long.

Dumpster Diving As the name implies, dumpster diving occurs when the identity thief 
goes through your trash. The identity thief is looking for things such as credit card receipts, 
which contain your credit card number, and preapproved credit card solicitations. They 
contact the credit card company to change the address and then obtain a card in your 
name. Other targets include discarded information that might contain your Social Security 
number or bank account numbers.

The dumpster diver may also retrieve similar personal information from the dumpsters 
of places where you do business. For example, let us say that you complete a credit card 
application at a local store. If this credit card application, which contains substantial per-
sonal and financial information, is disposed of in the company’s dumpster, it can be found 
and used by a dumpster diver. Other dumpsters that could provide usable information are 
those of your health care providers, your broker, your accountant, and even your bank.

shoulder surfing
Tactic used when an 
identity thief stands close 
to you in a public place 
and reads the number of 
your credit card as you 
conduct business.

dumpster diving
Tactic used when an 
identity thief goes through 
your trash for discarded 
items that reveal personal 
information that can 
be used for fraudulent 
purposes.

M07_MADU9969_07_SE_C07.indd   177 28/11/2018   17:03



178 Chapter 7  Assessing and Securing Your Credit

Skimming and Shimming Skimming occurs when identity thieves steal your credit 
or debit card number by copying the information contained in the magnetic strip on the 
card. Often, skimmers are employees in stores and restaurants who, when you are not 
looking, swipe your card through a reader that captures and stores the data. Skimmers 
also attach card readers to ATMs, so that when you swipe your card for access, they col-
lect your information and use the data to create fake debit and credit cards.

Skimming has declined since the introduction of EMV technology, which replaced 
the magnetic strip on credit cards with an embedded chip. Every time an EMV card is 
used for payment or at an ATM, the chip creates a unique transaction code that cannot 
be used again. As a result, even if a thief or hacker manages to steal the chip information 
from one transaction, the information cannot be used for another transaction or to cre-
ate a fake card. Thus, EMV technology has significantly reduced fraud involving credit 
and debit cards. Nevertheless, thieves have developed a new technique called shimming. 
They insert a device called a shimmer into the slot on an ATM or card reader so that it 
is invisible. The shimmer can read the information on an inserted card, and although the 
EMV technology prevents the thieves from cloning an actual chip card, they can create 
a card that is close enough to fool banks or merchants that are not being careful about 
card security.

Pretexting, Phishing, and Pharming Another method of obtaining personal infor-
mation is pretexting. This occurs when individuals access personal information under 
false pretenses. The pretexter may use information obtained from dumpster diving to 
gain information about the companies with which you do business. The pretexter may 
pose as a survey taker or as an employee of a financial institution, insurance company, or 
other firm with which you have an account. You may be asked information such as your 
Social Security number or driver’s license, bank, brokerage, or credit card numbers. The 
pretexter will say that the information is being solicited to update your file or for other 
routine business. Pretexters may use the information to steal your identity, or they may 
sell it to others for illegal use.

When pretexting happens online, it is called phishing. A phisher sends an e-mail mes-
sage falsely claiming to be from a legitimate source that directs the recipient to a Web site 
where he or she is then asked to update account information such as passwords, credit 
card numbers, bank account numbers, and Social Security numbers. The Web site, in 
reality, is fake.

A practice that is similar to phishing but reaches many more targets with a single 
effort is known as pharming. By manipulating e-mail viruses and host files, pharmers 
redirect users, without their knowledge, from the legitimate commercial Web sites they 
thought they were visiting to bogus ones that look like the genuine sites. When users enter 
their login names and passwords, the pharmers collect the data.

Abusing Legitimate Access to Records Other sources of data are the employees of 
places where you work, bank, go to the doctor, and shop. In many cases these employees have 
easy and legitimate access to personal information that can be used to steal your identity.

For anyone who has gone through a divorce, most if not all personal financial infor-
mation, including Social Security numbers, is included in the court records. In most states 
this information is considered part of the public record.

Crime Rings In some cases, the identity thieves may be part of a well-organized crime 
ring that has systematically infiltrated corporations and financial institutions for the sole 
purpose of obtaining information to facilitate large-scale identity thefts.

Violating Your Mailbox A last source of information worth mentioning is your mail-
box. Both incoming and outgoing mail may provide the information needed for your 
identity to be stolen. Outgoing mail can provide credit card and bank information if you 
leave letters in your mailbox for the postal carrier to pick up. Incoming mail can also 
provide your credit card account numbers, bank information, driver’s license number, 
and Social Security number.
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Protecting Against Identity Theft
There are many ways that you can safeguard your personal information and make it 
harder for an identity thief to prey on you. Most of these safeguards are relatively easy 
to install and inexpensive.

Shielding Personal Information at Home
Consider the following methods to safeguard your personal information:

• Go through your wallet or purse and remove anything that contains your Social 
Security number, including your Social Security card. Other items that you should 
not carry, unless absolutely necessary, are your passport, birth certificate, and 
rarely used credit cards. Also be sure that you are not carrying any account pass-
words or PINs in your wallet. Make a photocopy of the items that remain in your 
wallet or purse (both the front and back of the documents) and retain these records 
in a secure location, such as a safety deposit box or fireproof strong box.

• Document your accounts. For all credit cards that you have, whether or not you 
carry them in your wallet, keep a list of the name of the company, credit card 
number, and toll-free phone number in a secure location. Keep a list of all bank 
account numbers, brokerage account numbers, and their respective 800 numbers 
in a secure location as well.

• Buy a shredder and use it. When you receive preapproved credit card applications, 
shred them. When you dispose of out-of-date receipts from credit cards, shred 
them. The best rule of thumb regarding what to shred is “when in doubt, shred 
it.” You can purchase good shredders for less than $100; heavy-duty shredders are 
available in the $150–$200 range. Consider purchasing a shredder that crosscuts 
paper. Some even shred credit cards.

• Do not have your Social Security number printed on your checks.

• Remove your name and address from local phone directories and reverse directo-
ries (that is, directories listing phone numbers in numerical order with names and 
addresses attached). Install a locked mailbox or rent a P.O. box and pick up your 
mail at the post office.

• Shop online only when there is evidence of a secured Web site. An “s” at the end 
of the Web address (https://) and/or a padlock icon indicates a secure site.

• Be suspicious of any phone callers seeking to verify or update your personal infor-
mation. If in doubt, tell the caller you will call back. Obtain the solicitor’s name 
and phone number and then call the company to verify the caller’s credentials.

• Consider using online bill payment systems. If you pay by mail, consider mailing 
all bills with remittance stubs containing account data in a U.S. Postal Service 

FREE APPS  
for Personal 

Finance

Identifying Permissions You Allowed in the Past
Application:
The MyPermissions app (by Online Permissions Technologies Ltd.) can identify all the 
permissions you have allowed due to your use of social media Web sites over time. 
These permissions can possibly expose your account to identity theft. You may find that 
you granted permissions for creating accounts that you no longer use, so you could 
eliminate these accounts to avoid exposure.

To Find It:
Search for the “MyPermissions” app on your mobile device.

M07_MADU9969_07_SE_C07.indd   179 28/11/2018   17:03



180 Chapter 7  Assessing and Securing Your Credit

depository box. Do not leave them in your mailbox, even if it is a locked box. 
Some experts go so far as to recommend that such sensitive information be mailed 
only at a post office.

• Check your accounts regularly for suspicious activity. You can check online or use 
mobile apps to visit most accounts. Experts recommend reviewing your accounts 
at least twice a week. Whether you receive your bank and credit card statements 
online or by mail, scrutinize every statement on the day you receive it. The earlier 
identity theft is detected, the less damage there will be to repair on your financial 
record.

• Take care when using smartphones to order merchandise. These calls usually 
require your giving a credit card account number for payment. There are devices 
available that allow people to scan and lock in on a signal and steal the informa-
tion provided in the order.

• Consider using a separate computer or device for online shopping and banking 
and using another computer or device for Web browsing, e-mail, social network-
ing, and playing games, because those activities are more susceptible to malware.

• If you are using a laptop or mobile device for online banking or shopping, avoid 
connecting to Wi-Fi networks at public hotspots such as coffee shops, hotels, or 
airports. Wi-Fi in public areas can be used to intercept your device’s signal and 
collect personal information.

• Set up your phone or other mobile device so that you can remotely remove data 
from it in case it is lost or stolen. Activate the autolock feature on your phone so 
that it will secure your phone if it is left unused for a certain number of minutes.

• Be aware of delivery schedules. If you are expecting delivery of an item, whether 
it be a new credit card or a purchase you have made with a credit card, and it 
has not arrived at the expected time, contact the credit card issuer or merchant to 
determine its status. You will probably be able to track the delivery status online.

• Never have checks that you have ordered delivered to your house. Instead, have 
them sent to your P.O. box or pick them up at the financial institution. Some 
experts recommend that you restrict your use of personal checks to payment of 
bills via the U.S. mail. Do not use personal checks for everyday transactions, as 
they contain your account number, name, address, and phone number. Some mer-
chants will also require your driver’s license number. Remember that these checks 
will pass through many hands.

• Be careful what you post on social media. Identity thieves can gather a great deal 
of information about you from social media sites. When members of an identity 
theft ring were arrested for forging checks, they said they gained information from 
Instagram, where young people getting their first paycheck would post photos of 
themselves holding the check. By looking at the photos, the thieves could learn the 
name, address, and account number of the payor and the bank’s routing number. 
With that information, they could forge checks. If you are posting information 
that reveals your birth date or year you graduated from college or other personal 
information, use privacy settings so that the information will not be generally 
available. By collecting such bits of information, identity thieves can sometimes 
create an identity.

• Protect your home computer from hackers and worms by installing a firewall and 
virus protection and updating both frequently. Don’t download programs or open 
hyperlinks sent to you by people you don’t know. Also, password-protect sensi-
tive personal data. When disposing of a computer, obtain a strong “wipe” utility 
program to remove all personal, financial, or other sensitive data. The “Delete” 
function cannot be relied on to accomplish this task.
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• When on vacation, have your mail held at the post office. Also, secure all personal 
information within your home to the best of your ability, and while on the road, do not 
leave credit card slips, PINs, or other sensitive information in unoccupied hotel rooms.

• File your income tax return as early as possible—don’t wait until the April 15 
deadline. Tax refund identity fraud has increased dramatically in recent years. 
Identity thieves who have your Social Security number, birth date, and other per-
sonal information can file a fraudulent income tax return in your name claiming 
a refund. Then the thieves keep the refund. When you file your return later, you 
receive a letter from the Internal Revenue Service (IRS) telling you that a return in 
your name has already been processed. Although the IRS will correct the mistake, 
doing so will likely take months, which could be a problem for you if you were 
counting on receiving a refund soon after filing.

Protecting Personal Information at Work
Consider the following safeguards you can take at your place of employment:

• If your employer requires that you wear a photo ID, be sure that it does not dis-
play your Social Security number. If it does, ask your employer to consider using 
another form of employee ID numbers.

• Ask if you can have your paycheck direct deposited to your bank account. If your 
employer uses paper checks, examine your check and stub. If either contains your 
Social Security number, request that your payroll office truncate this information.

• Examine your health insurance card. If it uses your Social Security number as an 
identifier, discuss the matter with your Human Resources department to determine 
if an alternative number can be used.

• Have a discussion with your employer’s Human Resources department about the 
security measures in place to safeguard your records. Some questions you might 
consider asking are:

1. What personal data are maintained online?
2. Who has access to the personnel records?
3. Where are the hard copies of personnel records maintained?
4. How secure is the area where records are maintained?
5. Are temporary workers employed in the Human Resources department, and if 

so, how are they monitored and how is their access to files limited?
6. Is a record of personnel who have accessed files maintained?

Also, you need to determine that your personal information is being properly safeguarded 
by your health care providers. Some of the same questions that you should address to 
your Human Resources department concerning the handling of your records should be 
asked of your health care providers. Safe record disposal, which you presume of your 
credit card issuer and banks, should also be expected of your health care providers.

Identity Theft Insurance
Identity theft insurance can be obtained as part of your homeowner’s or renter’s policy 
or as a stand-alone policy. Some credit card issuers add identity theft insurance as a 
cardholder benefit.

When obtaining identity theft insurance, low deductibles, reimbursement for lost 
wages, coverage for legal fees, and the cost associated with the denial of credit are items 
to consider in your policy selection. Some critics of identity theft insurance point out 
that the associated losses are seldom catastrophic, which is the reason we typically buy 
insurance. Still, for $25 to $60 per year (the typical cost of a $10,000 to $15,000 policy) 
a person may be able to obtain peace of mind in dealing with the cost of identity theft.
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Response to Identity Theft
If you are a victim of identity theft, you must take action immediately to clean up your 
credit report. The FTC has set up a Web site at www.identitytheft.gov that will take you 
through the entire process. As you take action, it is essential to maintain a record of who 
you talk to and correspond with, the organization with which they are affiliated, the 
date of the conversation or correspondence, the phone number and/or address, and if it 
is a verbal conversation, notes on the nature of that conversation. If your communica-
tion is by mail, fax, or e-mail, keep a copy of the correspondence. If you correspond by 
certified mail, attach the verification of the receipt to the correspondence. Also, keep 
copies of all reports (credit, police) that you receive. You will be communicating with 
a large number of people, and it will be necessary to refer to previous conversations or 
correspondence to expedite the process. Maintaining a log will prove to be very helpful 
during this  stressful period.

Contact the Police
Contact your local police or sheriff’s department, and insist that a report be written. Be 
sure to obtain a copy of the report for your files.

Contact the FTC
The Identity Theft and Assumption Deterrence Act of 1998 designated the FTC to func-
tion as a central clearinghouse for all identity theft complaints. The Fair and Accurate 
Credit Transactions Act (FACTA), enacted in December 2003, required the FTC to create 
a standard form and procedures for use by consumers in informing creditors and credit 
bureaus that they are credit theft victims. Both are available at www.identitytheft.gov. 
When you go to the Web site, you will first be asked to complete a form describing the 
type of identity theft that you experienced. Then the FTC will recommend the procedures 
you should follow.

Contact Credit Reporting Companies
Notify the major credit reporting companies, and request that a fraud alert be placed in 
your file. An initial fraud alert will stay on your report for up to ninety days. An extended 
alert will remain on your credit report for seven years if you provide the credit bureau 
with an identity theft report. This report consists of a copy of the report filed with your 
law enforcement agency when you initially reported the theft and any documentation 
beyond that verifying your identity to the satisfaction of the credit bureau. This alert will 
enable the company to contact you if there is any attempt to establish credit in your name. 
There is no fee for a fraud alert. Also request a credit report for your review.

You may also wish to establish a credit freeze (also known as a security freeze), which 
allows you to restrict access to your credit report. A credit freeze makes it harder for an 
identity thief to open a new account in your name because creditors will want to see your 
credit report before they extend credit. Your report will still be released to your existing 
creditors. If you are a victim of identity theft, there is no charge for a credit freeze, but 
otherwise you will have to pay a fee of $5 to $10 to each credit bureau. After setting the 
freeze, you will get a PIN or password so that only you can lift the freeze. If you want to 
apply for new credit, you will have to lift the credit freeze temporarily so that potential 
lenders can view your credit report.

The credit bureaus and other companies also offer credit monitoring, which does not 
prevent identity theft but attempts to alert you to suspicious activity in your account. The 
credit bureaus and most other providers of credit monitoring services charge a monthly 
fee (Credit Karma does not charge for credit monitoring). If you use a free fraud alert 
and possibly a credit freeze, check your accounts regularly, and review your credit score 
(a VantageScore or other free score) frequently, you can obtain most of the benefits of 
credit monitoring without having to pay for the service.
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Contact Creditors
Contact all your creditors and any creditors with which unauthorized accounts have 
been opened in your name. Many creditors may request a copy of the police report that 
you obtained from your local law enforcement agency. While contacting your credit card 
companies and financial institutions, take the opportunity to change all your passwords. 
Do not use your mother’s maiden name, the last four digits of your Social Security num-
ber, your birthday, street address, wedding anniversary, or any other readily available 
information that the identity thief may obtain.

Contact Others
If the identity thief has gained access to your bank accounts or created accounts in your 
name, you should also contact check verification companies. These companies maintain 
a database of individuals who have written bad checks and of accounts where there have 
been excessive or unusual transactions.

If you believe the identity thief has in any way obtained your data or illegally used 
your personal information involving the U.S. Postal Service, you should contact your local 
post office to make an appointment with the Postal Inspection Service. If the identity thief 
has compromised your Social Security number, immediately contact the Social Security 
Administration. It may be necessary that they issue you a new Social Security number.

You may be notified of pending lawsuits against you as a result of the identity theft. 
If this is the case, immediately seek the services of an attorney. In some cases of identity 
theft, the Federal Bureau of Investigation and the Secret Service may also need to be noti-
fied. Your local law enforcement agency should be able to advise you if these agencies 
need to be involved in your particular case.

This list of notifications is by no means exhaustive. Some cases of identity theft may 
necessitate the notification of your employer’s Human Resources department, while oth-
ers may involve corresponding with your health care providers and medical insurance 
companies. For victims who have extensive stock, bond, and mutual fund holdings, noti-
fying brokers, mutual fund companies, and 401(k) administrators may also be advisable.

Exhibit 7.4 provides important contact information that you can use to prevent 
identity theft, report identity theft, or report related criminal activity.

Go to: 
www.identitytheft.gov

To get:
Information about iden
tity theft and the tools to 
report identity theft.

Financial Planning
ONLINE

Recently, Stephanie Spratt was shocked to receive a statement indicating that her credit 
card had been charged to its $5,000 limit. The statement showed eighteen unauthor-
ized purchases, totaling $4,906, all made within a two-day time span. Stephanie quickly 
checked her wallet but her credit card was in its usual compartment.

Stephanie keeps a list of all of her credit card numbers and toll-free phone numbers for 
the credit card companies in a fireproof box. She retrieves the information she needs and 
calls customer service at the credit card company to report the unauthorized charges, 
close the account, and request a new card. Because the thief stole Stephanie’s credit card 
number, she is not liable for the unauthorized use.

Stephanie is relieved that she won’t be held accountable for the charges, but she is also 
puzzled about how the thief accessed her credit card number. Also, she is worried that 
maybe the thief stole more than that. She recalls a recent e-mail from a popular online 
store, saying that her account would be terminated if she didn’t update her credit infor-
mation. A quick e-mail to the store confirms that no such e-mail was sent. Stephanie is a 
victim of a phishing scam.

As best she can recall, the information Stephanie provided to the phisher was her credit 
card account number, her name, and her address. To be safe, Stephanie’s next step is to put 
an alert on her credit report. She decides to check her report in one month, and if there 
is fraudulent information, she will request corrections and fill out an identity theft report.

EXAMPLE

M07_MADU9969_07_SE_C07.indd   183 28/11/2018   17:03

http://www.identitytheft.gov/


184 Chapter 7  Assessing and Securing Your Credit

How Credit Assessment and Security Fit  
Within Your Financial Plan

The following are the key credit assessment and security decisions that should be included 
within your financial plan:

1. Is your credit standing adequate so that you can use credit?
2. Is your credit and personal identity information secure?

By making proper decisions, you can ensure that you access credit only when your 
credit standing is adequate, and prevent others from using your credit or identity infor-
mation. Exhibit 7.5 shows how credit standing and security apply to Stephanie Spratt’s 
financial plan.

Check Verification Companies

ChexSystems (800) 428-9623

Certigy (800) 237-3826

National Processing (800) 720-3323

Telecheck (800) 710-9898

Federal Trade Commission
Web Site Address: http://www.ftc.gov and http://www.identitytheft.gov

Equifax
Web Site Address: http://www.equifax.com/
Telephone: (888) 548-7878

Experian
Web Site Address: http://www.experian.com/
Telephone: (888) 397-3742

TransUnion
Web Site Address: http://www.transunion.com/
Telephone: (800) 916-8800

Internal Revenue Service 
Web Site Address: http://www.irs.gov

Social Security Administration 
Web Site Address: http://www.ssa.gov

U.S. State Department 
Passport Fraud: Go to http://www.state.gov and insert the search term “passport fraud”

EXHIBIT 7.4 Useful Sources of Information to Protect Against Identity Theft
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EXHIBIT 7.5 How Credit Standing and Security Fit Within Stephanie Spratt’s Financial Plan

GOALS

DECISIONS
Decision Regarding My Credit Report

Decision Regarding the Security of My Credit and Identity

1. Ensure that I always have easy access to credit, so that I can obtain personal loans or use credit cards when-
     ever I desire.

Contact the credit bureaus to request a copy of my credit report and ensure that my credit report is accurate. If there
are any deficiencies listed on my report, correct them so that I can ensure easy access to credit in the future.

Leave most of my personal information at home. Carry only my Visa and MasterCard, and driver’s license with me.
Shred any documents I plan to discard that contain personal information.

2.  Ensure that my credit and identity information is secure.

 Summary  185

DISCUSSION QUESTIONS

1. How might Stephanie’s need for credit be different if she were a single mother of 
two children?

2. How might Stephanie’s need for credit be different if she were 35 years old? 50 years 
old?

Background on Credit. Credit, which consists of 
funds provided to a borrower that will be repaid 
in the future, has both advantages and disadvan-
tages. An advantage is the convenience that credit 
provides in making day-to-day purchases without 
the necessity of carrying large amounts of cash. 
A disadvantage is that credit can result in bank-
ruptcy if not used properly.

Credit Bureaus. A complete history of your credit 
transactions is maintained by credit bureaus that 
calculate your credit score and report this informa-
tion and your credit report to interested parties.

Lenders commonly access the credit payment 
history provided by one or more credit bureaus 
when deciding whether to extend a personal loan. 
You can obtain a free credit report each year from 
each of the three credit bureaus to ensure that 
the report is accurate. The credit report contains 
potentially negative information from public 
records, such as bankruptcy filings. It also offers 
information about late payments, accounts in 
good standing, inquiries made about your credit 
history, and personal information.

Identity Theft. Identity theft, which involves the 
use of your personal identifying information with-
out your permission, is one of the fastest-growing 
crimes in our country. An identity thief may use 
your personal information to obtain goods, ser-
vices, or money or to create a new identity. All 
these actions can have a negative effect on your 
credit history.

Common identity theft tactics include shoulder 
surfing, dumpster diving, skimming, pretexting, 
phishing, and pharming.

Protecting Against Identity Theft. You can pro-
tect against identity theft by shredding old finan-
cial information such as your bank and credit card 
statements, reviewing your accounts regularly, 
using online payment systems, securing your 
smartphone, and being careful when you shop 
online. Take precautions where you work, bank, 
and receive medical care. Requesting the elimina-
tion of your Social Security number on health care 
insurance cards, identity badges, and paychecks is 
a necessary step in safeguarding your identity.

SUMMARY
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Obtain a copy of your credit report at least once 
a year. Carefully review your credit report for 
unusual account activity and the existence of 
accounts of which you are not aware.

Responding to Identity Theft. Should your 
identity be stolen, notify the police and request 
a written report. Notify the FTC, credit bureaus, 
credit card companies, financial institutions, and 
when appropriate, the FBI and Secret Service.

How Credit Assessment and Security Fit 
Within Your Financial Plan. Access to credit can 
allow you to make purchases that you could not 
make if you had to rely on your cash and checking 
account. Thus, you can more easily achieve your 
financial plan by acquiring assets (such as a new 
car or a home) if you maintain a good credit stand-
ing. However, you should take steps to protect 
against identify theft so that you can continue to 
have access to credit.

REVIEW QUESTIONS

All Review Questions are available in MyLab Finance at www.pearson.com/mylab/finance.

1. Types of Credit. Explain the three types of credit. 
Under what conditions might a consumer find 
each type useful?

2. Using Credit. What are the advantages and disad-
vantages of using credit?

3. Cash Versus Credit. Why should some people use 
cash to make purchases instead of credit?

4. Credit Rights. Under what conditions does the 
Equal Credit Opportunity Act prohibit creditors from 
denying credit? If you are denied credit, do you 
have the right to know the reason for the denial?

5. Impact of Credit Report. Explain how a weak 
credit report can affect you.

6. Credit Bureaus. Name the three major credit 
bureaus. How do they score your credit rating? 
Will all three major credit bureaus always produce 
the same credit score?

7. Credit Report. What are the six major areas of 
information that may be included on your credit 
report?

8. Credit Score. What factors determine your credit 
score, and how are these factors weighted by FICO?

9. VantageScore. How does a VantageScore differ 
from a FICO score?

10. Improving Your Credit Score. How can you 
improve your credit score, and how long can it 
take to erase a poor credit history?

11. Reviewing Your Credit Score. How often should 
you review your credit report from each of the three 
major credit bureaus? Why is this review beneficial?

12. Correcting Mistakes on Your Credit Report.  
Explain how to correct a mistake you discovered 
on your credit report.

13. Common Types of Credit. What are some common 
types of credit?

14. Identity Theft. What constitutes identity theft?

15. Identity Theft. Is identity theft only perpetrated to 
acquire money, goods, or services?

16. Impact of Identity Theft. Aside from the financial 
losses, what other negative impacts might a victim 
of identity theft encounter?

17. Identity Theft Tactics. Name and explain at least 
three tactics used by identity thieves to obtain 
information.

18. Identity Theft. Can identity theft occur through 
legitimate access to your personal information? 
Explain.

19. Safeguarding Information. Discuss steps you can 
take to safeguard your personal information.

20. Responding to Identity Theft. What steps should 
you take if you become a victim of identity theft?

21. Credit CARD Act. How did the Credit Card 
Accountability, Responsibility, and Disclosure 
Act of 2009 change credit card access to students 
under the age of 21? Why was this change deemed 
necessary?

22. Credit History. What is your credit history? How 
does it impact your ability to borrow money?

23. Credit Score and Open Accounts. Explain how 
closing a credit card account can negatively 
impact your credit score.
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24. Checking Credit Scores. Why should you be care-
ful about checking your credit score on one of the 
numerous “free” sites?

25. Credit Counseling. Explain the advantages 
and disadvantages of using a credit counseling 
organization.

26. EMV Cards. How has EMV technology helped 
reduce identify theft?

27. Social Media and Identity Theft. What are some 
factors to consider when using social media with 
respect to identity theft?

FINANCIAL PLANNING PROBLEMS

All Financial Planning Problems are available in MyLab Finance at www.pearson.com/mylab/finance.

Ethical Dilemma. Rita is the office manager of a three-
doctor practice. Her brother, Juan, a recent college 
graduate, recently started working for a large insur-
ance company that specializes in health insurance. In 
attempting to build a client base, Juan asks Rita if she 
will provide him with a list of all the doctors’ patients 
who do not currently have health insurance. Wishing 
to help her brother be successful in his new job, she 

runs the list, which includes names, addresses, tele-
phone numbers, Social Security numbers, and brief 
medical histories.

1. Is Rita acting ethically? Explain.

2. What problems could Rita be creating for the prac-
tice’s patients?

FINANCIAL PLANNING ONLINE EXERCISES

1. Go to the Web site www.consumer.gov, and go to the section on credit, loans, and 
debt.

 a. What are some ways that you can build your credit history?

 b. What type of information is contained in your credit report?

 c. What are some advantages of having “good credit”?

2. Review the information at www.ftc.gov about free credit reports.

 a. What is the only authorized source for free credit reports under federal law?

 b. How can you request a free credit report?

 c. Why should you review your credit report?

3. Go to the Web site www.identitytheft.gov, and summarize the actions you should 
take if your identity is stolen.

4. Go to the Web site www.consumer.gov and go to the section on “Scams and Identity 
Theft.” Look up some of the current scams that the FTC is warning consumers about. 
List two of these scams.

PSYCHOLOGY OF PERSONAL FINANCE: Paying Off Credit Card Debt

1. Some consumers prefer putting off their credit 
card payments and don’t think about having to 
repay the debt along with the interest later. At the 
other extreme, other consumers are obsessed 
with paying off the credit card balance each month 
because they dislike having any debt. What drives 
your behavior when using credit cards?

2. Read one practical article of how psychology 
affects paying credit card debt. You can easily 
retrieve possible articles by doing an online search 
using the terms “psychology” and “credit card 
debt.” Summarize the main points of the article.
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WEB SEARCH EXERCISE

You can develop your personal finance skills by conducting an Internet search for related 
articles. Find a recent online article about personal finance that reinforces one or more 
concepts covered in this chapter. If your class has an online component, your professor 
may ask you to post your summary of the article there and provide a link to the article 
so that other students can access it. If your class is live, your professor may ask you to 
summarize your application of the article in class. Your professor may assign specific 
students to complete this assignment or may allow any student to do the assignment on 
a volunteer basis.

For recent online articles related to this chapter, consider using the following search 
terms (be sure to include the current year as a search term to ensure that the online 
articles are recent):

• Benefits of credit

• Dangers of credit

• Your credit score

• Credit bureaus

• Protecting against identity theft

VIDEO EXERCISE: Improving Your Credit

Go to one of the Web sites that contains video clips (such as www.youtube.com), and 
view some video clips about improving your credit. You can use search phrases such as 
“improving your credit” or “assessing your credit.” Select one video clip on this topic 
that is the most useful for you.

1. Provide the Web link for the video clip.

2. What do you think is the main point of this video clip?

3. How might you change your use of credit after watching this video clip?

4. Does the information source appear credible?

M07_MADU9969_07_SE_C07.indd   188 28/11/2018   17:03

http://www.youtube.com/


NAME DATE

1. EVALUATING YOUR CREDIT REPORT

 a. Obtain your credit report from one of the credit bureaus (Equifax, Experian, and TransUnion). 
You can obtain a free report from www.annualcreditreport.com (get only the report; do not try to 
obtain your credit score). You should not have to pay to receive a report so do not provide a credit 
card number when requesting a credit report.

Review your credit report. Summarize the types of information that are presented in the report. 

 b. Does the credit report seem to be accurate?   If not, identify the type of error that 
you noticed in the report.

BUILDING YOUR OWN FINANCIAL PLAN: Chapter 7 MyLab Finance

The financial planning spreadsheets available at www.pearson.com/mylab/finance will 
automatically perform computations, charts, and graphs based on your input.
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1. Should the Sampsons accept the increase in the limit on their credit card, even if they do not 
anticipate using it?

2. Advise the Sampsons on steps that they can take to reduce their exposure to identity theft.

The Sampsons’ credit card has a credit limit of $10,000. They have just received a letter 
from the credit card company offering to increase their credit limit to $20,000. The Samp-
sons have also read several articles on identity theft and are concerned with protecting 
themselves from this fast-growing crime. They currently receive their mail in a curbside 
mailbox, and they dispose of all junk mail in the trash.

THE SAMPSONS—A Continuing Case: Chapter 7 MyLab Finance
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MyLab Finance helps you master the topics in this chapter and study more 
 efficiently. Visit www.pearson.com/mylab/finance for more details.

When Tara graduated from college and started 

her first full-time job, she was on a tight budget. 

She determined that if she limited her spend-

ing, her salary would cover her expenses and allow her to 

save for a car. Tara decided to apply for a credit card so that 

she would be able to make emergency purchases, if neces-

sary.  Applying was easy, as every month or so she received 

notices from credit card companies offering her a credit card. 

When Tara received her card with a credit limit of $4,000, 

she promised herself that she would use it only for emer-

gency purchases between paychecks and that she would 

pay the balance in full every month. But six months later, her 

friends suggested that they should all take a trip to Hawaii. 

Tara didn’t have enough cash to pay for the trip, so she charged $3,800 on her credit card. 

She couldn’t afford to pay the full balance on her card, but she didn’t think that was a problem 

because she had received an offer of another credit card that would charge zero interest if she 

transferred her balance to it. She failed to read the fine print, which stated that the interest rate 

would rise to 18.5% after six months. Two years and three additional credit cards later, Tara has 

accumulated $11,500 in credit card debt. She frequently used her credit cards for unnecessary 

purchases. She believed that as long as she made a payment each month, it didn’t matter that 

she quickly ran up charges to the limit because she could always get a new card and do a  

balance transfer. Each time she told herself that she would pay off the balance before the zero 

interest rate period expired, but each time she found it easier to just make the minimum pay-

ment, so soon she was paying 18.5% interest or higher on all her unpaid balances. She also failed 

to realize that a fee and substantially higher interest are associated with cash advances and 

that she would be charged $35 for every late payment. Improper use of credit cards can cause 

severe problems. Now Tara has a poor credit rating, which will affect her ability to get a loan for 

the car that she needs. In addition, it may take her several years to pay off her credit card debt.

This chapter focuses on effectively using credit. You’ll see that a good credit history is built by 

the proper use and control of credit, not by the absence of credit.

Managing Your Credit 8
chapter 

Diego Cervo/Shutterstock
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The objectives of this chapter are to:

• Provide a background on credit cards

• Explain credit repayment

• Describe how to review the credit card statement

• Explain credit card regulations

• Offer tips on using credit cards

• Explain how managing your credit fits within your financial plan

Background on Credit Cards
The easiest way to establish credit is to obtain a credit card, which allows you to purchase 
products on credit wherever that card is honored. You receive a monthly statement that 
identifies the purchases you made with the credit card during that period. Normally, 
credit cards are not used for very large expenditures such as cars or homes, but they are 
very convenient for smaller purchases, such as meals at restaurants, gasoline, clothing, 
car repairs, and even groceries.

Obtaining a credit card is easy, perhaps too easy. Credit card companies frequently 
send unsolicited offers of credit cards to consumers. Often the cards are preapproved. 
More than 70% of American consumers have at least one credit card, and many have 
two or more cards. About 40% of all undergraduate students have credit cards. There 
are more than 450 million credit card accounts in the United States, and more than 
thirty  billion credit card transactions take place every year.

Advantages of Credit Cards
Credit cards offer three advantages. First, you can purchase products and services without 
carrying a large amount of cash or a checkbook. Second, as long as you pay off your 
balance each month, you receive free financing until the due date on your credit card 
statement. Third, you receive a monthly statement that contains a consolidated list of 
the purchases you made with the credit card, which enables you to keep track of your 
spending. In some cases, you receive an annual statement as well, detailing expenses by 
category, which can be useful in preparing your income tax return.

Disadvantages of Credit Cards
The main disadvantage of having a credit card is that it allows you to make purchases that 
you cannot afford and should not make. It gives you the opportunity to spend beyond 
your means.

Mia sees a new fifty-five–inch television with exciting new features for $2,000. She 
already has a good TV, but it is smaller and lacks some of the new features. She does not 
have the cash to pay for the TV, but the store gives her a new credit card. The salesclerk 
tells Mia that she does not have to pay any money for one year and that the interest rate 
is 1.5% per month. In Mia’s mind, 1.5% is close to zero, so she is very willing to obtain the 
TV on credit. She does not take time to read the application form, which states that the 
annual interest rate is 18%.

Exhibit 8.1 shows how the amount Mia owes on the TV will grow over the first twelve 
months. By the end of ten months, Mia will owe $2,321, or $321 more than the price at 
the time she obtained the TV. Had she put off buying the TV for one year, she might have 
been able to save enough money to pay for it with cash. In addition, prices of televisions 

EXAMPLE
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The potential for excessive spending with credit cards is even more pronounced 
because of the financing available. As long as you make the minimum monthly payment, 
excessive spending can continue over time. Some consumers accumulate a large amount 
of debt and ultimately have to file for bankruptcy as a result.

Applying for a Credit Card
When you apply for a credit card, potential creditors obtain information from you, and 
from credit bureaus, so that they can assess your ability to repay credit.

Personal Information When you apply for credit, you are asked to complete an 
application that typically requests the following information:

• Cash inflows: What is your monthly income?

• Cash outflows: How much do you spend per month?

• Credit history: Have you borrowed funds in the past? Did you repay any previous 
loans in a timely manner?

• Capital: Do you have any funds in the form of savings or stocks that can be used 
if necessary to cover future debt payments?

• Collateral: Do you have any assets that can be used as collateral to secure the 
borrowed funds? (If you could not repay your debt, you could sell these assets to 
obtain the funds needed to repay the loans.)

EXHIBIT 8.1  How a Loan of $2,000 Grows over Time  
(assume interest rate = 1.5% per month)

MONTH1 2 3 4 5 6 7 8 9 10

$2,350

$2,300

$2,250

$2,200

$2,150

$2,100

$2,050

$2,000

$2,030

$2,060

$2,091

$2,123

$2,155

$2,220

$2,253

$2,321
$2,287

AMOUNT OWED
ON LOAN

$2,187

(like many high-tech products) tend to decline over time as new models are introduced, 
so she might have been able to purchase the TV for about $1,500 if she waited one year. 
By the time she starts making payments on this TV, she may even be tired of it and ready 
to buy another new TV.
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Creditors generally prefer that you have a high level of cash inflows, a low level 
of cash outflows, a large amount of capital and collateral, and a good credit history. 
Nevertheless, they commonly extend credit to individuals who do not have all of these 
attributes. For example, credit card issuers recognize that individuals starting their first 
job after college may not earn much income. Nevertheless, they may still provide a limited 
amount of credit if they believe that the individuals are likely to repay it. Some credi-
tors also extend credit at higher interest rates to individuals who have a higher risk of 
defaulting.

Credit Check When you apply for credit, a credit card issuer typically conducts a credit 
check as part of the application review process. The company can obtain a credit report, 
discussed in Chapter 7, which indicates your creditworthiness based on information such 
as whether you have made late payments or have any current unpaid bills. A credit report 
summarizes your history of repaying credit with banks, retailers, credit card issuers, and 
other lenders. Recall that credit problems remain on a credit bureau’s report for seven 
years. If you claim bankruptcy, this information normally remains on a credit bureau’s 
report for ten years.

Other Information That Creditors Evaluate Creditors also often ask an applicant 
to disclose income and any existing debt so that they can assess the existing debt level 
as a percentage of income. When the debt level is only a small fraction of the applicant’s 
income, creditors are more willing to provide credit.

In addition to information about the applicant, creditors also consider existing eco-
nomic conditions when they evaluate credit applications. If economic conditions weaken 
and you lose your job, you may be unable to repay your loan. Thus, creditors are less 
willing to extend credit when the economy is weak.

Types of Credit Cards
The major issuers of credit cards include MasterCard, Visa, American Express, and Dis-
cover. These types of cards are especially convenient because they are accepted by most 
merchants. The merchants honor credit cards because they recognize that many consumers 
will make purchases only if they can use their credit cards. A credit card company receives 
a percentage (commonly between 2% and 4%) of the payments made to merchants with 
its credit card. For example, when you use your MasterCard to pay for a $100 car repair 
at a Shell Oil station, Shell will pay MasterCard a percentage, perhaps around $3.

Many financial institutions also issue MasterCard and Visa credit cards. Each finan-
cial institution makes its own arrangements with the credit card company to do the billing 
and financing when necessary. The institution provides financing for cardholders who 
choose not to pay their balance in full when they receive a billing statement. The finan-
cial institutions benefit by providing financing because they typically earn a high rate of 
interest on the credit extended. Some universities and charitable organizations also issue 
MasterCard and Visa credit cards and provide financing if needed.

Credit cards by definition extend credit and allow your charges to be financed. Another 
type of card, known as a charge card, does not extend credit and requires that the balance 
be paid in full each month. Although some individuals use charge cards, they are most 
commonly used by businesses because they provide an easy way to track travel and other 
expenses. American Express, Diner’s Club, and some financial institutions issue charge cards.

Credit cards are either unsecured cards, which do not require you to deposit cash as 
collateral before obtaining the card, or secured cards, which do require a security deposit. 
There more popular unsecured cards include retail credit cards, rewards credit cards, bal-
ance transfer credit cards, and medical credit cards.

Retail Credit Cards Retail (or proprietary) credit cards are issued under the name 
of a specific retail establishment. For example, many retail stores (such as Target and 
Macy’s) and gas stations (such as Shell Oil and ExxonMobil) issue their own credit 
cards. You can usually obtain an application for a proprietary card while paying 

retail (or proprietary) 
credit card
A credit card that is 
issued under the name  
of a specific retail  
establishment. A closed 
loop card will be honored 
only at outlets of that 
establishment; an open 
loop card can be used at 
other merchants.
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for products or services. You may be given instant credit when you complete the 
 application and may receive a discount on your first purchase. With most retail credit 
cards, you can pay a small portion of the balance owed each month, which means 
that the merchant finances your purchase. The interest rate you are charged when 
financing with retail credit cards is normally 18% or higher. Originally, retail credit 
cards were closed loop cards, which can be used only at outlets of the retail estab-
lishment that issued them. Closed loop proprietary cards are less common than they 
used to be because many retail stores have established partnerships with the credit 
card  companies to issue cobranded or affinity cards that carry the store’s name but 
are open loop cards, meaning that they can be used at other merchants like standard 
credit cards.

The disadvantage of a closed loop proprietary credit card is that it limits your 
purchases to a single merchant. However, you may find that the limit is an advantage 
if you are trying to restrict your use of credit so that you do not spend beyond your 
means. For example, you could use a Shell credit card to pay for gasoline and car 
repairs, but not to buy electronic goods, clothing, and many other products. Another 
disadvantage is that using many proprietary cards means you will have several credit 
card bills to pay each month; using one card for all purchases allows you to make only 
one online payment from your checking account or write only one check to cover all 
your credit card payments. In addition, keeping track of your spending is easier if you 
use only one card.

Rewards Cards Some credit cards offer rewards to cardholders who frequently use 
that credit card. Several different types of rewards are available. People who drive a 
long distance to commute to work every day or who work as contract drivers for ser-
vices as Uber or Lyft may benefit from a gas rewards card, which gives cash back after 
you spend a certain amount on gasoline each month. Other cards offer a percentage of 
cash back on eligible purchases after you reach a specific spending limit each month. 
Travel rewards cards offer points that can be redeemed for travel-related purchases 
such as airfare or hotels. If you spend $20,000 over the year on travel-related purchases 
and use a travel rewards credit for all of them, you may accumulate enough points by 
the end of the year to earn a free round-trip flight on a designated airline to any desti-
nation in the United States. Some airlines issue their own credit cards, which provide 
similar benefits.

Prestige cards, which offer even more benefits, are available for individuals with high 
incomes and exceptional credit histories. These cards, which may carry annual fees of 
several hundred dollars, may offer rewards such as priority access to private jet programs 
and concierge service at luxury hotels.

Balance Transfer Cards Balance transfer cards are related to rewards cards in that 
they can help you save money. A balance transfer card allows a consumer to transfer 
the balance owed on an existing credit card to a new card to save money on interest. 
Some cards allow you to transfer other debt as well such as installment debt and even 
auto loans. Typically, a balance transfer card has a 0% introductory interest rate or a 
very low rate on transfers for a specific period such as six months or a year. Sometimes 
the card offers a 0% interest rate on purchases as well. If used very carefully, balance 
transfer cards can help you save money. But you must be sure to pay off the balance 
in full during the introductory 0% interest rate period, because the interest rate will 
rise to a high level as soon as the period ends. In addition, if the card offers a 0% or 
low rate on both balance transfers and new purchases, the introductory period may be 
shorter for the purchases.

Do not think that you can avoid paying interest forever on a credit card balance 
by continually transferring your balance from card to card to take advantage of the 
introductory period. Whenever you obtain a new card and transfer your balance, you 
are obtaining new credit and that will negatively affect your credit score. Doing one bal-
ance transfer will lower your score only slightly, but doing several transfers could have a 

prestige cards
Credit cards issued by 
a financial institution to 
individuals who have 
an exceptional credit 
standing.
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substantial effect on your score. In addition, the credit card companies will stop allowing 
you to do balance transfers because these cards are typically available only to consumers 
with good credit scores. Finally, balance transfers generally are not free. Often the credit 
card company will charge a fee of 3% to 5% of the balance.

Medical Credit Cards Many health care professionals such as doctors, dentists, and 
veterinarians have recently started offering medical credit cards to persons using their 
services. Applications for the cards are typically available in the medical office. The 
cards are issued by the major credit card companies, which pay the patient’s medical 
bill and then collect the monthly credit card payments from the patient. The medical 
office benefits by being paid immediately and by not having to worry about collecting 
the debt if the patient fails to pay. The card can be used for all services provided by 
that office.

Medical credit cards can be useful because they enable consumers to pay off a large 
medical bill over several months without paying interest. Typically, the consumer does not 
have to pay interest if the bill is paid in full within a certain period, such as six, twelve, or 
eighteen months. But if the bill is not paid in full during that time, all the deferred interest 
will be added to the amount due.

Secured and Prepaid Cards If you have a poor credit history and have difficulty 
obtaining a standard unsecured credit card, you may be able to improve your credit 
record by obtaining a secured credit card, which is “secured” or backed by funds that 
you deposit. You can apply for a secured credit card at your financial institution, which 
will require you to make a deposit to a special account. The amount of funds that you 
deposit will be your credit limit, so if you deposit $500, you will have a limit of $500. 
You will receive a statement of your charges each month and be required to make a 
minimum payment. By making your payments on time and demonstrating that you can 
use credit wisely, you can repair your damaged credit history and may eventually qualify 
for a standard credit card.

Unlike secured cards, prepaid credit or debit cards will not improve your credit 
record. A prepaid card is not really a credit card because no credit is extended. The card 
can be used to spend the funds that are in your account.

Prepaid cards can be purchased at many retail stores and even gas stations. There 
is no application process—you simply pay the cashier and the funds are loaded into 
the account of the card. Once you have spent all the funds, the card can be reloaded. 
Although you should keep track of your purchases as you use the funds, there also is 
usually a Web site where you can check your balance online. Some cards allow you to 
have a personal identification number (PIN), which will enable you to use the card to 
withdraw cash from ATMs.

The advantage of prepaid cards is that they are convenient for people who do not 
have bank accounts. However, a major disadvantage of prepaid cards is the fees. You 
may have to pay an activation fee, a fee for reloading, a fee for withdrawing cash from 
an ATM, an inactivity fee if you don’t use the card regularly, and even a fee for check-
ing your balance online. Another disadvantage is that if your card is lost or stolen, you 
generally have less protection than with a standard credit card. Fees and theft protection 
vary substantially among card issuers, so always read the contract that comes with the 
card very carefully.

In recent years, a number of employers have begun paying their employees’ wages 
with prepaid cards because issuing cards is considerably cheaper than issuing payroll 
checks. Although this practice can be convenient for employees without bank accounts, 
it has become controversial because of the fees associated with the cards. After receiv-
ing many complaints about prepaid payroll cards, the Consumer Financial Protection 
Bureau sent a notice to employers across the country reminding them that employees 
cannot be required to accept prepaid cards—they must be given at least one other 
option for receiving their wages, such as a check or direct deposit to a bank account. 
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Employees are also entitled to receive a written explanation of all fees associated with 
the other cards and other protections.

Credit Limit
Credit card companies set a credit limit, which specifies the maximum amount of credit 
allowed. The credit limit varies among individuals. It may be a relatively small amount 
(such as $300) for individuals who have a low income. The credit limit can usually be 
increased for individuals who prove that they are creditworthy by paying their credit card 
bills on time. Some credit card companies may allow a large limit (such as $10,000 or 
more) to households that have made their credit payments consistently and have higher 
incomes.

A very high maximum may not be necessary, and it may tempt you to spend 
excessively. Make sure that the maximum limit is high enough to cover any necessary 
monthly purchases, but not so high that it encourages you to spend beyond what you 
can afford.

Although credit card companies may not charge an inactivity fee if you do not use 
your credit card for a specific period (such as one year), they may cancel your card. In 
addition, a card’s annual fee may be linked to the level of spending. If you spend less, 
you pay a higher annual fee. Some rewards programs may also require a certain amount 
of spending during a given period.

Overlimit Protection
A few credit cards provide overlimit protection, which allows you to make purchases 
beyond your stated credit limit. This is similar to the overdraft protection that is provided 
on some checking accounts at financial institutions, in which checks can be written and 
will clear even if there are not enough funds in the checking account. The overlimit pro-
tection on credit cards prevents a situation in which you try to use your credit card, but 
it is rejected because you are over your credit limit.

Fees are charged, however, when overlimit protection is provided. The fees vary 
among credit card issuers, but can be as high as $39 or more each time the protection is 
used. Card issuers are prohibited from charging an overlimit fee unless the cardholder 
specifically requests overlimit protection. Even if the cardholder requests this protection, 
the card issuer may not charge more than one overlimit fee on any one billing statement. 
Because of these rules, which went into effect in 2010, only a small number of credit 
cards now charge overlimit fees. Some issuers will process a few overlimit transactions 
for consumers with a long history of paying their bills. Other issuers simply reject the 
card if the individual is over the credit limit.

Annual Fee
Many credit cards charge an annual fee for the privilege of using the card. Annual fees 
range from $40 to $500 for cards with extensive rewards programs. The fee is sometimes 
waived for individuals who use their credit cards frequently and pay their credit card bills 
in a timely manner. You can find detailed information about credit cards at several Web 
sites. By reviewing the lists of available cards, you can probably find cards that do not 
charge fees that may be suitable for you.

Grace Period
Credit cards typically allow a grace period in which you are not charged any interest on 
your purchases. If a grace period is allowed, the card issuer must ensure that the bill is 
mailed or delivered at least twenty-one days before payment is due. Thus, the credit card 
issuer essentially provides you with free credit from the time you made the purchase until 
the bill is due.
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Late Fees Before the enactment of the Credit CARD Act of 2009, which took effect in 
2010, card issuers often assessed substantial late fees for payments that were only a day 
or even a few hours late. Under the law, credit card bills must be due on the same date 
each month, and payments received by 5:00 p.m. on the due date must be considered 
timely. Late fees must be “reasonable,” which in practice means no more than $25 for 
a first violation and $35 for a second violation within the next six months. A late fee 
may not be more than the minimum payment due. In the first six months after these 
rules took effect, the amount of late fees paid by consumers dropped by more than 50%.

Interest Rate
When you are granted credit and do not pay it off before the stated deadline, you will 
have to pay interest on that credit based on the interest rate imposed by the credit card 
company. About 38% of American consumers carry a balance on their credit cards, 
meaning that they do not immediately pay off the full amount of credit they are granted 
for their purchases each month. The interest rate charged on credit is commonly between 
15% and 20% on an annualized basis and does not vary much over time. Although 
financing is convenient for individuals who are short on funds, it is expensive and should 
be avoided if possible.

Types of Interest Rates Charged on Credit Cards Credit cards can offer a fixed 
rate, a variable rate, or a tiered rate. A fixed rate does not change even if market interest 
rates are changing. The financial institution that provides financing on a credit card can 
change the fixed interest rate that it charges, but it must notify you if it does so.

A variable rate adjusts in response to a specified market interest rate, such as a one-
year Treasury bill rate. For example, the credit card interest rate could be set equal to the  
one-year Treasury bill rate 1 6%. The financial institution is required to disclose how that 
variable rate is determined.

Financial institutions may offer a tiered rate, such as a relatively low rate for balances 
below a specified balance and a higher rate above that balance. They can also revise the 
interest rate upward as a penalty if you make late payments.

Regulations on Interest Rates Regulations that took effect in 2010 provided clearer 
and more favorable financing rules for individuals who use credit cards. Credit card 
companies in particular are not allowed to increase the interest rate on one credit card if 
you miss a payment on another credit card. In addition, credit card companies must give 
forty-five days of advance notice if they raise the interest rate on your credit card. Also, 
the rate on an existing credit balance cannot be increased unless the individual is at least 
sixty days late on payments.

Cash Advances
Many credit cards also allow cash advances at automated teller machines (ATMs). Because 
a cash advance represents credit extended by the sponsoring financial institution, interest 
is charged on this transaction. A transaction fee of 1% or 2% of the advance may also be 

On June 1, Stephanie Spratt paid a car repair bill of $200 with her credit card. The closing 
date for that month’s billing statement is June 20. The card issuer mails the billing state-
ment so that Stephanie receives it on June 30, and her payment is due on July 21. In this 
case, Stephanie receives about fifty-one days of free credit. On June 19, she purchased 
some clothing with her credit card. For that purchase, which is included on the billing 
statement, she receives about forty days of free credit. On July 10, she purchased concert 
tickets with her credit card. This purchase occurs after the closing date of the billing state-
ment and therefore will be listed on the next billing statement, which is due on August 21. 
For this purchase, credit is extended for about forty-one days.

EXAMPLE

Go to:
https://www.bankrate 
.com/calculators.aspx

To get:
Estimates of when you 
might be debt free, and 
estimates of your future 
credit card payments 
based on your credit card 
balance, the interest rate 
you are charged, and the 
desired time in which you 
want it paid.

Financial Planning
ONLINE
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charged. Credit card companies also sometimes provide “convenience checks” that you 
can use to make purchases that cannot be made by credit card. The interest rate applied 
to cash advances and convenience checks is generally higher than the interest rate charged 
on credit extended for specific credit card purchases. The interest rate is applied at the 
time of the cash advance; the grace period that applies to purchases with a credit card 
does not apply to cash advances and convenience checks. So, although cash advances and 
checks are convenient, they can also be extremely costly.

Repaying Credit
The finance charge is the interest that you must pay as a result of using credit. Purchases 
after the statement closing date are not normally considered when determining the finance 
charge because of the grace period, as they will appear on your next monthly statement. 
The finance charge applies only to balances that were not paid in full before their due 
date in the current billing period.

The following three methods are commonly used to calculate finance charges on 
outstanding credit card balances.

Average Daily Balance Method
The most frequently used method is the average daily balance method. For each day in 
the billing period, the credit card company takes your beginning balance at the start 
of the day and then subtracts any payments made by you on that day to determine the  
balance at the end of the day. Then, it determines the average daily balance at  
the end of the day for every day in the billing period. This method takes into account the  
time that you pay off any part of the outstanding balance. Thus, if you pay off 
part of the outstanding balance during the billing period, your finance charges will be 
lower under this method than under the previous balance method (explained next). 
There are also variations of this method. The method may be adjusted to exclude 
any new purchases or to compute the average over two billing periods instead of 
one period.

Previous Balance Method
Under the previous balance method, interest is charged on the balance at the beginning of 
the new billing period. This method is the least favorable of the three to the cardholder 
because finance charges are applied even if part of the outstanding balance is paid off 
during the billing period.

Adjusted Balance Method
Under the adjusted balance method, interest is charged based on the balance at the end of 
the new billing period. This method is most favorable for you because it applies finance 
charges only to the outstanding balance that was not paid off during the billing period.

The following example illustrates the three methods for determining finance 
charges.

finance charge
The interest that you must 
pay as a result of using 
credit.

Go to:
The Credit, Loans, and 
Debt section of www 
.consumerfinance.gov.

To get:
Tips on selecting a credit 
card.

Financial Planning
ONLINE

Assume that as of June 10, you have an outstanding credit card balance of $700 from 
purchases made over the last month. The new billing period begins on June 11. Assume 
that your outstanding balance for the first fifteen days of this new billing period (from 
June 11 to June 25) is $700. Then, on June 25, the financial institution receives a payment 
of $200 from you, reducing the balance to $500. This is the balance for the remaining 
fifteen days of the billing period.

EXAMPLE
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Estimating Credit Repayment
The percentage of the credit that you must pay as interest on your credit card on an 
annual basis is based on a simple interest rate.

The annual percentage rate (APR) on credit is the simple interest rate after includ-
ing any fees (such as an application processing fee) imposed by the creditor. The APR is 
useful because it allows you to easily compare financing costs among various possible 
creditors.

Impact of Interest Rate on the Amount You Owe The interest rate can have a 
major impact on the amount that you owe when using credit cards. A card with a higher 
interest rate can result in substantially higher interest expenses.

simple interest rate
The percentage of credit 
that must be paid as  
interest on an annual basis.

annual percentage rate 
(APR)
The simple interest 
rate including any fees 
charged by the creditor.

●● Average Daily Balance Method. Under this method the monthly interest rate is 
applied to the average daily balance. Because your daily balance was $700 over 
the first fifteen days and $500 over the last fifteen days, your average daily balance 
was $600 over the thirty-day billing period. Using a monthly interest rate of 1.5%, 
your finance charge is

$600 * .015 = $9.00

●● Previous Balance Method. Under this method you will be subject to a finance 
charge that is calculated by applying the monthly interest rate to the $700 out-
standing at the beginning of the new billing period. Using a monthly interest rate 
of 1.5%, your finance charge is

$700 * .015 = $10.50

●● Adjusted Balance Method. Under this method you will be subject to a finance charge 
that is calculated by applying the monthly interest rate to the $500 outstanding at 
the end of the new billing period. Using a monthly interest rate of 1.5%, your finance 
charge is

$500 * .015 = $7.50

Notice from this example that the finance charge is lower if the credit card com-
pany uses the adjusted balance method. Individuals who frequently have financing 
charges can save a substantial amount of money over time by relying on a credit 
card that uses this method. The best way to reduce financing charges, however, is 
still to pay the entire credit card bill before the due date every month.

If you borrow $10,000 and are charged a simple interest rate of 12%, the amount of inter-
est you pay each year is

Amount of Interst = Amount Borrowed * Simple Interest Rate

 = $10,000 * .12

 = $1,200

EXAMPLE
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Exhibit 8.2 shows the amount of interest you would pay per year on a $10,000 loan 
at various simple interest rates, as well as the total amount of interest that would be paid 
over a four-year period. Notice how much larger the interest payments are when you 
pay a higher interest rate. When obtaining credit, it is important to seek out the lowest 
interest rate possible.

Impact of Financing Period on Credit Payments The total amount of interest paid 
on a credit card balance depends on the length of the financing period. Assume that you 
borrowed $10,000, and you only pay interest on the loan until you pay back the entire loan 
amount. Look at Exhibit 8.2, and compare the amount of interest that you would have to 
pay on a loan that lasts for one year versus four years for any particular interest rate shown. 
If you can pay off the loan at the end of one year, you would pay annual interest only one 
time, so your total interest paid is shown in the second column of Exhibit 8.2. However, if 
it takes you four years to pay off the loan, you have to pay the annual interest four times. 
Your total interest paid is shown in the third column; notice how much more interest you 
would have to pay if you allow the loan to last for four years.

Using Calculators to Estimate Repayment Your billing statement is required to 
show how many months (or years) it will take to pay off your balance if you make only 
the minimum payment each month. The statement will also tell you the total amount of 
money, including principal and interest, that you will pay if you pay only the minimum 
each month. In addition, the statement must show how much you would need to pay each 
month to pay off the balance in three years, the total cost of doing so, and the amount 
saved compared to making only the minimum payment. If you want to know more about 

You plan to apply for credit card X because it has no annual fee, whereas credit card Y has 
an annual fee of $30. You typically have an outstanding credit balance of $3,000 each 
month. Credit card X charges an annual interest rate of 18% on balances carried forward, 
and credit card Y charges an interest rate of 12% on balances carried forward. The differ-
ence in the expenses associated with each credit card is shown here:

Credit Card X Credit Card Y

Average monthly balance $3,000 $3,000
Annual interest rate 18% 12%
Annual interest expenses 18% * $3,000 = $540 12% * $3,000 = $360
Annual fee $0 $30
Total annual expenses $540 $390

The annual interest expenses can be determined from knowing the average monthly 
balance over the year. The higher the average monthly balance, the higher your interest 
expenses because you will have to pay interest on the balance.

Notice that credit card X results in $540 in annual interest expenses, which is $180 more 
than the annual interest expenses from credit card Y. Thus, although credit card X does 
not charge an annual fee, your interest expenses from using credit card X could be very 
high. The high interest expenses more than offset the advantage of no annual fee.

If you have always paid off your balance in the month that it occurred, you would not 
have any interest expenses. In this case, the interest rate on the credit card would not 
be important, and you may prefer credit card X because it does not have an annual fee. 
That is, you would benefit from no annual fee and would not be adversely affected by 
the high interest rate.

EXAMPLE
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paying off your balance, such as how long it would take if you paid $85 each month, you 
can go to various Web sites, such as www.creditcards.com, which will help you determine 
how much you will have to pay per month to pay off your balance over a specified num-
ber of months. These calculators are very useful because they can help you achieve your 
goal of paying off your credit card balance within a particular period.

Reviewing Your Credit Card Statement
Individuals typically receive a credit card bill at the end of their billing cycle. This bill lists 
all the purchases that were made with that credit card during that period, as well as any 
balance carried over from the previous statement.

A credit card statement includes the following information:

• Previous balance. The amount carried over from the previous credit card statement

• Purchases. The amount of credit used this month to make purchases

• Cash advances. The amount of credit used this month by writing checks against 
the credit card account or making ATM withdrawals

EXHIBIT 8.2 How Interest Payments Are Influenced by Interest Rates  
(assume loan amount of $10,000)

Simple Interest
Payment per Year

Total Simple Interest
Payments over Four YearsSimple Interest Rate

$6 600 $2,400

8008 3,200

10 1,000 4,000

12 1,200 4,800

14 1,400 5,600

16 1,600 6,400

18 1,800 7,200

20 2,000 8,000
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• Payments. The payments that you made to the sponsoring financial institution 
this billing cycle

• Finance charge. The finance charge that is applied to any credit that exceeds the 
grace period or to any cash advances

• New balance. The amount that you owe the financial institution as of now

• Minimum payment. The minimum amount that you must pay

• Paying off the balance. The amount of time it will take to pay off the balance if 
only the minimum payment is made, and the monthly payment required to pay 
off the balance in three years

• Interest and fees. The total amount of interest charged so far this year and the 
total amount of fees assessed

The credit card statement details why your new balance differs from the balance 
shown on your statement in the previous month. The difference between the previous 
balance and the new balance results from any new purchases, cash advances, or finance 
charges, which increase your balance, as well as any payments or refund credits, which 
reduce your balance. The statement also shows the method of calculating finance charges.

When you receive your account statement, you should always scrutinize it for errors. 
There could be a math error, a double charge for a purchase, inappropriate charges due 
to someone else using your credit card, or an incorrect amount on a purchase. Under 
consumer protection laws, you have the right to dispute possible errors.

You can call the card issuer, but to protect your rights, you must also send a written 
notice within sixty calendar days after the charge appeared on your monthly statement. 

Suppose you have a credit card balance of $700 from purchases you made last month 
that you did not pay off. During that billing period, you send in $200 to pay off part of 
your outstanding balance. You also use the credit card for $100 worth of new purchases. 
Because you relied on the sponsoring financial institution to pay $500 of last month’s 
bill, you owe a finance charge. Assuming the institution imposes a finance charge of  
1.5% per month and uses the adjusted balance method to determine the finance charge 
(which results in a finance charge of $7.50), your credit card statement is as follows:

Previous Balance $700.00
+ New Purchases 100.00

+ Cash Advances 0

- Payments 200.00

+ Finance Charges 7.50

= New Balance $607.50

If you had paid the full amount of the previous balance ($700) during the billing period, 
the statement would be as follows:

Previous Balance $700.00
+ New Purchases 100.00

+ Cash Advances 0

- Payments 700.00

+ Finance Charges 0

= New Balance $100.00

Thus, if you had paid $700 instead of $200, you would not have borrowed from the 
sponsoring financial institution and would not have incurred a finance charge. The new 
balance at the end of this billing period would simply be the amount of purchases that 
occurred over this period.

EXAMPLE
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Send your letter by certified mail to the address designated for billing inquiries on your 
statement. Do not send the letter to the address where payments are sent. Explain the 
problem and include copies of receipts if they are relevant. The card issuer must acknowl-
edge receiving your letter within thirty days. The issuer then has ninety days to investigate 
the problem. You do not have to pay the disputed charges during this period, but you 
still must pay any undisputed charges on your bill. If the card issuer finds that there was 
an error, the charge will be removed from your bill. If the investigation indicates that the 
bill is correct, the issuer must send you a written explanation.

Regulation of Credit Cards
In the past, some credit card companies charged excessive fees or did not fully disclose 
the conditions under which fees would be assessed. Regulations have been instituted to 
ensure better treatment of consumers and that requirements in credit card agreements 
are transparent.

Credit CARD Act
The U.S. Congress passed the Credit Card Accountability, Responsibility, and Disclosure 
Act (also called the Credit CARD Act) of 2009 in an effort to ensure that consumers who 
use credit card services are treated fairly and have access to complete information about 
the fees and other provisions of the credit agreement. This act, which went into effect 
in 2010, contained numerous provisions that provide you with more protection. Several 
of these provisions have already been mentioned in this chapter, but the following are 
among the most important.

Conditions for Fees Credit card companies must clearly disclose the conditions under 
which fees will be charged to prospective cardholders. If a card issuer changes its fee 
structure, it must disclose this information at least forty-five days in advance. Fees can-
not exceed more than 25% of the initial credit limit. Fees charged for inactivity on credit 
cards were eliminated.

Advance Notice to Change Interest Rate Credit card companies may not increase 
the interest rate charged on credit that was provided for purchases made in the past. For 
example, if you made many purchases last year on a credit card and still owe much of the 
balance today, the credit card company cannot increase the interest rate applied to what you 
owe. If the credit card company decides to increase the interest rate, it must first notify you 
forty-five days in advance, and then the higher interest rate only applies to credit provided 
for new purchases and does not apply to credit provided in the past.

Promotional Interest Rate Guidelines Promotional interest rates advertised to 
entice new cardholders must clearly disclose the details of the deal. In addition, the pro-
motional rate must be offered for a period of at least six months.

Payment Period Cardholders must be given at least twenty-one days from the day on 
which the bill is mailed to make payment.

Credit Limit Cardholders may not be charged an overlimit fee for exceeding their credit 
limit unless they have specifically requested the card issuer’s overlimit protection program. 
This provision prevents situations in which cardholders are charged fees for going beyond 
their credit limit without realizing that they had exceeded it.

Disclosure About Paying Balance Due Credit card statements must state how long 
it would take for a cardholder to pay off the existing balance due if only the minimum 
payment is made each month.

Restrictions for Cardholders Younger Than Age 21 Cardholders younger 
than the age of 21 must show proof of their income or have an adult cosigner to jus-
tify approval of credit. This is intended to ensure that young consumers are given a 

Go to:
www.consumerfinance 
.gov and search for “equal 
credit opportunity.”

To get:
Information about laws 
that protect your rights 
when using credit.

Financial Planning
ONLINE
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limited amount of credit that is in line with what they can afford. Gifts from credit card  
companies to college students who apply for credit cards are restricted.

Summary of Provisions The Credit CARD Act had a major impact on cardhold-
ers and the credit card companies. In general, it (1) ensures more complete disclosure of 
information so that cardholders understand the conditions, (2) reduces the fees paid by 
cardholders, and (3) limits the frequency with which credit card companies can increase 
their interest rates.

Consumer Financial Protection Bureau
During the 2008–2009 financial crisis, some consumers who borrowed money (in the 
form of mortgages, credit card debt, and other forms of credit) were misled by financial 
institutions about the terms of the financing arrangement. The Financial Reform Act (also 
called the Dodd–Frank Wall Street Reform and Consumer Protection Act) was passed 
in 2010 to prevent deceptive practices in the credit granting process. The Consumer 
Financial Protection Bureau (CFPB) was created in 2010 as part of the Financial Reform 
Act. Its primary goal is to enforce consumer finance laws (such as those imposed by the 
Credit CARD Act) to ensure that consumers who need financial services are treated fairly.

The CFPB also attempts to make sure that consumers receive full disclosure of infor-
mation they need to make financial decisions. It has the authority to establish regulations 
that ensure consumers are treated properly and to prevent deceptive practices by financial 
institutions.

Tips on Using Credit Cards
Because you are likely to have one or more credit cards, consider the following tips to 
enjoy their use without incurring excessive costs.

Use a Credit Card Only If You Can Cover the Bill
Treat a credit card as a means of convenience, not a source of funds. Use a credit card 
only if you will have the cash to cover the payment when you receive your credit card 
statement. The use of this self-imposed credit limit is illustrated in Exhibit 8.3. The dif-
ference between your expected cash inflows and your expenses paid by online payment 
or check (such as rent) or by cash is the maximum amount of credit that you can use and 
still ensure full payment of the credit card balance.

EXHIBIT 8.3 Self-Imposed Credit Limit Based on Monthly Cash 
Inflows

Expected
cash

inflows
this month

Maximum
credit to
use this
month

Expected
spending

to be
paid cash,
check, or

online
payment
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Impose a Tight Credit Limit
You may consider imposing a tighter credit limit as part of your budgeting process so that 
you can save or invest a specific amount every month. This limit is illustrated in Exhibit 8.4.  
You determine the maximum amount of credit you will use each month only after 
accounting for all spending to be paid by online payment, check, or cash, as well as a 
specified amount of saving.

You can also ask your credit card company to lower your credit limit to encourage 
you to restrict your spending. You might even consider using only credit cards spon-
sored by companies that sell necessities, such as a gas station or home repair store. 
You can cancel credit cards that could be used for discretionary spending. Remember, 
though, that reducing the amount of credit that you have available can lower your credit 
score if you have any debt because your debt-to-credit ratio will increase. Cutting up 
your cards so that you can’t use them is preferable to canceling them as long as you don’t 
order replacements.

Reduce Credit Limit When the Economy Weakens
When the economy weakens, your cash inflows could be reduced. Your employer might 
cut your work hours, which would reduce your income. During the financial crisis in 
2008 and 2009, many people lost their jobs. As a result, they not only needed to rely 
more on credit cards, but they also were not earning the income necessary to pay off the 
credit cards. In addition, their investments (if they had any) were generating less income 
during this period.

The obvious lesson is to reduce your reliance on credit so that you are not sub-
jected to increased financial problems if economic conditions deteriorate. You can pre-
pare for the possible reduction in your income by reducing your credit limit. That way, 
even if your income is reduced, you may still be capable of paying off your credit in a 
timely manner.

An extreme strategy would be to cancel all credit cards and pay for all expenses with 
cash, online payments, or check. Some people are more disciplined with their spending 
when they use cash to make payments because they recognize that they are giving up 
money to make purchases. When they use credit cards, they do not feel the pain of relin-
quishing their money because they only have to sign a piece of paper. Again, consider 
just cutting up your cards rather than canceling them so that your credit score will not 
be negatively affected.

ECONOMIC 
IMPACT

Expected
cash

inflows
this month

Monthly
savings

goal

Maximum
credit to
use this
month

Expected
spending

to be
paid cash,
check, or

online
payment

EXHIBIT 8.4 Self-Imposed Credit Limit Based on Monthly Cash 
Inflows and a Monthly Savings Goal
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Pay Credit Card Bills Before Investing Money
When you finance credit card balances, your cost of financing will normally be much 
higher than the return you are receiving on any money market investments that you 
hold. You should always pay off any balance on credit cards before you invest funds 
anywhere else.

In general, avoid carrying a balance on your credit cards when you have the money 
to pay the balance. The likely return that you might earn from investing your money is 
usually less than the financing rate that you will be charged when you delay paying your 
credit card bills in full. Debit cards are a good alternative to credit cards because they 
offer the same convenience of not carrying cash.

Some individuals use their money to invest in risky investments (such as stocks) 
rather than paying off their credit card bills. They apparently believe that their return 
from the investments will be higher than the cost of financing. Although some invest-
ments have generated large returns in specific years, it is difficult to earn returns that 
consistently exceed the high costs of financing with credit cards. If the thrill of a 
good return on your investment makes you think about delaying your credit card pay-
ment, consider the following logic. When you use money to pay your credit card bill 
immediately, you are preventing a charge of about 20% interest. Therefore, you have 
effectively increased your savings by 20% by using these funds to pay off the credit 
card debt.

PSYCHOLOGY 
of Personal 

Finance

If your cash inflows are not sufficient to cover your credit card bill, you should pull 
funds from savings (if there is no penalty for withdrawal) to cover the payment.

Go to:
The Tips & Advice  
section of www.ftc.gov 
and click on “Money and 
Credit”

To get:
Information about  
establishing, using, and 
protecting your credit.

Financial Planning
ONLINE

Stephanie Spratt just received a credit card bill for $700. The sponsoring financial insti-
tution charges a 20% annual interest rate on the outstanding balance. Stephanie has 
sufficient funds in her checking account to pay the credit card bill, but she is consider-
ing financing her payment. If she pays $100 toward the credit card bill and finances the 
remaining $600 for one year, she will incur interest expenses of:

Interest = Loan Amount * Interest Rate

 = $600 * .20

 = $120

She could use the $600 to invest in savings rather than pay off her credit card bill. After 
one year, the $600 in a savings account will accumulate to $618 based on a 3% annual 
interest rate, as shown here:

 Interest Earned on Deposit = Initial Deposit * Interest Rate

 = $600 * .03

 = $18

Her interest owed on the credit card loan ($120) exceeds the interest earned on 
the deposit ($18) in one year by $102. Stephanie decides that she would be better 
off using her cash to pay off the credit card bill immediately. By using her money to 
cover the credit card bill, she gives up the opportunity to earn 3% on that money, but 
she also avoids the 20% rate charged on the credit card loan. Thus, her wealth will 
be $102 higher as a result of using funds to pay off the credit card bill rather than 
investing in a bank deposit. Although she could have used the funds to invest in a 
high-risk investment that might achieve a greater return, paying off the credit card 
avoids a 20% financing rate.

EXAMPLE
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Pay Off Credit Card Debt Before Other Debt
If you cannot pay off your credit card balance in full each month with income or with 
savings, at least pay off this balance as soon as possible and cut back your discretionary 
spending. If you have other debt outstanding, you should pay off credit card debt first 
(assuming that the credit card debt has a higher interest rate). Even if you cannot pay your 
bill in full, you should still attempt to pay as much as possible so that you can minimize 
finance charges.

If possible, you may even consider taking out a home equity loan (discussed in 
Chapter 9) to pay any credit card bills so that you can avoid the high interest expenses. 
This strategy makes sense only if your credit card debt is substantial (such as several 
thousand dollars), and the interest rate on the home equity loan is less than that on 
your credit card.

Avoid Credit Repair Services
Companies that offer credit repair services claim to be able to solve your credit problems. 
For example, they may help you fix a mistake on your credit report. However, you could 
have done this yourself, without paying for the service. If you have made late credit pay-
ments or have defaulted on a loan, a credit repair service does not have the power to 
remove such credit information from your report.

Resolving an Excessive Credit Balance
If you find yourself with an excessive credit balance, there are several steps you can take. 
First, spend as little as possible. Then, consider how you can obtain funds to meet your 
monthly payment or to pay off your balance. Get a job if you don’t have one, or work 
more hours at your current job. However, for students, additional work could disrupt 
your school schedule.

An alternative solution is to borrow funds from a family member. You will now have 
a monthly loan payment to a family member rather than credit card balances, but the 
payments may be lower. Another possibility is a debt consolidation loan from a financial 
institution. The structured schedule for paying off the loan in a set time period will instill 
more discipline in you than meeting a low minimum monthly payment on a credit card. 
If you do not choose to get a loan, you should still discipline yourself to make more than 
the minimum payment on your credit card.

You might even consider selling some assets to obtain cash, such as trading in a rela-
tively new car for an old car. Also consider ways of reducing your everyday expenses. 
For example, if you have large monthly payments due to your smartphone, you could 
look for a less expensive contract. If you have your own apartment, you may consider 
getting a roommate.

Another alternative is to call the credit card company and explain your situation. 
Credit card companies almost never forgive debt entirely, but when the problem is 
due to something beyond the cardholder’s control such as a serious illness or loss 
of a job, the company may allow you to make smaller minimum payments for a 
certain period or may even forgive a small amount of the debt. If your excessive bal-
ance is simply due to your overspending, however, the company will expect to be paid 
in full.

Working with a Collection Agency If you fail to make any payments on your 
credit balance and do not reach some arrangement with the credit card company, the 
company may turn your debt over to a debt collection agency. If you are contacted by a 
collection agency, by law you have certain rights. Any debt collector who contacts you 
about a debt must give you certain information either during the first contact or within 
five days. You must be informed of the creditor’s name, the amount of the debt, and 
that you have a right to dispute the debt. If you are unsure that you owe the particular 
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debt or think the amount is incorrect, you have a right to ask for written verification. 
Be sure to determine how old the debt is. If it is several years old, you might want to 
check with a lawyer about the statute of limitations on that type of debt in your state. 
A statute of limitations establishes the period in which you can be sued for the debt. 
For example, if the statute of limitations on credit card debt is five years, the company 
cannot sue you to collect the debt if it is older than five years. Statutes of limitations 
can be extended for various reasons, however, so it is wise to consult a lawyer and 
explain your situation.

Once you have determined that you owe the debt and that the statute of limita-
tions does not apply, you may try to negotiate with the collection agency to settle 
for a smaller amount or to make extended payments on the debt. A credit counselor 
from a nonprofit counseling agency may be able to help you negotiate, but check with 
your state attorney general’s office on the counseling agency’s reputation before you 
select a counselor. If you reach an agreement with the collection agency, be sure to 
put the entire agreement in writing so that you will have a record of exactly what you 
promised to do. Reaching an agreement with a collection agency will not remove the 
bad debt from your credit report. It will remain on your report for seven years. In 
addition, the negative effect on your FICO score will be the same whether the debt is 
large or small.

Filing for Bankruptcy If all else fails, you may need to file for personal  bankruptcy. 
The bankruptcy rules are designed not only to discharge your debt but also to help 
you avoid running up excessive debt in the future. For this reason, the law requires 
you to receive credit counseling from a government-approved organization within 
180 days before filing for bankruptcy. The counseling session can take place in person, 
on the phone, or online. There is a fee of about $50, but it is waived for anyone who 
can’t afford to pay. During the session, the counselor will evaluate your situation and 
discuss various alternatives. In addition, after you have filed for bankruptcy, you are 
required to complete a debtor education course before your debts will be discharged. 
The course will provide information on budgeting, managing money, and using credit 
wisely. The course costs $50 to $100, but the fee can be waived if you can’t afford 
to pay.

There are two types of personal bankruptcy known as Chapter 7 bankruptcy and 
Chapter 13 bankruptcy. Chapter 7 (also known as straight bankruptcy) allows the dis-
charge of almost all debts, but you will have to surrender most of your assets to help 
satisfy the debt. Some assets such as work-related tools are exempt and will not have 
to be surrendered. If your current income is above a certain level, which varies by state, 
you will not be eligible for Chapter 7 bankruptcy and will have to file for Chapter 13. 
Under Chapter 13, you may keep property that would have to be surrendered under 
Chapter 7, but you will have to work with the court to create a repayment plan under 
which you will repay as much of your debt as possible over a three- to five-year period. 
Once the repayment period ends, any remaining debts are discharged. You incur no 
interest charges on the indebtedness during the repayment period. A Chapter 13 bank-
ruptcy remains on your credit report for seven years after the case is filed, whereas a 
Chapter 7 bankruptcy remains for ten years. Bankruptcy should be considered only if 
there is no other option.

How Credit Management Fits  
Within Your Financial Plan

Exhibit 8.5 identifies the key credit management decisions that should be included within 
a financial plan:

personal bankruptcy
A plan proposed to the 
court in which you repay 
at least a portion of your 
debt and pay attorney and 
filing fees.
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EXHIBIT 8.5 How Credit Management Fits Within Stephanie Spratt’s Financial Plan

GOALS FOR MANAGING CREDIT

ANALYSIS

Monthly Cash Inflows $3,000

- Typical Monthly Expenses (paid by checks) -2,500

Amount of Funds Available 500

Liquid Assets Balance Annualized Interest Rate (%)

Cash

Checking account balance

Money market fund

One-month CD

Credit card balance

$100

800

400

1,200

600

0

0

1.5

2.5

20.0

DECISIONS

Decision on Credit Limit

Decision on Paying Off Credit Balances

1.  Set my own limit on credit card purchases to ensure that I will always be able to pay o� the 
     credit balance in the same month, or a two-month period at the most.

Given that I have about $500 each month left from my salary after paying typical expenses, I have $500 
remaining that can be used for credit card purchases if necessary. I will impose a maximum limit of $1,000 
on my credit card spending, which I could pay o� in a period of two months. As my income rises over time, I 
may consider increasing my credit limit.

Given the interest rates that I can earn on deposit accounts versus the interest rate I would pay on a credit 
card balance, I will always pay o� my credit card balance, even if I must withdraw funds from my savings 
account to do so.

2.  Set a policy to avoid incurring high interest expenses on credit cards.

Plan For Managing Credit
Assess options to pay off my existing student loan with other credit.

Analysis
• My paychecks are direct deposited into my checking account. I always use this 

account to pay off all expenses.

• I periodically use my credit cards for convenience but always pay off the balance 
each month, so I have no credit card debt.

• I still owe most of the balance ($10,000) on my existing student loan that charges 
me an interest rate of 6% (loan maturity is eleven years).

• I have several offers from credit card companies to give me credit cards with  
0% financing over the first three months.
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I wish I could pay off my student loan quickly. However, the use of credit cards to pay off 
the student loan is not feasible, because after three months, I would incur very high financ-
ing charges (such as 20%) from the credit card companies. I would essentially be replacing 
my student loan debt at 6% interest with credit card debt at about 20% interest.

Decision
My savings are growing over time. However, I cannot consider paying off even a por-
tion of the student loan early because I need a down payment on a new car in the near 
future. I also want to start saving for a down payment for a small home in the near future. 
The interest rate on my student loan is 6%, which is reasonable. I can afford the small 
monthly loan payment of $100. Yet, if I am able to accumulate sufficient savings after 
buying a new car and a small home, I will likely attempt to pay off the student loan early. 
The rate of return on my savings will likely be lower than the rate I am charged on the 
student loan, so I will pay off the student loan once I have savings that are not needed 
for some alternative future purpose.

DISCUSSION QUESTIONS

 1. How would Stephanie’s credit management decisions be different if she were a 
single mother of two children?

 2. How would Stephanie’s credit management decisions be affected if she were  
35 years old? If she were 50 years old?

Credit Cards. An advantage of using credit is  
that it enables you to obtain products and services 
that you cannot afford otherwise. A disadvantage  
of credit is that it is easier to obtain it than to pay 
it back. Some individuals use too much credit 
and are unable to make their credit payments, 
which may prevent them from obtaining credit 
in the future. When individuals apply for credit, 
they provide information about their cash inflows 
(income), cash outflows (spending habits), and 
collateral. Creditors also evaluate your credit 
report, which contains  information on your credit 
history collected by a credit bureau.

Credit cards are issued by major credit card  
companies (such as Visa, MasterCard, and American 
Express), proprietary merchants (such as Macy’s), 
or some other sponsor. There are a number of 
different types of cards including rewards cards, 
balance transfer cards, and secured cards. Credit 
cards are also distinguished by the credit limit, 
the annual fee, the interest rate charged on credit 
not paid by the due date, and whether they allow 
cash advances.

Credit Repayment. By estimating credit  
repayment, you will notice the impact that a high 
interest rate has on the amount that you owe. In 
addition, delaying repayment for a longer period 
can substantially increase the total cost of credit.

Credit Card Statement. The credit card statement 
discloses your previous balance, a summary  
of your purchases and cash advances, recent  
payments that you made, finance charges  
(if any), the new balance, the minimum payment 
required, the time required to pay off the  
balance if you make only the minimum payment 
each month, and the amount you would have to 
pay each month to pay off the balance in three 
years.

Credit Card Regulation. The Credit Card 
Accountability, Responsibility, and Disclosure Act 
(also called Credit CARD Act) of 2009 was passed 
in an effort to ensure that consumers who use 
credit card services are treated fairly and have 
access to complete information about the fees and 
other provisions of the credit agreement.

SUMMARY
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Tips When Using Credit Cards. Credit cards 
should be used with discipline. You should 
impose your own credit limits rather than spend 
up to the limit granted by the card issuer. You 
should attempt to avoid financing costs, either by 
using income to cover the amount due or by  
withdrawing money from savings if necessary.

How Credit Management Fits Within Your 
Financial Plan. Although access to credit is  
beneficial, you need to discipline your use of 
credit by imposing limits. In this way, you will 
have greater access to credit in the future, which 
can help you to achieve your financial goals.

REVIEW QUESTIONS

All Review Questions are available in MyLab Finance at www.pearson.com/mylab/finance.

1. Credit Cards. What are three advantages of using 
a credit card? Can you think of any disadvantages?

2. Applying for Credit. What information will you 
need to supply when applying for credit? What 
kinds of attributes are creditors looking for? Do 
you need to have all these attributes to get credit?

3. Retail Credit Cards. Describe the differences 
between a credit card like MasterCard or Visa 
and a retail (or proprietary) card. How do credit 
and retail cards generate revenue? What is the 
biggest disadvantage of one type of proprietary 
card?

4. Credit Limit. What is a credit limit? How can you 
increase your credit limit?

5. Credit Card Fees. What are some common credit 
card fees?

6. Credit Card Incentives. Discuss how credit cards 
offer incentives to use the cards. How else might 
credit card companies reward cardholders with 
excellent credit ratings?

7. Grace Period. What is a grace period? How can 
you use it to your advantage?

8. Finance Charge. When is a finance charge applied 
to credit purchases? What is the common range of 
interest rates on credit cards?

9. Cash Advance. What is a cash advance? How are 
they commonly obtained? Discuss interest rates 
and grace periods with regard to cash advances.

10. Simple Interest. How does the interest rate affect 
your credit payments? What is meant by simple 
interest? What is the annual percentage rate (APR), 
and when is it used?

11. Credit Card Statement. List some items that 
appear on the credit card statement. What 
accounts for the difference between your previous 
balance and your new balance?

12. Credit CARD Act. What are the three major 
impacts of the Credit CARD Act?

13. Comparing Credit Cards. What should you  
consider when comparing credit cards?

14. Rewards Cards. List some examples of common 
rewards offered to cardholders.

15. Balance Transfer Cards. How can a balance  
transfer card help you save money?

16. Using Credit Cards. List five tips for using credit 
cards wisely.

17. Credit Cards as a Source of Funds. Should you 
view credit cards as a source of funds? Why or 
why not? Why should you self-impose a tight 
credit limit?

18. Credit Card Balance. Why is paying your credit 
card balance in full so important? What should you 
do if you can’t avoid credit card debt? Explain.

19. Credit Management Decisions. What credit  
management decisions should be included in your 
financial plan?

20. Credit Card Use. Discuss some ways that charging 
large amounts on your credit cards might affect 
your overall financial planning.

21. Credit Card Finance Charges. What are the three 
methods used by financial institutions to calculate 
finance charges on outstanding credit card bal-
ances? Briefly describe how interest is computed 
under each method.

22. Interest on Credit Cards. Compare the amount  
of interest you earn on typical money market 
investments versus the amount of interest paid  
on credit cards.

23. Dealing with an Excessive Credit Card Balance.  
Propose possible solutions to reduce an excessive 
credit card balance.
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FINANCIAL PLANNING PROBLEMS

All Financial Planning Problems are available in MyLab Finance at www.pearson.com/mylab/finance.

1. Interest Charged. You just borrowed $5,500 and 
are charged a simple interest rate of 9%. How 
much interest do you pay each year?

2. Credit Card Fees and Financing. Jarrod has  
narrowed his choice to two credit cards that may 
meet his needs. Card A has an APR of 21%. Card B  
has an APR of 14%, but also charges a $25 annual 
fee. Jarrod will not pay off his balance each 
month, but will carry a balance forward of about 
$400 each month. Which credit card should he 
choose?

3. Credit Card Payment Terms. Paul’s credit card 
closes on the 3rd of the month, and his payment 
is due on the 30th. If Paul purchases a stereo for 
$300 on June 12th, how many interest-free days 
will he have? When will he have to pay for the  
stereo in full in order to avoid finance charges?

4. Credit Card Financing. Chrissy currently has a 
credit card that charges 15% interest. She usually 
carries a balance of about $500. How much will 
she pay in total annual interest with her current 
card?

5. Credit Card Interest. Margie has had a tough 
month. First, she had dental work that cost $700. 
Next, she had her car transmission rebuilt, which 
cost $1,400. She put both of these unexpected 
expenses on her credit card. If she does not pay 
her credit card balance when due, she will be 
charged 21% interest. Margie has $15,000 in a 
money market account that pays 3% interest.  

How much interest would she pay (annualized)  
if she does not pay off her credit card balance? 
How much interest will she lose if she pays the 
balance due out of her money market account? 
Should she pay off the balance?

6. Credit Card Finance Charges. Troy has a credit 
card that charges 18% on outstanding balances 
and on cash advances. The closing date on the 
credit card is the first of each month. Last month 
Troy left a balance on his credit card of $200. This 
month Troy took out a cash advance of $150 and 
made $325 in purchases. Troy made a payment 
of $220. What will the total of Troy’s new balance 
be on his next credit card statement, taking into 
account finance charges?

7. Credit Card Balance. Eileen is a college student 
who consistently uses her credit card as a source 
of funds. She has maxed out her credit card at the 
$6,000 limit. Eileen does not plan on increasing 
her credit card balance any further, but she has 
already been declined for a car loan on a badly 
needed vehicle due to her existing credit card 
debt. Her credit card charges her 20% annually on 
outstanding balances. If Eileen does not reduce 
her credit card debt, how much will she pay  
annually to her credit card company?

Question 8 requires a financial calculator.

8. Interest on Credit Cards. Eileen (from question 7) 
wants a car that costs $7,000. How long would it 
have taken Eileen to save for the outright purchase 

24. Credit Repair Services. Explain why it is not  
advisable to use credit repair services.

25. Consumer Financial Protection Bureau. Describe 
the role of the Consumer Financial Protection 
Bureau.

26. Secured Credit Cards. How does a secured credit 
card differ from a standard unsecured credit card? 
Under what circumstances would you need a 
secured credit card?

27. Prepaid Credit Cards. What is a prepaid credit 
card? How does it differ from a secured credit 
card?

28. Overlimit Protection. What is overlimit protection? 
Explain why consumers should use this feature 
sparingly.

29. Late Fees. Explain how the Credit CARD Act 
changed the way credit card issuers assess late 
fees.

30. Cash Advances. Explain why getting a cash 
advance on your credit card is a costly source of 
funds.

31. Reviewing Your Statement. Why should you 
review your credit card statement before paying 
the bill? What steps should you take if you  
discover an error?

32. Cardholder Restrictions. What credit restrictions 
apply to persons under age 21?
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of the car if she did not have any credit card debt 
and used the interest payments to save for the 
purchase of the car? Eileen can invest funds in an 
account paying 4% interest.

9. Ethical Dilemma. Chen recently graduated  
from college and accepted a job in a new city. 
Furnishing his apartment has proved more costly 
than he anticipated. To enable him to make  
purchases, he applied for and received a credit 
card with a $5,000 credit limit. Chen planned to 
pay off the balance over six months.

Six months later Chen finds that other expenses 
incurred in starting a new career have restricted him 
to making only minimum payments. Not only that, 

he has borrowed on his card to the full extent of its 
credit limit. Upon returning from work today, Chen 
finds a letter from the credit card company offering 
to increase his limit to $10,000 because he has been 
a good customer and has not missed a payment.

a. Discuss the ethics of credit card companies that 
offer to increase credit limits to individuals who 
make only minimum payments and who have 
maxed out their card.

b. Should Chen accept the credit card company’s 
offer?

c. How could Chen use a balance transfer card to 
help solve his problem?

FINANCIAL PLANNING ONLINE EXERCISES

1. Do an online search of credit card debt management, installment debt, and  
revolving credit.

 a. Is the total avoidance of debt an effective strategy to utilize in managing your 
debt and credit? Explain fully.

 b. Explain the difference between installment debt and revolving credit.

 c. Discuss the first step you would take if you had too much credit card debt.

 d. Explain the role of debt in today’s society.

2. Go to www.bankrate.com and go to Popular Calculators and look at the credit card 
section. Click on the credit card payoff calculator. Enter your information from your 
most recent credit card statement(s) to determine when you will be debt free. If you 
have no credit card debt, give yourself a pat on the back and ask a friend if you can 
compute when he or she will be debt free.

3. Do an online search using the search term “Fair Credit Reporting Act.” Explain how 
this law addresses credit report errors.

4. Do an online search for credit cards offers. Review some of the credit cards  
displayed by this search, and select the one that would best suit your needs. Identify 
the card you chose, and write a brief essay on the features of this card that caused 
you to select it.

5. Go to www.ftc.gov, and search for “credit and your consumer rights.”

 a. Discuss some of the tips that the Web site offers to help you solve credit 
problems.

 b. What are some of the laws dealing with protections related to consumer credit?
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PSYCHOLOGY OF PERSONAL FINANCE: Using Your Credit Cards

For many people, less pain is associated with using a 
credit card to make purchases than with using cash, 
even if the payments are the same. The use of the 
credit card almost feels like there is no payment, but 
the use of cash means that there is less cash available 
for other purchases. Therefore, spending decisions are 
made more carefully when using cash.

1. Describe your opinion on this topic. Do you feel 
less pain when using a credit card? Are your 

spending decisions made more carefully when 
you use cash as opposed to credit cards?

2. Read one practical article about how psychol-
ogy affects the use of credit cards. You can easily 
retrieve possible articles by doing an online search 
using the terms “psychology” and “using credit 
cards.” Summarize the main points of the article.

WEB SEARCH EXERCISE

You can develop your personal finance skills by conducting an Internet search for related 
articles. Find a recent online article about personal finance that reinforces one or more 
concepts covered in this chapter. If your class has an online component, your professor 
may ask you to post your summary of the article there and provide a link to the article 
so that other students can access it. If your class is live, your professor may ask you to 
summarize your application of the article in class. Your professor may assign specific 
students to complete this assignment or may allow any student to do the assignment on 
a volunteer basis.

For recent online articles related to this chapter, consider using the following search 
terms (be sure to include the current year as a search term to ensure that the online 
articles are recent):

• Credit card offers

• Using credit cards wisely

• Credit limit

• Avoiding finance charges

• Understanding your credit card statement

• Credit card fees

• Credit card debt

VIDEO EXERCISE: Tips on Using Credit Cards

Go to one of the Web sites that contain video clips (such as www.youtube.com) and 
view some video clips about using credit cards. You can use search phrases such as 
“credit cards.” Select one video clip on this topic that you would recommend for the 
other students in your class.

1. Provide the Web link for the video clip.

2. What do you think is the main point of this video clip?

3. How might you change your use of credit cards after watching this video clip?

4. Does the information source appear to be credible? Why or why not?
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NAME DATE

1. EVALUATING YOUR USE OF CREDIT

 a. Do you have any credit card balance that is not paid off in a timely manner (and therefore subject 
to interest rate charges)? 

  If so, what is the interest rate that you pay? %

 b. Do you have any funds in checking or savings accounts that could be used to pay off that balance?
   

 c. When do you hope to pay off the balance that is subject to the interest charges?  
 

 d. What is the source of funds that you plan to use to pay off the balance?  
 

2. EVALUATING YOUR CREDIT LIMIT ON CREDIT CARDS

 a. Calculate your total credit limit (the total credit available on all of your credit cards). Are you satis-
fied with your credit capacity? . If not, explain how you may try to 
change it and why. 

 

 b. What factors do you think the credit card companies considered in setting your credit limit(s)? 

  

  

Do you think the companies are likely to change your credit limit in the future? Why or why not?  

 

BUILDING YOUR OWN FINANCIAL PLAN: Chapter 8 MyLab Finance

The financial planning spreadsheets available at www.pearson.com/mylab/finance will 
automatically perform computations, charts, and graphs based on your input.
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1. Advise the Sampsons on whether they should continue making minimum payments on their 
credit card or use money from their savings to pay off the credit balance.

2. The Sampsons are worried that by using savings to eliminate their credit card debt, they will 
reduce their assets and their net worth. Explain to the Sampsons how using savings to eliminate 
credit card debt affects their total assets, total liabilities, and net worth, and how it will improve 
their net cash flows over time.

This month, the Sampsons increased their savings by $3,000 because they paid most of 
their expenses with a credit card. However, now their credit card has a balance of about 
$2,000. They will likely earn about 2% on the savings. Meanwhile, their credit card com-
pany will charge them 18% interest on the credit card balance.

THE SAMPSONS—A Continuing Case: Chapter 8 MyLab Finance
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1. Brad is frustrated with his high credit card balance (with an 18% interest rate). He wants to delay 
making any more payments on his credit card so that he can use his cash for other purposes. Do 
you agree with Brad’s idea? Explain.

2. Brad has stocks that are worth about $4,000. Their value has not changed much since he  
purchased them a few years ago. Brad would like to buy more stock, but doing so would limit the 
amount of cash that he has for other purposes and would require him to put more of his monthly 
purchases on his credit card. A stock broker told Brad that these stocks could earn a return of 8% 
per year, and Brad wants to capitalize on the high return, even if it means that he must increase 
his balance on his credit card in order to buy the stock. Do you agree with Brad’s idea? Explain.

3. In addition to the credit card debt, Brad also still has a car loan on which he is paying 7%  interest. 
If Brad is able to save some money in the near future, he would like to pay off the car loan first, 
and then he will focus on paying off the credit card balance. Do you agree with Brad’s idea? 
Explain.

4. Should Brad sell the stock that he presently owns in order to pay down his credit card debt?

Your friend Brad Brooks has called you for additional guidance on dealing with his credit 
card balance of about $8,000.

 BRAD BROOKS—A Continuing Case: Part 2 MyLab Finance
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The chapters in this part explain how you can use credit to obtain funds 

to support your spending. Chapter 9 describes the process of obtaining 

a personal loan for a large purchase such as a car and the types of deci-

sions that you need to make when considering a personal loan. Chapter 10 

describes the process of obtaining a mortgage and the types of decisions 

that you need to make when considering a mortgage loan. Your decisions 

regarding whether to borrow, and how much to borrow will affect your 

cash flows and wealth.

Your 
Financial 
Plan for

Personal 
Financing

Your
Wealth

■ How much money can you a�ord 
to borrow on a personal loan?

■ Should you pay o� a personal 
loan early?

■ How much money can you a�ord
     to borrow on a mortgage loan?
■ Which mortgage maturity is most 

appropriate?
■ Is a fixed-rate or an adjustable-
     rate mortgage more appropriate?

Chapter 9
Personal Loans

Chapter 10
Purchasing and 

Financing a Home

Personal Financing 3 
part 
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MyLab Finance helps you master the topics in this chapter and study more  
efficiently. Visit www.pearson.com/mylab/finance for more details.

chapter 

9
Karen realized that her car 

was facing some serious 

maintenance issues, and 

she decided to lease a new car. The 

monthly lease payment was $499.35, 

and she was allowed to drive 15,000 

miles per year with extra miles 

charged at $0.25 per mile. After 

eighteen months, however, Karen 

began to tire of the large monthly 

payments. She went back to the auto 

dealer to explore ending the lease 

early. The dealership told her that to end the lease, she must pay $7,350. Karen only had two 

real choices: buy the car outright or continue the lease for its three-year term. Ending the 

lease was not a financially attractive option.

You may be faced with a similar decision in your future. The time to make a “lease versus 

buy” decision is before the lease is signed or before the car is purchased. Once committed to 

either action, you most likely will have to remain committed to your course.

This chapter focuses on your use of personal loans to finance large purchases. Proper 

 decisions on whether to obtain a personal loan, which source to use for a personal loan, 

how much to borrow, and what terms to arrange can have a significant impact on your 

 financial situation.

Personal Loans

AshTproductions/Shutterstock
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The objectives of this chapter are to:

• Provide a background on personal loans

• Outline the types of interest rates that are charged on personal loans

• Discuss financing the purchase of a car

• Explain how to decide between financing the purchase of a car and leasing a car

• Describe the key features of student loans

• Describe home equity loans

• Describe payday loans

• Describe how personal loans fit within your financial plan

Background on Personal Loans
Consumers commonly obtain a personal loan to finance a large purchase such as a car 
or a home improvement project. A personal loan is different from access to credit (from 
a credit card) in that a personal loan is normally used to finance one large purchase and 
has a specific repayment schedule. The loan is provided at the time of your purchase and 
is used along with your cash down payment to cover the entire purchase price. You can 
pay off the personal loan on an installment basis, for example, by making a payment each 
month for the next forty-eight months.

Sources of Personal Loans
The first step in obtaining a personal loan is to identify possible sources of financing 
and evaluate the possible loan terms. Common sources of personal loans are financial 
institutions, family members, and peer-to-peer lending. Before you attempt to obtain any 
type of loan, you should check your credit report to make sure that it does not contain 
any incorrect information.

Financial Institutions The most common source of financing for a personal loan is a 
financial institution. Commercial banks, savings institutions, and credit unions provide 
personal loans. They pool the deposited funds that they receive from savers to create 
loans for borrowers.

Finance companies also provide personal loans. Some finance companies are subsid-
iaries of automobile manufacturers that finance car purchases.

Family Members or Friends An alternative source of financing is one or more fam-
ily members or friends. If they trust that you will repay the loan on time and in full, they 
may be willing to provide you with a loan that earns the same interest rate as their savings 
account. You could also offer to pay an interest rate on the loan that is a few percentage 
points above the savings rate. By borrowing funds from family and friends, you can often 
get a more favorable rate than financial institutions offer. The loan agreement should be 
in writing and signed by all parties to avoid any possible misinterpretations.

Peer-to-Peer Lending Another source of financing, especially for those with good 
credit histories, is peer-to-peer (P2P) lending, which is done through online platforms. 
The two most important are Lending Club and Prosper, which together facilitate lend-
ing amounting to more than $1 billion per year. In P2P lending, the funds are provided 
by individual investors, not by financial institutions. Individuals may borrow amounts 
ranging from $1,000 to $35,000 or $40,000 at interest rates that may be lower than the 
interest charged by a financial institution. Although the borrower must pay a loan origi-
nation fee, it may also be less than a financial institution would charge. Loans are issued 
for three- or five-year terms and require monthly payments.
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To obtain a loan, you apply at a P2P lending Web site, which will obtain your credit 
report and FICO score. Your FICO score will largely determine the amount of money 
that you will be offered and the interest rate that you will be charged. The average FICO 
score for P2P borrowers is around 700. The majority of P2P borrowers use their loans to 
pay off existing loans from other lenders or to pay off credit card debt.

Avoiding Scams The personal loan area is very attractive to people running scams 
because they know that their potential customers may be worried about their financial 
situation and may not be as cautious as they should be when seeking a loan. Many scams 
are online. You should avoid any lender that guarantees you a loan before reviewing 
your application or advertises with messages such as “We don’t care about your past” or 
“Bad credit history? No problem!” A legitimate lender will not promise you a loan until 
it reviews your application. Anyone who claims otherwise may be an identity thief who 
just wants you to fill out an application with personal information such as your Social 
Security number. Once you complete the application, you might not hear from the thief 
again. Alternatively, the fraudster may ask you to pay an upfront fee, which may be called 
an application fee or document fee or some other name. Legitimate lenders may charge 
an origination fee, but you are not asked to pay the fee until your application is processed 
and you are approved for a loan. Then the fee is generally deducted from the amount 
you receive. Fraudsters may ask you to pay the fee when you apply and may insist that 
you pay with a prepaid credit card, a wire transfer, or a money order. When you’ve paid 
using any of these methods, it can be almost impossible to get your money back. Another 
scam is to tell you that you have been approved for a loan but that you must wire money 
to pay for insurance before you can receive the loan amount. Needless to say, once you 
send the wire transfer, you do not receive the loan.

To avoid scams, check a lender’s reputation with the Better Business Bureau or 
your state attorney general’s office or consumer protection agency. If you are look-
ing for a personal loan online, make sure that you are at the Web site of a reputable 
business. Often a scammer will set up a Web site with a name very similar to that of a 
legitimate business.

Determining Whether a Loan Is Sensible
Before pursuing a loan, first you should decide if a loan is sensible. Even if you can obtain 
a loan, it might not be a good idea. The loan will require you to make periodic payments 
over time. Consider the sacrifice you may have to make in the future as you use a portion 
of your monthly income to pay off the loan rather than use the money for some other 
purpose. For example, a loan of $2,000 to buy a used car so that you can commute to 
your workplace and to school may be sensible. However, a loan of $30,000 so that you 
can purchase a new high-performance car is questionable. Such a large loan will require 
very large monthly payments and might leave you with very little income to cover neces-
sities such as food or rent.

You should avoid a loan if your source of income to repay the loan is questionable. 
When economic conditions are weak, job layoffs are common. Consider the consequences 
of having a personal loan if there are no job opportunities. How would you repay the 
loan? Do you have alternative sources of funds to repay the loan?

Debt Consolidation One reason that some people obtain personal loans is to con-
solidate their debts. Several unsecured loans such as credit card debts, medical bills, 
and even outstanding personal loans are consolidated. Debt consolidation can simplify 
your financial situation and record keeping because you only have to pay one bill each 
month instead of several, and you sometimes can save money because the interest rate 
may be lower than the rates you were paying before on the various debts. Obtain-
ing a personal loan is a popular way to consolidate debt, but there are several other 
ways such as transferring debt to a 0% or low interest rate credit card or obtaining a 
home equity loan (discussed later in this chapter). Financial institutions and finance 

Go to:
www.helpwithmybank 
.gov and see the section 
on consumer loans.

To get:
Background information 
on personal loans.

Financial Planning
ONLINE
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companies offer debt consolidation loans. Before obtaining a debt consolidation loan, 
however, make sure that it really will improve your financial situation. Sometimes the 
low interest rate that is offered is a “teaser rate” that lasts only for a specific period. If 
you don’t pay off the loan during that time, you may end up paying a higher interest 
rate than you were paying on your debts before obtaining the loan. In addition, you 
will probably have to pay origination fees and possibly other fees, which will add to the 
cost of the loan. Finally, note that even though your monthly payments may be smaller 
with a debt consolidation loan, the lower payment could occur if you are paying over 
a longer period, so your total cost might be more than if you had simply paid off your 
unconsolidated debts.

Be wary of so-called debt consolidation companies. Some are legitimate finance com-
panies that offer basic debt consolidation loans, but others are debt settlement companies 
that claim that they will negotiate with your creditors and persuade them to forgive part 
or all of your debt. Frequently, these companies charge large upfront fees, but you can 
generally accomplish as much as they can by calling your creditors yourself. Sometimes a 
company will tell you to stop paying your debts and pay the money into a special account, 
which it will use to negotiate with your creditors. Do not trust such advice. You may be 
charged fees for the administration of the account, and your creditors will charge you 
late fees and penalties.

The Personal Loan Process
The process of applying for a personal loan from a financial institution involves filling 
out the application, negotiating the loan contract, and negotiating the interest rate. A 
sample loan application is shown in Exhibit 9.1.

Application Process When applying for a loan, you need to provide information 
from your personal balance sheet and personal cash flow statement to document your 
ability to repay the loan.

• Personal Balance Sheet. Recall from Chapter 2 that your financial condition is par-
tially measured by a personal balance sheet. The personal balance sheet indicates 
your assets, liabilities, and net worth at a specific point in time. The assets are 
relevant because they may serve as possible collateral to back a loan. The liabilities 
are relevant because they represent your existing debts.

• Personal Cash Flow Statement. Your financial condition is also represented by 
your personal cash flow statement, as discussed in Chapter 2. This statement indi-
cates your cash inflows and cash outflows and therefore suggests how much free 
cash flow you have on a periodic basis. Lenders use this cash flow information to 
determine whether you qualify for a loan and, if so, the maximum size of the loan 
that you warrant. An individual with existing loans or credit card debt may have 
insufficient cash flows to cover the payments on any additional loans.

The key component of the personal cash flow statement of most prospective borrow-
ers is their income. Lenders require income documentation, such as a Form W-2, which 
is a form from your employer that indicates your annual earnings, or pay stubs, which 
indicate your recent salary.

Loan Contract If the lender approves your loan application, it will work with you to 
develop a loan contract, which specifies the terms of the loan, as agreed to by the bor-
rower and the lender. Specifically, the loan contract identifies the amount of the loan, 
interest rate, repayment schedule, maturity, and collateral.

• Amount of the Loan. The amount of the loan is based on how much the lender 
believes you can pay back in the future. You should borrow only the amount of 
funds that you will need because you will be charged interest on the entire amount 
that you borrow.

loan contract
A contract that specifies 
the terms of a loan, as 
agreed to by the borrower 
and the lender.
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• Interest Rate. The interest rate is critical because it determines the cost incurred on 
a personal loan. It must be specified in a loan contract. More information about 
interest rates is provided in a later section.

• Loan Repayment Schedule. Personal loans are usually amortized, which means 
that the principal (original amount loaned out) is repaid through a series of equal 
payments. Each loan repayment includes both interest owed and a portion of the 
principal. As more of the principal is paid down, the amount of interest is reduced, 
and a larger portion of the payment is used to repay principal.

• Maturity. A loan contract specifies the maturity, or life of the loan. A longer 
maturity for a loan results in lower monthly payments and therefore makes it 

amortize
To repay the principal of a 
loan (the original amount 
loaned out) through a 
series of equal payments. A 
loan repaid in this manner 
is said to be amortized.

maturity
With respect to a loan, the 
life or duration of the loan.

EXHIBIT 9.1 An Example of a Loan Application

I. INFORMATION ABOUT LOAN REQUESTED

III. FINANCIAL INFORMATION OF APPLICANT

LOAN APPLICATION

II. INFORMATION ABOUT APPLICANT

Assets  

Liabilities

Purpose of Loan: 
__________________________________________________
Amount of Loan:  _________________________________
Term of Loan (number of years or months): _________

Name: ____________________________________________
Address: __________________________________________

__________________________________________
Phone Number: ___________________________________

Social Security Number: ___________________________

Primary Bank: _____________________________________
Occupation: _______________________________________
Monthly Income: __________________________________
Name of Employer: ________________________________
Address of Employer: ______________________________

______________________________

______________________
______________________
______________________
______________________
______________________

______________________
______________________
______________________
______________________
______________________

Dollar Value
______________________
______________________
______________________
______________________
______________________

______________________

______________________
______________________
______________________
______________________
______________________

______________________

Total Value of Assets

Total Value of Liabilities
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easier to cover the payments each month. For example, the monthly payment on 
a five-year loan for $16,000 may be $100 less than the payment on a four-year 
loan for the same amount. With the five-year loan, however, you are in debt for 
an additional year, and you pay more interest over the life of the loan than you 
would on the four-year loan. In general, you should select a maturity on per-
sonal loans that is as short as possible, as long as you allow yourself sufficient 
liquidity. If you have extra funds during the time you have a loan, you should 
consider paying off the loan early for two reasons. First, you can reduce the 
total amount of interest by paying off the loan early. Second, you will be able to 
save the money that you would otherwise have used to make the loan payments. 
Before you pay off the loan early, however, you should check the loan contract 
to make sure that it does not impose a prepayment penalty. Lenders sometimes 
impose a penalty if a loan is paid off early because they are receiving less inter-
est. When you obtain a loan, you should always ask if there is a prepayment 
penalty. If there is, you may want to try to negotiate to have it removed or look 
for other lenders.

• Collateral. Collateral represents assets of the borrower (if any) that back the loan 
if the borrower defaults. A loan that is backed or secured by collateral is referred 
to as a secured loan; a loan that is not backed by collateral is an unsecured loan. 
In general, you will receive more favorable terms (such as a lower interest rate) 
on a secured loan because the lender has less to lose in the event that the loan is 
not repaid.

If the loan is secured, the loan agreement describes the collateral. When a loan is 
used to purchase a specific asset, that asset is commonly used as collateral. For example, 
if your purchase of a boat is partly financed, the boat will serve as collateral. That is, 
the lender can repossess the boat if you fail to make the loan payments. Some loans are 
backed by assets other than those purchased with the loan. For example, a boat loan 
could be backed by stocks that you own.

Some personal loans are backed by the equity in a borrower’s home, and these loans 
are commonly referred to as home equity loans. The proceeds of the loan can be used for 
any purpose. Home equity loans are described later in this chapter.

Cosigning Some borrowers are only able to obtain a personal loan if someone with 
a stronger credit history cosigns. The cosigner is responsible for any unpaid balance if 
the borrower does not repay the loan. If the borrower defaults and the cosigner does 
not repay the loan, the lender has the right to sue the cosigner or to try to seize that 
person’s assets, just as if the cosigner were the borrower. As a result, the cosigner’s 
credit report will be negatively affected. In addition, cosigning on a loan can restrict 
the amount that the cosigner is able to borrow. Therefore, you should only be willing to 
cosign a loan if you trust the borrower and will not need to borrow funds for yourself 
in the near future.

There are several steps you can take to protect yourself when applying for a loan. 
Be wary of any lenders who pursue you with high-pressure tactics. Short-term offers 
and up-front application fees also indicate a disreputable lender. Always make sure you 
understand the loan terms before signing a loan agreement. If you cannot obtain reason-
able loan terms, reconsider whether you truly need a loan at this time.

Interest Rates on Personal Loans
The three most common types of interest rates financial institutions use to measure 
the interest due on personal loans are the annual percentage rate, simple interest, and 
add-on interest.

collateral
Assets of a borrower that 
back a secured loan in the 
event that the borrower 
defaults.

secured loan
A loan that is backed or 
secured by collateral.

unsecured loan
A loan that is not backed 
by collateral.
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Simple Interest
Simple interest is the interest computed as a percentage of the existing loan amount (or 
principal). It is measured using the principal, the interest rate applied to the principal, and 
the loan’s time to maturity (in years). The loan repayment schedule is easily determined 
by a computer or a calculator, or you can use various Web sites. If you input the loan 
amount, the interest rate, and the loan maturity, the loan repayment schedule will provide 
you with the following information:

• The monthly payment

• The amount of each monthly payment applied to pay interest

• The amount of each monthly payment applied to pay down the loan principal

• The outstanding loan balance that remains after each monthly payment

The size of the monthly payment is dependent on the size of the loan, the interest rate, 
and the maturity. The larger the loan amount, the larger the monthly payment. The higher 
the interest rate, the larger the monthly payment. For a given loan amount and interest 
rate, the longer the period over which the loan is repaid (e.g., thirty-six months versus 
twenty-four months), the smaller the monthly payment. As mentioned earlier, however, 
the longer the maturity, the more you will pay in interest expenses.

simple interest
Interest on a loan 
 computed as a percent-
age of the existing loan 
amount (or principal).

Annual Percentage Rate
Because of the Truth-in-Lending Act (1969), lenders are required to disclose a standardized  
loan rate with directly comparable interest expenses over the life of the loan. This makes 
it easier for you to compare loans offered by different lenders and select the best loan. 
The annual percentage rate (APR) measures the finance expenses (including interest and 
all other expenses) on a loan annually.

annual percentage 
rate (APR)
A rate that measures 
the finance expenses 
(including interest and 
other expenses) on a loan 
annually.

EXHIBIT 9.2 Measurement of the Annual Percentage Rate

Other
Finance

Expenses

Total
Finance

Expenses

Annual
Percentage
Rate (APR)*

Interest
Expenses

Number of
Years

Average Annual
Finance Expenses

Bank A

Bank B 

Bank C

$200

160

120

0

$100

200

$200

260

320

1

1

1

$200

260

320

$200/$2,000 = 10%

$260/$2,000 = 13%

$320/$2,000 = 16%

*The APR is calculated by dividing the average annual finance expenses by the average annual loan balance.

Suppose that you have a choice of borrowing $2,000 over the next year from Bank A, 
Bank B, or Bank C. Bank A offers an interest rate of 10% on its loan. Bank B offers an inter-
est rate of 8%, but also charges a fee of $100 at the time the loan is granted. Bank C offers 
an interest rate of 6%, but charges a loan fee of $200 at the time the loan is granted. 
Exhibit 9.2 shows the APRs.

In this example, Bank A offers the lowest APR for a one-year loan. Even though its interest 
rate is higher, its total financing costs are lower than those charged by the other banks 
because it does not have any fees. Thus, the APR on its loan is equal to the interest rate 
charged on the loan. In contrast, the APRs on the loans provided by Banks B and C are 
much higher than the interest rate charged on their loans because of the fees.

EXAMPLE
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EXHIBIT 9.3 Example of Loan Repayment Schedule: One-Year  
Loan, 12% Interest Rate (monthly payment 5 $177.70)

Interest
Payment

Payment of
Principal

Outstanding Loan
BalanceMonth

1

2

3

4

5

6

7

8

9

10

11

12

$20.00

8.63

6.94

5.23

3.50

18.42

16.83

15.22

13.60

11.96

10.30

1.76

$157.70

159.28

160.87

162.48

164.10

165.74

167.40

169.07

170.76

172.47

174.20

175.94

$2,000.00

1,842.30

1,683.02

1,522.16

1,359.68

1,195.58

1,029.84

862.44

693.37

522.61

350.13

175.94

0.00

You obtain a loan of $2,000 that is based on the simple interest method with an annual 
interest rate of 12% (1% per month) and twelve equal monthly payments. Given this infor-
mation, a computer generates the loan repayment schedule in Exhibit 9.3. Notice at the 
top of the exhibit that each monthly payment is $177.70. Each payment consists of an 
interest payment and a portion that goes to repay the loan principal. At the end of the first 
month, the interest owed on $2,000 based on a monthly interest rate of 1% is:

 Interest Owed = Outstanding Loan Balance * Interest Rate

 = $2,000 * .01

 = $20

Because the total payment is $177.70 and the interest payment is $20, the remainder 
($157.70) is applied to pay down the principal. The outstanding loan balance after one 
month is:

 Outstanding Loan Balance = Previous Balance - Principal Payment

 = $2,000 - $157 .70 

 = $1,842 .30

At the end of the second month, the interest rate of 1% is applied to the outstanding balance 
to determine the interest payment:

 Interest Owed = $1,842.30 * .01

 = $18 .42

This same process is followed to determine the amount of interest that is paid each month. 
The remainder of each payment is applied to pay off the principal. As each month passes, 
the outstanding loan balance is reduced, so the interest payment in the following month 
is reduced. The total monthly payment remains the same for all months, so the principal 
payment increases over time.

EXAMPLE
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Car Loans
A common type of personal loan is a car loan. There are many decisions to make when 
you get a car: how much money to spend on it, what type to purchase, how to get the 
best price, whether to finance it or purchase it with cash, and whether to buy or lease 
the car. All these decisions are discussed in this chapter. The initial focus is on how much 
money to spend for a car because this decision can influence all the remaining decisions 
about the car you’ll get.

Add-On Interest
With the add-on interest method, the amount of the monthly payment is determined by 
calculating the interest that must be paid on the loan amount, adding the interest and 
loan principal together, and dividing by the number of payments.

add-on interest method
A method of determining 
the monthly payment on a 
loan; involves calculating 
interest that must be paid 
on the loan amount, add-
ing together the interest 
and loan principal, and 
dividing by the number of 
payments.

Reconsider the example in which you receive a loan of $2,000 to be repaid over one year, 
but assume that you are charged 12% interest based on the add-on method. You would 
first determine the amount of interest that is owed by applying the annual interest rate 
to the loan amount:

 Interest Owed = $2,000 * .12

 = $240

Next, determine the total payment owed by adding the interest to the loan amount:

 Total Payment = $2,000 + $240

 = $2,240

Finally, divide the total payment by the number of monthly payments:

 Monthly Payment = $2,240>12

 = $186.67

Notice that your monthly payment with the add-on method is about $9 per month more 
than your payment with the simple interest method. Even though the same interest rate is 
used for both methods, the add-on method is more costly. The reason is that the interest 
payment is not reduced over time as you pay off the loan.

EXAMPLE

FREE APPS  
for Personal 

Finance

Estimating the Time to Repay Your Debt
Application:
The Debts Break app (by LINKSLINKS LTD) allows you to estimate how long it will take 
you to pay off your debt based on input you provide about the amount of debt you 
have, the interest rate, and the amount of funds you will have per period to repay debt.

To Find It:
Search for the “Debts Break” app on your mobile device.
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One of the most common reasons why college students like Evan are tempted to 
spend much more money on a car than they need to is because credit is so easily available. 
Some students make decisions based on whether they can cover the monthly payment 
rather than on what they need. They receive immediate satisfaction from having a new 
car, but do not feel the pain from paying off the large car loan until after the purchase. 
They also face peer pressure and may want to have a new car because their friends do, 
without thinking about how the large monthly car payments may absorb all their monthly 
budget. It is natural for college students or any consumers to assess what their peers have 
when making decisions. If all your friends have borrowed excessively to buy expensive 
cars, you may convince yourself that this is normal, without realizing how it might con-
strain other forms of spending.

Consider How Your Decision Affects Your Personal Budget Before buying 
an expensive new car, consider how your personal cash flow statement (explained in  
Chapter 2) would be affected by large monthly car payments. If you do not have money 
saved to buy the car, and your car payment would be $500 per month, identify all the 
purchases in your typical monthly budget that you will no longer be able to make. You 
may need to cancel your spring break vacation, stop going out to restaurants, and stop 
going to movies. Alternatively, you might need to move into a smaller apartment so that 
you can reduce your rent expense to make your car payment. When considering the sac-
rifices you may need to make to buy a new car, you may decide not to, so that you have 
spending money to enjoy life in other ways.

Adding Credit Card Debt to Car Loan Debt Some consumers might consider 
purchasing a new car with a car loan and avoid restricting their other spending by using 
credit cards and making only the minimum required payments on the cards each month. 
This solution provides immediate satisfaction because it initially allows them to buy a new 
car while living a lifestyle beyond what they can really afford. However, they will have to 
sacrifice in the future when the debt accumulates and they have to pay it off. They will 
not only have the burden of the large car payment every month for the next four years, 
but also will have to make large payments to cover credit card debt in the future. They 
will also be forced to pay high interest rates on credit card debt.

How Much Money to Spend on a Car
Your decision about much money you should spend on a car is critical because it can 
affect your budget as well as your lifestyle. When making this decision, carefully consider 
how your choices could affect your spending on other needs, and your lifestyle in general.

PSYCHOLOGY  
of Personal 

Finance

Evan just started college and lives on campus. He spends all his time on campus or in 
the nearby college town, but he needs a car to go to work at his part-time job. Evan will 
earn about $500 per month from his job, which he hopes will cover his various col-
lege expenses over the next four years. The dealer advises Evan that with an income of 
$500 per month, he could buy a new car for about $22,000, and he could obtain financing 
over a four-year period in which he would pay $500 per month. Evan is excited about the 
idea of having a new car. However, the purchase of this car would use all the money that 
he would earn on the job. Therefore, he would have no money left to cover his monthly 
expenses, and his reason for getting a part-time job was to cover college expenses. Evan 
realizes that purchasing a new car is not rational. He would be better off without the 
part-time job if the purchase of a car would require him to use all his income to make car 
payments. He decides that he will only purchase a car and keep his job if he can purchase 
a reliable car for less than $4,000. This would require about $100 in monthly payments 
over a four-year period, so that he could use the remaining $400 in income per month 
from his job for other purposes.

EXAMPLE
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Many consumers who could not stay within a reasonable budget in their younger 
years have difficulty adjusting in future years when they need to start paying off debt. 
They were accustomed to spending beyond their income when they were younger, 
and they may be reluctant to sacrifice now to make up for their excessive spending 
in earlier years. Thus, their lack of discipline might lead them to a long-term trend 
of excessive spending that could ultimately end in their credit being cut off by their 
creditors. If they had been willing to sacrifice in their younger years by staying within 
their budget and buying a cheap used car, they might have avoided the accumulation 
of debt over time.

Some consumers who spend excessively on a car might believe that if they find they 
cannot afford to make the monthly car payments, they can easily correct the situation 
by selling their car. However, this solution is limited. New cars lose at least 10% and 
sometimes as much as 20% of their value as soon as they are driven off the lot. Consider 
the new car that Evan could have purchased for $22,000 with borrowed money in the 
example presented earlier. If Evan purchased the car and tried to sell it a month later, 
he might receive about $18,000, or $4,000 less than what he owed on the car. In other 
words, the use of the new car for one month cost him $4,000. The point here is that 
consumers should not rush into purchasing a new car until they have carefully considered 
whether they can really afford it.

The No-Debt Solution Some consumers avoid the debt problems described earlier by 
limiting the amount of money they will spend on a car (or on any purchases) to whatever 
they can afford to pay with cash. This strategy forces them to purchase an inexpensive 
used car when they are younger because that is all that they can afford. In addition to 
avoiding debt, this approach might allow them to save much more of their income over 
time because they can save some or all the money each month that they would have 
needed to make debt payments. This may enable them to save enough money over time 
so that they can purchase a new car with cash. Their decision to stay within a limited 
budget at an early age may be easier to accept when they realize that it will allow them 
to spend more money in the future.

The Limited-Debt Solution There are many variations of the no-debt solution that 
are not as extreme but still very effective. Some consumers might use cash to purchase 
a used car and use credit cards for other purchases, but they may limit these purchases 
to what they can afford to pay off when they receive the credit card bill each month. 
In this way, they avoid the accumulation of debt. Alternatively, some consumers might 
be willing to borrow to purchase a car, but may structure the loan so that they pay it 
off within a short-term period. The payments on a short-term loan (such as one year) 
would be much higher than the payments on a four-year car loan, so this would reduce 
the amount that they could spend on the car. However, this restriction might be benefi-
cial because it prevents them from spending an excessive amount of money on the car.

FREE APPS  
for Personal 

Finance

Estimating Your Monthly Car Loan Payment
Application:
The RoadLoans app (by RoadLoans.com) estimates your monthly payment on a car loan 
based on the amount of the loan, loan maturity, and interest rate. You can easily adjust 
your input to determine how your monthly payment would change based on a different 
loan amount, maturity, or interest rate.

To Find It:
Search for the “RoadLoans” app on your mobile device.
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Once you have decided how much money you will spend on a car, you can focus on 
the other related decisions, which are discussed next.

Selecting the Car
When selecting a car, consider the following factors.

Personal Preferences Determine the car that fits your needs. Do you want a small 
car that is easy to park and gets good gas mileage? Or do you need a minivan to hold 
your children and their sports equipment? If you are concerned about the environment, 
you may want to consider an electric car or a hybrid that combines a gas engine with an 
electric battery. Although electric cars and hybrids generally cost more than a similar gas 
engine model, you will save on gasoline costs. Federal tax credits may be available, and 
many states have incentive programs that can lower the cost. You can always screen the 
cars on your list further by deciding on the size of the engine.

Price While you have already determined the amount that you are willing to spend, you 
should compare the prices of the cars that fit your preferences and are within your price 
range. There will likely be more than one car within your price range that could satisfy 
your needs and preferences, and one of these cars might have a lower price because the 
dealer has a larger inventory of that car and is more willing to sell it at a lower price.

Condition When buying a used car, be sure to assess the condition of the car begin-
ning with the exterior. Has some of the paint worn off? Is there rust? Are the tires in 
good shape? Are the tires worn on one side (which may indicate that a wheel alignment 
is needed)? Next, check the interior. Are the seats worn? Do the electric devices work? 
Now look under the hood. Is there any sign of leaks? If you are still seriously consider-
ing the vehicle, ask to see the repair and maintenance records. Has the car been properly 
maintained and serviced over time? Has the oil been changed periodically? Most used 
car dealers subscribe to a vehicle history service such as CARFAX or Autocheck that will 
indicate whether a car has been in a major accident and been repaired. Ask the dealer to 
see the car’s history. You can also obtain the car’s history yourself, but you will have to 
pay a fee.

All these checks can help you assess a car’s condition, but none replaces the exper-
tise of a qualified mechanic. The cost of having a mechanic evaluate the car is worth-
while because it may enable you to avoid buying a car that will ultimately result in large 
repair expenses.

You should also check to see if a car has any unrepaired conditions that are subject 
to a recall. In recent years, for example, many makes and models of cars have been 
recalled to deal with defective airbags, which can be dangerous if not replaced. You can 
learn whether a car is subject to a recall by going to www.safercar.gov and entering the 
car’s vehicle identification number (VIN). If there are recall notices, ask the mechanic to 
determine if the condition has been repaired.

Another consideration is whether a car has been in a flood. After disastrous floods 
such as occur in a hurricane, cars that were flooded are often quickly cleaned up and 
shipped out of state to be sold where buyers may not think to inquire about flood dam-
age, which can require costly repairs. You can search for a car’s VIN at the database 
maintained by the National Insurance Crime Bureau, which will list any car on which an 
insurance claim for flood damage was paid. However, if the car was not insured, it will 
not be in the database. In purchasing any car, you should look for signs of water damage 
or the smell of disinfectant used to combat mold. A mechanic can check for signs that 
water has entered the various fluids in the car or damaged the electrical system.

The Federal Trade Commission’s Used Car Rule requires dealers to post a buyer’s 
guide in every used car offered for sale (a few states require their own similar guide). The 
guide must tell you whether the car is being sold “as is” or with a warranty and what 
percentage of the repair costs the dealer will pay under the warranty if there is one. If 
the Buyers Guide indicates that there is a warranty, the dealer must give you a written 

Go to:
The autos section of 
Yahoo.com.

To get:
Estimates of the cost of 
a new or used car based 
on the car’s features and 
options that you specify.

Financial Planning
ONLINE
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Revised Car Loan Contracts Some car dealers will allow a car buyer to write a 
check for the down payment, fill out a car loan application, and drive the car home. If 
the application is not approved, the car buyer may have to reapply for a car loan that is 
set at a higher rate. At this point, the buyer may not have much choice except to accept 
the less-favorable terms set by the lender.

warranty indicating what the warranty covers. Sometimes the guide will indicate that the 
car is being sold “as is,” but the dealer will give you an oral promise to repair the vehicle 
or cancel the sale if you’re not satisfied with the car. Do not rely on an oral promise; insist 
that the dealer’s promises be written on the Buyers Guide.

Insurance Some cars are subject to significantly higher insurance costs because they are 
more difficult to repair after accidents, are higher priced, or are common theft targets. 
Obtain insurance estimates on any car before making the purchase. Be aware that to 
obtain a loan to purchase a car, you will have to have insurance to cover the car. If you 
let your insurance lapse, the lender has the right to obtain insurance on the car and charge 
you for it. This is called force-placed insurance, and it is usually much more expensive 
than insurance that you obtain yourself.

Resale Value Some cars have a much higher resale value than others. For example, 
you can expect that an Acura will have a higher resale value than a Hyundai. Although 
you cannot perfectly predict the future resale value of a car, you can look at today’s resale 
value of similar cars that were sold years ago. Numerous sites on the Internet, such as 
www.edmunds.com, provide the market values of used cars, which you can use to deter-
mine the resale value as a proportion of the original sales price.

Repair Expenses Some cars are subject to much higher repair bills than others. To 
compare potential repair expenses, review Consumer Reports magazine, which commonly 
estimates the typical repair expenses for various cars.

Financing Rate If you plan to finance your car purchase through the car dealer, you 
should compare financing rates among dealers. One dealer may charge a lower price 
for the car but charge higher financing costs for the loan. Other dealers may offer an 
unusually low financing rate, but charge a higher price on the car. When financing 
through a car dealer, beware of a dealer markup, in which the dealer arranges the 
loan and then marks up the lender’s interest rate without disclosing the markup to 
the customer. For example, a dealer may obtain financing for your car at 10%, but 
charge you 12%. If you obtain financing from a financial institution rather than the 
dealer, you can easily compare financing rates of various financial institutions on the 
Internet.

In some cases, you may wish to determine how much you can borrow before you 
decide which car to purchase. You can use auto loan Web sites to estimate the maximum 
amount you can borrow, based on the financial information you provide.

FREE APPS  
for Personal 

Finance

Searching for Cars in Your Location
Application:
The AutoTrader app (by Autotrader.com, Inc) allows you to search for new and used cars 
that are for sale near you. A listing of used cars for sale near your location includes the 
price, mileage, a photo, and seller contact information.

To Find It:
Search for the “AutoTrader” app on your mobile device.

Go to:
www.kbb.com

To get:
Trade-in and retail values 
for a used car, based 
on the condition of the 
car, its age, and other 
characteristics that you 
specify.

Financial Planning
ONLINE

Go to:
www.ftc.gov, and search 
for “buying a car.”

To get:
Information to help you 
purchase a car.

Financial Planning
ONLINE
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Negotiating the Price
When shopping for a car, you have a choice between dealers that negotiate and dealers 
that offer one set price for a specific car to all customers. Any dealer that negotiates will 
purposely price its cars well above the price for which it is willing to sell the car. For 
example, the dealer may initially quote a price that represents the manufacturer’s sug-
gested retail price (MSRP). This price is also referred to as the sticker price. The strategy 
of some dealers is to make you think that you are getting a great deal as a result of the 
negotiations. If any customer is naïve enough to pay the full price, the car dealer earns a 
much larger profit at the customer’s expense.

The salespeople are trained to act as if they are almost giving the car away to the 
customer by reducing the price by 5% to 20%. During the negotiations, they will say that  

Recall that in Chapter 1, Stephanie Spratt had graduated college and started her full-time 
job. It has now been about one year since she started that job, and she has saved enough 
money to afford a down payment on a new car. She considers which car to buy based on 
the following criteria:

●● Price. Stephanie’s favorite cars are priced in the $35,000 to $45,000 range, but 
she does not want to borrow such a large amount of money. She hopes to buy a 
home within a few years (which will require another loan) and therefore wants to 
limit the amount she borrows now.

She decides to use the $1,000 from the sale of her used car to make the down payment.

Stephanie wants to borrow no more than $17,000 to buy a car, so she considers cars in 
the $16,000 to $20,000 price range. She identifies eight cars that are within that range, 
but she does not like three of them and therefore focuses on the remaining five cars. Next, 
she obtains more detailed information on the prices of the five cars online.

●● Resale Value, Repair Expenses, and Insurance. Stephanie also uses the Internet 
to obtain ratings on the resale value, repair expenses, and insurance rates for each 
of the five cars. She recognizes that some dealers attempt to attract customers by 
offering unusually low financing rates, but then price the car higher to offset the low 
financing rate. She prefers to avoid these types of dealers, so she plans to obtain 
her financing from a car-financing Web site. She inputs information about her salary 
and loan history and is quickly able to determine the financing rate she would pay.

Using the Internet, Stephanie easily obtains the information shown in Exhibit 9.4. Car A 
has a relatively low resale value after two years. Car D has relatively high repair expenses 
and service maintenance. Cars A and C have relatively high insurance rates. Therefore, 
she eliminates Cars A, C, and D. She will choose between Cars B and E.

EXAMPLE

EXHIBIT 9.4 Stephanie Spratt’s Car Analysis

Expected Resale
Value After Two Years

(as a proportion of
original sales price)

Repair Expenses
and Service

MaintenanceCar Insurance

A Low

Low Low

Low

Moderate

Moderate

Moderate

Moderate

B

C

D

E

Moderate

Moderate

Moderate

Moderate

High

High

High
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they must discuss the price you offer with the sales manager. They already know the 
price at which they can sell the car to you, but this creates the appearance that they are 
pleading with the sales manager. During the negotiations, the dealer may offer you “free” 
rustproofing, a DVD system, leather seats, or other features. These features are usually 
priced very high to make you believe that you are getting a good deal.

If you intend to purchase a new car, consider ordering it if you don’t see what you 
want on the dealer’s lot. The cars on the lot may have many features that you don’t want. 
Thus, they will have a higher price. Sometimes, however, dealers want to sell their current 
inventory to make room for new models, and, in that case, you may be able to negotiate 
a better price.

Negotiating by Phone When purchasing a new car, it may be beneficial to negotiate 
by phone. After deciding on the type of car that you want, call a dealer and describe the 
car and options you desire. Explain that you plan to call other local car dealers, and that 
you will select the dealer that offers the lowest price. You may also want to emphasize 
that you will only call each dealer once.

Some dealers may not have the exact car that you want, so you may still have to 
compare features. For example, one dealer may quote a price that is $200 lower than the 
next-lowest quote, but the car may not be the specific color you requested. Nevertheless, 
the process described here can at least minimize the negotiation process.

Trade-In Tactics If you are trading a car in, some dealers will pay a relatively high price for 
your trade-in, but charge a high price for the new car. For example, they may pay you $500 
more than your used car is worth, but then charge you at least $500 more than they would 
have charged for the new car if you did not have a car to trade in. Attempt to negotiate the 
price on the new car first, before even mentioning that you have a car to trade in.

If you purchase a car from a typical dealer, many of the salespeople will congratulate 
you as if you had just won the lottery. This is also part of their strategy to make you feel 
that you got a great deal.

No-Haggle Dealers Some car dealerships advertise that they do not haggle on the 
price. Buying a car from these dealers is not only less stressful but far less time-consuming. 
They set one price for a car, so you do not have to prepare for a negotiating battle. Some 
of these car dealerships still negotiate, however, so before you buy the car, you should 
make sure the price is no higher than that quoted by other dealers.

The Value of Information Some car dealers attempt to make a higher profit from 
customers who are not well informed about the price that they should pay for a car. One 
way to avoid being taken advantage of when purchasing a car is to be informed. Shop 
around and make sure that you know the typical sales price for the car you want. You can 
obtain this information from Consumer Reports and various Web sites that will provide 
you with a quote based on the car model and features you want. You can do all your shop-
ping from your computer or your smartphone. For example, you may be able to obtain the 
dealer invoice price, which is the price that the dealer pays the manufacturer for the car. 
The difference between the price quoted by the dealer and the invoice price is the dealer 
markup. Be aware that manufacturers commonly provide dealers a rebate (referred to as 
a hold back), but dealers do not normally provide this information to their customers. A 
dealer could possibly charge a price that is only $200 above its dealer invoice, but if it 
received an $800 rebate from the manufacturer, the price is really marked up $1,000.

Purchasing a Car Online You can buy a car online directly from some car manufac-
turers or from car referral services such as Autobytel Inc. Car referral services forward 
your price quotation request to specific dealerships, which then respond by sending you 
a quote. CarsDirect at www.carsdirect.com provides you with quotes based on deals it 
has made with various dealerships. That is, it receives guarantees from some dealerships 
on the prices for various types of cars. When a customer requests a quote, the car-buying 
service provides quotations that include a markup for its service. In other words, it is 
serving as the middleman between you and the dealership. If a customer agrees to the 
price, the car-buying service instructs one of its dealerships to deliver the car.

Go to:
www.yahoo.com and 
look for auto loan 
rates under “Personal 
Finance.”

To get:
Car loan interest rates, 
which can help you 
determine your monthly 
payment if you purchase 
a car.

Financial Planning
ONLINE
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Financing Decisions
If you consider purchasing a new car and plan to finance the purchase, you should esti-
mate the dollar amount of the monthly payment. By evaluating your typical monthly cash 
inflows and outflows, you can determine whether you can afford to make the required 
payments to finance the car. You should conduct the estimate before shopping for a car 
so that you know how much you can afford. The more money needed to cover the car 
payments, the less you can add to your savings or other investments.

Buying a new car online is not as efficient as buying an airline ticket or a book online. 
A car is not as standardized as a book, and the many options available can make the online 
correspondence more difficult. At a dealership, a customer can see the actual difference in 
the design of two models of a particular car. It is not as easy to detect the differences on a 
Web site. Unlike a Web site, a dealership can anticipate your questions and arrange for a test 
drive. It is also more difficult to force an online service to meet its delivery promise to you. For 
example, an online car seller may guarantee you a price for a specific car, but not necessarily 
meet the delivery date. You have limited ability to enforce the deal because you may only be 
able to reach them by e-mail or voice mail. You can place more pressure on a local dealership 
to meet its promise by showing up at the dealership and expressing your concerns.

You can also buy used cars online through eBay and other Web sites. However, the 
purchase of a used car online is subject to the same limitations as the purchase of a new 
car online. Given the limitations of buying a car online, many customers still prefer to 
buy a car at a dealership.

Stephanie Spratt has decided to use the Internet to shop for her car. Several Web sites state the 
price for each of the two new cars she is considering (Cars B and E from the previous example). 
She reviews specific details about each car, including which car has more value relative to its 
price, the options, available colors, and the delivery dates. She believes that although Car B is 
cheaper, its value will depreciate more quickly than Car E’s. In addition, she can get the exact 
options and color she desires for Car E, and it can be delivered soon. She is almost ready to 
purchase Car E, which is priced at $18,000 including taxes. But first, she wants to consider the 
financing costs per month and whether to lease the car or purchase it.

EXAMPLE

Stephanie Spratt wants to compare her monthly car payments if she borrows $15,000 
 versus $17,000 to buy a car. She must also decide whether to repay the loan over 
three years, four years, or five years. The larger the down payment she makes, the less 
she will need to borrow. However, she wants to retain some of her savings to maintain 
liquidity and to use for a future down payment on a house.

Stephanie goes to a car-financing Web site where she is asked to input the approximate 
amount she will borrow. The Web site then provides the available interest rate and shows the 
payments for each alternative loan amount and repayment period, as shown in Exhibit 9.5. 
The interest rate of 7.6% at the top of the exhibit is a fixed rate that Stephanie can lock in for 
the loan period. The possible loan amounts are shown at the top of the columns, and each 
row shows a different loan repayment period.

Notice how the payment decreases if Stephanie extends the loan period. If she borrows 
$17,000, her payment would be $530 for a three-year loan, $412 for a four-year loan, or 
$341 for a five-year loan. Alternatively, she can lower her monthly payments by reducing 
her loan amount from $17,000 to $15,000.

Stephanie selects the $17,000 loan with a four-year term and a $412 monthly payment. 
The four-year term is preferable because the monthly loan payment for a three-year term 
is higher than she wants to pay. Because the purchase price of the car is $18,000, she will 
use the proceeds from selling her old car to cover the $1,000 down payment.

EXAMPLE
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Some auto dealerships provide financing for up to seven years. The advantage of such 
a long period to repay the loan is that for a given loan amount, your monthly payment 
will be lower. However, the disadvantage of such a long period is that by the time you 
pay off the loan, the car may be worthless. Even if you sell the car after a few years, the 
car is likely to be worth less than the amount you still owe on the car. Conversely, if you 
pay off a car loan in a short amount of time, you are relieved of car payments until you 
purchase another car.

Purchase Versus Lease Decision
A popular alternative to buying a car is leasing one. An advantage of leasing is that you 
do not need a substantial down payment. In addition, you return the car to the car dealer 
at the end of the lease period, so you do not need to worry about finding a buyer for the 
car. Furthermore, you will always be driving a relatively new car.

Leasing a car also has disadvantages. Because you do not own the car, you have 
no equity investment in it, even though the car still has value. You are also responsible 
for maintenance costs while you are leasing it. Keep in mind that you will be charged 
for any damage to the car over the lease period. Note, too, that if you always lease 
another car when the lease period ends, you will be making lease payments indefi-
nitely and will never actually own a car. Constantly leasing a car is almost always 
more expensive than purchasing a car. Some car dealers impose additional charges 
beyond the monthly lease payments. You will be charged if you drive more than the 
maximum number of miles specified in the lease agreement. You may be assessed a 
fee if you end the lease before the period specified in the contract. You may also have 
to purchase more car insurance than you already have. Some of these charges may be 
hidden within the lease agreement. Thousands of customers have filed legal claims, 
alleging that they were not informed of all possible charges when they leased a car. 
If you ever seriously consider leasing, make sure that you read and understand the 
entire lease agreement.

EXHIBIT 9.5 Stephanie Spratt’s Possible Monthly Loan Payments  
(7.6% interest rate)

Loan Amount

Loan Maturity $15,000 $17,000

36 months (3 years)

48 months (4 years)

60 months (5 years) 

$467

363

301

$530

412

341

Go to:
www.edmunds.com and 
insert the search term 
“lease versus buy.”

To get:
A comparison of the  
cost of leasing versus 
purchasing a car.

Financial Planning
ONLINE

FREE APPS  
for Personal 

Finance

Your Decision to Lease a Car
Application:
The Honcker app allows you to compare possible leasing options when you plan to 
lease a car. This app can serve as a useful guide in your decision.

To Find It:
Search for the “Honcker” app on your mobile device.
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The decision to purchase versus lease a car is highly dependent on the estimated 
market value of the car at the end of the lease period. If the expected value of the car 
in the previous example were $6,000 instead of $10,000 after four years, the total cost 
of purchasing the car would have been $4,000 more. Substitute $6,000 for $10,000 in 
Exhibit 9.6 (in the row indicating the expected amount to be received when the car is 
sold) and recalculate the cost of purchasing to verify this. With an expected market value 
of $6,000, the total cost of purchasing the car would have been higher than the total cost 
of leasing, so leasing would have been preferable.

Some dealers may impose additional charges for leasing, such as a charge for driving 
more than the maximum miles allowed. Include any of these expenses in your estimate 
of the leasing expenses.

Student Loans
The largest personal loan for many students is the student loan, which is a loan to finance a 
portion of a student’s expenses while pursuing an undergraduate or graduate degree. About 
70% of students graduate with at least some student loan debt. The median amount of debt 
for students with a bachelor’s degree is about $25,000. Loans are often provided as part of 
a financial aid package that includes scholarships, grants, loans, and work-study programs. 
The components of financial aid packages may vary considerably from school to school, 
making it difficult to determine which package is the best offer. The Consumer Financial Pro-
tection Bureau has a comparison tool that can help you compare multiple financial aid offers.

Types of Student Loans
There are two types of student loans: federal loans, which are provided by the U.S. gov-
ernment, and private loans, which are provided by financial institutions. There are four 
main types of federal student loans:

• Direct Subsidized Loans, which are based on financial need.

• Direct Unsubsidized Loans, which are not based on financial need, so everyone 
is eligible.

• Direct PLUS Loans, which are made to graduate students and parents of dependent 
undergraduates to help pay expenses not covered by other financial aid.

• Direct Consolidation Loans, which allow you to combine all of your federal 
 student loans into one loan.

An important difference between the subsidized and unsubsidized loans is that the govern-
ment pays the interest on the subsidized loans while you are in school. For unsubsidized 

student loan
A loan provided to finance 
part of the expenses 
a  student incurs while 
 pursuing a degree.

Stephanie Spratt now wonders if she should lease the car she selected, rather than 
 purchasing it for $18,000. If she purchases the car, she can invest $1,000 as a down 
 payment today, and the remaining $17,000 will be financed by a car loan. She will pay 
$412 per month over four years to cover the financing. She expects that the car will be 
worth $10,000 at the end of four years. By purchasing instead of leasing, she forgoes 
interest that she could have earned from investing the $1,000 down payment over the 
next four years. If she invests the funds in a bank, she believes she would earn 4% annu-
ally after considering taxes paid on the interest.

Alternatively, she could lease the same car for $300 per month over the four-year period. 
The lease would require an $800 security deposit, which she would receive back at the end 
of the four-year period. However, she would forgo interest she could have earned if she had 
invested the $800 instead. And, at the end of a lease, she would have no equity and no car.

Stephanie’s comparison of the cost of purchasing versus leasing is shown in Exhibit 9.6. 
Stephanie estimates the total cost of purchasing the car to be $10,936 over the next four 
years, while the total cost of leasing over the next four years is $14,528. Therefore, she 
decides to purchase the car.

EXAMPLE
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EXHIBIT 9.6 Stephanie Spratt’s Comparison of the Cost of Purchasing Versus Leasing

Cost of Purchasing the Car

Cost

1.   Down payment $1,000

2.   Down payment of $1,000 results in forgone interest income:

Forgone Interest

Income per Year =   Down Payment * Annual Interest Rate

=   $1,000 * .04 

=   $40

Forgone Interest over Four Years =  $40 * 4

=  $160 160

3.   Total monthly payments are:

Total Monthly Payments =   Monthly Payment * Number of Months

=   $412 * 48 

=   $19,776 $19,776

Total $20,936

Minus: Expected amount to be received when car is sold in four years 10,000

Total cost $10,936

Cost of Leasing the Car for Four Years

Cost

1.   Security deposit of $800 results in forgone interest income
(although she will receive her deposit back in four years):

Forgone Interest

Income per Year   =   Down Payment * Annual Interest Rate

=   $800 * .04

=   $32

Forgone Interest over Four Years   =  $32 * 4

=  $128 $128

2.   Total monthly payments are:

Total Monthly Payments =   Monthly Payment * Number of Months

=   $300 * 48 

=   $14,400 14,400

Total cost $14,528

loans, interest is charged while you are in school and is added to your loan balance. For 
most students, federal loans are preferable to private loans because the interest rate gen-
erally is lower, and it is fixed, not variable. In addition, federal student loans allow you 
to enroll in a repayment plan based on your income, an option that is not available with 
private loans. Federal student loans may also be eligible for loan forgiveness programs 
if you work for 10 years in a public service job such as teaching. The amount of money 
available through government loans is limited, however, and many students find that they 
also need to obtain private loans.

You can borrow larger amounts of money with private loans than with federal loans, 
but private loans are also generally more expensive. Private loans usually charge a higher 

M09B_MADU9969_07_SE_C09.indd   240 28/11/2018   14:59



 Home Equity Loans 241

interest rate than federal loans, and interest is charged while you are in school just as it 
is for federal unsubsidized loans. In addition, these loans often have a variable interest 
rate, so your monthly payment could increase over time if market interest rates rise. Con-
versely, if you have outstanding federal loans at a fixed interest rate, and interest rates 
fall, the variable rate on private loans may be lower than the rate on your federal loans. 
In that case, you may want to consider refinancing your federal loans as a private loan. 
Be careful in switching to a private loan, however, because interest rates may rise again. 
In addition, private loans are not eligible for loan forgiveness and other beneficial loan 
repayment programs. Whenever you are considering a private loan, it is worth shopping 
around because the terms of private loans vary considerably among lenders. Most lenders 
require that undergraduates have a cosigner for the loan.

Repaying Student Loans
Even if you don’t graduate from college, you still have to pay back your student loans. 
Failure to do so will damage your credit history. The interest is tax-deductible up to a 
maximum of $2,500, but the tax benefits are phased out for individuals in high tax brack-
ets. As mentioned above, in certain circumstances, teachers and those working in certain 
public service jobs can have at least part of their student loan debt forgiven.

If you find yourself in a situation when you cannot repay your loans, you can 
ask your lender for a deferment or forbearance, which means that your payments are 
 temporarily  delayed. Deferment and forbearance are similar although deferment is 
 generally preferable because it is available for longer periods and interest will not be 
charged on your subsidized federal loans. Deferments are often granted for situations 
such as active duty in the military service, reenrollment in school, or unemployment. 
Forbearance may be granted for a medical issue or temporary financial difficulties. Pri-
vate lenders may not offer deferment and forbearance options, although some do. During 
both deferment and forbearance, interest will continue to be charged on private loans 
and unsubsidized federal loans. It will be added to your principal, so a long period of 
deferment or forbearance could substantially increase the amount that you will ultimately 
have to repay.

If your federal loan repayments are very high relative to your income, you can apply 
for Income-Based Repayment or IBR (also known as Income-Driven Repayment or 
IDR). This program offers four plans that call for repayment periods of 20 to 25 years. 
Your monthly payment is set at an amount intended to be affordable based on your 
income and family size. If your income and/or family size change, your payment is read-
justed. At the end of the repayment period, any remaining loan balance is forgiven. You 
may have to pay income tax on the amount that is forgiven. Although IBR lowers your 
monthly payment, the payment period is extended, so you usually pay more in interest 
under this program.

When you are taking out student loans, you should also be aware that unlike other 
types of debt, student loans are not dischargeable in bankruptcy except in very rare cir-
cumstances. Thus, unless you fit into one of the few exceptions, you will have to repay 
all the money that you borrow with interest. Note that if you default on your student 
loans without obtaining a deferment or forbearance, the entire loan amount becomes due.

Student loan programs can be quite complex because there are so many types of loans and 
repayment plans. You should investigate the options carefully before taking out loans. Your 
school’s financial aid office can be a good source of information. Several U.S. government 
Web sites can also be helpful: www.ed.gov and studentloans.gov (both from the Department 
of Education) and www.consumerfinance.gov (the Consumer Financial Protection Bureau).

Home Equity Loans
One of the most popular types of personal loans is a home equity loan, which allows 
homeowners to borrow against the equity in their home. The home serves as collateral 
to back the loan. The borrowed funds can be used for any purpose, including a vacation, 
tuition payments, health care expenses, or debt consolidation.

home equity loan
A loan where the equity 
in a home serves as 
 collateral for the loan.
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The equity of a home is determined by subtracting the amount owed on the home 
from its market value. If a home has a market value of $100,000 and the homeowner 
has a mortgage loan (discussed in the next chapter) with a balance of $60,000, the equity 
value is $40,000.

There are two ways to borrow against your home’s equity. With a simple home equity 
loan, you receive the money you are borrowing in a lump sum. The loan usually will have 
a fixed interest rate. With a home equity line of credit (HELOC), the lender provides you 
with a line of credit that you can draw against over a period, such as ten years. That is, the 
HELOC allows you to borrow various amounts up to a specific credit limit. Some plans 
require you to borrow a minimum amount such as $300 each time you draw on the line 
of credit or to keep a certain balance outstanding. You may also be required to make an 
initial withdrawal when the HELOC is set up. HELOCs typically have variable interest 
rates, but you pay interest only on the amount of funds that you borrow. You can typically 
pay the interest owed per month on the amount you borrow and then pay the principal 
at a specified maturity date. You may also be allowed to pay off the principal before the 
HELOC’s term ends and still have access to the funds if you need them in the future.

Setting up either type of home equity loan will entail fees in addition to the interest 
charged. These fees may include an appraisal fee so that the lender can determine the value 
of the home, an application fee that may not be refunded even if your loan request is turned 
down, up-front charges that may amount to 2% or 3% or more of the credit limit, and 
closing costs including fees for attorneys and a title search. In addition, some HELOC plans 
charge annual maintenance fees or transaction fees whenever you draw on the line of credit.

Credit Limit on a Home Equity Loan
Financial institutions provide home equity loans of up to 80% (or more in some cases) 
of the value of the equity in a home.

Financial institutions define the market value of your equity as the market value of your 
home minus the mortgage balance (amount still owed on the home). When the market value of 
a home rises, they are willing to provide more credit than if the market value remains the same.

If you default on a home equity loan, the lender can claim your home, use a portion of the 
proceeds to pay off the mortgage, and use the remainder to cover your home equity loan. If 
the market price of the home declines, the equity that you invested is reduced. For this reason, 
lenders do not like to lend the full amount of the equity when extending a home equity loan.

The following example illustrates how to determine the maximum amount of credit 
that can be provided on a home equity loan.

equity of a home
The market value of a 
home minus the debt 
owed on the home.

Go to:
www.consumerfinance 
.gov and insert the search 
term “home equity loan.”

To get:
More information about 
home equity loans.

Financial Planning
ONLINE

Suppose that you own a home worth $100,000 that you purchased four years ago. You 
initially made a down payment of $20,000 and took out an $80,000 mortgage. Over the last 
four years, your mortgage payments have added $10,000 in equity. Thus, you have invested 
$30,000 in the home, including your $20,000 down payment. Assume that the home’s 
market value has not changed. Also, assume that a creditor is willing to provide you with a 
home equity loan of 70% based on the market value of equity in the home. In this example, 
the market value of equity is equal to the amount of equity you invested in the home.

 Maximum Amount of Credit Provided = Market Value of Equity in Home * .70

 = $30,000 * .70

 = $21,000

EXAMPLE

Use the information in the previous example, except now assume that the market value of 
your home has risen from $100,000 to $120,000 since you purchased it. Recall that you 
paid off $10,000 of the $80,000 mortgage loan, so your mortgage balance is $70,000. 
The market value of the equity in the home is:

EXAMPLE
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Impact of the Economy on the Credit Limit When the economy improves, job 
opportunities improve, consumers receive more income, and they increase their demand 
for homes. The market values of homes rise in response to the strong demand. As the 
market value of a home rises while the existing debt on the home mortgage has not 
changed, the home equity value rises.

However, when the economy weakens, there are fewer job opportunities, consum-
ers receive less income, and they reduce their demand for homes. The market values of 
homes declines in response to the weak demand. As the market value of a home declines 
while the existing debt on the home mortgage has not changed, the home equity value 
decreases. In many cases, the market value of the home may decline below the mortgage 
balance, which means that there is no equity in the home. Consequently, there is no col-
lateral that could be used to back a loan, and homeowners will not be able to obtain a 
home equity loan under these conditions.

Interest Rate
A home equity line of credit typically has a variable interest rate that is tied to a specified 
interest rate index that changes periodically (such as every six months). The loan contract 
specifies how the interest rate will be determined. For example, it may be set equal to the 
average deposit rates across financial institutions within a particular district plus three 
percentage points. Because the home serves as collateral for the loan, the lender faces less 
risk than with an unsecured loan so the interest rate is lower.

Payday Loans
A payday loan (also called a cash advance loan) is a short-term loan provided to you if 
you need funds in advance of receiving your paycheck. To obtain a payday loan, you write 
a check to the lender for the amount of the loan plus the interest. You date the check for 
the date in the future when you will receive your paycheck. The payday loan firm will 
hold the check until that time and will cash it then because your checking account will 
have sufficient funds. After you provide this check to the payday loan firm, it provides 
you with your loan in cash or by transmitting funds into your checking account. You can 
also obtain a payday loan online. Instead of providing the lender with a postdated check, 
you give the lender permission to electronically withdraw money from your bank account.

ECONOMIC 
IMPACT

payday loan
A short-term loan provided 
in advance of a paycheck.

 Market Value of Equity in Home = Market Value of Home - Mortgage Balance

 = $120,000 - $70,000

 = $50,000

The market value of the equity is $50,000, while the amount of equity that you invested 
in the home is $30,000. The difference between these two amounts is the $20,000 
increase in the value of the home since you purchased it. The credit limit based on the 
market value of the equity is:

 Maximum Amount of Credit Provided = Market Value of Equity in Home * .70

 = $50,000 * .70

 = $35,000

Assume that you need $400 for some immediate purpose, but will not have any money 
until you receive your paycheck one week from today. You provide the payday loan firm 
a check dated one week from today. Be aware that firms such as Cash King, Cash One, 
CheckMate, and EZLoans, which provide payday loans, charge a high rate of interest on 
these short-term loans. The payday loan firm may request that your payment be $440, 
which reflects the loan of $400 and $40 interest and/or fees. You are paying $40 more 

EXAMPLE
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than the loan you received, which reflects 10% of the loan amount. The cost of financing 
a payday loan follows:

 Cost of Financing = 10% * (number of days in a year/
number of days in which you have the loan)

 = 10% * (365/7)

 = 521%

This is not a misprint. It is within the typical range of the cost of financing charged for 
payday loans.

Although states have usury laws that place a limit on the maximum interest rate 
that can be charged, the payday loan firms have circumvented that limit by referring to 
the interest as fees. Some states recognize that the fees are really interest payments and 
prevent payday firms from establishing businesses. However, payday loan firms can be 
based in the states that allow them and still reach residents in any state via the Internet.

Reasons to Avoid Payday Loans
You should avoid payday loans for the following reasons. First, by using your next 
paycheck to cover a loan payment, you may not have sufficient cash available to make 
normal purchases after covering the loan. Thus, you may need another loan to cover your 
purchases in that period, and this can create a continual cycle in which your paycheck is 
always needed to repay short-term loans.

Second, as we have seen, the cost of financing with a payday loan is outrageous. 
Consider how much you would have paid in interest on $400 if you were able to get a 
loan that charged you a more reasonable rate, such as 10% annually.

 Interest rate for a 7@day period = 10% * (7/365)
 = .192%

The interest to be paid = $400 * .192% = $0.76. Thus, you would pay less than 
$1 interest on a seven-day loan if you were charged a 10% annualized interest rate. This 
is substantially less than the interest you would be charged by a payday loan firm. The 
payday loan firms are able to charge excessive rates because some people who need money 
quickly may not be creditworthy and therefore have difficulty obtaining funds from other 
sources. Alternatively, some borrowers do not realize how high the cost of financing is 
when they borrow money from a payday loan firm.

A study by the Consumer Financial Protection Bureau (CFPB) found that more than 
80% of payday loans are renewed within two weeks. Furthermore, the majority of payday 
borrowers renew their loans so many times that they end up owing more in fees than they 
originally borrowed. In 2017 the CFPB issued new regulations that limit payday lending 
by requiring lenders to check borrowers’ income and liabilities to ensure they can repay 
a loan, and by preventing indebted borrowers from continually renewing their loans. 
The regulations are not scheduled to go into effect until 2019, however, and the payday 
lending industry is already making efforts to weaken them.

Alternatives to Payday Loans
The simple solution is to avoid borrowing money until you have the funds to spend. But 
if you have to borrow, there are alternative ways of financing that are not as expensive. 
For example, perhaps you can borrow funds from a friend or family member for a week. 
Or you may be able to obtain credit through your credit card. Although relying on credit 
card financing is not recommended, it is substantially wiser than financing through a 
payday loan. To illustrate, assume that you could have used a credit card to make your 
$400 purchase. Also assume that the rate on your credit card is 18% annually, or 1.5% 

Go to:
The Tips & Advice section 
of www.ftc.gov, click on 
Consumers, and search 
for “payday loans.”

To get:
Information about payday 
loans.

Financial Planning
ONLINE
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over one month. In this case, your cost of financing would be $400 * 1.5% = $6. This 
financing cost for one month is much lower than the cost of financing when using a 
payday loan, and in this example the credit card financing lasts three weeks longer than 
the payday financing period.

How Personal Loans Fit Within Your Financial Plan
The following are the key personal loan decisions that should be included within your 
financial plan:

1. How much money can you afford to borrow on a personal loan?
2. If you obtain a personal loan, should you pay it off early?

By making sound decisions, you can avoid accumulating an excessive amount of 
debt. Exhibit 9.7 provides an example of how personal loan decisions apply to Stephanie 
Spratt’s financial plan. The exhibit shows how Stephanie reviews her typical monthly cash 
flows to determine whether she can cover her monthly loan payments.

EXHIBIT 9.7 How Personal Loan Management Fits Within Stephanie Spratt’s Financial Plan

GOALS FOR PERSONAL FINANCING

ANALYSIS

Monthly Cash Inflows

- Monthly cash outflows recently

- Monthly car loan payment                

= Monthly net cash flows recently      

$3,000

− $2,500

= $   500

 − $   412
= $     88

DECISIONS

Decision Regarding the Financing of the Car

Decision to Pay Off the Loans

I can a�ord to buy the car, and will finance it over a 4-year period. 

1.  Ensure that I can manage the financing expenses associated with personal loans.
2.  Consider plans to pay o� the loans early.

I have been able to save about $500 per month in recent months. As a result of purchasing the car, I will have
car loan payments of $412. 

I should be able to make the payments each month, but will not be able to save much money per month until I
receive a higher salary at my present job. 

My car expenses for repairs should decline as a result of having a new car. 

I also have a student loan ($10,000) outstanding and still owe most of the balance but the payments are spread
over 11 years, so my loan payment is only $100 per month. 

I would like to pay o� the car loan and the student loan early if possible. I have some savings, but I cannot use that 
money to pay o� part of these loans. I want to build my savings so that I can a�ord a down payment on a small home
in the near future. If I am able to buy a home in the future, then my next goal would be tobuild my savings in order
to pay o� my personal loans. The rate of return on my savings will likely be lower than the rate I am charged on my
car loan and student loan, so I will pay o� the loans once I have savings that are not needed for some alternative
future purpose. The car loan has a higher financing rate than my student loan, so when I have extra savings that I
can use to pay o� a personal loan, I will focus on paying o� the car loan first.
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DISCUSSION QUESTIONS

 1. How would Stephanie’s personal loan decisions be different if she were a single 
mother of two children?

 2. How would Stephanie’s personal loan decisions be affected if she were 35 years old? 
If she were 50 years old?

Personal Loans. When applying for a personal 
loan, you need to disclose your personal balance 
sheet and cash flow statement so that the lender 
can evaluate your ability to repay a loan. A loan 
contract specifies the amount of the loan, interest 
rate, repayment schedule, maturity, and collateral.

Interest Rates on Personal Loans. The common 
types of interest rates charged on personal loans 
are the annual percentage rate (APR), simple 
interest, and add-on interest. The APR measures 
the interest and other expenses as a percentage of 
the loan amount on an annualized basis. Simple 
interest measures the interest as a percentage 
of the existing loan amount. Add-on interest 
calculates interest on the loan amount, adds the 
interest and principal, and divides by the number 
of payments.

Financing a Car. Your purchase of a car may 
require financing. You can reduce your monthly 
payments on the car loan if you make a higher 
down payment, but this may reduce your liquidity. 
Alternatively, you can reduce your monthly pay-
ments by extending the loan period.

Car Loan Versus Lease. The decision of 
whether to purchase a car with a car loan or lease 
a car requires an estimation of the total cost of 
each alternative. The total cost of purchasing a 

car consists of the down payment, the forgone 
interest income from the down payment, and the 
total monthly loan payments. The total cost of 
leasing consists of the forgone interest income 
from the security deposit and the total monthly 
lease payments.

Student Loans. Student loans are provided by 
the federal government and by financial institu-
tions that participate in student loan programs.

Home Equity Loans. A home equity loan or 
home equity line of credit commonly has more 
favorable terms than other personal loans. It 
has a relatively low interest rate because of the 
collateral (the home) that backs the loan.

Payday Loans. A payday loan is a short-term 
loan that provides funds in advance of receiving 
a paycheck. Payday loans typically have a very 
high interest rate. Therefore, consider various 
alternative ways of borrowing money before 
obtaining a payday loan.

How Personal Loans Fit Within Your Financial 
Plan. Personal loans allow you to obtain assets 
that you could not obtain if you did not have access 
to funding. They can enable you to achieve your 
financial goals, such as buying a car or a home.

SUMMARY

REVIEW QUESTIONS

All Review Questions are available in MyLab Finance at www.pearson.com/mylab/finance.

1. Sources of Personal Loans. List some possible 
sources of personal loans. What precautions should 
be taken with loans from family members or friends?

2. Avoiding Scams. List some things that should 
raise red flags with regard to online lending.

3. Debt Consolidation. Explain debt consolidation 
loans. When is it advisable to use a debt 
consolidation loan?

4. Personal Loan Process. What does the personal 
loan process involve?

5. Loan Amortization. What does it mean if a loan is 
amortized? What do the loan payments represent?

6. Loan Application Process. What information 
must borrowers supply to lenders in the loan 
application process? Why is this information 
important to lenders?

M09B_MADU9969_07_SE_C09.indd   246 28/11/2018   14:59

http://www.pearson.com/mylab/finance


7. Loan Contract. What information is included in 
a loan contract? How is the amount of the loan 
determined?

8. Collateral. Explain how collateral works. Do all 
loans have collateral? What is the relationship 
between collateral and interest rates?

9. Secured Loans Versus Unsecured Loans. What 
is the difference between a secured loan and an 
unsecured loan?

10. Loan Maturity. How does the maturity of a loan 
affect the monthly payments? What should you 
consider when selecting the maturity?

11. Cosigning a Loan. What are your responsibilities 
if you cosign a loan? What are the potential 
consequences of failing to live up to your 
responsibilities as a cosigner?

12. APR. What is the purpose of the annual 
percentage rate measurement? Could lenders with 
the same interest rates report different APRs?

13. Simple Interest. What is simple interest? What 
information is needed to compute it? What infor-
mation is contained in a loan repayment schedule?

14. Add-On Interest. How are payments calculated 
under the add-on interest method?

15. Simple Versus Add-On Interest. Why are loan 
payments under the simple interest method 
usually lower than loan payments under the 
add-on interest method?

16. Selecting a Car. List the factors you need to consider 
when selecting a car to buy. Discuss each briefly.

17. No-Debt Solution. What is the no-debt solution in 
reference to buying a car? What is the limited-debt 
solution?

18. Buying a Car Online. Why is purchasing a new 
car online not as efficient as buying a new car at a 
dealership?

19. Car Sales Tactics. Describe some techniques 
that car salespeople might use in negotiating the 
price of the car. What should you be aware of at 
“no-haggle” dealerships?

20. Financing. What should be the first step in 
financing a purchase of a car? Aside from the 
interest rate, what two factors will have the largest 
impact on the size of your monthly payment?

21. Leasing a Car. What are the advantages and 
disadvantages of leasing a car? Give some advice 
for someone considering leasing.

22. Student Loan. Who extends student loans? What 
are the characteristics of student loans?

23. Subsidized Versus Unsubsidized Student Loans.  
What is the difference between subsidized and 
unsubsidized student loans?

24. Home Equity. What is home equity? Describe how 
home equity loans work.

25. Credit Limits. Discuss the two ways financial 
institutions might define equity to set credit limits. 
What happens if you default on a home equity 
loan?

26. Impact of Economy on Home Equity Line of Credit.  
Why may a weak economy cause the limit on your 
home equity line of credit to decline? Why may 
a strong economy cause the limit on your home 
equity line of credit to rise?

27. Peer-to-Peer Lending. What is peer-to-peer 
lending? What are the advantages of a peer-to-
peer loan?

28. Prepayment Penalty. How does a prepayment 
penalty impact your decision to pay a loan off 
early?

29. New Cars. Explain the advantages and disadvan-
tages of buying a new car instead of a used car.

30. Student Loan Deferment. Explain when you 
might use a deferment on student loans. What 
are the disadvantages of deferring student 
loans?

31. Payday Loans. What are payday loans? Why 
should you avoid payday loans as a source of 
funds?

32. Alternatives to Payday Loans. What are some 
viable alternatives to payday loans?

 Financial Planning Problems 247

FINANCIAL PLANNING PROBLEMS

All Financial Planning Problems are available in MyLab Finance at www.pearson.com/mylab/finance.

1. Origination Fees. Jack needs to borrow $1,000 
for one year. Bank South will give him the loan at 
9%. SunCoast Bank will give him the loan at 7% 
with a $50 loan origination fee. First National will 

give him the loan at 6% with a $25 loan origination 
fee. Determine the total interest and fees Jack will 
be charged in each case. Which loan should Jack 
choose?
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2. Amortization. Beth has just borrowed $5,000 on a 
four-year loan at 8% simple interest. Complete the 
amortization table at the bottom of the page for 
the first five months of the loan.

3. Add-On Interest Loan. If Beth had taken the same 
loan as an add-on interest loan, how would her 
payments differ? Why is there a difference?

4. Loan Payments. Tracy is borrowing $8,000 on 
a six-year, 11%, add-on interest loan. What will 
Tracy’s monthly payments be?

5. Loan Interest. Sharon is considering the purchase 
of a car. After making the down payment, she 
will finance $15,500. Sharon is offered three 
maturities. On a four-year loan, Sharon will pay 
$371.17 per month. On a five-year loan, Sharon’s 
monthly payments will be $306.99. On a six-year 
loan, they will be $264.26. Sharon rejects the 
four-year loan, as it is not within her budget. How 
much interest will Sharon pay over the life of the 
loan on the five-year loan? On the six-year loan? 
Which should she choose if she bases her decision 
solely on total interest paid?

6. Loan Interest. Refer to question 5. If Sharon had 
been able to afford the four-year loan, how much 
interest would she save compared to the five-year 
loan?

7. Down Payment and Loan Payments. Lucas wants 
to buy a used car that will cost $5,500. How much 
will his monthly payment be if he puts $2,500 down 
and finances the remainder at 5% for two years?

8. Finance Charges. Bill wants to purchase a new 
car for $45,000. Bill has no savings, so he needs to 
finance the entire purchase amount. With no down 
payment, the interest rate on the loan is 13%, and 
the maturity of the loan is six years. His monthly 
payments will be $903.33. Bill’s monthly net cash 
flows are $583.00. Bill also has a credit card with 
a $10,000 limit and an interest rate of 18%. If Bill 
uses all his net cash flows to make the monthly 
payments on the car, how much will he add each 
month to his credit card balance if he uses it to 
finance the remainder of the car? What will the 
finance charges be on his credit card for the first 

two months that finance charges apply? (Assume 
that Bill makes no payments on his credit card.)

9. Credit Limit. Mary and Marty are interested in 
obtaining a home equity line of credit. They pur-
chased their house five years ago for $125,000, and it 
now has a market value of $156,000. Originally, Mary 
and Marty paid $25,000 down on the house and 
took out a $100,000 mortgage. The current balance 
on their mortgage is $72,000. The bank uses 70% of 
equity in determining the credit limit. What will their 
credit limit be if the bank bases their credit limit on 
equity invested and will loan 70% of the equity?

10. Credit Limit. Refer to question 8. What will Mary 
and Marty’s credit limit be if the bank uses the 
market value of equity to determine their credit 
limit and will loan 70% of the equity?

11. Ethical Dilemma. Fritz and Helga work for a local 
manufacturing company. Since their marriage five 
years ago, they have been working extensive over-
time, including Sundays and holidays. Fritz and 
Helga have established a lifestyle based on their 
overtime earnings. Recently, the company lost two 
major contracts, and all overtime has been elimi-
nated. As a result, Fritz and Helga are having dif-
ficulty paying their bills. Several months ago they 
began using a local payday loan company so that 
they could pay their bills on time. The first week 
they borrowed only a small amount to cover some 
past due bills. The next week, however, to pay back 
the loan plus interest, they were left with an even 
smaller amount to pay bills resulting in a higher 
payday loan the second week. In paying back the 
second week’s loan, their remaining available 
funds were further reduced. This cycle continued 
until they were no longer able to borrow because 
the repayment plus interest would have exceeded 
their paychecks. Now Fritz and Helga’s cars have 
been repossessed, their home has been foreclosed 
on, and they are preparing to file for bankruptcy.

 a. Was the payday loan company being ethical in 
continuing to lend more and more to Fritz and 
Helga each week?

 b. What could Fritz and Helga have done to avoid 
ultimate financial ruin?

Payment Number
Beginning 
Balance

Payment 
Amount

Applied to 
Interest

Applied to 
Principal New Balance

1 $5,000.00 $122 $33.33 $88.67 $4,911.33
2 a 122 32.74 b 4,822.07
3 4,822.07 c d 89.85 4,732.22
4 4,732.22 122 e 90.45 f
5 4,641.77 122 30.95 g h
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FINANCIAL PLANNING ONLINE EXERCISES

1. Go to www.kbb.com and enter the information identifying the make, model, and fea-
tures of your dream car. Are there any available in your area? What are the price ranges?

2. Go to www.bankrate.com and click “see all calculators.” Click on “auto loan 
 calculator” and compute the payment of your dream car you selected assuming you 
finance the entire amount. Is buying this car a wise financial decision?

PSYCHOLOGY OF PERSONAL FINANCE: Your Car Loan

1. People are tempted to spend much more money 
on a car than they need to because credit is so eas-
ily available. Some students make decisions based 
on whether they can cover the monthly  payment 
rather than what they need. Describe your own 
behavior toward financing the purchase of a car.

2. Some consumers might consider purchasing a 
new car (with a car loan), while using credit cards 
to cover other purchases, and making only the 
minimum required payment to the credit card 
company each month. What is your opinion of this 
strategy?

WEB SEARCH EXERCISE

You can develop your personal finance skills by conducting an Internet search for related 
articles. Find a recent online article about personal finance that reinforces one or more 
concepts covered in this chapter. If your class has an online component, your professor 
may ask you to post your summary of the article there and provide a link to the article 
so that other students can access it. If your class is live, your professor may ask you to 
summarize your application of the article in class. Your professor may assign specific 
students to complete this assignment or may allow any student to do the assignment on 
a volunteer basis.

For recent online articles related to this chapter, consider using the following search 
terms (be sure to include the current year as a search term to ensure that the online 
articles are recent):

• Applying for a personal loan

• Understanding the personal loan contract

• Car loan

• Buying a car

• Financing a car

• Leasing a car

• Obtaining a student loan

• Obtaining a home equity loan

VIDEO EXERCISE: Researching Payday Lenders

Go to one of the Web sites that contains video clips (such as www.youtube.com), and 
view some video clips about payday lending. You can use search phrases such as 
“ payday loans” or “payday lending.”

1. Provide the Web link for the video clip.

2. What do you think is the main point of this video clip?

3. What did you learn about payday lending that you would now warn your friends about?
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NAME DATE

1. ASSESSING YOUR POSSIBLE PURCHASE VERSUS LEASE OF A NEW CAR

If you are considering the purchase of a new car, input your actual information in the template to 
compare the purchase versus the option to lease the car. Even if you are not planning to purchase 
or lease a new car, use the information quoted by a specific car dealer (go to any car dealer Web 
site to obtain a quote). If you cannot obtain actual data, use the following data to assess the buy 
versus lease decision. Assume that you received the following offer:

• Option 1: Purchase a car with $2,000 down. If you invested those funds instead, you could earn 
3%. You would borrow the remaining money over a 48-month period, and your loan payment 
would be $450 per month. You believe you could sell the car for $10,000 at the end of 4 years.

• Option 2: Lease the car with a $1,000 security deposit. Your monthly lease payment would be 
$300 per month over 48 months.

(HINT: If you run the analysis properly, the total cost of purchasing the car should be less than the 
total cost of leasing by about $680 but show your analysis that leads to this outcome.)

Cost of Purchasing the Car

Down payment $

Interest rate %

Number of months

Forgone interest on down payment $

Monthly payment on car loan $

Total monthly payments $

Total $

Expected amount to be received when car is sold

Total cost of purchasing $

Cost of Leasing the Car

Security deposit $

Forgone interest $

Monthly lease payments $

Total monthly payments $

Total cost of leasing $

MyLab Finance

The financial planning spreadsheets available at www.pearson.com/mylab/finance will 
automatically perform computations, charts, and graphs based on your input.

BUILDING YOUR OWN FINANCIAL PLAN: Chapter 9
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 a. Based on your analysis, would you purchase or lease the car? 

 b. Why? 
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1. Advise the Sampsons on possible loan maturities. Access an online loan payment calculator. Input 
information to determine the possible monthly car payments for a three-year (36-month) payment 
period, a four-year (48-month) period, and a five-year (60-month) period. Enter the results in the 
following table:

Three-Year 
(36-month)  

Period

Four-Year 
(48-month)  

Period

Five-Year 
(60-month)  

Period

Interest rate 7% 7% 7%

Monthly payment

Total finance payments

Total payments including the 
down payment and the trade-in

2. What are the trade-offs among the three alternative loan maturities?

3. Based on the information on finance payments that you retrieved from the loan payment  
Web site, advise the Sampsons on the best loan maturity for their needs.

4. The Sampsons hope to have net cash flows of about $1,000 before considering their payment on 
a new car loan, but the main reason the Sampsons do not want a car payment of more than $500 
is that they also want to save for their children’s college education. Offer your opinion on whether 
they should use some of their savings for their children’s college education to increase the car 
loan payment and therefore pay off the car loan more quickly.

Recall from the previous chapter that the Sampsons had savings of $3,000 and credit card 
debt of $2,000. Assume that they have now paid off their credit card debt and have also 
accumulated total savings of $5,000 that they will use as a down payment on a new car. 
Sharon’s new car is priced at $25,000 plus 5% sales tax. She will receive a $1,000 trade-in 
credit on her existing car and will make a $5,000 down payment on the new car. The Samp-
sons would like to allocate a maximum of $500 per month to the loan payments on Sharon’s 
new car. The annual interest rate on a car loan is currently 7%. They would prefer to have 
a relatively short loan maturity, but cannot afford a monthly payment higher than $500.

MyLab FinanceTHE SAMPSONS—A Continuing Case: Chapter 9
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Purchasing and 
Financing a Home 10

chapter 

MyLab Finance helps you master the topics in this chapter and study more 
efficiently. Visit www.pearson.com/mylab/finance for more details.

Two years ago, Brian Menke purchased a 

small home that he could easily afford near 

the firm where he works. His coworker, 

Tim Remington, also bought a home. Unlike Brian, 

Tim would need most of his paycheck to cover 

the mortgage and expenses of his home, but he 

thought the purchase would be a good investment.

Because his mortgage payment was relatively 

low, Brian was able to save money during the 

next year. Tim, however, was unable to save 

any money, and when interest rates increased, 

his mortgage  payment increased. Tim suddenly 

realized he could not afford his home. Because 

the demand for homes had weakened, housing prices had declined since Tim purchased his 

home. Tim sold his home, but for $20,000 less than he paid for it. He also had to pay the real 

estate broker a commission of $16,000. Thus, Tim received $36,000 less from the sale of his 

home than his purchase price in the previous year.

During the following year, the economy improved and home prices increased. Brian’s home 

was now worth $12,000 more than he had paid for it. But the improved economy did not help 

Tim, who no longer owned a home.

Financial planning made the difference. Brian’s strategy was more conservative, which 

allowed for the possibility that the economy and market conditions could weaken temporarily. 

Conversely, Tim did not consider that his mortgage payment could increase and also wrongly 

assumed that home prices would never decline.

Buying your first home is an important personal financial decision due to the long-term 

and costly nature of the investment. Your decision on how much to spend and how much 

to finance will affect your cash flows for years. This chapter describes the fundamentals of 

 purchasing a home and will help you evaluate your first home purchase.

Andrey Popov/Fotolia
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256 Chapter 10  Purchasing and Financing a Home

The objectives of this chapter are to:

• Describe the factors that determine how much you can afford when buying a home

• Explain how to select a home to purchase

• Explain how to conduct a valuation of a home

• Describe the transaction costs of purchasing a home

• Describe the characteristics of a fixed-rate mortgage

• Describe the characteristics of an adjustable-rate mortgage

• Show how to compare the costs of purchasing a home versus renting

• Describe special types of mortgages

• Explain the mortgage refinancing decision

• Explain how a mortgage fits within your financial plan

How Much Can You Afford?
For most individuals, the purchase of a home may be your most important personal 
finance decision, because it can have a major impact on your net worth over time. Good 
home purchase decisions may allow you to live in a comfortable environment, and also 
allow your wealth to increase over time as the market value of your home increases. Fur-
thermore, as you pay off the mortgage loan, you increase your equity investment in the 
home. However, bad home purchase decisions can be devastating because home prices 
can decline, and can even lead to bankruptcy. Recognizing the potential impact of the 
home purchase on your wealth should motivate you to learn about the process of buying 
and financing a home.

An alternative to purchasing a house is to purchase a condominium. In a condo-
minium, individuals own units of a housing complex, but jointly own the surrounding 
land and common areas (such as parking lots) and amenities (such as a swimming pool). 
The benefits of a condominium are somewhat different from those of a house. Whereas a 
house is detached, units in a condominium are typically attached, so there is less privacy. 
Condominium expenses related to the common areas and amenities are shared among 
unit owners, but the owners of a house pay for all expenses on their own. Nevertheless, 
the factors to be considered when selecting or financing a house are also relevant when 
purchasing a condominium. Thus, the following discussion will use home rather than 
house to indicate that it also applies to a condominium.

Before you go shopping for a home, you first need to determine how much you 
can afford to spend on a home based on your financial situation. This can save you 
time, because you can remove homes from consideration if they are beyond what you 
can afford.

Most individuals pay for a home with a down payment (perhaps 10% to 20% of the 
purchase price) and obtain a mortgage loan to finance the rest. A mortgage loan is likely 
the biggest loan you will ever obtain in your lifetime. You will pay monthly mortgage 
payments over the life of the loan. The terms for mortgages vary. You will need to decide 
whether to obtain a fixed-rate or adjustable-rate mortgage and what the maturity of the 
mortgage should be. Traditionally, mortgages had a fixed interest rate and a maturity 
of thirty years, but today mortgages are available with maturities ranging from fifteen 
to forty years. Mortgage loan lenders determine how much money they will lend you 
based on your financial situation and credit history. Various Web sites can estimate the 
maximum value of a home you can afford based on your financial situation (such as your 
income and your net worth).
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Financial planners suggest that a home price should be no more than 2.5 times the 
total gross annual household income and that monthly mortgage payments, including 
the mortgage, property taxes, and insurance, should not exceed 28% of gross monthly 
income. They also suggest that all the household’s monthly debt payments (including 
the mortgage) should be no more than about 40% of the total monthly gross income. 
However, these generalizations do not apply to everyone, as other financial information 
and spending habits of the homeowners should also be considered.

Affordable Down Payment
You can determine your maximum down payment by estimating the market value of the 
assets that you are willing to convert to cash for a down payment and for transaction 
costs (such as closing costs) when obtaining a mortgage. Be sure to maintain some funds 
for liquidity purposes to cover unanticipated bills.

Affordable Monthly Mortgage Payments
How large a mortgage payment can you afford? Refer to your cash flow statement to 
determine how much net cash flow you have to make a mortgage payment. If you pur-
chase a home, you will no longer have a rent payment, so that money can be used as 
part of the mortgage payment. You should also be aware, however, that owning a home 
entails some periodic expenses (such as property taxes, homeowner’s insurance, and home 
repairs). You should not plan to purchase a home that will absorb all your current excess 
cash inflows. The larger your mortgage payments, the less you can add to your savings 
or other investments.

Lessons Learned from Others’ Mistakes Once some home buyers determine the 
maximum that they can afford, they tend to view that maximum as the amount that 
they should spend. But by spending the maximum, they may have no funds available for 
unanticipated expenses that could occur.

In fact, another behavioral characteristic of home buyers is that they tend to buy 
a home for more money than they originally planned to spend. This occurs because as 
they start looking at homes for sale, they commonly see a home with desirable features 
that is priced beyond the amount they had planned to spend. They may use the following 
reasoning to justify spending more than they had intended to purchase the house:

• The more expensive house may not require any additional down payment if they 
just obtain a larger mortgage.

• They can possibly obtain a second job to afford the higher mortgage payment.

• They will benefit from buying the more expensive home because if prices rise over 
time, more expensive homes will likely rise in value by a greater degree.

Each of these reasons is questionable. First, the home buyers may be able to obtain 
a larger mortgage, but that means more debt, and that they will need to make larger 
monthly mortgage payments. Second, obtaining an extra job just to afford a more expen-
sive home might reduce the enjoyment of that home. Third, home values might rise over 
time, but they could also decline over time, and if the values drop, the more expensive 
homes will likely suffer a larger decline in value.

Like many purchasing decisions, the buying of a home provides immediate satisfac-
tion, and the pain of paying for it is not felt until later. Therefore, home buyers can find 
many reasons to spend more money on a home than what they can afford. By the time 
home buyers feel the pain from paying off the debt that was needed to make the initial 
purchase, it is too late to reverse their decision. Normally, home buyers cannot easily sell 
a home that they just purchased, and even if they could, the transaction costs (discussed 
later in this chapter) are substantial. Therefore, home buyers should carefully assess how 
much they can afford to spend on a home and should use that amount as a maximum 
when reviewing homes for sale.

PSYCHOLOGY  
of Personal 

Finance
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258 Chapter 10  Purchasing and Financing a Home

When you consider how much you can afford, consider the economic conditions 
and stability of your job situation. If economic conditions weaken, will your job be 
affected? Your mortgage payments extend for a long period of time, so you should assess 
the  likelihood that you will continue to earn sufficient income each month over the life 
of the mortgage to make mortgage payments. Although you could obtain another job if 
you are laid off, you might not be able to earn the same level of income. Thus, you may 
want to use a conservative estimate of your future income when determining the mortgage 
payment you can afford, just to make sure that you can afford the home even if economic 
conditions deteriorate.

Selecting a Home
The process of selecting a home begins by determining the general area where you want 
to live. Next, evaluate the homes for sale in your target area to determine the typical price 
range and features. Once you decide on a realistic price range, identify a specific home 
that you desire. You can compare the cost of buying that home to the cost of renting. This 
way, you can weigh the extra costs against the benefits of home ownership.

Relying on a Real Estate Agent
You may consider advice from a real estate broker when you assess homes, decide whether 
to buy a home, or determine which home to purchase. Yet you should not rely completely 
on the advice of real estate brokers because they have a vested interest: They earn a com-
mission only if you purchase a home through them. You should consider their input, but 
make decisions that meet your needs and preferences. A good real estate broker will ask 
you about your preferences and suggest appropriate homes.

Using Online Realtor Services
Increasingly, online services are being used to facilitate home purchases. Web sites such 
as www.ziprealty.com allow sellers to present detailed information about their home in 
a database that is made accessible to potential home buyers. These types of Web sites are 
sometimes limited to particular cities. The realty company sponsoring the Web site may 
provide services to complete a contract, and the commission for using the online service 
is less than the traditional commission charged by real estate agents.

Other online services allow sellers to list their home in a database, without providing 
other real estate–related services. The contract is completed by the buyer and seller with-
out the help of a real estate agent. The advantage of this type of service is that it charges 

ECONOMIC 
IMPACT

It is now two years since Stephanie Spratt graduated from college and started her full-time  
job  (which was described in Chapter 1). About one year after graduation, she decided 
to purchase a new car (with the help of a car loan), and this decision was described in 
 Chapter 9. Since starting her job two years ago, Stephanie has accumulated about $10,000 
in savings. Furthermore, she just received an unexpected bonus of $10,000 and a promo-
tion from her employer. Her monthly cash inflows after taxes will now be about $3,500, or 
about $500 more than when she started her job. Over the same period, her monthly cash 
outflows have been quite stable, other than her car loan payment when she purchased her 
new car about one year ago. She decides that she now has sufficient funds and monthly 
net cash flow to consider purchasing a home. If she buys a home, she would no longer 
need to pay $1,000 per month rent for her apartment. She begins to look at homes for 
sale in the range of $120,000 to $150,000. As a result of her bonus and her accumulated 
savings, she believes she can now afford to make a down payment of about $15,000 on a 
home. Once she identifies a home that she may want to purchase, she will obtain estimates 
of the required down payment, the transaction costs, and the mortgage payment.

EXAMPLE

Go to:
The Financial 
Calculators sectionof
www.calculatorweb.com

To get:
Anestimateofhowmuch
money you could borrow 
tofinanceahome,based
on your income and other 
financialinformation.

Financial Planning
ONLINE
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lower commissions than a traditional full-service real estate company. Some of these 
online services are actually subsidiaries of the traditional full-service real estate companies.

Criteria Used to Select a Home
The following list identifies the most important factors to consider when selecting a home.

• Home Price Relative to Your Budget. Stay within your budget. Avoid purchasing 
a home that you cannot afford. Although your favorite home may have expensive 
new appliances and a large yard, it may not be worth the stress of struggling to 
make the mortgage payments.

If you have a poor credit rating, you should think carefully before purchasing 
a home. Even if you are able to obtain a mortgage, you might be better off paying 
down the debts that have caused you to have a poor credit rating. Then, after you 
have paid off your debts and saved enough to make a larger down payment, you 
can consider purchasing a home.

• Convenient Location. Focus on homes in a convenient area so that you can mini-
mize commuting time to work or travel time to other activities. You may save ten 
or more hours of travel time a week as well as saving on gasoline costs.

• Maintenance. Some homes built by well-known construction companies have 
lower repair bills than others. In addition, newer homes tend to need fewer repairs 
than older homes. A home with a large yard requires more maintenance.

In condominiums, residents share common areas, such as a swimming pool or 
tennis court. Normally, the residents pay a fixed monthly fee to cover the costs of 
maintaining the common areas. In addition, they may be assessed an extra fee to 
maintain the structure of the condominium, such as a new roof or other repairs.

• School System. If you have children, the reputation of the school system is very 
important. Even if you do not have children, the resale value of your house benefits 
from a good school system.

• Insurance. When you own a home, you need to purchase homeowner’s insurance, 
which covers the home in case of burglary or damage. The cost of insurance varies 
among homes. It is higher for more expensive homes and for homes in high-risk 
areas (such as flood zones) because it costs the insurer more to replace parts of 
the home that are damaged.

• Property Taxes. Property taxes are imposed on homes to pay for local services, 
such as the local school system and the local park system. Taxes vary substantially 
among locations. Annual property taxes are often between 1% and 2% of the 
market value of the home.

• Homeowner’s Association. Some homes are connected with a homeowner’s asso-
ciation, which sets guidelines for the homes and may even assess fees that are 
used to hire security guards or to maintain common grounds within the area. The 
monthly fees charged by some homeowner’s associations are very high and should 
be considered when buying a home.

• Resale Value. The resale value of a home is highly dependent on its location. Most 
homes with similar features within a specific subdivision or neighborhood are in 
the same range. Although home prices in a given subdivision tend to move in the 
same direction, the price movements can vary substantially among homes. For 
example, homes in a subdivision that are within walking distance of a school may 
be worth more than comparable houses several miles from the school.

You cannot perfectly predict the future resale value of a home, but you can 
evaluate today’s resale value of similar homes in that location that were sold 
years ago. Information about home prices is provided on numerous Web sites. Be 
aware, however, that the rate of increase in home prices in previous years does not 
 necessarily serve as a good predictor of the future.

Go to:
The Recently Sold  section 
ofwww.zillow.com

To get:
Salespricesofhomes
on a street in a city that 
youspecifyoverarecent
period.Itcanalsoprovide
alistofhomesinthecity
youspecifythatsold
within a certain price 
range.

Financial Planning
ONLINE
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Keep in mind that when you use a real estate agent to sell a home (as most people 
do), you will pay the agent a commission that is usually about 6% of the selling 
price. Thus, if you resell your home for $100,000, you will probably pay a com-
mission of about $6,000 and therefore receive $94,000. The buyer of a home does 
not pay a commission.

• Personal Preferences. In addition to the general criteria just described, you will 
have your own personal preferences regarding features such as the number of 
bedrooms, size of the kitchen, and size of the yard.

Valuation of a Home
You should use the criteria described previously to screen your list of desirable homes 
so that you can spend time analyzing the advantages and disadvantages of three or four 
particular homes. You will probably find some homes that meet all your criteria, but are 
simply overpriced and therefore should not be considered.

Market Analysis
You can conduct a market analysis, in which you estimate the price of a home based on 
the prices of similar homes in the area. The market value can be estimated by multiplying 
the number of square feet in a home by the average price per square foot of similar homes 
in the area. A real estate broker or appraiser may also provide you with a valuation.

FREE APPS  
for Personal 

Finance

Searching for a Home
Application:
The Real Estate by Zillow app (by Zillow.com) allows you to review homes for sale at 
your present location and displays photos of homes, sales prices, and other details. You 
can also review homes for sale in other remote locations that you identify.

To Find It:
Search for the “Zillow” app on your mobile device.

Stephanie Spratt has identified a house that she is interested in purchasing. She finds the 
selling prices of three other homes that were just sold in the same area, with a similar lot 
size, and about the same age as the home that she is considering. The purchase prices 
are shown in the second column of Exhibit 10.1.

She recognizes that homes in an area vary in price due to their size. She determines the 
price per square foot by dividing each home’s price by the square feet, as shown in the 
third column. Then she determines that the average price per square foot of the three 
homes is $100, as shown at the bottom of the exhibit. Because the home that Stephanie 
wants to purchase has 1,500 square feet, she estimates its market value to be:

 Market Value of Home = Average Price per Square Foot * Square Feet of Home

 = $100 * 1,500

 = $150,000

She estimates the price of this home at $150,000. Although she will consider other fac-
tors, this initial analysis gives her some insight into what the home is worth. Stephanie 
decides that she would be willing to purchase the home at a price of $145,000, and plans 
to make an offer of $145,000 on the home. But before negotiating the price with the 
seller, she needs to determine the costs that she would incur due to purchasing the home.

EXAMPLE
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Economic Impact on Home Values
Economic conditions affect the market valuations of homes. When economic conditions 
improve, people are more confident that their income will be stable or may even grow over 
time, and they are more willing to purchase homes. As the demand for homes increases, 
the prices of homes rise. The average price per square foot of homes rises, and so the 
market analysis of a home results in higher valuations. Conversely, when economic condi-
tions weaken, people become more concerned that their income might be eliminated (due 
to layoffs) or reduced over time. They are less willing to purchase homes, and the decline 
in demand for homes causes the prices of homes to decline. The average price per square 
foot of homes declines, and so the market analysis of a home results in lower valuations.

The impact of the economy on home prices is illustrated in Exhibit 10.2. The initial 
momentum comes from the higher income levels during a strong economy, which can 
encourage some renters to purchase homes. In addition, a strong economy makes people 
feel more confident that their jobs are secure and that they will be able to afford mort-
gage payments over a long period of time. It is also easier for buyers to obtain financing 
in a strong economy because financial institutions are more willing to provide mortgage 
loans, as they are more confident that the borrowers will earn sufficient income to repay 
their mortgage loans. The strong desire to purchase homes causes the total demand for 
homes to exceed the number of homes that are for sale. Homeowners are less willing to 
sell their homes under favorable conditions when they are confident that they can still 
afford to make mortgage payments. The homeowners who are willing to sell their homes 
can ask relatively high prices and are still likely to sell their homes.

ECONOMIC 
IMPACT

EXHIBIT 10.1 Using a Market Analysis to Purchase a Home

Home Size Price Price per Square Foot

1,400 square feet

1,600 square feet

1,500 square feet

$142,800

$160,000

$147,000

Average price per square foot = ($102 + $100 + $98)/3 = $100.

$102

$100

$  98

EXHIBIT 10.2 Impact of Economic Conditions on Home Values

IMPACT OF STRONG ECONOMY ON HOME PRICES

IMPACT OF WEAK ECONOMY ON HOME PRICES

Supply of 
Homes for Sale

Demand for 
Homes

Households 
Are Confident 
That They Can 
A	ord Homes

Strong Economy 
and High Incomes 

of Households

Demand for 
Homes

Supply of 
Homes for Sale

Prices of
Homes

Households Are 
Not Confident 
That They Can 
A	ord Homes

Weak Economy 
and Lower Incomes 

of Households

Prices of
Homes

Go to:
www.realtor.com

To get:
Alistingofhomesfor
sale in an area that you 
specifyandhomesinthe
priceandsizerangethat
youspecify.

Financial Planning
ONLINE
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During a weak economy, the opposite effects occur. The initial momentum comes 
from the lower income levels during a weak economy, which causes people to spend their 
money more conservatively. Renters may not consider purchasing homes under these 
conditions, as layoffs commonly occur when the economy is weak. Because their jobs are 
not secure, they are less confident that they could afford mortgage payments over a long 
period of time. Financial institutions are less willing to provide mortgage loans, as they 
are less confident that the borrowers will earn sufficient income to repay their mortgage 
loans over time. Some homeowners need to sell their homes because their income has 
been reduced or because they were laid off.

Impact of the Financial Crisis on Home Values
During 2003–2006, economic conditions were strong and home builders were construct-
ing many new homes. Mortgage lenders were aggressively attempting to find buyers for 
these homes because they make profits from their loans (assuming that the borrowers 
repay their loans). Some mortgage lenders were providing subprime mortgages, which 
are mortgage loans to borrowers without sufficient income or a down payment to qualify 
for prime mortgages. Mortgage lenders were willing to provide these mortgages because 
they could charge a higher interest rate and additional upfront fees to compensate for the 
higher level of risk. If the borrowers defaulted on the mortgage loans, the mortgage lender 
could take ownership of the homes. Mortgage lenders were optimistic that home prices 
would rise or at least not decline, and therefore that the homes would serve as effective 
collateral in the event that a borrower defaulted on the loan.

Mortgage Defaults In the 2007–2008 period, interest rates increased, which increased 
the mortgage payments required of many homeowners. Consequently, some homeown-
ers could no longer afford to make their mortgage payments in a timely manner. Some 
mortgages that were insured against default by a private insurer defaulted because some 
insurance companies that insured mortgages did not have sufficient funds to cover their 
obligations. By January 2009, about 10% of all homeowners were late on their mortgage 
payments or had defaulted on their loans. About 25% of all outstanding subprime mort-
gages had late payments of at least thirty days. Many financial institutions were involved 
in providing these mortgage loans, and they experienced large losses or even bankruptcy.

Impact on Home Prices These conditions resulted in the financial crisis of 2008–
2009. Many homeowners who could not afford the homes they were living in were trying 
to sell their homes. In some cases, the lenders who provided the mortgages repossessed 
the homes because the homeowners were no longer making their mortgage payments. 
These lenders, however, were also struggling to sell the homes that they had repossessed. 
The supply of homes for sale was very large, but the demand for homes was low. Con-
sequently, the only way that homeowners could sell their homes was by lowering their 
price to a level that might attract a potential buyer. These conditions caused home prices 
to decline substantially. In some areas, home prices declined by more than 50%.

Because the economic conditions were weak, many people who could afford to buy a 
home were afraid that home prices might decline even more or that they might lose their 
jobs. This slower real estate market caused a decline in home building activity, which 
decreased the demand for many related businesses, such as plumbing, air-conditioning, 
roofing, and landscaping. Consequently, many people who worked in these businesses 
lost their jobs, which weakened the economy to an even greater degree.

Resolving the Crisis In an effort to stimulate the market for homes and mortgages, 
Congress passed the Housing and Economic Recovery Act of 2008, which, allowed some 
homeowners to avoid foreclosure. Some financial institutions participated in a voluntary 
program in which they worked with the homeowners who were at risk of foreclosure. 
They refinanced the mortgages in a manner that made the payments more affordable to 
homeowners. Although this was costly to the financial institutions, it was less costly than 
if foreclosure occurred, leaving them stuck with homes that had lost much of their value.

ECONOMIC 
IMPACT
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In some cases, financial institutions accepted a “short sale” arrangement—the 
 proceeds of the sale of the home were short of the balance of debt owed on the mortgage, 
and the seller of the home was unable to pay the difference to the lender. That is, the 
lending institution did not receive the balance of the mortgage loan that it had provided. 
Nevertheless, some lenders were willing to accept short sale arrangements because the 
alternative might have been foreclosure in which the lender would have to reclaim the 
home and sell it. The costs to the financial institutions associated with the process of 
foreclosure and selling the home might be greater than the loss incurred by accepting 
a short sale arrangement. The U.S. government also created several programs to help 
financial institutions that suffered major losses due to the large number of defaults on 
their mortgage loans.

Lessons from the Crisis Overall, the financial crisis illustrated how granting mort-
gages to unqualified mortgage applicants could ultimately hurt the mortgage market. Sec-
ond, it illuminated the risk of owning a home, as real estate prices can decline  substantially 
under some conditions. Third, it showed how economic conditions have a strong impact 
on the demand for homes and therefore on the prices of homes. Fourth, it demonstrated 
how housing conditions have a strong impact on the economy because so many jobs are 
connected to the construction of new homes.

Correcting the Mortgage Application Process The government implemented the 
Financial Reform Act (also called the Dodd–Frank Wall Street Reform and Consumer 
Protection Act) of 2010 to stabilize the mortgage markets. One of the provisions of the 
act requires that financial institutions granting mortgages verify the income, job status, 
and credit history of mortgage applicants before approving mortgage applications. This 
provision is to ensure that mortgage applicants show proof that they qualify for a mort-
gage before a mortgage loan is granted.

In 2014, the Consumer Financial Protection Bureau (CFPB) issued new rules to 
strengthen the provisions of the 2010 act. The rules define a new class of mortgages 
called Qualified Mortgages, which are designed to be safer and easier to understand 
than many of the loans extended before the financial crisis. To issue Qualified Mort-
gages, lenders must assess a borrower’s ability to repay the loan and must ensure that 
the borrower’s total monthly debt-to-income ratio, including mortgage payments, is not 
higher than 43%. Qualified Mortgages cannot have risky features such as interest-only 
payments (such loans were common before the financial crisis). The rules also limit the 
fees that lenders can charge on Qualified Mortgages. In addition, the rules provide more 
safeguards for borrowers who fall behind in their mortgage payments. Lenders have an 
incentive to make loans that meet the requirements of Qualified Mortgages because they 
receive certain legal protections if the borrower fails to repay the loan.

Effects of Business Activity and Zoning Laws
The value of a home is also dependent on the demand for homes in that area or subdivi-
sion, which can vary in response to business activity or zoning laws.

Business Activity Nearby When a large firm moves into an area, people hired for 
jobs at that firm search for homes nearby. As a result, demand for homes in the area 
increases, and home prices may rise as well. Conversely, when a large firm closes its 
facilities, home prices in that area may decline as homeowners who worked there attempt 
to sell their homes. The large supply of homes for sale relative to demand may cause 
homeowners to lower their price to find a willing buyer.

Zoning Laws Locations are zoned for industrial use or residential use. When zoning 
laws for a location change, its desirability may be affected. Homes near areas that have 
just been zoned for industrial use become less desirable. Therefore, the demand for homes 
in these areas may decline, causing prices of homes to decline as well.

Zoning laws also change for school systems. The value of a subdivision can change 
substantially in response to a change in the public schools that the resident children would 
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attend. Proximity to schools can increase home values, whereas increased distance from 
schools often lowers home values.

Obtaining a Second Opinion on Your Valuation
If your valuation leads you to believe that a particular home is undervalued, you may 
want to get a second opinion before you try to purchase that home. If you are using a 
real estate broker to help you find a home, that broker may conduct a valuation of the 
home and offer suggestions about the price that you should be willing to offer. Be aware, 
however, that although brokers are experienced at valuing homes, some brokers provide 
a valuation that is intended to serve the seller rather than the buyer. That is, they may 
overestimate the value so that potential buyers are convinced that the home is worth  
 buying. In this way, the brokers can ensure that a home will sell and that they will receive 
a commission. Although many real estate brokers are honest and will provide an unbi-
ased estimate, you should always conduct your own valuation and carefully assess the 
broker’s valuation.

Negotiating a Price
Once you have finished your valuation and are convinced that you should buy a particular 
home, you need to negotiate a price with the seller of the home by making an offer. Some 
homes are initially priced above the price that the seller will accept. As with any invest-
ment, you want to make sure that you do not pay more than you have to for a home.

You may consider the advice of your real estate broker on the offer that you should 
make. Most sellers are willing to accept less than their original asking price. Once you 
decide on an offering price, you can submit an offer in the form of a contract to buy the 
home, which must be approved by the seller. Your real estate broker takes the contract 
to the seller and serves as the intermediary between you and the seller during the negotia-
tion process.

The seller may accept your offer, reject it, or make a counteroffer. If the asking price 
is $100,000 and you offer $90,000, the seller may reject that offer but make a counter-
offer of, say, $96,000. Then the decision reverts to you. You can agree, reject that offer, 
or revise the contract again. For example, you may counter by offering $94,000. The 
contract negotiation can go back and forth until the buyer and seller either come to an 
agreement or decide that it is no longer worthwhile to pursue a possible agreement. The 
contract stipulates not only the price, but also other conditions that are requested by the 
buyer, such as repairs to be completed by the seller and the date when the buyer will be 
able to move into the home.

An offer is commonly contingent on an inspection of the home. You should always 
have the home inspected, even if it is a newly constructed house. The inspector will deter-
mine the condition of the plumbing; the electrical, cooling, and heating systems; and the 
roof, siding, and other aspects of the house. An inspection for termites and other pests 
may also be needed. If the inspection discovers some major problems, you may want to 
withdraw your offer or negotiate a lower price to enable you to pay for repairs. Lenders 
may require a certificate of inspection before they will extend a loan.

Transaction Costs of Purchasing a Home
Once you have started the offer process, you should begin applying for a mortgage from 
a financial institution, or you may even start this process before making the offer so that 
you are sure that the financing will be available. The loan application process requires 
that you summarize your financial condition, including your income, your assets, and 
your liabilities. You will need to provide proof of income, such as recent paycheck stubs 
and bank statements. The lender will check your financial condition by contacting your 
employer to verify your employment and to learn your present salary.
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In addition to applying for a mortgage, you will need to plan to cover the transaction 
costs of purchasing the home. These include the down payment and closing costs.

Prequalification and Preapproval for a Mortgage
You may find it useful to be prequalified or preapproved for a mortgage before you even 
begin looking for a home. Generally, prequalification refers to a more informal process 
than preapproval, although some lenders use the terms interchangeably. To be prequali-
fied for a mortgage, you contact a financial institution in person, by telephone, or online 
and describe your income, assets, and liabilities. The lender will tell you approximately 
how large a mortgage you might qualify for, but the lender does not check your financial 
condition and does not promise that you will actually be approved for a mortgage of that 
amount. Nevertheless, if you are uncertain about how much you can afford to spend on 
a home, prequalification can help you make that decision.

For a preapproval, you provide all the documentation that is required to apply for a 
mortgage loan, and the financial institution will review it and check your credit report. 
The process may take two to four weeks, and the lender may charge an application fee. If 
you are preapproved for a mortgage, the lender will give you a letter stating the amount 
it is willing to lend. The offer of a loan is good for a specific period, often ninety days. 
Getting preapproval for a mortgage can be advantageous, especially in a period when 
homes are in great demand. Not only will you know exactly what size mortgage you can 
obtain, but if you make an offer on a home on which there are several other offers, the 
seller may prefer your offer because there will be no waiting to see if a potential buyer 
qualifies for a mortgage. In addition, the lender may be willing to lock in the interest 
rate that it will charge, which can be beneficial if you anticipate that interest rates may 
increase soon. Going through the preapproval process also enables you learn if there are 
any problems with your credit report or credit history and thus allows you to take steps 
to solve the problems before you make an offer on a home.

Down Payment
When you purchase a home, you use your own money to make a down payment and pay 
the remaining amount owed with financing. Your down payment represents your equity 
investment in the home.

For a conventional mortgage, a lender typically requires a down payment of 10% to 
20% of the home’s selling price. The lender expects you to cover a portion of the purchase 
price with your own money because the home serves as collateral to back the loan. The 
lending institution bears the risk that you may possibly default on the loan. If you are 
unable to make your mortgage payments, the lender can take ownership of the home and 
sell it to obtain the funds that you owe.

If the home’s value declines over time, however, a creditor may not obtain all the 
funds that it initially lent. Your down payment provides a cushion in case the value of the 
home declines. The lender could sell the home for less than the original purchase price 
and still recover the entire mortgage loan.

With government-backed loans, a traditional lender extends the loan, but the govern-
ment insures it in the event of default. Government-backed mortgages may allow lower 
down payments and may even specify lower interest rates than conventional mortgages. 
Government-backed mortgages are often backed by the Federal Housing Administration 
(FHA) or the Veterans Administration (VA). To qualify for federally insured mortgages, bor-
rowers must satisfy various requirements imposed by the guarantors. The FHA loans enable 
low- or middle-income individuals to obtain mortgage financing. The VA loans are extended 
to military veterans. Both FHA and VA loans are assumable by the buyer in the event that 
the homeowner who initially qualified for the mortgage loan decides to sell the home.

The FHA will guarantee loans where the borrower makes a down payment as small as 
3.5% of the purchase price. It also will guarantee loans where the borrower has a FICO 
score lower than 580, although a larger down payment is required. Without the FHA 
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guarantee, a lender would probably require a FICO score of at least 620, depending on 
the borrower’s other characteristics and the amount to be borrowed. Even if the FHA will 
guarantee a loan for a borrower with a low FICO score, the lender makes the final deci-
sion of whether to extend the loan. The FHA sets maximum amounts for the mortgages 
it will insure, and the amounts vary by county. You can find the maximum amount for 
your county on the Web site of the U.S. Department of Housing and Urban Development.

If you obtain an FHA or VA loan, you will need to maintain an escrow account. Your 
monthly mortgage payment will include an additional payment for your home insurance 
and your property taxes. The mortgage lender that receives your monthly mortgage pay-
ment will place these extra additional payments in your escrow account so that it can pay 
for your insurance and property taxes on an annual basis.

Mortgage Insurance If your down payment is less than 20% of the selling price of 
the home you are buying, the lender will very likely require you to purchase mortgage 
insurance, which insures the lender in the event that the borrower (homeowner) does not 
repay the loan. Thus, mortgage insurance protects the lender, not the borrower. If you 
are obtaining a non-FHA mortgage from a financial institution, the insurance will be 
provided by a private company and thus is known as private mortgage insurance (PMI). 
The FHA always requires mortgage insurance, provided by the government, for loans 
that it guarantees when the down payment is less than 20%. Mortgage insurance can 
add substantially to the cost of a mortgage. Its cost typically ranges from 0.3% to 1.5% 
of the amount borrowed, which represents an annual cost between $300 and $1,500 
for a $100,000 mortgage. The FHA frequently revises the rates for mortgage insurance 
on loans it guarantees, so check for the current rates if you are considering obtaining 
an FHA-guaranteed loan. Recent FHA rates were 0.85% of the loan amount for the 
annual premium plus a 1.75% upfront fee added to the loan amount. Thus, a person 
who obtained a mortgage of $100,000 would actually have to repay that amount plus the 
$1,750 upfront fee, or $101,750, in addition to paying the premium of about $850 per 
year ($71 per month). The cost of mortgage insurance for homeowners was tax-deductible  
in some periods and could be tax-deductible in the future if Congress renews that law.

If you have a non-FHA mortgage, you can request that the lender cancel the mortgage 
insurance when the principal balance of your mortgage has been reduced to 80% of the 
original loan (the equivalent of making a 20% down payment). When the principal balance 
reaches 78% of the original loan, the lender is required to cancel the mortgage insurance. 
If your home increases substantially in value in the years after you purchase it, you may be 
able to have the mortgage insurance terminated based on the new appraised value of your 
home. If you refinance your loan at a lower interest rate, you may also be able to shorten 
the period in which mortgage insurance payments are required. For FHA-guaranteed loans, 
however, mortgage insurance is generally required for the duration of the loan.

When you consider purchasing a home, you should include mortgage insurance in 
your calculations if your down payment will be less than 20% of the selling price of the 
home. You may decide to cut back on your vacation plans or other discretionary spending 
so that you can make a larger down payment.

In some cases, a financial institution that grants a mortgage will cover the private 
mortgage insurance fee itself rather than charge the homeowner. To compensate, the 
institution might charge a slightly higher interest rate on the mortgage. Thus, a financial 
institution that offers a mortgage rate of 5% when covering the private mortgage insur-
ance itself might alternatively offer a slightly lower rate to homeowners if they pay the 
private mortgage insurance themselves.

Closing Costs
A borrower incurs various fees in the mortgage loan application process. These fees are 
often referred to as closing costs. The most important fees are identified here. Under the 
CFPB’s rules, a loan over $100,000 cannot be a Qualified Mortgage if the fees associated 
with it exceed 3% of the loan amount.
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Loan Application Fee When applying for a mortgage loan, you may be charged an 
application fee by the lender. The fee typically ranges from $100 to $500.

Points Lenders sometimes charge a fee commonly referred to as discount points or 
points to reduce the interest rate on a loan. The more points you pay, the lower the 
interest rate on the loan. Points are stated as a percentage of the loan amount. If you 
are charged one point when you obtain a mortgage in the amount of $150,000, a fee of 
$1,500 (computed as 1% * $150,000) is charged at the time the loan is granted. Points 
may be tax-deductible. Lenders do not always charge points, so you should shop around 
to see if you can find a lender who will offer you a similar interest rate without charging 
points.

Loan Origination Fee Lenders may also charge a loan origination fee, which is often 
between $750 and $1,000. Many lenders allow homeowners to select among different fee 
structures, so you may be able to pay a lower loan origination fee if you accept a slightly 
higher interest rate. Some lenders may not charge an origination fee, but they charge a 
higher interest rate on the mortgage instead.

Appraisal Fee An appraisal is used to estimate the market value of the home and 
thus protects the financial institution’s interests. If you are unable to make your monthly 
payments, the financial institution can sell the home to recoup the mortgage loan that it 
provided. The appraisal fee commonly ranges between $300 and $500.

Attorney Fee. The borrower who is purchasing the home hires an attorney to review 
the sales contract on the home, to ensure that the wording of the contract is reasonable. 
Realtors may have a list of attorneys that specialize in this type of work.

Inspection Fee. The borrower who is purchasing the home hires a licensed inspector 
to assess the current condition of the home.

Title Search and Insurance An agreement to purchase a home from a current owner 
(as opposed to a new home from a developer) typically involves various transaction 
costs for a title search and insurance. A title search is conducted by the mortgage com-
pany to ensure that the home or property is owned by the seller. Title insurance provides 
you with protection in the event that persons other than the seller show evidence that 
they hold the actual deed of ownership to the property. It also protects you in the event 
that there are other liabilities attached to the home that were not discovered during the 
title search.

Both the closing costs and the down payment are due at the time of the closing. 
Closing costs can be added to the mortgage amount. During the closing, the title for the 
home is transferred to the buyer, the seller is paid in full, and the buyer takes possession 
of the home.

points
Afeechargedbythe
lender to reduce the 
 interest rate when a 
mortgageloanisprovided;
stated as a percentage 
ofthemortgageloan
amount.

Recall that Stephanie Spratt considers making an offer of $145,000 on a house. She wants 
to determine the transaction costs. She is planning to make a down payment of $15,000 
and borrow $130,000. She called York Financial Institution for information about obtain-
ing a mortgage loan. She learned that if she applied for a $130,000 mortgage, she would 
have to pay the following:

●● one point

●● $700 origination fee

●● $300 for an appraisal

●● $200 application fee

●● $500 attorney fee

●● $300 inspection fee

EXAMPLE
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Financing with Fixed-Rate Mortgages
A fixed-rate mortgage specifies a fixed interest rate that is constant for the life of the 
mortgage. When homeowners expect that interest rates will rise, they tend to prefer 
fixed-rate mortgages because their mortgage payments will be sheltered from the rising 
market interest rates. Many other types of mortgages are available, but the traditional 
fixed-rate thirty-year mortgage is still popular. The interest rate charged on thirty-year 
fixed-rate mortgages is typically related to other long-term interest rates (such as the 
thirty-year Treasury bond rate) at the time that the mortgage is created. You can access 
various Web sites to obtain a general summary of prevailing mortgage rates, but rates 
vary among financial institutions. If you sell a home before the mortgage is paid off, you 
can use a portion of the proceeds from selling the home to pay off the mortgage. Alterna-
tively, it may be possible for the buyer to assume your mortgage under some conditions.

Amortization Table
Your monthly mortgage payment for a fixed-rate mortgage is based on an amortization 
schedule. This schedule discloses the monthly payment that you will make, based on a 
specific mortgage amount, a fixed interest rate level, and a maturity.

Allocation of the Mortgage Payment Each monthly mortgage payment represents 
a partial equity payment that pays a portion of the principal of the loan and an interest 
payment.

fixed-rate mortgage
A mortgage in which 
afixedinterestrateis
specifieduntilmaturity.

EXAMPLE

●● $500 for a title search and title insurance

●● $200 for other fees

York’s offer also acknowledges that it is willing to cover the private mortgage insurance 
payments.

Based on the details above, Stephanie would incur the following closing costs:

Points (1% of mortgage) $1,300
Origination Fee 700
Appraisal Fee 300
Application Fee 200
Attorney Fee 500
Inspection Fee 300
Title Search and Insurance 500
Other Fees 200
Total $4,000

Stephanie will need a down payment of $15,000 and $4,000 in closing costs to purchase 
the home.

Go to:
TheFinancesectionof
Yahoo.com and click on 
Rates under Personal 
Finance

To get:
Averagemortgagerates
forspecificregionsand
states.

Financial Planning
ONLINE

Stephanie Spratt decides to review mortgage Web sites to estimate her monthly mortgage 
payments if she obtains a $130,000 mortgage to purchase a home. One Web site asks 
her to input the mortgage amount she desires and the interest rate that she expects to 
pay on a thirty-year mortgage. She inputs $130,000 as the mortgage amount and 5% as 
the interest rate. The Web site then provides her with an amortization schedule, which is 
summarized in Exhibit 10.3. This exhibit shows that her monthly payment would be $698. 
It also shows how her mortgage payments would be allocated to paying off principal 
versus interest. Notice how the initial payments are allocated mostly to interest, with a 
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EXHIBIT 10.3  Amortization Schedule for a Thirty-Year (360-month) Fixed-Rate Mortgage 
for $130,000 at a 5% Interest Rate

Month Payment Principal Interest Balance

1 $698

$251,231

$156

$130,000

$542 $129,844

2 698 157 541

121,231

129,687

10 698 162 536 128,400

25 698 173 525 125,893

49 698 191 507 121,528

100 698 236 462 100,677

200 698 357 341 81,377

360 698 694 4 0

Total for all
months

Note: Numbers are rounded to the nearest dollar.

relatively small amount used to pay off the principal. For example, for month two, $157 of 
her payment is applied to the principal, while $541 goes to pay the interest expense. Ini-
tially, when the amount of loan principal is large, most of her payment is needed to cover 
the interest owed. Exhibit 10.3 shows that as time passes, the proportion of the payment 
allocated to equity increases.

Notice, too, that Stephanie’s mortgage balance after twenty-five months would be 
$125,893. This means that Stephanie would have paid off only $4,107 of the $130,000 
balance after twenty-five months. After 200 months, her mortgage balance would be 
$81,377. This point is beyond half the life of the mortgage (which has a total life of  
360 months), yet she would have paid off only 37% of the original mortgage amount.

The amount of Stephanie’s annual mortgage payments that would be allocated to paying 
off the principal versus interest is shown in Exhibit 10.4. In the first year, she would pay 
off only $1,918 of the principal, while the rest of her mortgage payments ($6,456) in the 
first year would be used to pay interest. This information is very surprising to Stephanie, 
so she reviews the mortgage situation further to determine if it is possible to build equity 
in the home more quickly.
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EXHIBIT 10.4  Allocation of Principal Versus Interest Paid per Year on a $130,000 
 Thirty-Year Mortgage

Year
302826222017151210864321

Interest and Principal
Payments ($) 

Interest
Payments

Principal
Payments

Year Principal Paid in That Year Interest Paid in That Year

1 $1,918 $6,456

2 2,016 6,358

3 2,119 6,255

4 2,227 6,146

6 2,461 5,912

8 2,720 5,655

10 3,005 5,369

12 3,321 5,054

15 3,857 4,518

17 4,262 4,113

20 4,950 3,425

22 5,469 2,905

26 6,677 1,697

28 7,377 997

30 8,150 222

0

1,000

2,000

3,000

4,000

5,000

6,000

7,000

8,000

9,000

Note: Numbers are rounded to the nearest dollar.

Impact of the Mortgage Amount on the Monthly 
Payment
The larger the mortgage amount, the larger your monthly payments will be for a given 
interest rate and maturity. Exhibit 10.5 shows the monthly payment based on a thirty-year 
mortgage and a 5% interest rate for different mortgage amounts. Notice the change in 
the mortgage payment for larger mortgage amounts. For example, the monthly mortgage 
payment for an $80,000 mortgage is $429, while the monthly payment for a $120,000 
mortgage is $644.
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Impact of the Interest Rate on the Monthly Payment
Given the large amount of funds that you may borrow to finance a home, you should 
make every effort to obtain a mortgage loan that has a low interest rate. The lower the 
interest rate on the mortgage, the smaller the monthly mortgage payment. Even a slight 
increase (such as 0.5%) in the interest rate increases your monthly mortgage payment.

Impact of the Mortgage Maturity  
on the Monthly Payment
The maturity of the mortgage indicates how long you will take to complete your financing 
payments and pay off the mortgage. At that point, you own the home outright. The fifteen- 
year mortgage has become very popular as an alternative to the thirty-year mortgage. The 
advantage of a fifteen-year mortgage is that you will have paid off your mortgage after fif-
teen years, whereas a thirty-year mortgage requires payments for an additional fifteen years. 
Monthly payments on a fifteen-year mortgage are typically higher, but you pay less interest 
over the life of the loan and build equity at a faster pace. By building equity faster, you 
may also be able to terminate the monthly premiums for mortgage insurance more quickly.

The advantage of a thirty-year mortgage is that you have smaller monthly payments 
for a given mortgage loan amount than you would for a fifteen-year mortgage. The 
monthly payments may be more affordable, and you may have more liquidity. In some 
areas where homes are very expensive, lenders offer mortgages longer than thirty years 
because many buyers cannot afford the monthly payments on shorter mortgages. A mort-
gage longer than thirty years cannot be a Qualified Mortgage, however.

Estimating the Monthly Mortgage Payment
You can use mortgage loan Web sites to obtain estimates of your monthly payments based 
on a specific mortgage amount and maturity.

EXHIBIT 10.5  Monthly Mortgage Payments Based on Different-
Mortgage Amounts (thirty-year fixed-rate mortgage;  
5% interest rate)

Mortgage Amount Monthly Mortgage Payment

$  80,000 $  429

100,000

120,000

537

130,000

644

698

140,000

160,000

180,000

200,000

751

859

966

1,073

Stephanie Spratt wants to estimate her monthly mortgage payment on a $130,000 
 fixed-rate mortgage based on several interest rate scenarios for fifteen- and thirty-year 
maturities, as shown in Exhibit 10.6. At an interest rate of 5%, the monthly payment on 
the thirty-year mortgage would be $698. At an interest rate of 6%, the monthly payment 
on the thirty-year mortgage would be $779, or $81 more per month. Next, Stephanie 
evaluates the payments for a fifteen-year term. She believes she can obtain a loan at a 
5% interest rate on either maturity, so she focuses on the difference in monthly payments 
pertaining to that rate.

EXAMPLE

Go to:
The consumer interest  
rates section under 
Rates + Bonds at  
www.bloomberg.com

To get:
Interestratesfor
mortgagesofvarious
maturities.

Financial Planning
ONLINE
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EXHIBIT 10.6  Comparison of Monthly Payments for a Thirty-Year 
 Versus a Fifteen-Year Mortgage of $130,000 Based 
on Different Interest Rates

Monthly Payment on a:

Interest Rate Thirty-year
Mortgage

Fifteen-year
Mortgage

3% $548 $   898
4 620 962
5 698 1,028
6 779 1,097
7 865 1,168
8 954 1,242

Note: Payments are rounded to the nearest dollar.

Based on the interest rate of 5%, the fifteen-year mortgage requires a monthly payment 
of $1,028, which is $330 more than the $698 payment on the thirty-year mortgage. This 
is the obvious disadvantage of a fifteen-year mortgage. Yet, this monthly payment would 
be only $28 more than Stephanie presently pays for rent.

The advantage of the fifteen-year mortgage is that she would pay down the mortgage 
sooner, meaning that she would accumulate a larger equity investment in the home more 
quickly. To gain more insight on this advantage, she reviews a Web site to compare the 
remaining loan balance for each of the two mortgage maturities on a year-by-year basis. 
This comparison is summarized in Exhibit 10.7. Notice that after six years, she would still 
owe $116,916 on the thirty-year mortgage, versus $89,260 on the fifteen-year mortgage. 
At that point, she would owe $27,656 more on the thirty-year mortgage than she would 
on the fifteen-year mortgage. After ten years, she would owe more than $51,000 more on 
the thirty-year mortgage than on the fifteen-year mortgage. After fifteen years, she would 
still owe more than $88,000 on the thirty-year mortgage (which represents about two-
thirds of the original $130,000 loan), while the fifteen-year mortgage would be paid off.

The Web site also shows the total payments over the life of the mortgage for both types 
of mortgages if the mortgage is not paid off until maturity.

Thirty-Year Mortgage Fifteen-Year Mortgage

Total Principal Payments $130,000 $130,000
Total Interest Payments 121,231 55,045
Total Payments $251,231 $185,045

Stephanie would pay about $66,000 more in interest with the thirty-year mortgage than 
with the fifteen-year mortgage. The total payments on the thirty-year mortgage are much 
larger than the total payments that would be made over the life of the fifteen-year mortgage.

Stephanie recognizes that she would not be able to save as much money per month 
with the fifteen-year mortgage, because her monthly mortgage payment is higher. How-
ever, much of that extra payment is paying down her mortgage, and therefore is building 
her equity investment in the home. Weighing the advantages of the fifteen-year mort-
gage against the disadvantage of paying the extra $330 per month, Stephanie decides 
on the fifteen-year mortgage. If she stays in the home, she will have no mortgage debt in 
15 years. Even if she decides to sell this home before she pays off the fifteen-year mort-
gage, she will have paid down a larger amount of the mortgage. Because she will have 
a larger equity investment (from paying off more of the principal) with the fifteen-year 
mortgage, she will increase her net worth to a greater degree.
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Financing with Adjustable-Rate Mortgages
An alternative to a fixed-rate mortgage is an adjustable-rate mortgage (ARM), in which 
the interest owed changes in response to movements in a specific market-determined 
interest rate. An ARM is sometimes referred to as a variable-rate mortgage. ARMs should 
definitely be considered along with fixed-rate mortgages. Like a fixed-rate mortgage, an 
ARM can be obtained for a fifteen-year or a thirty-year maturity. ARMs have various 
characteristics that must be stated in the mortgage contract.

The advantage of an adjustable-rate mortgage is that the interest rate you pay on 
your mortgage declines when market interest rates decline. This reduces your monthly 
mortgage payment, so that you have more money to spend or to invest. The disadvantage 
of an adjustable-rate mortgage is that the interest rate you pay on your mortgage increases 
when market interest rates increase. This increases your monthly mortgage payment, so 
that you have less money to spend or invest. In fact, some homeowners have defaulted on 

adjustable-rate  
mortgage (ARM)
A mortgage where the 
interest owed changes in 
responsetomovements 
inaspecificmarket- 
determined interest rate.

Balance on Thirty-Year
Mortgage

Balance on Fifteen-Year
MortgageEnd of Year

1 $128,082 $124,028
2 126,067 117,750
3 123,947 111,152
4 121,719 104,216
5 119,377 96,924
6 116,916 89,260
7 114,328 81,240
8 111,609 72,735
9 108,750 63,834

10 105,744 54,476
11 102,585 44,641
12 99,265 34,301
13 95,774 23,433
14 92,105 12,009
15 88,249 0

Note: Balances are rounded to the nearest dollar.

EXHIBIT 10.7  Comparison of Mortgage Balance for a Thirty-Year  
Versus a Fifteen-Year Mortgage ($130,000 initial 
 mortgage amount; 5% interest rate)

FREE APPS  
for Personal 

Finance

Generating an Amortization Schedule
Application:
The Zillow Mortgages app (by Zillow.com) allows you to input information such as the 
price of a home and mortgage interest rate so that you can generate an amortization 
schedule. This schedule shows the monthly payment, proportion of payment represent-
ing interest, and the balance remaining on the mortgage loan.

To Find It:
Search for the “Zillow Mortgages” app on your mobile device.
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their loans when interest rates increased because they could not afford to pay the higher 
monthly payment.

Initial Rate
Many ARMs specify a relatively low initial mortgage rate over the first year or so. This 
initial rate is beneficial to homeowners in that it results in a low monthly mortgage 
payment over the first year. Recognize, however, that this rate is only temporary, as the 
mortgage rate will be adjusted. Under the CFPB’s rules, in determining the borrower’s 
ability to repay the loan, the lender will generally have to consider the payment due based 
on the highest interest rate that could be charged under the mortgage contract.

Interest Rate Index
The initial mortgage rate will be adjusted after a period (such as one year) in line with 
a specified interest rate index. The interest rate index to which the mortgage rate is tied 
must be included in the mortgage contract. Many ARMs use a rate that is tied to the 
average cost of deposits of financial institutions. For example, the interest rate charged 
on an ARM might be set at three percentage points above that benchmark. Thus, if the 
benchmark is 4% in a given year, the ARM will apply an interest rate of 7% (computed 
as 4% + 3%). If the interest rate index has risen to 5% by the time of the next mortgage 
rate adjustment, the new mortgage rate will be 8% (computed as 5% + 3%).

Frequency of Rate Adjustments
The mortgage contract also specifies how frequently the mortgage rate will be 
adjusted.  Some ARMs specify that the rate will be adjusted once a year. Thus, the 
 mortgage rate is set based on the specified interest rate index and then remains the same 
for the next twelve months. This means that the monthly payments will be constant for 
the next twelve months. At the end of the twelve-month period, the mortgage rate is 
revised based on the prevailing interest rate index and is held constant for the following 
twelve months.

Some ARMs allow for less frequent adjustments, such as every three years or every 
five years. Others allow a single adjustment at the end of the fifth year, and the adjusted 
rate is then held constant over the next twenty-five years of a thirty-year mortgage. Before 
an ARM adjusts, the CFPB requires the lender to give the borrower sufficient notice so 
that the borrower can attempt to refinance with another mortgage that is more desirable.

Other ARMs offer the following alternatives:

• An interest rate that is fixed for the first three years, but converts to an ARM (and 
adjusts annually) after three years

• An interest rate that is fixed for the first five years, but converts to an ARM (and 
adjusts annually) after five years

• An interest rate that adjusts for the first five years and then is fixed (based on an 
interest rate index at that time) for the next twenty-five years

With so many alternatives available, you can easily find a mortgage that fits your 
preferences. For example, if you expect that interest rates will decline consistently over 
time, you may prefer an ARM that is adjusted every year. If your expectations are correct, 
your mortgage rate will decline over time with the decline in market interest rates. It is dif-
ficult to forecast the direction of interest rates accurately, however, which means that your 
future mortgage payments are uncertain. When considering a particular adjustable-rate 
mortgage, you should estimate what the monthly payments would be under the adverse 
conditions in which market rates rise substantially over time. Make sure that you can 
afford the monthly payments if interest rates increase.
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Caps on Adjustable-Rate Mortgages
The adjustable-rate mortgage contract also typically specifies caps, or a maximum and 
minimum fluctuation in the interest rate. For example, an ARM may have a cap of  
2% per year, which prevents the mortgage rate from being adjusted upward by more than 
two percentage points from its existing level in each year. Assume the market interest 
rate increases by three percentage points from one year to the next. Without a cap, the 
mortgage rate on the ARM would increase by three percentage points. With a 2% cap, 
however, only an increase of two percentage points is allowed in that year. This cap is 
useful because it limits the potential increase in the mortgage payments that may result 
from an increase in interest rates.

In addition to a cap on the annual increase in the mortgage rate, there is usually a 
lifetime cap, which represents the maximum amount of the increase in the mortgage rate 
over the life of the mortgage. A lifetime cap of 5% is commonly used. Thus, if an ARM 
has an initial mortgage rate of 7% and a 5% cap, the maximum mortgage rate over the 
life of the mortgage would be 12%.

Financing with a Fixed- Versus an Adjustable-Rate 
Mortgage
Your decision to use a fixed- versus an adjustable-rate mortgage to finance the purchase of 
a home is dependent on your expectations of future interest rates. The primary advantage 
of an ARM is that the initial interest rate is lower than that of a fixed-rate mortgage. 
However, if interest rates rise, you may end up paying a higher interest rate on your 
mortgage than if you had obtained a fixed-rate mortgage.

caps
Maximumandminimum
fluctuationsintheinterest
rateonanadjustable-rate
mortgage.

Decision to Own a Home Versus Renting
When considering the purchase (and therefore ownership) of a home, you should com-
pare the cost of purchasing a home with the cost of renting. People attribute different 
advantages and disadvantages to owning a home versus renting because preferences are 
subjective. Some individuals value the privacy of a home, while others value the flexibility 
of renting, which allows them to move without much cost or difficulty. The financial 
assessment of owning a home versus renting can be performed objectively. Once the 
financial assessment is conducted, personal preferences can also be considered.

Estimating the Total Cost of Renting and Owning
The main cost of renting a home is the monthly rent payment. There is also an opportu-
nity cost of tying up funds in a security deposit. Those funds could have been invested if 
you did not need to provide the security deposit. Another possible cost of renting is the 
purchase of renter’s insurance.

Stephanie Spratt has already contacted financial institutions that quoted a 5% interest 
rate on a fifteen-year fixed-rate mortgage. They also offered the option that she could 
obtain an adjustable-rate mortgage that specifies an initial rate of 4%, with the interest 
rate adjusted each year to an index reflecting the average cost of bank funds plus three 
percentage points.

Stephanie notices that financial experts have predicted an increase in interest rates in the 
near future. She is uncomfortable with uncertainty about her mortgage rate and how it 
could affect her mortgage payment. Although an ARM would result in a lower mortgage 
payment in the first year, it would result in a higher mortgage payment in the following years 
if interest rates increase. Thus, Stephanie prefers a fixed-rate mortgage instead of an ARM.

EXAMPLE
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The primary costs of purchasing a home are the down payment and the monthly 
mortgage payment. The down payment has an opportunity cost because the funds could 
have been invested to earn interest if they were not tied up in the purchase of the home. 
Closing costs are incurred at the time the home is purchased, although a portion of these 
costs might be tax-deductible. Owning a home also involves some additional costs, such 
as maintenance and repair. Property taxes are assessed annually as a percentage of the 
home’s value. Homeowner’s insurance is paid annually and is primarily based on the 
value of the home.

FREE APPS  
for Personal 

Finance

Searching for an Apartment
Application:
The Zillow Rentals app (by Zillow.com) allows you to search for a home or apartments 
for rent near your location. The listing provides the location, the amount of rent per 
month, and details of the home or apartment available for rent.

To Find It:
Search for the “Zillow Rentals” app on your mobile device.

Stephanie Spratt has found a home she likes and has obtained financing from a financial 
institution if she buys the home. Before making a final decision, she wants to compare the 
cost of the home to the cost of remaining in her apartment. Although she would prefer a 
home, she wants to determine how much more expensive the home is compared to the 
apartment. If she purchases the home, she expects to live in it for at least three years. 
Therefore, she decides to compare the cost of owning a home to the cost of renting over 
the next three years. First, Stephanie calculates the cost of renting:

●● Cost of Rent. Her estimated cost of renting is shown in the top panel of Exhibit 10.8. 
Her rent is currently $1,000 per month, so her annual rent is $12,000 (computed as 
$1,000 * 12). She does not expect a rent increase over the next three years and there-
fore estimates her cost of renting over this period to be $12,000 * 3 = $36,000. If 
she had expected an increase in rent, she would have simply added the extra cost to 
the estimated rent over the next three years.

●● Cost of Renter’s Insurance. She does not have renter’s insurance at this time, as 
the value of her household assets is low.

●● Opportunity Cost of Security Deposit. She provided a security deposit of $2,000 
to the apartment complex. Although she expects to get this deposit back when 
she stops renting, there is an opportunity cost associated with it. She believes she 
might earn 2% (after considering tax effects) annually if she had been able to invest 
those funds, which would have generated annual interest of $40 (computed as 
$2,000 * .02). The opportunity cost over three years is three times the annual 
opportunity cost, or $120.

●● Total Cost of Renting. Stephanie estimates the total cost of renting as $12,040 per 
year and $36,120 over the next three years, as shown in Exhibit 10.8.

Stephanie determines the total cost of purchasing a home by adding up expenses, sub-
tracting any tax savings, and subtracting the value of the equity:

●● Mortgage Payment. The primary cost of buying a home is the mortgage payment, 
which she expects to be $1,028 per month or $12,336 per year (not including pay-
ments for property taxes or home insurance).

●● Down Payment. Stephanie would make a down payment of $15,000 to buy the 
home.

EXAMPLE
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Cost of Renting Amount per Year Total over Next Three Years

Rent ($1,000 per month) $12,000 $36,000
Renter’s insurance 0 0
Opportunity cost of security deposit 40 120
Total cost of renting $12,040 $36,120

Cost of Purchasing
Mortgage payment $  1,028 × 12 = $12,336 $37,008
Down payment $15,000 (first year only) 15,000 (first year only)
Opportunity cost of down payment 300 900
Property taxes 3,000 9,000
Home insurance 1,000 3,000
Closing costs 4,000 (first year only) 4,000 (first year only)
Maintenance costs 1,000 3,000
Total costs before tax benefits $71,908
– Total tax savings –0
– Equity investment –34,000
Cost of purchasing home over 3 years $37,908

EXHIBIT 10.8  Comparing the Total Cost of Renting Versus Buying a Home  
over a Three-Year Period

●● Opportunity Cost of the Down Payment. If Stephanie did not buy a house, she 
believes she could have invested the $15,000 and earned 2% per year after con-
sidering tax effects. Therefore, the annual opportunity cost (what she could have 
earned if she invested the funds) is $300 (computed as $15,000 * .02).

●● Property Taxes. Stephanie assumes that the annual property tax will be $3,000 
based on last year’s property tax paid by the current owner of the home. Thus, 
the expected property tax payments over the next three years are estimated to be 
$9,000 (computed as 3 * $3,000).

●● Home Insurance (including mortgage insurance). Insurance on this home is 
expected to cost a total of $1,000 per year or a total of $3,000 over a three-year 
period (computed as 3 * $1,000).

●● Closing Costs. Closing costs (transaction costs) associated with buying a home 
must be included, although those costs are incurred only in the first year for a mort-
gage. The closing costs are estimated to be $4,000, as shown earlier.

●● Maintenance Costs. Stephanie expects maintenance costs on the home to be 
$1,000 per year.

●● Utilities. She will pay for utilities such as water and electricity and will incur a cable 
TV bill if she buys the home. She already incurs those costs while renting an apart-
ment, so she does not need to include them in her analysis.

●● Tax Savings. Stephanie must also consider the potential tax savings that a home 
provides. She believes that her income will likely be taxed at a personal income 
tax rate of about 12% in the future. Because the home mortgage interest is tax-
deductible (if she itemizes her tax deductions), she estimates that her taxes will be 
reduced by 12% of the amount by which her taxable income is reduced. The amount 
of mortgage interest changes every year and therefore so do her tax savings from 
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278 Chapter 10  Purchasing and Financing a Home

interest expenses. She can estimate her interest expenses over three years by using 
an amortization table based on her mortgage amount, mortgage maturity, and mort-
gage rate. She estimates that her mortgage interest expense over the next three 
years will be about $18,000.

Property taxes are tax-deductible (if Stephanie itemizes her tax deductions). Given an 
annual property tax of $3,000, she will have a $9,000 tax deduction over the next three 
years. Stephanie may also generate tax savings from the points that she would pay (a one-
time fee of $1,300) as part of the closing costs because the points are tax-deductible if 
she itemizes her tax deductions.

The total itemized deductions resulting from the purchase of the house over the next 
three years are:

Deduction

Interest $18,000
Property Taxes $9,000
Points $1,300
Total $28,300

This means that if Stephanie itemizes her deductions, she could reduce her taxable income 
by $28,300 over the next three years. However, if she itemizes her deductions, she would 
no longer be allowed to take the standard deduction, as explained in Chapter 4. If Stepha-
nie chooses not to itemize her deductions, she can take a standard deduction of $12,000 
each year, which adds up to $36,000 over three years. Therefore, even if Stephanie buys 
the home, she benefits more from the standard deduction than if she itemized her deduc-
tions (unless she will have some other major itemized deductions unrelated to her home 
purchase). For this reason, the tax savings to Stephanie from purchasing the home are 
shown as zero in Exhibit 10.8.

●● Value of the Equity Investment. A major advantage of owning a home is that 
Stephanie will have an equity investment in it that grows over time. Her down 
 payment will be $15,000, and she will pay about $19,000 in principal on her fifteen-
year mortgage over the three-year period, which means that value of her equity 
investment would be $34,000 (computed as $15,000 + $19,000) over the three-
year period. The value of this equity investment could be higher in three years if the 
market value of the home increases.

●● Total Cost of Purchasing a Home. The total cost of purchasing a home over the three-
year period is determined by adding all the expenses due to purchasing the home, 
subtracting the tax savings from purchasing the home (which is zero in Stephanie’s  
case), and then subtracting the equity investment. As shown in Exhibit 10.8, Stephanie  
estimates that the total cost of purchasing the home over the three-year period 
will be $37,908.

The total cost of purchasing a home over three years is estimated to be $1,788 more 
than the cost of renting (computed as $37,908 - $36,120). Given such a small differ-
ence between the cost of purchasing the home versus renting over a three-year period, 
Stephanie decides that she wants to buy the home. She would rather live in a home that 
she owns than live in an apartment. She purposely used a conservative assumption in her 
analysis that the home’s market value would not change over time, but she really expects 
that the home’s value may rise over time. Even if the value of the home increases by a 
small percentage such as 1% per year, the market value of her equity in the home would 
increase by more than $3,000 in three years. With this revised assumption, the cost of 
purchasing the home would be less than renting an apartment over a three-year period.

Now that Stephanie has decided that she wants to purchase a home and can afford it, 
she negotiates with the seller, and she ultimately submits an offer of $145,000, which is 
accepted by the seller.
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Special Types of Mortgages
In some cases, prospective buyers do not qualify for a traditional fixed-rate mortgage or 
an adjustable-rate mortgage. Some special types of mortgages are available that can make 
a home more affordable.

Graduated Payment Mortgage
A graduated payment mortgage sets relatively low monthly mortgage payments when 
the mortgage is first created and then gradually increases the payments over the first five 
or so years. The payments level off after that time. This type of mortgage may be useful 
for someone whose income will increase over time because the mortgage payments will 
increase as the homeowner’s income increases. A graduated payment mortgage would not 
be desirable for people who are not certain that their income will rise.

Balloon Payment Mortgage
A balloon payment mortgage sets relatively low monthly payments and then requires 
one  large payment (called a balloon payment) after a specified period (such as five 
years) to pay off the remainder of the mortgage loan. A balloon payment mortgage is 
sometimes offered by the seller of a home to the buyer, especially when the buyer cannot 
afford to make large monthly payments and does not qualify for a more traditional mort-
gage. In this situation, the seller might provide a mortgage for five years. The expectation 
is that the buyer’s income will rise, enabling the buyer to obtain a traditional mortgage 
from a financial institution before the end of the five-year period. Then, the buyer will 
have enough cash to make the balloon payment to the seller. Under the CFPB’s rules, a 
balloon payment mortgage generally cannot be a Qualified Mortgage unless the lender 
qualifies as a “small creditor” (the seller of the home would likely qualify) and other 
criteria are met.

Interest-Only Mortgage
Interest-only mortgages are adjustable-rate mortgages that allow home buyers to pay 
only interest on the mortgage during the first few years. These mortgages were popular 
in the years before the financial crisis when house prices were rising rapidly. Some buyers 
liked them because no principal was paid in the first years, so the mortgage payments 
seemed more affordable. However, the mortgage payment increased abruptly when the 
homeowner had to begin making principal payments. Some mortgage payments increased 
by 30% or more, and many homeowners were unable to make their payments. Under 
the CFPB’s rules, interest-only mortgages cannot be Qualified Mortgages, and they are 
rarely offered today.

Mortgage Refinancing
Mortgage refinancing involves paying off an existing mortgage with a new mortgage that 
has a lower interest rate. You may use mortgage refinancing to obtain a new mortgage if 
market interest rates (and therefore mortgage rates) decline. One disadvantage of mortgage 
refinancing is that you will incur closing costs again. Nevertheless, it may still be advanta-
geous to refinance because the savings on your monthly mortgage payments (even after 
considering tax effects) may exceed the new closing costs. Mortgage refinancing is more 
likely to be worthwhile when the prevailing mortgage interest rate is substantially below 
the interest rate on your existing mortgage. It is also more likely to be worthwhile when 
you expect to be living in the home for a long time because you will reap greater benefits 
from the lower monthly mortgage payments that result from refinancing. If you have 
an FHA-guaranteed mortgage, you may be eligible for the FHA’s “streamline refinance” 
program, which can be a faster and less expensive way to refinance for some borrowers.

graduated payment 
mortgage
A mortgage where the 
payments are low in the 
early years and then rise 
toahigherlevelovertime.

balloon payment 
mortgage
A mortgage where the 
monthly payments are 
relativelylow,butone
large payment is required 
afteraspecifiedperiodto
payoffthemortgageloan.

mortgage refinancing
Payingoffanexisting
mortgage with a new 
mortgage that has a lower 
interest rate.
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Rate Modification
When interest rates decline, some mortgage lenders may be willing to allow a “rate 
 modification” to existing mortgage holders with a fixed-rate mortgage. They may charge 
a one-time fee that is typically between $500 and $1,500. Your fixed-rate mortgage may 
be revised to reflect the prevailing mortgage rate. You can benefit because you receive the 
lower interest rate. You would not need to go through the process of refinancing through 
another mortgage lender or incur costs associated with a new mortgage application. Some 
mortgage lenders are willing to allow rate modifications because they realize that if they 
do not provide you with an opportunity to pay the lower interest rate, you will likely 
obtain a new mortgage from another lender and will pay off your existing mortgage. In 
this case, you will no longer make payments at the high interest rate, and your existing 
mortgage lender will lose you as a customer. By allowing a rate modification, your exist-
ing mortgage lender retains you as a customer by offering you a mortgage that is similar 
to what it is presently offering to other new customers, and it earns a one-time fee from 
you for modifying the mortgage rate that you are charged.

Refinancing Analysis
To determine whether you should refinance, you can compare the advantage of monthly 
savings of interest expenses to the cost of refinancing. If the benefits from reducing your 
interest expenses exceed the closing costs incurred from refinancing, the refinancing is 
feasible.

The advantages of refinancing (lower interest payments) occur each year, whereas the 
disadvantage (closing costs) occurs only at the time of refinancing. Therefore, refinanc-
ing tends to be more beneficial when a homeowner plans to own the home for a longer 
period. The savings from a lower interest payment can accumulate over each additional 
year the mortgage exists. Taxpayers who itemize their deductions rather than taking 
the standard deduction for personal tax purposes must consider that their tax benefits 
of itemizing might be reduced if they pay lower interest payments due to refinancing a 
mortgage. In addition, the Tax Cuts and Jobs Act of 2017 boosted the standard deduction 
substantially, which will likely cause most taxpayers to use a standard deduction rather 
than itemize deductions.

How a Mortgage Fits Within Your Financial Plan
The following are the key mortgage loan decisions that should be included within your 
financial plan:

• What mortgage amount can you afford?

• What maturity should you select?

• Should you consider a fixed-rate or an adjustable-rate mortgage?

By making informed decisions, you can avoid accumulating an excessive amount of 
debt. Exhibit 10.9 provides a summary of how Stephanie Spratt’s mortgage loan decisions 
apply to her financial plan.

Go to:
www.mortgageloan.com 
and insert the search 
term“refinance”

To get:
Informationabout
refinancingloans.

Financial Planning
ONLINE
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GOALS FOR MORTGAGE FINANCING

ANALYSIS

DECISIONS

Decision on Affording a Mortgage

Decision on Mortgage Maturity

I prefer the fifteen-year mortgage because even though the monthly payment is higher, the extra payment is
paying down my mortgage loan, and will allow me to rapidly increase my equity investment in my home over
time.
Decision on Type of Mortgage

I can a�ord the home that I wish to buy. My annual cash outflow to make the mortgage payment is only
$28 per month more than my rent. I have already reduced some expenses in preparation for the home 
purchase. I do not expect to save much money after paying my other bills and the mortgage each month, but 
a substantial portion of my mortgage payment is paying o� the loan principal, which means that I will be 
rapidly increasing my equity investment in the home every month.

1.   Limit the amount of mortgage financing to a level that is a�ordable.
2. Select a short loan maturity if possible, assuming that the payments are a�ordable.
3. Select the type of mortgage loan (fixed- or adjustable-rate) that is more likely result        
    in lower interest expenses.

I prefer a fixed-rate mortgage because I do not want to worry about the possibility of the mortgage rate rising 
over time. 

Thirty-Year Mortgage
(5% interest rate)

Fifteen-Year Mortgage
(5% interest rate)

Monthly payment $698 $1,028

Difference between monthly
mortgage payment and
rent payment $1,028 − $1,000 = $28

Total interest payments

$698 − $1,000 = −$302

$55,045$121,231

Dollar amount (and proportion)
of the $130,000 mortgage that
is paid off after 5 years 

$10,623 (8% of the initial
mortgage balance) is paid
off.

$33,076 (25% of the
initial mortgage balance)
is paid off.

Advantages Smaller monthly
mortgage payment.

The higher monthly
mortgage payment is
almost like savings,
because it is being used to
pay off more of the
mortgage principal each
month.

EXHIBIT 10.9 How Mortgage Financing Fits Within Stephanie Spratt’s Financial Plan

DISCUSSION QUESTIONS

 1. How would Stephanie’s mortgage financing decisions be different if she were a 
single mother of two children?

 2. How would Stephanie’s mortgage financing decisions be affected if she were  
35 years old? If she were 50 years old?
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Affording a Home. When considering the pur-
chase of a home, you should evaluate your finan-
cial situation to determine how much you can 
afford. To determine the amount you can afford 
when purchasing a home, consider the down pay-
ment that you can make. In addition, consider the 
amount of your income that you can use each 
month to cover the mortgage payment.

Selecting a Home to Purchase. When shop-
ping for a home, some of the key criteria used in 
the selection process are price, convenience of 
the location, the school system, and the potential 
resale value.

Valuation of a Home. You can conduct a valua-
tion of a home with a market analysis. Homes in 
the same area that were recently sold can be used 
to determine the average price per square foot. 
Then, this price per square foot can be applied to 
the square footage of the home you wish to value.

Transaction Costs. The transaction costs of pur-
chasing a home include the down payment and 
closing costs. The key closing costs are points and 
the origination fee.

Financing with a Fixed-Rate Mortgage. A 
fixed-rate mortgage specifies a fixed interest rate 
to be paid over the life of the mortgage. Because 
most of the monthly mortgage payment on a 
thirty-year mortgage is allocated to cover the 
interest expense in the early years, a relatively 
small amount of principal is paid off in those 
years. A fifteen-year fixed-rate mortgage is a 
popular alternative to the thirty-year mortgage. It 
requires a larger monthly payment, but a larger 
proportion of the payment is allocated to principal 
in the early years.

Financing with ARMs. An adjustable-rate 
 mortgage (ARM) ties the interest rate to an inter-
est rate index, so the mortgage interest rate 
changes over time with the index. Homeowners 
who expect interest rates to decline in the future 
are especially likely to choose ARMs.

Buying a Home Versus Renting. Before making 
a final decision to buy a home, you can compare 
the total cost of owning a home versus renting 
over a particular period to determine which choice 
will enhance your financial position more. The 
total cost of owning a home is estimated by add-
ing up the expenses associated with the home, 
subtracting the tax savings from owning the 
home, and subtracting the expected value of the 
equity of the home at the end of the period.

Special Types of Mortgages. When prospective 
buyers do not qualify for a traditional mortgage, 
they may consider special types of mortgages 
that can make a home more affordable, such as a 
graduated payment mortgage, a balloon payment 
mortgage, or an interest-only mortgage.

Mortgage Refinancing. You may consider mort-
gage refinancing when quoted interest rates on 
new mortgages decline. When refinancing, you 
will incur closing costs. Thus, you should consider 
refinancing only if the benefits (expected reduc-
tion in interest expenses over time) exceed the 
closing costs.

How Mortgage Financing Fits Within Your 
Financial Plan. Mortgage financing allows you to 
obtain a home, and therefore it may be necessary 
for you to complete your financial plan.

SUMMARY

REVIEW QUESTIONS

All Review Questions are available in MyLab Finance at www.pearson.com/mylab/finance.

1. Steps in Buying a Home. What is your first task 
when considering buying a home? Why is this step 
important? How can a real estate broker help you?

2. Purchasing a Home. What are the two financial 
components you must consider before purchasing 
a home? Why should you consider them?

3. Affordable Payments. What should you consider 
when determining an affordable down payment 
and monthly mortgage payments?

4. Economic Conditions and Job Stability. How do 
economic conditions and the stability of your job 
affect the home buying decision?

5. Selection Criteria. List the criteria you should use 
when selecting a home.

6. Selection Criteria. How do price, convenience of 
the location, and maintenance affect your home-
buying decisions?

M10_MADU9969_07_SE_C10.indd   282 28/11/2018   17:30

http://www.pearson.com/mylab/finance


 Financial Planning Problems 283

7. Real Estate Agents. What services do real estate 
agents and brokers provide?

8. School System Influence. Why is the reputation of 
the school system in the area of the home you are 
buying important?

9. Home Insurance and Taxes. Why do insurance 
costs and taxes vary among homes?

10. Home Resale Value. What is the main factor in 
determining a home’s resale value? How can you 
predict a home’s resale value? Who pays commis-
sions when a home is sold?

11. Market Analysis. Once you have reduced your list 
of three or four homes down to one home, what 
is your next step? Should you offer the price the 
seller is asking? Describe how you would conduct 
a market analysis of the home.

12. Demand for Homes. Why does the value of a 
home depend on the demand for homes? What 
factors influence the demand for homes?

13. Economic Conditions. How do strong economic 
conditions affect home values? Explain how a 
weak economy affects the values of homes.

14. Mortgage Default. What does it mean to default 
on a mortgage? How do changing home values 
affect mortgage defaults?

15. Loan Programs. How do lenders protect their 
interest in a home? Describe two government-
backed home loan programs.

16. Closing Costs. What are closing costs? List and 
briefly describe the different closing costs you 
might incur when applying for a mortgage.

17. Fixed-Rate Mortgage. Describe the character-
istics of a fixed-rate mortgage. Why do certain 
homeowners prefer a fixed-rate mortgage to an 
 adjustable-rate mortgage?

18. Amortization Table. What is an amortization 
table? What does each mortgage payment 
represent?

19. Monthly Mortgage Payments. List the three things 
that determine the amount of the monthly mortgage 
payment. Explain how each affects the payment.

20. Adjustable-Rate Mortgage. Discuss the character-
istics of an adjustable-rate mortgage. What influ-
ences your choice of a fixed- or adjustable-rate 
mortgage?

21. Mortgage Preapproval. What does it mean to be 
preapproved for a mortgage? Why is it beneficial 
to get preapproved for a mortgage?

22. Costs of Renting. What are the costs of renting a 
home?

23. Costs of Buying a Home. Describe some of the 
costs of buying a home. Are there potential tax 
savings associated with buying a home?

24. Features of Special Types of Mortgages. Describe 
the features of graduated payment and balloon  
payment mortgages.

25. Mortgage Refinancing. What is mortgage 
refinancing? Are there any disadvantages to 
refinancing?

26. Mortgage Insurance. What is mortgage insurance? 
How does it impact the cost of your mortgage?

27. Home Buyer Risks. What are some of the risks 
associated with buying a home?

28. Qualified Mortgage. What is a Qualified 
Mortgage?

29. Home Inspection. What is a home inspection? 
Why is it important for you to have a home 
inspected before purchase?

30. FHA Loans. What is an FHA loan? How does the FHA 
or VA help lower-income individuals buy homes?

31. Escrow Accounts. What is an escrow account? 
How do escrow accounts help protect the lender?

32. Balloon Payment Mortgage. What is a balloon 
payment mortgage? When is this type of mortgage 
useful?

FINANCIAL PLANNING PROBLEMS

All Financial Planning Problems are available in MyLab Finance at www.pearson.com/mylab/finance.

1. Mortgage Payment. Dorothy and Matt are 
ready to purchase their first home. Their cur-
rent monthly cash inflows are $4,900, and their 
current monthly cash outflows are $3,650. Their 
rent makes up $650 of their cash flows. They 
would like to put 10% of their cash inflows in 

savings and put another $200 in their checking 
account for emergencies. How much of a mort-
gage payment can they manage under these 
conditions?

2. Home Price Offer. Denise and Kenny are ready to 
make an offer on an 1,800-square-foot home that is 
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priced at $135,000. They investigate other homes on 
lots of similar size and find the following information:

• A 2,400-square-foot home sold for $168,000.

• A 1,500-square-foot home sold for $106,500.

• An 1,100-square-foot home sold for $79,000.

  What offer should they make on the home?

3. Closing Costs. Larry and Laurie have found a 
home and made a $125,000 offer that has been 
accepted. They make a down payment of 10%. 
Their bank charges a loan origination fee of 1% of 
the loan and points of 1.5% (both are based on the 
loan amount). Other fees include a $25 loan appli-
cation fee, a $250 appraisal fee, and $350 for title 
search and insurance. How much cash will Larry 
and Laurie need at closing?

4. Total Interest Paid. Lloyd and Jean are considering 
purchasing a home requiring a $75,000 mortgage. 
The payment on a thirty-year mortgage for this 
amount is $498.97. The payment for a fifteen-year 
maturity is $674.12. What is the difference in the total 
interest paid between the two different maturities?

5. Tax Savings. This month you made a mortgage 
payment of $700, of which $600 was an interest 
payment and $100 a payment of the loan principal. 
You are in the 24% marginal tax bracket and you will 
itemize instead of taking the standard deduction. 
What are the tax savings as a result of this payment?

6. Annual Costs of Renting. Teresa rents her apart-
ment for $850 per month, utilities not included. 
When she moved in, she paid a $700 security 
deposit using money from her savings account 
that was paying 3% interest. Her renter’s insur-
ance costs her $80 per year. What are Teresa’s total 
annual costs of renting?

7. Cost of Condo. Matt has found a condominium 
in an area where he would enjoy living. He would 
need a $5,000 down payment from his savings 
and would have to pay closing costs of $2,500 to 
purchase the condo. His monthly mortgage pay-
ments would be $520 including property taxes and 
insurance. The condominium’s homeowner’s asso-
ciation charges maintenance fees of $400 per year. 
Calculate the cost of Matt’s condo during the first 
year if he currently has the $5,000 down payment 
invested in an account earning 5% interest.

8. Tax Savings. Matt (from problem 7) paid mortgage 
interest of $4,330 during his first year in the condo. 
His property taxes were $600, and his homeown-
er’s insurance was $460. If Matt is in a 24% mar-
ginal tax rate bracket, what were his tax savings for 
his first year assuming he will itemize deductions?

9. Refinancing. Doug and Lynn bought their home 
three years ago. They have a mortgage payment 
of $601.69. Interest rates have recently fallen, 
and they can lower their mortgage payments to 
$491.31 if they refinance. What would their annual 
savings be if they refinance? They are in a 12% 
marginal tax rate bracket and have sufficient 
deductions to itemize. (Hint: Consider the reduc-
tion in tax savings.)

10. Refinancing. If the cost of refinancing their house 
is $3,860, how long would Doug and Lynn (from 
problem 9) have to remain in their home to 
recover the cost? (Ignore any interest on the sav-
ings in answering this question.)

11. Accumulating the Down Payment. Paul wants 
to purchase his own home. He currently lives in 
an apartment, and his rent is being paid by his 
parents. Paul’s parents have informed him that 
they would not pay his mortgage payments. Paul 
has no savings, but can save $400 per month. 
The home he desires costs $100,000, and his real 
estate broker informs him that a down payment of 
20% would be required. If Paul can earn 4% on his 
savings, how long will it take him to accumulate 
the required down payment?

12. Mortgage Affordability. Paul (from problem 11) 
will be able to save $400 per month (which can 
be used for mortgage payments) for the indefinite 
future. If Paul finances the remaining cost of the 
home (after making the $20,000 down payment) at 
a rate of 5% over thirty years, what are his result-
ing monthly mortgage payments? Can he afford 
the mortgage?

13. Mortgage Insurance. Justin’s new FHA mortgage 
is for $131,500. How much will his overall mort-
gage increase with an upfront fee of 1.5%? How 
much will his total mortgage be with the upfront 
mortgage insurance fee added? Will Justin always 
pay mortgage insurance on this loan?

14. Computing a Mortgage Payment. N’Cho just pur-
chased a home for $135,000. He put 10% down 
and financed the remainder for thirty years at 
4.8%. How much is his monthly principal and 
interest payment?

15. Ethical Dilemma. Mia would like to purchase a 
specific home and knows that she can afford the 
home, but her income is slightly lower than the 
amount needed to qualify for the mortgage. She 
is a waitress and makes much of her income from 
tips, so she can exaggerate her estimated income. 
Should she increase her estimated income on the 
mortgage application?
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FINANCIAL PLANNING ONLINE EXERCISES

1. Go to a Web site such as www.bankrate.com that has calculators to derive an  
amortization table.

 a. Determine the monthly payment on a $200,000 fifteen-year mortgage with a  
5% interest rate.

 b. Now change the interest rate to 6%. What is the difference in monthly payments 
on the loan?

 c. Now change the loan term to thirty years, and assume a 5% interest rate. What is 
the difference in monthly payments on the loan?

2. Go to www.realtor.com. Enter the ZIP Code of your current home or the ZIP Code of 
where you plan to live after graduation, the price range of houses you are interested 
in, the number of bedrooms and baths, and click “Search.”

 a. How many houses meet your criteria in the designated area?

 b. What is the range of prices, highest to lowest?

 c. Of the houses listed, identify the one that you are most interested in, and  
explain why.

3. Go to www.mortgageloan.com and search using the terms “refinance” and 
“mortgage.”

 a. What are the current national refinance rates for a thirty-year fixed mortgage? For 
a fifteen-year fixed mortgage?

 b. Discuss the benefits of home refinancing.

4. Go to www.bankrate.com or to another Web site that contains amortization schedule 
calculators to answer the following questions:

 a. Assume you have a mortgage of $150,000 for thirty years at 5%. What are (1) the 
monthly payment, (2) the total payments, and (3) the total interest payment?

 b. Assume the same data as in “a” except for a term of fifteen years. What are  
(1) the monthly payment, (2) the total payments, and (3) the total interest payment?

 c. Assume the same facts as in “a” except the interest rate is 6%. What are (1) the 
monthly payment, (2) the total payments, and (3) the total interest payment?

5. Access www.hud.gov. or another Web site that has information on FHA loans and 
answer the following questions:

 a. What are FHA loans, and how long have they been in existence?

 b. What are the key aspects of an FHA loan?

 c. What are the five eligibility requirements?

PSYCHOLOGY OF PERSONAL FINANCE: Buying Your Home

1. Home buyers tend to buy a home for more  
money than they originally planned to spend.  
This occurs because as they start looking at 
homes for sale, they commonly see a home 
with desirable features that is priced beyond the 
amount they had planned to spend. Describe your 
behavior if you were going to buy a home. Does  
the behavior described in this question reflect 

your behavior, or would you be more  
disciplined?

2. Read one practical article of how psychology 
affects decisions when buying a home. You can 
easily retrieve possible articles by doing an online 
search using the terms “psychology” and “buying 
home.” Summarize the main points of the article.
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WEB SEARCH EXERCISE

You can develop your personal finance skills by conducting an Internet search for related 
articles. Find a recent online article about personal finance that reinforces one or more 
concepts covered in this chapter. If your class has an online component, your professor 
may ask you to post your summary of the article there and provide a link to the article 
so that other students can access it. If your class is live, your professor may ask you to 
summarize your application of the article in class. Your professor may assign specific 
students to complete this assignment or may allow any student to do the assignment on 
a volunteer basis.

For recent online articles related to this chapter, consider using the following search 
terms (be sure to include the current year as a search term to ensure that the online 
articles are recent):

• Purchasing a home

• Choosing a realtor

• Pricing a home

• Financing a home

• Selecting a mortgage

• Managing mortgage payments

• Buying a home versus renting

VIDEO EXERCISE: Purchasing a Home

Go to one of the Web sites that contain video clips (such as www.youtube.com) and 
view some video clips about purchasing a home. You can use search phrases such as 
“buying a home.” Select one video clip on this topic that you would recommend for the 
other students in your class.

1. Provide the Web link for the video clip.

2. What do you think is the main point of this video clip?

3. How might you change your process of purchasing a home after watching this  
video clip?

4. What was the most unexpected thing you learned from watching this video?
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1. CONSIDERING THE PURCHASE OF A HOME

If you are presently planning to buy a home, you can use actual data in your city to conduct your 
analysis. However, even if you are not presently searching for a home, you can still benefit from 
conducting the analysis, because it may offer you more insight into whether you can afford to 
buy a home and how much your monthly mortgage payment would be.

If you are not working full-time, you can conduct your analysis as if you have completed your 
degree and begun your professional occupation. Use Zillow.com or an alternative Web site that 
allows you to review homes for sale in a neighborhood where you would like to live. Review the 
homes for sale as if they were available at the existing sales prices at the time you begin your 
professional occupation. Be realistic on how much you might be able to afford when you begin 
your professional occupation. The homes that you review should be no more than three times 
your expected annual income at the time you begin your professional career.

Select one home that you especially like and think is relatively good value (based on the very 
limited research you conducted) if you were ready to purchase a home today. Identify the home 
you selected in some manner (on some home Web sites such as Zillow, each home has its own 
Web address)

a. What is the sale price of the home?  

b.  What is the square footage of the home?  

c. What is the price per square foot?  

d. Why did you select this home? What in particular made it stand out above the other  
homes for sale?  

2. ESTIMATING YOUR MORTGAGE PAYMENTS WHEN BUYING A HOME

Assume that you want to purchase the home that you selected for the quoted sale price. Assume that you 
make a down payment of 10% of the home, and obtain a mortgage loan for the remaining 90%. Assume you 
can obtain a thirty-year mortgage at an interest rate of 5%. Use this information to determine your amor-
tization schedule. The following template can be used to derive the monthly mortgage payment based on 
your input. The template does not account for property taxes or home insurance, so you should keep those 
expenses in mind as well when considering the purchase of a home.

BUILDING YOUR OWN FINANCIAL PLAN: Chapter 10

The financial planning spreadsheets available at www.pearson.com/mylab/finance will 
automatically perform computations, charts, and graphs based on your input.

MyLab Finance
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TEMPLATE USED TO ESTIMATE YOUR MORTGAGE PAYMENTS

Loan Amount          
Number of Years         
Annual Interest Rate         
Monthly Payment         

 a. What is the monthly mortgage payment?

   

 b. Now consider your payment if you were able to obtain a mortgage at a 4% interest rate. By how 
much would your monthly payment decrease?

   

 c. Now consider your payment if you obtained a fifteen-year mortgage instead of the thirty-year 
mortgage at the 4% interest rate. By how much would your monthly payment increase?

   

 d. There are obvious trade-offs between a thirty-year and a fifteen-year mortgage. Would you prefer 
to have a thirty-year or a fifteen-year mortgage?   
Why?  
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1. Use a Web site or a financial calculator to determine the monthly mortgage payment (excluding 
property taxes and insurance) on a $130,000 mortgage if the Sampsons obtain a new thirty-year 
mortgage at the 5% interest rate.

Mortgage loan $130,000

Interest rate 5%

Years 30

Monthly mortgage payment

2. The Sampsons expect that they will not move for at least three years. Advise the Sampsons on 
whether they should refinance their mortgage by comparing the savings of refinancing with the 
costs.

Current mortgage payment $780

Mortgage payment at 5%

Monthly savings

Annual savings

Years in house after refinancing 3

Total savings

3. Why is the Sampsons’ potential benefit from refinancing their mortgage influenced by the number 
of years that they remain in the home after the refinancing?

   

   

   

When the Sampsons purchased a home, they obtained a thirty-year mortgage with a 
fixed interest rate of 6%. Their monthly mortgage payment (excluding property taxes 
and insurance) is about $780 per month. The Sampsons still owe about $130,000 on their 
existing mortgage. Today, they could obtain a thirty-year $130,000 mortgage with an 
interest rate of 5%. Dave and Sharon want to determine how much they can lower their 
monthly payments by refinancing. If they refinance their home, they would incur trans-
action fees of $3,500 after considering any tax effects. The Sampsons take the standard 
deduction when calculating their personal income taxes, so their interest payments on 
their mortgage are not tax-deductible.

MyLab FinanceTHE SAMPSONS—A Continuing Case: Chapter 10
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Your friend Brad Brooks now has the urge to upgrade his car and housing situations, 
and he needs your guidance.

BRAD BROOKS—A Continuing Case: Part 3 MyLab Finance

 1. Brad is interested in purchasing an SUV for $35,000. He has found a buyer who will pay him $15,000 cash for 
his existing car. This would enable him to pay off his current car loan (loan balance on his existing car is pres-
ently $10,000) and still have $5,000 for a down payment on the SUV. He would finance the remaining $30,000 
of the purchase price for four years at 8%.

  a.  Search for “car loan payment calculator” on the Internet, and use the calculator (or use your own calculator) 
to determine Brad’s monthly payment if he buys the SUV. By how much would his monthly car payment 
increase if he purchases the SUV?

    

  b. Do you agree with Brad’s idea to buy the new SUV? Explain.

    

    

    

 2. Brad realizes that he might be better off buying a small home instead of paying $2,000 per month rent. He 
has noticed that a townhome not far from his workplace is for sale for $200,000. A financial institution would 
provide Brad with a mortgage so that he could buy the townhome under the conditions of a 10% down pay-
ment ($20,000), with a thirty-year mortgage of $180,000 at a 5% interest rate. While he does not have the down 
payment at this time, he still wants to consider what his monthly mortgage payment would be.

  a.  Help Brad by accessing a mortgage calculator on the Internet (use the search term “mortgage calculator”) 
and determine what his monthly payment would be. How much would Brad save per month by having 
the mortgage instead of paying rent? (Ignore some other costs of home ownership such as closing costs, 
property taxes, and home insurance.)

    

    

    

  b.  Do you think Brad should consider purchasing a home now (assuming that he is able to borrow funds from 
a family member to make the down payment)?
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The chapters in this part focus on insurance, which is critical for protect-

ing you and your personal assets against damages and liability. Chapter 11 

focuses on decisions about auto and homeowner's insurance. Chapter 12 

presents key considerations regarding health and disability insurance, and 

Chapter 13 explains the provisions of life insurance.

Your 
Financial 
Plan for

Protecting 
Your Wealth

Your
Wealth

Chapter 11
 Auto and 

Homeowner’s 
Insurance

■ Do you have adequate auto and home 
insurance?

■ How much insurance should you plan 
to have in the future?

Chapter 12
Health and 
Disability 
Insurance

■ Do you have adequate health and 
disability life insurance?

■ How much health and disability 
insurance should you plan to have 
in the future?

Chapter 13
Life 

Insurance

■ Do you need life insurance?
■ What type of life insurance is most 

appropriate for you?
■ How much life insurance should you 

plan to have in the future?

Protecting Your Wealth 4 
part 
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MyLab Finance helps you master the topics in this chapter and study more  
efficiently. Visit www.pearson.com/mylab/finance for more details.

M att was recently in a major 

accident that caused exten-

sive damage to his eight-

year-old sedan. When his insurance 

company asked Matt to get an esti-

mate of the cost of repairs, he took it 

to a well-respected repair shop. They 

quoted a total repair bill of $5,250.

Matt was prepared to pay his $250 

deductible as long as the insurance 

company paid the rest. Because the 

book value of a car of his make and 

model, in good condition, is only $3,240, the insurance company “totaled” his car, declaring it 

a total loss and reimbursing him only to the extent of the book value. Matt must either repair 

the car using the insurance company reimbursement plus more than $2,000 out of his own 

pocket or accept the loss and buy another car.

Understanding your insurance needs is important when determining the type and amount of 

coverage you need to shield you from financial loss and protect you against liability.

Auto and Homeowner’s 
Insurance 11 

chapter 

Monkey Business Images/Shutterstock
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The objectives of this chapter are to:

• Explain insurance and risk management

• Describe the role of insurance companies

• Provide a background on auto insurance

• Identify the factors that affect your auto insurance premium

• Explain how to respond if you are in an auto accident

• Describe the key provisions of homeowner’s insurance

• Describe the factors that influence the premiums paid for homeowner’s 
insurance

• Describe the use of renter’s insurance

• Describe the use of umbrella personal liability insurance policies

• Explain how insurance fits within your financial plan

Insurance and the Management of Risk
Property insurance ensures that any damages to your auto and home are covered, and 
that your personal assets are protected from any liability. In the context of insurance, 
the term liability is used to mean that you may be required to pay other individuals for 
damage that you caused to them or to their property. Health insurance can ensure that 
most of your medical bills will be covered and therefore can also protect your personal 
assets from any liability. Life insurance can ensure financial support for your dependents, 
other individuals, or charities when you die.

The primary function of insurance is to maintain your existing level of wealth by 
protecting you against potential financial losses or liability as a result of unexpected 
events. It can ensure that your income continues if an accident or illness prevents you 
from working, or it can prevent others from taking away your personal assets.

You benefit from having auto insurance even when you do not receive any payments 
from the insurance company because you have the peace of mind of knowing that your 
assets are protected if you are in a collision. Insurance is costly, but it may be well worth 
the cost to ensure that your wealth will not be taken away from you. However, you do 
not want to waste money by overinsuring. It is important, therefore, that you carefully 
identify your exposure to possible losses, so that you can purchase insurance that properly 
protects you against the possible losses that could occur.

In the context of insurance, the term risk can be defined as exposure to events (or 
 perils) that can cause a financial loss. Risk management represents decisions about 
whether and how to protect against risk. The first step in risk management is to rec-
ognize the risks to which you are exposed. Then you must decide whether to protect 
against risk. Your alternative strategies are to avoid risk, reduce risk, or insure against 
risk. If you decide to insure against risk, you can select the amount of coverage as well 
as policy provisions.

Avoid Risk
Consider your actions that expose you to a financial loss. Owners are exposed to a finan-
cial loss if their property is damaged. You can avoid the risk of property damage by not 
owning any property. However, you cannot completely avoid risk by avoiding ownership 
of property. If you lease a car, you are still exposed to liability and financial loss if the 
car is in an accident. Other types of risk are unrelated to property. For example, you are 
exposed to a financial loss if you require medical attention or become disabled.

liability
The amount that you may 
be required to pay other 
individuals for damage 
that you caused to them or 
their property.

risk
Exposure to events or 
perils that can cause a 
financial loss.
risk management
Decisions about whether 
and how to protect 
against risk.
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Reduce Risk
One method of managing risk is to reduce your exposure to financial loss. For example, 
you can purchase a small home rather than a large home to reduce the maximum pos-
sible financial loss due to property damage. You can purchase an inexpensive car to limit 
the possible financial loss due to property damage. You may reduce the risk of losses on 
your home due to a fire by installing a fire alarm or smoke detector. You may be able 
to reduce your exposure to an illness or a disability by getting periodic health checkups.

However, these steps do not fully block your exposure to financial loss. If you drive 
a car, you are not only subject to property damage for your own car but also liability for 
damage to other vehicles and their drivers if you are found to be at fault for an accident. 
Your financial loss could be large even if the car you drive has little value.

Accept Risk
A third alternative when managing risk is to accept risk and not seek to limit your expo-
sure to a financial loss. This alternative may be feasible when the likelihood of an event 
that could cause a financial loss is very low and the potential financial loss due to the 
event is small. For example, if you seldom drive your car and live in a town with little traf-
fic, you are relatively unlikely to get into an accident. You are also more likely to accept 
risk when the possible financial loss resulting from the event is limited. For example, if 
you drive an inexpensive old car, you may be willing to accept your exposure to financial 
loss due to property damage. However, you are still subject to liability, which could put 
all your personal assets in jeopardy.

Psychology Behind Accepting Risk Many people opt to accept risk rather than 
pay for insurance because they do not feel much satisfaction from buying insurance. 
When they make a payment, they may feel that they receive nothing in return. Buying 
insurance is different from buying many other products or services that provide immedi-
ate benefits. In fact, some people might argue that they only benefit from insurance if 
an unfortunate event occurs that causes them to need it. Otherwise, they may perceive 
insurance as a waste of money. They should, however, consider their potential liability 
if an adverse event happens and they do not have insurance. In many cases, people 
do not make an informed decision to accept risk, but simply defer the decision to buy 
insurance because they do not want to spend the money. Or they may have a mind-
set that they will be careful and will therefore avoid any undesirable event that would 
require insurance.

However, people do not have complete control over whether adverse events occur. 
Careful drivers can have a major car accident. Prudent homeowners can be subject to 
major house damage due to weather. People with healthy diets can suffer from a major 
illness. The cost of an adverse event could completely wipe out one’s savings.

Insure Against Risk
A final alternative is to insure against risk. If you cannot avoid a specific type of risk, you 
cannot reduce that risk, and you do not wish to be exposed to financial loss due to the 
risk, you should consider insurance.

The decision to obtain insurance is determined by weighing the costs and the benefits. 
The cost of obtaining insurance is the premium that is paid for a policy each year. The 
benefit of obtaining insurance is that it can protect your assets or your income from events 
that otherwise might cause a financial loss. Consequently, you protect your existing net 
worth and increase the likelihood that you will be able to increase your net worth in the 
future. Without insurance, you could lose all your assets if you are involved in an accident 
that causes major repair expenses or liability.

You cannot insure against all types of risk, as some types of insurance are either 
unavailable or too expensive. Your risk management will determine which types of risk 
you wish to insure against. When there is a high likelihood that an event will cause a 

PSYCHOLOGY  
of Personal 

Finance

premium
The cost of obtaining 
insurance.
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financial loss, and the potential financial loss from that event is large, insurance should 
be considered. You may choose to accept the types of risk that might only result in small 
financial losses. In this chapter and the following two, you will learn the key provisions 
of auto, homeowner’s, health, disability, and life insurance. With this background, you 
can determine your own risk management plan.

Your risk management decisions are also affected by your degree of risk tolerance. 
For example, you and your neighbor could be in the same financial position and have the 
same exposure to various types of risk. Yet, you may obtain more insurance than your 
neighbor because you are more concerned about exposure to financial loss. Although 
you incur annual insurance expenses from insurance premiums, you are protected from 
financial losses resulting from covered perils.

Economic Impact on the Decision to Insure Against Risk
Your decision to insure against risk may be influenced by economic conditions. When 
economic conditions are favorable and incomes are higher, people are willing to purchase 
insurance or increase their insurance coverage. When economic conditions are weak, 
people tend to reduce their insurance so that they can use their funds for other purposes. 
However, consider the possible danger in reducing your own insurance coverage in a weak 
economy. You might not have alternative ways to cover unexpected expenses, especially if 
your future income is uncertain. Insurance should not be viewed as an optional purchase 
that is dropped whenever your income declines. Some level of insurance is necessary, just 
like food and shelter. Insurance can help you cover major expenses due to specific events 
(such as a car accident or medical problem) that could otherwise cause considerable 
financial problems for you.

Role of Insurance Companies
Insurance companies offer insurance policies that can protect you against financial loss. 
They charge premiums to the insured in return for the insurance they provide.

Because there are many different types of risk that could cause financial losses, 
there  are many different types of insurance that can protect you from those risks. 
Exhibit 11.1 describes the common events that can cause a major financial loss and the 
related insurance that can protect you from these events. The most popular forms of 
insurance for individuals are property and casualty insurance, life insurance, and health 
insurance. Property and casualty insurance is used to insure property and therefore con-
sists primarily of auto insurance and home insurance. Some insurance companies spe-
cialize in a particular type of insurance, whereas others offer all types of insurance for 
individuals. Companies that offer the same type of insurance vary in terms of the specific 
policies that they offer.

Some insurance companies are stand-alone operations, but other insurance busi-
nesses are associated with financial institutions such as commercial banks, savings institu-
tions, or securities firms. Some financial institutions have insurance centers within their 
branches to enable customers to take care of their insurance needs where they receive 
other financial services.

Insurance Company Operations
When an insurance company sells an insurance policy to you, it is obliged to cover claims 
as described in the insurance policy. For example, if your car is insured by a policy, the 
insurance company is obligated to protect you from financial loss due to an accident. If 
an accident occurs, the insurance company provides payments (subject to limits specified 
in the contract) to cover any liability to the driver and passengers and to repair property 
damage resulting from the accident.

ECONOMIC 
IMPACT
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In general, insurance companies generate their revenue from receiving payments for 
policies, and from earning a return from investing the proceeds until the funds are needed 
to cover claims. They incur costs from making payments to cover policyholder claims. 
The majority of policyholders do not need to file claims during the coverage period. When 
an insurance company makes payments due to a claim, the payments are commonly 
more than the annual premium that was paid by the policyholder. For example, consider 
a policyholder who pays $1,000 in auto insurance for the year. Assume that he is in an 
accident, and the insurance company has to pay $20,000 to cover liability and to repair 
the car. The payout by the insurance company is twenty times the premium received. In 
other words, it would take a total of twenty auto insurance policy premiums to generate 
enough revenue to cover the cost of the one claim.

When you buy insurance, you are relying on the insurance company to provide you 
with adequate coverage over a future period. However, if the insurance company misman-
ages its operations, it could experience large losses and not be able to cover your claim. 
In addition, you would probably lose the premium that you had already paid. Thus, it is 
important that you select an insurance company that is financially strong. There are sev-
eral services that rate the financial strength of insurance companies, including A. M. Best 
(www.ambest.com), Demotech, Inc. (www.demotech.com), Moody’s Investors Service 
(www.moodys.com), and Standard & Poor’s Financial Services (www.standardandpoors 
.com). The ratings indicate if the insurance companies are in good financial shape and 
therefore should be able to cover any claims filed in the future.

Relationship Between Insurance Company Claims and Premiums Because 
insurance companies rely mostly on their premiums to cover claims, they price their insur-
ance policies to reflect the probability of a claim and the size of the claim. For an event 
that is very unlikely and could cause only minor damage, the premium would be rela-
tively low. For an event that is more likely and could cause major damage, the  insurance 
premium would be relatively high.

Event Financial Loss Protection
You have a car accident and
damage your car Car repairs Auto insurance

You have a car accident in
which another person in your
car is injured Medical bills and liability Auto insurance

You have a car accident in
which another person in the
other driver’s car is injured Medical bills and liability Auto insurance

Your home is damaged by a fire Home repairs Homeowner’s insurance

Your neighbor is injured while
in your home Medical bills and liability Homeowner’s insurance

You become ill and need
medical attention Medical bills Health insurance

You develop an illness that
requires long-term care Medical bills Long-term care insurance

You become disabled Loss of income Disability insurance

You die while family members
rely on your income Loss of income Life insurance

EXHIBIT 11.1 Common Events That Could Cause a Financial Loss

Go to: 
www.ambest.com

To get:
Information about how 
insurance companies are 
rated.

Financial Planning
ONLINE

M11B_MADU9969_07_SE_C11.indd   296 28/11/2018   15:20

http://www.ambest.com/
http://www.moodys.com/
http://www.standardandpoors.com/
http://www.standardandpoors.com/
http://www.ambest.com/
http://www.demotech.com/


 Auto Insurance 297

Insurance Underwriters An insurance company relies on underwriters, who 
 calculate the risk of specific insurance policies, to decide what insurance policies to offer 
and what premiums to charge. Underwriters recognize that their insurance company must 
generate revenue that is greater than its expenses to be profitable, so they set premiums 
that are aligned with anticipated payouts.

Group Insurance Company Policies for Employers Insurance companies com-
monly offer group insurance policies to employers, so that their employees can obtain 
discounts, especially for health insurance and disability insurance. Check with your 
employer to determine if you can obtain the insurance you desire through them. In most 
cases, the premium you are charged through your employer’s insurance plan will be less 
expensive than if you attempt to obtain the insurance on your own.

Role of Insurance Agents and Brokers When you look for insurance coverage, 
it is likely that you will communicate with an insurance agent or broker. An insurance 
agent represents one or more insurance companies and recommends an insurance policy 
that fits the customer’s needs. Captive (or exclusive) insurance agents work for one par-
ticular insurance company, whereas independent insurance agents (also called insurance 
brokers) represent many different insurance companies. They are linked online to vari-
ous insurance companies and therefore can quickly obtain quotes for different policies. 
In addition to helping customers with various types of insurance, insurance agents may 
also offer financial planning services, such as retirement planning and estate planning. 
Some insurance agents are also certified to serve as a broker for mutual funds or other 
financial products.

The best insurance companies provide quick and thorough claims service. Sources 
of information on service by insurance companies include the Better Business Bureau, 
Consumer Reports magazine, and state insurance agencies.

Auto Insurance
Auto insurance insures against damage to an automobile and expenses associated with 
accidents. In this way, it protects one of your main assets (your car) and limits your 
potential liabilities (expenses due to an accident). If you own or drive a car, you need 
auto insurance. Policies are purchased for a year or six months at property and casualty 
insurance companies. Your policy specifies the amount of coverage if you are legally liable 
for bodily injury, if you and your passengers incur medical bills, and if your car is dam-
aged as the result of an accident or some other event (such as a tree falling on the car).

The amount spent on auto insurance has increased slightly over the last few years, 
as shown in Exhibit 11.2. One reason for the size of auto insurance premiums is auto 
insurance fraud, whereby people submit false claims for reimbursement by insurance 
companies. Common forms of fraud include faking an accident, injury, theft, or arson to 
collect money illegally. Studies show that almost 25% of bodily injury claims resulting 
from auto accidents are false or exaggerated, and 10% of property claims are also false. 
It is estimated that false claims cost auto insurers more than $25 billion per year, and that 
cost is reflected in higher auto insurance premiums. Individuals pay $200 to $300 more 
each year in premiums due to fraud.

Insurance fraud takes many forms. Some individuals file claims for damage that 
existed before the accident; others deliberately leave their car somewhere or dump it into 
a lake and then claim that it was stolen. Sometimes dishonest repair shops overcharge for 
repairs or use shoddy materials. Some fraud is carried out by organized rings of criminals. 
They may stage an accident such as deliberately stopping suddenly in front of another 
car so that the driver can’t avoid running into the car in front. Then the people in the 
damaged vehicle go to a clinic whose manager is part of the scheme. They claim back 
or neck injuries, which are hard to disprove, and bill the insurance company for large 

underwriters
From an insurance 
 perspective, underwriters 
are hired to calculate the 
risk of specific insurance 
policies, decide what 
policies to offer, and what 
premiums to charge.

insurance agent
Recommends insurance 
policies for customers.

captive (or exclusive) 
insurance agent
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insurance company.

independent insurance 
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Represents many different 
insurance companies.
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medical costs. Meanwhile a dishonest repair shop, also part of the scheme, is overbilling 
for repairs to the damaged vehicle.

Some insurance abuse stems from attorneys who aggressively seek out anyone who has 
been in an accident. Personal injury attorneys may encourage accident victims to embellish 
their circumstances to create grounds for a lawsuit, since the attorneys could receive a third 
or more of the award. The awards granted by the courts for “pain and suffering” combined 
with the attorney’s fees cost insurance companies a substantial amount of the insurance 
premiums they collect. Some states have implemented no-fault insurance programs, which 
do not hold a specific driver liable for causing the accident. The intent is to avoid costly 
court battles in which each driver attempts to blame the other. No-fault provisions vary 
among the states that have imposed no-fault laws. In general, the insurance companies in 
these states provide coverage (up to specified limits) to their respective policyholders for 
direct costs incurred due to bodily injury, medical bills, replacement of lost income due to 
the insured’s inability to work, and funeral expenses. However, they do not pay for indirect 
expenses such as emotional distress or pain and suffering due to an accident.

No-fault insurance plans have not stopped fraud, however. New Jersey experienced 
so many fraudulent claims that it imposed a cap on the amount of reimbursements, and 
New York issued new regulations to try to reform its plan. Michigan has experienced so 
much fraud in recent years under its no-fault plan that it has some of the highest insurance 
premiums in the country. Organized crime rings there sometimes pay drivers to run into 
a tree or stage some other kind of fake accident. Then fraudulent claims are submitted 
for auto repairs and medical costs.

Auto Insurance Policy Provisions
An insurance policy is a contract between the insurance company and the policyholder. 
An auto insurance policy specifies the coverage (including dollar limits) provided by an 
insurance company for a particular individual and vehicle. The contract identifies the 
policyholder and family members who are also insured if they use the insured vehicle. 
You should have insurance information such as your policy number and the name of 
a contact person at the insurance company with you when you drive. If you are in an 
accident, exchange your insurance information with that of the other driver and fill out 
a police report.

no-fault insurance 
programs
Do not hold a specific 
driver liable for causing 
the accident.

insurance policy
Contract between an 
insurance company and 
the policyholder.
auto insurance policy
Specifies the coverage 
provided by the insurance 
company for a particular 
individual and vehicle.

Source: Based on Insurance Information Institute.
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Every auto insurance policy explains what is covered in detail. Review your own auto 
insurance policy as you read on, so that you understand your coverage.

Coverage A: Liability Coverage
Liability coverage consists of two key components: (1) bodily injury liability and  
(2) property damage liability. Bodily injury liability coverage protects you against liabil-
ity associated with injuries that you (or family members listed on the policy) cause. You 
or your family members are also covered if you cause injuries to others while driving 
 someone else’s car with the owner’s permission. Bodily injury expenses include medical 
bills and lost wages due to an accident that you cause. The coverage is designed to protect 
you if you cause an accident and the driver of the other car sues you.

Given the large awards granted in lawsuits in the United States, it is critical to have 
adequate liability coverage. Any legal expenses incurred by an insurance company when 
defending you against a lawsuit are not considered when determining the limits on liabil-
ity coverage. For example, if a person sues you and is awarded an amount that is less 
than the liability limit in your contract, it is covered by your policy regardless of the 
legal expenses incurred by the insurance company. If the award granted in a lawsuit 
against you exceeds the limit on your policy’s liability coverage, you will be required to 
pay the difference and therefore could lose your other assets. At a minimum, you should 
have coverage of $50,000 for any individual and $100,000 to cover all persons who are 
injured. A more common recommendation is $100,000 for any individual and $300,000 
to $400,000 to cover all injured persons.

Property damage liability coverage protects you from losses that result when you 
damage another person’s property with your car. Examples include damage to a car, a 
fence, a lamppost, or a building. Note that property damage liability does not cover your 
own car or other property that you own. A common recommendation for property dam-
age liability coverage is between $40,000 and $50,000.

Policy Limits The auto insurance policy specifies monetary limits on the coverage 
of the bodily injury per person, bodily injury for all people who are injured, and prop-
erty damage. The policy’s limits are often presented as a set of three numbers, split by 
slashes that are referred to as split liability limits. For example, the split liability limit 
of 100/300/50 means that the coverage is limited to $100,000 per person injured in an 
accident, $300,000 for all people combined, and $50,000 to cover damage to the car or 
other property. If one person suffers bodily injury that results in a liability of $80,000, the 
entire amount of the liability is covered. If one person’s bodily injury results in a liability 
of $120,000, the coverage is limited to $100,000. If four people suffer bodily injuries 
amounting to a total of $400,000, $300,000 of that amount is covered.

Almost all states have financial responsibility laws that require individuals who drive 
cars to purchase a minimum amount of liability insurance. States that do not require 
liability insurance may require you to show that you can cover damage that you cause. 
State governments recognize that if an uninsured driver causes an accident, he or she 
would avoid financial responsibility for any individuals harmed in the accident. These 
important state laws tend to require a very low level of insurance, which would not cover 
the liability in many accidents.

There are two types of financial responsibility laws. The first type requires that 
drivers show proof of auto insurance when they register the car in order to receive their 
license plates. This law is not always effective because some drivers obtain insurance and 
then cancel it after they receive their license plates. The second type requires that driv-
ers show proof of their auto insurance when they are in an accident. If they are caught 
without insurance, they may lose their driver’s license. However, the uninsured driver 
still escapes financial responsibility at the expense of other individuals who are harmed 
in the accident.

The minimum liability coverage varies by state, but is usually at least $10,000 to 
cover each person injured in an accident, $30,000 to cover all persons injured in an 
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accident, and at least $10,000 to cover property damage to the car. Exhibit 11.3 shows 
the minimum insurance required by all states. Look at the minimum level for your state. 
Because there are drivers in your state who are underinsured, you will need adequate 
insurance in case you are in an accident with a driver who has minimal auto insurance, 
even if the accident is his or her fault.

Coverage B: Medical Payments Coverage
Medical payments coverage insures against the cost of medical care for you and other 
passengers in your car when you are deemed to be at fault in an accident. The medi-
cal coverage applies only to the insured car. If you were driving someone else’s car, the 
owner of that car would be responsible for the medical coverage for passengers in that 
car. You can also obtain medical insurance that covers you if you ride in a car driven by 
an uninsured driver.

Some advisers may suggest that a minimal amount of medical payments coverage is 
adequate for your car if you have a good health insurance plan. However, medical pay-
ments coverage can be valuable even if you have health insurance because your health 
insurance policy would not cover nonfamily passengers in your car who could be injured. 
The coverage may even include funeral expenses.

If the driver of the other car in the accident is determined to be at fault, the medi-
cal payments may be covered by that driver’s policy. However, if that driver’s insurance 
provides insufficient coverage, your policy can be applied. Some states require that driv-
ers obtain a minimal amount of medical payments coverage, such as $1,000 per person. 
However, insurance professionals recommend a higher level of coverage, such as $10,000 
per person.

medical payments 
coverage
Insures against the cost of 
medical care for you and 
other passengers in your 
car when you are at fault 
in an accident.

Source: Based on Insurance Information Institute.

State Liability Limits State Liability Limits State Liability Limits

Alabama 25/50/25 Kentucky 25/50/25 North Dakota 25/50/25

Alaska 50/100/25 Louisiana 15/30/25 Ohio 25/50/25

Arizona 15/30/10 Maine 50/100/25 Oklahoma 25/50/25

Arkansas 25/50/25 Maryland 30/60/15 Oregon 25/50/20

California 15/30/05 Massachusetts 20/40/5 Pennsylvania 15/30/5

Colorado 25/50/15 Michigan 20/40/10 Rhode Island 25/50/25

Connecticut 25/50/20 Minnesota 30/60/10 South Carolina 25/50/25

Delaware 15/50/10 Mississippi 25/50/25 South Dakota 25/50/25

D.C. 25/50/10 Missouri 25/50/20 Tennessee 25/50/15

Florida 10/20/10 Montana 25/50/20 Texas 30/60/25

Georgia 25/50/25 Nebraska 25/50/25 Utah 25/65/15

Hawaii 20/40/10 Nevada 25/50/20 Vermont 25/50/10

Idaho 25/50/15 New Hampshire 25/50/25 Virginia 25/50/20

Illinois 20/50/20 New Jersey 15/30/5 Washington 25/50/10

Indiana 25/50/25 New Mexico 25/50/10 West Virginia 25/50/25

Iowa 20/40/15 New York 25/50/10 Wisconsin 25/50/10

Kansas 25/50/25 North Carolina 30/60/25 Wyoming 25/50/20

EXHIBIT 11.3 Minimum Auto Insurance Liability Limits
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Coverage C: Uninsured or Underinsured Motorist 
Coverage
Uninsured motorist coverage insures against the cost of bodily injury when an accident 
is caused by another driver who is not insured. Given the large number of uninsured 
drivers, this coverage is needed.

The coverage also applies if you are in an accident caused by a hit-and-run driver or 
by a driver who is at fault but whose insurance company goes bankrupt. This coverage 
applies to bodily injury when you are not at fault, while the liability coverage from Part A  
applies to bodily injury when you are at fault. Like the insurance on bodily injury 
in Part A, there are policy limits that you specify, such as $100,000 per person and 
$300,000 for all persons. The higher the limits, the higher the insurance premium. At a 
minimum, you should have coverage of $40,000 per accident. Some financial planners 
recommend coverage of $300,000 per accident.

You can also obtain underinsured motorist coverage to insure you against bodily 
injury and drivers who have insufficient coverage. Suppose that there is bodily injury to 
you as a result of an accident caused by an underinsured driver. If the damages to you are 
$40,000 and the insurance policy of the underinsured driver only covers $30,000, your 
insurance company will provide the difference of $10,000.

Coverage D: Collision and Comprehensive Coverage
Collision and comprehensive coverages insure against damage to your car. Collision 
 insurance insures you against costs of damage to your car resulting from an accident in 
which you are at fault. Comprehensive coverage insures you against damage to your car 
that results from floods, theft, fire, hail, explosions, riots, vandalism, and various other 
events.

Collision and comprehensive coverage is optional. Car loan providers, however, may 
require the borrower to maintain insurance that will cover any property damage to the 
car to protect the lender in the event that the car owner has an accident and stops making 
the loan payments on the car loan. The car that serves as collateral on the loan may be 
worthless if it is damaged in an accident. More than 70% of all insured people purchase 
collision and comprehensive coverage.

Collision and comprehensive coverage is especially valuable if you have a new car 
that you would likely repair if it were damaged. The coverage may not be so valuable if 
you have an old car because you may not feel the need to repair damage as long as the 
car can still be driven. Note that the coverage is limited to the cash value of the car. For 
example, if your car was worth $2,000 before the accident and $1,200 after the accident, 
your insurance company will pay no more than $800. The insurance company will not 
incur extremely high repair expenses to repair a car that has little value.

Collision coverage can be valuable even if you do not believe you were at fault in 
an accident. If the other driver claims that you were at fault, you and your insurance 
company may need to take the matter to court. Meanwhile, you can use the collision 
coverage to have the car repaired. If your insurance company wins the lawsuit, the other 
driver’s insurance company will be required to pay the expenses associated with repair-
ing your car.

Collision coverage is normally limited to the car itself and not to items that were 
damaged while in the car. For example, if you were transporting a new computer at the 
time of an accident, the damage to the computer would not be protected by comprehen-
sive coverage.

Deductible The deductible is the amount of damage that you are responsible for paying 
before any coverage is provided by the insurance company. For example, a deductible of 
$250 means that you must pay the first $250 in damages due to an accident. The insur-
ance company pays any additional expenses beyond the deductible. The deductible is 
normally between $250 and $1,000.
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Other Provisions
You can elect coverage for expenses not covered in the standard policy. Guaranteed Auto 
Protection (GAP) insurance covers the difference between the amount that you owe on 
your auto loan and the amount that the insurance company will pay you if your car is 
stolen, damaged, or totaled. You may be offered GAP insurance when you buy a car, 
but you rarely are required to purchase it. If the lender tells you that GAP insurance is 
required, ask to see the provision in the sales contract that requires it.

Other provisions may relate to car rentals. A policy can cover the cost of a rental car 
while your car is being repaired after an accident. You can also elect coverage for towing, 
even if the problems are not the result of an accident. Your premium will increase slightly 
for these provisions. You can also include a provision on your auto insurance policy to 
cover any car that you rent. If you do not have such a provision, the rental car agency 
will typically offer to sell you collision damage coverage, liability insurance, medical 
coverage, and even coverage for theft of personal belongings from the car. If rent-a-car 
insurance is not covered by your policy, some credit cards provide you with collision and 
comprehensive insurance benefits when you use that card to pay for the rental services.

An auto insurance policy also specifies exclusions and limitations of the coverage. 
For example, coverage may not apply if you intentionally damage a car, if you drive a car 
that is not yours without the permission of the owner, or if you drive a car that you own 
but that is not listed on your insurance policy. It also explains how you should comply 
with procedures if you are in an accident.

Summary of Auto Insurance Provisions
The most important types of coverage identified earlier are included in a standard insur-
ance policy. They are summarized in Exhibit 11.4. Notice that the exhibit classifies the 
potential financial damages as: (1) related to your car in an accident, (2) related to the other 
car or other property in an accident, and (3) related to your car when not in an accident.

Financial Damages Related
to Your Car in an Accident Auto Insurance Provision

Liability due to passengers in your car when you are at fault Bodily injury liability

Liability due to passengers in your car when you are not at
fault but driver of other car is uninsured or underinsured Uninsured/Underinsured motorist

Damage to your own car Collision

Treatment of injuries to driver and passengers of your car Medical

Financial Damages Related to the Other Car
or Other Property in an Accident

Liability due to passengers in the other car Bodily injury liability

Liability due to damage to the other car Property damage liability

Liability due to damage to other property Property damage liability

Financial Damages Related to Your Car
When Not in an Accident

Damage to your car as a result of theft, fire, vandalism,
or other non-accident events Comprehensive

EXHIBIT 11.4 Summary of Auto Insurance Provisions
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In general, the liability coverage is the most expensive and represents about 60% of 
the total premium on average. Note that the limits for bodily injury are specified. The cost 
of collision and comprehensive insurance commonly represents about 30% of the total 
premium, but it varies with the car. The cost of collision insurance represents a higher 
proportion of the total premium for new cars than for older cars.

Auto Insurance Premiums
Your insurance premium is influenced by the likelihood that you will submit claims to the 
insurance company and the cost to the insurance company for covering those claims. As 
explained earlier, your auto insurance premium will be higher for a policy that specifies 
a greater amount of liability coverage and a lower deductible. However, there are other 
factors that can also affect your premium.

Characteristics of Your Car
The type of car you drive, and the amount of coverage provided by your insurance policy, 
affect the premium that you pay. The typical annual auto insurance premium paid for 
some cars is about $1,000, whereas the typical annual auto insurance premium paid for 
other cars can be as high as $3,500. Such a large difference should motivate you to obtain 
quotes on auto insurance premiums before purchasing a particular car.

Value of Car Insurance premiums are more expensive when the potential financial loss 
is greater. The collision and comprehensive insurance premiums are high for new cars. In 
addition, the premium is normally more for an expensive car than an inexpensive car of 
the same age. The insurance on a new Mercedes is higher than the insurance on a new 
Ford Fiesta. For more information, do an online search of the most expensive or least 
expensive cars to insure. Many Web sites offer much information on this topic.

Repair Record of Your Car Some car models require more repair work for the same 
type of damage. For example, replacing a door on a Toyota may be easier than on some 
other cars, which reduces the repair bill. When a car can be repaired easily and inexpen-
sively, its insurance premium is lower.
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Your Personal Characteristics
Other factors that characterize you personally affect your insurance premium.

Your Age Insurance companies often base their premiums on personal profiles, and 
age is one of the most important characteristics. Younger drivers are more likely to get 
into accidents, and therefore they pay higher insurance premiums. In particular, drivers 
between the ages of 16 and 25 are considered to be high risk. Insurance companies incur 
higher expenses from covering their claims and offset the higher expenses by charging 
higher premiums. Another important characteristic is gender, as male drivers tend to get 
into more accidents than female drivers. For these reasons, male teenagers are charged 
very high auto insurance premiums.

Your Mileage You are more likely to get into an accident the more miles you drive. 
Thus, your premium will be higher if you drive more. Many insurance companies 
classify drivers in two or more mileage groups. For example, if you drive less than 
10,000 miles per year, you may qualify for the low-mileage group, which entitles you 
to a lower premium.

Your Driving Record If you have an excellent driving record, including no accidents 
and no traffic tickets for a year or longer, you may be charged a lower premium than other 
drivers. No one purposely creates a bad driving record, but some drivers do not real-
ize how much their insurance premium will increase if they have a poor driving record. 
Because most insurance companies attempt to avoid drivers with a history of causing 
accidents, these drivers cannot comparison shop effectively. They may have to accept 
the premium of any insurance company that is willing to insure their car. Once drivers 
are labeled as high risk, it will take several years of safe driving to prove that they have 
improved their driving habits. Thus, they will pay relatively high insurance premiums 
for several years.

Source: Data from Car Insurance Guidebook, 2017.

Average Annual Auto
Insurance Premiums

New
York

North
Carolina

MarylandIowaCaliforniaArizona

$1,348

$1,673

$1,017

$1,327 $1,352

$1,010

$0

$200

$400

$600

$800

$1,000

$1,200

$1,400

$1,600

$1,800

EXHIBIT 11.5  Comparison of Average Annual Insurance  
Premiums Among States

M11B_MADU9969_07_SE_C11.indd   304 28/11/2018   15:20



 Auto Insurance Premiums 305

Your Location Auto insurance tends to be more expensive in large cities, where the 
probability of being involved in an accident is higher. The expenditures also vary among 
states for a given year, as you can see in Exhibit 11.5. Highly populated, highly urban 
states with much traffic such as Connecticut and California often have higher premiums 
than less populated, largely rural states such as Iowa, Kansas, Maine, and Vermont. 
Within each state, insurance expenditures vary. For example, insurance in Los Angeles is 
much higher than insurance in other parts of California.

Your Driver Training Insurance companies recognize that driver training can improve 
driver performance and can reduce the likelihood of accidents in the future. They encour-
age drivers to take driver training programs. If you have completed a driver training 
program, you may qualify for a discount.

Your School Performance Insurance companies recognize that good students also 
appear to be safer drivers. Therefore, they may charge good students lower premiums.

Your Credit History Insurance companies have found that persons with poor credit 
histories tend to make more insurance claims. Therefore, the insurance company will 
probably look at your credit history and charge you a higher premium if your record is 
poor and you have a low credit rating. A few states do not allow insurance companies 
to base premiums on the applicant’s credit history, but in most states, this has become a 
common practice.

Your Insurance Company
One final factor that affects your auto insurance premium is the insurance company that 
you select. The largest companies providing auto insurance are Allstate, Farmers, GEICO, 
Progressive, and State Farm. These five companies account for more than half of all auto 
insurance provided in the United States.

Auto insurance premiums can vary substantially among insurance companies, so 
always obtain several quotes before you select an insurance company. Several Web sites 
(such as www.esurance.com) provide auto insurance quotes online. Some Web sites even 
allow you to buy insurance online.

If you have specific questions about the coverage and want to speak to an insurance 
salesperson, you can call some insurance companies directly. A comparison of quotes 
online might at least help you determine which insurance companies to call for more 
information. Alternatively, you can call an independent insurance agent, who can help 
you purchase insurance from one of several insurance companies.

When comparing prices, recognize that the price comparison may vary with the type 
of policy desired. For example, an insurance company may have relatively low premi-
ums compared to its competitors for a policy involving substantial coverage for bodily 
injury liability, but relatively high premiums for a policy involving collision coverage. 
Therefore, you should not select a company based on advice you receive from friends or 
family members. If their policy is different from the policy you desire, another company 
may offer a better deal. In addition, companies change their premiums over time, so a 
company may charge relatively low premiums in one period, but relatively high premiums 
in the following period for the same policy.

Comparing Prices at the Time of Renewal Once an auto insurance policy has 
been in effect for 60 days, an insurance company can only cancel your policy if you pro-
vided fraudulent information on your application, if your driver’s license is suspended, or 
if you do not pay your insurance premium. However, an insurance company may decide 
not to renew your policy when it expires if you had a poor driving record over the recent 
policy period. For example, it is unlikely to renew your contract if you caused an accident 
as a result of drunk driving. Federal law also allows a company to deny renewal if your 
credit rating has declined, although state law may restrict a company’s ability to do this.

If an insurance company is willing to renew your policy, it may raise the premium 
in the renewal period even if your driving record has been good. You can switch to a 
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different insurance company when the policy expires if you are not satisfied with your 
present insurance company or think that the premium is too high. You should compare 
auto insurance prices among companies before renewing your policy. However, recognize 
that your driving record will follow you. If you recently caused one or more accidents, 
you will likely be charged a higher premium whether you continue with your existing 
insurance company or switch to a new company.

Insured Policyholder: Stephanie Spratt
Policy Number: WW77-QG22-999
Coverage Begins On: April 6 for one year
Insured Car: Honda Civic
Due Date: April 6

COVERAGE

Liability
Bodily Injury ($100,000/$300,000 limit)
Property Damage ($50,000 limit)
Total Liability $480
Medical Expenses and Income Loss $170
Uninsured/Underinsured Motorist ($100,000/$300,000 limit) $210
Collision ($400 Deductible) $270
Comprehensive ($400 Deductible) $86
Emergency Road Service $4

Total $1,220

Discounts in the Premium
Antilock Brakes $30
Accident-free last seven years $90

Total Discounts $120

Amount Due $1,100

License Number: ZZ QQZZ
Amount Due: $1,100
Drivers of Car in Your Household: One driver, age 25.
Ordinary Use of Car: Less than 10,000 miles

per year.

EXHIBIT 11.6 Stephanie Spratt’s Auto Insurance Policy

If You Are in an Auto Accident
If you are in an auto accident, contact the police immediately. Request information from 
the other driver(s) in the accident, including their insurance information. You may also 
obtain contact information (including license plate numbers) from witnesses, just in case 
they leave before the police arrive. Make sure that you can validate whatever information 

Stephanie Spratt is about to renew her car insurance policy. She is considering two policies. 
Policy A is 100/300/50, which means that the liability coverage is limited to $100,000 per 
person injured in an accident, $300,000 maximum per accident, and $50,000 to cover 
damage to the other vehicle or other property. The policy has collision and comprehensive 
coverage with a deductible of $200. The annual premium for this policy is $1,240. Policy B  
has liability coverage of 60/100/20 and an annual premium of $800. Stephanie prefers 
Policy A, because Policy B subjects her to a high level of risk due to liability. Although 
Policy B is less expensive, the potential savings are not worth the extra risk that would 
result from having lower liability coverage.

Stephanie’s insurance agent tells her that if she increases her deductible from $200 to 
$400, her premium will fall to $1,100, which is $140 less than the $1,240 premium quoted 
for a policy with a $200 deductible. She decides to raise her deductible so that she can 
reduce next year’s premium by $140. The policy Stephanie chose is shown in Exhibit 11.6.

EXAMPLE
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other drivers provide. Some drivers who believe they are at fault and do not have insur-
ance may attempt to give you a fake name and leave before police arrive. Take pictures of 
any evidence that may prove that you were not at fault. Write down the details of how the 
accident happened while they are fresh in your mind. Ask for a copy of the police report.

File a claim with your insurance company immediately. Your insurance company will 
review the police report and may contact witnesses. It will also verify that your insurance 
policy is still in effect, and determine whether the repairs and medical treatment will be 
covered based on your policy’s provisions. The insurance policy may specify some guide-
lines for having your car repaired, such as obtaining at least two estimates before you 
have repairs done. A claims adjuster employed by the insurance company may investigate 
the accident details and attempt to determine how much you should be paid.

Once you incur expenses, such as car repair or medical expenses, send this informa-
tion along with receipts to the insurance company. The insurance company will respond 
by reimbursing you for the portion of the expenses covered under your policy. It may 
provide full or partial reimbursement. Alternatively, it may state that some or all of your 
expenses are not covered by your policy.

If your insurance company believes that the other driver is at fault, it should seek 
damages from the other driver’s insurance company. If the other driver is not insured, 
your insurance company will pay your claim if you have uninsured or underinsured 
motorist insurance. If your claim is denied by your insurance company and you still 
believe that the other driver is at fault, you may need to file a claim against the other 
driver or the other driver’s insurance company. This is also the case when an injured party 
seeks damages greater than those offered by his or her policy.

Homeowner’s Insurance Provisions
Homeowner’s insurance provides insurance in the event of property damage, theft, or 
personal liability relating to home ownership. It not only protects the most valuable asset 
for many individuals, but also limits their potential liabilities (expenses) associated with 
the home. Premiums on homeowner’s insurance are commonly paid yearly or may be 
included in your mortgage payment.

Financial loss due to the ownership of a home could occur due to a wide variety of 
adverse events, ranging from a flood to burglary. The cost of covering claims due to fire, 
lightning, wind, hail, and water damage represents almost half of all expenses incurred 
by homeowner’s insurance companies.

Homeowner’s insurance is structured in different packages, distinguished by the 
degree of coverage. After selecting the package that you prefer, you can request additional 
provisions for the policy to fit your particular needs. Eight packages are summarized in 
Exhibit 11.7. Notice that HO-1, HO-2, HO-3, HO-5, and HO-8 focus on insurance for 
the home. The higher the number, the greater the coverage, and the higher the premium 
that would be paid for a given home. Two packages, HO-4 and HO-6, provide renter’s 
insurance and insurance for condominium owners, respectively. HO-7 provides insurance 
for mobile homes.

A homeowner’s insurance policy typically provides coverage of property damage and 
protection from personal liability. As shown in Exhibit 11.7, the specific details regarding 
the coverage vary among homeowner’s insurance policies. Most homeowner’s insurance 
policies focus on the following types of coverage.

Property Damage
The homeowner’s policy covers damage to the home. The specific provisions of the policy 
explain the degree of coverage. A cash value policy pays you for the value of the damaged 
property after considering its depreciation (wear and tear). A replacement cost policy pays 
you for the actual cost of replacing the damaged property. A replacement cost policy is pref-
erable because the actual cost of replacing damaged property is normally higher than the 

homeowner’s insurance
Provides insurance in the 
event of property damage, 
theft, or personal liability 
relating to your home.

cash value policy
Pays you for the value of 
the damaged property 
after considering its 
depreciation.
replacement cost policy
Pays you for the actual 
cost of replacing the dam-
aged property.
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HO-1: Protects against fire, lightning, explosions, hail, riots, vehicles, aircraft, smoke, vandalism, theft, 
malicious mischief, glass breakage.

HO-2: Protects against the events identified in HO-1, along with falling objects, the weight of ice, snow, 
or sleet, the collapse of buildings, overflow of water or steam, power surges, and the explosion of 
steam or hot-water systems, frozen plumbing, heating units, air-conditioning systems, and domestic 
appliances.

HO-3: Protects the home and any other structures on the property against all events except those that are 
specifically excluded by the homeowner’s policy. The events that are typically not covered by this 
insurance are earthquakes, floods, termites, war, and nuclear accidents. It may be possible to obtain 
additional insurance to protect against floods or earthquakes. This policy also protects personal 
assets against the events that are listed in HO-2. 

HO-4: Renter’s insurance. Protects personal assets from events such as theft, fire, vandalism, and smoke.

HO-5: Protects the home, other structures on the property, and personal assets against all events except 
those that are excluded by the specific homeowner’s policy. This policy provides coverage of the 
home similar to that provided by HO-3, but slightly more coverage of personal assets.

HO-6: Condominium owner’s insurance. Protects personal assets from events such as theft, fire, 
vandalism, and smoke (review the specific policy to determine which events are covered).

HO-7:  Is intended to cover mobile homes and house trailers.

HO-8: Protects the home from the same events identified in HO-1, except that it is based on repairs or 
cash values, not replacement costs.

EXHIBIT 11.7 Types of Perils Protected by Homeowner’s (HO) Insurance Policies

assessed value of property. For example, assume a home is completely destroyed and was 
valued at $90,000 just before it was destroyed. A cash value policy would provide insur-
ance coverage of $90,000, even though the cost of rebuilding (replacing) the home could be 
$100,000 or more. In contrast, the replacement cost policy would insure the home for its 
replacement cost and therefore would cover the entire cost of repairing the damage up to 
a limit specified in the homeowner’s policy. A policy typically specifies a deductible, or an 
amount that you would need to pay for damage before the insurance coverage is applied.

Minimum Limit Many insurers require that your homeowner’s insurance policy cover 
at least 80% of the full replacement cost. The financial institution that provides your 
mortgage loan will likely require homeowner’s insurance coverage that would at least 
cover your mortgage. In most cases, you would want more insurance than is required by 
the mortgage lender. You should have sufficient insurance not only to cover the mortgage 
loan balance, but also to replace the property and all personal assets that are damaged.

Other Structures on Property
The homeowner’s insurance policy also specifies whether separate structures such as a 
garage, shed, or swimming pool are covered, and the maximum amount of coverage. 
Trees and shrubs are usually included with a specified maximum amount of coverage. A 
deductible may be applied to these other structures.
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Personal Property
A policy normally covers personal assets such as furniture, computers, or clothing 
up to some specified maximum amount. For example, a policy may specify that all 
personal assets such as furniture and clothing are covered up to $40,000. Standard 
 homeowner’s insurance policies limit the coverage of personal property to no more 
than one-half of the coverage of the dwelling. A deductible may also be applied to the 
personal property.

A home inventory includes detailed information about your personal property 
that can be used when filing a claim. Create a list of all your personal assets, and 
estimate the market value of each of them. Use a video camera to film your personal 
assets in your home for proof of their existence. Keep the list and the video in a 
safe place outside your home, so that you have access to them even if your home is 
destroyed.

Personal Property Replacement Cost Coverage Many homeowner’s policies 
cover personal property for their cash value. For example, if a home entertainment system 
priced at $2,500 three years ago is assumed to have a life of five years, it would have used 
up three-fifths of its life. Based on this amount of depreciation, the insurer will pay you 
the cash value of $1,000. Yet, if this home entertainment system was destroyed in a fire, 
you might need to spend $3,000 to replace it.

Just as the dwelling can be insured at replacement cost rather than cash value, so can 
personal assets. This provision will increase your insurance premium slightly, but it may 
be worthwhile if you have personal assets that have a high replacement cost.

Personal Property Floater Some personal assets are very valuable but are not 
fully covered by your homeowner’s policy. You may need to obtain a personal prop-
erty floater (also called personal articles floater), which is an extension of the home-
owner’s insurance policy that allows you to itemize your valuables. For example, if 
you have very expensive computer equipment or jewelry in your home, you may pur-
chase this additional insurance to protect those specific assets. An alternative type is 
an unscheduled personal property floater, which provides protection for all of your 
personal property.

Home Office Provision Assets in a home office such as a personal computer are not 
covered in many standard homeowner’s policies. You can request a home office provi-
sion, which will require a higher premium. Alternatively, you could purchase a separate 
policy to cover the home office.

Liability
The policy specifies coverage ifyou are sued as the result of an event that occurs in your 
home or on your property. Normally, you are responsible for an injury to other persons 
while they are on your property. For example, if a neighbor falls down the steps of your 
home and sues you, your policy would likely cover you. Your exposure to liability is not 
tied to the value of your home. Even if you have a small home with a low value, you 
need to protect against liability. Some insurance companies provide minimum coverage 
of $100,000 against liability. However, a higher level of coverage, such as $300,000, is 
commonly recommended. The coverage includes the court costs and awards granted as 
a result of lawsuits against you due to injuries on your property.

Other Types of Provisions
There are many other possible provisions that could be included in a policy to cover 
a wide variety of circumstances. For example, if an event such as a fire forces you to 
live away from home, you will incur additional living expenses. A loss-of-use provi-
sion specifies whether your policy covers these expenses and the maximum amount 
of coverage.

home inventory
Contains detailed informa-
tion about your personal 
property that can be used 
when filing a claim.

personal property floater
An extension of the home-
owner’s insurance policy 
that allows you to itemize 
your valuables.
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Homeowner’s Insurance Premiums
Homeowner’s insurance premiums have risen in recent years. This section describes the fac-
tors that influence the premium charged, and explains how you can reduce your premium.

Factors That Affect Homeowner’s Insurance Premiums
Your homeowner’s insurance premium is influenced by the likelihood that you will sub-
mit claims to the insurance company and the cost to the insurance company of covering 
those claims. The premium you pay for homeowner’s insurance is primarily dependent 
on the following factors:

• Value of Insured Home. Insurance premiums reflect the value of the insured home 
and therefore are higher for more expensive homes.

• Deductible. A higher deductible reduces the amount of coverage provided by the 
homeowner’s insurance and therefore results in a lower insurance premium.

• Location. The potential for damage due to weather conditions is greater in some 
areas, and therefore the premiums are higher as well. For example, homes along 
the Gulf Coast are more likely to be damaged by a hurricane than homes located 
forty miles inland. Home insurance rates are therefore much higher along the 
coast. Similarly, premiums will be higher for homes in locations prone to tor-
nadoes, floods, or earthquakes. Exhibit 11.8 illustrates how average insurance 
premiums can vary among states. Notice that coastal states that are most exposed 
to hurricanes (Florida and Texas), and states with a high likelihood of tornadoes 
(Oklahoma) have higher premiums than other states.

• Degree of Protection. If you want protection against an earthquake on a home 
in California, you must pay a higher premium. If you want protection against a 
flood, you may need to buy an additional insurance policy.

• Discounts. You may obtain discounts on your insurance by maintaining a smoke 
detector system in your home, paying for your insurance in one lump sum, or purchas-
ing multiple types of insurance (such as auto, health, and life) from the same insurer.

Average Annual Home
Insurance Premiums

OklahomaVirginia Ohio TexasIdaho Florida
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Source: Based on Insurance Information Institute.

EXHIBIT 11.8  Comparison of Average Home Insurance Premiums 
Among States

Go to: 
www.nerdwallet.com

To get:
Online quotes for 
insurance.

Financial Planning
ONLINE

Go to:
 www.insurance.com

To get:
Answers to many 
important questions 
concerning homeowner’s 
insurance.

Financial Planning
ONLINE
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Reducing Your Homeowner’s Insurance Premium
Consider the following actions you can take to reduce your homeowner’s insurance 
premium.

Increase Your Deductible If you are willing to pay a higher deductible, you can 
reduce your premium. For example, if you use a deductible of $1,000 instead of $100, 
you may be able to reduce your premium by about 20% or more.

Improve Protection If you improve the protection of your home, your insurance 
premium will decline. For example, you could install storm shutters to protect against 
bad weather or a security system to protect against burglary.

Use One Insurer for All Types of Insurance Some insurance companies offer lower  
premiums to customers who purchase more than one type of insurance from them.

Stay with the Same Insurance Company When you stay with the same insurance 
company, you may be rewarded with a lower insurance premium.

Shop Around As with auto insurance, you may be able to reduce your homeowner’s 
insurance premium by obtaining quotations from various insurance companies. The 
insurance premium can vary substantially among insurers.

Filing a Claim
If your property is damaged, you should contact your insurance company immediately. 
A claims adjuster from your insurance company will come to estimate the damage. Present 
your home inventory to the adjuster. Her estimate will include the cost of repairing the damage 
done to your home and compensation for damaged property. The company may be willing to 
issue a check so that you can hire someone to do the repairs. You should consider obtaining an 
independent estimate on the repairs to ensure that the amount the insurance company offers 
you is sufficient. If the insurance company’s estimate is too low, you can appeal it.

Coverages and Limits

Dwelling $110,000

Personal Property ($1,000 deductible) $25,000

Personal Liability $100,000

Damage to Property of Others $500

Medical Payments to Others (per person) $1,000

Discounts $25 for House Alarm

Annual Premium $1,000

EXHIBIT 11.9 Stephanie Spratt’s Homeowner’s Insurance Policy

Stephanie Spratt is reviewing her homeowner’s insurance policy, which is shown in Exhibit 11.9, 
to determine whether she should change her homeowner’s insurance policy once her existing 
policy expires. She may consider increasing her deductible because this would allow her to 
incur a lower insurance premium. When her homeowner’s policy is near expiration, she plans 
to obtain a home insurance quote from her auto insurance company because that company 
also provides home insurance. She hopes that she might be able to receive a discount if she 
obtains both types of insurance from one insurance company.

EXAMPLE
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Renter’s Insurance
Renter’s insurance insures your possessions within a house, condo, or apartment that 
you are renting. It does not insure the structure itself because the insurance is for the 
renter only, not the owner of the property. It covers personal assets such as furniture, 
televisions, computer equipment, and audio equipment. The insurance protects against 
damage due to weather or the loss of personal assets due to burglary. It can cover living 
expenses while the rental property is being repaired. It also covers liability if a friend or 
neighbor is injured while on the rental property.

Renters whose personal assets have a high market value need renter’s insurance to 
protect those assets. Even renters without valuable personal assets may desire renter’s 
insurance to protect against liability.

Renter’s Insurance Policy Provisions
Renter’s insurance specifies the maximum amount of coverage for your personal assets. 
It may also specify maximum coverage for specific items such as jewelry. The insurance 
premium is dependent on the amount of coverage you desire. Your renter’s insurance 
may also cover liability resulting from injury to a person while on your premises. For 
example, if your pet injures a neighbor in your yard, your renter’s insurance may cover 
your liability up to a limit. Because renter’s insurance policies vary, you should closely 
review any policy to ensure that the insurance coverage is appropriate.

Umbrella Personal Liability Policy
You can supplement your auto and homeowner’s insurance with an umbrella personal 
liability policy, which provides additional personal liability coverage.

This type of policy is intended to provide additional insurance, not to replace the 
other policies. In fact, the insurance will not be provided unless you show proof of 
existing insurance coverage. Umbrella policies are especially useful when you have 
personal assets beyond a car and home that you wish to protect from liability. You 
may be able to purchase an umbrella policy for about $200 per year for coverage of 
$1 million.

How Insurance Fits Within Your Financial Plan
The following are the key decisions about auto and homeowner’s insurance that should 
be included within your financial plan:

• Do you have adequate insurance to protect your wealth?

• How much insurance should you plan to have in the future?

Exhibit 11.10 provides an example of how auto and homeowner’s insurance decisions 
apply to Stephanie Spratt’s financial plan.

renter’s insurance
An insurance policy that 
covers your possessions 
within a house, condo, or 
apartment that you are 
renting.

umbrella personal 
 liability policy
A supplement to auto 
and homeowner’s insur-
ance that provides addi-
tional personal liability 
coverage.
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GOALS FOR AUTO AND HOMEOWNER’S INSURANCE PLANNING
1.  Maintain adequate insurance for my car and my home.
2.  Determine whether I should increase my auto and homeowner’s insurance levels in the future.

ANALYSIS

Type of Insurance Protection Status

Auto Protects one of my main assets 
and limits my potential liabilities.

Already have insurance, but I’m
considering more liability coverage.

Homeowner’s Protects my largest asset and 
limits my potential liabilities.

Recently purchased homeowner’s
insurance as a result of buying a
home.

DECISIONS
Decision on Whether My Present Insurance Coverage Is Adequate:

Decision on Insurance Coverage in the Future:

I may increase my auto insurance liability coverage. While more costly, the increased liability coverage could be
worthwhile. I will also consider raising my deductible, which would reduce the insurance premium.

I currently have sufficient homeowner’s insurance, but I will consider switching my policy over to my auto insurance com-
pany when the present policy expires. I will receive a discount on the insurance premium as a result of having multiple
insurance contracts with the same insurance company. I will create a home inventory. I might also consider increasing my
deductible on my home in order to pay a lower insurance premium.

If I buy a more expensive car, I will need additional insurance. However, I will not be buying a new car in the near future.
If I buy a more expensive home or if the value of my existing home rises substantially, I will need to increase my home-
owner's coverage.

EXHIBIT 11.10  How Auto and Homeowner’s Insurance Fit Within Stephanie Spratt’s  
Financial Plan

DISCUSSION QUESTIONS

 1. How would Stephanie’s auto and homeowner’s insurance purchasing decisions be 
different if she were a single mother of two children?

 2. How would Stephanie’s auto and homeowner’s insurance purchasing decisions be 
affected if she were 35 years old? If she were 50 years old?

Risk Management. The term risk can be defined 
as exposure to events (or perils) that can cause 
a financial loss. Your risk management decisions 
determine whether and how to protect against 
risk. Your alternatives are to avoid risk, reduce 
risk, accept risk, or insure against risk. There 
are some types of risk that are difficult to avoid 
and dangerous to accept. For these types of risk, 
insurance is needed. Once you decide whether 
to obtain a particular type of insurance, you must 
decide on the amount of coverage and where to 
purchase the insurance.

Role of Insurance Companies. Insurance com-
panies provide insurance that can protect you 
from major financial losses. Property and casualty 
insurance is used to insure property and therefore 
consists primarily of auto insurance and home 
insurance. Some insurance companies specialize 
in a particular type of insurance, while others offer 
all types of insurance for individuals.

Auto Insurance. Automobile insurance insures 
against damage to your automobile and expenses 
associated with an accident. It includes liability 

SUMMARY
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coverage, medical payments coverage, uninsured 
or underinsured motorist coverage, and collision 
and comprehensive coverage (damage to your 
car).

Auto Insurance Premium. The higher the value 
of your car and the lower your deductible, the 
higher your auto insurance premium will be. In 
addition, personal characteristics such as a young 
age, more mileage driven, a highly populated 
location, and a poor credit history result in a 
higher auto insurance premium.

If You Are in an Auto Accident. If you are in 
an auto accident, contact the police immediately, 
and obtain insurance information from the other 
driver(s). Ask for a copy of the police report. File a 
claim with your insurance company immediately.

Homeowner’s Insurance. A homeowner’s insur-
ance policy provides coverage of property dam-
age and protection from personal liability. Policies 
specify whether the property coverage is based 
on a cash value versus the cost of replacement, 
and whether other structures on the property are 
covered.

Homeowner’s Insurance Premium. The 
premium paid for homeowner’s insurance is 

dependent on the home’s value, the deductible, 
and the likelihood of damage to the home. In 
general, the higher the value of the home and 
the lower your deductible, the higher your home 
insurance premium will be.

Renter’s Insurance. Renter’s insurance insures 
your possessions within a house, condo, or 
apartment that you are renting. It covers per-
sonal assets and protects against damage due 
to weather or the loss of personal assets due to 
burglary.

Umbrella Personal Liability Policy. You can 
supplement your auto and homeowner’s insur-
ance with an umbrella personal liability policy, 
which provides additional personal liability cover-
age. Umbrella policies are especially useful when 
you have personal assets beyond a car and home 
that you wish to protect.

How Insurance Fits Within Your Financial 
Plan. Many people identify a home and a car as 
key purchases to be made within their financial 
plan. You need insurance to protect these assets 
against major losses that could occur, so you 
can ultimately complete your financial plan and 
achieve your financial goals.

REVIEW QUESTIONS

All Review Questions are available in MyLab Finance at www.pearson.com/mylab/finance.

1. Purpose of Insurance. What is the purpose of 
insurance? What is meant by the term liability? 
How can individuals benefit from insurance?

2. Risk Management. What is risk? What is risk 
management? How does insurance fit into risk 
management?

3. Risk Avoidance. What does it mean to avoid risk? 
How can you apply this knowledge to your per-
sonal situation?

4. Premium. What is an insurance premium? Why do 
premiums vary?

5. Insurance Company Operations. What is the 
responsibility of the insurance company that sells 
you a policy? What is the relationship between 
insurance company claims and premiums paid by 
policyholders?

6. Insurance Underwriters. What is the role of insur-
ance underwriters? What is the role of insurance 
agents? Describe the two different types of insur-
ance agents.

7. Insurance Agents. What is an insurance agent? 
What is the difference between a captive agent 
and an independent agent?

8. Liability Coverage. Describe the two components 
of liability coverage in an auto insurance policy.

9. Policy Limits. What do policy limits of 25/50/25 
mean? Do you think the minimum amounts of lia-
bility insurance required by your state are suitable 
for all drivers? Explain your answer.

10. No-Fault Auto Insurance. What is a no-fault auto 
insurance program? How do no-fault insurance 
affect personal injury litigation?

11. Medical Payments Coverage. How does medical 
payments coverage under an auto insurance policy 
work? Why is medical payments coverage valuable 
even if you have a good health insurance plan?

12. Auto Insurance Coverage. Describe collision and 
comprehensive coverage. Is this type of coverage 
required by most states? Who may require this 
type of coverage?
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13. Auto Insurance Premium. List and briefly discuss 
factors that will affect your auto insurance premium.

14. Car Accident. What steps should you take if you 
are in a car accident?

15. Uninsured Motorist Coverage. What is unin-
sured motorist coverage? Why is this coverage 
necessary?

16. Homeowner’s Insurance. What is homeowner’s 
insurance? How are the premiums normally paid?

17. Types of Homeowner’s Insurance. List and briefly 
describe the various HO insurance policies that 
focus on insurance for the home.

18. Cash Value Insurance. What is a “cash value” 
homeowner’s policy? What is a “replacement 
cost” homeowner’s policy?

19. Personal Property Insurance. Is personal property 
typically insured under a homeowner’s insurance 
policy? If so, are there limits to the coverage of 
personal property? What is a home inventory?

20. Personal Property Floater. What is a personal 
property floater? What are some common items 
homeowners add floaters to cover?

21. Homeowner Insurance Premium. List and briefly 
describe some of the factors that affect homeown-
er’s insurance premiums.

22. Reducing Home Insurance Premiums. What are 
some steps you could take to reduce your home-
owner’s insurance premium?

23. Filing a Claim. Describe the steps you would take 
to file a claim on your homeowner’s insurance.

24. Renter’s Insurance. How is renter’s insurance dif-
ferent from homeowner’s insurance? Who should 
consider purchasing renter’s insurance? Briefly 
describe some of the provisions of a renter’s insur-
ance policy.

25. Umbrella Policy. What is the purpose of an umbrella 
personal liability policy? Who might need one?

26. Financial Strength of the Insurance Company.  
How can you determine the financial strength of 

an insurance company? Why is this important to 
you as a consumer?

27. Risk Reduction. List some ways you can reduce 
risk and limit your overall exposure to loss.

28. Psychology and Risk. Why do some people 
choose to accept risk rather than purchase insur-
ance? Why is this mind-set problematic?

29. Geographic Location and Insurance Costs. Why 
does your geographic location impact the cost of 
homeowner’s insurance? Why does it impact the 
cost of your automobile insurance?

30. Credit History and Insurance. How does your 
credit history impact your insurance costs?

31. Home Inventory. Why is it important to keep a 
detailed inventory of your household possessions 
outside your home?

32. Policy Coverages. Why is it important to care-
fully review the types of perils covered by your 
homeowner’s insurance policy? What are some 
common perils that are not covered by many 
homeowner’s policies?

33. Ethical Dilemma. You teach Personal Finance at 
a local community college. The state in which you 
teach requires proof of liability insurance to renew 
your license plates.

  During the discussion of this topic in class, several 
students admit that they obtain a liability policy just 
prior to the renewal of their license plates and then 
cancel it immediately thereafter. They do this because 
they know that the state has no system for following 
up on the cancellation of the liability policies once 
the license plates are issued. These students, who are 
out of work as a result of a local plant shutdown, say 
that they cannot afford to maintain the insurance, but 
they must have access to cars for transportation.

a. Discuss whether you consider the conduct of 
the students to be unethical.

b. How does the conduct of these students poten-
tially affect other members of the class who 
maintain liability insurance on their vehicles?

FINANCIAL PLANNING ONLINE EXERCISES

1. Answer the following questions using the informa-
tion found at www.ambest.com. Describe the infor-
mation that you can access about insurance ratings 
and why this information may be useful to you.

2. Go to www.nerdwallet.com or to any Web site 
where you can obtain a quote on auto insurance.

a. Obtain an auto insurance quote for the vehicle 
that you drive. Compare that quote to the insur-
ance premium that you presently pay.

b. Assume you could purchase a new vehicle that 
you desire. Obtain an insurance quote for that 
vehicle. How does the insurance on this new 
vehicle compare to the insurance quote on the 
vehicle that you presently drive? Why do you 
think the quotes are different?

M11B_MADU9969_07_SE_C11.indd   315 28/11/2018   15:20

http://www.nerdwallet.com/
http://www.ambest.com/


316 Chapter 11   Auto and Homeowner’s Insurance

PSYCHOLOGY OF PERSONAL FINANCE: Your Auto Insurance

1. Consumers commonly focus on the price when 
buying auto insurance. They feel less pain from 
buying auto insurance when they pay as little 
as possible. However, this strategy can backfire 
because the insurance they receive may reflect the 
low price they paid. Describe your own behavior 
when purchasing auto insurance. Do you request 
specific insurance coverage or pursue the cheap-
est possible policy?

2. Read one practical article of how psychology 
affects decisions when buying auto insurance. You 
can easily retrieve possible articles by doing an 
online search using the terms “psychology” and 
“buying auto insurance.” Summarize the main 
points of the article.

WEB SEARCH EXERCISE

You can develop your personal finance skills by conducting an Internet search for related 
articles. Find a recent online article about personal finance that reinforces one or more 
concepts covered in this chapter. If your class has an online component, your professor 
may ask you to post your summary of the article there and provide a link to the article 
so that other students can access it. If your class is live, your professor may ask you to 
summarize your application of the article in class. Your professor may assign specific 
students to complete this assignment or may allow any student to do the assignment on 
a volunteer basis.

For recent online articles related to this chapter, consider using the following search 
terms (be sure to include the current year as a search term to ensure that the online 
articles are recent):

• How auto insurance protects you

• Auto insurance coverage

• Auto insurance premium

• Selecting auto insurance

• How home insurance protects you

• Home insurance coverage

• Home insurance premium

• Selecting home insurance

VIDEO EXERCISE: Selecting Auto Insurance

Go to one of the Web sites that contain video clips (such as www.youtube.com) and 
view some video clips available about selecting auto insurance. You can use search 
phrases such as “auto insurance tips.” Select one video clip on this topic that you would 
recommend for the other students in your class.

1. Provide the Web link for the video clip.

2. What do you think is the main point of this video clip?

3. How might you change your process of selecting auto insurance after watching this 
video clip?

4. Does the information source appear credible?
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1. ASSESSING YOUR AUTO INSURANCE COVERAGE

Review your automobile insurance policy.

 a. How much liability coverage do you have?

 b. Do you think that coverage is sufficient?    
If not, explain how you might change it in the future.

 c. How much medical payments coverage do you have?

 d. Do you think that coverage is sufficient?    
If not, explain how you might change it in the future. 

 e. How much uninsured motorist coverage do you have?

 f. Do you think that coverage is sufficient?   
If not, explain how you might change it in the future. 

MyLab FinanceBUILDING YOUR OWN FINANCIAL PLAN: Chapter 11

The financial planning spreadsheets available at www.pearson.com/mylab/finance will 
automatically perform computations, charts, and graphs based on your input.
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 g. How much collision and comprehensive coverage do you have?

 h. Do you think that coverage is sufficient?   
If not, explain how you might change it in the future. 
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1. Advise the Sampsons regarding their car insurance. Do they have enough insurance? Do they 
have too much insurance? How might they be able to reduce their premium?

2. Consider the Sampsons’ homeowner’s insurance. Do they have enough insurance? Do they have 
too much insurance? Should they increase their deductible?

As the next step in reviewing their finances, the Sampsons are assessing their insurance 
needs related to their vehicles and home. They indicated the amount of money they 
spend on insurance on their personal balance sheet in Chapter 2.

They currently have auto insurance on their two cars. Each insurance policy has a $1,000 
deductible and specifies limits of 100/200/20 ($100,000 per person injured in an accident, 
$200,000 for all people combined, and $20,000 to cover other damage to the car or to 
other property). Dave and Sharon live in a no-fault state.

Their homeowner’s insurance covers the market value of their home and has a deduct-
ible of $10,000. Their policy does not cover floods, which periodically occur in their area. 
Their house has never been flooded, though, so Dave and Sharon are not concerned.

THE SAMPSONS—A Continuing Case: Chapter 11 MyLab Finance
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MyLab Finance helps you master the topics in this chapter and study more 
efficiently. Visit www.pearson.com/mylab/finance for more details.

While out of town, Ruby 

felt chest pains, so she 

went to the nearest 

 hospital and was required to stay the 

night for tests. One week later, Ruby 

received a bill of $15,000 from the 

hospital. Even though she had medi-

cal insurance, she would have to pay 

over $5,000 out of pocket. It could 

have been worse. Had Ruby not had 

insurance, the entire $15,000 bill 

would have been hers to pay.

Health care can be very expensive. The health insurance policy that you select will determine 

how much of your health care expenses are covered. Proper health insurance decisions can 

protect your net worth.

Health and Disability 
Insurance 12

chapter 

Torwaiphoto/Shutterstock
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322 Chapter 12  Health and Disability Insurance

The objectives of this chapter are to:

• Provide a background on health insurance

• Compare the types of private health care plans

• Describe the contents of health care plans

• Describe government health care plans

• Describe federal regulations in health care

• Describe long-term care insurance 

• Explain the benefits of disability insurance

• Explain how health and disability insurance fit within your financial plan

Background on Health Insurance
Health insurance covers health care expenses incurred by policyholders. It limits your 
potential liabilities and ensures that you will receive necessary medical care. Many more 
options are available for health insurance than for auto or homeowner’s insurance. Health 
insurance is offered by private insurance companies and by the government. Some private 
insurance companies provide only health insurance, while other companies offer it along 
with other types of insurance. Most Americans obtain their health insurance from private 
insurance companies through their employers. More than 150 million Americans have 
employer-provided health insurance, while about 76 million receive government-provided 
insurance through Medicaid, and 55 million are covered by Medicare, the government’s 
health insurance program for people over age 65.

The nation’s largest health care insurers are UnitedHealth Group, Anthem, Aetna, 
Humana, and Cigna, which serve many employers with group participation plans. Each 
insurance company contracts with doctors and hospitals on the types of services it will 
cover and the amount it will pay for each service. Individuals insured by the company are 
then covered up to the agreed-on specific dollar amount for each service.

Depending on the type of contract between a health care provider and the insurance 
company, the provider may be paid a discount on charges, a per diem rate, or a case rate. 
Health care providers employ billing and reimbursement specialists to ensure that they 
have been paid correctly after submitting a claim for payment. Health care providers 
are required to comply with complex billing procedures to receive payments for services 
rendered. Hospitals and physicians’ offices employ medical coders to analyze patient 
accounts and attach the proper billing codes to the accounts before submitting them for 
payment. The coding often determines the amount of the payment.

Policyholders are responsible for their share of the agreed-upon amount between 
their insurance company and the medical provider. For example, if their policy calls for 
a copayment of $500, and the insurance company has agreed to pay a total of $5,000 
for their hospital stay, the insurance company will pay $4,500, and the policyholder is 
responsible for $500, regardless of the total charges. The medical provider cannot charge 
the insurance company or the patient any more than the contracted amount, even if the 
charges exceed $5,000. Without health insurance, the high expenses of health care could 
quickly eliminate most of your wealth. Therefore, health insurance is a critical component 
of your financial planning.

Cost of Health Insurance
Health insurance has received much attention in recent years because it has become very 
expensive. Each year approximately $3.4 trillion is spent for medical care in the United 
States. The cost of medical care is rising for several reasons. One reason is that the average 

health insurance
Insurance offered by 
private insurance com-
panies or the government 
that covers health care 
expenses incurred by poli-
cyholders for necessary 
medical care.
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age of the population is increasing. Because older individuals require more health care, 
the cost of providing health care is rising. People are living longer, partly due to effective 
health care; therefore, they require medical attention for a longer period of time.

Another reason that health care is becoming more expensive is the large cost of 
research and development of new drugs and medical procedures. Recent examples include 
advances in genetic testing, new cardiovascular drugs that are more effective and safer, 
and precision oncology, which is developing patient-specific cancer treatments. As the 
cost of health care rises, the cost of health insurance rises also. In 2017, the average 
annual premium for health insurance for an individual was more than $4,500. Although 
health insurance is expensive, it is necessary because without it you could face medical 
bills that could force you into bankruptcy. Thus, your health insurance decision is not 
whether to obtain it, but which health plan to purchase and how much coverage to pur-
chase. By understanding your health insurance options, you can select health insurance 
that is within your budget and offers adequate protection.

Private Health Insurance
Private health insurance refers to health insurance that can be purchased from private 
insurance companies to provide coverage for health care expenses. You can purchase this 
insurance directly from private health insurance companies or through your employer. 
Most large employers offer their employees the opportunity to participate in a health 
insurance plan as part of their benefits package. Under the Affordable Care Act (ACA) 
of 2010, which will be discussed in more detail later in the chapter, employers with more 
than fifty full-time employees may face penalties if they fail to offer health insurance to 
their employees. In 2016, about 85% of full-time workers and 19% of part-time workers 
had access to employer-provided health insurance. The employer and employee typically 
share the cost of the health insurance. The employees’ portion of the premium is deducted 
from their pay, and the employer pays the remainder. Some employers pay a large portion 
of the premium to attract and retain good employees. Employers tend to obtain all their 
health insurance from one company.

Private insurance is usually less expensive when provided under an employer’s plan. 
Information about health insurance premiums is available at various Web sites such as 
www.ehealthinsurance.com and www.insure.com.

Types of Private Health Insurance Coverage
The most common types of private health insurance plans can be classified as fee for 
service (sometimes known as indemnity plans) or managed care plans (health mainte-
nance organizations and preferred provider organizations). Each of these plans cover 
common health care costs, including physician office visits, inpatient hospital stays, 
outpatient surgery, emergency room, and other outpatient services, such as physical 

private health insurance
Health insurance that can 
be purchased from private 
insurance companies 
to provide coverage for 
health care expenses.

FREE APPS  
for Personal 

Finance

Your Health Insurance
Application:
The Florida Blue app (by Blue Cross and Blue Shield of Florida) provides information 
such as your deductible, a summary of your claims, and the doctors who are participat-
ing in your plan. It also allows you to compare drug prices and identify the pharmacy 
closest to your location. Blue Cross and Blue Shield offers similar apps to individuals in 
other states.

To Find It:
Search for the “Florida Blue” app on your mobile device.
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therapy or lab work. However, there are significant differences between the types of 
plans. To decide which plan serves your needs best, you need to understand the dif-
ferences among plans.

Fee for Service (Indemnity) Plans A fee for service plan (also known as an indem-
nity plan) reimburses individuals for part or all of the health care expenses they incur 
from health care providers (such as doctors or hospitals). Individuals are free to decide 
whether to seek care from a primary care physician or a specialist. Many fee for service 
plans have a coinsurance provision in which the insurance company pays a percentage of 
the bill. For example, a provision may specify that the insurance company pays 80% of 
the bill and that you pay the remaining 20%. After you reach the policy’s out-of-pocket 
limit, the insurance company pays 100% of covered medical expenses.

The advantage of a fee for service plan is that you can choose your own health care 
provider. If having that flexibility is important to you, then a fee for service plan might 
be your best choice. Although indemnity plans offer more flexibility than managed care 
plans, they also charge higher premiums. Normally, you must pay a deductible, although 
most of the bill will be reimbursed by the insurer.

Managed Health Care Plans Managed health care plans require individuals to 
receive health care services from specific doctors or hospitals that are part of the plan or 
network. You are billed only for services not covered by your insurance.

Managed health care plans charge lower premiums than indemnity plans, but they 
impose more restrictions on the specific health care providers (e.g., doctors and hospitals) 
that individuals can use. Managed health care plans are normally classified as health 
maintenance organizations or preferred provider organizations.

Health Maintenance Organizations Each health maintenance organization (HMO) 
establishes an agreement with select health care providers (such as doctors and hospitals) 
that are obligated to provide services to the HMO members. The health care providers 
involved in the agreement are paid a predetermined amount of compensation per month. 
Their compensation is referred to as “per member per month” (PMPM) for each patient 
who participates in the plan. Even though the fee is prearranged, the cost to the health 
care provider varies with the demand for services. For example, if the patients of a par-
ticular HMO require minimal health care, a hospital will incur limited costs to take care 
of those patients. If the patients of a particular HMO require substantial health care, 
however, a hospital will incur higher costs as it takes care of more patients. The hospital 
is more profitable when the demand for health care services by the HMO participants 
is relatively low because the reimbursement is a fixed amount, regardless of how many 
patients it treats.

Patients participating in an HMO normally choose what is called their “primary care 
physician.” They will need to see their primary care physician to get a referral before 
they can see a specialist or other health care provider. The HMO philosophy is that the 
primary care physician can reduce overall health care costs by eliminating unnecessary 
patient visits to specialists. For example, some patients might feel ill and think they are 
having cardiac issues and see a cardiologist only to find out that they have the flu. Such 
appointments with a specialist can be avoided if the patient is required to see a primary 
care physician before seeing a specialist.

An advantage of HMOs is that they offer health care services at a low cost. Because 
HMOs emphasize the early detection and treatment of illnesses, they can keep the pre-
miums relatively low. Individuals also typically pay a small fee (such as $10) for a visit to 
a physician who participates in an HMO or for a prescription. An HMO also typically 
covers a portion of prescription expenses.

A disadvantage of HMOs is that individuals must choose among the primary care 
physicians and specialists who participate in the plan. Thus, they cannot select a physi-
cian who is not approved by the HMO. HMO members typically pay lower premiums 
in exchange for less flexibility.

fee for service plan
Health insurance that 
reimburses individuals for 
part or all of the expenses 
they incur from health 
care providers; individuals 
are free to decide whether 
to seek care from a pri-
mary care physician or a 
specialist.

managed health care plan
A health insurance policy 
under which individuals 
receive services from spe-
cific doctors or hospitals 
that are part of the plan.

health maintenance  
organization (HMO)
A health insurance plan 
that covers health care 
services approved by 
doctors; a primary care 
physician provides 
general health services 
and refers patients to a 
specialist as necessary.
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Preferred Provider Organizations A preferred provider organization (PPO) is a 
combination of a fee for service policy and an HMO policy. A PPO allows individuals 
to select their health care providers and have most of the fee covered. A PPO also uses 
a primary care physician, but there are usually more physicians available for each area 
of specialization than in an HMO. The premiums and fees for health care services are 
higher in a PPO than in an HMO. For example, individuals may be charged 20% of the 
bill for specific health care services provided by a PPO versus a small flat fee such as $15 
for the same services provided by an HMO. Patients are still given a listing of in-network 
providers, but in a PPO, they also have the flexibility to see providers outside the PPO 
network. They will likely incur higher out-of-pocket costs if they choose a provider that 
is out of the PPO network, but they have that flexibility under a PPO plan.

A common payment arrangement between health care providers and PPOs is the 
discount on charge arrangement, in which the PPO agrees to pay a specific percentage of 
the provider’s charges. For example, if the agreement between the PPO and the provider 
is a 30% discount on charges and the provider charged $1,000, the PPO would pay a 
total of $700 (70% of $1,000, representing a discount of 30%). Under this arrangement, 
the provider receives $300 less than what it normally charges for this type of service. A 
portion of the $700 payment to the provider would be made by the patient, and the rest 
of the payment would be made by the PPO. The specific breakdown of the payments is 
dictated by the contract between the PPO and the patient.

A second type of arrangement between the PPO and the provider is the per diem rate 
arrangement, in which the provider is paid a specific amount for each day the patient is 
hospitalized. If the PPO arrangement is a $650 per diem rate and the hospital charges 
$1,000 for a one-day stay in the hospital, the total amount owed to the hospital would be 
$650. The payment by the patient to the hospital is determined by the contract between 
the patient and the PPO.

A patient’s contract with the PPO typically specifies that the PPO pays 80% of the 
amount owed, and the patient pays the remaining 20%. If the total amount owed to the 
provider is $700, the PPO would pay 80% of the $700, or $560. The patient would be 
required to pay 20% of $700, or $140. The patient’s payment is often referred to as a 
copayment. Patients receive an Explanation of Benefits (EOB) form from the PPO after 
receiving health care services. The EOB lists the total charges, the total amount that is 
owed to the provider, and the amount owed by the patient. You should always make sure 
that the amount you are billed by the provider agrees with the amount shown as your 
responsibility on your EOB.

Premiums for Private Health Care Insurance
Employers may offer individual coverage or family coverage. Higher premiums are 
charged for family coverage. A married couple without children should compare the 
premiums if each of them purchases individual insurance versus if one person buys family 
insurance. Individuals or couples who have children or plan to have children in the near 
future need a family plan.

Individuals who are unemployed, self-employed, or whose employer does not offer 
a health plan can obtain managed care or other types of health insurance directly from 
private insurance companies. However, the insurance premiums are normally higher if 
insurance is purchased individually rather than through an employer-sponsored plan. 
Under the ACA, individuals and families who do not receive affordable health insurance 
from an employer may be eligible for subsidies to help them afford insurance, which can 
be purchased at a Marketplace run by the government.

You can obtain insurance quotes and go through the application process online. 
Some Web sites provide general quotes on the premiums charged by various insurance 
companies for health care. The quotes may also include information on the deductible, 
the coinsurance rate, and the fee you would pay for a visit to a doctor. If you want to 
obtain more information about any specific quote, the Web site provides a link to the 

preferred provider  
organization (PPO)
A health insurance plan 
that allows individuals 
to select a health care 
provider and covers most 
of the fees for services; 
a referral from a doctor 
is not required to visit a 
specialist.

discount on charge 
arrangement
An arrangement in which 
the preferred provider 
organization (PPO) pays 
a specific percentage of 
the health care provider’s 
charges.

per diem rate 
arrangement
An arrangement in which 
the preferred provider 
organization (PPO) pays 
the provider a specific 
sum for each day a patient 
is hospitalized.
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insurance company providing that quote. When you submit an application online, the 
initial quote of the premium may be changed after you provide information such as your 
medical history and present health condition. You can obtain information about subsidies 
available under the ACA and find out how to apply for insurance at the government’s 
Marketplace at www.healthcare.gov.

Under the Consolidated Omnibus Budget Reconciliation Act (COBRA), you have the 
right to continue your employer’s health insurance plan for eighteen months after you 
stop working for the employer. Your COBRA rights apply in almost all circumstances 
unless the employer terminated you for cause. If your family was covered under the 
employer’s plan, you can continue their coverage as well. Your cost for health insurance 
will increase, however, because you will have to pay the entire premium. The employer 
is not required to pay any portion of the premium for former employees under COBRA. 
Nevertheless, continuing coverage under your former employer’s plan may be cheaper 
than purchasing health insurance by yourself. If your income drops substantially, though, 
you may be eligible for a subsidy under the ACA. Thus, if you are laid off or leave a job 
voluntarily, you should consider all your options for health insurance including COBRA 
coverage and purchasing insurance under the ACA.

Comparison of Private Health Insurance Plans
A comparison of private health insurance plans is provided in Exhibit 12.1. This exhibit 
illustrates the trade-off between the flexibility that individuals have in selecting their 
physician and the premium that they are charged for health insurance.

HMOs and PPOs offer brochures that provide the comparative information you need 
to review before you decide which plan to select. Exhibit 12.2 lists the questions that you 
should ask before you make your selection. If these questions are not answered in the 
brochure, contact a representative who can provide the answers.

EXHIBIT 12.1 Comparison of Private Health Insurance Plans

Type of Private
Health Plan Premium Selection of Physician

Indemnity Plan High Flexibility to select
physician or specialist

Managed Care: HMOs Relatively low Primary care physician refers
patients to specialist

Managed Care: PPOs Low, but usually higher
than HMOs

There is a greater number of
physicians to choose from in
PPOs than HMOs

Go to:
www.healthcare.gov 
and click on “Glossary 
Terms” under “Get 
Answers”

To get:
Definitions of various 
terms relating to health 
insurance, including PPO 
and HMO.

Financial Planning
ONLINE

When Stephanie Spratt started working for her present employer, she was offered the 
opportunity to participate either in an HMO or in a fee for service plan that would allow 
her to see whatever health care provider she preferred. She is now reviewing her health 
care choice. The premium for the indemnity plan is $100 higher per month than her 
HMO. She also has the opportunity to switch to a PPO, but her premium would be $75 
per month higher than her HMO. An advantage of this PPO over her HMO is that there 
are more physicians available in each health care specialization. At this time, Stephanie 
does not have a need for any specialists. She decides that she will continue to participate 
in the HMO because she does not think that the advantages of the fee for service plan or 
the PPO are worth the extra premium.

EXAMPLE
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Contents of Health Care Plans
Health care plans (insurance policies) contain the following information.

Identification of Insured Persons
A health insurance contract identifies who is covered, such as an individual or a family.

Location
Some U.S. insurance companies provide coverage for health care in the United States only, 
while others provide coverage in non-U.S. countries too. Typically, full health insurance 
benefits are confined to the local area of the beneficiary. Benefits are reduced or elimi-
nated for nonemergency health care received out of the area.

Cancellation and Renewability Options
Your health insurance contract should specify if the insurance company can cancel the 
contract at any time, or if it guarantees continuous coverage as long as the policyholders 
pay the premiums on time. In addition, it should specify if you are given the option to 
renew your contract up to a specified age level.

Questions Regarding Your Cost

1.  Monthly premium?

2.  Deductible?

3.  Coinsurance/Co-pay amounts?

4.  Limits on coverage?

5.  Maximum out-of-pocket expenses per year?

Questions Regarding the Doctors/Health Care Providers

1.  How many doctors are in the plan?

2.  Who are the doctors in the plan?

3.  Which doctors are accepting new patients?

4.  How long in advance must you schedule a routine visit to the doctor?

5.  Where are the doctors located?

6.  What health care services do the doctors provide?

7.  What hospitals/labs/diagnostic centers are in the plan?

General Questions
1.  Is access to specialists only allowed with a referral from a primary care
     physician?

2. What coverage is provided if the patient receives services out of the primary 
 network (for example, a visit to an emergency room while out of town)?

3. If a physician is accessed outside of the plan, are there out-of-network benefits?

EXHIBIT 12.2  Questions to Ask When Considering a Particular  
HMO or PPO
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Other Coverage
Health insurance policies can cover a wide variety of health care needs. Policies specify the 
types of health care covered and the limitations for each. The following are some common 
types of health care that may be included within health insurance policies.

Rehabilitation Health insurance policies may provide coverage for rehabilitation, 
including physical therapy sessions and counseling. Many policies set an upper limit 
on the number of visits for physical therapy, occupational therapy, and speech therapy. 
When a physician determines that a policyholder who has had therapy for an injury is 
healed, or when the policyholder has had the number of sessions allowed under the policy, 
the insurance company will not pay for any further rehabilitative services. Insurance poli-
cies offered on the government’s Marketplace under the ACA must include coverage for 
rehabilitative services and devices.

Mental Health If an insurance company covers treatment for mental health and 
 substance abuse, that coverage must be at least equal to the coverage provided for medical 
and  surgical treatment. Thus, the company cannot require higher deductibles,  copayments, 
and coinsurance, or set lower limits for mental health coverage than it does for other 
 coverage. Although not all policies are required to cover mental health, any policies 
offered on the government’s Marketplace under the ACA must include mental health and 
substance abuse coverage.

Pregnancy Since the enactment of the ACA, most policies cover the costs of pregnancy, 
including prenatal care, hospitalization, doctor’s fees. Any policies offered on the govern-
ment’s Marketplace under the ACA must provide those benefits.

Dental Insurance A health insurance policy may provide dental insurance, which 
covers part or all of the fees imposed for dental services, including annual checkups, 
orthodontics, and oral surgery.

Vision Insurance Some health insurance policies provide vision insurance, which cov-
ers part or all of the fees imposed for optician, ophthalmologist, and optometrist services, 
including annual checkups, glasses, contact lenses, and surgery.

Determinants of Unreimbursed Medical Expenses
For a given health care service, the insurance policy specifies the criteria used to ascertain 
the amount of the bill that you must pay. This amount is determined by the deduct-
ible, coinsurance, stop-loss provision, coverage limits, and coordination of benefits, as 
explained next.

Deductible A deductible requires that the insured bear the cost of the health care up 
to a level that is specified in the policy. If a policy specifies a deductible of $500 for spe-
cific health care, and the bill is $475, you will have to pay the entire amount. If the bill 
is $900, you will pay the first $500, and the policy will cover the remaining $400. The 
deductible in health care is similar to the deductible in auto insurance, in that it reduces 
the potential liability to the insurance company. Therefore, the premiums charged for a 
particular policy are generally lower when the deductible is higher.

Coinsurance A coinsurance clause specifies the proportion of health care expenses that 
will be paid by the insurance company. For example, for a $1,000 bill that is subject to 
a 20% co-pay, you will pay $200 (20% of $1,000).

Stop-Loss Provision A stop-loss provision sets a maximum amount that you must 
pay for one or more health care services.

Coverage Limits Under the ACA, lifetime limits on many benefits are prohibited. Pre-
viously, many policies limited the amount of coverage that the insurance company would 
provide for particular health care services, such as hospital expenses, surgery procedures, 
outpatient services, and nursing services. Thus, if policyholders required services costing 

dental insurance
Insurance that covers part 
or all of the fees imposed 
for dental services, includ-
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orthodontics, and oral 
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annual checkups, glasses, 
contact lenses, and 
surgery.
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more than what was covered by the policy, they would have had to pay the difference 
themselves. Limits can still be placed on spending for health care services that are not 
considered essential, and some policies that were in effect before the enactment of the 
ACA have been allowed to retain their limits. Therefore, you should read your policy 
carefully to determine whether it contains any coverage limits.

Coordination of Benefits When a policy has a coordination of benefits provision, 
it means that the benefits are dependent on what benefits would be paid by other poli-
cies that you have. The benefits that would be paid by multiple policies could possibly 
overlap, but this provision limits the total reimbursement to no more than your expenses. 
This provision can be beneficial to you because your insurance premiums and coinsur-
ance will be lower if the insurance benefits are coordinated among policies to limit the 
reimbursement amount.

Expenses Not Covered by Private Insurance Plans
Regardless of the private health insurance plan used, there will likely be some health care 
expenses that are not covered. You should budget for the possibility of some health care 
expenses that may not be included in your coverage.

A flexible spending account is an account established by an employer for employees 
to use pretax income to pay for medical expenses. The amount that you set aside each 
pay period for your flexible spending account is not subject to federal, state, and local 
income taxes, or to FICA taxes. In 2018, you could contribute $2,650 to a flexible spend-
ing account. Your employer is not required to contribute to your account, but may choose 
to do so. If you have unreimbursed medical or dental expenses, you can draw from this 
account to pay these expenses. By using this account, you are not taxed on the income that 
you used to pay these health care expenses. Up to $500 of unused funds may be rolled over 
to the next year, but otherwise any funds that are not used at the end of the year are lost.

Another option for covering health care expenses not covered by insurance is to set 
up a Health Savings Account (HSA). This is a savings account that allows you to set aside 
pretax income to pay for unreimbursed medical expenses such as deductibles and copay-
ments. Any interest earned on the money in the plan is not taxed, and no tax is paid when 
you withdraw funds from the plan as long as you use the money for medical expenses. 
In 2018, an individual could contribute $3,450 to an HSA, and a family could contribute 
$6,900. Unlike the money in a flexible savings account, all of the funds in an HSA can 
be rolled over to the next year. An HSA can be used only if you have a high-deductible 
health plan (HDHP). In 2018, an HDHP was a plan with a deductible of $3,450 for an 
individual or $6,900 for a family. Thus, an HSA can help you reduce health insurance 
costs because an HDHP will have lower premiums than a plan with a low deductible. 
Some insurance companies will help you set up an HSA, as will employers that offer their 
employees HDHPs. You can also establish one at a financial institution.

Government Health Care Plans
The government-sponsored health care plans are Medicare and Medicaid.

Medicare
Recall from Chapter 4 that the Medicare program provides health insurance to individu-
als who are 65 years of age or older and qualify for Social Security benefits, or who are 
disabled. Medicare also provides payments to health care providers in the case of illness. 
Medicare is composed of various parts. Part A consists of hospital insurance and is used 
to cover expenses associated with inpatient care (including surgeries) in hospitals or nurs-
ing facilities and a limited amount of home health care. There is no additional premium 
required for Part A coverage for individuals who qualify because they (or their spouse) 
paid sufficient Medicare taxes while working.

flexible spending account
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Part B represents optional medical insurance and covers some expenses that are not 
covered by Part A, such as outpatient hospital care, physical therapy, and some home 
health services. You must pay a monthly premium to receive Part B coverage. If you are 
receiving Social Security benefits, the premium will be deducted from your benefits.

Part C of Medicare represents a combination of Parts A and B, provided through 
private insurance companies that are approved by Medicare. In many cases, the Part C 
plans identify specific doctors or hospitals that you must use.

Part D provides coverage for prescription drugs. The Part D component can vary 
among insurance plans in terms of the specific drugs that are covered, the amount of 
coverage per type of drug, and the deductible. You must have Parts A and B of Medicare 
to qualify for Part D.

Medigap Insurance Some individuals want supplemental insurance that offers more 
coverage than Medicare provides. Medigap insurance, also called Medicare Supplement 
Insurance, is provided by private insurance companies to cover medical expenses that are 
not covered by Medicare. There are various types of Medigap policies. In most states, 
there are 11 standardized policies, which are classified as Medigap plans. These plans 
vary in terms of the premium that you pay and the benefits that you receive. Plan A is 
the most basic and includes coverage of hospitalization expenses that are not covered by 
Medicare. The other plans provide additional coverage beyond Plan A, each differenti-
ated by the amount of medical care covered. Insurance companies can select whatever 
plans they wish to offer to individuals. The premiums that they charge are higher for the 
policies that provide more coverage.

Medicare Prescription Act The Medicare Prescription Drug Improvement and Mod-
ernization Act of 2003 allows coverage for senior citizens and people with disabilities. 
Medicare now covers some prescription drugs that were not covered before, which may 
prevent some illnesses and therefore eliminate the need for other high-cost health care 
services.

The act allows seniors to purchase various forms of coverage for prescription drugs. 
The coverage is provided through private firms, either by itself or as a part of managed 
care plans. The premium and the deductible will change over time to reflect costs.

Medicaid
The Medicaid program provides health insurance for individuals with low incomes and 
those in need of public assistance. It is intended to provide health care to the aged, blind, 
disabled, and needy families with dependent children. To qualify, individuals must meet 
some federal guidelines, but the program is administered on a state-by-state basis. Indi-
viduals who qualify for Medicare may also be eligible for Medicaid if they need public 
assistance; in this case, they will receive more health benefits.

Regulations in Health Care Insurance
Federal laws and regulations ensure that individuals can maintain continuous health care 
coverage, despite their employment status. In particular, the following acts have played 
a major role.

Consolidated Omnibus Budget Reconciliation Act 
(COBRA)
As a result of the Consolidated Omnibus Budget Reconciliation Act (COBRA) of 1986, 
you can continue your health insurance provided through an employer’s plan for eighteen 
months after you stop working for the employer. The act applies to private firms and 
state government agencies, but not to federal government agencies. If you retire, COBRA 
allows you to continue your health insurance (within the eighteen-month maximum 
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period) up to the point at which you qualify for government health care. However, as 
mentioned earlier, you will usually be responsible for the full cost of coverage because 
your previous employer no longer covers a portion of the premium that you owe.

Health Insurance Portability and Accountability 
Act (HIPAA)
The Health Insurance Portability and Accountability Act (HIPAA) of 1996 prohibits 
insurance companies from denying health insurance coverage based on an applicant’s 
health status, medical condition or history, previous health insurance claims, or disability. 
The act is especially important for workers who have preexisting medical problems. For 
example, consider a woman employed by a firm in Kansas who has an existing medical 
condition. She wants to move to Dallas and is searching for work with a new employer 
there. Before HIPAA, she might not have been able to obtain health insurance in Texas 
because the insurance company would have been concerned that she might need to file 
many claims given her existing medical condition. However, as a result of HIPAA, she 
cannot be denied health insurance because of her preexisting medical problem as long as 
she satisfies certain conditions. For example, for HIPAA to apply, the person must have 
had health insurance for twelve months with no lapse in coverage of 63 days or more. 
Thus, a person who leaves a job or is laid off and does not find another job for a long 
period probably would not be protected under HIPAA. The requirements can be complex, 
so if you think HIPAA might apply to you, check on the specific provisions. In addition, 
if the new employer’s plan does not cover certain medical conditions for anyone, it does 
not have to cover the person’s preexisting condition even though the previous employer’s 
plan did cover that condition.

HIPAA also established a set of national standards for the protection of health 
information. The use of computers and automation has resulted in more health insur-
ance fraud and threatens the privacy of information about health care recipients. There-
fore, The U.S. Department of Health and Human Services issued the Privacy Rule as 
part of HIPAA to protect this information. The Privacy Rule applies to health plans, 
health care clearinghouses, and any health care provider who transmits health infor-
mation in electronic format. The rule protects all individually identifiable health infor-
mation held or transmitted by a covered entity. This information is referred to as 
“protected health information” (PHI). PHI includes any past, present, or future physi-
cal or mental health condition, the provision of health care to the individual, and any 
payment for the provision of health care. The purpose of the Privacy Rule is to define 
and limit the instances in which an individual’s protected health information may be 
used or disclosed to others.

Affordable Care Act
The Affordable Care Act (ACA), formally known as the Patient Protection and Afford-
able Care Act, was passed in 2010, but most of its provisions did not go into effect until 
2014. The law had three main goals:

• Make affordable health insurance available to more people. To that end, the ACA 
provides consumers with subsidies that lower the cost of health insurance for 
households with incomes between 100% and 400% of the federal poverty level.

• Expand the Medicaid program to cover all adults with incomes that are substan-
tially below the federal poverty level. Not all states have done this.

• Support innovate medical care delivery systems designed to lower the costs of 
health care.

In 2010 when the law was passed, about 50 million people in the United States did 
not have health insurance. By 2016, that number had dropped by almost 50% to 
26 million.
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The government has established an online Marketplace at https://healthcare.gov where 
people can go to obtain health insurance. Anyone who does not have employer-provided 
health insurance can obtain insurance through the Marketplace. You do not have to have 
a low income. A number of states have set up their own Web sites, but the federal Market-
place and the state Web sites operate approximately the same way. After you enter some 
personal information such as your age and income, you will learn about the subsidy you 
may qualify for and will find information about health insurance plans that are offered by 
private insurance companies. Generally, there are four different levels of health insurance 
plans—bronze, silver, gold, and platinum. Gold and platinum plans have higher premiums 
and offer more benefits than the bronze and silver plans. You can choose among them to 
find a plan that fits your particular circumstances. All plans offered on the Marketplace or 
the state Web sites must provide ten essential health benefits:

• Outpatient care

• Emergency services

• Hospitalization, including surgery and overnight stays

• Pregnancy, maternity, and newborn care

• Mental health and substance abuse services

• Prescription drugs

• Rehabilitative services

• Laboratory services

• Preventive and wellness services and chronic disease management

• Pediatric services including dental and vision care (adult dental and vision care is 
not required, but some plans may offer these benefits)

Some policies may provide additional benefits. Like other health insurance policies, policies 
obtained through the Marketplace or state Web sites have deductibles and copayments.

The ACA covers many other health care issues. It allows people covered by Medicare 
Part B and some other plans to receive preventive medical services such as annual health 
exams, mammograms, and screenings for high cholesterol, diabetes, and some types of 
cancer at no cost. The law allows people with Medicare Part D to receive substantial 
discounts on drugs.

The law allows young adults who cannot participate in an employer’s health insurance 
plan to continue on a parent’s health insurance until age 26. It requires that at least 85% 
of the health insurance premiums received by insurers for large employer plans must be 
used to pay for health care services and health care quality improvement. This is intended 
to limit the proportion of the premium that insurers use to pay for executive salaries 
or advertising. If insurance companies do not meet these goals, they will be required to 
provide rebates to consumers. Health care providers must meet specific standards before 
they can bill insurance companies for the services provided. These standards are intended 
to prevent health insurance fraud, which has become a serious problem. Companies have 
engaged in fraud by providing unnecessary health care services to receive reimbursement 
and by requesting reimbursement for services that they never provided. During 2009, 
efforts to fight fraud returned more than $2.5 billion to the Medicare trust fund. The law 
invests new resources and requires new screening procedures for health care providers to 
boost these efforts and reduce fraud and waste in Medicare and Medicaid.

Since 2014, health insurers can no longer deny applicants based on preexisting con-
ditions, such as disease, disability, or other health problems that exist at the time of the 
application for health care insurance.

Since its enactment, the ACA has been controversial. The Tax Cuts and Jobs Act of 
2017 eliminated a provision, known as the individual mandate, that imposed a penalty 
on anyone who did not purchase health insurance. The mandate remains in effect through 
2018 but will disappear in 2019. Some politicians have called for various other modifica-
tions to the ACA. Updates on this issue will be provided on the text’s Web site.
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Long-Term Care Insurance
Many people who are elderly or have long-term illnesses need some assistance with every-
day tasks such as eating or dressing. Others need around-the-clock medical assistance. 
According to a recent study, more than 50% of individuals in the United States aged 65 
and older will need some kind of long-term care services ranging from home health care 
to a nursing home. Long-term care can be very expensive. The median annual cost of a 
home health aide to assist with eating or dressing was $46,332 in 2016, while a semipri-
vate room in a nursing home cost $81,125.

Government health care plans offer little assistance. Medicare does not cover the 
costs of long-term care. Although Medicaid might cover some of these expenses for 
qualifying individuals, its coverage is limited to persons with low incomes.

Long-term care insurance covers expenses associated with long-term health conditions 
that cause individuals to need help with everyday tasks. It is provided by many private insur-
ance companies, and it typically covers care in a nursing home, assisted living facility, or at 
home. However, given the high expenses associated with long-term care, the premiums for 
long-term care insurance are very high. Premiums may run as high as $3,000 or more per 
year for people who purchase long-term care insurance after the age of 60.

Long-Term Care Insurance Provisions
Like other insurance policies, you can design a long-term care policy that fits your needs. 
Some of the more common provisions are listed here.

Eligibility to Receive Benefits Policies include the range of benefits for which poli-
cyholders can file claims. For example, a policy may specify that the long-term care be 
restricted to medical health care services, while a more flexible policy may also allow for 
other care such as feeding or dressing.

Types of Services Long-term care insurance policies specify the types of medical care 
services that are covered. A policy that covers nursing home care or assisted living will 
have higher premiums than a policy that covers nursing home care only. For individu-
als who prefer a more flexible long-term care policy that covers the cost of home health 
aides, premiums will be higher.

Amount of Coverage Policies also specify the maximum amount of coverage pro-
vided per day. If you want the maximum amount of coverage that a company will pro-
vide, you will pay a high premium. If you are willing to accept a lower maximum amount 
of daily coverage, your premium can be reduced. A policy with less coverage may not 
completely cover the daily costs that you could incur. In that case, you would need to 
cover a portion of your expenses.

A policy can contain a coinsurance provision that requires the policyholder to bear a 
portion of the health care expense. For example, a policyholder can select a policy in which 
the insurance company pays 80% of the health care expenses specified in the policy, while 
the policyholder pays the remaining 20%. Because the potential expense to the insurance 
company is lower as a result of the coinsurance provision, the premium will be lower.

long-term care insurance
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Elimination Period to Receive Benefits A policy may specify an elimination (or 
waiting) period before policyholders are eligible to have their long-term care costs cov-
ered. An elimination period of between 60 and 90 days is common. The policyholder is 
responsible for covering expenses until the elimination period is completed. If the health 
care is needed over a period that is shorter than the elimination period, it will not be 
covered by the long-term care insurance.

Maximum Period to Receive Benefits You can choose to receive insurance benefits 
for the entire period in which you need long-term care, even if the period is thirty years 
or longer. If you choose to receive insurance benefits for a limited period, you would be 
charged a lower premium. For example, your long-term care could be covered for up to 
three years.

Continued Coverage A policy may contain a waiver of policy premium provision 
that allows you to stop paying premiums once you need long-term care. There are some 
alternative provisions that may also allow a limited amount of coverage after you have 
a policy for a specified number of years, without having to pay any more premiums. In 
general, any provision that provides additional benefits in the future will require higher 
premiums today.

Inflation Adjustment Some policies allow for the coverage to increase in line with 
inflation over time. Thus, the maximum benefits will rise each year with the increase in 
an inflation index. You will pay a higher premium for a long-term health care policy that 
contains this provision.

Stop-Loss Provision The insurance covering a long-term illness may also specify a 
stop-loss provision, which sets a maximum limit on the health care expense to be incurred 
by the policyholder. Reconsider the previous example in which the policyholder was 
required to pay 20% of expenses associated with his long-term illness. If the related health 
care expenses are $600,000 over time, the policyholder would have to pay $120,000 
(20% of $600,000). However, if the policyholder has a stop-loss provision specifying a 
$30,000 limit, the policyholder would only owe $30,000. The lower the stop-loss limit, 
the higher the premium.

Factors That Affect Long-Term Care Insurance Premiums
The insurance premium charged for long-term care insurance is influenced by the likeli-
hood that the insurance company will have to cover claims and the size of those claims.

Provisions of Policy Because the long-term care policy provisions described earlier 
affect the likelihood and size of claims, they affect the premiums on long-term care 
insurance.

Age and Gender Individuals who are older are more likely to need long-term care 
insurance, so they are charged higher premiums. Policy premiums are especially high for 
individuals who are 60 years of age or older. Women tend to live longer than men, so 
premiums are generally a bit higher for women.

Health Condition Individuals who have an existing long-term illness are more likely 
to need to file a claim, so they are charged higher premiums.

Reducing Your Cost of Long-Term Care Insurance
When comparing long-term care insurance offered by insurance companies, recognize that 
a higher premium will be charged for various provisions that provide more comprehensive 
coverage. You can save money by selecting a policy that is only flexible on the provisions 
that are most important to you. For example, if you can tolerate a longer elimination 
period before the policy goes into effect, you can reduce your premium. If you think the 
continued coverage or the inflation-adjustment provisions are not very beneficial to you, 
select a policy that does not contain these provisions.

M12_MADU9969_07_SE_C12.indd   334 28/11/2018   17:41



 Disability Insurance 335

Insurance companies charge varying premiums for long-term care insurance policies. 
You should shop around and compare premiums. Internet quotes are one option. Also, 
review how insurance premiums charged by the insurance companies have changed over 
time because they may serve as an indication of future premiums.

Determining the Amount of Coverage
To determine whether you need long-term care insurance, consider your family’s health 
history. If there is a history of long-term illnesses, then you are more likely to need cover-
age. In addition, consider your financial situation. If you can afford substantial coverage 
for long-term insurance, it may be worthwhile. Individuals who are under age 60 and 
have no serious illnesses can obtain long-term care insurance at reasonable rates.

Disability Insurance
Disability income insurance provides income to policyholders in the event that they 
become disabled. The probability of becoming disabled in a given year is less than 4% 
for individuals under age 40 and less than 8% for individuals under age 50. However, the 
probability is about 15% at age 60, and it continues to increase with age. Thus, disability 
insurance is especially important for older individuals who rely on their income. However, 
younger individuals should also consider disability insurance because it provides peace 
of mind, and the premiums are low. Disability insurance can ensure that you will still be 
able to support yourself and your dependents if you become disabled.

One of the most important aspects of disability insurance is the definition of disabil-
ity. Benefits are paid to you only if you meet the definition of disability as defined by your 
policy. The most liberal definition (easiest to qualify for) of disability is the “own occupa-
tion” definition. The disability insurance policy will provide benefits if you are unable to 
do the duties required of your occupation. A more restrictive definition of disability is the 
“any occupation” definition. The “any occupation” coverage will only provide benefits if 
you cannot do the duties of any job that fits your education and experience. Because the 
coverage provided by this type of policy is more restrictive, it has a lower premium than 
“own occupation” policies. Some policies offer coverage if you are unable to do your job 
in your own occupation for an initial period, such as two years. After that point, they only 
offer coverage if you are unable to do the duties of any job that fits your education and 
experience. The Social Security Administration will consider you disabled only if you are 
disabled for a period of at least five months with the expectation that the disability will 
last at least twelve months or is likely to result in death.

Sources of Disability Income Insurance
Some of the more common sources of disability income insurance are discussed here.

Individual Disability Insurance You can purchase individual disability insurance 
and specify the amount of coverage that you desire. The insurance premium varies with 
your type of job. For example, workers in a steel plant are more at risk than workers in 
an office building.

Employer Disability Insurance About half of all large and medium-sized firms offer 
an optional disability plan through an insurance company. Employees at some firms 
either are provided the insurance at no cost or participate in a plan by paying for the 
coverage. The premiums charged through group plans are normally low. A typical dis-
ability policy offered through employers covers about 60% of the employee’s salary. The 
maximum time that disability benefits are provided varies substantially among policies.

Insurance from Social Security If you are disabled, you may receive some income 
from the Social Security Administration. The income is determined by the amount of 
Social Security contributions you have made over time. The guidelines to qualify for 

disability income 
insurance
Insurance that provides 
income to policyholders 
in the event that they 
become disabled.
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disability benefits from Social Security are strict, meaning that you may not necessarily 
receive benefits even if you believe that you are disabled. In addition, the income provided 
by Social Security may not be sufficient to maintain your lifestyle. Therefore, you will 
probably need disability income insurance to supplement the possible disability benefits 
that you would receive from Social Security.

Insurance from Worker’s Compensation If you become disabled at your work-
place, you may receive some income through worker’s compensation from the state where 
you reside. The income you receive is influenced by your prevailing salary level. Disability 
income insurance may supplement any benefits that you would receive from worker’s 
compensation.

Disability Insurance Provisions
The specific characteristics of disability insurance vary among insurance companies, as 
explained here.

Amount of Coverage The disability insurance contract specifies the amount of income 
that will be provided if you become disabled. The amount may be specified as a maximum 
dollar amount or as a percentage of the income that you were earning before being disabled. 
Typically, short-term policies replace 60% to 70% of your salary for a period ranging from 
a few months to a year. Policies that extend for a longer period cover 40% to 60% of your 
salary. The higher your coverage, the more you will pay for disability insurance.

You should have enough coverage so that you can maintain your lifestyle and still 
support your dependents if you become disabled. You can determine the disposable (after-
tax) income that you would normally need to support your lifestyle and your dependents.

Probationary Period You may be subject to a probationary period, which extends 
from the time your application is approved until your coverage goes into effect. A com-
mon probationary period is one month.

Waiting Period The disability insurance contract should specify if there is a waiting 
period (such as a month or six months) before you would begin to receive any income 
benefits. A short-term policy that pays benefits for only a few months might have only a 
two-week waiting period, while a policy that pays for a long period might have a waiting 
period of three to six months. You will have to cover your expenses during the waiting 
period. For example, if you become disabled today, and your policy specifies a three-
month waiting period, you will receive benefits only if your disability lasts beyond the 
three-month period. One reason for the waiting period is that it eliminates many claims 
that would occur if people could receive benefits when they were disabled for just a few 
days or weeks because of a sore neck or back. The premiums for disability insurance 
would be higher if there were no waiting period or a very short waiting period.

Length of Time for Disability Benefits Disability benefits may be limited to a few 
months, a year, or several years or may last for the policyholder’s lifetime. The longer 
the period in which your policy provides disability income, the more you will pay for 
disability insurance.

Noncancelable Provision A noncancelable provision gives you the right to renew the 
policy each year at the same premium, with no change in the benefits. In exchange, you 
pay a higher premium now to ensure that it will not be increased in the future.

Renewable Provision A renewable provision gives you the right to renew the policy 
with the same benefits. The insurance company can increase your premium if it is increas-
ing the premium for all of its insured customers with the same profile.

Deciding on Disability Insurance
You can contact insurance companies about disability insurance rates or ask your 
 employer’s benefits department whether the insurance is available.

probationary period
The period extending from 
the time your disability 
income application is 
approved until your cover-
age goes into effect.

waiting period
The period from the time 
you are disabled until you 
begin to receive disability 
income benefits.
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How Health and Disability Insurance Fit Within Your 
Financial Plan

The following are the key decisions about health and disability insurance that should be 
included within your financial plan:

• Do you have adequate insurance to protect your wealth?

• How much insurance should you plan to have in the future?

Exhibit 12.3 provides an example of how health and disability decisions apply to 
Stephanie Spratt’s plan.

EXHIBIT 12.3  How Health and Disability Insurance Fit Within Stephanie Spratt’s  
Financial Plan

GOALS FOR HEALTH AND DISABILITY INSURANCE PLANNING
1.   Ensure that my exposure to health problems or a disability is covered by insurance.
2.  Determine whether I should increase my health and disability insurance in the future.

ANALYSIS

Type of Insurance Protection Status

Health Protects my assets and wealth.

Disability Protects my income if I become
disabled. 

DECISIONS

Decision on Whether My Present Health and Disability Insurance Coverage Is Adequate:

Decision on Health and Disability Insurance Coverage for the Future:

I presently rely on the HMO o�ered through my employer. This plan o�ers adequate insurance at an 
a�ordable premium. Because I am in my twenties and in good health, I do not need long-term care 
insurance at this time.

I presently have $800 of disability insurance coverage per month that is provided by my employer. I have
decided to purchase a policy specifying an additional $1,200 of coverage per month to cover my monthly
expenses of $2,000 if I’m disabled. The premium charged to me for disability insurance is only $10 per 
month.The insurance will provide adequate coverage for me if I become disabled.

I may switch to a PPO someday if I want more flexibility to select specialists. I will consider long-term care
insurance in the future. I will also increase my disability insurance if my income or expenses increase over
time.

I have a good health insurance plan 
through work.

My employer-provided disability policy
o�ers some coverage, but I am buying a
policy that o�ers additional coverage.

DISCUSSION QUESTIONS

 1. How would Stephanie’s health and disability insurance purchasing decisions be dif-
ferent if she were a single mother of two children?

 2. How would Stephanie’s health and disability insurance purchasing decisions be 
affected if she were 35 years old? If she were 50 years old?
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Health Insurance.  Health insurance covers 
health care expenses incurred by policyholders. 
Health care plans can be classified as private 
plans or managed care plans. Private plans allow 
much flexibility in your choice of the health care 
provider, but they require a reimbursement 
process. Managed care plans include health 
maintenance organizations (HMOs) and pre-
ferred provider organizations (PPOs), which bill 
only the amount that is not covered by the plan. 
This avoids the reimbursement process. HMOs 
require the use of a specified primary care phy-
sician who refers the individual to a specialist 
when necessary; PPOs allow more flexibility in 
the choice of the health care provider but require 
much higher premiums.

Types of Private Health Care Plans. Private 
health care plans are commonly classified as 
fee for service (sometimes known as indemnity 
plans) or managed care plans. A fee for service 
plan reimburses individuals for part or all of the 
health care expenses they incur from health care 
providers (such as doctors or hospitals). Individu-
als are free to decide whether to seek care from 
a primary care physician or a specialist. They are 
billed directly by the health care providers and 
then must complete forms to request reimburse-
ment for the services rendered and prescriptions. 
Managed health care plans (which include health 
maintenance organizations and preferred provider 
organizations) allow individuals to receive health 
care services from specific doctors or hospitals 
that are part of the plan, and they are billed only 
for services not covered by insurance. The plans 
charge lower premiums than fee for service plans, 
but impose more restrictions on the specific health 
care providers (doctors, hospitals) that individuals 
can use.

Contents of Health Care Plans. Health care 
plans (insurance policies) identify the insured per-
sons, describe the location (in the United States 
only or outside the United States as well) where 
coverage is provided, whether the policy excludes 
coverage for preexisting conditions, whether there 
are options to cancel the contract, the coverage 
for rehabilitation, mental health, and pregnancy, 
whether the contract can be renewed, and the 
criteria used to determine the amount of the bill 
that you must pay. This amount is determined by 

the deductible, coinsurance, stop-loss provisions, 
 coverage limits, and coordination of benefits.

Government Health Care Plans. There are also 
government health plans. The Medicare program 
provides health insurance to individuals who are 
over 65 years of age and qualify for Social Secu-
rity or who are disabled. The Medicaid program 
provides health insurance to individuals with low 
incomes.

Health Care Insurance Regulations. The Con-
solidated Omnibus Budget Reconciliation Act 
(COBRA) of 1986 allows you to continue your 
health insurance provided through an employer’s 
plan for eighteen months after you stop working 
for the employer. The Health Insurance Portability 
and Accountability Act (HIPAA) of 1996 allows you 
to continue health insurance coverage even if you 
switch jobs. The act is especially important if you 
have preexisting medical conditions. The Afford-
able Care Act (ACA) of 2010 provides subsidies 
to enable low-income individuals and families to 
obtain health insurance. It established ten essen-
tial benefits that must be provided by all policies 
offered through the government Marketplace or 
state Web sites. It also allows you to receive pre-
ventive medical services such as annual health 
exams, mammograms, and screenings for high 
cholesterol, diabetes, and some types of cancer at 
no cost under some conditions.

Long-Term Care Insurance. Long-term care 
insurance covers expenses associated with long-
term illnesses, including care by a nursing home, 
assisted living facility, or at home. The premiums 
for long-term care insurance is very high but can 
be reduced by accepting a longer elimination 
period.

Disability Insurance. Disability insurance pro-
vides income to you if you become disabled. It can 
replace a portion of the income that you would 
have received had you been able to continue 
working.

How Health and Disability Insurance Fit 
Within Your Financial Plan. Health care can be 
very expensive and could disrupt your progress 
toward achieving your financial plan. Therefore, 
you need insurance to protect yourself so that you 
can continue to achieve your financial goals.

SUMMARY
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REVIEW QUESTIONS

All Review Questions are available in MyLab Finance at www.pearson.com/mylab/finance.

1. Health Insurance. How do individuals benefit from 
having health insurance? Why has health insur-
ance received a lot of attention recently?

2. Cost of Medical Care. Why is the cost of medical 
care increasing? How does this trend affect the 
cost of health insurance?

3. Private Health Insurance. What is private health 
insurance? Briefly describe some types of private 
health insurance coverage.

4. Health Insurance Providers. Who offers health 
insurance? Do employers offer health insurance?

5. Fee for Service versus Managed Plans. Compare 
and contrast private health care fee for service 
plans and managed health care plans.

6. HMO. Describe how an HMO works. What are 
the advantages and disadvantages of this type of 
health care coverage?

7. HMO versus PPO. What questions should you ask 
when considering an HMO or PPO?

8. PPO. What is a preferred provider organization 
(PPO)? How does it operate?

9. PPO Charges. Compare and contrast the discount 
on charge arrangement and the per diem arrange-
ment associated with PPOs.

10. Contents of Health Care Plans. What type of infor-
mation is contained in a typical health insurance 
policy?

11. Continuous Health Care Coverage. Briefly describe 
two federal laws intended to ensure that individu-
als can maintain continuous health care coverage 
if their employment status changes.

12. Other Health Care Coverage. What are some com-
mon types of health care that may be covered in a 
typical health insurance policy?

13. Determinants of Patient Costs. What factors 
determine how much the policyholder must pay 
for a given claim?

14. Flexible Spending Account. What is a flexible 
spending account? Why do some individuals allo-
cate a minimal amount to this account?

15. Medicare. What is Medicare? Describe Parts A and B  
of Medicare.

16. Medicare Prescription Act. Briefly describe the 
provisions of the Medicare Prescription Act.

17. Medigap Insurance. What is Medigap insurance?

18. Health Savings Account. What is a health savings 
account, or HSA? Why is this account often prefer-
able to a flexible spending account?

19. Medicaid. What is Medicaid? How do individuals 
qualify for Medicaid?

20. Long-Term Care Insurance. What is the purpose  
of long-term care insurance? What factors  influence 
long-term care insurance premiums? What factors 
should be considered when purchasing long-term 
care insurance?

21. Disability Income Insurance. What is the  purpose 
of disability income insurance? Why might 
younger individuals consider purchasing disability 
insurance?

22. Source of Disability Insurance. Briefly describe 
some of the sources of disability income 
insurance.

23. Provisions of Disability Insurance. Briefly describe 
some of the provisions of disability income 
insurance.

24. Affordable Care Act. Briefly describe some of the 
significant features of the Affordable Care Act.

25. Vision Insurance. What types of services are typi-
cally covered by vision insurance? Why should 
some individuals consider buying a separate 
vision insurance policy?

26. High-Deductible Health Plan. What is a high-
deductible health plan? How is this type of plan 
related to an HSA?

27. Preexisting Conditions. How did the ACA change 
the way insurance companies treat persons with 
preexisting conditions?

28. Health Insurance and Wealth. How are health 
insurance and disability insurance related to your 
wealth?
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FINANCIAL PLANNING PROBLEMS

All Financial Planning Problems are available in MyLab Finance at www.pearson.com/mylab/finance.

1. PPO Charges. A PPO uses a discount on charge 
arrangement. Marie incurred total charges by a 
hospital of $20,000, and the percentage paid to 
the provider is 70%. Marie’s contract with the PPO 
specifies her copay as 20%. How much does Marie 
have to pay?

2. Stop-Loss Provision. Pete’s health insurance pol-
icy specifies that he should pay 30% of expenses 
associated with a long-term illness, and he has a 
stop-loss provision of $35,000 in his policy. If Pete 
incurs expenses of $60,000, how much would he 
owe?

3. Disability Insurance. Christine’s total monthly 
expenses typically amount to $1,800. About $50 
of these expenses are work related. Christine’s 
employer provides disability insurance coverage 
of $600 per month. How much individual disability 
insurance should Christine purchase?

4. COBRA. Susan recently quit working for a local 
firm and has yet to find a new job. She knows she 
can maintain her health insurance from her old 
employer due to COBRA. How much will it likely 

cost her for health insurance if she previously paid 
$200 per month and her employer paid an addi-
tional $350 per month for her health coverage?

5. Copayment. Nareem’s hospital stay cost $7,575 
and his insurance requires a copayment of $500.  
How much will his insurance pay for his 
hospital bill?

6. Ethical Dilemma. Vera is an 85-year-old widow 
and retiree from a large corporation. Her for-
mer employer recently changed the health care 
coverage for retirees to an HMO. Vera is having 
difficulty with her knees and has requested a refer-
ral to an orthopedist. After ordering X-rays, her 
primary care physician informs her that her knees 
are not serious enough to warrant knee replace-
ment, and he gives her a prescription to alleviate 
the pain. Several weeks later Vera reads an article 
that doctors in her HMO are rewarded for keeping 
utilization costs down.

 a. Discuss the ethics of HMOs rewarding physi-
cians for keeping utilization costs down.

 b. Does Vera have any options?

FINANCIAL PLANNING ONLINE EXERCISES

1. Go to the Web site www.healthcare.gov, and answer the following questions:

 a. Under “See Topics,” click on “Picking a Plan.” Discuss the characteristics of the 
four metal categories.

 b. Review the website and list a few of the covered health benefits required by  
law.

2. Go to www.medicare.gov, click on “Sign Up/Change Plans”, and then click on “Your 
Medicare coverage choices” to review the section on Medicare plans.

 a. Describe some choices for Medicare plans. Which plan do you find more attrac-
tive? Why?

 b. Search this Web site or alternative Web sites on “Medigap (Supplemental Insur-
ance).” Describe Medigap. How many policies are available?

PSYCHOLOGY OF PERSONAL FINANCE: Your Health Insurance

1. Consumers tend to feel less pain when buying 
health or disability insurance by paying as little 
as possible. However, this strategy can backfire 
because the insurance they receive may reflect the 
low price they paid. Describe your own behavior 
when purchasing health or disability insurance. Do 
you request specific insurance coverage or pursue 
the cheapest possible policy?

2. Read one practical article about how psychology 
affects decisions when buying health insurance. 
You can easily retrieve possible articles by doing 
an online search using the terms “psychology” 
and “buying health insurance.” Summarize the 
main points of the article.
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WEB SEARCH EXERCISE

You can develop your personal finance skills by conducting an Internet search for related 
articles. Find a recent online article about personal finance that reinforces one or more 
concepts covered in this chapter. If your class has an online component, your professor 
may ask you to post your summary of the article there and provide a link to the article 
so that other students can access it. If your class is live, your professor may ask you to 
summarize your application of the article in class. Your professor may assign specific 
students to complete this assignment or may allow any student to do the assignment on 
a volunteer basis.

For recent online articles related to this chapter, consider using the following search 
terms (be sure to include the current year as a search term to ensure that the online 
articles are recent):

• How health insurance protects you

• Health insurance coverage

• Health insurance premium

• Selecting health insurance

• Health care plans

• Selecting disability insurance

VIDEO EXERCISE: Selecting Health Insurance

Go to one of the Web sites that contain video clips (such as www.youtube.com) and 
view some video clips about selecting health insurance. You can use search phrases 
such as “selecting health insurance.” Select one video clip on this topic that you would 
recommend for the other students in your class.

1. Provide the Web link for the video clip.

2. What do you think is the main point of this video clip?

3. How might you change your process of selecting health insurance after watching 
this video clip?

4. Were you surprised by anything you learned in the video clip?
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NAME DATE

1. ASSESSING YOUR HEALTH INSURANCE COVERAGE

 a. Do you have an HMO plan or a PPO plan?

 b. Are you satisfied with your health plan?    

If not, how do you plan to change it in the future?

 c. What is your deductible?

 d. Are you satisfied with your deductible?    

If not, how do you plan to change it in the future? 

MyLab FinanceBUILDING YOUR OWN FINANCIAL PLAN: Chapter 12

The financial planning spreadsheets available at www.pearson.com/mylab/finance will 
automatically perform computations, charts, and graphs based on your input.
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1. Make suggestions to the Sampsons regarding their health insurance. Do you think they should 
switch from the HMO to a PPO? Why or why not?

2. Do you think the Sampsons should purchase disability insurance? Why or why not?

3. Should the Sampsons purchase long-term care insurance? Why or why not?

THE SAMPSONS—A Continuing Case: Chapter 12 MyLab Finance

Dave and Sharon Sampson are assessing the amount of health insurance and disability 
income insurance they have.

The Sampsons’ health insurance is provided by a health maintenance organization 
(HMO). Recently, Dave and Sharon have heard about preferred provider organizations 
(PPOs) and are wondering whether they should switch to a PPO. The health care plan 
provided by Dave’s employer allows them to use either an HMO or a PPO, but they would 
have to pay higher premiums for a PPO. Upon hearing that PPOs are more expensive 
than HMOs, Dave and Sharon are hesitant to switch, but they have not yet made up their 
minds. Dave and Sharon are both happy with their primary care physician and any spe-
cialists they need to consult under their HMO plan.

Dave and Sharon currently do not have disability income insurance because they do 
not believe that they are at risk of becoming disabled. Dave and Sharon typically have 
monthly expenses of at least $4,000, none of which are work related.

The Sampsons have also recently heard about long-term care insurance and are wonder-
ing whether they should purchase this type of insurance.
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MyLab Finance helps you master the topics in this chapter and study more 
 efficiently. Visit www.pearson.com/mylab/finance for more details.

Maria quit her job to care for her young 

children. Shortly after she stopped 

working, her husband, Diego, was 

killed in an auto accident. It was only then 

that Maria fully appreciated the benefit of a 

$400,000 life insurance policy. Shortly after 

their first child was born, their neighbor, an insur-

ance agent, had approached Maria and Diego. 

The agent convinced them that because Diego 

was the sole provider for the family, he needed a 

sizable insurance policy to replace his income in 

the event of his death. The insurance is enough 

to cover expenses until well after the children 

are in school and Maria reenters the workforce.

Without life insurance, the death of a breadwinner eliminates some or all of the household’s 

employment income forever. Life insurance can provide financial protection for members of a 

household.

Life Insurance 13
chapter 

Halfpoint/Fotolia
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The objectives of this chapter are to:

• Provide a background on life insurance

• Describe the types of life insurance that are available

• Show how to determine how much life insurance you need

• Review the contents of a life insurance policy

• Discuss how to select a life insurance company

• Explain how life insurance fits within your financial plan

Background on Life Insurance
Life insurance provides a payment to a specified beneficiary when the policyholder dies. 
In this way, it allows you to provide financial support to specified beneficiaries in the 
event of your death. A $100,000 policy means that if you die, the beneficiary named in 
your policy will receive $100,000. The amount received by the beneficiary is not taxed.

Life insurance is provided by life insurance companies, which may be independent 
firms or subsidiaries of financial conglomerates. Many financial institutions that provide 
banking and brokerage services also have a subsidiary that provides life insurance. You 
pay a premium on a periodic (such as quarterly) basis for life insurance.

Role of Life Insurance
Before deciding whether to buy life insurance or how much life insurance to buy, you need 
to consider your financial goals. The most common financial goal related to life insurance 
is to maintain financial support for your dependents. Life insurance is critical to protect 
a family’s financial situation in the event that a breadwinner dies. It provides the family 
with support to cover burial expenses or medical expenses not covered by health insur-
ance. Life insurance can also maintain the family’s lifestyle in the future, even without 
the breadwinner’s income. In addition, it may help dependents pay off any accumulated 
debt. If you are the breadwinner and have others who rely on your income, you should 
have life insurance.

If no one else relies on your income, life insurance may not be necessary. For example, 
if you and your spouse both work full-time and your spouse could be self-sufficient with-
out your income, life insurance is not as important. If you are single and are not providing 
financial support to anyone, life insurance may not be needed.

However, many individuals without dependents still want to leave money to their 
heirs. For example, you may decide that you want to finance your nephew’s college 
education. If you die before your nephew attends college, a life insurance policy can 
achieve your goal. Alternatively, you may want to provide financial support for your 
parents. In this case, you can designate your parents as the beneficiaries in a life insur-
ance policy. You can even set up a life insurance policy that designates your favorite 
charity as the beneficiary.

As time passes, rethink your life insurance decisions. Even if you decide not to pur-
chase life insurance now, you may require life insurance in the future. If you already have 
a life insurance policy, you may need to increase the coverage or add a new or different 
beneficiary at a future point in time.

Psychology Behind the Life Insurance Decision
Psychology can discourage people from making the decision to buy life insurance. It 
is natural human behavior to focus on more enjoyable events such as a wedding or a 
vacation instead of death. Thus, people tend to defer the decision to buy life insurance 

life insurance
Insurance that provides 
a payment to a specified 
beneficiary when the poli-
cyholder dies.

PSYCHOLOGY  
of Personal 

Finance

M13_MADU9969_07_SE_C13.indd   346 28/11/2018   17:46



 Types of Life Insurance 347

because they do not want to think about it. In addition, the decision to buy life insurance 
will result in periodic payments, and people may feel that there is no immediate benefit 
or satisfaction in return. People would rather spend their money on products or services 
that provide an immediate benefit. This psychological effect might explain why about 
one-third of all households in the United States do not have any life insurance. In fact, 
one-half of all households in the United States admit that they do not have a sufficient 
amount of life insurance.

To overcome these obstacles, parents should consider what would happen to their 
children if they died. If they confront the possibility of death and purchase life insurance, 
they should recognize that they do receive an immediate benefit: They can ensure that if 
they die, their children will receive sufficient support.

Although your decision to buy life insurance is not as enjoyable as buying clothes 
or stocks, it can be even more rewarding. The first step is to invest time by reading this 
chapter on life insurance and then deciding whether you should consider buying life insur-
ance to protect the financial future of your loved ones.

Role of Life Insurance Companies
Many insurance companies can provide you with life insurance coverage. They can 
explain the different types of life insurance that are available and help you determine the 
type of life insurance that would satisfy your needs. They can also help you determine 
the amount of coverage that you need. Many people who purchase life insurance will be 
alive forty or more years after they purchase the policy, and they rely on the life insurance 
company to provide the benefits on their death in the future. Thus, it is important that 
the company is financially sound so that it will continue to exist and fulfill its insurance 
contracts for its policyholders in the distant future.

Applying for Life Insurance
To apply for life insurance, you fill out a detailed application form with information 
about your medical history and lifestyle that is used to determine your eligibility and 
premium. If you suffer from a chronic illness such as diabetes or heart disease or are a 
smoker, your premium will be higher. You may be tempted to omit some information 
so that you can pay a lower premium. As part of the application process, you will most 
likely go through a medical exam. Between the exam and information available from the 
Medical Information Bureau, a clearinghouse of medical information that insurers share, 
the insurer will most likely uncover any inaccuracies in your application.

If your application does slip through with inaccuracies, your insurance benefits could 
be eliminated. The policy is a legal contract between you and the insurance company, so 
you must be truthful. It is not worth jeopardizing the peace of mind that life insurance 
brings by trying to save a relatively small amount on premiums.

Types of Life Insurance
Although the needs for life insurance are straightforward, there are many options for 
policies. Term insurance, whole life insurance, and universal life insurance are the most 
popular types of life insurance.

Term Insurance
Term insurance is life insurance provided over a specified time period. The term is typi-
cally from five to twenty years. Term insurance does not build a cash value, meaning that 
the policy does not serve as an investment. It is intended strictly to provide insurance to 
a beneficiary in the event of death. If the insured person remains alive over the term, the 
policy expires at the end of the term and has no value.

term insurance
Life insurance that is 
provided over a specified 
time period and does not 
build a cash value.
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Consider the case of a single mother with three young children. She plans to provide 
financial support for her children until they complete their college education. Although 
her income is sufficient to provide that support, she wants backup support if she dies. 
She decides to purchase twenty-year term insurance. If she dies during this period, her 
children will receive the coverage specified in the policy. If she is still living at the end of 
the term, the policy will expire. Even under these conditions, the policy would have served 
its purpose, giving her peace of mind over the period by ensuring sufficient financial sup-
port for her children. Once the term expires, the children will be old enough to support 
themselves financially.

Premiums on Term Insurance Insurance companies may require that the premium 
on term insurance be paid monthly, quarterly, semi-annually, or annually. If the premium 
is not paid by the due date, the policyholder is given a grace period. If the premium is not 
paid during the grace period, the policy will be terminated.

Determinants of Term Insurance Premiums The annual insurance premiums 
for term insurance vary based on a number of factors. First, the longer the term of the 
policy, the longer the period in which the insurance company must provide coverage and 
the higher the annual premium.

Second, the older the policyholder, the higher the policy premium. Older people are 
more likely to die within a given term. Exhibit 13.1 provides a sampling of quoted annual 
premiums (based on a policyholder with no unusual medical problems). The actual pre-
miums will vary among life insurance companies, but the general comparison described 
here still holds. Notice from Exhibit 13.1 that the annual premium for a 45-year-old is 
more than twice that of a 25-year-old. In addition, the annual premium for a 60-year-old 
is more than four times that of a 45-year-old.

Third, the greater the insurance coverage (benefits upon death), the higher the insur-
ance premiums. Exhibit 13.2 illustrates the annual premiums for two profiles based on 
various coverage levels. Notice that the annual premium for a $500,000 policy is more 
than twice that of a $100,000 policy.

Annual
Premium
($)

Age (Years)

500

1,000

2,000

1,500

2,500

3,500

3,000

4,000

4,500

25        30        35        40        45        50        55        60        65

5,000

5,500

6,000

EXHIBIT 13.1 How the Annual Premium Changes with Age  
(for nonsmoking males with $500,000 coverage)
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Annual
Premium
($)

Coverage
(thousands $)

100

200

400

300

500

700

600

800

900

 100     200       300      400      500      600      700      800      900    1,000

40-Year-Old Male
25-Year-Old Male

1,000

EXHIBIT 13.2 How Annual Premiums Differ Across Coverage Levels

Fourth, the annual premium is higher for a male than for a female of the same age. 
Because women tend to live longer than men, the probability of a male dying during a 
specified term is higher than that of a female of the same age. Exhibit 13.3 shows the 
difference in quoted annual premiums between males and females for various levels of 
insurance coverage. In general, the quoted annual premiums for men are between 10% 
and 25% higher than for women.

EXHIBIT 13.3  How Annual Premiums Differ for Males Versus Females 
(for 25-year-old nonsmoking males and females)
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Fifth, the annual premium is substantially larger for smokers than for nonsmokers. 
Exhibit 13.4 shows the difference in annual premiums of male smokers versus male non-
smokers for various coverage levels. The annual premiums for smokers are more than 
twice that of nonsmokers, regardless of the coverage level. This general relationship holds 
regardless of the age or gender of the applicant.

Sixth, the annual premium may be much larger for policyholders whose family mem-
bers have a history of medical problems. For example, the annual premium quoted may 
be more than doubled if members of the applicant’s immediate family have diabetes, heart 
disease, or kidney disease prior to age 60.

The size of the premium on term insurance is dependent on the likelihood of death 
over the specified term and the length of the term in which insurance is desired. The 
likelihood of death is affected by health, age, and gender. A term insurance premium for 
a given person will vary among life insurance companies.

Reviewing Premiums on Term Insurance Using the Internet Some life insur-
ance companies provide quotes for term insurance on their Web sites. You need to provide 
information such as your date of birth, your state of residency, the amount of coverage, 
the length of the term of insurance, and answer some general questions about your health. 
Within a minute of providing this information, you will receive quotes. You can even 
adjust the amount of insurance coverage if you want to determine how the premium is 
affected by alternative levels of coverage.

Visit Web sites such as www.insure.com, www.esurance.com, or www.nerdwallet.com 
to obtain quotes from various life insurance companies based on your specified needs. 
First, the sites request some information as described earlier, and then they list various 
quotes on term insurance by different companies. This allows you to select the company 
that you believe would accommodate your needs. You can link to the policy contract 
of that company and may be able to access the name and phone number of a company 
representative. The value of this type of Web site is that it may help you obtain quotes 
without being subjected to a sales pitch. Then, once you have screened the list of possible 

Annual
Premium
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Coverage
(thousands $)
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EXHIBIT 13.4  How Annual Premiums Differ for Smokers Versus 
 Nonsmokers (for 25-year-old males)

M13_MADU9969_07_SE_C13.indd   350 28/11/2018   17:46

http://www.insure.com/
http://www.esurance.com/
http://www.nerdwallet.com/


 Types of Life Insurance 351

insurance companies, you can speak to an insurance agent before you select a company. 
Of course, you should also assess the financial soundness of the company that you select.

Decreasing-Term Insurance A common type of term insurance is decreasing-term 
insurance, in which the insurance benefits to the beneficiary are reduced over time. The 
premium paid for the insurance remains constant over the term. This type of insurance is 
popular for families because it provides a relatively high level of insurance in the earlier 
years when it is most needed. As time passes, a family can accumulate savings, pay off 
part of a mortgage, and increase their investments, so smaller life insurance benefits are 
needed. Several forms of decreasing-term insurance are available, with different terms 
and different degrees to which the insurance benefits decrease over the term. The same 
factors that affect the premium of term insurance also affect the premium of decreasing-
term insurance.

Mortgage Life Insurance Mortgage life insurance pays off a policyholder’s mortgage 
in the event of his or her death. It is commonly purchased to ensure that a family can 
afford to continue living in their home even if the breadwinner dies. Mortgage insurance is 
a special form of decreasing-term insurance. In fact, individuals can achieve the same goal 
(and possibly save money) by purchasing a term insurance policy that provides benefits 
large enough to pay off the mortgage.

Group Term Insurance Group term insurance is term insurance provided to a 
 designated group of people with a common bond, such as the same employer. Group term 
insurance premiums are usually lower than the typical premiums an individual would pay 
because the insured receive a group discount. Some companies that have a group plan 
may pay for term insurance for their employees as a benefit.

Whole Life Insurance
Whole life insurance (sometimes referred to as permanent insurance) continues to pro-
vide insurance as long as premiums are paid; the policy accumulates savings for the 
policyholder over time. In this way, it not only provides benefits to a beneficiary if the 
policyholder dies, but also creates a form of savings with a cash value. For this reason, 
whole life insurance is sometimes referred to as cash-value life insurance.

The cash value is typically specified on a schedule. Your whole life insurance premium 
is a fixed amount that is used for two purposes: life insurance and savings. A portion of 
the premium pays for the life insurance provided by the policy, so that the beneficiaries you 
identify in the policy will be covered if you die. The remainder of the premium is invested 
for you as a form of savings that builds a cash value over time. If you withdraw the cash, the 
amount by which the cash value exceeds the premiums that were paid is subject to taxes.

You can change your policy by using your cash value to make a one-time payment for 
a new policy. The death benefit of the new policy is dependent on the cash value amount 
of the policy that you exchange.

A whole life insurance policy can serve as a source of liquidity. You can borrow 
against the cash value at an interest rate specified in the policy. However, recognize that 
this type of loan reduces the cash value of your insurance policy.

Whole Life Insurance Premiums Many insurance policies allow the premium to be 
paid monthly, quarterly, or annually. The premium on whole life insurance is constant for 
the duration of the policy. In the earlier years, a portion of the premium paid for the insur-
ance reflects the potential payout to a beneficiary someday, and the remainder is invested 
by the insurance company as a form of savings. The portion of the premium dedicated 
to savings is high in the earlier years when the policyholder is young because the portion 
of the premium needed to insure against the possibility of death is relatively low. In the 
later years, the premium required to insure against possible death is relatively high, as the 
likelihood of death is greater. Because the insurance premium is constant, it is not sufficient 
to cover the amount needed to insure against possible death in the later years. Thus, a 
portion of the policy’s cash value is used to supplement the premium paid in these years.
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If you do not pay a premium on a whole life policy, the insurance company will (with 
your consent) draw from the cash value of your policy to cover the premium.

Determinants of Whole Life Insurance Premiums The premiums among whole 
life policies can vary substantially. Because a whole life policy provides life insurance cov-
erage, the annual premiums are also influenced by the same factors that affect the amount 
of term insurance premiums. In particular, the quoted annual premiums are higher when 
the applicant is a male who smokes, is over 60 years old, and requires a larger amount 
of insurance coverage.

Forms of Whole Life Insurance Many alternative forms of whole life insurance are 
available, so you can structure the premium payments in a manner that fits your needs. 
One such policy is a limited payment policy that allows you to pay premiums over a 
specified period but remain insured for life. For example, you could make payments until 
you retire, but continue to be insured after retirement. If you are 45 years old and plan 
to retire at age 65, this means you would request a payment period of twenty years. The 
insurance premiums are larger than if you were required to pay premiums continuously, 
but you build a large cash value during the payment period. Once the payment period 
ends, your savings accumulated within the whole life policy are used to cover your future 
premiums.

Alternatively, a whole life policy can be structured to provide a higher level of death 
benefits to the beneficiaries in the earlier years of the policy. For example, it may specify 
insurance coverage of $300,000 over the next ten years and $100,000 of coverage after 
ten years. This type of policy may be useful for policyholders who have young children. 
The coverage is higher in the years when the children are young and unable to take care 
of themselves.

Comparison to Term Insurance Premiums for whole life insurance are higher 
than premiums for term insurance. The advantage of whole life insurance over term 
insurance is that it not only provides insurance against possible death, but it also 
accumulates savings over time. Note, though, that you can accumulate savings on 
your own by purchasing term insurance with lower premiums and then investing the 
difference.

Some people may prefer whole life insurance because it forces them to save money 
and accumulate funds. However, it is a relatively inefficient way to save money. They may 
be better off by establishing a routine to automatically deposit a portion of each paycheck 
in a bank account, to force some level of savings over time.

The choice of term insurance versus whole life insurance is dependent on your par-
ticular needs. If you only have life insurance to insure beneficiaries in the event of your 
death, term insurance is probably more appropriate.

If you live beyond the term stated in a term insurance policy, you would have to pay 
a higher annual premium when establishing a new term insurance policy. Conversely, the 
premium for the basic whole life policy remains constant. Nevertheless, term insurance 
is typically a less expensive way to meet your life insurance needs.

Universal Life Insurance
Universal life insurance provides insurance over a specified term and accumulates sav-
ings for policyholders over this time. It is a combination of term insurance and a savings 
plan. Because it allows policyholders to build savings, it is classified as a cash-value life 
insurance policy.

Universal life insurance policies allow “term riders” so you can temporarily increase 
the level of insurance for a particular period. For example, if you needed an extra 
$100,000 of insurance coverage over the next five years, you could purchase a term 
rider to provide the additional coverage.

Universal life insurance allows policyholders to alter their payments over time. It 
specifies the premium needed to cover the term insurance portion. When policyholders 

limited payment policy
Allows you to pay pre-
miums over a specified 
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pay more than that amount, the extra amount is invested in savings on which policyhold-
ers earn interest.

Unlike whole life insurance policies where the insurance company makes the 
investment decisions, policyholders are given a choice of investments that are admin-
istered by the insurance company and can decide how the savings plan funds are to 
be invested. If policyholders skip premium payments, the amount needed to cover the 
term insurance portion or any administrative expenses will be withdrawn from their 
savings plan.

Variable Life Insurance One type of universal life insurance is called variable life 
insurance, which allows policyholders to invest the residual funds after the premium 
payment on the term portion is paid in various types of investments, some of which are 
similar to mutual funds. Variable life insurance differs from whole life insurance in that 
it allows policyholders to make their own investment decisions.

An advantage of variable life insurance is that it provides policyholders with 
some flexibility in making their payments and in deciding how the savings should be 
invested. However, the fees on variable life insurance can be high. You can achieve 
the same benefits by simply purchasing term insurance and investing other funds in 
the manner you prefer, without incurring the high administrative fees that you pay for 
variable life insurance.

Because variable life policyholders can choose to have their savings plan invested in 
stocks, their cash value can rise substantially during favorable stock market conditions. 
In the late 1990s and in the period from 2012 to 2018, the stock market generally per-
formed well, and the cash values of variable life insurance policies rose. However, in the 
2000–2002 period and during the financial crisis in 2008–2009, stock market conditions 
were very poor, causing major reductions in the cash values of individual policies.

Determining the Amount of Life Insurance
Once you identify the policy type that best suits your needs, your next decision is the 
policy amount. You can determine the amount of life insurance you need by applying the 
income method or the budget method, as explained next.

Income Method
The income method is a general formula for determining how much life insurance you 
should maintain based on your income. This method normally specifies the life insurance 
amount as a multiple of your annual income, such as ten times your annual income. For 
example, if you have an annual income of $40,000, this formula would suggest that you 
need $400,000 in life insurance. This method is very easy to use. The disadvantage is 
that it does not consider your age and your family circumstances (including your annual 
household expenses). Thus, it does not differentiate between a household with no children 
and one with children, which will likely need more life insurance because its expenses 
will be higher.

The difference in the appropriate amount of coverage in the preceding example is 
due to the difference in future funds that would be needed in the event of death. The 
adjustments here are arbitrary, however, and may not provide proper coverage. Thus, 
the income method is limited, even if it allows for some adjustments to account for dif-
ferences in financial situations.

Budget Method
An alternative method is the budget method (also referred to as the needs method), 
which determines your life insurance needs by considering your future budget based 
on your household’s expected future expenses and your current financial situation. 
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This method requires a little more effort than the income method to determine the 
necessary insurance coverage. However, it provides a better estimate than the income 
method. The main reason for having life insurance is to ensure that a household’s needs 
are covered in the event of death, not just to replace lost income. The budget method 
estimates the amount of future funds that will be needed, so that the insurance coverage 
will be adequate. Some important factors that should be considered when determining 
needs follow:

• Annual Living Expenses. You should have sufficient insurance so that your fam-
ily can live comfortably without your income. Your family’s future expenses will 
be higher if you have children. Younger children will need financial support for a 
longer period of time.

• Special Future Expenses. If you want to ensure a college education for your chil-
dren, you need adequate life insurance to cover the expected future expenses.

• Debt. If your family relies on your income to cover debt, you may want to ensure 
that your life insurance can pay off credit card bills and even a mortgage.

• Job Marketability of Your Spouse. If your spouse has very limited job marketabil-
ity, you may need more life insurance so that your spouse can receive job training.

• Value of Existing Savings. If you have accumulated a large amount of savings, your 
family may possibly draw interest or dividends from these savings to cover a por-
tion of their periodic expenses. The more savings your household has accumulated, 
the less life insurance you need.

Using the Internet to Determine Your Insurance Coverage Some insurance 
companies’ Web sites allow you to determine your beneficiary’s needs, so that you can 
decide on the amount of insurance coverage necessary. They ask you to provide basic 
information such as your total amount of debt, how much annual income you want your 
family to receive on your death, and how many years you want the income to last. These 
sites may even allow you to specify the amount of funds that you wish to provide for the 
education of your family members.

The Trent household earns $50,000 per year. The Carlin household also earns $50,000. 
Both households rely on a neighbor who sells insurance for advice and were told that 
they should have coverage of ten times their annual income. However, the Trent house-
hold financial situation is completely different from that of the Carlin household. The 
Trents are in their early 30s and they have two very young children. Daren Trent is 
the present breadwinner, and Rita Trent plans to stay at home for several more years. 
The Trents have discussed having more children. They have large credit card balances, 
two car loans, and a mortgage loan. Their $50,000 income barely covers their existing 
expenses, and they have very little savings. They tend to overspend on their children 
and will likely continue to do so. They have a goal of sending their children to private 
universities, and they would like to purchase a bigger home in the future.

The Carlins do not have any children. They are in their late 50s and both work part-
time. They have established a very large amount of savings and a substantial retirement 
account, so they could retire now if they had to. They have completely paid off their 
mortgage and do not have any other debt.

Given the distinct differences in their financial conditions, the insurance coverage should 
not be the same for both households. The Trents should apply a higher multiple of their 
annual income, while the Carlins should apply a lower multiple. Some insurance agents 
would likely suggest that the Trents use a multiple such as 20, so their life insurance would 
be 20 * $50,000 = $1,000,000. The Carlins may use a much smaller multiple such as 
6, so their life insurance coverage would be 6 * $50,000 = $300,000.

EXAMPLE
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Solution
$344,100

Limitations in Estimating Needs When using the budget method to decide needs, 
keep in mind that the amount of funds you will need is subject to much uncertainty. Here 
are some common reasons why you may underestimate the life insurance coverage that 
you need:

• Someone within your household could experience an unanticipated major illness 
or disability.

ECONOMIC 
IMPACT

You wish to purchase a life insurance policy that generates a pretax income of at least $30,000 
per year for the next twenty years to cover living expenses (excluding the mortgage payment) 
for your spouse and two children in the event that you die. You have just enough savings to 
cover burial expenses, and you anticipate no unusual expenses for the household in the future.

To determine your insurance needs, you must estimate the amount of insurance today that 
will cover your household’s future living expenses. You can use the time value of money 
concepts from Chapter 3 to determine the amount of funds today that can provide an 
annuity equal to $30,000 over each of the next twenty years.

First, assume that you expect your spouse will be able to earn at least 6% annually by 
investing the money received from the life insurance policy. Next, estimate the present 
value of an annuity (see Table C.4 in Appendix C) that can provide your household with a 
$30,000 annuity over twenty years if it generates an annual return of 6%:

 Amount of Insurance Needed = Annuity Amount * PVIFA (i = 6% , n = 20)

 = $30,000 * 11.47

 = $344,100

Based on the following additional information about your household, you then adjust the 
amount of insurance needed:

●● Other Special Future Expenses. You also want to allocate an extra $50,000 in 
life insurance to pay for your two children’s college expenses. Although college 
expenses will rise in the future, the money set aside will accumulate interest over 
time, so it should be sufficient.

●● Job Training. You want to have additional insurance of $20,000 to ensure that your 
spouse can pay for job training in the event of your death.

●● Debt. You have a $60,000 mortgage and no other loans or credit card debt outstand-
ing. You decide to increase the life insurance amount so that the mortgage can be paid 
off in the event that you die. Therefore, you specify an extra $60,000 in life insurance.

By summing up your preferences, you determine you need a total of $474,100 in life 
insurance. You round off the number and obtain quotes for policies with coverage of 
$475,000 or $500,000.

EXAMPLE

FREE APPS  
for Personal 

Finance

Estimating the Amount of Life Insurance Needed
Application:
The Life Happens Needs Calculator app (by Life and Health Insurance Foundation for 
Education) provides you with recommendations regarding how much life insurance you 
need based on your situation.

To Find It:
Search for the “Life Happens Needs” app on your mobile device.
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• The income level of your household may not rise over time as expected. It could 
even decline due to layoffs. Many individuals lost their jobs or were assigned 
fewer work hours during the financial crisis in 2008–2009. In addition, their 
investments declined in value. Thus, their income was less than expected. When 
estimating expected income, recognize that economic conditions could weaken 
over time.

• Inflation could cause you to underestimate the cost of some needs. For example, 
you may have identified a home as one of your future needs and estimated that the 
home would cost $150,000 based on existing home prices. However, the price of 
a home could possibly double within ten to twenty years. If the insurance policy 
only allowed for $150,000 for a home, it might not be sufficient to purchase the 
kind of home that you desire.

• The insurance policy that you purchase today may not provide coverage until 
many years from now. For households that save money between purchasing a pol-
icy and the death of the policyholder, the funding needed from an insurance policy 
is reduced. However, for households that accumulate more debt every year, the 
funding needed from an insurance policy increases. Households should consider 
the potential change in their debt level over time so that they can more accurately 
estimate the insurance coverage they will need.

As you attempt to determine your needs, account for the uncertainty by recognizing how 
the values of these needs may be higher under some conditions. For example, allow for the 
possibility of higher home prices or tuition when you estimate the values of these needs.

Overestimating your future needs means that you will have more insurance benefits 
than you really need. Underestimating your future needs means you will have less insur-
ance than you really need. The insurance benefits would not be adequate to provide the 
desired standard of living for your family. When accounting for this uncertainty, it is 
better to overestimate your family’s future needs than to underestimate them.

Distinguishing Between Needs and Dreams Before you estimate your needs, 
distinguish between needs and dreams. To illustrate, consider a young couple that pres-
ently has no savings, but has dreams that the breadwinner’s career path will generate a 
substantial amount of income and savings over the years, so that they can retire by age 
55 and live in a large home in a mountain resort town. To achieve their dreams, they will 
likely need about $3 million by the time they are 55 years old. However, if the breadwin-
ner dies, the spouse’s life and aspirations may change completely. The dream of a large 
home in a mountain resort may no longer exist if the couple cannot live there together. 
The needs to be covered by life insurance should be separated from dreams.

To guide a household in determining needs, the following logic may be applied. First, 
decide what necessities must be covered for the household to survive and continue its 
normal standard of living if the breadwinner dies. This exercise can help to determine the 
minimal desired life insurance coverage.

Next, the household may wish to consider some additional preferences beyond neces-
sities, such as having enough money to ensure that the children’s college education is cov-
ered. There is an obvious trade-off: The greater the total value of needs if the breadwinner 
dies, the greater the necessary life insurance coverage, and the higher the life insurance 
premiums. A higher level of life insurance premiums today results in a smaller amount of 
funds that could be used for other purposes.

In general, households attempt to strike a compromise when identifying their life 
insurance needs. The breadwinner may desire that the family could enjoy an even higher 
standard of living than is possible today. However, life insurance is not normally viewed 
as a means by which the surviving family members can suddenly become rich. Ideally, life 
insurance can provide the financial support for family members to continue with their 
lives and pursuit of goals, just as if the breadwinner were still alive.

M13_MADU9969_07_SE_C13.indd   356 28/11/2018   17:46



 Contents of a Life Insurance Policy 357

Contents of a Life Insurance Policy
A life insurance policy contains the following information.

Beneficiary
The named beneficiary receives the benefits when the policyholder dies. When you name a 
beneficiary on your life insurance policy, keep the following points in mind. First, you can 
name multiple beneficiaries and specify how you want the death benefits to be divided. 
You can also name a contingent beneficiary who would receive the benefits in the event 
that your primary beneficiary is no longer living. You can change the beneficiary any time 
you wish, but until you do, the existing contract will be enforced. If you name a person 
rather than your estate as your beneficiary, the benefits can be paid to the person directly 
and avoid probate and related expenses.

Grace Period
The insurance policy specifies the grace period allowed beyond the date when payment 
is due. The typical grace period is thirty days.

Living Benefits
Some whole life insurance policies allow living benefits (also referred to as  accelerated 
death benefits), in which policyholders can receive a portion of the death benefits under 
special circumstances, including terminal illness or long-term care needs of the insured.

Nonforfeiture Clause
A key provision of the whole life policy is a nonforfeiture clause, which allows you to 
use the accumulated cash value if you terminate your whole life policy. You can elect 
to receive the cash or may be able to direct the funds to purchase a term life insurance 
contract with a one-time payment. The coverage of the new policy is dependent on the 
amount of cash value available.

Loans
You can borrow cash from your whole life policy once it has an accumulated cash value. 
The loan rates are usually lower than rates offered on personal loans, and interest is paid 
back into the cash value of the policy.

Incontestability Date
Policies specify a date after which the provisions are incontestable. Until that date, an 
insurance company can cancel a policy if it determines that some of the information 
provided by the policyholder is inaccurate.

Renewability Option
A renewability option allows you to renew your term insurance policy for another term 
(up to an age limit specified in the policy) once the existing term expires. The premium for 
the next term will be higher than that for the prevailing term because you will be older. 
In addition, the premium charged in the next term can increase to reflect any change in 
your health. The advantage of the renewability option is that your renewal is guaranteed. 
Without a renewability option, you may not be able to renew your insurance if your 
health has deteriorated. Many term insurance policies include the renewability option 
at no extra charge. Make sure that this option is available in any term insurance policy 
that you consider.

beneficiary
Person named to receive 
the benefits of an insur-
ance policy.

living benefits (acceler-
ated death benefits)
Benefits that allow the 
policyholder to receive a 
portion of death benefits 
before death.

nonforfeiture clause
Allows you to receive the 
savings you accumulated 
if you terminate your 
whole life policy.

renewability option
Allows you to renew your 
policy for another term 
once an existing policy 
expires.
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Conversion Option
A conversion option allows you to convert your term insurance policy into a whole 
life policy that will be in effect the rest of your life. An insurance policy with a conver-
sion option specifies the period in which the conversion can occur. At the time of this 
conversion, the premium will be increased, but it will then stay constant for the rest of 
your life.

Settlement Options
Settlement options are the alternative ways beneficiaries can receive life insurance benefits 
in the event that the insured person dies. Normally, the benefits are not taxed, although 
there are some exceptions beyond the scope of this text. When you purchase a life insur-
ance policy, you select the settlement option that is most appropriate for your beneficia-
ries. The appropriate option is dependent on the needs and other characteristics of the 
beneficiaries. Some of the common options are identified next.

Lump Sum A lump-sum settlement provides all the benefits to the beneficiary in a single 
payment on the death of the insured. A $250,000 life insurance policy would provide 
$250,000 to the beneficiary in a lump sum. This settlement is often used if the beneficiary 
is disciplined and will use the proceeds wisely. If the beneficiary does not have sufficient 
discipline, however, an alternative settlement option may be more appropriate.

Installment Payments The policyholder can elect to use an installment payments 
settlement, which means that the beneficiary will receive a stream of equal payments over 
a specified number of years. For example, instead of paying $300,000 to the beneficiary 
in a lump sum, the policy may specify that the beneficiary will receive annual payments 
starting at the time of the policyholder’s death and lasting for ten years. By spreading the 
amount over time, this settlement option ensures that the beneficiary will not immediately 
spend the total amount to be received.

Interest Payments The policyholder can also elect to use an interest payments 
 settlement, which means that the amount owed to the beneficiary will be held by the life 
insurance company for a specified number of years. Until the amount is distributed, the 
beneficiary will receive periodic interest payments on the amount. Like the installment 
payments option, this settlement option prevents the beneficiary from quickly spending 
all of the policy proceeds.

Selecting a Life Insurance Company
All life insurance companies are not the same. For this reason, you should research mul-
tiple life insurance companies before you select one. Keep the following criteria in mind 
when you choose a life insurance company.

The Specific Policy That You Want
Although all life insurance companies offer some forms of term insurance and whole 
life insurance, make sure the company offers the specific policy that you want. For 
example, you may want a ten-year term policy with a settlement option that provides 
installment payments.

Relatively Low Insurance Premiums
The cost of insurance is an important factor to consider when selecting a particular life 
insurance policy. As you compare the premiums across insurance companies, make sure 
that the quotes you receive are for comparable policies.

conversion option
Allows you to convert your 
term insurance policy into 
a different type of policy 
(called a whole life policy) 
that will be in effect the 
rest of your life.

settlement options
The alternative ways a 
beneficiary can receive 
life insurance benefits in 
the event that the insured 
person dies.

lump-sum settlement
A single payment of all 
the benefits owed to a 
beneficiary under a life 
insurance policy.

installment payments 
settlement
The payment of life insur-
ance benefits owed to a 
beneficiary as a stream 
of equal payments over a 
specified number of years.

interest payments 
settlement
A method of paying life 
insurance benefits in 
which the company retains 
the amount owed for a 
specified number of years 
and pays interest to the 
beneficiary.
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Strong Financial Condition
As mentioned earlier, policyholders rely on a life insurance company to survive in the 
long run so that it can serve them on their death. If a life insurance company fails, it will 
not pay the benefits of its policyholders in the future. People who paid life insurance 
premiums in the past will not receive the benefits that they deserve. Thus, it is important 
to assess the financial condition of the life insurance company before you purchase an 
insurance policy.

Some people believe that insurance companies that focus only on life insurance cov-
erage are safer because they would not be exposed to potential liability resulting from 
health insurance or liability claims. For example, assume that you have a life insurance 
policy with a small company that also provides liability coverage. Assume that one of its 
customers is sued and the court system awards $50 million to the plaintiff. Consequently, 
the insurance company may go bankrupt because it cannot afford to cover the claim, and 
therefore it cannot provide any life insurance benefits in the future. Companies that focus 
only on life insurance can avoid this type of exposure. Life insurance benefits that must 
be paid out in the future are more predictable than future benefits payable for liability 
or health insurance claims.

Many people who are not qualified to judge the financial condition of an insurance 
company rely on ratings assigned by rating services such as A.M. Best, Moody’s, and 
Standard & Poor’s. The Web site www.insure.com provides ratings of many insurance 
companies at no charge. Only consider insurance companies that are rated highly.

Services
Make sure that the insurance company will provide you with the type of service that 
you can expect. For example, you may want to ensure that the insurance company can 
supply convenient online services. If you want to discuss possible changes to your life 
insurance policy in person, you may consider choosing an insurance company that has 
a branch close to your residence. You may want to make sure that you are comfortable 
with the agent employed by the insurance company. Some agents receive certifications 
when they have completed specialized training, such as the Chartered Life Underwriter 
(CLU) certificate. However, keep in mind that although your policy may be in place at 
a specific company for many years, the agent may leave the company tomorrow. Your 
policy does not leave with the agent.

Other Types of Insurance
Some life insurance companies offer all types of insurance, including liability insurance 
and health insurance. You may want to select a life insurance company that can also 
provide these other types of insurance, assuming that this company satisfies all other 
criteria. It is more convenient to have all types of insurance at one company. In addition, 
you may receive a discount on your life insurance premium if you purchase other types 
of insurance from the same company.

FREE APPS  
for Personal 

Finance

Life Insurance Quotations
Application:
The i-Illustrate Lite app (by John Hancock) provides quick life insurance quotes based on 
the information that you input.

To Find It:
Search for the “John Hancock” app on your mobile device.

Go to:
www.calculatorweb.com

To get:
A recommendation for 
the amount of life insur-
ance that you should 
have, based on your 
financial situation.

Financial Planning
ONLINE
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How Life Insurance Fits Within Your Financial Plan
The following are the key decisions about life insurance that should be included within 
your financial plan:

• Do you need life insurance?

• What type of life insurance is most appropriate for you?

• How much life insurance should you plan for in the future?

Exhibit 13.5 provides an example of how life insurance decisions apply to Stephanie 
Spratt’s financial plan.

EXHIBIT 13.5 How Life Insurance Fits Within Stephanie Spratt’s Financial Plan

GOALS FOR LIFE INSURANCE PLANNING
1.  Determine whether I need to purchase life insurance.
2.  Determine whether I should purchase or add to my life insurance in the future.

ANALYSIS

Type of Insurance Plan Benefits Status

Term insurance Insurance benefits provided to beneficiary. Not needed at this time since I do
not have a spouse or dependents.

Whole life insurance Insurance benefits provided to beneficiary,
and policy builds a cash value over time.

Not needed at this time.

Universal life insurance Insurance benefits provided to beneficiary,
and policy builds a cash value over time.

Not needed at this time.

DECISIONS

Decision on Whether I Need Life Insurance and Type of Insurance:

Decision on Insurance Coverage in the Future:

Because I presently do not have a spouse or dependents, I do not need life insurance at this time. In the future, I may need 
life insurance if I have a family. If I purchase life insurance in the future, I will purchase term insurance (not whole life 
insurance) because I would prefer a life insurance policy that is focused only on life insurance, not on investing money for 
me.

In the future, I will need to ensure proper life insurance coverage if I have a family. I would want to ensure that my 
children have su�cient funds to support them and possibly even pay for their college education if I die. If I have a child, I 
will obtain a 20-year term life insurance policy for $300,000.

DISCUSSION QUESTIONS

 1. How would Stephanie’s decisions regarding purchasing life insurance be different if 
she were a single mother of two children?

 2. How would Stephanie’s decisions regarding purchasing life insurance be affected if 
she were 35 years old? If she were 50 years old?
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Background on Life Insurance. Life insurance 
is needed to maintain financial support for your 
dependents. It can protect a family’s financial situ-
ation in the event that a breadwinner dies.

Types of Life Insurance. Life insurance provides 
payments to specified beneficiaries if the policy-
holder dies. Term insurance is strictly intended to 
provide insurance in the event of the death of the 
insured, whereas whole life insurance and uni-
versal life insurance use a portion of the premium 
to build cash value. The premiums for whole life 
and universal life insurance are higher than the 
premiums for term insurance to account for the 
portion distributed into a savings plan and for the 
 administrative fees.

Amount of Life Insurance Needed. The 
amount of life insurance that you need can be 
measured by the income method, in which you 
attempt to replace the income that would be 
discontinued due to death. The amount of life 
insurance can be more precisely measured by the 
budget method, which considers factors such as 

your household’s future annual living expenses 
and existing debt.

Life Insurance Policy Provisions. A life insur-
ance policy specifies provisions regarding the 
rights of the insured policyholder and the settle-
ment options available to the beneficiaries.

Selecting a Life Insurance Company. When 
selecting a life insurance company, consider 
whether it offers other types of insurance that 
you might need, offers the specific provisions in 
its policy that you desire, charges relatively  
low premiums on its policies, and has a strong 
financial condition (is likely to remain in 
business).

How Life Insurance Fits Within Your Finan-
cial Plan. Part of your financial plan may be to 
financially support your family. Life insurance 
can ensure that financial support is provided for 
your family in the event of your death. There-
fore, life insurance can help you achieve your 
financial plan.

SUMMARY

compare to premiums on individually purchased 
term insurance?

8. Whole Life Insurance. What is whole life insurance? 
What benefit does it provide that term life insurance 
does not?

9. Policy Clauses. Describe the nonforfeiture and 
loan clauses of whole life insurance policies.

10. Whole Life Premium. Why is the premium paid 
for whole life higher than the premium for term 
life? What alternative approach to purchasing life 
insurance might provide the same benefits as 
whole life?

11. Universal Life Insurance. What is universal life 
insurance? How does it differ from term life and 
whole life?

12. Variable Life Insurance. What is variable life insur-
ance? What are the advantages and disadvantages 
of variable life policies? How can individuals avoid 
the high fees of variable life insurance?

1. Financial Goals and Life Insurance. How are 
your financial goals related to the decision about 
whether to purchase life insurance?

2. Psychology and Life Insurance. Why is it difficult 
for many people to buy life insurance even though 
they need it to protect loved ones?

3. Term Insurance. What is term insurance? What 
factors determine the premium for term insur-
ance? What is decreasing-term insurance?

4. Mortgage Life Insurance. What is mortgage life 
insurance? Is mortgage life insurance a good buy? 
Why or why not?

5. Term Insurance Premiums. What are some factors 
that affect term life insurance premiums?

6. Decreasing-Term Insurance. What is decreasing-
term insurance? Why would someone purchase 
this type of life insurance?

7. Group Term Insurance. What is group term insur-
ance? How do the premiums on group term 

REVIEW QUESTIONS

All Review Questions are available in MyLab Finance at www.pearson.com/mylab/finance.
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13. Income Method. Describe the income method of 
determining the amount of life insurance needed. 
What is the disadvantage of this method?

14. Life Insurance Needs. Discuss the factors that 
affect the amount of life insurance someone needs 
to purchase.

15. Budget Method. Describe the budget method of 
determining the amount of life insurance needed. 
What elements must be considered in making this 
calculation?

16. How the Internet Facilitates Insurance Quotes.  
Explain how use of the Internet can expedite the 
purchase of life insurance. Why do many customers 
prefer this method?

17. Settlement Options. What are settlement options? 
Which option should you choose?

18. Lump-Sum Settlement. What is a lump-sum 
settlement? What kind of beneficiary would benefit 
the most from this option?

19. Installment Payments Settlement. What is an 
installment payments settlement? When would an 
insured individual choose this option?

20. Interest Payments Option. What is the interest 
payments option? How does it differ from the 
installment payments option?

21. Beneficiary. What is a beneficiary? Why is it impor-
tant to periodically review your beneficiaries?

22. Psychology and Life Insurance. Why do some 
people postpone buying life insurance even when 
they need it?

23. Limitations in Estimating Life Insurance Needs.  
What are some factors that make estimating life 
insurance needs difficult?

24. Living Benefits. What are living benefits? When 
might a policyholder use this option?

25. Conversion Option. What is a conversion option? 
What are the benefits of having this option?

26. Financial Condition of Insurance Company. Why is 
it important to evaluate the financial condition of a 
life insurance company?

mortgage is $130,000. Peter set up a college fund 
for his children when they were babies, and it cur-
rently contains sufficient funds for them to attend 
college. Assuming that Peter’s wife can invest the 
insurance proceeds at 8%, calculate the amount of 
insurance Peter needs to purchase.

4. Amount of Insurance Needed. Marty and Mary 
have jobs and contribute to the household 
expenses according to their income. Marty con-
tributes 75% of the expenses, and Mary contrib-
utes 25%. Currently, their household expenses are 
$30,000 annually. Marty and Mary have three chil-
dren. The youngest child is 12, so they would like 
to ensure that they could maintain their current 
standard of living for at least the next eight years. 
They feel that the insurance proceeds could be 
invested at 6%. In addition to covering the annual 
expenses, they would like to make sure that each 
of their children has $35,000 available for college. 
If Marty were to die, Mary would go back to school 
part-time to upgrade her training as a nurse. This 
would cost $30,000. They have a mortgage on 
their home with a balance of $85,000. How much 
life insurance should they purchase for Marty?

1. Income Method. Nancy is a widow with two 
teenage children. Nancy’s gross income is $4,000 
per month, and taxes take about 25% of her 
income. Using the income method, Nancy calcu-
lates she will need to purchase about eight times 
her disposable income in life insurance to meet 
her needs. How much insurance should Nancy 
purchase?

2. Purchasing Additional Insurance. Nancy’s 
employer provides her with two times her annual 
gross salary in life insurance. How much addi-
tional insurance should Nancy purchase based on 
the information in the previous problem?

3. Amount of Insurance Needed. Peter is married 
and has two children. He wants to be sure that 
he has sufficient life insurance to take care of his 
family if he dies. Peter’s wife is a homemaker but 
attends college part-time pursuing a law degree. 
It will cost approximately $40,000 for her to finish 
her education. Because the children are teenagers, 
Peter feels he will only need to provide the family 
with income for the next ten years. He further cal-
culates that the household expenses run approxi-
mately $55,000 per year. The balance on the home 

FINANCIAL PLANNING PROBLEMS

All Financial Planning Problems are available in MyLab Finance at www.pearson.com/mylab/finance.
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5. Amount of Insurance Needed. Considering the 
information in the previous problem, how much 
life insurance should they purchase for Mary?

6. Decision to Purchase Insurance. Bart is a college 
student. Because his plan is to get a job immedi-
ately after graduation, he determines that he will 
need about $250,000 in life insurance to provide for 
his future wife and children (Bart is not married yet 
and does not have any children). Bart has obtained 
a quote over the Internet that would require him to 
pay $200 annually in life insurance premiums. As 
a college student, this is a significant expense for 
Bart, and he would likely have to borrow money 
to pay for the insurance premiums. Advise Bart on 
the timing of his life insurance purchase.

7. Ethical Dilemma. Shortly after Steve graduated 
from college, he considered a whole life insurance 
policy that would provide $10,000 in life insur-
ance protection and accumulate a cash value of 
twice his current annual income by age 65. Two 
years later, after Steve’s marriage, he bought a 
second policy. Through his working years he paid 

the $280 annual premium per policy. Steve kept 
remembering what the agent had told him many 
years before about each policy having a cash 
value double his annual income.

  Steve was nearing age 65 and dug out the policies 
from his safety deposit box so that he could begin 
to put numbers together to plan his retirement. 
As he opened the two policies, he was appalled 
to see that the cash value on the older policy was 
$17,000 and on the newer policy was only $15,000. 
The two policies together amounted to only one-
third his current annual earnings, far from the 
 figure promised him by the agent.

 a. Was the agent being unethical in not showing 
Steve the potential impact of inflation on the 
policies’ cash value?

 b. Taking just the first policy, would Steve have 
been better off to invest the $280 annual pre-
mium in a mutual fund that would have given 
an annual return of 8% per year (assume a 
thirty-year investment period)?

FINANCIAL PLANNING ONLINE EXERCISES

1. Go to www.bankrate.com and insert the search term “life insurance.”

 a. What are some differences between term and permanent life insurance?

 b. Why is permanent life insurance more expensive than term life insurance?

 c. Obtain a quote on term insurance of $100,000 for ten years.

 d. Go to the calculator that allows you to determine how much life insurance you 
need. Input the data based on your personal situation, and let the calculator 
determine how much life insurance you need.

 e. Go to the calculator that allows you to compare whole life versus term insurance. 
Notice the input that you need to provide to make this decision. Input the data 
based on your personal situation, and let the calculator determine which type of 
insurance would be better for you.

PSYCHOLOGY OF PERSONAL FINANCE: Your Life Insurance

1. People tend to put off the decision to purchase 
life insurance. They might argue that they cannot 
afford it. They do not want to sacrifice any other 
type of spending so that they could afford to pay 
for life insurance. Describe your own behavior 
when purchasing life insurance. If you do not have 
life insurance, why not?

2. Read one practical article about how psychol-
ogy affects decisions when buying life insurance. 
You can easily retrieve possible articles by doing 
an online search using the terms “psychology” 
and “buying life insurance.” Summarize the main 
points of the article.
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WEB SEARCH EXERCISE

You can develop your personal finance skills by conducting an Internet search for related 
articles. Find a recent online article about personal finance that reinforces one or more 
concepts covered in this chapter. If your class has an online component, your professor 
may ask you to post your summary of the article there and provide a link to the article 
so that other students can access it. If your class is live, your professor may ask you to 
summarize your application of the article in class. Your professor may assign specific 
students to complete this assignment or may allow any student to do the assignment on 
a volunteer basis.

For recent online articles related to this chapter, consider using the following search 
terms (be sure to include the current year as a search term to ensure that the online 
articles are recent):

• How life insurance protects your family

• Whole life insurance

• Term insurance

• Life insurance premium

• Selecting a life insurance company

VIDEO EXERCISE: Selecting Life Insurance

Go to one of the Web sites that contain video clips (such as www.youtube.com) and 
review some video clips about selecting life insurance. You can use search phrases such 
as “life insurance tips.” Select one video clip on this topic that you would recommend 
for the other students in your class.

1. Provide the Web link for the video clip.

2. What do you think is the main point of this video clip?

3. How might you change your process of selecting life insurance as a result of watch-
ing this video clip?

4. Does the information source appear to be credible?

M13_MADU9969_07_SE_C13.indd   364 28/11/2018   17:46

http://www.youtube.com/


NAME DATE

BUILDING YOUR OWN FINANCIAL PLAN: Chapter 13

Life insurance is the most controversial and hard-to-select form of insurance. It is con-
troversial because no entity requires that you have life insurance in the way that you are 
required to insure an auto or home. It is also the one form of insurance for which you, 
the policyholder, will not be the one to file the claim. Selection is difficult because the 
insurance industry has numerous policy options for term and whole life insurance.

Insurance needs should be reviewed when major changes occur in your life. Specifically, 
this review should take place if you marry, divorce, or become a parent.

The financial planning spreadsheets available at www.pearson.com/mylab/finance will 
automatically perform computations, charts, and graphs based on your input.

MyLab Finance

1. Do you need life insurance? If so, how much and what type of policy will suit your needs?

2. What do you anticipate your life insurance needs to be in the future?
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1. Determine the present value of the insurance benefits that could provide $40,000 per year over the 
next fifteen years for the Sampson family. Assume that the insurance payment could be invested 
to earn 3% interest over time.

Annual Amount $40,000
Number of Years 15
Annual Interest Rate 3%
Present Value $

2. Considering the insurance benefits needed to provide $40,000 per year over the next fifteen years, 
plus the additional $300,000 of insurance coverage, what amount of insurance coverage is needed?

3. Dave Sampson is a social smoker. Because he only smokes occasionally, he would like to omit 
this information from his life insurance application. Advise Dave on this course of action.

The Sampsons want a life insurance policy that will provide for the family in the event 
of Dave’s death because he is the major breadwinner. Specifically, they want life insur-
ance benefits that could provide $40,000 per year for the next fifteen years in the event 
of Dave’s death. Dave also wants to add an additional $300,000 of insurance coverage to 
provide support for Sharon through her retirement years because they have not saved 
money for retirement.

THE SAMPSONS—A Continuing Case: Chapter 13 MyLab Finance
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 BRAD BROOKS—A Continuing Case: Part 4 MyLab Finance

 1. Regarding Brad’s auto insurance decision, comment on the following:

a. His plan to add different types of coverage to his auto insurance policy

b. The associated costs of adding different types of coverage to his auto insurance policy

c. Any possible negative consequences of switching to a less expensive auto insurance company

d. The importance of the credit rating of an insurance company

 2. Brad says that he is generally happy with the HMO insurance plan he has through the technology 
company where he works. However, Brad mentions that he does not particularly like to see his 
primary care physician each time he requires a consultation with a specialist. He tells you that his 
company also offers a PPO, but that he did not choose that plan because he knows little about it.

Describe to Brad how he could benefit from a PPO. Are there any negative factors Brad needs to 
know about if he seriously considers switching to a PPO?

Your friend Brad Brooks tells you about his plans to upgrade his auto insurance. Spe-
cifically, he would like to add several types of coverage to his policy, such as uninsured 
motorist coverage and rental car coverage. Recall that Brad is 30 years old. His driving 
record includes several speeding tickets and two accidents (one of which he caused). 
He realizes that adding coverage will increase the cost of his insurance. Therefore, he is 
thinking about switching to a less expensive insurance company.
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 3.  Brad is trying to decide between term life insurance and whole life insurance. He likes whole life 
insurance, as he believes that the loan feature on that policy will give him an option for meeting 
his liquidity needs.

Concerning Brad’s life insurance decision, comment on the following:

a. Does Brad need life insurance?

b. Brad was told by a life insurance agent that he should consider whole life insurance because it 
can serve as an investment that can grow over time.

c. The insurance agent told Brad that a whole life policy’s loan feature is a means for maintaining 
liquidity.
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The chapters in this part explain the various types of investments that 

are available, how to value investments, and how to determine which 

investments to select. Chapter 14 provides a background on investing, and 

Chapter 15 explains how to decide which stocks to buy. Chapter 16 focuses 

on investing in bonds. Chapter 17 on mutual funds explains the advantages 

and disadvantages of investing in a portfolio of securities rather than indi-

vidual stocks and bonds. Chapter 18 stresses the importance of allocating 

your money across various types of investments. Your decisions regarding 

whether to invest, how much to invest, and how to invest will affect your 

cash flows and wealth.

Your 
Financial 
Plan for

Personal 
Investing

Chapter 15
Investing
 in Stocks

■ Should you consider buying stock? 
■ What methods should you use for 

investing in stocks?

Chapter 17
Investing in 

Mutual Funds

■ Should you consider investing 
in mutual funds?

■ What types of mutual funds 
should you invest in?

Chapter 18
Asset Allocation

■ Is your present asset allocation 
appropriate?

■ How will you apply asset 
allocation in the future?

Chapter 16
Investing
in Bonds

■ Should you consider investing 
in bonds?

■ What strategy should you use 
to invest in bonds?

Chapter 14
Investing

Fundamentals

■ What are your investment goals?
■ Should you consider investing?
■ How should you invest your funds?

Your
Wealth

Personal Investing 5 
part 
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MyLab Finance helps you master the topics in this chapter and study more 
 efficiently. Visit www.pearson.com/mylab/finance for more details.

F ive years ago, Ryan 

invested $5,000 in stocks 

of well-known companies. 

His original investment is now 

worth $8,000.

Meanwhile, Brad invested $5,000 

in stock of Zyko  Company five 

years ago, because Zyko claimed 

that its new  technology would 

change the world. Brad wanted 

to earn higher returns on his 

investment than he might earn on 

stock of well-established firms. 

Zyko’s technology failed, however, and Zyko went bankrupt.  Consequently, Brad’s stock was 

 worthless. Furthermore, Brad had borrowed $2,000 of the money that he invested, and had to 

sell his car in order to obtain  sufficient funds to repay the loan. He was clearly not in a suitable 

financial position to be  taking so much risk with his investment strategy.

These examples demonstrate that the same type of investment can have entirely different 

outcomes. As you will learn in this chapter, there are a variety of types of investments, and 

the risk and return of these different investments vary widely. Your ability to analyze invest-

ments can enhance your investment income and increase your net worth.

Investing Fundamentals 14 
chapter 

Syda Productions/Shutterstock
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The objectives of this chapter are to:

• Explain why paying off some debt should be prioritized before investing

• Describe the common types of investments available to investors

• Explain how to measure the return on investments

• Identify the risks of investments

• Explain the trade-off between the return and risk of investments

• Describe common investment mistakes that should be avoided

• Explain how personal investing fits within your financial plan

Paying Off Debt
Before considering how to invest money, review your personal balance sheet. If you 
have any existing loans, you should consider paying off those loans before investing any 
money. Some individuals receive a much larger psychological boost from using money 
to make investments than from paying off existing loans. However, such behavior can 
backfire, as illustrated here.

PSYCHOLOGY  
of Personal  

Finance

In many cases, your best use of funds is to pay off liabilities before you consider 
investing in assets, especially when the loan rate is as high as or higher than the expected 
return on possible investments.

Jared just received an expected bonus of $10,000 from his job. He has an existing car loan 
of $10,000 on which he is paying an interest rate of 8%. If he pays off the existing loan, 
he will no longer have to make monthly payments on this loan. However, Jared wants to 
generate a much larger return on his money than he could get from just paying off the 
loan. He decides to invest the entire $10,000 in a very risky investment that could rise 
substantially over the next year under ideal conditions, but which could also become 
worthless under less favorable conditions. Over the next several months, adverse condi-
tions occurred, which caused the investment to become worthless. Consequently, Jared 
not only lost his entire investment, but he still has a $10,000 loan outstanding that he 
could have paid off. Jared feels like a victim because his investment failed, but in truth his 
investment was a gamble: He chose to ignore information that suggested the investment 
could fail because he believed that luck was on his side.

EXAMPLE

Stephanie Spratt recently received a bonus of $20,000 (after taxes) from her employer 
and wants to use the money to increase her wealth. She believes that the best use of 
her bonus money may be to reduce her existing debt. When she graduated from college 
and started her full-time job about three years ago, she needed to start repaying her 
$10,000 student loan (as described in Chapter 2). About one year later, she obtained a car 
loan to purchase a new car (as described in Chapter 9). Then, a year later, she obtained 
a mortgage loan to purchase a home (as described in Chapter 10). Her income has been 
steadily increasing since she began her full-time job three years ago, and she has been 
able to make her payments on all three loans every month, while also maintaining suf-
ficient liquidity. However, Stephanie needs about $1,540 every month to cover payments 
on all three loans.

EXAMPLE
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Types of Investments
If you do not have existing liabilities that should be paid off, you can review the possible 
ways to invest any money that you have. Your first priority should be to ensure adequate 
liquidity. You can satisfy your liquidity needs by depositing funds in financial institutions 
or by investing in money market securities such as certificates of deposit. Because these 
types of investments are primarily focused on providing liquidity, they offer a relatively 
low return. If you have additional funds beyond your liquidity needs, you have a wide 
variety of investments to consider.

Money Market Securities
Recall from Chapter 6 that there are several different money market securities available, 
including certificates of deposit, money market deposit accounts, and money market 
funds. Most money market securities provide interest income. Even if your liquidity needs 
are covered, you may invest in these securities to avoid risk. For example, if you have 
funds that you will need in one year for a down payment on a home, you can invest in a 
one-year certificate of deposit at a financial institution. By investing in the CD, you will 
receive a guaranteed return (although the return will be lower than the potential return of 
many more risky investments). However, you might also consider some alternative securi-
ties that typically provide a higher rate of return than CDs but are somewhat more risky.

Stocks
As mentioned in Chapter 2, stocks are financial instruments representing partial owner-
ship of a firm. Traditionally, stocks were issued in certificate form, and investors received 
a certificate representing their shares. Today, however, stocks are commonly issued in 
book entry form, and investors simply receive a statement indicating how many shares 
of stock they own in a particular company. Stock investors become shareholders of the 
firm. Firms issue stocks to obtain funds to expand their business operations. Investors 
invest in stock when they believe that they may earn a higher return than alternative 
investments offer. Because stocks are a popular type of investment for individuals, they 
are the focus of Chapter 15.

Common versus Preferred Stock Stock can be classified as common stock or pre-
ferred stock. Common stock is a financial instrument issued by a firm to raise funds that 
represents partial ownership in the firm. Investors who hold common stock normally have 
the right to vote on key issues such as the sale of the company. They elect the board of 

common stock
A financial instrument 
issued by a firm to raise 
funds that represents par-
tial ownership in the firm.

Stephanie still owes about $9,000 on her car loan, and about $7,000 on her student loan. 
She decides to use $9,000 of her bonus money to pay off her car loan. Because the car 
loan rate was 7.6%, she is essentially earning 7.6% on the money used to pay off the loan. 
She would not be able to invest in any investment that would guarantee a 7.6% return.

Stephanie also decides to use $7,000 of her bonus money to pay off her student loan. Her 
student loan was charging 6% interest, so she will essentially earn 6% on that money used 
to pay off the student loan. She would not be able to invest in any investment that would 
guarantee a 6% return. Stephanie is also relieved that she no longer has to make car loan 
and student loan payments each month. Because her monthly payments were $412 for the 
car loan and $100 for the student loan, her monthly cash outflows to make loan payments 
will be reduced by $512. This means that her monthly net cash flow will increase by $512. 
This substantial improvement in her monthly budget will reduce her stress substantially.

Because Stephanie has decided to use $16,000 of her bonus money to pay off two loans, 
she is now positioned to invest the remaining $4,000 in investments.
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directors, which is responsible for ensuring that the firm’s managers serve the interests of 
its shareholders. Preferred stock is a financial instrument issued by a firm to raise funds 
that entitles shareholders to first priority (ahead of common stockholders) in receiving 
dividends. Corporations issue common stock more frequently than preferred stock. The 
price of preferred stock is not as volatile as the price of common stock and does not have 
as much potential to increase substantially. For this reason, investors who strive for high 
returns typically invest in common stock.

Primary and Secondary Stock Markets Stocks can be traded in a primary or 
a secondary market. The primary market is a market in which newly issued secu-
rities are traded. Firms can raise funds by issuing new stock in the primary market. 
The first offering of a firm’s stock to the public is referred to as an initial public offer-
ing (IPO). A secondary market facilitates the trading of existing securities by enabling 
investors to sell their shares at any time. These shares are purchased by other investors 
who wish to invest in that stock. Thus, even if a firm is not issuing new shares of stock, 
investors can easily obtain shares of that firm’s stock by purchasing them in the second-
ary market. On a typical day, millions of shares of any large firm’s stock are traded in 
the secondary market. The price of the stock changes each day in response to changes in 
supply and demand.

Types of Investors Investors in stock can be classified as institutional investors or 
individual investors. Institutional investors are professionals employed by a financial 
institution who are responsible for managing money on behalf of the clients they serve. 
They attempt to select stocks or other securities that will provide a reasonable return 
on investment. The employees of financial institutions who make investment decisions 
are referred to as portfolio managers because they manage a portfolio of securities 
(including stocks). More than 70% of all trading in financial markets is attributable to 
institutional investors.

Individual investors commonly invest a portion of the money earned from their jobs. 
Like institutional investors, they invest in stocks to earn a reasonable return on their 
investment. In this way, their money can grow by the time they wish to use it to make 
purchases or to retire. The number of individual investors had increased substantially 
before the financial crisis of 2008–2009, but this number has declined since then. In 
2007, approximately 65% of Americans owned some stocks either directly or through 
funds such as retirement plans, but only 54% owned stocks at the beginning of 2018. The 
majority of stocks owned by individual investors are in retirement plans.

Many individual investors hold their stocks for periods beyond one year, but some 
individual investors called day traders buy stocks and then sell them on the same day. 
They hope to capitalize on very short-term movements in security prices. In many cases, 
their investments last for only a few minutes. Some day traders conduct their investing 
as a career, relying on their returns from investing as their main source of income. In 
recent years, regulatory changes, such as a rule that you must have at least $25,000 in 
your account if you make more than four trades in five days, have limited the number of 
individual investors who engage in day trading. This type of investing is very risky because 
the stock prices of even the best-managed firms periodically decline. Day trading is not 
recommended for most investors.

In addition to receiving dividends, shareholders can earn a return if the price of the 
stock increases by the time they sell it. The market value of a firm is based on the number 
of shares of stock outstanding multiplied by the price of the stock. The price of a share of 
stock is determined by dividing the market value of the firm by the number of shares of 
stock outstanding. Thus, a firm that has a market value of $600 million and 10 million 
shares of stock outstanding has a value per share of:

 Value of per Share = Market Value of Firm/Number of Shares Outstanding

 = $600,000,000/10,000,000

 = $60

preferred stock
A financial instrument 
issued by a firm to raise 
funds that entitles share-
holders to first priority in 
receiving dividends.

primary market
A market in which newly 
issued securities are 
traded.

initial public offering 
(IPO)
The first offering of a 
firm’s stock to the public.

secondary market
A market in which existing 
securities are traded.

institutional investors
Professionals responsible 
for managing money on 
behalf of the clients they 
serve.

portfolio managers
Employees of financial 
institutions who make 
investment decisions.

individual investors
Individuals who invest 
funds in securities.

day traders
Investors who buy stocks 
and then sell them on the 
same day.

Go to: 
www.renaissancecapital 
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To get:
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that are about to engage 
in an IPO fund; also sum-
marizes the performance 
of recent IPOs.
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The market price of a stock is dependent on the number of investors who are willing 
to purchase the stock (the demand for the stock) and the number of investors who wish 
to sell their holdings of the stock (the supply of stock for sale). There is no limit to how 
high a stock’s price can rise. The demand for the stock and the supply of stock for sale are 
influenced by the respective firm’s business performance, as measured by its earnings and 
other characteristics. When the firm performs well, its stock becomes more desirable to 
investors, who demand more shares of that stock. In addition, investors holding shares of 
this stock are less willing to sell it. The increase in the demand for the stock and the reduc-
tion in the number of shares of stock for sale by investors results in a higher stock price.

Conversely, when a firm performs poorly (has low or negative earnings), its market 
value declines. The demand for shares of its stock also declines. In addition, some inves-
tors who had been holding the stock will decide to sell their shares, thereby increasing 
the supply of stock for sale and resulting in a lower stock price. The performance of the 
firm depends on how well it is managed.

Investors benefit when they invest in a well-managed firm because the firm’s earn-
ings usually will increase, and so will its stock price. Under these conditions, investors 
may generate a capital gain, which represents the difference between their selling price 
and purchase price. In contrast, a poorly managed firm may have lower earnings than 
expected, which could cause its stock price to decline.

Bonds
Recall from Chapter 2 that bonds are long-term debt securities issued by government 
agencies or corporations. Treasury bonds are issued by the Treasury and backed by the 
U.S. government. Corporate bonds are issued by corporations.

Mutual Funds
Recall as well from Chapter 2 that mutual Mutual to individuals and invest the proceeds 
in a portfolio of investments such as bonds or stocks. They are managed by experienced 
portfolio managers. They are attractive to investors who have limited funds and want to 
invest in a diversified portfolio. Because a stock mutual fund typically invests in numerous 
stocks, it enables investors to achieve broad diversification with an investment as low as 
$500. There are thousands of mutual funds from which to choose.

Publicly Traded Indexes Another option for investors who want a diversified port-
folio of stocks is to invest in publicly traded stock indexes, which are securities whose 
values move in tandem with a particular stock index representing a set of stocks. These 
indexes are also known as exchange-traded funds (ETFs) because they trade on the stock 
exchanges like individual stocks.

Much research has shown that sophisticated investors (such as well-paid portfolio 
managers of financial institutions) are unable to outperform various stock indexes on 
average. Thus, by investing in an index, individual investors can ensure that their perfor-
mance will match that index.

publicly traded stock 
indexes
Securities whose values 
move in tandem with a 
particular stock index rep-
resenting a set of stocks.
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One of the most popular publicly traded indexes is the Standard & Poor’s Deposi-
tory Receipt (SPDR, called “Spider”), for the S&P 500 index. The S&P 500 Spider 
is a basket of stocks that matches the S&P 500 index and is traded on the New York 
Stock Exchange. It is one of the most heavily traded instruments on the exchange with 
80 million shares being traded each day on average. Additional exchange-traded funds 
have been created to match other stock indexes. You can buy Spiders through a broker, 
just like stocks. When investors expect that the large U.S. stocks represented by the S&P 
500 will experience strong performance, they can capitalize on their expectations by 
purchasing shares of the S&P 500 Spider. Spiders provide investors with a return not 
only in the form of potential share price appreciation, but also dividends in the form of 
additional shares to the investors. Any expenses incurred by the Spiders from creating 
the index are deducted from the dividends.

Investors can also invest in specific sector indexes as well as in market indexes. There 
are publicly traded indexes that represent a variety of specific sectors, including the Inter-
net, energy, technology, and financial sectors. Because an index represents several stocks, 
you can achieve some degree of diversification by investing in an index.

Real Estate
One way of investing in real estate is to buy a home. The value of a home changes over 
time, in response to supply and demand. When the demand for homes in your area 
increases, home values tend to rise. The return that you earn on your home is difficult to 
measure because you must take into account the financing, real estate agent commissions, 
and tax effects. However, a few generalizations are worth mentioning. For a given amount 
invested in the home, your return is dependent on how the value of your home changes 
over the time that you own it. Your return is also dependent on your original down pay-
ment on the home. The return will be higher if you made a smaller down payment when 
purchasing the home. Because the value of a home can decline over time, there is the risk 
of a loss (a negative return) on your investment. If you are in a hurry to sell your home, 
you may have to lower your selling price to attract potential buyers, which will result in 
a lower return on your investment.

You can also invest in real estate by purchasing rental property or land. The price of 
land is based on supply and demand. There is little open land, and with dense populations 
along the coasts of the United States, open land along the coasts typically has a high price.

An alternative to investing in actual real estate is to invest in a real estate investment 
trust (REIT), which is a company that owns, operates, or finances income-producing real 
estate such as office buildings, shopping malls, or apartment buildings. A REIT obtains 
the money to invest in real estate by pooling investments from investors. Some REITs are 
listed on the stock exchange, and their shares can be purchased through a broker in the 
same way as stocks of corporations.

Precious Metals
Precious metals can also be considered for potential investments. Gold is the metal most 
commonly purchased for investment purposes, but silver, platinum, and palladium may 
also be used as investments. Silver, platinum, and palladium have industrial uses in goods 
such as electronics and catalytic converters for cars, so their prices are affected by the 
demand for these products. Gold, however, has few uses except for jewelry. Instead, gold 
is primarily considered a store of value, especially during periods of political or financial 
crisis when the prices of other assets generally decline. Thus, the price of gold tends to 
rise during wars or other crises and during periods of high inflation. During the financial 
crisis of 2008–2009, the values of stocks declined by more than 30%, but the value of 
gold rose 5%. Because gold tends to retain its value during periods of crisis, some inves-
tors like to keep at least a small percentage of their investment portfolio in gold. During 
periods when economic conditions are strong, however, gold generally does not perform 
as well as other financial assets. After the financial crisis ended and economic conditions 
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improved, the values of stocks rose dramatically, while the value of gold rose very little. 
Thus, financial advisers generally recommend that you invest in precious metals only after 
you have solid investments in other financial assets.

If you wish to invest in gold or other precious metals, you can do so in several ways. 
One way is to purchase actual gold bullion in the form of gold bars or coins. However, 
you have to store it in a safe place such as a safe deposit box. Alternatively, you can pay 
a fee to leave the gold stored at the company from which you purchased it. If you choose 
this alternative, be sure to check the reputation of the company very carefully because if 
it goes bankrupt, you are unlikely to recover your gold.

Another way to invest in precious metals is to purchase mining stocks. Several gold 
mining stocks, for example, trade on the stock exchange, and several of them pay divi-
dends. Although the values of mining stocks are affected by the price of the precious 
metal, they also are affected by the quality of the company’s management. Consequently, 
the values of the stocks tend to be more volatile than the price of the metal that the com-
panies mine. When investing in a mining stock, examine the company and its management 
in the same way that you would evaluate any other corporate stock.

A third way to invest in precious metals is to buy exchange-traded funds. A number 
of exchange-traded funds backed by precious metals are available. Some of them focus 
on only gold or another precious metal. Yet, others represent several precious metals, so 
they provide a way to diversify your investments among the metals.

The gain from investing in bullion or exchange-traded funds that are backed by pre-
cious metals is subject to a relatively high tax. The Internal Revenue Service has classified 
precious metals as “collectibles,” and the long-term capital gain on collectibles is subject 
to a much higher tax rate than long-term gains earned from investing in financial assets. 
However, gains from mining stocks are taxed at a similar rate as financial assets.

Investment Return
When individuals make an investment, they typically assess the performance of the invest-
ment based on its return. The means by which various types of investments generate 
returns to investors are described here.

Return from Investing in Stock
Stocks can offer a return on investment through dividends and stock price appreciation. 
Some firms distribute quarterly income to their shareholders in the form of dividends 
rather than reinvest the earnings in the firm’s operations. They tend to keep the dollar 
amount of the dividends per share fixed from one quarter to the next, but may periodi-
cally increase the amount. They rarely reduce the dividend amount unless they experience 
relatively weak performance and cannot afford to make their dividend payment. The 
amount of dividends paid out per year is usually between 1% and 3% of the stock’s price.

A firm’s decision to distribute earnings as dividends, rather than reinvesting all of its 
earnings to support future growth, may depend on the opportunities that are available 
to the firm. In general, firms that pay high dividends tend to be older, established firms 
that have less chance for substantial growth. Conversely, firms that pay low dividends 
tend to be younger firms that have more growth opportunities. The stocks of firms with 
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substantial growth opportunities are often referred to as growth stocks. An investment 
in these younger firms offers the prospect of a very large return because they have not 
reached their full potential. At the same time, an investment in these firms is exposed to 
much higher uncertainty because young firms are more likely to fail or experience very 
weak performance than mature firms.

Prices of stocks of even well-respected firms decline in some periods, and can result 
in losses to investors. Consequently, investors must be willing to accept the possibility of 
losses if they invest in stocks.

The higher the dividend paid by a firm, the lower its potential stock price apprecia-
tion. When a firm distributes a large proportion of its earnings to investors as dividends, 
it limits its potential growth and the potential degree to which its value (and stock price) 
may increase. Stocks that provide investors with periodic income in the form of large 
dividends are referred to as income stocks.

Return from Investing in Bonds
Bonds offer a return to investors in the form of coupon payments and bond price appre-
ciation. They pay periodic interest (coupon) payments and therefore can provide a fixed 
amount of interest income per year. Thus, they are desirable for investors who want to 
have their investments generate a specific amount of interest income each year.

A bond’s price can increase over time and therefore may provide investors with a 
capital gain, representing the difference between the price at which it was sold by an 
investor versus the price at which it was purchased. However, a bond’s price may decline, 
which could cause investors to experience a capital loss. Even the prices of Treasury bonds 
decline in some periods. More details about bonds are provided in Chapter 16.

Return from Investing in Mutual Funds
The coupon or dividend payment generated by the mutual fund’s portfolio of securities 
is passed on to the individual investor. Because a mutual fund represents a portfolio of 
securities, its value changes over time in response to changes in the values of those securi-
ties. Therefore, the price at which an investor purchases shares of a mutual fund changes 
over time. A mutual fund can generate a capital gain for individual investors because 
the price at which investors sell their shares of the fund may be higher than the price at 
which they purchased the shares. However, the price of the mutual fund’s shares may 
also decline over time, which would result in a capital loss. Mutual funds are discussed 
in more detail in Chapter 17.

Return from Investing in Real Estate
Real estate that can be rented (such as office buildings and apartments) generates income 
in the form of rent payments. In addition, investors may earn a capital gain if they sell the 
property for a higher price than they paid for it. Alternatively, they may sustain a capital 
loss if they sell the property for a lower price than they paid for it.

The price of land changes over time in response to real estate development. Many 
individuals may purchase land as an investment, hoping that they will be able to sell it in 
the future for a higher price than they paid for it.

Measuring the Return on Your Investment
For investments that do not provide any periodic income (such as dividends or coupon 
payments), the return (R) can be measured as the percentage change in the price (P) from 
the time the investment was purchased (time t - 1) until the time at which it is sold 
(time t):

R =
Pt - Pt - 1

Pt - 1

growth stocks
Stocks of firms with 
substantial growth 
opportunities.

income stocks
Stocks that provide inves-
tors with periodic income 
in the form of large 
dividends.
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For example, if you pay $1,000 to make an investment and receive $1,100 when you 
sell the investment in one year, you earn a return of:

 R =
$1,100 - $1,000

$1,000

 = .10, or 10%

Incorporating Dividend or Coupon Payments If you also earned dividend or cou-
pon payments over this period, your return will be even higher. For a short-term period 
such as one year or less, the return on a security that pays dividends or interest can be 
estimated by adjusting preceding the equation. Add the dividend or coupon amount to 
the numerator. The return on your investment in stocks accounts for any dividends or 
coupon payments you received as well as the change in the investment value over your 
investment period. For stocks that pay dividends, the return is:

R =
(Pt - Pt - 1) + D

Pt - 1

where R is the return, Pt - 1 is the price of the stock at the time of the investment, Pt is the 
price of the stock at the end of the investment horizon, and D represents the dividends 
earned over the investment horizon.

Differing Tax Rates on Returns Income received as a result of interest payments 
or bond coupon payments is classified as ordinary income for tax purposes. In addition, 
capital gains resulting from the sale of investments held for one year or less are taxed at 
ordinary income tax rates. Capital gains resulting from the sale of investments held for 
more than one year are subject to a long-term capital gains tax. Given the difference in tax 
rates applied to short- and long-term capital gains, some investors may achieve a higher 
after-tax return by holding on to investments for more than one year.

You purchased 100 shares of stock from Wax, Inc., for $50 per share one year ago. During 
the year, the firm experienced strong earnings. It paid dividends of $1 per share over the 
year, and you sold the stock for $58 at the end of the year. Your return on your invest-
ment was

 R =
(Pt - Pt - 1) + D

Pt - 1

 =
($58 - $50) + $1

$50

 = .18, or 18%

EXAMPLE

As in the previous example, you purchased 100 shares of Wax stock, except that instead 
of selling the stock after one year, you sell the stock after 366 days (one day over a year). 
Because you have held the stock for one more day, your capital gain shifts from a short-
term gain to a long-term gain (currently taxed at 15% for most taxpayers). Assume that 
your marginal tax rate (tax rate charged on any additional ordinary income) is 35%. The 
tax effects of the previous example involving a short-term capital gain are shown in the 
second column of Exhibit 14.1, whereas the tax effects of the long-term capital gain are 
shown in the third column. The taxes on dividends are as follows:

 Tax on Dividends Received = Amount of Dividend * Dividend Tax Rate

 = $100 * .15

 = $15

EXAMPLE
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How Your Wealth Is Influenced by Your Return
When an investment provides income to you, any portion of that income that you save 
will increase the value of your assets. For example, if you receive a coupon payment of 
$100 this month as a result of holding a bond and deposit the check in your savings 
account, your assets will increase by $100. If the value of your investments increases and 
your liabilities do not increase, your wealth increases.

The degree to which you can accumulate wealth is partially dependent on your invest-
ment decisions. You can estimate the amount by which your wealth will increase from an 
investment based on an assumed rate of return.

If Stock Is Held
for One Year

If Stock Is Held for
More Than One Year

Dividends $100 $100

Short-term capital gain 800 0

0Long-term capital gain 800

Total income $900 $900

Tax on dividends (15%) $15 $15

Short-term capital gains tax (35%) 280 0

Long-term capital gains tax (15%) 0 120

Total taxes $295 $135

After-tax income $605 $765

EXHIBIT 14.1 Comparing the Tax Effects on Short- and Long-Term Capital Gains

The tax on capital gains depends on whether the gain is short term or long term. The 
short-term capital gains tax is:

 Tax on Short@Term Capital Gain = Amount of Short@Term Capital Gain
  * Marginal Income Tax Rate

 = $800 * .35

 = $280

The long-term capital gains tax is:

 Tax on Long@Term Capital Gain = Amount of Long@Term Capital Gain
  * Long@Term Capital Gain Tax Rate

 = $800 * .15

 = $120

The long-term capital gains tax is $160 lower than the short-term capital gains tax. 
Thus, your after-tax income from holding the stock one extra day is $160 higher. For high-
income taxpayers, the long-term capital gains rate is higher than 15%, but even the higher 
rate is lower than the tax rate on short-term capital gains. Thus, the example illustrates 
how you should consider the taxes you would pay on your short-term versus long-term 
capital gains because the tax rate could influence your decision of how long to keep your 
investment.
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Risk from Investing
The risk of an investment comes from the uncertainty surrounding its return. The return 
that you will earn on a specific stock is uncertain because its future dividend payments are 
not guaranteed, and its future price (when you sell the stock) is uncertain. The return that 
you will earn on a bond is uncertain because its coupon payments are not guaranteed, and 
its future price (when you sell the bond) is uncertain. The return that you will earn from 
investing in a stock mutual fund is uncertain too, both because its dividend payments are 
uncertain and the future values of the stocks contained within the mutual fund when you 
sell the mutual fund shares are uncertain. The return that you will earn from investing in 
real estate is also uncertain because its value when you sell it is uncertain. Chapters 15, 16, 
and 17 discuss specific risks associated with stock, bond, and mutual fund investments.

Illustration of Risk
If investors gamble at a casino, they recognize that they may lose money because of 
uncertainty surrounding whatever they bet on. They can place other types of bets that 
are long shots, meaning that these bets are unlikely to be correct. If they are correct, they 

Input Function

N

I

PV

PMT

FV

Solution

?  63749.7

10

10

4000

0

$63,749.70

Input Function

N

I

PV

PMT

FV

Solution

?  50312

10

5

4000

0

$50,312

Stephanie Spratt also wants to estimate the future value of her investments if she invests 
$4,000 in stocks at the end of each year for the next ten years. If she expects the invest-
ment value to increase by 10% annually, she can use the future value interest factor of an 
annuity at 10% over ten years, which is 15.937 (see Table C.3 in Appendix C). Based on her 
annual investment of $4,000 and the future value interest factor of an annuity (FVIFA), 
she will accumulate:

FV  of Annual Stock Investments = Annual Investment *  FVIFAi,n

 = $4,000 * 15.937

 = $63,748

The input for the financial calculator is shown at the left. Any difference is due to rounding.

If Stephanie’s investment value increases by 5% per year, the FVIFA is 12.578, and the value 
of her annual investments in ten years will be:

FV  of Annual Stock Investments = Annual Investment *  FVIFAi,n

 = $4,000 * 12.578

 = $50,312

The input for the financial calculator is shown at the left.

Notice how the increase in Stephanie’s wealth is sensitive to the rate of return earned 
on her annual investment. An annual increase in investment value of 10% would allow her 
to accumulate $13,436 more than if the annual increase is 5%.

EXAMPLE

Stephanie Spratt hopes to invest $4,000. If she can earn a 6% annual rate of return on her 
investment, the value of her investment will be $7,163 in ten years. If she earns an annual 
return of 10%, the value of those investments will be $10,375 in ten years. The higher the 
rate of return, the larger the amount of funds that she will accumulate.

EXAMPLE

M14B_MADU9969_07_SE_C14.indd   380 28/11/2018   17:56



 Risk from Investing 381

will win a large amount of money. But if they are wrong, they will lose money. They may 
feel a special satisfaction from the act of gambling to win a large amount of money, even 
though the odds of winning are very low.

Some types of investments are similar to gambling in that they will generate a large 
gain under perfect conditions, but they will perform poorly under unfavorable conditions. 
As with gambling, these types of investments attract investors because the potential of 
a large gain is appealing. However, many investors are in denial about the risk that is 
involved when pursuing investments that have the potential for very large returns.

PSYCHOLOGY  
of Personal 

Finance

Risk Due to Uncertainty Surrounding 
Economic Conditions
A key reason for uncertainty surrounding the return on an investment is the uncertainty 
surrounding the economic conditions that influence the performance of an investment. 
The future values of investments are dependent on the demand by investors. When eco-
nomic conditions are favorable, the income levels of investors are high, the earnings levels 
of firms are high, and there is a strong demand for most types of investments. When 
economic conditions are weak, the income levels of investors are low, the earnings levels 
of firms are low, and there is a weak demand for most types of investments. However, 
future economic conditions are uncertain, so it is difficult to predict the level of demand 
for various investments and therefore the future values of these investments.

To appreciate how the values of investments are sensitive to the economy, consider the 
period from 2005 to 2009, in which there were two extreme phases of the economy. In the 
2005–2007 period, the economy was very strong. Some financial institutions attempted 
to benefit from the strong housing market by granting mortgages to applicants who did 

ECONOMIC 
IMPACT

You have $5,000 to invest and plan to invest this money for one year. You consider an 
investment in a business that produces smartphones. You expect to generate a return on 
your investment of 15% over one year under the following ideal conditions:

●● The president of the company remains healthy.

●● The key employees in the company continue to work there.

●● The business creates a new type of smartphone that becomes popular with consum-
ers during the next year.

These three ideal conditions are subject to uncertainty, as there is no guarantee that the 
ideal conditions will occur. If the president of the company becomes ill, there may be a 
lack of leadership, and the business may not perform well. If key employees in the com-
pany decide to leave to work for another firm, the business may not perform well. If the 
smartphone created by the business does not appeal to customers, the firm’s sales will 
be low and business performance may be weak.

Overall, if any one of the ideal conditions does not occur, the performance of the busi-
ness may be much weaker than what you expected, and the return on your investment 
will be less than what you expected. Thus, the uncertainty surrounding these conditions 
causes uncertainty surrounding the return that you will earn on your investment. In fact, 
conditions could possibly be bad enough to cause the business to perform very poorly. 
In this case, the return on your investment may be negative, so that you end up with less 
money in one year than you initially invested, or you might even lose your entire invest-
ment. The greater the uncertainty surrounding the conditions that affect the return on 
your investment, the greater is the risk that the return on your investment will be worse 
than what you expected. Although it is impossible to anticipate changes in all conditions, 
it is possible to at least recognize how various types of unfavorable conditions could occur 
that might cause losses in some investments.

EXAMPLE
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not qualify because of insufficient income or credit history. Because the economy was so 
strong, financial institutions had confidence that these applicants would be able to make 
enough income to make their loan payments. Construction of new homes was increasing 
substantially and was stimulating the economy by creating new jobs. The strong demand 
for real estate caused an increase in home prices, which resulted in a high return on real 
estate investments. The economy continued to strengthen, and as consumers spent much 
of their high incomes on products and services, this created strong sales and profits for 
businesses. Thus, the values of firms increased and so did the values of their stocks. Inves-
tors who invested in stocks earned a high return on their investments.

However, in the 2008–2009 period, the economy was very weak. Many people who 
had been granted mortgages but had not really qualified were unable to make their 
mortgage payments. This triggered a financial crisis, as these homeowners could not 
afford the homes they had purchased. In general, there was a massive supply of homes 
for sale, without much demand for the homes. This caused a substantial decline in home 
prices, as homeowners trying to sell their homes could only find a willing buyer if they 
lowered their price to attract buyers. Prices of some homes declined by more than 50% 
from 2007. Thus, most homeowners who purchased a home in 2006 or 2007 suffered a 
major loss on their home.

Many investors who made investments in real estate such as homes and office build-
ings in 2007 and sold them in 2009 suffered major losses. The financial crisis not only 
affected the real estate investments, but many other types of investments as well. Because 
of the excess of homes available for sale in the market, there was no need for more new 
homes. The construction of new homes stopped, and many construction workers in the 
housing industry lost their jobs. As people lost their jobs, they no longer had income, 
and their amount of spending declined in response. Consequently, the businesses that 
relied on high consumer spending experienced a major decline in their sales and profits.

Many firms went bankrupt during the financial crisis in 2008–2009, including Cir-
cuit City and Lehman Brothers. Numerous investors who invested in these stocks lost 
100% of their investment. Even firms that have normally performed well over time can 
experience weak performance in particular periods. Thus, it is not unusual for the stock 
or bond prices of even the most well-known firms to decline by more than 10% within a 
particular month or year. Many stocks of large well-known companies experienced price 
declines of 40% or more during the financial crisis.

Stocks and bonds of smaller firms tend to be even more risky, as they commonly 
experience pronounced fluctuations in their performance level. Some firms are more stable 
than others and are therefore less likely to experience a major decline in performance. Nev-
ertheless, some investors prefer investments that have a higher growth potential, and they 
tolerate the higher level of risk. Before you select an investment, you should assess the risk.

Measuring an Investment’s Risk
Investors measure the risk of investments to determine the degree of uncertainty sur-
rounding their future returns. Two common measures of an investment’s risk are its range 
of returns and the standard deviation of its returns. These measures can be applied to 
investments whose prices are frequently quoted over time and are explained next.

Range of Returns By reviewing the monthly returns of a specific investment over a 
given period, you can determine the range of returns, from the smallest (most negative) to 
the largest return. Compare an investment that has a range of monthly returns from 0.2% 
to 1.4% over the last year with another investment that has a range of -3.0% to 4.3%. 
The first investment is less risky because its range of returns is smaller, and therefore it 
is more stable. Investments with a wide range have more risk because they have a higher 
probability of experiencing a large decline in price.

Standard Deviation of Returns A second measure of risk is the standard  deviation of 
a stock’s monthly returns, which measures the degree of volatility in the stock’s returns over 

range of returns
Returns of a specific 
investment over a given 
period.

standard deviation
The degree of volatility in 
the stock’s returns over 
time.
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time. A large standard deviation means that the returns deviate substantially from the mean 
over time. The more volatile the returns, the greater the chance that the stock could deviate 
far from its mean in a given period. Thus, an investment with a high standard deviation 
is more likely to experience a large gain or a large loss in a given period. The investment’s 
return is subject to greater uncertainty, and for this reason it is perceived as riskier.

Although these two measures differ, they tend to rank the risk levels of stocks rather 
consistently. That is, a very risky stock will normally have a relatively wide range of 
returns and a high standard deviation of returns.

Subjective Measures of Risk The use of the range and standard deviation is lim-
ited because these measures of risk are not always accurate predictors of the future. For 
example, an investment that had stable returns in the past could experience a substantial 
decline in price in the future in response to poor economic conditions. Because of this 
limitation, the risk of some investments is commonly measured subjectively. For instance, 
the risk of a bond may be measured by a subjective assessment of the issuing firm’s ability 
to repay its debt. The assessment may include an estimate of the firm’s future monthly 
revenue to determine whether the firm will have sufficient funds to cover its interest and 
other expenses. Investors may rely on experts to offer their risk assessment of a particu-
lar type of investment. Bond rating agencies offer risk assessments of various bonds, as 
explained in Chapter 16.

Trade-Off Between Return and Risk
Every individual investor would like investments that offer a very high return and have 
no risk. However, such investments do not exist. Investors must weigh the trade-off 
between the potential return of an investment and the risk. If you want an investment 
that may generate a higher return, you have to tolerate the higher degree of uncertainty 
(risk) associated with that investment.

Return-Risk Trade-Off Among Stocks
Some firms have the potential to achieve a much higher performance level than others. But 
to do so, they take on more risk than other firms. That is, they may try to operate with 
less funding and pursue long-shot opportunities. Investors who invest in one of these firms 
may earn very high returns if the firm’s strategies are successful. However, they could lose 
most or all of their investment if the firm’s strategies fail.

In general, smaller firms have more potential for fast growth, and their stocks have 
the potential to increase in value to a greater degree. Yet, their stocks are risky because 
many small firms never reach their potential. The more mature firms that have already 
achieved high growth have less potential for future growth. However, these firms tend to 
be less risky because their business is more stable.

Initial public offerings (IPOs) are another stock investment option. You may have 
heard that IPO returns often exceed 20% over the first day. However, there is much risk 
to this type of investment. Individual investors rarely have access to IPOs at the initial 
price. Institutional investors (such as mutual funds or insurance companies with large 
amounts of money to invest) normally have the first shot at purchasing shares of an IPO. 
Most individual investors can invest (if there are any shares left) only after the institu-
tional investors have had a chance to purchase shares. By the time individual investors are 
able to invest in a newly issued stock, the price has already risen. Thus, individual inves-
tors commonly obtain the shares only after the price has reached its peak and can incur 
large losses as the stock price declines over the following several months. For example, 
Groupon, Inc., which runs a popular Web site where consumers can obtain discounted 
gift certificates for restaurants and other businesses, went public in 2011 at a price of 
$20 per share. The stock price reached a high of $31 on the day of the IPO, but it has 
not been that high since. In early 2018, the price was around $5. In fact, many IPOs have 
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performed poorly. On average, the long-term return on IPOs is weak compared to typical 
returns of other stocks in aggregate. Many firms (such as Pets.com) that engaged in IPOs 
failed within a few years, causing investors to lose all of their investment.

Return-Risk Trade-Off Among Bonds
You may invest in a bond issued by a firm to earn the high coupon payment. The risk of 
your investment is that the firm may be unable to pay its coupon payment if its financial 
condition deteriorates. If you purchase a bond of a large, well-known, and successful 
firm, there is minimal risk that the firm will default on its payments. If you purchase a 
bond issued by a firm that is struggling financially, there is more risk that this firm will 
default on its payments. If this firm defaults on the bond, your return will be very poor. 
During the financial crisis in 2008–2009, many bonds defaulted.

High-risk bonds tend to offer higher coupon payments. Thus, you must weigh the 
trade-off between the potential return and the risk. If you are willing to tolerate the higher 
risk, you may consider investing in the bond issued by a weak firm. Alternatively, if you 
prefer less risk, you can purchase a bond issued by a successful and established firm, as 
long as you are willing to accept a lower return on your investment.

Return-Risk Trade-Off Among Mutual Funds
When you invest in a mutual fund composed of stocks, you earn a return from the divi-
dend payments and the increase in the prices of stocks held by the mutual fund. The risk 
of a stock mutual fund is that the prices of stocks can decline in any particular period. 
Because the mutual fund is composed of numerous stocks, the adverse impact caused by 
any single stock is reduced. However, when economic conditions weaken, most stocks 
tend to perform poorly. Just as smaller stocks tend to be riskier than larger stocks, mutual 
funds that contain mostly small stocks are riskier than mutual funds containing larger 
stocks. Yet, some investors still prefer mutual funds consisting of small stocks because 
they expect a higher return from these stocks.

When you invest in a mutual fund composed of bonds, your primary risk is that 
the bonds held by the mutual fund could default. Because a bond mutual fund contains 
numerous bonds, the adverse effect of a single bond default within a mutual fund is 
reduced. Yet, when economic conditions deteriorate, many firms that issued bonds can 
experience financial problems and have difficulty making their coupon payments. Some 
bond mutual funds are not highly exposed to risk because they invest only in corporate 
bonds issued by the most creditworthy corporations. Others are highly exposed because 
they invest in bonds issued by relatively weak corporations that pay high coupon rates. 
Investors who prefer risky bond mutual funds because of their potential to offer a high 
return must tolerate the high level of risk.

Return-Risk Trade-Off Among Real Estate Investments
When you invest in real estate, your risk depends on your particular investment. If you 
buy rental property, it may not generate your anticipated periodic income if you cannot 
find renters or if your renters default on their rent payment. In addition, there is a risk 
that the property’s value will decline over time. The degree of risk varies with the type of 
real estate investment. If you purchase an office building that is fully occupied, the risk 
is relatively low, although the value of the building could decline over time. Conversely, 
if you purchase a piece of open land in New Mexico because you hope that you will 
someday discover oil on the land, there is much risk in this investment.

Comparing Different Types of Investments
As a prudent investor, you must choose investments that suit your personal objectives. If 
you want to achieve a fixed return over a short-term period without any risk, you should 
consider investing in a certificate of deposit. The disadvantage of this investment is that 
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it offers a relatively low return. If you want to achieve a stable return over a long-term 
period, you should consider Treasury bonds or mutual funds that contain Treasury bonds. 
At the other extreme, if you desire a very high return, you could consider investing in 
land or in some small stocks.

Many investors fall in between these two extremes. They prefer a higher return than 
is offered by CDs or Treasury bonds but want to limit their risk. There is no formula that 
can determine your ideal investment because the choice depends on how much risk you 
want to take, and on your financial situation.

To illustrate, consider the following situations and the possible solutions shown in 
Exhibit 14.2. In general, you are in a better position to take some risk when you know that 
you will not need to sell the investment in the near future. Even if the value of the invest-
ment declines, you have the flexibility to hold on to the investment until the value increases. 
Conversely, individuals investing for the short term should play it safe. Because the prices 
of risky investments fluctuate substantially, it is dangerous to invest in a risky investment 
when you know that you will be selling that investment in the near future. You could be 
forced to sell it when the investment has a low value. Investors who decide to pursue higher 
potential returns must be willing to accept the high risk associated with these investments.

By keeping a variety of investments, you can find a tolerable risk level. You can diver-
sify your investments among many different stocks, thereby reducing your exposure to 
any particular investment. If you divide your money equally among five investments and 
one investment performs poorly, your exposure is limited.

Even if you diversify your portfolio among various investments, you are still exposed 
to general economic conditions, as the values of all investments can decline during periods 
in which economic conditions are weak. For this reason, you should consider diversifying 
among various types of investments that are not equally sensitive to economic conditions. The 
strategy of diversification is crucial for investors and is given more attention in Chapter 18.

Situation Decision

You have $1,000 to invest but will need the funds
in one month to pay bills.

You need liquidity. You should only consider
money market securities.

You have $3,000 to invest but will need the funds
in a year to make a tuition payment.

You should consider safe money market securities
such as a one-year insured CD.

You have $5,000 to invest  and will likely use the
funds in about three years when you buy a home.

Consider a three-year insured CD or stocks of
relatively stable firms that have relatively low risk.

You have $10,000 to invest and have no funds set
aside for retirement in 20 years.

Consider investing in a diversified stock mutual
fund.

You have $5,000 to invest. You expect that you will
be laid off from your job within the next year. 

You should probably invest the funds in money
market securities so that you will have easy access
to the funds if you lose your job.

EXHIBIT 14.2 How Investment Decisions Vary with Your Situation

Learning from Investment Mistakes
Many individual investors learn from their own mistakes or from the mistakes of others. 
Consider the following investment mistakes, so that you can avoid them.

Making Decisions Based on Unrealistic Goals
One of the most common mistakes is letting unrealistic goals dictate your investment 
decisions. These goals may force you to take more risk than you should and can result 
in major losses.
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Borrowing to Invest
Another common mistake is to invest money that could have been used to pay off an 
existing loan. The potential to earn a high return on an investment can tempt individuals 
to take more risk than they should.

Taking Risks to Recover Losses
Another common mistake is taking excessive risks to recover your losses. This can lead 
to additional losses and may even push individuals toward bankruptcy.

In some periods, many investors bid up the prices of stocks because of their unrealistic 
expectations about how well these stocks would perform in the future. The media hype 
adds to the investors’ irrational exuberance. These actions create a so-called speculative 
bubble, meaning that once the prices are blown up to a certain level, the speculative 
bubble will burst, and stock prices will decline to where they should be. One reason for 
the generally poor stock performance in some periods was that the speculative bubble 
burst. Although there may be periods in the future during which stocks or other invest-
ments earn abnormally high returns, you should be realistic when making investment 
decisions. An investment that has the potential to rise substantially in value also has the 
potential to decline substantially in value. If you cannot afford the possible loss, you 
should not make that investment.

Charles Krenshaw recently took out a $5,000 loan to cover this year’s college expenses. 
His parents gave him $5,000 so that he could pay off the loan. Rather than pay off the 
loan, Charles invested the $5,000 from his parents in a stock. He had hoped that he could 
earn a large return on the $5,000, so that he could sell the investment at the end of the 
year, pay off the loan, and have enough funds to travel through Europe during the summer. 
During the year, he had to make interest payments on the existing loan. The stock that he 
purchased declined in value by 90%, leaving him with just $500 at the end of the year. 
He now has insufficient funds to take a vacation or to pay off the loan.

EXAMPLE

Laurie Chen has $4,000, which should cover her school expenses next year. She is con-
sidering investing the money in a one-year CD that would earn about 6%, or about $240 
in interest before next year. However, she would like to earn a higher return on her money 
within the next year so that she can buy a used car. She decides to invest in a small stock 
that earned a return of 50% last year. If the stock’s value increases by 50% again, her 
investment would generate a gain of $2,000, which would allow her to buy a used car. 
Unfortunately, the stock’s value declines by 30% over the year. At the end of the year, her 
investment is worth $2,800, a $1,200 loss. She does not have sufficient funds to buy the 
car or cover her school expenses. She did not view her investment as a gamble, as the 
money was invested in the stock of a firm. However, her investment in one small stock 
was just as risky as gambling, especially because she had no information to support her 
decision except for the fact that the stock performed well in the previous year.

EXAMPLE

Sarah Barnes lost 10% of her investment in the last year from investing in a diversified 
mutual fund. She needs the money before next winter to purchase a new furnace for her 
home. Yet she wants to make up for her loss and has shifted her money into a risky mutual 
fund that will likely generate a higher return if economic conditions are favorable, but will 
perform poorly if economic conditions are unfavorable. She experiences a 20% loss on 
this investment because economic conditions weakened. She no longer has sufficient 
funds to pay for the furnace.

EXAMPLE

M14B_MADU9969_07_SE_C14.indd   386 28/11/2018   17:56



 How Personal Investing Fits Within Your Financial Plan 387

How Personal Investing Fits Within Your Financial Plan
The following are the key investment decisions that should be included within your 
financial plan:

• What are your investment goals?

• Given your existing budget, should you make investments?

• Based on your risk tolerance, how should you invest funds?

Exhibit 14.3 provides an example of how these decisions apply to Stephanie Spratt’s 
financial plan.

GOALS FOR INVESTING
1. Determine my priorities before making investments. 
2. Determine whether to make investments, and if so, how much risk to accept

1. Car loan: I still owe a balance of $5,000, 7.65% interest rate. 
2. Student loan: I still owe a balance of $8,000, 6% interest rate.
 
   There are no investments that would guarantee me a rate of return as high as the rates I am paying on these loans.

ANALYSIS OF DEBT THAT SHOULD BE PAID OFF BEFORE I MAKE INVESTMENTS

ANALYSIS OF POSSIBLE INVESTMENTS

Type of Investment Assessment

1. CDs and Other Money
    Market Securities

2. Stocks

3. Bonds

4. Real Estate

5. Stock Mutual Funds

6. Bond Mutual Funds

DECISION
My first priority is to ensure adequate liquidity. My next priority is to pay o� my car loan and student loan with any excess 
funds.
 
Because I received a large bonus, I will use the money to pay o� those loans.
 
After paying o� those loans, I have $4,000 of bonus money remaining. I will invest those funds. I will consider types of 
investments that could earn a high return, but only if the investments have limited risk. I will not consider any type of 
investment that could possibly decline by a substantial percentage such as a 30% decline.

Many money market securities provide good liquidity and are safe, but they typically 
o�er low returns.
Can provide high returns, but are risky given the limited amount of funds I
anticipate I will have for investing.
Some bonds have low risk, but they o�er lower potential returns than stocks.

The value of my home may increase over time. Additional real estate invest-
ments can generate high returns but are usually risky.

O�er more diversification than investing in individual bonds, but can gener-
ate losses if bond market conditions are weak.

Can provide high returns, and o�er more diversification than investing in
individual stocks, but can generate losses if stock market conditions are weak.

EXHIBIT 14.3 How Investments Fit Within Stephanie Spratt’s Financial Plan
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DISCUSSION QUESTIONS

1. How would Stephanie’s investing decisions be different if she were a single mother 
of two children?

2. How would Stephanie’s investing decisions be affected if she were 35 years old? If 
she were 50 years old?

Paying Off Debt Before Investing. Before 
investing money, consider whether the funds 
should be used to pay off your debt, especially if 
the debt has a high interest rate. By using funds 
to pay off debt with a high interest rate, you avoid 
paying that rate on your debt. Thus, using the 
funds in this manner is essentially earning the rate 
of return that you would have been paying on the 
debt you paid off. In future months, your net cash 
inflows increase by the amount of money you 
would have needed to make loan payments if you 
had not paid off the debt.

Common Types of Investments. Common 
types of investments include money market secu-
rities, stocks, bonds, mutual funds, and real estate. 
Each type of investment is unique in how it pro-
vides a return to its investors.

Measuring Return on Investment. The return 
on an investment is determined by the income 
that the investment generates and the capital gain 
of the investment over the investment horizon. 
Some stocks offer periodic income in the form of 
dividends, whereas bonds offer periodic income in 
the form of coupon payments.

Risk of Investments. The risk from making an 
investment varies among types of investments. 
In particular, money market securities tend to 
have lower risk, and many stocks and real estate 
investments have higher risk. However, the risk 
also varies within a particular type of investment. 
Some money market securities have more risk 
than others. Some stocks have more risk than oth-
ers. Investors measure the risk of investments to 
determine the degree of uncertainty surrounding 

their future returns. Two common measures of an 
investment’s risk are its range of returns and the 
standard deviation of its returns. When an invest-
ment has a very large range or standard deviation 
of returns, its possible future returns are more dis-
persed or unpredictable. This implies more risk or 
uncertainty surrounding its future return.

Return-Risk Trade-Off. Investors weigh the 
trade-off between return and risk when making 
investments. When they select investments that 
have the potential to offer high returns, they must 
accept a higher degree of risk. Alternatively, they 
can select investments with lower risk, but they 
must accept a relatively low return. The proper 
choice is dependent on the investor’s willingness 
to accept risk, which is influenced by the inves-
tor’s financial position. Some investors are not 
in a financial position in which they can afford to 
take much risk, and should therefore select invest-
ments with little or no risk.

Common Investment Mistakes. You can learn 
from investment mistakes made by others. In par-
ticular, do not make investments that are driven 
by unrealistic goals. Do not invest when the funds 
could be more properly used to pay off existing 
debt. Do not attempt high-risk investments as a 
means of recovering recent losses. Recognize the 
risk of making investments that may be experienc-
ing a speculative bubble.

How Personal Investing Fits Within Your 
Financial Plan. Personal investing allows you to 
accumulate more wealth to achieve various future 
spending or retirement goals, and therefore it can 
help you complete your financial plan.

SUMMARY

REVIEW QUESTIONS

All Review Questions are available in MyLab Finance at http://www.myfinancelab.com.

1. Investing Priorities. What should your first prior-
ity of investing be? What is the disadvantage of 
investments that satisfy that priority?

2. Paying Off Debt. How are personal debt and 
investing related?
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3. Stocks. What are stocks? How are stocks benefi-
cial to corporations? Why do investors invest in 
stocks?

4. Secondary Markets. Distinguish between the primary 
and secondary stock markets. Why does the price of a 
stock change each day in the secondary market?

5. Types of Investors. Classify and describe the two 
types of investors. What are day traders?

6. Return on Stocks. How do shareholders earn 
returns from investing in stocks? How is the mar-
ket value of a firm determined? What determines 
the market price of a stock?

7. Dividends. What type of firm typically pays divi-
dends? What are growth stocks? What are income 
stocks?

8. Dividends. What are dividends? Do all firms pay 
them?

9. Preferred Stock. Discuss the differences between 
common stock and preferred stock.

10. Bonds. What are bonds? How do bonds provide a 
return to investors?

11. Mutual Funds. How do mutual funds operate? Who 
manages mutual funds? How are coupon or divi-
dend payments handled by the mutual fund? Can 
investors incur capital losses with mutual funds?

12. Publicly Traded Stock Indexes. What are publicly 
traded stock indexes, or exchange-traded funds 
(ETFs)? What are the benefits of ETFs to investors?

13. Real Estate Investment. In what geographic areas 
are land prices relatively high? What components 
make up the return from investing in real estate?

14. Precious Metals. What are some common invest-
ment metals? List some ways to invest in precious 
metals.

15. Dividend-Paying Stocks. What is the formula for 
estimating returns on dividend-paying stocks? 
Describe each element of the formula. How do you 
calculate the dollar amount of your returns?

16. Capital Gains Taxes. What is the difference in tax 
rates on long-term versus short-term capital gains?

17. Investments in Stocks. How can investments in 
stock increase your wealth? How would you cal-
culate the value of a stock investment of a single 
sum over time? How would you calculate the 
value of a stock investment of a specific amount 
over several periods?

18. Risk of Investments. Define the risk of an invest-
ment. What types of firms are particularly risky?

19. Measuring Risk. Why do investors measure risk? 
Describe the two common measures of risk.

20. Return-Risk Trade-Off. What is the return-risk 
trade-off? What types of stock investments are 
 particularly tempting for stock investors? What 
other factors must individual investors consider 
before making this type of investment?

21. Risk Among Investments. Describe the return-risk 
trade-offs among bonds, mutual funds, and real 
estate investments.

22. Diversification. How can you limit your risk 
through diversification?

23. Investment Mistakes. Describe common invest-
ment mistakes made by individuals.

24. Economic Conditions and Investments. Describe 
how economic conditions might affect certain 
investments.

25. Investing and Liquidity. How is investing related 
to liquidity? Give some examples of liquid 
investments.

26. Growth Stocks and Income Stocks. What is a 
growth stock? What is an income stock? Why 
would investors prefer one type over the other?

27. IPOs. What is an IPO? What are the risks 
 associated with buying IPOs?

28. Investing and Personal Financial Goals. How is 
investing related to your personal financial goals?

29. Personal Risk Tolerance. How does your per-
sonal tolerance for risk impact your investment 
decisions?

30. Real Estate Investing Risks. What are some of the 
risks associated with investing in real estate?

FINANCIAL PLANNING PROBLEMS

All Financial Planning Problems are available in MyLab Finance at http://www.myfinancelab.com.

1. Return on Stock. Joel purchased 100 shares 
of stock for $20 per share. During the year, he 
received dividend checks amounting to $150. Joel 
recently sold the stock for $32 per share. What was 
Joel’s return on the stock?

2. Dollar Amount of Return. What is the dollar 
amount of Joel’s return (see problem 1)?

3. Capital Gains Tax. Joel (from problem 1) is in the 
22% tax bracket. What amount of taxes will he pay 
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on his capital gain if he held the stock for less than 
a year?

4. Capital Gains Tax. How much would Joel (from 
problem 1) save in taxes if he held the stock for 
more than a year, assuming he sold it for the 
same amount?

5. Return on Stock. Emma bought a stock a year 
ago for $53 per share. She received no dividends 
on the stock and sold the stock today for $44 per 
share. What is Emma’s return on the stock?

6. Value of Investment. Tammy has $3,500 that she 
wants to invest in stock. She believes she can earn 
a 12% annual return. What would be the value of 
Tammy’s investment in ten years if she is able to 
achieve her goal?

7. Value of Investment. Dawn decides to invest 
$2,000 each year in stock at the end of each of 
the next five years. She believes she can earn a 
6% return over that time period. How much will 
Dawn’s investment be worth at the end of five 
years?

8. Value of Investment. Bob purchased stock in a 
new social media company for $40 per share 
shortly after the stock’s IPO. The stock had been 
heavily publicized on the Internet. Over the next 
three years, the stock price declined by 15% each 
year. What is the company’s stock price after three 
years?

9. Value of Investment. Floyd wants to invest the 
$15,000 he received from his grandfather’s estate. 
He wants to use the money to finance his education 
when he pursues his doctorate in five years. What 
amount will he have in five years if he earns a 6% 
return? If he receives an 8% return? A 10% return?

10. Value of Investment. Morris will start investing 
$1,500 a year in stocks. He feels he can average a 
10% return. If he follows this plan, how much will 
he accumulate in ten years? In twenty years? In 
thirty years?

11. Precious Metals Returns. Gemma purchased twelve 
ounces of gold for $1,344 an ounce. She sold the 
gold one year later for $1,534 per ounce. What was 
her dollar return? What was her percentage return?

12. Capital Gains Tax. Thomas purchased 400 shares 
of stock A for $23 a share and sold them more 
than a year later for $20 per share. He purchased 
500 shares of stock B for $40 per share and sold 

them for $53 per share after holding them for 
more than a year. Both of the sales were in the 
same year. If Thomas is in a 22% tax bracket, what 
will his capital gains tax be for the year?

13. Capital Loss. Charles recently sold 500 shares of 
stock A for $12,000. In addition, he sold 600 shares 
of stock A for $6,000. Charles had paid $20 per 
share for all his shares of stock A. What amount 
of loss will he have, assuming both sales were on 
stocks held for more than one year?

14. Real Estate Returns. Jenna purchased a five-acre 
parcel of land for $28,000 and sold it two years 
later for $41,000. What was her return on that 
investment over the two-year period?

15. Ethical Dilemma. Carlo and Rita’s daughter just 
celebrated her 16th birthday, and Carlo and Rita 
realize they have accumulated only half the money 
they will need for their daughter’s college educa-
tion. With college just two years away, they are 
concerned about how they will save the remaining 
amount in such a short time.

  Carlo regularly has lunch with Sam, a coworker. 
While discussing his dilemma of financing his 
daughter’s education, Sam tells Carlo about an 
investment that he made based on a tip from his 
cousin Leo that doubled his money in just over 
one year. Sam tells Carlo that Leo assured him 
there was very little risk involved. Carlo asks Sam 
if he will contact Leo to see if he has any addi-
tional hot tips that could double his daughter’s col-
lege savings in two years with virtually no risk.

  The next day at lunch Sam gives Carlo the name 
of a stock that Leo recommended. It is a small 
start-up company that Leo believes will double 
within the next twenty-four months with virtually 
no risk. Carlo immediately invests his daughter’s 
college fund in the stock of the company. Six 
months later, Carlo receives a letter from the com-
pany announcing that it is going out of business 
and closing its doors. Upon calling his broker, 
Carlo finds the stock is now worthless.

 a. Comment on Leo’s ethics when assuring his 
friends and relatives that the investments he 
recommends can produce major rewards with 
virtually no risk.

 b. What basic investing principle did Carlo forget 
in his desire to fund his daughter’s college 
education?
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FINANCIAL PLANNING ONLINE EXERCISES

1. Go to www.renaissancecapital.com.

 a. Describe what type of information is available to investors.

 b. Summarize in general how IPOs have performed recently.

2. Go to the Finance section of Yahoo.com, where you can obtain stock quotes, and 
insert the stock symbol of a stock in which you are interested.

 a. What was the last price of the stock you looked up?

 b. What is the P/E ratio of the stock?

 c. Does the stock pay a dividend? If so, how much?

3. Go to the Finance section of Yahoo.com to determine how stocks are correlated with 
various indexes.

 a. Enter “GE,” the symbol for General Electric, in the box where you can obtain 
stock quotes. The Yahoo Finance Web site can generate a chart that shows his-
torical stock price movements of GE or any stock you specify. It can also allow 
you to compare the stock’s price movements to a stock index. Determine how GE 
stock performed relative to the stock index. You can choose various time periods 
from one day to five years. Repeat the exercise for various time periods.

 b. Repeat part (a) except replace GE stock with a stock in which you are interested. 
Determine how your stock performed relative to the stock index. You can choose 
various time periods from one day to five years. Repeat the exercise for various 
time periods.

PSYCHOLOGY OF PERSONAL FINANCE: Your Investments

1. Some investors get a bigger thrill from gambling 
with money than from paying off a loan. Thus, they 
invest in stocks hoping to make a larger return 
than whatever interest rate they are paying on their 
loan. Describe your behavior of investing. Do you 
use money to invest that could have been used to 
pay off a credit card loan? If so, why? Do you think 
there is any risk associated with such a strategy?

2. Read one practical article about how psychology 
affects decisions when investing in stocks. You can 
easily retrieve possible articles by doing an online 
search using the terms “psychology” and “invest-
ing in stocks.” Summarize the main points of the 
article.

WEB SEARCH EXERCISE

You can develop your personal finance skills by conducting an Internet search for related 
articles. Find a recent online article about personal finance that reinforces one or more 
concepts covered in this chapter. If your class has an online component, your professor 
may ask you to post your summary of the article there and provide a link to the article 
so that other students can access it. If your class is live, your professor may ask you to 
summarize your application of the article in class. Your professor may assign specific 
students to complete this assignment or may allow any student to do the assignment on 
a volunteer basis.
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392 Chapter 14   Investing Fundamentals

For recent online articles related to this chapter, consider using the following search 
terms (be sure to include the current year as a search term to ensure that the online 
articles are recent):

• Understanding stocks

• Understanding bonds

• Risk of investing

• Investing in mutual funds

• Investing in real estate

VIDEO EXERCISE: Investing

Go to one of the Web sites that contain video clips (such as www.youtube.com) and 
review some video clips about investing. You can use search phrases such as “tips on 
ETF investing.” Select one video clip on this topic that you would recommend for the 
other students in your class.

1. Provide the Web link for the video clip.

2. What do you think is the main point of this video clip?

3. How might you change your investing strategy after watching this video clip?
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MyLab Finance

1. EVALUATING YOUR RISK TOLERANCE

 Investments that offer a high potential return typically are subject to much uncertainty. Take the 
quiz in the template below to determine if your temperament is suited to making investments that 
are subject to much uncertainty.

TEMPLATE THAT MEASURES YOUR RISK TOLERANCE

Answer True or False by entering an x in the appropriate box. Be sure to enter an x for only one box 
(True or False) per answer, otherwise your results will be incorrect.

TRUE FALSE
 1. If I own stock, I will check its price at least daily if not more often. □ □

 2. When driving on an interstate, I never exceed the posted speed limit even 
when traffic and weather would permit a higher speed.

 
□

 
□

 3. If the price of my stock declines, my first reaction is to sell. □ □

 4. Another stock market crash similar to 1929 could occur very unexpectedly. □ □

 5. When I fly in less than perfect weather, I tend to get nervous and concerned 
about my safety.

 
□

 
□

 6. If I sold a stock at a loss of more than 25%, it would greatly shake my confi-
dence in my ability to invest.

 
□

 
□

 7. I intensely dislike blind dates. □ □

 8. When I travel, I write down a packing list to be sure that I don’t forget anything. □ □

 9. When traveling with others, I prefer to do the driving. □ □

10. Before buying a stock I would want to talk to at least two other people to con-
firm my choice.

 
□

 
□

RESULTS

0–3 True: You have the risk tolerance to invest in individual common stocks.
4–6  True: You would be a nervous investor, but with more knowledge and a few successes, you could 

probably raise your risk tolerance to a suitable level. Mutual funds might prove a good starting 
point for your level of risk tolerance.

7–10  True: You are probably a very conservative and risk-intolerant investor who is probably better 
suited to a bond portfolio.

BUILDING YOUR OWN FINANCIAL PLAN: Chapter 14

The financial planning spreadsheets available at www.pearson.com/mylab/finance will 
automatically perform computations, charts, and graphs based on your input.
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1. Compare the returns from investing in stock over the next twelve years by filling in the following 
worksheet.

SAVINGS ACCUMULATED OVER THE NEXT TWELVE YEARS

Normal Stock  
Market Conditions

Weak Stock  
Market Conditions

Strong Stock  
Market Conditions

Amount Invested per Year $3,600 $3,600 $3,600

Annual Return 5% 2% 9%

FVIFA (n = 12 Years)

Value of Investments in Twelve 
Years

2. Explain to the Sampsons why there is a trade-off when investing in bank CDs versus stock to 
 support their children’s future college education.

3. Advise the Sampsons on whether they should invest their money each month in bank CDs,  
in stocks, or in some combination of the two, to save for their children’s college education.

Recall that the Sampsons have a goal of saving about $300 per month ($3,600 per year) 
for their children’s college education. They want to estimate how this money would grow 
over time if they invest it in stock. Dave and Sharon have never owned stock before.

The Sampsons expect that under normal conditions, the stock would generate a return 
of about 5% per year over time. However, they recognize that there is uncertainty sur-
rounding the return. They believe that the stock will generate an annual return of only 2% 
if stock market conditions are weak in the future, but it could generate an annual return 
of 9% if stock market conditions are strong.

THE SAMPSONS—A Continuing Case: Chapter 14 MyLab Finance
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MyLab Finance helps you master the topics in this chapter and study more 
efficiently. Visit www.pearson.com/mylab/finance for more details.

Lynn owned 500 shares of a 

stock that she had bought at 

$40 per share. As the price 

rose steadily over the course of 

several months to over $48, Lynn 

decided to implement a sell  strategy 

that would take the uncertainty 

out of the sales transaction. She 

called her broker and placed a limit 

order to sell her stock if and when it 

reached $50 per share. A $50 per-

share price would allow Lynn to earn 

at least a 25% return on her investment and result in a $5,000 gain before subtracting the 

commissions.

Over the next few days, the price slipped to the mid-40s and then drifted lower still. Lynn 

didn’t sell because she was sure the dip in price was only temporary. Finally, when the price 

reached $30 per share, she called her broker and sold all of her shares. Lynn ultimately 

suffered a $5,000 loss on her investment.

When investing in stocks, your investment decisions depend on your risk tolerance, investing 

knowledge, and experience. You should approach any potential stock purchase with an 

investment strategy that will guide you in your stock selection. That investment strategy is the 

focus of this chapter.

Investing in Stocks 15
chapter 

PathDoc/Shutterstock
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396 Chapter 15  Investing in Stocks

The objectives of this chapter are to:

• Identify the functions of stock exchanges

• Describe how to interpret stock quotations

• Explain how to execute the purchase and sale of stocks

• Explain how to analyze a stock

• Explain how investing in stocks fits within your financial plan

Stock Exchanges
Now that you understand how to value and evaluate stocks, you can start to make 
stock investments. Stock exchanges are facilities that allow investors to purchase and sell 
existing stocks. They facilitate trading in the secondary market so that investors can sell 
stocks that they have previously purchased. A stock has to be listed on a stock exchange 
to be traded there, meaning that it must fulfill specific requirements of the exchange. For 
example, to list its stock, a firm may have to be a minimum size and have a minimum 
number of shares of stock outstanding. The requirements ensure that there will be an 
active market for stocks in which shares are commonly traded.

New York Stock Exchange
Based on market capitalization, or the value of the companies traded there, the largest 
stock exchange in the United States is the New York Stock Exchange (NYSE), which 
handles transactions for approximately 2,800 stocks. In 2007, the NYSE merged with 
Euronext (which represented various European exchanges) to form NYSE Euronext, 
the first global exchange. In 2013, NYSE Euronext was acquired by Intercontinental 
Exchange (ICE). Today, the NYSE operates as a division of ICE, and Euronext is a 
separate company operating several European stock exchanges. The transactions on the 
NYSE are conducted by the traders who have been authorized to trade stocks listed on 
the exchange for themselves or others.

Floor Traders and Specialists Traditionally, some traders (called floor traders) 
executed trades to accommodate requests by other investors (such as individual investors 
like you), and other traders executed trades for themselves. When floor traders executed 
trades for other investors, they earned a commission in the form of a bid–ask spread, 
which reflected the difference between the price at which they were willing to buy a 
stock and the price at which they were willing to sell it. For example, suppose a trader 
executed an order where one investor bid $20.12 per share to buy a stock while the 
seller received $20.00 per share. The bid–ask spread of $.12 per share went to the floor 
trader. In this example, a trade of 1,000 shares cost $120 because of the bid–ask spread. 
Some traders, traditionally called specialists but now generally known as designated 
market makers (DMMs), helped to create a market in one or more stocks by taking an 
opposite position to the orders placed by clients. That is, they might have been willing 
to buy the stocks that an investor wanted to sell or sell holdings of their stocks that an 
investor wanted to buy.

Today, the trading volume on the NYSE averages about 1.5 billion shares of stock 
per day, so most trades are executed electronically, not by human beings. Only about 
15% of the transactions on the NYSE now take place on the floor of the exchange by 
the method just described. Floor traders and specialists still exist, but their numbers 
have declined, and so has their importance. There were about 3,000 floor traders 
in 2007, but by 2018 there were only 200. Nevertheless, during periods of extreme 
imbalances in the market, floor traders and specialists can still play a role in promoting 
stability and orderly trading.

stock exchanges
Facilities that allow inves-
tors to purchase or sell 
existing stocks.

floor traders
Traders at a stock 
exchange who execute 
trades to fill orders placed 
by other investors.

specialists
Traders who help to cre-
ate a market in one or 
more stocks by taking an 
opposite position to the 
orders placed by clients.

M15_MADU9969_07_SE_C15.indd   396 28/11/2018   18:05



 Stock Exchanges 397

A Typical Stock Transaction on the NYSE To buy a stock that is listed on the NYSE, 
you tell your brokerage firm the name of the stock and the number of shares you want to 
purchase. If the transaction is one of the minority that go to the floor of the exchange as 
described earlier, the order is sent to a floor trader or specialist who communicates your 
desire to purchase the specific stock and negotiates the price. Once the trade is complete, 
the floor trader at the NYSE sends confirmation to the brokerage firm that the trade has 
been made, and the brokerage firm informs you that the trade has been completed.

More likely, however, the brokerage firm will submit your request to purchase the 
stock electronically, with an indication of the price you are willing to pay. Meanwhile, 
other investors who own the stock and wish to sell it submit their preferences electroni-
cally to the NYSE, with an indication of the prices at which they are willing to sell the 
stock. A computer matches up buy and sell orders and communicates your executed order 
to the brokerage firm.

Nasdaq Stock Market
The other major stock market in the United States is the Nasdaq market, where the trad-
ing volume is about 1.8 billion shares per day (0.3 billion more shares than the volume on 
the NYSE). The Nasdaq was founded in 1971 by the National Association of Securities 
Dealers. The name was an acronym for National Association of Securities Dealers Quota-
tions system, which was the electronic system on which the market operated. Today, the 
Nasdaq is owned by Nasdaq, Inc., a publicly traded company.

Since its beginning, the Nasdaq has operated entirely as an electronic system without a 
physical trading floor. Trades are carried out over a computer network by market makers, 
which are broker-dealer firms that stand ready to buy and sell a particular security on a 
continuous basis at a publicly quoted price. About 500 firms, including brokerage houses 
and financial institutions, act as market makers for the Nasdaq. They earn commissions in 
the form of a bid–ask spread. Other stock markets also have market makers, but they are 
especially associated with the Nasdaq where they conduct all trading.

More than 3,000 companies are listed on the Nasdaq. Because its listing requirements 
are less stringent than those of the NYSE, the Nasdaq has more small companies, but 
it also lists some of the largest U.S. companies, including Amazon, Alphabet (parent of 
Google), Apple, Facebook, and Microsoft. At one time, as they grew larger, some compa-
nies moved from the Nasdaq to the NYSE, because they considered it more prestigious. 
In recent years, however, several major corporations have moved from the NYSE to the 
Nasdaq. In 2015, CSX, a large railroad company, moved to the Nasdaq, and in December 
2017, Pepsico changed its listing. The main reason for the move is cost, as the fee to list 
on the NYSE is $500,000 whereas the Nasdaq charges a maximum of $65,000.

Other Stock Exchanges
The NYSE American LLC is based in New York and focuses on the trading of stocks of 
smaller firms and exchange-traded funds. These stocks are less actively traded than those 
on the NYSE. The NYSE American LLC once known as the American Stock Exchange 
(AMEX) which was acquired by NYSE Euronext in 2008. There are also some regional 
securities exchanges located in large U.S. cities. These regional exchanges tend to have 
less stringent listing requirements and therefore list stocks from smaller firms that may 
be well known in that specific region. Stocks are traded on the NYSE American LLC and 
the regional stock exchanges in much the same way as on the NYSE.

Over-the-Counter (OTC) Markets
The over-the-counter (OTC) markets operate through an electronic communications net-
work that allows investors to buy or sell securities. Although the NYSE and Nasdaq also 
use electronic communication networks, the OTC markets have less transparency and 
are less regulated.

market makers
Broker-dealer firms that 
stand ready to buy and 
sell a particular security 
on a continuous basis; 
they execute trades over 
an electronic network and 
earn commissions in the 
form of a bid–ask spread.

over-the-counter (OTC) 
markets
Markets that operate 
through an electronic 
communications network 
that allows investors to 
buy or sell securities; have 
less transparency and 
less stringent regulations 
than the NYSE or Nasdaq.
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The most important OTC markets are the OTCQX Best Market, the OTCQB  
Venture Market, and the Pink Open Market, all of which are operated by OTC Markets 
Group. The OTCQX Best Market lists about 10,000 stocks and has less stringent listing 
requirements than those of the NYSE and Nasdaq. It includes some American deposi-
tory receipts, which represent securities in a company that is listed on a foreign stock 
exchange. Some large foreign companies such as the German financial services company 
Allianz SE choose to list on the OTCQX Best Market instead of meeting the requirements 
of the NYSE or Nasdaq. The OTCQB Venture Market specializes in listing small startup 
companies and has minimal listing requirements. The Pink Open Market has no disclo-
sure requirements or financial standards. Companies listed there are usually in financial 
difficulty, and purchasing their stocks is extremely risky.

Electronic communications networks (ECNs) are computer systems that match desired 
purchases and sales of stocks. For example, the ECN receives orders from investors to buy 
shares of a stock at a specified price and matches them with orders from investors to sell 
the stock at that price. A person is not needed to perform the match. ECNs now make up 
about 60% of all trading of NASDAQ stocks. ECNs enable investors to bypass the market 
makers and therefore avoid the transaction costs (bid–ask spread) they charge.

ECNs are also being used to execute transactions on the NYSE and the NYSE Ameri-
can LLC. They can match orders any time, so they are especially valuable at night after 
the exchanges are closed.

At many online brokerage firms, if an order comes in after the stock exchanges are 
closed (during so-called after-hours trading, which is conducted from 4 p.m. to 8 p.m. 
Eastern Time), the firm will send the order to the ECNs, where the trade will be executed. 
However, at this time there may not be sufficient trading volume in some stocks, espe-
cially those of small companies, to enable all transactions to be executed. An investor 
who wants to sell a thinly traded stock may not be able to find a willing buyer. As more 
investors have learned that they can have orders executed at night, however, the trading 
volume has increased, making ECNs even more popular.

Stock Quotations
If you consider investing in stocks, you will need to learn how to obtain and inter-
pret stock price quotations. Fortunately, price quotations are readily available on many 
financial Web sites. You can also find them at financial news Web sites such as www 
.bloomberg.com, and www.cnbc.com. Financial newspapers (such as the The Wall Street 
Journal) and some other newspapers print abbreviated quotations for selected stocks.

Online stock quotations provide information about the price of each stock in real 
time or over the previous trading session if the market is closed. Newspaper quotations 
provide information about the previous day. An example of the traditional format used 
for stock quotations is shown in Exhibit 15.1 for Zugle Company after the trading ses-
sion was closed.

Exhibit 15.1 shows that Zugle’s stock opened the day at $24.11 per share, meaning 
that its first trade of the day was at that price. The price reached a low of $23,70, and 
a high of $24.72 over the day, and its closing price was $24.28. Its trading volume was 
more than 1 million shares over the day. In a typical day, a stock might have thousands 
of trades. Investors tend to be very interested in the range during the day, and whether 
the closing stock price is higher or lower than its opening price. The range indicates the 
degree of uncertainty surrounding s stock’s price. Stocks that experience wider ranges in 
price are perceived as risky, because there is more uncertainty about their future price 
movements. The dividend yield (annual dividends as a percentage of the stock price) rep-
resents the annual return that you would receive solely from dividends if you purchased 
the stock today and if the dividend payments remain unchanged. The price-earnings (PE) 
ratio is the stock price divided by the firm’s annual earnings per share. Some investors 
closely monitor the PE ratio when attempting to value stocks.

electronic communications 
networks (ECNs)
Computer systems that 
match desired purchases 
and sales of stocks.
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In addition to the details shown in Exhibit 15.1, many Web sites provide the follow-
ing information: a chart showing how the stock has moved on the current trading day 
and charts for previous periods such as the previous five days, one month, three months, 
six months, one year, and five years; financial information such as earnings per share, 
revenue, return on equity, debt, and market capitalization; the percentage of the stock 
owned by institutional investors; the date of the next dividend payment and the date when 
the company will release its next quarterly earnings report; and the latest news about the 
company as well as analysts’ recommendations and price targets.

EXHIBIT 15.1  Example of Stock Quotation as Provided  
by Financial Websites

Zugle Company Stock
Open price at beginning of day $24.11
Low price over the day $23.70
High price over the day $24.72
Closing price over the day $24.28
Trading volume over the day 1,200,840
Price range over the last year $20.05 - $25.30
Dividend Yield 2%
Price-earnings (PE) ratio 8.2

Purchasing and Selling Stocks
When trading stocks, you need to begin by selecting a brokerage firm and placing an 
order. These functions are discussed next.

Selecting a Broker
When selecting a broker, consider the following characteristics.

Analyst Recommendations A full-service broker can provide you with investment 
advice. You also have access to stock ratings that are assigned by stock analysts employed 
by brokerage firms.

Recommendations from brokers and analysts have limitations, however. Some bro-
kerage firms may advise you to buy or sell securities frequently, rather than holding 
on to your investment portfolio over time because for each transaction, you must pay 
a commission to that brokerage firm. In addition, frequent trading may cause you to 
hold on to stocks less than one year, so the capital gain is treated as ordinary income 
for federal income tax purposes (unless the gain occurs as a result of trading stocks 
in your retirement account). If your marginal tax rate on ordinary income is higher 
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than 15% (the current maximum long-term capital gains tax rate for most taxpayers),  
you will be subject to a higher tax rate because you did not hold the stocks for at 
least one year. Many studies have shown that the recommendations made by brokers 
or analysts do not lead to better performance than the stock market in general. Some 
advisers have very limited experience in analyzing and valuing securities. Even those 
who are very experienced will not necessarily be able to help you achieve unusually 
high performance.

Brokers and analysts tend to be overly optimistic about stocks. They prefer not to 
mention negative opinions about stocks because they do not want to offend any firms 
with which their own investment firm might do business in the future.

In response to much criticism, some analysts have become more willing to issue sell 
recommendations on some stocks. However, there is still a tendency for analysts to be 
generally optimistic about most stocks, and some conflicts of interest may occur. For 
example, analysts may own the stocks they are recommending, so it is in their best inter-
ests to create a demand for the stock so that its price will rise. Today, analysts have to 
disclose ownership of stocks that they recommend.

Individual Broker Skills Brokers within a brokerage firm have unique skills and 
personalities. Your preference for a specific firm might be heavily influenced by the indi-
vidual broker who serves you. You can obtain information about individual brokers on 
the Internet.

Brokerage Commissions You can choose a discount or full-service brokerage firm. 
A discount brokerage firm executes your desired transactions but does not offer invest-
ment advice. A full-service brokerage firm offers investment advice and executes trans-
actions. Full-service brokerage firms tend to charge higher fees for their services than 
discount brokers. For example, a full-service firm may charge a commission of $100 or 
more for a transaction, whereas a discount firm will likely charge you between $8 and 
$30 for the same transaction.

Placing an Order
Whenever you place an order to buy or sell a stock, you must specify the following:

• Name of the stock

• Buy or sell

• Number of shares

• Market order or limit order

Name of the Stock It is important to know the ticker symbol for your stock. The 
ticker symbol is the abbreviated term that is used to identify a stock for trading purposes. 
For example, Microsoft’s symbol is MSFT, and Nike’s symbol is NKE. A symbol is shorter 
and simpler than the formal name of a firm and easily distinguishes between different 
firms with similar names.

Buy or Sell Brokerage firms execute buy and sell transactions. Therefore, it is necessary 
to specify whether you are buying or selling a security at the time you place the order. 
Once you place your order and it is executed, you are bound by the instructions you gave.

Number of Shares Shares are typically sold in multiples of 100, referred to as 
round-lot transactions. An order to buy or sell less than 100 shares is referred to as an 
odd-lot transaction.

Market Order or Limit Order You can buy or sell a stock by placing a market order, 
which is an order to execute the transaction at the stock’s prevailing market price. The 
advantage of a market order is that you are assured that your order will be executed 
quickly. A disadvantage is that the stock price could change abruptly just before you place 
your order, causing you to pay much more for the stock than you expected.

discount brokerage firm
A brokerage firm that 
executes your desired 
transactions but does not 
offer investment advice.

full-service brokerage 
firm
A brokerage firm that 
offers investment 
advice and executes 
transactions.

ticker symbol
The abbreviated term that 
is used to identify a stock 
for trading purposes.

round lot
Shares bought or sold in 
multiples of 100.

odd lot
Less than 100 shares of 
stock.

market order
An order to buy or sell 
a stock at its prevailing 
market price.
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Alternatively, you can buy or sell stock by placing a limit order, which is an order to 
execute the transaction only if the price is within the limits that you specify. A limit order 
sets a maximum price at which the stock can be purchased and can be good for one day 
or until canceled (normally canceled in six months if a transaction has not been executed 
by then). Your limit order will specify whether you are willing to accept a portion of the 
shares desired (normally, in round lots of 100); alternatively, you can specify that you 
want the full number of shares to be traded or none at all.

limit order
An order to buy or sell 
a stock only if the price 
is within limits that you 
specify.

A disadvantage of a limit order when buying stock is that you may miss out on a 
transaction that you desired. If the price of Trendy stock had continued to rise throughout 
the day after opening at $43, your order would not have been executed at all.

Limit orders can also be used to sell stocks. In this case, a limit order specifies a 
minimum price at which the stock should be sold.

Stop Orders A stop order is a special form of limit order; it is an order to execute a 
transaction when the stock price reaches a specified level. A buy stop order is an order 
for the brokerage firm to buy a stock for the investor when the price rises to a specified 
level. Conversely, a sell stop order is an order for the brokerage firm to sell a stock when 
the price falls to a specified level.

Placing an Order Online
Individuals who wish to buy or sell stocks are increasingly using online brokerage services 
such as TD Ameritrade and E*TRADE. One advantage of placing orders online is that 
the commission charged per transaction is very low, such as $8 or $20, regardless of the 
size of the transaction (up to a specified maximum level). A second advantage is the con-
venience. In addition to accepting orders, online brokers provide real-time stock quotes 
and financial information. To establish an account with an online brokerage service, go 
to its Web site and follow the instructions to set up an account. Then you’ll need to send 

stop order
An order to execute a 
transaction when the 
stock price reaches a 
specified level; a special 
form of limit order.

buy stop order
An order to buy a stock 
when the price rises to a 
specified level.

sell stop order
An order to sell a stock 
when the price falls to a 
specified level.

You want to buy 100 shares of Trendy stock, which had a closing price of $40. You assume 
that you will pay about $40 per share when the market opens this morning, or $4,000 
($40 x 100 shares), for the shares not including the commission. However, your order is 
executed at $43, which means that you pay $4,300 ($43 x 100 shares). Unfortunately for 
you, many other investors wanted to buy Trendy stock this morning, creating increased 
demand for the stock. The strong demand relative to the small number of shares available 
for sale caused the stock price to increase to $43 before your broker could find a willing 
seller of Trendy stock.

EXAMPLE

Using the information in the previous example, you place a limit order on Trendy stock, 
with a maximum limit of $41, good for the day. When the stock opens at $43 this morning, 
your order is not executed because the market price exceeds your limit price. Later in the 
day, the stock price declines to $41, at which time your order is executed.

EXAMPLE

You own 100 shares of Zina stock, which is currently worth $18 per share. You would be 
willing to sell it at $20 per share. You do not have time to monitor the market price so that 
you can sell the stock when its price is at least $20 per share. Therefore, you place a limit 
order to sell 100 shares of Zina stock at a minimum price of $20, good until canceled. A 
few months later, Zina’s price rises to $20 per share. You soon receive confirmation from 
your brokerage firm that the transaction has been executed.

EXAMPLE
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the online broker a check, and once the check has cleared, your account will show that 
you have funds you can use to invest online. Generally, you are required to maintain a 
minimum balance in your account such as $500 or $1,000.

Recall from Chapter 5 that many online brokerage firms have a money market fund 
where your cash is deposited until it is used to make transactions. Consequently, you 
can earn some interest on your funds until you use them to purchase securities. Once 
you place an order, the online brokerage firm will use the money in your money market 
fund to pay for the transaction. You may even receive blank checks so that you can write 
checks against your money market account.

As many investors have shifted to online brokerage, traditional brokerage firms (such 
as Merrill Lynch) now offer online services. You can place an order from your computer 
in less than a minute, and the order will be executed just as quickly.

Buying Stock on Margin
Some investors choose to purchase stock on margin, meaning that a portion of their 
purchase is funded with money borrowed from their brokerage firm. Buying a stock on 
margin enables you to purchase stocks without having the full amount of cash necessary.

The Federal Reserve limits the margin to 50%, so a maximum of 50% of the invest-
ment can be borrowed from the brokerage firm. For example, for a $2,000 purchase of 
stock, you and the brokerage firm would each pay $1,000. If the value of investments 
made with partially borrowed funds declines, you may receive a margin call from your 
brokerage firm, meaning that you have to increase the cash in your account to bring the 
margin back up to the minimum level.

When you buy a stock on margin, the gain on your investment is magnified because 
you are able to create a larger investment with the borrowed funds. However, if the stock 
experiences a decline in price, your loss will be magnified. For example, if you invest 
$1,000 of your own money but do not borrow any funds, your maximum loss is $1,000. 
Conversely, if you invest $1,000 of your own money and borrow an additional $1,000 
to invest, your maximum loss is now $2,000. You still need to repay the funds you bor-
rowed, regardless of the performance of your investment.

Some investors achieve high returns from buying stocks on margin. However, they 
commonly use the proceeds to make more investments in stocks. With their confidence 
boosted from their recent investment performance, they make riskier investments. Ulti-
mately, some of these investors end up losing much of the money they invested because 
of taking excessive risk.

Short Selling Stock
Short selling (or “shorting”) a stock is the process by which investors sell a stock that 
they do not own. Investors consider short selling a stock when the stock is overvalued in 
their opinion. In the short selling process, they borrow the stock from another investor 
and will ultimately have to return that stock to the brokerage firm from which they bor-
rowed it. Their goal is to sell the stock while the price is relatively high. Then, they will 

on margin
Purchasing a stock 
with a portion of the 
funds borrowed from a 
brokerage firm.

margin call
A request from a broker-
age firm for the investor to 
increase the cash in the 
account in order to bring 
the margin back up to the 
minimum level.
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purchase the stock at a future point in time after the price has declined, so that they can 
return the stock to the brokerage firm from which they initially borrowed the stock. Like 
any investor, short sellers attempt to buy low (buy the stock at a low price) and sell high 
(sell the stock at a high price). The only difference from the normal investing process is 
that they sell the stock first (before they even own it) and then buy it later.

Like any investment in stock, the risk to short selling is that the return is uncertain 
because the future conditions that affect the stock price are uncertain. Investors who 
expect that the stock price will decline may be wrong. If the stock price rises following 
their short sale, they will ultimately have to pay a higher price than the price at which 
they initially sold the stock. Consequently, they would suffer a loss on their investment.

Analyzing Stocks
The price of a stock is based on the demand for that stock versus the supply of stock 
for sale. The demand for shares is determined by the number of investors who wish to 
purchase shares of the stock. The supply of stock for sale is determined by the number 
of investors who decide to sell their shares.

The valuation process involves identifying a firm that you think may perform well 
in the future and determining whether its price is overvalued, undervalued, or on target. 
You buy a stock when you think that it is undervalued and that you can therefore achieve 
a high return from investing in it. Yet your purchase of the stock means that some other 
investor was willing to sell it. So, although you believe the stock is undervalued, others 
apparently think it is overvalued. This difference in opinion is what causes a high volume 
of trading. When valuing stocks, investors may use technical analysis or fundamental 
analysis. Technical analysis is the valuation of stocks based on historical price patterns. 
For example, you might purchase a stock whenever its price rises for three consecutive 
days because you expect that a trend in prices indicates future price movements. Alter-
natively, you may decide to sell a stock if its price declines for several consecutive days 
because you expect that the trend will continue.

Fundamental analysis is the valuation of stocks based on an examination of funda-
mental characteristics such as revenue or earnings. There are many different ways to apply 
fundamental analysis, as explained next.

Analyzing a Firm’s Financial Condition
One firm can outperform another in the same industry because its managers make better 
decisions about how to finance its business, market its products, and manage its employ-
ees. By conducting an analysis of a firm, you can assess its future performance. Firms that 
are publicly traded publish an annual report that contains standardized financial informa-
tion. Specifically, the report includes a letter summarizing the firm’s recent performance 
and its expected performance in the future. The report also contains financial statements 
measuring the firm’s financial condition, which you can examine in the same manner 
that you evaluate your personal financial statements to determine your financial health. 
You can download annual reports for most companies from their Web sites. Prospective 
investors typically focus on the balance sheet and income statement.

Balance Sheet The firm’s balance sheet indicates its sources of funds and how it has 
invested its funds as of a particular point in time. The balance sheet is segmented into two 
parts: (1) assets and (2) liabilities and shareholder’s equity. These two parts must balance.

The firm’s assets indicate how it has invested its funds and what it owns. Assets 
are often classified as short-term and long-term assets. Short-term assets include cash, 
securities purchased by the firm, accounts receivable (money owed to the firm for previ-
ous sales), and inventories (materials used to produce products and finished products 
waiting to be sold). Long-term assets (sometimes called fixed assets) include machinery 
and buildings purchased by the firm. For some firms, their most valuable assets are 

technical analysis
The valuation of stocks 
based on historical price 
patterns.

fundamental analysis
The valuation of stocks 
based on an examination 
of fundamental character-
istics such as revenue or 
earnings, or the sensitivity 
of the firm’s performance 
to economic conditions.

balance sheet
A financial statement that 
indicates a firm’s sources 
of funds and how it has 
invested its funds as of a 
particular point in time.
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intangible assets such as intellectual property, which includes patents and copyrights. 
Technology firms and pharmaceutical companies, for example, are likely to have valu-
able intangible assets.

The liabilities and shareholder’s equity indicate how the firm has obtained its funds. 
Liabilities represent the amount owed to creditors or suppliers and are classified as short 
term or long term. Shareholder’s equity is the net worth of the firm. It represents the 
investment in the firm by investors.

Income Statement The firm’s income statement measures its revenues, expenses, and 
earnings over a particular period of time. Investors use it to determine how much income 
(earnings) the firm generated over a particular period or what expenses the firm incurred. 
An annual report may include an income statement for the year and for the four quarters 
within that year.

The income statement starts with revenues generated by the firm over the year. Then 
the cost of goods sold (which includes the cost of materials used in production) is sub-
tracted to derive the gross profit. Operating expenses (such as salaries) are subtracted 
from the gross profit to determine earnings before interest and taxes (also referred to as 
operating profit). Finally, interest payments and taxes are subtracted to determine the 
earnings after taxes (also referred to as the net profit).

The impact of the firm’s financial condition on its value and stock price (for firms 
that have publicly traded stock) is summarized in Exhibit 15.2. When a firm’s sales and 
profits are strong, investors have confidence that the firm will perform well in the future, 
and they are willing to invest in the firm’s stock. Because the firm’s prospects look bright, 
only a few investors will be willing to sell its stock. Thus, the demand for the stock is 
much larger than the supply of stock for sale by investors, and the price at which sellers 
can sell the stock rises.

When a firm’s sales and profits are weak, the opposite effects occur. Investors become 
concerned that the firm will perform poorly in the future and might even go bankrupt. 
They are not willing to invest in the firm’s stock because the stock might become worth-
less if the firm fails. When only a few investors want to buy a stock being sold by inves-
tors, and many investors want to sell that stock because of its recent poor performance, 
the price at which sellers can sell the stock falls. In other words, sellers must be willing 
to accept a very low price to entice another investor to buy their stock.

income statement
A financial statement 
that measures a firm’s 
revenues, expenses, and 
earnings over a particular 
period of time.

EXHIBIT 15.2 Impact of a Firm’s Performance on Its Stock Price

IMPACT OF STRONG FIRM PERFORMANCE ON STOCK PRICE OF FIRM

IMPACT OF WEAK FIRM PERFORMANCE ON STOCK PRICE OF FIRM
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Price of 
Firm’s Stock
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Accounting Fraud In the early 2000s, scandals at several large companies including 
Enron and WorldCom brought attention to the accounting practices of certain firms. 
One of the problems that led to the scandals was the conflict of interest that may occur 
between a firm’s top managers and investors who purchase its stock. A firm’s top man-
agers are commonly evaluated according to how the firm’s value (as measured by stock 
price) changes over time. These managers may receive shares of the firm’s stock as part 
of their compensation. Thus, if the value of the firm increases, the managers can sell their 
shares at a high price and earn a high level of compensation.

Consequently, the managers may seek to use an accounting method that will either 
inflate the firm’s revenue or deflate its expenses, causing the firm’s reported earnings to 
appear higher than they actually are. Investors who rely on those reported earnings to 
derive the stock value will buy the stock when they believe that the firm’s earnings have 
risen. Their actions push the value of the stock higher. Ultimately, however, investors 
recognize that the firm’s financial statements are not accurate, and the stock price falls. 
Many investors, however, may lose most or all the money that they invested because 
they trusted the firm’s financial statements. Although legislation was enacted after these 
scandals to curb the worst abuses and reform the accounting methods used by companies, 
managers at many firms continue to have an incentive to make their companies look more 
profitable than they actually are.

Analyzing Economic Conditions
A firm’s future revenue and earnings are influenced by demand for its products, which is 
typically influenced by economic and industry conditions. An economic analysis involves 
assessing any economic conditions that can affect a firm’s stock price, including economic 
growth, the impact of international economies, interest rates, and inflation. Each of these 
conditions is discussed in turn.

Economic Growth In the United States, economic growth is the growth in the U.S. 
economy over a particular period. It is commonly measured by the amount of produc-
tion in the United States, or the gross domestic product (GDP), which is the total market 
value of all products and services produced in the United States. The production level of 
products and services is closely related to the aggregate (overall) demand for products 
and services. When consumers have more money to spend, there is additional aggregate 
demand for products and services. The firms that provide products and services experi-
ence higher sales (revenue) and earnings, and their stock prices may rise.

When economic conditions are weak, the aggregate demand for products and services 
declines. Firms experience a lower level of sales and earnings, and their stock prices may 
decline as a result.

During the financial crisis in 2008–2009, economic conditions weakened substan-
tially. Home prices plummeted. Many firms went bankrupt. Others had to reduce their 
workforce because their sales had declined substantially. Many individuals were laid off 

economic growth
A measure of growth in a 
country’s economy over a 
particular period.

gross domestic product 
(GDP)
The total market value of 
all products and services 
produced in a country.
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or were assigned fewer work hours. Thus, their income declined. Firms experienced a 
decline in demand for their products and services, a decline in profitability, and a decline 
in value (stock price).

Given the potential impact of economic growth on stock prices, investors also 
monitor the U.S. government’s fiscal policy, or the means by which the government 
imposes taxes on individuals and corporations and by which it spends its money. 
When corporate tax rates are reduced (as they were in 2018), the after-tax earnings 
of corporations are increased, which means there is more money for shareholders. 
When individual tax rates are reduced (as they were in 2018), individuals have more 
money to spend and therefore consume more products. The demand for products and 
services increases as a result, reducing firms’ earnings. 

Impact of International Economies When assessing a country’s economic con-
ditions, it is important to recognize how a country’s economy may be influenced by 
international conditions. Some of the products sold in the United States are produced 
by firms in other countries such as China. Firms in China are major producers of elec-
tronics, clothing, children’s toys, and many other products that are sold in the United 
States. When the U.S. economy strengthens, consumers in the United States purchase 
more products, including those produced in China. Thus, the firms based in China may 
hire more employees so that they can increase production to satisfy the increased demand 
by U.S. consumers. As more employees are hired in China, income of Chinese workers 
rises, which will allow them to increase their spending. Thus, a strong U.S. economy 
can strengthen the economy in China. The same concept applies to other countries that 
produce products purchased by U.S. consumers.

Consumers in foreign countries purchase some products that are produced in the 
United States, so their economies can influence the U.S. economy. For example, consum-
ers in China purchase some products produced in the United States, so when China’s 
economy is strong, this can be beneficial to the United States. European consumers 
commonly purchase U.S. products as well, so their economy is closely linked to the 
U.S. economy.

Just as one country’s strong economy can improve another country’s economy, a 
weaker economy has an influence as well, but in the opposite direction. As an economy 
weakens, consumer spending declines, which means that the demand for products pro-
duced to satisfy those consumers declines. Thus, firms in those countries might lay 
off some workers because they do not need to produce as many products, and income 
declines in those countries. During the 2008–2009 financial crisis in the United States, 
the weak economy in the United States had an adverse effect on economic conditions 
in many countries. In 2014, many European countries experienced weak economic 
conditions, and this had an adverse effect on U.S. companies that sold many products 
to Europe.

Interest Rates Interest rates can affect economic growth and therefore have an indi-
rect impact on stock prices. In general, stocks perform better when interest rates are low 
because firms can obtain financing at relatively low rates. Firms tend to be more willing 
to expand when interest rates are low, and their expansions stimulate the economy. 
When interest rates are low, investors also tend to shift more of their funds into stock 
because the interest earned on money market securities is relatively low. The general 
shift into stocks increases the demand for stocks, which places upward pressure on 
stock prices.

Lower interest rates may enable more consumers to afford cars or homes. Car manu-
facturers and homebuilders then experience higher earnings, and their stock prices tend 
to increase as well. Financial publications often refer to the Federal Reserve Board (“the 
Fed”) when discussing interest rates, because the Fed uses monetary policy by adjusting 
the supply of funds in the financial system to influence interest rates. When the Fed affects 
interest rates, it influences the amount of spending by consumers with borrowed funds 
and therefore influences economic growth.

fiscal policy
The means by which the 
U.S. government imposes 
taxes on individuals and 
corporations and by which 
it spends its money.

monetary policy
The policy established by 
the Federal Reserve to 
adjust the supply of funds 
in the financial system in 
order to influence interest 
rates.
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Inflation Stock prices are also affected by inflation, or the increase in the general level 
of prices of products and services over a specified period. One of the most common mea-
sures of inflation is the consumer price index (CPI), which represents prices of consumer 
products such as groceries, household products, housing, and gasoline. An alternative 
measure of inflation is the producer price index (PPI), which represents prices of products 
that are used to produce other products, such as coal, lumber, and metals. Inflation can 
cause an increase in the prices that firms pay for materials or equipment.

The main publications providing information about inflation and other economic 
conditions are listed in Exhibit 15.3. These publications commonly provide historical 
data for inflation, economic growth, interest rates, and many other economic indicators.

Industry Conditions
A firm’s stock price is also susceptible to industry conditions. The demand for products 
or services within an industry changes over time. For example, the popularity of the 
Internet increased the demand for computers, disks, printers, and Internet guides in 
the 1990s. Producers of these products initially benefited from the increased demand. 
However, as other firms notice the increased demand, they often enter an industry. 
Competition is another industry factor that frequently affects sales, earnings, and there-
fore the stock price of a firm. Competition has intensified for many industries as a result 
of the Internet, which has reduced the costs of marketing and delivering products for 
some firms.

inflation
The increase in the gen-
eral level of prices of 
products and services 
over a specified period.

consumer price index 
(CPI)
A measure of inflation 
that represents prices of 
consumer products such 
as groceries, household 
products, housing, and 
gasoline.

producer price index (PPI)
A measure of inflation 
that represents prices of 
products that are used to 
produce other products, 
such as coal, lumber, and 
metals.

EXHIBIT 15.3 Sources of Economic Information

Published Sources
■

■

■

Online Sources
■

■ Yahoo! Finance provides information and news about economic conditions.

■

■ St. Louis Federal Reserve District (http://www.stlouisfed.org) provides updated
information about U.S. economic conditions.

Federal District Bank publications are available online at the Web sites of the
individual district banks.

■

■

■

Federal Reserve Bulletin provides data on economic conditions, including
interest rates, unemployment rates, inflation rates, and the money supply.

Federal Reserve District Bank publications provide information on national and
regional economic conditions.

Survey of Current Business provides data on various indicators of economic
activity, including national income, production levels, and employment levels.

Bloomberg (http://www.bloomberg.com) provides reports on interest rates,
other economic conditions, and news announcements about various economic
indicators.

Survey of Current Business is also online at http://www.bea.gov.

Federal Reserve System (http://www.federalreserve.gov) provides detailed sta-
tistics on economic conditions.

Federal Reserve Meeting Information is also available online at http://www
.federalreserve.gov.

Go to:
www.oecd.org

To get:
Information about  
economic conditions that 
can affect the values of 
investments.

Financial Planning
ONLINE
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Industry Indicators Numerous financial Web sites also provide information on  
specific industries. Another indicator of industry performance is the industry stock index, 
which measures how the market value of the firms within the industry has changed over a 
specific period. The prevailing stock index for a particular industry indicates the general 
expectations of investors about that industry.

Integrating Your Analyses
By conducting an analysis of the firm itself, the economy, and the industry, you can assess 
a firm’s future performance. This process enables you to determine whether to purchase 
the firm’s stock. Exhibit 15.4 summarizes the potential impact of economic, industry, and 
firm-specific conditions on a firm’s stock price.

Limitations of Stock Analysis
Many investors enjoy analyzing stocks, especially when their analysis leads to good 
investment decisions that result in high returns. However, stock analysis has limitations, 
some of which are described here.

Difficulty in Forecasting Future Conditions Although you may be able to deter-
mine which firms are most sensitive or least sensitive to economic or industry conditions, 
it is difficult to forecast future economic or industry conditions. You might correctly 

Investors 
expect firm to 
perform well

Strong demand 
for firm’s stock;

low supply
of firm’s shares 

for sale

Increase
in firm’s

stock price

Investors 
expect firm to 
perform poorly

Weak demand 
for firm’s stock;
large supply of 
firm’s shares 

for sale

Decrease
in firm’s

stock price

Weak
Economy

High Interest Rates

High Inflation

Improper Decisions
by the Firm

Weak Industry 
Conditions

Strong Industry 
Conditions

Low Interest Rates

Proper Decisions
by the Firm

Strong
Economic Growth

Low Inflation

EXHIBIT 15.4 Factors That Increase and Decrease a Stock’s Price

Go to:
The finance section of 
Yahoo.com.

To get:
Recent quotations of 
indexes that can be 
used as benchmarks 
when assessing your 
investment portfolio’s 
performance.

Financial Planning
ONLINE

Go to:
The markets section of 
www.bloomberg.com.

To get:
A summary of recent 
stock performance.

Financial Planning
ONLINE
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determine that a specific stock is highly sensitive to industry conditions and therefore 
purchase the stock because the industry’s conditions appear to be favorable. However, 
the industry might suffer from conditions that were completely unexpected, such as an 
environmental crisis, labor strikes, weather conditions, or other factors. In this case, the 
stock you selected may actually perform worse than most other stocks because of its high 
degree of sensitivity to industry conditions.

Favorable Attributes Are Reflected in the Stock Price When analyzing 
stocks, one obvious goal is to identify companies that have favorable attributes that 
may lead to strong profits and a higher stock price in the future. However, companies 
with favorable attributes attract investors, and the strong demand for those stocks may 
have caused those stocks to become expensive before you purchase them. For example, 
the stock of a company that is expected to perform very well in the future probably 
has been in demand in recent weeks, which caused a higher price. Thus, if you decide 
to buy the stock now because of the expectations of high future profits, you have to 
pay a high price for that stock. Even if the company achieves the high profits that are 
expected, the return on your investment in this stock might be no better than that of 
most other stocks because you purchased the stock at a high price that already reflected 
the favorable attributes.

The obvious lesson here is to purchase stocks before their prices already reflect their 
favorable attributes. However, this requires you to anticipate the favorable attributes 
about a company before other investors do so that you can purchase the stock before 
it experiences a large increase in price. Although it is possible to anticipate favorable 
attributes of a company before other investors, your assessment is subject to uncertainty. 
If you guess wrong, the return on your investment may be poor. If you recognize your 
limitations, it should encourage you to limit the amount of your investments in risky 
stocks just in case your expectations are wrong.

How Stock Investment Methods Fit Within Your 
Financial Plan

The following are key decisions about investing in stock that should be included within 
your financial plan:

• Should you consider buying stock?

• What methods should you use for investing in stocks?

The first decision was discussed in Chapter 14, while the second decision, about how to 
conduct stock transactions, has been examined in this chapter. Exhibit 15.5 provides an 
example of how this decision applies to Stephanie Spratt’s financial plan.

FREE APPS  
for Personal 

Finance

Investing Game
Application:
The Stock Wars app (by Continuous Integration Inc.) allows you to simulate investing in 
a stock portfolio and monitoring the performance of your portfolio over time. You can 
see how you would have performed from investing without risking any money.

To Find It:
Search for the “Stock Wars” app on your mobile device.
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DISCUSSION QUESTIONS

1. How would Stephanie’s decisions concerning conducting stock transactions be dif-
ferent if she were a single mother of two children?

2. How would Stephanie’s decisions concerning conducting stock transactions be 
affected if she were 35 years old? If she were 50 years old?

Stock Exchange. Stocks are listed on stock 
exchanges, where they can be purchased or sold. 
You can relay your order to a brokerage firm, which 
sends the order to an exchange where the stock 
is listed. The order is executed electronically by 
a computer or by traders at the exchange. Some 
orders are executed through electronic communica-
tions networks (ECNs), which are computer systems 
that match desired purchases and sales of stocks.

Stock Quotations. Stock price quotations are 
available online and in abbreviated form in financial 
newspapers. These quotations should be considered 
when deciding whether to purchase a stock.

Executing Stock Transactions. To buy or sell, you 
can contact a brokerage firm. You may use an online 
brokerage firm, which can be more convenient and 
less costly than a traditional full-service brokerage 

SUMMARY

GOALS FOR INVESTING IN STOCK
1.  Determine if I could benefit from investing more money in common stock.
2.  If I consider investing in stocks, determine how to execute stock transactions.

ANALYSIS
Type of Brokerage Firm

Full-service

Discount

Type of Order When Purchasing Stock

Market Order A buy order is executed at the market price.
Limit Order

Buy Stop Order

Whether to Borrow

Pay with Cash

Buying on Margin

DECISION
In the future when I invest in stocks, I will use a discount broker instead of a full-service broker because I pre- 
fer to make my own investment decisions and the commissions charged by a discount broker are low. I will use
only limit orders to buy stocks, so that I can set the maximum price that I am willing to pay. I will only invest
in a stock if I have su�cient funds to cover the entire investment because it is a less risky method of exe-
cuting a stock transaction. Buying on margin magnifies the return (whether positive or negative) on the stock,
and causes the investment to be more risky than I desire.

Can make investment with less money (by borrowing a portion of the funds
needed). My return will be larger than the return on the stock itself. My
return (whether it is a gain or loss) is more pronounced if I borrow to buy
the stock, which increases the risk of my investment.

Need cash to pay for the entire investment. My return will be equal to the
return on the stock itself.

A buy order is only executed if the price is at or below a price that I may
specify.
A buy order is executed if the price rises to a price that I may specify.

Guidance on stock selection; higher commissions charged on transactions.
No guidance on stock selection; lower commissions charged on transactions.

EXHIBIT 15.5 How Stock Investment Methods Fit Within Stephanie Spratt’s Financial Plan
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firm. Upon receiving your order, the firm will send 
the order to the stock exchange where the trade is 
executed.

Analyzing Stocks. An analysis of a firm involves 
reviewing the annual report and the financial 
statements (such as the balance sheet and income 
statement), along with other financial reports. 
This analysis includes an assessment of the firm’s 
profitability.

An economic analysis involves assessing how a 
stock’s price can be affected by economic condi-
tions. The most closely monitored economic fac-
tors that affect stock prices are economic growth, 
interest rates, and inflation. In general, stocks are 
favorably affected by economic growth, favorable 
international conditions, a decline in interest rates, 
and a decline in inflation.

An industry analysis involves assessing how a 
stock’s price can be affected by industry condi-
tions. Two closely monitored industry characteris-
tics are consumer preferences within an industry 
and industry competition. Stocks are favorably 
affected when the firms recognize shifts in con-
sumer preferences and when the firms face a rela-
tively low degree of competition.

How Investing in Stocks Fits Within Your 
Financial Plan. In general, stocks have gener-
ated a high return on investment over long peri-
ods. Therefore, they can allow you to accumulate 
wealth in order to accommodate your future 
spending preferences that will satisfy your finan-
cial plan. However, they must be managed with 
care to limit the risk.

REVIEW QUESTIONS

All Review Questions are available in MyLab Finance at www.pearson.com/mylab/finance.

1. Stock Exchanges. What are stock exchanges? How 
do they facilitate the trading of stocks?

2. NYSE. Describe a typical stock transaction at the 
New York Stock Exchange (NYSE). What are floor 
traders? What are specialists?

3. Nasdaq. What is the Nasdaq? Describe how 
trades are carried out on the Nasdaq.

4. ECNs. What are electronic communications net-
works (ECNs)? How are ECNs used?

5. Stock Quotations. List some of the information 
contained in a typical stock quotation from a finan-
cial website.

6. Full-Service Broker. What type of services do full-
service brokers provide? What is one main disad-
vantage of using a full-service broker?

7. Online Brokerage Services. What are some advan-
tages of using online brokerage services? Describe 
how an investor would set up and use an online 
brokerage account.

8. Placing Orders. What information must you pro-
vide when placing an order to buy or sell stock? 
What is a ticker symbol, and why is it important?

9. Round versus Odd Lot. What do the terms round 
lot and odd lot mean in stock transactions?

10. Types of Orders. Discuss the differences between 
a market order, a limit order, and a stop order.

11. Buying on Margin. What is buying a stock on mar-
gin? What may happen if the value of the stock 
bought on margin declines? What are the advan-
tages to investors and brokerage firms when 
stocks are bought on margin?

12. Short Selling. What does it mean to short a stock? 
When would this strategy be used?

13. Technical Analysis versus Fundamental Analysis.  
 What is technical analysis? What is fundamental 
analysis?

14. Annual Report. Why is it necessary to analyze a 
firm? What is an annual report? What information 
does it contain to aid the analysis?

15. Financial Statements. List the characteristics of a 
firm that investors analyze by using the balance 
sheet and the income statement.

16. Misleading Information. Why may the top 
managers of a firm be tempted to use mislead-
ing estimates of revenues and expenses? How 
might managers try to boost their firms’ reported 
earnings?

17. Economic Analysis. When performing an eco-
nomic analysis of stocks, what economic factors 
are most closely watched?

18. Economic Growth. Explain how economic growth 
is measured. How does economic growth affect 
stock prices? What are some popular indicators of 
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economic growth? How does the government’s  
fiscal policy affect economic growth?

19. Interest Rates. How do interest rates affect eco-
nomic growth? Why do interest rates affect some 
stock prices more than others? Which federal 
agency influences interest rates?

20. Inflation. What is inflation? How is inflation mea-
sured? How does inflation affect stock prices?

21. Industry Analysis. Why is an industry analysis of 
stocks important? List some sources of informa-
tion about firms and their industry.

22. Global Impact on Investments. How can another 
country’s economic conditions affect a U.S. firm 
and therefore its stock price?

23. Selecting a Broker. What factors should you con-
sider when selecting which stockbroker to use?

24. Stock Price. What determines stock price? How do 
investors use this information to make buy or sell 
decisions?

25. Limitations of Stock Analysis. What are some 
limitations of stock analysis?

26. Stock Investment and Your Financial Plan. Why 
should young people have investments in stocks 
as part of their portfolio?

27. Ethical Dilemma. The top managers of a publicly 
traded manufacturing company are reviewing the 

projected fourth quarter financial results in late 
November. Based on the projected sales, the com-
pany will fall short of its yearly profit goals. This 
will result in the company’s executives and man-
agers not receiving their year-end bonuses. The 
managers discuss how sales can be increased suf-
ficiently to produce results that will qualify them 
for year-end bonuses. A decision is made to notify 
all customers that if they will agree to accept ship-
ments for first-quarter orders before the end of 
the fourth quarter, the company will agree to pick 
up the shipping costs. The company’s controller 
and CFO review the plan and agree that it is within 
acceptable guidelines of Generally Accepted 
Accounting Principles (GAAP).

  The plan results in a significant increase in both 
sales and net income despite the company’s 
increased shipping costs. The increase is sufficient 
to warrant payment of bonuses to the executives 
and managers and also results in a significant 
increase in the company’s stock price.

 a. Was the incentive plan devised by the compa-
ny’s management for the purpose of increasing 
sales and profits to a level justifying bonuses 
ethical?

 b. Discuss any negative impact that this incentive 
program could have for the company and its 
shareholders in the future.

FINANCIAL PLANNING ONLINE EXERCISES

1. Go to the finance section of Yahoo.com to review analysts’ stock recommendations.

 a. Enter the stock symbol FB, for Facebook, Inc., and click “Search.” Then click the 
link for “Analysis.” Information on analysts’ recommendations and various types 
of earnings-related information will be provided. What is the average analyst rec-
ommendation? What is your opinion of Facebook, Inc., after reviewing the ana-
lysts’ recommendations and earnings estimates?

 b. Now enter the symbol GOOG, for Alphabet Inc. (the parent of Google). Click 
“Search” and then “Analysis.” What is the average analyst recommendation? 
What is your opinion of Alphabet after reviewing the analysts’ recommendations 
and estimates?

 c. What are the major differences between Facebook and Alphabet, based on the 
information on each company provided by analysts?

 d. Now enter the symbol AAPL, for Apple Inc. Click “Search” and “Analysis.” What 
is the average analyst recommendation? What is your opinion of Apple after 
reviewing the analysts’ recommendations and estimates?

2. Go to http://us.etrade.com. Go to the section “Education” under “Knowledge.” 
Review some of the videos and articles about investing in stocks and summarize the 
general advice offered.

3. Go to the finance section of Yahoo.com to assess the recent performance of stock 
indexes. Summarize the performance of stocks in the last year.
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PSYCHOLOGY OF PERSONAL FINANCE: Buying Stocks on Margin

1. Some investors are naive and are overconfident 
that the stocks in which they invest will perform 
well. They know that they might achieve high 
returns from buying stocks on margin, but they 
ignore the risk that they could incur large losses. 
What do you think about buying stocks on mar-
gin? What is the risk associated with this strategy?

2. Read one practical article about how psychology 
affects decisions when buying stocks on margin. 
You can easily retrieve possible articles by doing 
an online search using the terms “psychology” 
and “buying stocks on margin.” Summarize the 
main points of the article.

WEB SEARCH EXERCISE

You can develop your personal finance skills by conducting an Internet search for related 
articles. Find a recent online article about personal finance that reinforces one or more 
concepts covered in this chapter. If your class has an online component, your professor 
may ask you to post your summary of the article there and provide a link to the article 
so that other students can access it. If your class is live, your professor may ask you to 
summarize your application of the article in class. Your professor may assign specific 
students to complete this assignment or may allow any student to do the assignment on 
a volunteer basis.

For recent online articles related to this chapter, consider using the following search 
terms (be sure to include the current year as a search term to ensure that the online 
articles are recent):

• Selecting a broker

• Buying stock on margin

• Short selling

• Valuing a stock

• Impact of economy on stocks

VIDEO EXERCISE: Investing in Stocks

Go to one of the Web sites that contain video clips (such as www.youtube.com) and 
review some video clips about investing in stocks. You can use search phrases such as 
“tips on investing in stocks.” Select one video clip on this topic that you would recom-
mend for the other students in your class.

1. Provide the Web link for the video clip.

2. What do you think is the main point of this video clip?

3. How might you change your process of investing in stocks after watching this 
video clip?

4. Does the information source appear to be credible? Why, or why not?
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NAME DATE

1. SELECTING A STOCK IN WHICH YOU WISH TO INVEST

 a. Select one publicly traded company in which you would like to invest if you had money to invest 
today.

  What is the name of the stock you selected?

 b. Go to the Yahoo finance Web site (https://finance.yahoo.com/) to look up its ticker symbol and 
other information about the stock.

  What is the stock’s ticker symbol?

 c. The stock price chart displayed by Yahoo for the stock you selected can show the stock price trend 
for various periods, such as one day (1D), six months (6M), and one year (1Y). Explain how the 
price of this stock has changed over the last year.

 d. Why do you think this stock will perform well in the future? 

MyLab Finance

The financial planning spreadsheets available at www.pearson.com/mylab/finance will 
automatically perform computations, charts, and graphs based on your input.

BUILDING YOUR OWN FINANCIAL PLAN: Chapter 15
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NAME DATE

1. Offer advice to the Sampsons about whether they should buy stocks that are rated highly by 
analysts.

2. Some Web sites identify firms that were top performers the previous day. Should the Sampsons 
buy these stocks? Explain.

Recall that one of the Sampsons’ goals is to invest for their children’s future college edu-
cation. They are considering investing in several stocks that are rated highly by analysts.

MyLab FinanceTHE SAMPSONS—A Continuing Case: Chapter 15
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MyFinanceLab helps you master the topics in this chapter and study more 
 efficiently. Visit www.myfinancelab.com for more details.

Neal wanted to invest in bonds 

because he knew that they 

could provide periodic inter-

est payments that would serve as a 

source of income. He knew that he 

could buy bonds issued by the U.S. 

Treasury. However, these bonds only 

offered a yield of 5%. Neal wanted to 

earn a higher yield. His broker sug-

gested that he invest in junk bonds, 

which are issued by companies 

whose financial condition is weak. 

Neal noticed that some of these bonds offered a yield of 10%, double the yield provided by 

Treasury bonds. He also noticed that over the previous five years when the economy was 

strong, these bonds provided very high returns to investors—much higher than U.S. Treasury 

bonds. He decided to invest in junk bonds issued by one particular company that were offer-

ing a yield of 11%. During the following year, the U.S. economy weakened, and this company 

could not afford to cover its debt. It filed for bankruptcy, and Neal’s bonds became worthless. 

Although many other companies also had poorer performance while the U.S. economy was 

weak, their financial condition was strong enough to enable them to cover their debt pay-

ments. Neal realized the potential adverse consequence of investing in risky bonds.

Like other investments, bonds have unique characteristics. As with stocks, the return and risk 

vary depending on their issuer as well as current and expected economic conditions. Under-

standing the different types of bonds and various bond investment strategies can help you 

build your own investment portfolio and enhance your wealth.

Investing in Bonds 16
chapter 

Stephen VanHorn/Shutterstock

417
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418 Chapter 16  Investing in Bonds

The objectives of this chapter are to:

• Provide a background on bonds

• Identify the different types of bonds

• Identify factors that affect the return (yield) from investing in a bond

• Describe how bonds are valued

• Discuss why some bonds are risky

• Describe common bond investment strategies

• Explain how investing in bonds can fit within your financial plan

Background on Bonds
Recall that investors commonly invest some of their funds in bonds, which are long-term 
debt securities issued by government agencies or corporations. Bonds commonly offer 
more favorable returns than bank deposits. In addition, they typically provide fixed 
interest payments (called coupon payments) that represent additional income each year. 
The par value of a bond is its face value, or the amount returned to the investor at the 
maturity date when the bond is due. 

Most bonds have maturities between ten and thirty years, although some bonds have 
longer maturities. Investors provide the issuers of bonds with funds (credit). In return, 
the issuers are obligated to make interest (or coupon) payments and to pay the par value 
at maturity. When a bond has a par value of $1,000, a coupon rate of 6% means that 
$60 (.60 * $1,000) is paid annually to investors. The coupon payments are normally 
paid semiannually (in this example, $30 every six months).

Some bonds are sold at a price below par value; in this case, investors who hold the 
bonds until maturity will earn a return from the difference between par value and what 
they paid. This income is in addition to the coupon payments earned.

You should consider investing in bonds rather than stock if you wish to receive peri-
odic income from your investments. As will be explained in Chapter 18, many investors 
diversify among stocks and bonds to achieve their desired return and risk preferences.

Bond Characteristics
Bonds that are distributed by a particular type of issuer can offer various features, such 
as a call feature or convertibility.

Call Feature A call feature on a bond allows the issuer to buy back the bond from the 
investor before maturity. This feature is desirable for issuers because it allows them to 
retire existing bonds with coupon rates that are higher than the prevailing interest rates.

Investors are willing to purchase bonds with a call feature only if the bonds offer a 
slightly higher return than similar bonds without a call feature. This premium compen-
sates the investors for the possibility that the bonds may be called before maturity.

bonds
Long-term debt securities 
issued by government 
agencies or corporations.

par value
For a bond, its face value, 
or the amount returned to 
the investor at the matu-
rity date when the bond 
is due.

call feature
A feature on a bond that 
allows the issuer to repur-
chase the bond from the 
investor before maturity.

Five years ago, Cieplak, Inc., issued fifteen-year callable bonds with a coupon rate of 9%. 
Interest rates have declined since then. Today, Cieplak can issue new bonds at a rate of 
7%. It decides to retire the existing bonds by buying them back from investors and to 
issue new bonds at a 7% coupon rate. By calling the old bonds, Cieplak has reduced its 
cost of financing.

EXAMPLE
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Convertible Feature A convertible bond allows the investor to convert the bond 
into a stated number of shares of the issuer’s stock if the stock price reaches a specified 
price. This feature enables bond investors to benefit when the issuer’s stock price rises. 
Because convertibility is a desirable feature for investors, convertible bonds tend to offer 
a lower return than nonconvertible bonds. Consequently, if the stock price does not rise 
to the specified trigger price, the convertible bond provides a lower return to investors 
than alternative bonds without a convertible feature. If the stock price does reach the 
trigger price, however, investors can convert their bonds into shares of the issuer’s stock, 
thereby earning a higher return than they would have earned on nonconvertible bonds.

A Bond’s Yield to Maturity
A bond’s yield to maturity is the annualized return on the bond if it is held until maturity. 
Consider a bond that is priced at $1,000, has a par value of $1,000, a maturity of twenty 
years, and a coupon rate of 10%. This bond has a yield to maturity of 10%, which is the 
same as its coupon rate because the price paid for the bond equals the principal.

As an alternative example, if this bond’s price were lower than the principal amount, 
its yield to maturity would exceed the coupon rate of 10%. The bond would also generate 
income in the form of a capital gain because the purchase price would be less than the 
principal amount to be received at maturity. Conversely, if this bond’s price were higher 
than the principal amount, its yield to maturity would be less than the 10% coupon rate 
because the amount paid for the bond would exceed the principal amount to be received 
at maturity.

Bond Trading in the Secondary Market
Investors can sell their bonds to other investors in the secondary market before the bonds 
reach maturity. Bond prices change in response to interest rate movements and other fac-
tors. Some bonds are traded on stock exchanges such as the New York Stock Exchange. 
Other bonds are traded in over-the-counter markets. Many investors sell their bonds in 
the secondary market so that they can obtain funds to cover upcoming expenses or to 
invest in other more attractive types of securities. Brokerage firms take orders from inves-
tors to buy or sell bonds and execute the transactions for investors.

Types of Bonds
Bonds can be classified according to the type of issuer as follows:

• Treasury bonds

• Municipal bonds

• Federal agency bonds

• Corporate bonds

Treasury Bonds
Treasury bonds are long-term debt securities issued by the U.S. Treasury, a branch of the 
federal government. Because the payments are guaranteed by the federal government, 
they are not exposed to the risk of default by the issuer. The interest on Treasury bonds is 
subject to federal income tax, but it is exempt from state and local taxes. Treasury bonds 
are very liquid because they can easily be sold in the secondary market.

Municipal Bonds
Municipal bonds are long-term debt securities issued by state and local government agen-
cies; these agencies generate fees from some municipal projects or use tax revenues to 
repay the debt. Because a state or local government agency might possibly default on 
its coupon payments, municipal bonds are not free from the risk of default. During the 
last decade, for example, several local governments, including Stockton (California), 

convertible bond
A bond that can be 
converted into a stated 
number of shares of the 
issuer’s stock if the stock 
price reaches a specified 
price.

yield to maturity
The annualized return on 
a bond if it is held until 
maturity.

Treasury bonds
Long-term debt securi-
ties issued by the U.S. 
Treasury.

municipal bonds
Long-term debt securities 
issued by state and local 
government agencies.

Go to:
www.calculatorweb
.com, and then go to the 
section on bond calcula-
tors under “Investment 
Calculators.”

To get:
An estimate of the yield 
to maturity of your bond 
based on its present 
price, its coupon rate, 
and its maturity. Thus, 
you can determine the 
rate of return that the 
bond will generate for 
you from today until it 
matures.

Financial Planning
ONLINE
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Harrisburg (Pennsylvania), and Detroit (Michigan), defaulted and were unable to make 
all the coupon payments on their bonds. In some instances, insurance covered part of the 
payments, but investors still suffered losses. Nevertheless, most municipal bonds have 
a very low default risk. Between 1970 and 2015, only 99 defaults on municipal bonds 
occurred. Some analysts warn, however, that some cities or states have to pay very large 
retirement benefits (pensions) to city or state employees, and could default on their debt 
in the future. Therefore, before buying municipal bonds, you should investigate the issuer 
to determine if it has any pension liabilities that could present problems in the future. To 
entice investors, municipal bonds that are issued by a local government with a relatively 
high level of risk offer a higher yield than other municipal bonds with a lower level of risk.

The interest on municipal bonds is exempt from federal income tax, which is espe-
cially beneficial to investors who are in a high tax bracket. The interest is also exempt 
from state and local taxes when the investor resides in the same state as the municipality 
that issued the bonds. Municipal bonds tend to have a lower coupon rate than Treasury 
bonds issued at the same time. However, the municipal bonds may offer a higher after-
tax return to investors.

Federal Agency Bonds
Federal agency bonds are long-term debt securities issued or guaranteed by federal gov-
ernment agencies or government-sponsored entities (GSEs). The Government National 
Mortgage Association (called Ginnie Mae or abbreviated as GNMA), for example, guar-
antees mortgage-backed securities that are issued by the Federal Housing Administration 
(FHA) and by the Department of Veteran Affairs (VA). The Federal Home Loan Mortgage 
Association (called Freddie Mac) is a GSE that commonly issues bonds and uses the pro-
ceeds to purchase conventional mortgages. Another GSE that commonly issues bonds is 
the Federal National Mortgage Association (Fannie Mae).

Bonds issued by government agencies such as Ginnie Mae are taxed in the same way 
as Treasury bonds. The interest is taxed at the federal level but is exempt from state and 
local taxes. The interest on bonds issued by GSEs such as Fannie Mae and Freddie Mac 
is subject to federal, state, and local taxes.

Because Ginnie Mae is a government agency, its securities are backed by the full faith 
and credit of the U.S. government. The GSEs, however, are government sponsored but 
privately owned by shareholders. Therefore, some investors were concerned that their 
bonds might be riskier than those of other agencies. During the financial crisis in 2008, 

federal agency bonds
Long-term debt securi-
ties issued by federal 
agencies.

Go to:
The markets section of 
www.bloomberg.com.

To get:
Information about  
municipal bonds.

Financial Planning
ONLINE

Mike Rivas lives in Florida, where there is no state income tax. For federal income tax, 
however, he faces a 35% marginal rate, meaning that he will pay a tax of 35% on any 
additional income that he earns this year. Last year, Mike invested $100,000 in Treasury 
bonds with a coupon rate of 4% and $100,000 in municipal bonds with a coupon rate of 
3%. His annual earnings from these two investments are shown here:

Treasury Bonds Municipal Bonds

Interest income before taxes $4,000 (.04 * $100,000) $3,000 (.03 * $100,000)
Federal taxes owed $1,400 (.35 * $4,000) 0

Interest income after taxes $2,600 $3,000

Notice that even though Mike received more interest income from the Treasury bonds, 
he must pay 35% of that income to the federal government. Therefore, he keeps only 65% 
of that income, or a total of $2,600. In contrast, none of the interest income of $3,000 
from the municipal bonds is taxed. Consequently, every year Mike receives $400 more 
in after-tax interest income from the municipal bonds with the 3% coupon rate than from 
the Treasury bonds with the 4% coupon rate.

EXAMPLE
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 Return from Investing in Bonds 421

Fannie Mae and Freddie Mac suffered massive losses because they had invested in many 
so-called subprime mortgages that were not repaid. In September 2008, the U.S. govern-
ment took over the management of Fannie Mae and Freddie Mac, which eliminated any 
concerns about default risk of the debt securities issued by these agencies.

Corporate Bonds
Corporate bonds are long-term debt securities issued by large firms. The repayment of 
debt by corporations is not backed by the federal government, so corporate bonds are 
subject to default risk. At one extreme, bonds issued by corporations such as Coca-Cola 
and IBM have very low default risk because of the companies’ proven ability to generate 
sufficient cash flows for many years. At the other extreme, bonds issued by smaller, less-
stable corporations are subject to a higher degree of default risk. These bonds are referred 
to as high-yield bonds or junk bonds. Many investors are willing to invest in junk bonds 
because they offer a relatively high rate of return. However, they are more likely to default 
than other bonds, especially if economic conditions are poor.

Corporate Bond Quotations Corporate bond quotations are not as widely available 
as stock quotations. A few abbreviated quotations can be found in financial newspapers 
such as The Wall Street Journal, and financial Web sites provide some bond quotations. A 
good place to look for bond quotes is www.finra.org/marketdata. It lists all of the bonds 
issued by a corporation, their coupon rate, maturity, price, yield, whether they are call-
able, and their ratings. The Web site of the brokerage house where you purchased your 
bonds also may provide bond quotations. The quotations typically include the following 
information:

• Coupon rate

• Maturity

• Current yield

• Volume

• Closing price

• Net change in price from the previous trading day

To illustrate how the bond quotation information can be used, review the information 
disclosed for Zugle Company in Exhibit 16.1. The bonds pay an annual coupon rate of 
5.00%, which reflects a payment of $50.00 per $1,000 par of value. The maturity date of 
these bonds is December 1, 2026. The last price at which these bonds were traded on the pre-
vious day was 100.00, which means that the bonds are selling at par value. The yield (5.00%) 
represents the yield that will be earned by investors who purchase the bond at the latest price 
and hold it until maturity. The estimated trading volume of the bonds is $4,000,000.

corporate bonds
Long-term debt securities 
issued by large firms.

high-yield (junk) bonds
Bonds issued by smaller, 
less-stable corporations 
that are subject to a 
higher degree of default 
risk.

Estimated Volume
Company Coupon Maturity Price Yield (in $1,000s)

Zugle Co. 5.00% Dec. 1, 2026 100.00 5.00% 4,000 

Return from Investing in Bonds
If you purchase a bond and hold it until maturity, you will earn the yield to maturity 
specified when you purchased the bond. However, as mentioned earlier, many investors 
sell bonds in the secondary market before they reach maturity. Because a bond’s price 
changes over time, your return from investing in a bond is dependent on the price at the 
time you sell it.

EXHIBIT 16.1 An Example of Corporate Bond Quotations
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Valuing a Bond
Before investing in a bond, you may wish to determine its value using time value of 
money analysis. A bond’s value is determined as the present value of the future cash 
flows to be received by the investor, which are the periodic coupon payments and 
the principal payment at maturity. The present value of a bond can be computed by 

Impact of Interest Rate Movements on Bond Returns
Your return from investing in a bond can be highly influenced by the interest rate 
 movements over the period you hold the bond. To illustrate, suppose that you purchase a 
bond at par value that has a coupon rate of 6%. After one year, you decide to sell the bond. 
At this time, new bonds being sold at par value are offering a coupon rate of 8%. Because 
investors can purchase a new bond that offers coupon payments of 8%, they will not be 
willing to buy your bond unless you sell it to them for less than par value. In other words, 
you must offer a discount on the price to compensate for the bond’s lower coupon rate.

If interest rates had declined over the year rather than increased, you would see the 
opposite effects. You could sell your bond for a premium above par value because the 
coupon rate of your bond would be higher than the coupon rate offered on newly issued 
bonds. Thus, interest rate movements and bond prices are inversely related. Your return 
from investing in bonds will be more favorable if interest rates decline over the period 
you hold the bonds.

Tax Implications of Investing in Bonds
When determining the return from investing in a bond, you need to account for tax 
effects. The interest income that you receive from a bond is taxed as ordinary income for 
federal income tax purposes (except for tax-exempt bonds, as explained earlier). Selling 
bonds in the secondary market at a higher price than the price you originally paid for 
them results in a capital gain. The capital gain (or loss) is the difference between the price 
at which you sell the bond and the initial price that you paid for it. Recall from Chapter 4  
that a capital gain from an asset held one year or less is a short-term capital gain and is 
taxed as ordinary income. A capital gain from an asset held for more than one year is 
subject to a long-term capital gains tax.

FREE APPS  
for Personal 

Finance

Analysis of Interest Rates
Application:
The Fed app (by the Federal Reserve Bank of Chicago) provides information about the Fed-
eral Reserve’s monetary policy actions, which can affect interest rates and bond values.

To Find it:
Search for the “Federal Reserve Bank” app on your mobile device.

You purchase ten newly issued bonds for $9,700. The bonds have a total par value 
of $10,000 and a maturity of ten years. The bonds pay a coupon rate of 8%, or 
$800 (.08 * $10,000) per year. The coupon payments are made every six months, so 
each payment is $400. Exhibit 16.2 shows your return and the tax implications for four 
different scenarios. Notice how taxes incurred from investments in bonds are dependent 
on the change in the bond price over time and the length of time the bonds are held.

EXAMPLE
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Scenario Implication

1. You sell the bonds after eight 
months at a price of $9,800.

You receive one $400 coupon payment six months after buying the
bond, which is taxed at your ordinary income tax rate. You also
earn a short-term capital gain of $100, which is taxed at your ordi-
nary income tax rate.

2. You sell the bonds after two years
at a price of $10,200.

You receive coupon payments (taxed at your ordinary income tax
rate) of $800 in the first year and in the second year. You also
earn a long-term capital gain of $500 in the second year, which is
subject to the long-term capital gains tax for that year.

3. You sell the bonds after two years at
a price of $9,500. 

You receive coupon payments (taxed at your ordinary income tax
rate) of $800 in the first year and in the second year. You also
incur a long-term capital loss of $200 in the second year.

4. You hold the bonds until maturity. You receive coupon payments (taxed at your ordinary income tax
rate) each year over the 10-year life of the bond. You also receive
the bond’s principal of $10,000 at the end of the 10-year period.
This reflects a long-term capital gain of $300, which is subject 
to the long-term capital gains tax for that year. 

discounting the future cash flows (coupon payments and principal payment) to be 
received from the bond. The discount rate used to discount the cash flows should reflect 
your required rate of return.

Thus, the value of a bond consists of the present value of the future coupon pay-
ments, along with the present value of the principal payment. If you pay the price that 
is obtained by this valuation approach and hold the bond to maturity, you will earn the 
return that you require.

The market price of any bond is based on investors’ required rate of return, which is 
influenced by the interest rates available on alternative investments at the time. If bond 
investors require a rate of return of 8% as Victor does in the following example, the bond 
will be priced in the bond market at the value he has derived. However, if the bond market 
participants use a different required rate of return, the market price of the bond will be 
different. For example, if most investors require a 9% return on this bond, the bond will 
have a market price below the value derived by Victor (conduct your own valuation using 
a 9% discount rate to verify this).

EXHIBIT 16.2 Potential Tax Implications from Investing in Bonds

Go to:
The markets section of 
www.bloomberg.com.

To get:
A summary of recent 
financial news related 
to the bond market, 
which you may want to 
consider before selling or 
buying bonds.

Financial Planning
ONLINE

Victor is planning to purchase a bond that has seven years remaining until maturity, a par 
value of $1,000, and a coupon rate of 6% (let’s assume the coupon payments are paid 
once annually at the end of the year). He is willing to purchase this bond only if he can 
earn a return of 8% because he knows that he can earn 8% on alternative bonds.

The first step in valuing a bond is to identify the coupon payments, principal payment, and 
required rate of return:

• Future cash flows:
Coupon payment (C) = .06 * $1,000 = $60
Principal payment (Prin) = $1,000

• Discount rate:
Required rate of return = 8%

EXAMPLE
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424 Chapter 16  Investing in Bonds

Input Function

N

I

PMT

FV

PVCPT

7

8

1000

60

Solution
$895.87

The next step is to use this information to discount the future cash flows of the bond with 
the help of the present value tables in Appendix C:

 Value of Bond = Present Value of Coupon Payments + Present Value of Principal

= [C : (PVIFA, 8%, 7  yrs)] + [Prin * (PVIF, 8% , 7  yrs)]

 = [$60 * 5.2064] + [$1,000 * .5835]

 = $312.38 + $583.50

 = $895.88 

Note that slight differences from using the tables in Appendix C occur because those 
numbers are rounded.

When using a financial calculator to determine the value of the bond, the future value will 
be $1,000 because this is the amount the bondholder will receive at maturity.

Based on this analysis, Victor is willing to pay $895.88 for this bond, which will provide 
the annualized return of 8%. If he can obtain the bond for a lower price, his return will 
exceed 8%. If the price exceeds $895.88, his return will be less than 8%, so he will choose 
not to buy the bond.

Risk from Investing in Bonds
Bond investors are exposed to the risk that the bonds may not provide the expected 
return. The main sources of risk are default risk, call risk, and interest rate risk.

Default Risk
If the issuer of the bond (a local government or a firm) defaults on its payments, inves-
tors do not receive all the coupon payments that they are owed and will not receive the 
principal. Investors will invest in a risky bond only if it offers a higher yield than other 
bonds to compensate for the risk. The extra yield required by investors to compensate 
for default risk is referred to as a risk premium. Treasury bonds do not contain a risk 
premium because they are free from default risk. This means that the return on a risky 
bond to an investor will be higher than the return on bonds with less risk.

Many investors purposely invest in the riskier bonds because of the higher return 
offered on these bonds. They avoid investing in the safer bonds such as Treasury bonds 
because the return is relatively low. They like the thrill of the gamble when investing in 
risky bonds—and when these bonds perform well. However, if these bonds default, inves-
tors could lose most or all of their investment.

Use of Risk Ratings to Measure the Default Risk Investors can use ratings 
(provided by agencies such as Moody’s Investors Service or Standard & Poor’s) to assess 
the risk of corporate bonds. The ratings reflect the likelihood that the issuers will repay 
their debt over time. The ratings are classified as shown in Exhibit 16.3. Investors can 
select the corporate bonds that fit their degree of risk tolerance by weighing the higher 
potential return against the higher default risk of lower-grade debt securities. The lower 
(weaker) the risk rating, the higher the risk premium offered on a bond. Ratings are 
commonly lowered during weak economic conditions, because risky bonds are more 
susceptible to default under these economic conditions. Some investors shift to investing 
in Treasury bonds when the economy weakens because they become more concerned that 
other types of bonds may default.

The Financial Crisis and Default Risk During the financial crisis in 2008–2009, 
many firms experienced financial problems and were unable to make payments on 
their bonds. Investors who purchased these bonds lost most or all of their investments.  
When the investors purchased these bonds, they probably viewed the bonds as a good 
investment because they offered a higher rate of return than Treasury bonds. However, 
these investors did not anticipate the financial crisis.

risk premium
The extra yield required by 
investors to compensate 
for the risk of default.

default risk
Risk that the borrower of 
funds will not repay the 
creditors.
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During the financial crisis, some investors alleged that the ratings agencies had misled 
investors by assigning high ratings to risky securities. In a number of cases, the ratings 
did not truly reflect the default risk. A problem with the rating system is that the ratings 
agencies are paid by the companies that issue the securities. Because bonds with lower 
ratings must pay higher interest rates to attract investors, issuers want their bonds to have 
high ratings. If a ratings agency assigns a low rating, the issuing company may take its 
future business to another agency. Legislation enacted after the crisis tried to address this 
problem, and, in 2014, the Securities and Exchange Commission issued new rules to try 
to prevent the conflict of interest that exists at the ratings agencies. Under these rules, the 
ratings agencies’ methods are more transparent, and the ratings part of their business is 
strictly separated from sales and marketing. If analysts at a ratings agency leave to work 
for a company they rated, all their ratings of that company’s securities are reviewed.

ECONOMIC 
IMPACT

Risk Class Standard & Poor’s Moody’s

Highest quality (least risk) AAA Aaa

High quality AA Aa

High-medium quality A A

Medium quality BBB Baa

Medium-low quality BB Ba

Low quality B B

Poor quality CCC Caa

Very poor quality CC Ca

Lowest quality DDD C

Call Risk
Bonds with a call feature are subject to call risk (also called prepayment risk), which is 
the risk that the bond will be called. If issuers of callable bonds choose to redeem these 
bonds under certain conditions, the bondholders must sell them back to the issuer.

call (prepayment) risk
The risk that a callable 
bond will be redeemed by 
the issuer.

EXHIBIT 16.3 Bond Rating Classes

Stephanie Spratt goes to a financial Web site and reviews today’s bond yields for bonds 
with a ten-year maturity, as shown in the second column:

Type of Bond Bond Yield Offered
Risk Premium Contained 
Within Bond Yield

Treasury bonds 3.5% 0.0%
AAA-rated corporate bonds 4.0 0.5
A-rated corporate bonds 4.3 0.8
BB-rated corporate bonds 6.0 2.5
CCC-rated corporate bonds 6.5 3.0

Based on the bond yields, she derives the risk premium for each type of bond, shown in 
the third column. Notice that because the Treasury bonds are risk-free, they have no risk 
premium. However, the other bonds have a risk premium, which is the amount by which 
their annualized yield exceeds the Treasury bond yield. Although the other bonds are 
appealing because they offer a higher yield than the Treasury bonds, they could default, 
causing investors to lose all of their investment.

Stephanie decides that she prefers Treasury bonds or AAA-rated bonds to other types of 
bonds because she believes the risk premium on the risky bonds is not enough compen-
sation for the risk. However, at this time she has no plans to buy bonds.

EXAMPLE
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Impact of a Bond’s Maturity on its Interest Rate Risk Bonds with longer terms 
to maturity are more sensitive to interest rate movements than bonds with short terms 
remaining until they mature. To understand why, consider two bonds. Each has a par 
value of $1,000 and offers a 7% coupon rate, but one bond has twenty years remaining 
until maturity, whereas the other has only one year remaining. If market interest rates 
suddenly decline from 7% to 5%, which bond would you prefer to own? The bond 
with twenty years to maturity becomes very attractive because you could receive coupon 
payments reflecting a 7% return for the next twenty years. Conversely, the bond with 
one year remaining until maturity will provide the 7% payment only over the next year. 
Although the market price of both bonds increases in response to the decline in interest 
rates, it increases more for the bond with the longer term to maturity.

Now assume that, instead of declining, interest rates have risen from their initial level of 
7% to 9%. Which bond would you prefer? Each bond provides a 7% coupon rate, which is 
less than the prevailing interest rate. The bond with one year to maturity will mature soon, 
however, so you can reinvest the proceeds at the higher interest rates at that time (assum-
ing the rates are still high). Conversely, you are stuck with the other bond for twenty more 
years. Although neither bond would be very desirable under these conditions, the bond with 
the longer term to maturity is less desirable. Therefore, its price in the secondary market 
will decline more than the price of the bond with a short term to maturity.

Bond Investment Strategies
Most bond investment strategies involve investing in a diversified portfolio of bonds 
rather than in one bond. Diversification reduces your exposure to possible default by 
a single issuer. If you cannot afford to invest in a diversified portfolio of bonds, you 

Interest Rate Risk
All bonds are subject to interest rate risk, which is the risk that the bond’s price will 
decline in response to an increase in interest rates. A bond is valued as the present value 
of its future expected cash flows. Most bonds pay fixed coupon payments. If interest 
rates rise, investors will require a higher return on a bond. Consequently, the discount 
rate applied to value the bond is increased, and the market price of the bond will decline.

interest rate risk
The risk that a bond’s 
price will decline in 
response to an increase in 
interest rates.

Two years ago, Christine Ramirez purchased ten-year bonds that offered a yield to 
 maturity of 7%. She planned to hold the bonds until maturity. Recently, interest rates 
declined and the issuer called the bonds. Christine could use the proceeds to buy other 
bonds, but the yield to maturity offered on new bonds is lower because interest rates have 
declined. The return that Christine will earn from investing in new bonds is likely to be 
less than the return that she would have earned if she could have retained the ten-year 
bonds until maturity.

EXAMPLE

Three months ago, Rob Suerth paid $10,000 for a twenty-year Treasury bond that has a 
par value of $10,000 and a 5% coupon rate. Since then, interest rates have increased. New 
twenty-year Treasury bonds with a par value of $10,000 are priced at $10,000 and offer 
a coupon rate of 7%. Thus, Rob would earn 2 percentage points more in coupon payments 
from a new bond than from the bond he purchased three months ago.

He decides to sell his Treasury bond and use the proceeds to invest in the new bonds. He 
quickly learns that no one in the secondary market is willing to purchase his bond for the 
price he paid. These investors avoid his bond for the same reason that he wants to sell 
it; they would prefer to earn 7% on the new bonds rather than earn 5% on his bond. The 
only way that Rob can sell his bond is by lowering the price to compensate for the bond’s 
lower coupon rate (compared to new bonds).

EXAMPLE
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 How Investing in Bonds Fits Within Your Financial Plan 427

may consider investing in a bond mutual fund with a small minimum investment (such 
as $1,000). Additional information on bond mutual funds is provided in Chapter 17. 
Whether you focus on individual bonds or bond mutual funds, the bond investment 
strategies summarized here apply.

Interest Rate Strategy
With an interest rate strategy, you select bonds based on interest rate expectations. When 
you expect interest rates to decline, you invest heavily in long-term bonds whose prices 
will increase the most if interest rates fall. Conversely, when you expect interest rates to 
increase, you shift most of your money to bonds with short terms to maturity to minimize 
the adverse impact of the higher interest rates.

Investors who use the interest rate strategy may experience poor performance if their 
guesses about the future direction of interest rate movements are incorrect. In addition, 
this strategy requires frequent trading to capitalize on shifts in expectations of interest 
rates. Some investors who follow this strategy frequently sell their entire portfolio of 
bonds so that they can shift to bonds with different maturities in response to shifts in 
interest rate expectations. The frequent trading results in high transaction costs (in the 
form of commissions to brokerage firms). In addition, the high turnover of bonds may 
generate more short-term capital gains, which are taxed at the ordinary federal income 
tax rate. This rate is higher for most investors than the tax on long-term capital gains.

Passive Strategy
With a passive strategy, you invest in a diversified portfolio of bonds that are held for a 
long period of time. The portfolio is simply intended to generate periodic interest income 
in the form of coupon payments. The passive strategy is especially valuable for investors 
who want to generate stable interest income over time and do not want to incur costs 
associated with frequent trading.

A passive strategy does not have to focus on very safe bonds that offer low returns; it 
may reflect a portfolio of bonds with diversified risk levels. The diversification is intended to 
reduce the exposure to default from a single issuer of bonds. To reduce exposure to interest 
rate risk, a portfolio may even attempt to diversify across a wide range of bond maturities.

One disadvantage of this strategy is that it does not capitalize on expectations of interest 
rate movements. Investors who use a passive strategy, however, are more comfortable match-
ing general bond market movements than trying to beat the bond market and possibly failing.

Maturity Matching Strategy
The maturity matching strategy involves selecting bonds that will generate payments to 
match future expenses. For example, parents of an 8-year-old child may consider invest-
ing in a ten-year bond so that the principal can be used to pay for the child’s college 
education. Alternatively, they may invest in a bond portfolio just before retirement so 
that they will receive annual income (coupon payments) to cover periodic expenses after 
retirement. The matching strategy is conservative, in that it is simply intended to cover 
future expenses, rather than to beat the bond market in general.

How Investing in Bonds Fits Within Your Financial Plan
The following are the key decisions about bonds that should be included within your 
financial plan:

• Should you consider buying bonds?

• What strategy should you use for investing in bonds?

Exhibit 16.4 provides an example of how bond decisions apply to Stephanie Spratt’s 
financial plan. Stephanie’s first concern is maintaining adequate liquidity and making her 
existing loan payments.

interest rate strategy
Selecting bonds for 
investment based on inter-
est rate expectations.

passive strategy
Investing in a diversified 
portfolio of bonds that are 
held for a long period of 
time.

maturity matching 
strategy
Investing in bonds that 
will generate payments to 
match future expenses.
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GOALS FOR INVESTING IN BONDS
1. Determine if I could benefit from investing in bonds.
2. If I decide to invest in bonds, determine what strategy to use to invest in bonds. 

ANALYSIS

Strategy to Invest in Bonds Opinion

Interest rate strategy

Passive strategy

Maturity matching strategy

DECISIONS

Decision on Whether to Invest in Bonds:

Decision on the Strategy to Use for Investing in Bonds:

I am not attempting to match coupon payments with future anticipated expenses. I may consider expected 
interest rate movements according to financial experts when I decide which bond fund to invest in, but I will
not shift in and out of bond funds frequently to capitalize on expected interest rate movements. I will likely
use a passive strategy of investing in bonds and will retain bond investments for a long period of time.

I believe that interest rates may rise in the near future, and therefore am not going to invest in bonds at this time. 
Bonds can generate a decent return, and some bonds are free from default risk. I find Treasury or AAA-rated bonds 
to be most attractive.

I cannot forecast the direction of interest rates (even experts are com-
monly wrong on their interest rate forecasts), so this strategy could back-
fire. This strategy would also complicate my tax return.

May be appropriate for me in many situations, and the low transaction
costs are appealing.
Not applicable to my situation, since I am not trying to match coupon 
payments to future expenses.

EXHIBIT 16.4 How Bonds Fit Within Stephanie Spratt’s Financial Plan

DISCUSSION QUESTIONS

1. How would Stephanie’s bond investing decisions be different if she were a single 
mother of two children?

2. How would Stephanie’s bond investing decisions be affected if she were 35 years 
old? If she were 50 years old?

Background on Bonds. Bonds are issued to 
borrow long-term funds. Issuers are obligated to 
make interest (or coupon) payments and to pay 
the par value at maturity. You should consider 
investing in bonds rather than stock if you wish to 
receive periodic income from your investments.

Types of Bonds. The common issuers are the 
U.S. Treasury, municipalities, federal government 
agencies and government-sponsored entities 
(GSEs), and corporations.

Yield on Bonds. A bond’s yield to maturity is 
the annualized return that is earned by an inves-
tor who holds the bond until maturity. This yield 

SUMMARY

is composed of interest (coupon) payments and 
the difference between the principal value and the 
price at which the bond was originally purchased.

Bond Valuation. A bond’s value is determined 
as the present value of the future cash flows to be 
received by investors. The future cash flows repre-
sent periodic coupon payments and the principal 
payment at maturity. The discount rate at which 
the cash flows are discounted reflects the required 
rate of return by investors.

Risk of Bonds. Bonds can be exposed to 
default risk, which reflects the possibility that 
the issuer will default on the bond payments. 
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REVIEW QUESTIONS

All Review Questions are available in MyLab Finance at www.pearson.com/mylab/finance.

1. Bond Characteristics. What is a bond? What is 
a bond’s par value? What are coupon payments, 
and how often are they normally paid? What hap-
pens when investors buy a bond below par value? 
When should you consider investing in bonds?

2. Call Feature. What is a call feature on a bond? 
How will a call feature affect investor interest in 
purchasing the bond?

3. Convertible Bond. What is a convertible bond? 
How does a bond’s convertibility feature affect 
its return? How does a convertible feature affect 
investor interest in purchasing the bond?

4. Yield to Maturity. What is a bond’s yield to matu-
rity? How does the price paid for a bond affect its 
yield to maturity?

5. Secondary Market. Discuss how bonds are sold 
on the secondary market.

6. Treasury Bonds. What are Treasury bonds? 
Describe their key characteristics.

7. Municipal Bonds. What are municipal bonds? Why 
are they issued? Are all municipal bonds free from 
default risk? What characteristic makes munici-
pal bonds especially attractive to high-income 
investors?

8. Federal Agency Bonds. What are federal agency 
bonds? Compare and contrast the three most 
common federal agency bonds.

9. Corporate Bonds. What are corporate bonds? Are 
corporate bonds subject to default risk?

10. Corporate Bond Quotations. List the information 
provided in corporate bond quotations.

11. Return on a Bond. When an investor sells a bond 
in the secondary market before the bond reaches 
maturity, what determines the return on the bond? 

How do interest rate movements affect bond 
returns in general?

12. Tax Effects. Discuss the effect of taxes on bond 
returns.

13. Bond Values. What factors determine the value of 
a bond?

14. Default Risk. Discuss default risk as it relates to 
bonds. How may investors use risk ratings? What 
is the relationship between the risk rating and the 
risk premium? How do economic conditions affect 
default risk?

15. Bond Ratings and Conflict of Interest. Discuss 
the potential for conflict of interest in bond rating 
agencies prior to 2014. How did the Securities and 
Exchange Commission address this issue?

16. Call Risk. What is the risk to investors on bonds 
that have a call feature?

17. Interest Rate Risk. What is interest rate risk? How 
does a rise in interest rates affect a bond’s price?

18. Interest Rate Risk. How is interest rate risk 
affected by a bond’s maturity? How can investors 
use expectations of interest rate movements to 
their advantage?

19. Interest Rate Strategy. Describe how the interest 
rate strategy for bond investment works. What  
are some of the potential problems with this 
strategy?

20. Passive Strategy. How does the passive strategy 
for bond investment work? What is the main dis-
advantage of this strategy?

21. Maturity Matching. Describe the maturity  
matching strategy of investing in bonds. Give 
an example. Why is this strategy considered 
conservative?

Some bonds are exposed to call risk, or the risk 
that the bond will be called before maturity. 
Bonds are also subject to interest rate risk, or 
the risk of a decline in price in response to rising 
interest rates.

Bond Investment Strategies. A popular bond 
investment strategy is the interest rate strategy, in 
which bonds are selected based on the expecta-
tion of future interest rates. An alternative strat-
egy is a passive strategy, in which a diversified 

portfolio of bonds is maintained. A third bond 
strategy is the maturity matching strategy, in 
which the investor selects bonds that will mature 
on future dates when funds will be needed.

How Investing in Bonds Fits Within Your 
Financial Plan. Investing in bonds can generate 
periodic income and therefore can help support 
your future spending or saving. In this way, 
investing in bonds can allow you to achieve your 
financial plan.
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430 Chapter 16  Investing in Bonds

FINANCIAL PLANNING PROBLEMS

All Financial Planning Problems are available in MyLab Finance at www.pearson.com/mylab/finance.

1. Bond Payments. Bernie purchased twenty bonds 
with par values of $1,000 each. The bonds carry 
a coupon rate of 7% payable semiannually. How 
much money will Bernie receive for his first inter-
est payment from these bonds?

2. Annual Interest. Paul has $10,000 that he wishes 
to invest in bonds. He can purchase Treasury 
bonds with a coupon rate of 7% or municipal 
bonds with a coupon rate of 5.5%. Paul lives in 
a state with no state income tax and has a mar-
ginal tax rate of 22%. Which investment will give 
Paul the higher annual interest after taxes are 
considered?

3. Tax Consequences. Bonnie paid $9,500 for corpo-
rate bonds that have a par value of $10,000 and 
a coupon rate of 9%, payable annually. Bonnie 
received her first interest payment after holding 
the bonds for eleven months and then sold the 
bonds for $9,700. If Bonnie is in a 35% marginal 
tax bracket for federal income tax purposes, what 
are the tax consequences of her ownership and 
sale of the bonds?

4. Tax Consequences. Katie paid $9,400 for a  Ginnie 
Mae bond with a par value of $10,000 and a cou-
pon rate of 6.5%. Two years later, after having 
received the annual interest payments on the 
bond, Katie sold the bond for $9,700. What are her 
total tax consequences if she is in a 22% marginal 
tax bracket?

5. Return on Bonds. Timothy has an opportunity 
to buy a $1,000 par value corporate bond with a 
coupon rate of 7% and a maturity of five years. The 
bond pays interest annually. If Timothy requires a 
return of 6%, what should he pay for the bond?

6. Bond Valuation. Mia wants to invest in Treasury 
bonds that have a par value of $20,000 and a 
coupon rate of 4.5%. The bonds have a ten-year 

maturity and Mia requires a 3% return. How much 
should Mia pay for her bonds, assuming interest is 
paid annually?

7. Bond Valuation. Emma is considering purchas-
ing bonds with a par value of $10,000. The bonds 
have an annual coupon rate of 8% and six years 
to maturity. The bonds are priced at $11,550. If 
Emma requires a 6% return, should she buy these 
bonds?

8. Bond Valuation. Mark has a Treasury bond with a 
par value of $30,000 and a coupon rate of 6%. The 
bond has fifteen years to maturity. Mark needs to 
sell the bond and new bonds are currently carry-
ing coupon rates of 4%. At what price should Mark 
sell the bond?

9. Bond Valuation. What if Mark’s Treasury bond in 
the previous problem had a coupon rate of 9% and 
new bonds still had interest rates of 4%? For what 
price should Mark sell the bond in this situation?

10. Risk Premium. Sandy has a choice between pur-
chasing $5,000 in Treasury bonds paying 4% inter-
est or purchasing $5,000 in BB-rated corporate 
bonds with a coupon rate of 7.2%. What is the risk 
premium on the BB-rated corporate bonds?

11. Ethical Dilemma. John is a relatively conserva-
tive investor. He has recently come into a large 
inheritance and wishes to invest the money 
where he can get a good return, but not worry 
about losing his principal. His broker recom-
mends that he buy twenty-year corporate bonds 
in the country’s largest automobile company, 
United General. His broker assures him that the 
bonds are secured by the assets of the company 
and the interest payments are contractually set. 
The broker explains that although all invest-
ments carry some risk, the risk that John will 
lose his investment with these bonds is minimal. 

22. Impact of Weak Economy on Bond Prices. Explain 
why prices of risky bonds may decline when eco-
nomic conditions weaken.

23. Bond Price Sensitivity to Economic Conditions.  
Why are prices of some bonds more  
sensitive to economic conditions than others?

24. Federal Agency Bonds and Taxes. What types 
of tax incentives are offered by federal agency 
bonds?

25. GSE Bonds. What is a GSE bond? How is interest 
income from a GSE bond treated for tax purposes?

26. Junk Bond. What is a junk bond? Why would an 
investor buy a junk bond?

27. Bonds and Your Financial Plan. What benefits do 
bonds provide in an investment portfolio?

28. Bonds and Your Financial Plan. What is the danger 
of having too much exposure to bonds in your 
investment portfolio?
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FINANCIAL PLANNING ONLINE EXERCISES

1. Go to www.calculatorweb.com and to the Bond Calculator under “Investment Calcu-
lators.” Describe what this calculator allows you to do.

2. Go to the news section of www.bloomberg.com. Summarize a recent news event 
that could have an impact on bond prices.

3. Go to the finance section of Yahoo.com and click on “Markets” and then on “US Trea-
sury Bond Rates.” How have interest rates changed over the past twelve months?  
Are they trending up or down?

PSYCHOLOGY OF PERSONAL FINANCE: Buying Risky Bonds

1. Investors expect that the return on a risky bond to an 
investor will be higher than the return on bonds with 
less risk. They enjoy the thrill of the gamble of invest-
ing in risky bonds and when these bonds perform 
well. However, investors must understand that risky 
bonds are more likely to default than safer bonds. 
Describe your behavior toward buying risky bonds.

2. Read one practical article about how psychology 
affects decisions when buying bonds on margin. 
You can easily retrieve possible articles by doing 
an online search using the terms “psychology” 
and “buying risky bonds.” Summarize the main 
points of the article.

WEB SEARCH EXERCISE

You can develop your personal finance skills by conducting an Internet search for related 
articles. Find a recent online article about personal finance that reinforces one or more 
concepts covered in this chapter. If your class has an online component, your professor 
may ask you to post your summary of the article there and provide a link to the article 
so that other students can access it. If your class is live, your professor may ask you to 
summarize your application of the article in class. Your professor may assign specific 
students to complete this assignment or may allow any student to do the assignment on 
a volunteer basis.

For recent online articles related to this chapter, consider using the following search 
terms (be sure to include the current year as a search term to ensure that the online 
articles are recent):

• Types of bonds

• Valuing bonds

• Risk of bonds

• Strategies to invest in bonds

John buys the bonds and over the next two years 
enjoys the steady stream of interest payments. 
During the third year, United General posts the 
largest quarterly loss in its history. Although the 
company is far from bankruptcy, the bond rating 
agencies downgrade the company’s bonds to 
junk status. John is horrified to see the decline in 
the price of his bonds as he is considering sell-
ing a large portion of them to buy a home. When 
he discusses his dissatisfaction with his broker, 
the broker points out that John is still receiving 
his interest payments and if he holds the bonds 

until maturity he will not sustain a loss. The bro-
ker reiterates that in their initial meeting John’s 
concerns were safety of principal and interest 
payments and the investment still offers both of 
these.

a. Was the broker being ethical by not informing 
John of the other risks involved in the purchase 
of bonds? Why or why not?

b. What could John have done differently with 
his bond investments if he anticipated buying a 
home in the next three to five years?
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432 Chapter 16  Investing in Bonds

VIDEO EXERCISE: Investing in Bonds

Go to one of the Web sites that contain video clips (such as www.youtube.com), and 
review some video clips about investing in bonds. You can use search phrases such as 
“tips on investing in bonds.” Select one video clip on this topic that you would recom-
mend for the other students in your class.

1. Provide the Web link for the video clip.

2. What do you think is the main point of this video clip?

3. How might you change your process of investing in bonds after watching this  
video clip?

4. Does the information source appear to be credible? Why, or why not?
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1. ASSESSING THE ECONOMY AND INVESTMENT CLIMATE

 a. Conduct a search on the Internet for information about economic conditions and the investment 
climate. Use any sources that are updated and credible in your opinion. What sources did you 
find? 

 b. Based on your review, do you think economic conditions are favorable for investing at this time? 

 c. Explain your opinion about whether economic conditions are favorable for investing at this time. 

 d. If you were to invest in bonds at this time, what type of bonds would you invest in?

 Why?  

   

MyLab FinanceBUILDING YOUR OWN FINANCIAL PLAN: Chapter 16

The financial planning spreadsheets available at www.pearson.com/mylab/finance will 
automatically perform computations, charts, and graphs based on your input.

M16_MADU9969_07_SE_C16.indd   433 28/11/2018   15:27



NAME DATE

1. Should the Sampsons consider investing a portion of their savings in bonds to save for their 
 children’s education? Why or why not?

2. If the Sampsons decide to purchase bonds, what maturities should they consider, keeping in mind 
their investment goal?

3. If the Sampsons decide to purchase bonds, should they invest in corporate bonds or municipal 
bonds? Factor into your analysis the return they would receive.

4. The Sampsons learn that many corporate bonds have recently been downgraded due to question-
able financial statements. However, the Sampsons are not concerned because the corporate bond 
they are considering is highly rated. Explain the possible impact of a downgrade of the corporate 
bond to the Sampsons, given their financial goals.

THE SAMPSONS—A Continuing Case: Chapter 16 MyLab Finance

The Sampsons are considering investing in bonds as a way of saving for their children’s 
college education. They learn that there are bonds with maturities between twelve and 
sixteen years, which is exactly when they need the funds for college expenses. Dave and 
Sharon notice that some highly rated municipal bonds offer a coupon rate of 2%, while 
some highly rated corporate bonds offer a coupon rate of 4%. The Sampsons could pur-
chase either type of bond at its par value.

The income on the municipal bonds would not be subject to federal income tax. Dave 
and Sharon are looking to you for advice on whether bonds are a sound investment and, 
if so, what type of bond they should purchase.
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MyLab Finance helps you master the topics in this chapter and study more 
 efficiently. Visit www.pearson.com/mylab/finance for more details.

Rob bought 200 shares of 

a mutual fund for $25 per 

share in late September. By 

December, his mutual fund shares 

were priced at $23.50, but he was 

not terribly disappointed, as this was 

a long-term investment.

What surprised Rob, however, was 

the capital gains distribution that he 

received in December. Although the 

value of his investment was $300 

less than the purchase price, the 

mutual fund distributed $3.95 per share, a total distribution of $790 that Rob must report 

as  taxable income. What Rob failed to realize at the time of his purchase was that the fund 

he had selected was sitting on accumulated capital gains from stocks that it had purchased 

in  previous years. After five years of good returns, the fund managers had sold some of the 

stocks within the fund to lock in gains. Rob, as a current shareholder, received his share of 

the gains. Too late, Rob realized that most mutual funds distribute their gains, as they are 

required to do by law, near the end of the year. Rob has more to learn about mutual funds 

and their tax implications.

This chapter explains how to invest in stock mutual funds and bond mutual funds to diver-

sify your investment portfolio. An understanding of mutual funds can help you make proper 

investment decisions and can enhance your wealth.

Investing in Mutual 
Funds 17

chapter

Goodluz/Shutterstock
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436 Chapter 17  Investing in Mutual Funds

The objectives of this chapter are to:

• Provide a background on mutual funds

• Identify types of stock and bond mutual funds

• Describe exchange-traded funds

• Explain the return-risk trade-off among mutual funds

• Discuss how to choose among mutual funds

• Describe quotations of mutual funds

• Explain how to diversify among mutual funds

• Explain how investing in mutual funds fits within your financial plan

Background on Mutual Funds
Mutual funds can be broadly distinguished according to the securities in which they 
invest. Stock mutual funds sell shares to individuals and invest the proceeds in stocks. 
Bond mutual funds sell shares to individuals and invest the proceeds in bonds. Mutual 
funds employ portfolio managers who decide what securities to purchase. There-
fore,  individual investors who invest in mutual funds do not have to select securities 
 themselves. The minimum investment in a mutual fund is usually between $500 and 
$3,000, depending on the fund. Many mutual funds are subsidiaries of other types of 
financial institutions.

Mutual funds are popular with investors. In total, U.S. mutual funds have more than 
$16 trillion in assets. Stock funds account for about 56% of the assets, and bond funds 
account for about 22%. Nevertheless, in recent years, mutual funds have experienced net 
cash outflows ($229 billion in 2016) as a number of investors have shifted their investment 
money from mutual funds to exchange-traded funds, which tend to be more efficient.

Motives for Investing in Mutual Funds
One motive for investing in mutual funds is that you can invest in a broadly diversified 
portfolio with a small initial investment. If you have $1,000 to invest, you (along with 
other investors) can own a portfolio of 100 or more stocks through a mutual fund. If 
you had attempted to buy stocks directly with your $1,000, however, you might not have 
enough money to buy even 100 shares of a single stock.

A second motive for investing in mutual funds is the expertise of the portfolio manag-
ers. Your investments reflect the decisions of experienced professionals who have access 
to the best research available.

A third motive for investing in mutual funds is that they can meet specific invest-
ment goals. For example, some mutual funds are designed to satisfy investors who desire 
potential appreciation in their investments, whereas other mutual funds are designed to 
provide periodic income to investors.

Net Asset Value
Each mutual fund’s value can be determined by its net asset value (NAV), which repre-
sents the market value of the securities that it has purchased minus any liabilities owed. 
For example, suppose that a mutual fund owns 100 different stocks including 10,000 
shares of Nike that are currently worth $60 per share. This mutual fund’s holdings of 
Nike are worth $600,000 ($60 * 10,000 shares) as of today. The values of the other 
ninety-nine stocks owned by the fund are determined in the same manner, and all the 
values are summed. Then, any liabilities such as expenses owed to the mutual fund’s 
managers are subtracted to determine the NAV.

stock mutual funds
Funds that sell shares to 
individuals and invest the 
proceeds in stocks.

bond mutual funds
Funds that sell shares to 
individuals and invest the 
proceeds in bonds.

net asset value (NAV)
The market value of the 
securities that a mutual 
fund has purchased minus 
any liabilities owed.
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The NAV is commonly reported on a per-share basis by dividing the NAV by the 
number of shares in the fund. Each day, the market value of all the mutual fund’s assets 
is determined. Any interest or dividends earned by the fund are added to the market value 
of the assets, and any expenses (such as mailing, marketing, and portfolio management) 
that are charged to the fund or any dividends distributed to the fund’s shareholders (inves-
tors) are deducted. As the value of the mutual fund’s portfolio increases or decreases, so 
does the fund’s NAV.

Open-End Versus Closed-End Funds
Mutual funds are classified as either open-end funds or closed-end funds. The great 
majority of mutual funds are open-end funds. There are more than 7,000 open-end funds 
but only about 600 closed-end funds.

Open-End Funds Open-end mutual funds sell shares directly to investors and repur-
chase those shares whenever investors wish to sell them. The funds are managed by 
investment companies that are commonly subsidiaries of a larger financial conglomer-
ate. Bank of America, Citigroup, Wells Fargo, and many other financial institutions 
have investment company subsidiaries that operate open-end mutual funds. Many 
investment companies operate a family, or group, of separately managed open-end 
mutual funds. For example, Fidelity, T. Rowe Price, and Vanguard manage several 
different open-end funds, each of which has its own investment objective. By offering 
a diverse set of mutual funds, these investment companies satisfy investors with many 
different investment preferences.

Consider an open-end stock mutual fund that receives $10 million today as new 
investors purchase shares of the fund. In addition, today some investors who had previ-
ously purchased shares decide to sell those shares back to the fund, resulting in $6 million 
in redemptions. In this example, the stock mutual fund has a net inflow of $4 million of 
new money that its portfolio managers will invest.

On some days, the value of redemptions may exceed the value of new shares pur-
chased. Mutual fund managers typically maintain a small portion of the fund’s portfolio 
in the form of cash or marketable securities so that they have sufficient liquidity when 
redemptions exceed new share purchases. Otherwise, they can sell some stocks in their 
portfolio to obtain the necessary money for redemptions.

Closed-End Funds Closed-end funds issue shares to investors when the funds are 
first created, but they do not repurchase shares from investors. Unlike an open-end fund, 
shares of a closed-end fund are purchased and sold on stock exchanges. Thus, the fund 
does not sell new shares on demand to investors and does not allow investors to redeem 
shares. The market price per share is determined by the demand for shares versus the 
supply of shares that are being sold, similar to how stocks are priced in the market. The 
price per share of a closed-end fund can differ from the fund’s NAV per share. A closed-
end fund’s share price may exhibit a premium (above the NAV) in some periods and a 
discount (below the NAV) in other periods. About 61% of closed-end funds are bond 
funds, and most of the remainder are stock funds. In total, U.S. closed-end funds have 
about $262 billion in assets, much less than open-end funds.

Load Versus No-Load Funds
Open-end mutual funds can be either load funds or no-load funds. No-load mutual funds 
sell directly to investors and do not charge a fee. Conversely, load mutual funds charge a 
fee (or load) when you purchase them. In most cases, the fee goes to stockbrokers or other 
financial service advisers who execute transactions for investors in load mutual funds. 
Because no-load funds do not pay a fee to brokers, brokers are less likely to recommend 
them to investors.

Investors should recognize the impact of loads on their investment performance. In 
some cases, the difference in loads is the reason one mutual fund outperforms another.

open-end mutual funds
Funds that sell shares 
directly to investors and 
repurchase those shares 
whenever investors wish 
to sell them.

family
A group of separately 
managed open-end 
mutual funds held by one 
investment company.

closed-end funds
Funds that sell shares to 
investors but do not repur-
chase them; instead, fund 
shares are purchased and 
sold on stock exchanges.

premium
The amount by which a 
closed-end fund’s share 
price in the secondary 
market is above the fund’s 
NAV.

discount
The amount by which a 
closed-end fund’s share 
price in the secondary 
market is below the fund’s 
NAV.

no-load mutual funds
Funds that sell directly 
to investors and do not 
charge a fee.

load mutual funds
Funds whose shares are 
sold by a stockbroker who 
charges a fee (or load) for 
the transaction.
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438 Chapter 17  Investing in Mutual Funds

Studies on mutual funds have found that no-load funds perform at least as well as load 
funds on average, even when not including the fees paid on a load fund. When consider-
ing the fee paid on load funds, no-load funds have outperformed load funds, on average.

So why do some investors purchase load funds? They may believe that specific load 
funds will generate high returns and outperform other no-load funds, even after consider-
ing the fee that is charged. Some investors may purchase load funds because they do not 
realize that there are no-load funds or do not know how to invest in them. To invest in 
no-load funds, you can submit an application online.

Expense Ratios
As mentioned earlier in this chapter, mutual funds incur expenses, including administra-
tive, legal, and clerical expenses and portfolio management fees. Some mutual funds 
have much higher expenses than others. These expenses are incurred by the fund’s 

No-Load Fund

Invest $5,000 in the mutual fund $5,000

Less: Load (fee)

Less: Load (fee)

Amount of funds invested

$0

$5,000

, $20

$5,000/$20 per share = 250 shares 250 shares

End of Year 1: You redeem shares for $22 per share $22

Amount received = 250 shares    $22 = $5,500 $5,500

Return = ($5,500    $5,000)/$5,000 = 10% 10%

Load Fund

Invest $5,000; 4% of $5,000 (or $200) goes to the broker $5,000

$200

The remaining 96% of $5,000 (or $4,800) $4,800
is used to purchase 240 shares , $20

$4,800/$20 per share = 240 shares 240 shares

You redeem shares for $22 per share $22

Amount received = 240 shares     $22 = $5,280 $5,280

Return = ($5,280 – $5,000)/$5,000 = 5.6% 5.6%

-

-

*

*

EXHIBIT 17.1 Comparison of Returns from a No-Load Fund and a Load Fund

You have $5,000 to invest in a stock mutual fund. You have a choice of investing in a 
 no-load fund by sending your investment directly to the fund or purchasing a mutual 
fund that has a 4% load and has been recommended by a broker. Each fund has a NAV of 
$20 per share, and their stock portfolios are very similar. You expect each fund’s NAV to 
be $22 at the end of the year, which would represent a 10% return from the prevailing 
NAV of $20 per share (assuming there are no dividends or capital gain distributions over 
the year). You plan to sell the mutual fund in one year. If the NAVs change as expected, 
your return for each fund will be as shown in Exhibit 17.1.

Notice that you would earn a return of 10% on the no-load fund versus 5.6% on the load 
fund. Although the load fund’s portfolio generated a 10% return, your return is less because 
of the load fee. Based on this analysis, you decide to purchase shares of the no-load fund.

EXAMPLE
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shareholders because the fund’s NAV (which is what investors receive when redeeming 
their shares) accounts for the expenses incurred. Investors should review the annual 
expenses of any mutual funds in which they invest. In particular, they should focus 
on the fund’s expense ratio, which measures the annual expenses per share divided by 
the NAV of the fund. An expense ratio of 1% means that shareholders incur annual 
expenses amounting to 1% of the value of the fund. The higher the expense ratio, the 
lower the return for a given level of portfolio performance. Mutual funds that incur 
more expenses are worthwhile only if they offer a high enough return to offset the 
extra expenses.

On average, mutual funds have an expense ratio of about 1.25%. In general, funds 
that invest in stocks of large companies have the lowest expense ratios while funds that 
specialize in stocks of small companies or international stocks have the highest expense 
ratios because it is more difficult and expensive to find information about those types 
of investments. The expense ratios of mutual funds can be found on many financial 
Web sites.

Reported Components of Expense Ratios Many mutual funds break their 
expense ratios into three categories: management, 12b-1 fee, and “other.” The man-
agement fee represents the fee charged for managing the mutual fund’s portfolio and is 
typically the largest component of the expense ratio. It includes the cost of researching 
various securities and compensating the employees who manage the mutual fund’s port-
folio. The 12b-1 fee is charged by some mutual funds to pay brokers who invest in the 
mutual fund on behalf of customers. A mutual fund may be called “no-load” but still 
compensate brokers. Some mutual funds have this arrangement with brokers because 
it enables them to attract more investors. Therefore, the shareholders who invest in the 
mutual fund incur a higher expense ratio than if the fund did not charge such a fee. 
The 12b-1 fee typically ranges from 0.25% to 1% of assets. In recent years, 12b-1 fees 
have decreased due to regulatory changes, which put them under increased scrutiny. 
In addition, exchange-traded funds do not charge 12b-1 fees, and investors’ growing 
preference for these funds has also put pressure on the mutual funds to decrease their 
fees. The third category of the expense ratio (“other” expenses) includes general busi-
ness expenses such as mailing and customer service.

Some mutual funds do not include the commissions that they pay brokers within their 
reported expense ratio. This expense may be 0.5% or more for some mutual funds. Thus, 
the exclusion of the commissions from the expense ratio is misleading and allows some 
mutual funds to understate the expenses that are charged to shareholders. Until regula-
tors require clearly standardized reporting by mutual funds, investors must recognize the 
differences in the reporting process among mutual funds.

Relationship Between Expense Ratios and Performance Research has shown 
that mutual funds with relatively low expenses tend to outperform other funds with 
similar objectives. This finding suggests that the mutual funds with higher expenses can-
not justify them.

Types of Mutual Funds
Investors can select from a wide array of mutual funds, including stock mutual funds and 
bond mutual funds. Each category includes many types of funds to suit the preferences 
of individual investors.

Types of Stock Mutual Funds
Open-end stock mutual funds are commonly classified according to their investment 
objectives. If you consider investing in a stock mutual fund, you must decide on the type 
of fund in which you wish to invest. Some of the more common investment objectives 
are described here.

expense ratio
The annual expenses per 
share divided by the net 
asset value of a mutual 
fund.
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Growth Funds Growth funds focus on stocks that have potential for above-average growth.

Capital Appreciation Funds Capital appreciation funds focus on stocks that are 
expected to grow at a very high rate. These firms tend to pay low or no dividends so that 
they can reinvest all of their earnings to expand.

Small Capitalization (Small-Cap) Funds Small capitalization (small-cap) funds 
focus on firms that are relatively small. Small-cap funds and capital appreciation funds 
overlap somewhat because smaller firms tend to have more potential for growth than 
larger firms.

Midsize Capitalization (Mid-Cap) Funds Midsize capitalization (mid-cap) funds 
focus on medium-size firms. These firms tend to be more established than small-cap firms, 
but may have less growth potential.

Equity Income Funds Equity income funds focus on firms that pay a high level of 
dividends. These firms tend to exhibit less growth because they use a relatively large por-
tion of their earnings to pay dividends rather than reinvesting earnings for expansion. The 
firms normally have less potential for high returns and exhibit less risk.

Balanced Growth and Income Funds Balanced growth and income funds contain 
both growth stocks and stocks that pay high dividends. This type of fund distributes 
dividends periodically, while offering more potential for an increase in the fund’s value 
than an equity income fund.

Sector Funds Sector funds focus on stocks in a specific industry or sector, such as 
technology stocks. Investors who expect a specific industry to perform well may invest 
in a sector fund. Sector funds enable investors with small amounts of funds to invest in 
a diversified portfolio of stocks within a particular sector.

An example of a sector fund is a technology fund, which focuses on stocks of tech-
nology-based firms. Most of these firms are relatively young. They have potential for very 
high returns, but also exhibit a high degree of risk because they do not have a consistent 
record of strong performance.

Index Funds Index funds are mutual funds that attempt to mirror the movements of 
an existing stock index. Investors who buy shares in an index fund should earn returns 
similar to what they would receive if they actually invested in the index. For example, 
Vanguard offers a mutual fund containing a set of stocks that moves in the same manner 
as the S&P 500 index. It may not contain every stock in the index, but it is still able to 
mimic the index’s movement.

Other index funds mimic broader indexes such as the Wilshire 5000 for investors 
who want an index that represents the entire stock market. In addition, there are small 
market capitalization index funds that are intended to mirror movements in the small-
cap index. Other index funds mimic foreign stock indexes, such as a European index and 
a Pacific Basin index. Investors who want to invest in a particular country, but do not 
want to incur excessive expenses associated with foreign stock exchanges, can invest in 
an index fund targeted to that country.

Index funds have become very popular because of their performance relative to other 
mutual funds. They incur lower expenses than a typical mutual fund because they are 
not actively managed. The index fund does not incur expenses for researching vari-
ous stocks because it is intended simply to mimic an index. In addition, the fund’s port-
folio is not frequently revised. Consequently, index funds incur very low transaction 
costs, which can enhance performance. Some index funds have expense ratios between 
0.20% and 0.30%, which is substantially lower than the expense ratios of most other 
mutual funds.

In addition to having lower expense ratios, index funds may offer another benefit. 
Much research has found that the performance of portfolios managed by portfolio man-
agers is frequently lower than the performance of an existing stock index. Thus, inves-
tors may be better off investing in an index fund than in an actively managed portfolio.  

growth funds
Mutual funds that focus 
on stocks with potential 
for above-average growth.

capital appreciation funds
Mutual funds that focus 
on stocks that are 
expected to grow at a very 
high rate.

small capitalization 
(small-cap) funds
Mutual funds that focus 
on relatively small firms.

midsize capitalization 
(mid-cap) funds
Mutual funds that focus 
on medium-size firms.

equity income funds
Mutual funds that focus 
on firms that pay a high 
level of dividends.

balanced growth and 
income funds
Mutual funds that con-
tain both growth stocks 
and stocks that pay high 
dividends.

sector funds
Mutual funds that focus 
on a specific industry or 
sector, such as technol-
ogy stocks.

technology funds
Mutual funds that focus 
on stocks of technology-
based firms and therefore 
represent a particular type 
of sector fund.

index funds
Mutual funds that attempt 
to mirror the movements 
of an existing stock index.

Go to:
https://investor 
.vanguard.com and insert 
the search term “index 
funds.”

To get:
News and other informa-
tion about index mutual 
funds that can guide your 
investment decisions.

Financial Planning
ONLINE

M17_MADU9969_07_SE_C17.indd   440 28/11/2018   15:33

http://https//investor.vanguard.com
http://https//investor.vanguard.com


 Types of Mutual Funds 441

Many investors are choosing index funds. Almost a third of all households that invest in 
mutual funds own shares in at least one index fund.

Note, however, that some index funds have expense ratios that are 1.25% or higher, 
even though their portfolio management expenses are low. You should ensure that the 
expense ratio is low before selecting a fund.

International Stock Funds International stock funds focus on firms that are based 
outside the United States. Some of these funds focus on firms in a specific country, 
whereas others focus on a specific region or continent. Funds with a country or regional 
concentration are attractive to investors who want to invest in a specific country, but 
prefer to rely on an experienced portfolio manager to select the stocks. The expenses 
associated with managing a portfolio are higher for international mutual funds than for 
other mutual funds because monitoring foreign firms from the United States is expensive. 
In addition, transaction costs from buying and selling stocks of foreign firms are higher. 
Nevertheless, many international stock funds have expense ratios that are less than 1.8%.

Some mutual funds invest in stocks of both foreign firms and U.S. firms. These are 
called “global mutual funds” to distinguish them from international mutual funds.

Socially Responsible Stock Funds Socially responsible stock funds focus on firms 
that have high standards of corporate governance and avoid firms viewed as offensive by 
some investors. For example, a socially responsible fund likely would not invest in firms 
that produce cigarettes or guns or fossil fuels. It might invest in a solar energy company 
or one producing electric cars.

Hybrid Funds In recent years, hybrid funds, which include both stocks and bonds in 
their portfolios, have become increasingly popular. Many investors like the idea of com-
bining the potential for growth of stocks with the relative stability and income of bonds.

There are several types of hybrid funds. Asset allocation funds (also called balanced 
funds) have relatively fixed percentages of stocks and bonds in their portfolios. Thus, 
a fund’s portfolio might generally contain about 60% stocks and 40% bonds, and the 
fund manager would make small adjustments as market conditions change. Another type 
of hybrid fund is the lifecycle fund (also called an age-based or target-date fund), which 
has become a popular choice for retirement accounts. In a lifecycle fund, the allocation 
between stocks and bonds changes automatically as the investor grows older. Thus, the 
allocation for a young investor would be weighted toward stocks, but, as the investor 
aged and neared retirement, the allocation would shift toward bonds to provide retire-
ment income.

international stock funds
Mutual funds that focus 
on firms that are based 
outside the United States.

socially responsible stock 
funds
Mutual funds that screen 
out firms viewed by some 
as offensive.

You consider investing in either a no-load mutual fund that focuses on growth stocks or 
an index mutual fund. When not including expenses incurred by the mutual funds, you 
expect that the growth fund will generate an annual return of 9% versus an annual return 
of 8% for the index fund. The growth fund has an expense ratio of 1.5%, versus an expense 
ratio of 0.2% for the index fund. Based on your expectations about the portfolio returns, 
your returns would be:

Growth Fund Index Fund

Fund’s portfolio return (before expenses) 9.0% 8.0%
Expense ratio 1.5% 0.2%
Your annual return 7.5% 7.8%

The comparison shows that the index fund can generate a higher return for you than the 
other fund even if its portfolio return is lower. Based on this analysis, you should invest 
in the index fund.

EXAMPLE
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Types of Bond Mutual Funds
Investors can also select a bond fund that satisfies their investment objectives. The more 
popular types of bond funds are identified here.

Treasury Bond Funds Treasury bond funds focus on investments in Treasury bonds. 
Recall that these bonds are backed by the federal government, so they are free from 
default risk.

Ginnie Mae Funds Ginnie Mae funds invest in bonds issued by the Government 
National Mortgage Association. These bonds have a low degree of default risk because 
they are issued by a government agency.

Corporate Bond Funds Corporate bond funds focus on bonds issued by high-quality 
firms. Thus, they tend to have a low degree of default risk.

High-Yield (Junk) Bond Funds High-yield (junk) bond funds focus on relatively 
risky bonds issued by firms that are subject to default risk. These bond funds tend to 
offer a higher expected return than corporate bond funds, however, because of the high 
yields offered to compensate for the high default risk.

Municipal Bond Funds Municipal bond funds invest in municipal bonds. Recall 
from  Chapter 16 that the interest income on these bonds is exempt from federal 
taxes. Consequently, municipal bond funds are attractive to investors in high income 
tax brackets.

Index Bond Funds Index bond funds are intended to mimic the performance of a 
specified bond index. For example, Vanguard offers several different bond index funds, 
including:

• A total bond index fund that tracks an aggregate (broad) bond index

• A short-term bond index fund that tracks an index representing bonds with one 
to five years to maturity

• An intermediate bond index fund that tracks an index representing bonds with 
five to ten years to maturity

• A long-term bond fund that tracks an index representing bonds with fifteen to 
twenty-five years to maturity

International Bond Funds International bond funds focus on bonds issued by 
non-U.S. firms or governments. Some international bonds are attractive to U.S. inves-
tors because they offer a higher yield than is offered on U.S. bonds. They are subject to 
exchange rate risk—if the currency denominating the foreign bonds weakens against 
the dollar, the value of the foreign bonds is reduced, and the international bond fund’s 
performance is adversely affected. Also, expenses incurred by international bond funds 
tend to be higher than those of domestic bond funds because of costly international 
transactions.

Some bond funds focus on investments within a specific country or region. These 
funds are attractive to investors who want to invest in a foreign country but do not want 

Treasury bond funds
Mutual funds that focus 
on investments in Trea-
sury bonds.

Ginnie Mae funds
Mutual funds that invest 
in bonds issued by the 
Government National 
Mortgage Association.

corporate bond funds
Mutual funds that focus 
on bonds issued by high-
quality firms that tend 
to have a low degree of 
default risk.

high-yield (junk) bond 
funds
Mutual funds that focus 
on relatively risky bonds 
issued by firms that are 
subject to default risk.

municipal bond funds
Mutual funds that invest in 
municipal bonds.

index bond funds
Mutual funds that are 
intended to mimic the per-
formance of a specified 
bond index.

international bond funds
Mutual funds that focus 
on bonds issued by non-
U.S. firms or governments.
exchange rate risk
Risk realized when the 
value of a bond drops 
because the currency 
denominating the bond 
weakens against the 
dollar.
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to select the bonds themselves. Some bond funds invest in both foreign bonds and U.S. 
bonds. They are referred to as global bond funds to distinguish them from the interna-
tional bond funds that concentrate solely on non-U.S. bonds.

Like other bond funds, international and global bond funds are exposed to inter-
est rate movements. Foreign bond prices are influenced by the interest rate of the cur-
rency denominating the bond in the same way that U.S. bond prices are influenced by 
U.S. interest rate movements. When the interest rate of the currency denominating the 
bonds increases, bond prices decline. Conversely, when the interest rate of the currency 
decreases, prices of bonds denominated in that currency increase.

Maturity Classifications Each type of bond fund can be segmented further by the 
range of maturities. For example, some Treasury bond funds are classified as medium 
term (eight to twelve years) or long term (thirteen to thirty years). Other bond funds are 
also segmented in this manner.

Other Types of Mutual Funds
The basic types of stock and bond mutual funds described above can be further subdivided, 
as new fund types have been created to satisfy the preferences of investors. As an example, 
some growth stock funds have been designed to focus specifically on small firms, whereas 
others have been created to focus on large firms. Investors who desire large firms that are 
expected to grow would consider investing in large-cap growth funds. Investors who desire 
small firms that are expected to grow would consider investing in small-cap growth funds. 
Similarly, more specialized bond funds are available such as funds that invest in Treasury 
inflation protected securities (TIPs), which are Treasury bonds that are adjusted periodi-
cally for inflation.

Another type of mutual fund is a fund of funds, which invests in a set of other mutual 
funds as a way to achieve broad diversification. For example, a fund of funds might invest 
in several types of stock funds and a variety of bond funds. Although funds of funds do 
achieve diversification, they tend to have very high expenses. In addition, these funds 
may not be as diversified as they seem at first glance because some of the same stocks 
may be included in several funds. Since the financial crisis of 2008–2009, some investors 
have been attracted by so-called alternative funds, whose investments and strategies dif-
fer considerably from those of standard mutual funds. Alternative funds may purchase 
nontraditional investments such as foreign currencies, gold, or even rare coins, or they 
may use aggressive strategies such as short selling. Although some alternative funds per-
formed relatively well when the stock market declined dramatically during the financial 
crisis, these funds can be very risky, and investors should be aware that they could lose 
much of their investment.

Exchange-Traded Funds
Exchange-traded funds (ETFs) are designed to track other assets such a particular stock 
index (like index funds), a particular bond index, a commodity, or a basket of assets. 
Like closed-end funds or individual stocks, ETFs are traded on a stock exchange, and 
their share price changes throughout the day. Unlike a company’s stock, however, the 
number of shares outstanding for an ETF changes as new shares are continuously created 
and redemptions of existing shares take place throughout the trading day. This activity 
allows the market price of the ETF to stay in line with its underlying assets. As noted 
earlier, many individual investors are shifting from mutual funds to ETFs because they 
are more efficient. Institutional investors are also investing heavily in ETFs, and their 
activity helps to maintain liquidity for these funds. Today, there is more than $4 trillion 
invested in ETFs, and they account for about 30% of the trading volume on U.S. stock 
exchanges. Price quotations for ETFs are available in all of the same places stock price 
quotations can be found.

global bond funds
Mutual funds that invest in 
foreign bonds as well as 
U.S. bonds.

exchange-traded funds 
(ETFs)
Funds that are designed 
to track other assets such 
a particular stock index 
(like index funds), a type 
of bonds, a commodity, or 
a basket of assets; they 
are traded on a stock 
exchange just like closed-
end funds, and their share 
price changes throughout 
the day.
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Types of Exchange-Traded Funds
More than 1,700 U.S.-based ETFs are available. Many investment companies that  manage 
mutual funds such as Fidelity and Vanguard have also issued ETFs as investors have 
shown a preference for ETFs. The many types of ETFs include the following:

• Market ETFs. These are designed to track a particular stock index such as the 
Standard & Poor’s 500, the Nasdaq 100, or the Dow Jones Industrial Average. 
The ETF includes all of the stocks in the particular index. Some market ETFs are 
even broader and include all the stocks on the major U.S. exchanges.

• Bond ETFs. These include a selection of one or more types of bonds, such as Trea-
sury, corporate, municipal, government agency, international, or high-yield bonds.

• Style ETFs. These are designed to include stocks of a particular type of company, 
such as small-cap growth stocks or large-cap stocks.

• Sector and industry ETFs. These include stocks of companies in a particular indus-
try such as pharmaceuticals, energy, or consumer staples.

• Commodity ETFs. These are based on a particular commodity such as oil, gold, 
or corn.

• Foreign market ETFs. These are designed to track one or more foreign stock mar-
kets such as the Japanese stock market or the German stock market.

• Foreign currency ETFs. These track one or more foreign currencies such as the 
euro or the Japanese yen.

• Inverse ETFs. These are designed to profit from a decline in a particular index or 
market. They use techniques such as short selling, which is a strategy used when 
investors consider a stock to be overvalued (see Chapter 15).

• Alternative ETFs. Like alternative mutual funds, these ETFs provide exposure to 
complicated investment strategies. They tend to be very risky and should be con-
sidered only by very sophisticated investors.

• Actively managed ETFs. Although the great majority of ETFs are not actively 
managed, a few managed funds have been created. They attempt to outperform 
a particular index.

In addition to exchange-traded funds, exchange-traded notes (ETNs) have also been 
issued. These are based on debt securities issued by major banks.

Although a large number of ETFs have been issued, many ETFs are not very liquid 
because they do not attract many investors. Others, however, are extremely popular. In 
2017, for example, about 50% of the ETF cash inflows went to the twenty most popular 
funds. Among the most widely traded ETFs are the S&P 500 Spider, which tracks the S&P 
500 index; Power Shares QQQ, which tracks a selection of Nasdaq stocks and includes 
many high-tech companies; MSCI Emerging Markets, which is an international ETF; and 
Vanguard Total Stock Markets, which tracks the performance of the entire U.S. stock 
market. You can obtain information about an ETF by reading its prospectus, which is a 
document that explains what the fund is designed to do, gives information about its past 
performance, and discloses its expenses. The prospectus will be available at the Web site 
of the issuing company.

Advantages and Disadvantages of ETFs
Exchange-traded funds have become so popular because they offer several advantages 
over mutual funds. Because most ETFs simply track an index or market and are not 
actively managed, they have lower expense ratios than mutual funds. The average expense 
ratio for ETFs is around 0.23%, and there are no loads. ETFs are also more tax efficient 
than mutual funds. An ETF generally pays a quarterly dividend, but unlike mutual funds, 
ETFs do not make capital gain distributions to their shareholders. If you sell your ETF 
shares, however, you will pay capital gain tax on any gains. Another advantage of ETFs 
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is that you can buy or sell them at any time throughout the day like stock. In addition, 
because they trade like stocks, you can use limit orders or stop-buy orders, and buy on 
margin, which you cannot do with mutual funds. Whereas mutual funds generally require 
a minimum initial investment of $500 to $3,000, there is no minimum for investing in 
ETFs, although you will have to pay a stockbroker’s commission whenever you buy or 
sell, just as you would with stock.

There are also a few disadvantages to ETFs. Some are so thinly traded that they can 
be illiquid. In addition, once you have invested in a mutual fund, the investment company 
may allow you to invest additional small amounts frequently without charging you a fee 
each time. If you buy small amounts of an ETF frequently, you will have to pay a broker’s 
commission each time.

Although the rest of this chapter generally refers only to mutual funds, it applies to 
ETFs as well except for material related to NAVs or other features that are characteristic 
only of mutual funds.

Return and Risk of a Mutual Fund
Before investing in a mutual fund, set your objectives in terms of expected return and the 
risk (the degree of uncertainty surrounding the expected return) that you can tolerate.

Return from Investing in a Mutual Fund
You can receive a return on your investment in a mutual fund in three different ways: 
dividend distributions, capital gain distributions, and capital gains from redeeming 
your shares.

Dividend Distributions A mutual fund that receives dividend payments must dis-
tribute these dividends to its investors in the same year. Mutual funds normally allow 
their investors to choose whether to receive dividends in the form of cash payments or 
as additional shares (which means the dividends are reinvested to buy more shares of 
the fund). Regardless of the manner in which dividends are distributed, they are taxed 
just like dividends received from stocks (at a 15% rate for most taxpayers, although 
dividends from some foreign companies in international mutual funds may be taxed as 
ordinary income).

Capital Gain Distributions A mutual fund that realizes capital gains as a result of 
selling shares of stocks or bonds must distribute those capital gains to its investors in 
the same year. As with dividend distributions, mutual funds normally allow investors to 
choose whether to receive capital gains in the form of cash payments or as additional 
shares (which means the amount of the capital gains is reinvested to buy more shares of 
the fund). Distributions of long-term capital gains are taxed at the long-term capital gains 
rate, whereas short-term capital gains are taxed at the higher ordinary income tax rate.

Given the differences in tax rates for short-term and long-term gains, investors in 
high tax brackets will normally achieve higher performance by selecting mutual funds 
that generate long-term capital gains rather than short-term capital gains.

You invest in an index fund that has very little turnover and thus produces a small capital 
gains distribution and a significant amount of tax-favored dividend income for the year. 
You also invest in a technology mutual fund that attempts to take advantage of short-
term price swings in its holdings while producing mostly short-term capital gains, which it 
distributes to its shareholders. The index fund distributed $200 of long-term capital gains 
and $800 of dividends, and the tech fund produced $100 of long-term gains and $900 
of short-term capital gains. Your marginal tax rate on ordinary income is 28% (federal and 
state), and your long-term capital gains tax rate is 15%.

EXAMPLE
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Index Mutual Fund Technology Mutual Fund

Dividends $800 $0

ST capital gain 0 900

LT capital gain 200 100

Total income $1,000 $1,000

Tax on dividends (15%) $120 $0

Tax on ST capital gains (28%) 0

30 15

252

Tax on LT capital gains (15%)

Total taxes $150 $267

After-tax income $850 $733

As the preceding example illustrates, individuals in higher tax brackets can reduce their 
tax liability by investing in mutual funds with low short-term capital gain distributions.

Capital Gain from Redeeming Shares You earn a capital gain if you redeem shares 
of a mutual fund when the share price exceeds the price at which you purchased the 
shares. For example, if you purchase 200 shares of a stock mutual fund at a price of $25 
per share and sell the shares for $30, your capital gain will be:

 Capital Gain = (Selling Price per Share - Purchase Price per Share)

 * Number of Shares

 = ($30 - $25) * 200

 = $1,000

If you held the shares for more than one year, you have a long-term capital gain. If you 
held them for one year or less, your gain is subject to your ordinary income tax rate.

Determining your capital gain is more difficult when you have reinvested distribu-
tions in the fund because each distribution results in the purchase of more shares at the 
prevailing price on that day. The capital gain on the shares purchased at the time of the 
distribution is dependent on the price you paid for them. Returns vary among stock 
mutual funds in any particular period. Although they are normally affected by general 
stock market conditions, stock mutual funds’ returns can also vary with the specific sector 
or industry in which the stocks are concentrated.

Because the returns are highly dependent on the performance of the sector in which 
the stock mutual fund is concentrated, be careful when comparing mutual funds. The 
difference between the performances of two stock mutual funds during a particular period 
may be attributed to the sector and not to the managers of the funds. Some investors tend 
to invest in whichever stock mutual fund performed well recently because they presume 
that the fund has the best portfolio managers. However, if the fund performed well just 
because its sector performed well, then it would be a mistake to judge the management 
based on past performance.

EXHIBIT 17.2 Potential Tax Implications from Investing in Mutual Funds

Go to:
www.lipperleaders.com

To get:
Information about mutual 
funds of various types.

Financial Planning
ONLINE

Given this information, the taxes on the distributions are as calculated in Exhibit 17.2. Even 
though the two funds distributed the same amount to you, your taxes on the index fund 
distributions are $117 lower. Thus, your after-tax income from that fund is $117 higher than 
your income from the tech fund, as shown in the exhibit.
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Risk from Investing in a Stock Mutual Fund 
Although different types of stock mutual funds experience different performance levels 
in a given time period, they are all influenced by general stock market conditions. The 
performance of a stock mutual fund is dependent on the general movements in stock 
prices. When the stock market is weak, prices of stocks held by a stock fund decrease 
and the NAV of the fund declines as well. This susceptibility to the stock market is often 
referred to as market risk. Many stock mutual funds experienced losses of 40% or more 
during the financial crisis in 2008–2009.

Trade-Off Between Expected Return and Risk of Stock Funds
Some investors are willing to tolerate risk from investing in a stock mutual fund when 
they expect that the mutual fund may offer a very high return. The trade-off between the 
expected return and risk of different stock mutual funds is shown in Exhibit 17.3. On 
the conservative side, a stock index fund that represents a very broad index of stocks will 
show similar performance to the market in general. Thus, its expected return is somewhat 
limited, but so is its risk. A growth stock fund offers potential for higher returns than a 
broad index fund, but it also has more risk (more potential for a large decline in value). A 
fund that invests only in growth stocks within one sector (such as a technology fund) has 
potential for a very high return, but it also exhibits high risk. A fund that invests in growth 
stocks of small firms in a small foreign country has even more potential return and risk.

Risk from Investing in a Bond Mutual Fund
Although different types of bond mutual funds will experience different performance 
levels in a given time period, they are all influenced by general bond market conditions. 
The performance of a bond mutual fund is dependent on the general movements in inter-
est rates. When interest rates rise, prices of bonds held by a bond fund decrease, and the 
NAV of the fund declines. This susceptibility to interest rate movements is often referred 
to as interest rate risk.

The prices of all bonds change in response to interest rate movements, but the prices of 
longer-term bonds are the most sensitive, as discussed in Chapter 16. Thus, investors who want 
to reduce exposure to interest rate movements can select a bond fund that focuses on bonds 

market risk
The susceptibility of a 
mutual fund’s perfor-
mance to general stock 
market conditions.

ECONOMIC 
IMPACT

interest rate risk
For a bond mutual fund, its 
susceptibility to interest 
rate movements.

Potential Return

Risk

Index Fund  (Representing a Broad Index)

Income Fund  (Contains Stocks That Pay High Dividends)

Balanced Growth and Income Fund

Growth Stock Fund

Capital Appreciation Fund

Global Stock Fund

Technology Sector Fund

Foreign Growth Stock
Fund Focused on
One Small Country

EXHIBIT 17.3 Trade-Off Between Expected Return and Risk
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with short terms to maturity. Conversely, investors who want to capitalize on an expected 
decline in interest rate movements can select a bond fund that focuses on long-term bonds.

The performance of many bond mutual funds is also dependent on the default risk of 
the individual bond holdings. Bond funds that invest most of their money in bonds with 
a high degree of default risk tend to offer a higher potential return to investors, but they 
also exhibit a high degree of risk. Under favorable economic conditions, the issuers of 
those bonds may be able to cover their payments, and these bond funds will consequently 
perform very well. If economic conditions are weak, however, some of the bond issuers 
may default on their payments, and these bond funds will provide relatively low or even 
negative returns to their shareholders.

The exposure of a bond fund to default risk is independent of its exposure to interest 
rate risk, as illustrated in Exhibit 17.4. Some bond funds, such as long-term Treasury 
bond funds, have no (or a low) default risk and a high level of interest rate risk. Other 
bond funds, such as short-term high-yield bond funds, have a low level of interest rate 
risk and a high level of default risk. Some bond funds, such as long-term high-yield bond 
funds, are highly exposed to both default risk and interest rate risk.

Trade-Off Between Expected Return and Risk of Bond Funds
The trade-off between the expected return and risk of different bond mutual funds is 
shown in Exhibit 17.5. On the conservative side, a Treasury bond fund that holds Trea-
sury bonds with a short term remaining until maturity has no exposure to default risk 
and limited exposure to interest rate risk. Thus, the prices of the bonds it holds are not 
very sensitive to external forces, so the NAV of the fund will not be very sensitive to these 
forces. The expected return on this fund is relatively low, however. A high-yield bond 
fund that invests only in junk bonds with long terms to maturity has the potential for 
a very high return. Its value is subject to default risk, however, because the junk bonds 
could default. It is also subject to a high level of interest rate risk because of the long-term 
maturities. A bond fund that invests in bonds issued by risky firms in a small foreign 
country has even more potential return and risk.

Selecting Among Mutual Funds
Your decision to purchase shares of a specific mutual fund should be made once you 
determine your investment objectives, evaluate your risk tolerance, and decide which 
fund characteristics you desire.

Interest Rate
Risk of Bond
Funds

Default Risk of Bond Funds

High

Moderate

Moderate

Low

Low

Long-Term
T-Bond Fund

Medium-Term
T-Bond Fund

Long-Term
Ginnie Mae
Fund

Medium-Term
Ginnie Mae
Fund

Long-Term
Corporate 
Bond Fund

Medium-Term
Corporate Bond 
Fund

Long-Term
High-Yield 
Bond Fund

Short-Term
T-Bond Fund

Short-Term
Ginnie Mae
Fund

Short-Term
Corporate 
Bond Fund

Short-Term
High-Yield 
Bond Fund

Medium-Term
High-Yield Bond 
Fund

High

EXHIBIT 17.4  Classifying Bond Mutual Funds According to Interest Rate Risk  
and Default Risk
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Determine whether you are interested in a stock mutual fund or a bond mutual fund. 
If you want your investment to have high potential for increasing in value over time, you 
should consider capital appreciation funds. If you want periodic income, you should 
consider bond funds. If you want some income but also some potential for an increase 
in value, you might consider a hybrid fund. Some types of funds are segmented accord-
ing to whether they focus their investment in stocks of large firms (large capitalization), 
medium-sized firms (mid-cap), or small firms (small-cap).

Reviewing a Mutual Fund’s Prospectus
For any mutual fund that you consider, you should obtain a prospectus, which is a 
document that provides financial information about the fund, including expenses and 
past performance. You may be able to download the prospectus from the mutual fund 
company’s Web site, or you can order it from the mutual fund company over the phone, 
by e-mail or online. The prospectus contains considerable information, as described in 
the following paragraphs.

Investment Objective The investment objective is a brief statement about the general 
goal of the fund.

Investment Strategy The investment strategy (also called investment policy) summa-
rizes the types of securities that are purchased by the mutual fund to achieve its objective. 
For example, a fund’s investment strategy may be to focus on large stocks, technology 
stocks, stocks that have a high level of growth, foreign stocks, Treasury bonds, corporate 
bonds, or other securities.

Past Performance The prospectus will include the return on the fund over 
recent periods (such as the last year, the last three years, and the last five years). The 
 performance is normally compared to a corresponding stock index (such as the S&P 500) 
or bond index, which is important because performance should be based on a comparison 
to general market movements. Although the past performance offers some insight into the 
ability of the fund’s managers to select stocks, it will not necessarily persist in the future.

prospectus
A document that provides 
financial information 
about a mutual fund, 
including expenses and 
past performance.

investment objective
In a prospectus, a 
brief statement about 
the-general goal of the 
mutual fund.

investment strategy
In a prospectus, a sum-
mary of the types of secu-
rities that are purchased 
by the mutual fund to 
achieve its objective.

Risk

Short-Term T-Bond Fund

Long-Term High-Yield Bond 
Fund Focused on One 
Foreign Country

Long-Term Global Bond Fund 

Long-Term High-Yield Bond Fund

Long-Term Ginnie Mae Fund

Long-Term T-Bond Fund

Intermediate-Term Corporate Bond Fund

Short-Term Corporate Bond Fund

Intermediate-Term Ginnie Mae Fund

Short-Term Ginnie Mae Fund

Intermediate-Term T-Bond Fund

Potential Return

EXHIBIT 17.5 Trade-Off Between Expected Return and Risk of Bond Mutual Funds
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Fees and Expenses The prospectus will provide a breakdown of the following fees 
and expenses:

• The maximum load imposed on purchases of the fund’s shares.

• The redemption fee or back-end load (if any) imposed when investors redeem 
their shares.

• Expenses incurred by the fund, including management fees resulting from moni-
toring the fund’s portfolio, distribution fees resulting from the fund’s advertising 
costs, and marketing costs that are paid to brokers who recommend the fund to 
investors. A fund can be classified as a no-load fund and yet still have substantial 
advertising and marketing fees.

The most important expense statistic mentioned in the prospectus is the expense ratio. 
Because it adjusts for the size of the fund, you can compare the efficiency of various mutual 
funds. The expense ratio may also be converted into the actual expenses that you would be 
charged if you had invested a specified amount in the fund (such as $1,000). The expense 
ratio may be as low as 0.1% for some funds and more than 4% for others. Expense ratios can 
change over time, so you should monitor them periodically when investing in a mutual fund.

Risk The prospectus of a stock fund typically states that the fund is subject to market risk 
or the possibility of a general decline in the stock market, which can cause a decline in the 
value of the mutual fund. In addition, the prices of individual stocks within the fund may 
experience substantial declines in response to firm-specific problems. Bond funds normally 
mention their exposure to interest rate risk and default risk. These risks are stated so that 
investors understand that there is some uncertainty surrounding the future performance 
of the mutual fund and that the value of the mutual fund can decline over time.

Distribution of Dividends and Capital Gains The prospectus explains how fre-
quently the mutual fund makes distributions to investors. Most funds distribute their 
dividends to their shareholders quarterly and distribute their capital gains once a year 
(usually in December). The prospectus also describes the means by which dividends and 
capital gains are distributed.

Minimum Investment and Minimum Balance The prospectus states the minimum 
investment that can be made in the fund. In addition, it may require that you maintain a 
minimum balance, as it is costly for a fund to maintain an account that has a very small 
balance.

How to Buy or Redeem Shares The prospectus explains how you can invest in 
the fund. If the mutual fund is part of a family of funds operated by a single investment 
company, the prospectus explains how you can call the investment company to transfer 
money from one fund to another within the family. The prospectus also explains how 
you can sell your shares back to the mutual fund.

Choosing the Type of Fund 
In choosing a particular type of fund, you will need to consider what type of investment you 
think is likely to do well over the next months or years. One consideration is what you expect 
economic conditions to be like in the future. Note that you need to be forward looking in 

Go to:
www.fidelity.com

To get:
Detailed information 
about many individual 
mutual funds that you 
specify, including 
past performance and 
expense ratio. You can 
also review Web sites of 
other investment com-
panies that sell mutual 
funds.

Financial Planning
ONLINE

FREE APPS  
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you to easily monitor all your mutual fund accounts.

To Find It:
Search for the “Personal Capital Money and Investing” app on your mobile device.
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purchasing funds with this strategy; you want to buy funds that will do well later, not neces-
sarily funds that performed well recently. The idea behind this strategy is to buy when the price 
is lower with the expectation that the price will rise if the economy behaves as you expect.

If you expect the economy to weaken and perhaps enter a recession, you might con-
sider funds that focus on consumer staples, such as food and beverage companies (people 
continue to eat cereal and drink sodas even during a recession); funds that emphasize 
pharmaceutical and other healthcare companies (people continue to need healthcare dur-
ing recessions); funds based on telecommunications companies (people continue to use 
their phones); or utilities (people continue to heat, cool, and light their homes). Once the 
economy weakens, it will be time to start thinking about the types of companies that will 
do well once the economy starts to recover. Remember that your goal is to try to purchase 
funds during the recession that focus on companies that will do well in the recovery. In the 
early stages of a recovery, consumer cyclicals such as entertainment companies, restau-
rants, and specialty coffeehouses often do well because people are feeling more confident 
and are willing to start spending a little more money. Financial companies often do well 
during this period as people begin to borrow again. Technology companies also tend to 
do very well during recoveries. When the full recovery is under way, industrial companies, 
heavy equipment companies, and homebuilding companies generally do well.

Other considerations in choosing funds might be based on political or even climatic 
changes. If a new law expands the number of people who have health insurance and there-
fore will be using more medical services, you might want to consider funds that emphasize 
healthcare and pharmaceutical companies. Changes in the tax laws may affect companies 
differently, so you might want to choose a fund that focuses on a sector that will benefit 
from the new law. If you anticipate a very bad hurricane season or other weather-related 
disasters, you might want to avoid funds that include a number of insurance companies.

Stephanie Spratt considers investing in a mutual fund or ETF that focuses on technology 
stocks. She also wants to avoid a load fee and to ensure that expenses charged by the 
mutual fund she selects are low. She creates a list of possible mutual funds that focus on 
technology stocks and require a minimum investment of $1,000. Using a prospectus for 
each fund that she downloaded online, she assesses the load fee, expense ratio, and past 
performance, as shown here:

Fund Load Status Expense Ratio Recent Annual Performance

#1 No-load 1.5% 8%

#2 No-load 0.2% 7%

#3 No-load 2.0% 8%

#4 3% load 1.7% 7%

Stephanie immediately eliminates #4 because of its load and high expense ratio. She then 
removes #1 and #3 from consideration because of their high expense ratios. If she invests in a 
mutual fund in the near future, she would select #2 (which is an ETF) because it has a relatively 
low expense ratio. She does not place much weight on past performance in her assessment.

Stephanie also wants to review bond mutual funds that contain AA-rated bonds. She is 
concerned about interest rate risk because she thinks that interest rates may rise. She 
creates a list of possible bond funds that allow a very small minimum investment and 
evaluates information from the prospectuses:

Fund Load Status Expense Ratio Typical Terms to Maturity

#1 4% load 1.0% Six to eight years
#2 No-load 0.9% Fifteen to twenty years
#3 No-load 0.8% Five to seven years
#4 No-load 1.2% Five to seven years

EXAMPLE
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Note, however, that these strategies are subject to error, because your predictions 
about the economy or politics or the climate may not be correct. For this reason, many 
investors simply try to maintain diversified investments so that they will benefit (or not 
lose too much) regardless of economic conditions.

Making the Decision
Once you have narrowed your list to a small number of possible mutual funds, you can 
create a table to compare the important characteristics. This process will help you select 
the mutual fund that will best satisfy your preferences.

Quotations of Mutual Funds
Price quotations for mutual funds can generally be found on financial Web sites, but often 
the easiest place to locate the quotation for a particular fund is to go to the Web site of 
the investment company that issued it, such as Vanguard or Fidelity. Financial newspapers 
such as The Wall Street Journal publish abbreviated price quotations for selected open-end 
mutual funds. The traditional format for mutual fund price quotations is shown in Exhibit 
17.6. When an investment company offers several different mutual funds, its name is printed 
in bold, and the funds are listed below. For example, Blazer Funds (shown in Exhibit 17.6) 
is the name of an investment company that manages a growth fund and an equity income 
fund. Each fund’s NAV is shown in the second column, the net change in the NAV is shown 
in the third column, and the return over the year to date (YTD) is shown in the fourth 
column. Blazer’s growth fund has a net asset value of $32.23 per share. The net change in 
the net asset value during the previous day was $0.15. The fund has generated a return of 
8.26% since the new calendar year, and a 22.51% return over the last three years.

Price quotations of closed-end funds are also available at financial Web sites, and 
selected quotations are published by financial newspapers such as The Wall Street Jour-
nal. An example is shown in Exhibit 17.7. Quotations of closed-end funds are listed 

+0.15 8.26% 22.51%Growth Fund 32.23 

Equity Income Fund 45.10 +0.22 9.78% 26.34%

YTD
Annual ReturnNAV Net Change 3-Year Return

Blazer Funds

EXHIBIT 17.6 Example of Mutual Fund Price Quotations
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Stephanie eliminates #1 because it has a load. She eliminates #2 because it focuses on 
bonds with long terms to maturity, and that type of bond mutual fund would perform 
poorly if interest rates rise. She removes #4 from consideration because it has a relatively 
high expense ratio in comparison with #3. If she invests in a bond fund in the near future, 
she would select #3 because it is a no-load fund, it has a low expense ratio, and its bonds 
have a relatively short term to maturity, which reduces the amount of interest rate risk. 
She also prefers bond fund #3 because it is in the same family of mutual funds as the 
stock mutual fund that she just selected. Thus, she will be able to easily transfer money 
between these two mutual funds.

NET CHGLASTDIV

Zumex Fund ZUX 2.24 29.41 +0.17

EXHIBIT 17.7 Example of Closed-End Fund Price Quotations
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on the exchanges where they are traded. The listing on financial Web sites will disclose 
the dividend of the fund, last-reported price, and the change in the price per share. The 
premium or discount of the closed-end fund (relative to the price) may not be reported 
there, but it can often be found through the Web site of the Closed-End Fund Association 
(https://www.cefa.com) or at the Web site of the company that manages the fund. Con-
sider the closed-end fund Zumex Fund, which invests in various stocks. It paid an annual 
dividend of $2.24 per share. Its last price (at the time its shares were last traded) on the 
previous day was $29.41 per share. This reflects a gain of $.17 per share over the day.

In any particular period, some types of mutual funds perform better than others. 
For example, in some years large stocks perform well, and small stocks perform poorly. 
In other years, smaller stocks perform better than large stocks. When investors want to 
assess the performance of a mutual fund, they compare the return on that mutual fund to 
the average return for that same type of mutual fund. In this way, investors can determine 
whether their mutual fund was managed effectively. Financial newspapers and financial 
Web sites commonly provide information about the performance of mutual funds over a 
recent period, such as the last quarter. The average return can vary substantially among 
types of mutual funds. In some periods, mutual funds that specialize in a particular type of 
stock (such as technology stocks or small stocks) perform much better than other mutual 
funds, primarily because the types of stocks in which they invest performed well. For this 
reason, many investors commonly switch from one type of mutual fund to another over 
time, hoping to properly guess the type of stocks that will perform relatively well in any 
particular period. However, the types of stocks that performed well in the most recent 
quarter will not necessarily perform well in the next quarter.

There are various information sources that indicate the mean performance level 
among mutual funds. For example, Lipper indexes indicate the mean return for various 
types of mutual funds. These indexes are periodically reported in The Wall Street Journal 
and are available on Lipper’s Web site. Investors review the Lipper indexes to compare 
the performance of different types of mutual funds over time.

Diversification Among Mutual Funds
If you plan to invest in more than one mutual fund, you may want to consider diversify-
ing across several types of mutual funds to achieve a lower level of risk. When a stock 
mutual fund that contains large stocks is performing poorly, another stock mutual fund 
that contains small stocks may be performing well. Diversification benefits can be limited, 
though, because when the stock market declines, the values of most stock mutual funds 
decline as well. Therefore, diversifying among stock mutual funds that invest in U.S. 
stocks has only limited effectiveness in reducing risk.

Diversification across bond mutual funds may result in less risk than investing in a 
bond fund that focuses only on long-term bonds. Virtually all bond funds are adversely 
affected by an increase in interest rates, however, so diversification among bond funds is 
not an effective means of reducing exposure to interest rate risk.

A more effective diversification strategy is to diversify across stock and bond mutual 
funds. The returns of stock mutual funds and bond mutual funds are not highly cor-
related, so diversifying among stock and bond funds can be effective. When U.S. stock 
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market conditions are poor, stock funds focused on U.S. stocks will perform poorly, but 
the bond funds may still perform well. If U.S. interest rates rise, the bond funds may 
perform poorly, but the stock funds may still perform well. Another possibility might be 
to invest in a hybrid fund that combines stocks and bonds in its portfolio.

Impact of the Financial Crisis on Diversification Benefits
During the financial crisis in 2008–2009, diversification among different types of mutual 
funds had limited effectiveness. Financial stocks and housing stocks performed very 
poorly, so diversification into mutual funds that contained other stocks beyond financial 
and housing stocks reduced the adverse effects of the crisis. However, as the crisis intensi-
fied, the entire economy was affected. Most stock mutual funds performed poorly because 
virtually all types of stocks performed poorly.

Mutual funds that contained Treasury bonds continued to perform well during the 
financial crisis because Treasury bonds are not subject to default risk. However, bond 
mutual funds containing bonds that could default performed poorly. The values of these 
bonds plummeted as investors recognized that these bonds might default due to such 
weak economic conditions.

International Diversification of Mutual Funds
You may be able to reduce your overall risk further by diversifying among mutual 
funds that represent different countries. International stock funds tend to be suscep-
tible to the market conditions of the countries (or regions) where the stocks are based 
and to the exchange rate movements of the currencies denominating those stocks 
against the dollar. Thus, the returns of international stock funds are less susceptible 
to U.S. stock market conditions. International bonds are primarily influenced by the 
interest rates of their respective countries, so they are also less susceptible to U.S. 
interest rate movements.

Consider a strategy of investing in the portfolio of mutual funds listed in the first col-
umn of Exhibit 17.8. The primary factor that affects each mutual fund’s return is shown 
in the second column. Notice that each fund is primarily affected by a different factor, so 
one adverse condition (such as a weak U.S. market) will have only a limited adverse effect 
on your overall portfolio of mutual funds. Any adverse conditions in a single country 
should affect only a mutual fund focused on that country.

Diversification Through Mutual Fund Supermarkets
A mutual fund supermarket enables investors to diversify among various mutual 
funds (from different mutual fund families) and receive summary statement informa-
tion for these funds on a consolidated basis. Charles Schwab created the first mutual 
fund supermarket.

ECONOMIC 
IMPACT

mutual fund supermarket
An arrangement offered 
by some brokerage firms 
that enables investors to 
diversify among various 
mutual funds (from differ-
ent mutual fund families) 
and to receive a summary 
statement for these funds 
on a consolidated basis.

Your Return from Investing in: Is Primarily Affected by:

U.S. growth stock fund U.S. stock market

U.S. corporate bond fund U.S. interest rates

European stock fund European stock markets and the value of the euro

Latin American stock fund Latin American stock markets and the values of Latin American currencies

Australian bond fund Australian interest rates and the value of the Australian dollar

Canadian bond fund Canadian interest rates and the value of the Canadian dollar

EXHIBIT 17.8 Variation in the Primary Factor That Affects the Return on Mutual Funds
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You can also achieve consolidated summary statements of all of your mutual funds 
by selecting all of your funds from a single family. To the extent that you select funds 
from a fund family that has low expenses and wide offerings (such as Vanguard), you 
can probably invest in all the types of mutual funds you desire and reduce the expenses 
that you are indirectly charged.

Other Types of Funds
In addition to mutual funds and closed-end funds, there are other types of funds that pool 
money of investors and invest it for them. Hedge funds sell shares to wealthy individuals 
and financial institutions and use the proceeds to invest in securities. They require a much 
larger initial investment (such as $1 million) than mutual funds. Although many hedge 
funds have performed well, they typically charge high management fees and are exposed 
to much risk. They have been subject to minimal regulation, which has allowed some 
hedge funds to engage in fraudulent activity.

Madoff Fund Scandal Bernard Madoff managed a hedge fund that invested money 
for many institutions, charities, and wealthy individuals. This fund consistently reported 
very favorable returns for its investors for many years. However, in 2008, Madoff admit-
ted that his financial reporting was a big lie, and it turned out that the actual return on 
his fund was much worse than he had reported. Consequently, many investors (including 
charities) who invested money in his fund lost most of the money that they invested. As 
a result of this scandal, hedge funds have been subjected to more regulatory oversight by 
the Securities and Exchange Commission.

In retrospect, some of the investors who had invested in Madoff’s fund should have 
been suspicious that this fund was continually achieving superior performance, even 
when many other types of investment funds were struggling. The high performance was 
simply achieved by fraudulent reporting. Perhaps investors were easily convinced that 
the reporting was accurate because they were receiving the news that they wanted to 
receive. That is, investors wanted to believe that the reports were true because they were 
benefitting from the news.

How Mutual Funds Fit Within Your Financial Plan
The following are the key decisions about mutual funds that should be included within 
your financial plan:

• Should you consider investing in mutual funds?

• What types of mutual funds should you invest in?

Exhibit 17.9 provides an example of how mutual fund decisions apply to Stephanie’s 
financial plan.

hedge funds
Limited partnerships that 
manage portfolios of funds 
for wealthy individuals 
and financial institutions.

PSYCHOLOGY
of Personal 

Finance
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GOALS FOR INVESTING IN MUTUAL FUNDS

Determine if and how I could benefit from investing in mutual funds.
2.

ANALYSIS

Characteristics of Mutual Funds Opinion

I can invest small amounts over time. Necessary for me
Each fund focuses on a specific type of investment
(growth stocks versus dividend-paying stocks, etc.). Desirable
Mutual fund managers decide how the money should
be invested. Desirable
Investment is well diversified. Desirable
I can withdraw money if I need to. Necessary for me

Type of Stock Mutual Fund Opinion

Growth Some potential for an increase in value.
Capital appreciation Much potential for an increase in value, but may have high risk.
Equity income Provides dividend income, but my objective is appreciation in value.
Balanced growth and income Not as much potential for an increase in value as some other types of

funds.
Sector May consider in some periods if I believe one sector will perform well.
Technology Much potential for an increase in value, but may have high risk.
Index U.S. index funds should have less risk than many other types of funds.
International Too risky for me at this time.

Type of Bond Mutual Fund Opinion

Treasury Low risk, low return.
Ginnie Mae Low risk, low return.
Corporate bond (AA-rated bonds) Moderate risk, moderate return.
High-yield bond Higher risk, higher potential return.
Municipal bond O�ers tax advantages, but my tax rate is still relatively low.
Index bond Low risk, low return.
International bond Higher risk, higher potential return.

DECISIONS

Decision on Whether to Invest in Mutual Funds:

Decision on Which Mutual Funds to Consider:

At this time, I would prefer stock mutual funds that o�er greater potential for capital appreciation. In 
particular, I believe that technology stocks should perform well because the prices of many technology
stocks have declined lately and may be bargains. However, I am not confident about selecting any particular 
technology stocks myself and prefer to rely on a stock mutual fund manager who specializes in these stocks.

I prefer the AA-rated bond funds to the other bond mutual funds at this time because they o�er adequate
returns, and I think the risk is minimal right now. My financial situation and my preferences may change, so I
may switch to other types of mutual funds. I will always select a specific mutual fund that not only achieves
my investment objective, but also is a no-load fund and has a relatively low expense ratio.

Mutual funds would allow me to invest small amounts of money at a time, and I could rely on the fund 
managers to make the investment decisions. I will likely invest most of my excess money in mutual 
funds.

1.
If I decide to invest in mutual funds, determine what types of mutual funds to invest in.

EXHIBIT 17.9 How Mutual Funds Fit Within Stephanie Spratt’s Financial Plan
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DISCUSSION QUESTIONS

 1. How would Stephanie’s mutual fund investing decisions be different if she were a 
single mother of two children?

 2. How would Stephanie’s mutual fund investing decisions be affected if she were 
35 years old? If she were 50 years old?

Background on Mutual Funds. Mutual funds 
can be broadly distinguished according to the 
securities (stocks or bonds) in which they invest. 
They allow you to invest in a broadly diversified 
portfolio with a small initial investment, and inves-
tors can rely on managers to manage the fund.

Types of Mutual Funds. The common types of 
stock mutual funds include growth funds, capital 
appreciation funds, income funds, sector funds, 
and index funds. The income funds typically have 
a lower expected return than the other funds and a 
lower level of risk. The capital appreciation funds 
tend to have a higher potential return than the 
other funds and a higher level of risk.

The common types of bond mutual funds are 
Treasury bond funds, Ginnie Mae funds, corpo-
rate bond funds, high-yield bond funds, municipal 
bond funds, index bond funds, and international 
bond funds. Treasury bond funds with short 
maturities have low potential return and low 
risk. High-yield bond funds have higher potential 
return and high risk (because some of their bonds 
may default). Any bond funds that invest in long-
term bonds are subject to a high level of interest 
rate risk.

Exchange-Traded Funds. Exchange-traded 
funds are designed to track a particular stock 
index or market, a set of bonds, a commodity, 
or a basket of assets. They are traded on a stock 
exchange, and their share price changes through-
out the day. They have become very popular 
because their expense ratios are generally less 
than those of mutual funds, and they are more tax 
efficient.

Return-Risk Trade-Off in Mutual Funds. 
Mutual funds provide returns to investors in the 
form of dividend distributions and capital gain 
distributions. Some mutual funds have the poten-
tial to achieve a high return because they invest 
in stocks with greater growth potential. However, 
these funds also could experience large losses 
because the stocks in which they invest commonly 
experience losses when economic conditions 

are weak. Other mutual funds that invest in safer 
stocks tend to have less potential for very high 
returns, but also less potential for large losses.

Choosing Among Mutual Funds. When choos-
ing among stock mutual funds, you should select 
a fund with a required initial investment that you 
can afford, an investment objective that satisfies 
your needs, and a relatively low expense ratio. 
The prospectus of each fund provides information 
on these characteristics. When choosing among 
bond mutual funds, you should select a fund with 
a required initial investment that you can afford, 
an investment objective that satisfies your needs, 
and a relatively low expense ratio.

Mutual Fund Quotations. Mutual fund quota-
tions are provided by many financial Web sites, 
and some can be found in The Wall Street Journal 
and other business periodicals. These quotations 
can be used to review the prevailing prices, net 
asset values (NAVs), expense ratios, and other 
characteristics. The quotations can also be used to 
assess recent performance.

Diversification Among Mutual Funds. When 
diversifying among mutual funds, recognize that 
most stock funds are affected by general stock 
market conditions, whereas most bond funds are 
affected by bond market (interest rate) conditions. 
You can achieve more effective diversification by 
investing across stock and bond mutual funds. 
You may also consider including international 
stock and bond funds to achieve a greater degree 
of diversification.

How Investing in Mutual Funds Fits Within 
Your Financial Plan. Mutual funds allow you 
to diversify your investments, even if you have 
only a small amount of money to invest. Thus, 
they enable you to make investments that offer 
the potential for high return, while also allow-
ing for diversification to limit your risk. To the 
extent that mutual funds can help you accumu-
late wealth to satisfy future spending or retire-
ment goals, they can help you achieve your 
financial plan.

SUMMARY
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REVIEW QUESTIONS

All Review Questions are available in MyLab Finance at www.pearson.com/mylab/finance.

1. Categories of Mutual Funds. What are mutual 
funds? What two broad categories of mutual funds 
exist and how are they different? Do investors 
select the securities the mutual fund invests in?

2. Investing in Mutual Funds. List three reasons for 
investing in mutual funds.

3. NAV. What is a mutual fund’s net asset value 
(NAV)? How is the NAV calculated and reported?

4. Open-End Funds. What is an open-end mutual 
fund? What types of companies usually manage 
open-end funds? Describe how these funds work 
on a day-to-day basis.

5. Closed-End Funds. What is a closed-end fund? 
Describe how closed-end funds function.

6. Discount or Premium. What does it mean for a 
closed-end fund to trade at a discount? What does it 
mean for a closed-end fund to trade at a premium?

7. Load versus No-Load Funds. What is the differ-
ence between no-load and load mutual funds? 
How do loads affect a fund’s return? Why do some 
investors purchase load funds? How does an 
investor purchase a no-load fund?

8. Mutual Fund Expenses. What kinds of expenses 
do mutual funds incur? How are expense ratios 
calculated? Why should investors pay attention to 
expense ratios?

9. Types of Stock Mutual Funds. List and briefly 
describe the different types of stock mutual funds.

10. Index Funds. Why do investors invest in index 
funds? Discuss the popularity of index fund invest-
ment as it relates to expenses. What tax advan-
tage do index funds offer relative to other types of 
mutual funds?

11. Types of Bond Mutual Funds. List and briefly 
describe the types of bond mutual funds.

12. Bond Fund Expenses. Why are some U.S. inves-
tors attracted to international and global bond 
funds? What risk is associated with these funds 
that investors are not subject to when investing 
strictly in U.S. bond funds? Discuss the expenses 
associated with international and global bond 
funds relative to domestic bond funds.

13. ETFs. What is an ETF? How do ETFs differ from 
open-end stock funds?

14. Types of ETFs. List and briefly describe the differ-
ent types of ETFs.

15. ETF Advantages and Disadvantages. List the 
advantages and disadvantages of ETFs.

16. How Mutual Funds Generate Returns. Describe 
the three ways a mutual fund can generate returns 
for investors.

17. Stock Mutual Fund Performance. Is a stock mutual 
fund’s past performance necessarily an indicator 
of future performance? What type of risk affects all 
stock mutual funds? Describe the trade-off between 
the expected return and risk of stock funds.

18. Bond Mutual Fund Risk. Discuss return and risk 
as they relate to bond mutual funds. What type of 
risk are all bond funds subject to? What other risk 
is associated with some bond funds? Describe the 
trade-off between risk and the expected return of 
bond mutual funds.

19. Investing in Mutual Funds. What should inves-
tors consider when deciding whether to purchase 
shares of a mutual fund? What characteristics of a 
mutual fund should be considered? Briefly discuss 
each characteristic.

20. Mutual Fund Prospectus. What is a prospectus? 
How does an investor obtain one? What informa-
tion does a prospectus provide?

21. Choosing a Mutual Fund. What are some factors 
to consider prior to choosing a mutual fund?

22. Closed-End Fund Quotations. Where can an inves-
tor find price quotations for closed-end and open-
end funds? What information will be provided in a 
quotation for open-end funds? What information 
will be provided in a quotation for closed-end 
funds?

23. Lipper Indexes. Explain how Lipper indexes are 
used.

24. Diversification. Discuss diversification among 
mutual funds. Describe some strategies that make 
diversification more effective. What is a mutual 
fund supermarket?

25. Fund Family. What is a fund family? What are the 
benefits of using a fund family?

26. Socially Responsible Stock Funds. What are 
socially responsible stock funds? What types of 
stocks would this type of fund typically avoid 
owning?

27. Hybrid Fund. What is a hybrid fund? What are 
some of the advantages of hybrid funds?
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28. Lifecycle Fund. What is a lifecycle fund? What are 
the advantages of this type of mutual fund?

29. Junk Bond Fund. What is a junk bond fund? What 
type of investor might be attracted to junk bond 
funds?

30. International Bond Funds. What are international 
bond funds? What specific type of risk do these 
funds have that domestic bond funds do not have?

31. Mutual Funds and Your Financial Plan. What 
factors do you need to consider when deciding 
whether to add mutual fund investing to your 
financial plan?

32. Hedge Funds. What is a hedge fund? What type of 
individual invests in a hedge fund?

FINANCIAL PLANNING PROBLEMS

All Financial Planning Problems are available in MyLab Finance at www.pearson.com/mylab/finance.

1. Amount of Shares Purchased. Hope invested 
$9,000 in a mutual fund when the price per share 
was $30. The fund has a load fee of $300. How 
many shares did she purchase?

2. Amount of Shares Purchased. If Hope (from prob-
lem 1) had invested the same amount of money in 
a no-load fund with the same price per share, how 
many shares could she have purchased?

3. Expense Ratio. Mark owns a mutual fund with an 
NAV of $45.00 per share and expenses of $1.45 per 
share. What is the expense ratio for Mark’s mutual 
fund?

4. Estimating Returns. Hope (from problem 1) later 
sells her shares in the mutual fund for $37 per 
share. What would her return be in problems 
1 and 2?

5. Estimating Returns. Hunter invested $7,000 in 
shares of a load mutual fund. The load of the 
fund is 7%. When Hunter purchased the shares, 
the NAV per share was $70. A year later, Hunter 
sold the shares at an NAV of $68 per share. What 
is Hunter’s return from selling his shares in the 
mutual fund?

6. Tax Consequences. Rena purchased 200 shares of 
a no-load stock mutual fund. During the year she 
received $3 per share in dividend distributions, 
$200 in long-term capital gain distributions, and 
capital gains of $1,100 when she sold the stock 
after owning it eight months. What are the tax 
consequences of Rena’s ownership of this stock 
fund? Rena is in a 22% marginal tax bracket.

7. Tax Consequences. Ronnie owns 600 shares of a 
stock mutual fund. This year he received dividend 
distributions of sixty stock mutual fund shares 
($40 per share) and long-term capital gain distribu-
tions of forty-five stock mutual fund shares (also 
$40 per share). What are the tax consequences of 
Ronnie’s stock mutual fund ownership if he is in a 
22% marginal tax bracket?

8. Ethical Dilemma. In the past, some mutual funds 
often engaged in a practice called “after-hours trad-
ing” that allowed some of their larger sharehold-
ers to reap profits or avoid losses in a manner not 
available to all investors. To understand how this 
practice works, one must remember that mutual 
fund prices (NAVs) are based on the underlying 
prices of the securities in which they are invested. 
Mutual fund prices are established each day at 
4 p.m. Eastern Time, when the market closes. For 
this reason, mutual fund orders to buy or sell must 
be placed by investors prior to 4 p.m. The after-
hours trading practice allowed certain large inves-
tors the opportunity to place and execute mutual 
fund trades after 4 p.m. Thus, if a news release 
occurred at 5 p.m. that would have a detrimental 
effect on the stock of a company held by a mutual 
fund, a large investor could sell the mutual fund 
shares based on a price prior to the announcement 
and therefore avoid a potential loss.

a. Discuss the ethics of this practice.

b. If you knew about this practice, would it have 
stopped you from investing in mutual funds? 
Discuss.
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460 Chapter 17  Investing in Mutual Funds

FINANCIAL PLANNING ONLINE EXERCISES

1. Go to the mutual funds section of www.fidelity.com.

a. Select one of the mutual funds offered by Fidelity in which you have an interest 
and summarize the description provided by Fidelity. Do you think this type of 
mutual fund has potential for a high return? Why? Do you think this mutual fund 
is risky? Why?

b. What is the expense ratio of this mutual fund?

2. Go to www.lipperleaders.com. Briefly describe the type of information that is 
provided.

3. Go to https://investor.vanguard.com. Review the website and describe the types of 
information provided about mutual funds.

PSYCHOLOGY OF PERSONAL FINANCE: Investing in Mutual Funds

1. Investors are naturally attracted to mutual funds 
and hedge funds that perform well. However, they 
should be suspicious when a fund reports that it 
is continually achieving superior performance, 
even when many other types of investment funds 
are struggling. The high performance may be due 
to fraudulent reporting. Investors want to believe 
that the reports are true even when they should 
be suspicious. Describe your behavior when 

investing. Are you suspicious when a fund sug-
gests that its performance is always better than 
that of other funds?

2. Read one practical article about how psychology 
affects decisions when investing in mutual funds. 
You can easily retrieve possible articles by doing 
an online search using the terms “psychology” 
and “investing in mutual funds.” Summarize the 
main points of the article.

WEB SEARCH EXERCISE

You can develop your personal finance skills by conducting an Internet search for related 
articles. Find a recent online article about personal finance that reinforces one or more 
concepts covered in this chapter. If your class has an online component, your professor 
may ask you to post your summary of the article there and provide a link to the article 
so that other students can access it. If your class is live, your professor may ask you to 
summarize your application of the article in class. Your professor may assign specific 
students to complete this assignment or may allow any student to do the assignment on 
a volunteer basis.

For recent online articles related to this chapter, consider using the following search 
terms (be sure to include the current year as a search term to ensure that the online 
articles are recent):

• Open-end mutual funds

• Closed-end mutual funds

• Load mutual funds

• Selecting a stock mutual fund

• Selecting a bond mutual fund

• Risks of mutual funds

M17_MADU9969_07_SE_C17.indd   460 28/11/2018   15:33

http://https//investor.vanguard.com
http://www.lipperleaders.com/
http://www.fidelity.com/


 Video Exercise: Investing in Mutual Funds 461

VIDEO EXERCISE: Investing in Mutual Funds

Go to one of the Web sites that contain video clips (such as www.youtube.com), and 
review some video clips about investing in mutual funds. You can use search phrases 
such as “tips on investing in mutual funds.” Select one video clip on this topic that you 
would recommend for the other students in your class.

1. Provide the Web link for the video clip.

2. What do you think is the main point of this video clip?

3. How might you change your process of investing in mutual funds after watching this 
video clip?
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1. SELECTING A SECTOR MUTUAL FUND IN WHICH YOU WISH TO INVEST

 a. Sector mutual funds invest in stocks in a particular sector or industry, such as financial,  
technology, energy, healthcare, industrials, utilities, or real estate. Select one type of sector  
mutual fund in which you would like to invest in if you had money to invest today. Identify that 
sector here:  . 

  Why do you believe that sector will perform well in the stock market? 

 b. Search on your Web browser for the type of sector mutual fund that you selected and you will see 
various investment companies (such as Fidelity and Vanguard) that manage the particular type of 
sector mutual fund that you selected.

  For the sector that you chose, identify one specific sector mutual fund that you would like to 
purchase. 

 c. What is the present price of the specific mutual fund in which you wish to invest? 

 d. What is the expense ratio of the specific mutual fund in which you wish to invest? 

MyLab Finance

The financial planning spreadsheets available at www.pearson.com/mylab/finance will 
automatically perform computations, charts, and graphs based on your input.

BUILDING YOUR OWN FINANCIAL PLAN: Chapter 17
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1. Why might mutual funds be more appropriate investments for the Sampsons than individual 
stocks or bonds?

2. Should the Sampsons invest their savings in mutual funds? Why or why not?

3. What types of mutual funds should the Sampsons consider, given their investment objective?

Over the last month, the Sampsons have been struggling with how to invest their sav-
ings to support their children’s college education. They previously considered stocks and 
bonds and are now seriously considering investing their money in mutual funds. They 
are looking to you for advice on which type of funds would be appropriate and whether 
they should invest their savings in one mutual fund or in several.

MyLab FinanceTHE SAMPSONS—A Continuing Case: Chapter 17
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MyLab Finance helps you master the topics in this chapter and study more 
 efficiently. Visit www.pearson.com/mylab/finance for more details.

Asset Allocation 18
chapter 

There is an old saying that is 

good advice for investors: 

“Do not put all of your eggs 

in one basket.” Consider the case of 

Nicki and Jack Saizon. The Saizons 

worked for the same company in 

the telecommunications field. From 

that vantage point, they had seen the 

tremendous rise in telecom stocks 

in past years. They invested all their 

savings, which up to that time had 

been invested conservatively in a 

certificate of deposit, into a telecommunications mutual fund. Hoping that this would be the 

way to quick wealth, they ignored the advice that they had read regarding diversification of an 

investment portfolio. The Saizons reasoned that diversification would limit their potential gain. 

Also, they expected some diversification benefits within the mutual fund they selected.

Within two years, their fund was worth half of their original investment. Nicki and Jack began 

to appreciate that the benefit of diversification—lower portfolio risk—far outweighed the 

potential gain they might have made by concentrating their investment in one sector.

Asset allocation is an important strategy for investors. In prior chapters you learned about 

building your wealth by investing in stocks, bonds, and mutual funds. Now that you are famil-

iar with each of these types of investments, you can determine how to distribute your money 

among the various types of financial assets. The primary goal of asset allocation is reducing 

your risk while still achieving an acceptable return on your investment.

AUKARAWATCYBER/Shutterstock
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466 Chapter 18  Asset Allocation

The objectives of this chapter are to:

• Explain how diversification among assets can reduce risk

• Describe strategies that can be used to diversify among stocks

• Explain asset allocation strategies

• Identify factors that affect your asset allocation decisions

• Explain how asset allocation fits within your financial plan

How Diversification Reduces Risk
If you knew which investment would provide the highest return for a specific investment 
period, investment decisions would be easy. You would invest all your money in that par-
ticular investment. In the real world, there is a trade-off between risk and return when invest-
ing. Although the return on some investments (such as a Treasury security or a bank CD) is 
known for a specific investment period, these investments offer a relatively low rate of return. 
Many investments, such as stocks, some types of bonds, and real estate, offer the prospect of 
high rates of return, but their future return is uncertain. They could offer a return of 20% or 
more this year, but they could also experience a loss of 20% or even worse.

Benefits of Portfolio Diversification
Because the returns from many types of investments are uncertain, it is wise to allocate 
your money across various types of investments so that you are not completely dependent 
on any one type. Asset allocation is the process of allocating money across financial assets 
(such as stocks, bonds, and mutual funds). The objective of asset allocation is to achieve 
your desired return on investments while maintaining your risk at a tolerable level.

Building a Portfolio You can reduce your risk by investing in a portfolio, which is a 
set of multiple investments in different assets. For example, your portfolio may consist 
of various stocks, bonds, and real estate investments. By constructing a portfolio, you 
diversify across several investments rather than focus on a single investment. Investors 
who have all their funds invested in stock or bonds of a firm that goes bankrupt typically 
lose their entire investment. Given the difficulty in anticipating when a particular invest-
ment might experience a major decline in its value, you can at least reduce your exposure 
to any one stock or bond by spreading your investments across several firms’ stocks and 
bonds. A portfolio can reduce risk when its investments do not move in perfect tandem. 
Even if one investment experiences very poor performance, the other investments may 
perform well and can offset the adverse effects.

Determining Portfolio Benefits
To determine a portfolio’s diversification benefits, you compare the return on its invest-
ments to the overall portfolio.

asset allocation
The process of allocating 
money across financial 
assets (such as stocks, 
bonds, and mutual funds) 
with the objective of 
achieving a desired return 
while maintaining risk at a 
tolerable level.

portfolio
A set of multiple invest-
ments in different assets.

You are considering investing in a portfolio consisting of investments A and B. Exhibit 18.1 
illustrates the portfolio diversification effect of using these two stocks. The exhibit shows 
the return per year for investments A and B, as well as for a portfolio with 50% of the invest-
ment allocated to A and 50% to B. The portfolio return in each year is simply the average 
return of A and B. Notice how the portfolio’s range of returns is less than the range of returns 
of either stock. Also, notice that the portfolio’s returns are less volatile over time than the 
returns of the individual stocks. Because the portfolio return is an average of A and B, it 
has a smoother trend than either individual investment. The smoother trend demonstrates 
that investing in the portfolio is less risky than investing in either individual investment. You 
decide to create a diversified portfolio of both investments to reduce your risk.

EXAMPLE

M18_MADU9969_07_SE_C18.indd   466 28/11/2018   18:13



 How Diversification Reduces Risk 467

As the previous example illustrates, the main benefit of diversification is that it 
reduces the exposure of your investments to the adverse effects of any individual invest-
ment. In Exhibit 18.1, notice that when investment A experienced a return of -20% in 
year 2, the portfolio return was -5%. The adverse effects on the portfolio were limited 
because B’s return was 10% during that year. Investment A’s poor performance still 
affected the portfolio’s performance, but less than if it had been the only investment. 
When B experienced a weak return (such as -15% in year 5), its poor performance was 
partially offset because A’s performance was 5% in that year.

Factors That Influence Diversification Benefits
A portfolio’s risk is often measured by its degree of volatility because the more volatile the 
returns, the more uncertain the future return on the portfolio. Some portfolios are more 
effective at reducing risk than others. By recognizing the factors that reduce a portfolio’s 
risk, you can ensure that your portfolio exhibits these characteristics. The volatility of a 
portfolio’s returns is influenced by the volatility of returns on each individual investment 
within the portfolio and by how similar the returns are among investments.

Volatility of Each Individual Investment As Exhibit 18.2 illustrates, the more 
volatile the returns of individual investments in a portfolio, the more volatile the port-
folio’s returns are over time (holding other factors constant). The left graph shows the 
returns of investment A (as in Exhibit 18.1), C, and an equal-weighted portfolio of A 
and C. The right graph shows the individual returns of investments A and D along with 
the return of an equal-weighted portfolio of A and D. Comparing the returns of C on the 
left with the returns of D on the right, it is clear that C is much more volatile. For this 
reason, the portfolio of A and C (on the left) is more volatile than the portfolio of A and 
D (on the right).

Impact of Correlations Among Investments The more similar the returns of 
individual investments in a portfolio, the more volatile the portfolio’s returns are over 
time. This point is illustrated in Exhibit 18.3. The left graph shows the returns of A, E, 
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EXHIBIT 18.1 Example of Portfolio Diversification Effects
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468 Chapter 18  Asset Allocation

and an equal-weighted portfolio of the two investments. Notice that the investments 
have very similar return patterns. When investment A performs well, so does E; when A 
performs poorly, so does E. Consequently, the equal-weighted portfolio of A and E has a 
return pattern that is almost identical to that of either A or E. Thus, this portfolio exhibits 
limited diversification benefits.

The middle graph in Exhibit 18.3 shows the returns of A, F, and an equal-weighted 
portfolio of the two investments. Notice that the return patterns of the investments are 
opposite to one another. When A performs well, F performs relatively poorly. When A 
performs poorly, F performs well. The returns of A and F are therefore negatively cor-
related. As a result, the equal-weighted portfolio of A and F has a very stable return pat-
tern because the returns of the stocks moved in opposite directions. Due to the negative 
correlation of returns, this portfolio offers substantial diversification benefits.

The right graph in Exhibit 18.3 shows the returns of A, G, and an equal-weighted 
portfolio of the two investments. Notice that the return patterns of the two stocks are 
independent of each other. That is, A’s performance is not related to G’s performance. The 
return pattern of the equal-weighted portfolio of A and G is more volatile than the returns 
of the portfolio of A and F (middle graph), but less volatile than the returns of the port-
folio of A and E (left graph). Thus, the portfolio of investments A and G exhibits more 
diversification benefits than a portfolio of two investments that are positively related, 
but fewer diversification benefits than a portfolio of negatively correlated investments.

This discussion suggests that when you compile a portfolio, you should avoid includ-
ing investments that exhibit a high positive correlation. Although finding investments 
that are as negatively correlated as A and F may be difficult, you should at least consider 
investments whose values are not influenced by the same conditions. In reality, many 
investments are similarly influenced by economic conditions. If economic conditions dete-
riorate, most investments perform poorly. Nevertheless, some are influenced to a higher 
degree than others.
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EXHIBIT 18.2 Impact of an Investment’s Volatility on Portfolio Diversification Effects

Go to:
https://finance.yahoo 
.com and insert a stock 
symbol.

To get:
A chart showing the 
trend of the stock price. 
Notice that you can cus-
tomize the chart to focus 
on different periods.

Financial Planning
ONLINE
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Strategies for Diversifying
There are many different strategies for diversifying among investments. Some of the more 
popular strategies related to stocks are described here.

Diversification of Stocks Across Industries
When you diversify your investments among stocks in different industries, you reduce 
your exposure to one particular industry. For example, you may invest in the stock of a 
firm in the automobile industry, the stock of a firm in the retail food industry, the stock 
of a firm in the health care industry, and so on. When economic conditions decline, people 
may avoid buying new cars, so your automobile stock may perform poorly; however, 
people still need food and health care, so your food and health care stocks may perform 
relatively better. Thus, a portfolio of stocks diversified across industries is less risky than 
a portfolio of stocks that are all based in the same industry.

When adding more stocks to the portfolio, the diversification benefits are even greater 
because the proportional investment in any stock is smaller. Thus, the portfolio is less 
exposed to poor performance of any single stock. To illustrate how diversification ben-
efits would be even stronger for a more diversified portfolio, consider the returns from 

EXHIBIT 18.3 Impact of Correlations on Portfolio Diversification Effects

FREE APPS  
for Personal 

Finance

Monitoring Your Asset Allocation
Application:
The Betterment—Smarter Investing app (by Betterment) allows you to monitor your 
investment accounts and assess the performance of your investments.

To Find It:
Search for the “Betterment” app on your mobile device.
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investing in 500 large U.S. stocks (the S&P 500 index), which is shown on many financial 
Web sites. This trend would be more stable than the trend of returns in a portfolio of 
small stocks. In general, a very diversified portfolio can reduce the potential for very large 
losses, but it can also reduce the potential for very large gains.

Limitations of Industry Diversification Although diversification among stocks in 
different industries is more effective than diversification within an industry, the portfolio 
can still be highly susceptible to general economic conditions. Stocks exhibit market risk, 
or susceptibility to poor performance because of weak stock market conditions. A stock 
portfolio composed of stocks of U.S. firms based in different industries may perform 
poorly when economic conditions in the United States are weak. Indeed, during the weak 
economic conditions in the 2008–2009 period, there were some months in which the 
returns of stocks in most industries experienced significant losses, so investors who diver-
sified across industries still experienced significant losses. Thus, diversification will not 
necessarily prevent losses when economic conditions are poor, but it can limit the losses.

Diversification of Stocks Across Countries 
Because economic conditions (and therefore stock market conditions) vary among coun-
tries, you may be more able to reduce your risk by diversifying your stock investments 
across countries. For example, you may wish to invest in a variety of U.S. stocks across 
different industries, European stocks, Asian stocks, and Latin American stocks. Many 
investment advisers recommend that you invest about 80% of your money in U.S. stocks 
and allocate 20% to foreign countries.

Diversifying among stocks based in some countries outside the United States makes you 
less vulnerable to conditions in the United States. Economic conditions in countries can be 
interrelated, however. In some periods, all countries may simultaneously experience weak 
economic conditions, causing stocks in all countries to perform poorly at the same time. 
When investing in stocks outside the United States, recognize that they are typically even 
more volatile than U.S.-based stocks, as they are subject to more volatile economic conditions. 
Therefore, you should diversify among stocks within each foreign country rather than rely 
on a single stock in any foreign country. It is also important to keep in mind that the returns 
in stock markets of small developing countries may be very volatile, so an international 
portfolio may be less risky if it is focused on developed countries that have well-established 
stock markets with very active trading. International mutual funds and exchange-traded 
funds (ETFs) can be a way to add foreign stocks to your portfolio. Funds are available that 
focus on a single country, a region, a category such as emerging markets, or the entire world.

Economic Impact on Global Diversification Benefits 
Economic conditions are somewhat integrated across countries. Therefore, international 
diversification does not completely insulate investors from a weak local economy. For 
example, during the financial crisis in 2008–2009, the U.S. stock market experienced 
very weak performance. However, non-U.S. stock markets also performed poorly because 
the weak conditions in the United States affected conditions in other countries. Some 
countries were more adversely affected than others. Those U.S. investors who main-
tained internationally diversified portfolios of stocks during the credit crisis may have had 
smaller losses than if their portfolios had consisted entirely of U.S. stocks. However, they 
still likely experienced losses because most stock markets around the world performed 
poorly during this period.

Asset Allocation Strategies
When investors make asset allocation decisions, they should not restrict their choices to 
stocks. All stocks can be affected by general stock market conditions, so diversification 
benefits are limited. Greater diversification benefits can be achieved by including other 

ECONOMIC 
IMPACT
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financial assets, such as bonds, real estate investment trusts (REITs), and stock options. 
The size of your portfolio and knowledge level will help determine the financial assets 
you will include in your portfolio.

Including Bonds in Your Portfolio
The returns from investing in stocks and from investing in bonds are not highly corre-
lated. Stock prices are influenced by each firm’s expected future performance and general 
stock market conditions. Bond prices are inversely related to interest rates and are not 
directly influenced by stock market conditions. Therefore, by including bonds in your 
portfolio, you can reduce your susceptibility to stock market conditions. The expected 
return on bonds is usually less than the return on stocks, however.

As you allocate more of your investment portfolio to bonds, you reduce your expo-
sure to market risk, but increase your exposure to interest rate risk. Your portfolio is more 
susceptible to a decline in value when interest rates rise because the market values of your 
bonds will decline. Recall from Chapter 16 that you can limit your exposure to interest 
rate risk by investing in bonds with relatively short maturities, because the prices of those 
bonds are less affected by interest rate movements than the prices of long-term bonds.

In general, the larger the proportion of your portfolio that is allocated to bonds, the 
lower your portfolio’s overall risk (as measured by the volatility of returns). The portfo-
lio’s value will be more stable over time, and it is less likely to generate a loss in any given 
period. Investors who are close to retirement commonly allocate much of their portfolio 
to bonds because they are relying on it to provide them with periodic income. Conversely, 
investors who are 30 to 50 years old tend to focus their allocation on stocks because they 
can afford to take risks to strive for a high return on their portfolio.

Including Real Estate Investments in Your Portfolio
Many individuals include real estate investments in their portfolio. One method of invest-
ing in real estate is to purchase a home and rent it out. Doing this requires a substantial 
investment of time and money, however. You must conduct credit checks on prospective 
renters and maintain the property in good condition. An alternative is to invest in real 
estate investment trusts (REITs), which pool investments from individuals and use the 
proceeds to invest in real estate. REITs commonly invest in commercial real estate such 
as office buildings and shopping centers.

REITs are similar to closed-end funds in that their shares are traded on stock 
exchanges; the value of the shares is based on the supply of shares for sale (by inves-
tors) and investor demand for the shares. REITs are popular among individual inves-
tors because the shares can be purchased with a small amount of money. For example, 
an investor could purchase 100 shares of a REIT priced at $30 per share for a total of 
$3,000 ($30 * 100 shares). Another desirable characteristic of REITs is that they are 
managed by skilled real estate professionals who decide what properties to purchase and 
manage the maintenance of the properties.

Types of REITs REITs are classified according to how they invest their money. Equity 
REITs invest money directly in properties, whereas mortgage REITs invest in mortgage 
loans that help to finance the development of properties. The performance of an equity 
REIT is based on changes in the value of its property over time, so returns are influenced 
by general real estate conditions. The performance of a mortgage REIT is based on the 
interest payments it receives from the loans it provided.

Role of REITs in Asset Allocation The values of most REITs tend to be highly 
influenced by real estate conditions. Although this can be favorable in some periods, it 
exposes investors to high risk. For example, during the 2008–2009 financial crisis, the 
real estate market suffered, and most REITs performed poorly. Therefore, individual 
investors who invest in REITs may want to further diversify their investment portfolios. 
When stock market and/or bond market conditions are poor, real estate conditions may 

real estate investment 
trusts (REITs)
Trusts that pool invest-
ments from individuals 
and use the proceeds to 
invest in real estate.

equity REITs
REITs that invest money 
directly in properties.

mortgage REITs
REITs that invest in mort-
gage loans that help to 
finance the development 
of properties.

M18_MADU9969_07_SE_C18.indd   471 28/11/2018   18:13
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still be favorable. Thus, REITs can perform well in a period when stocks or bonds are 
performing poorly. Consequently, a portfolio that contains stocks, bonds, and REITs may 
be less susceptible to major declines because it is unlikely that all three types of invest-
ments will simultaneously perform poorly. For even more diversification when investing 
in REITs, you might consider a REIT mutual fund or ETF. Most investment companies 
such as Fidelity and Vanguard offer funds that invest REITs.

Including Stock Options in Your Portfolio
When making your asset allocation decisions, you may want to consider stock options, 
which are options to purchase or sell stocks under specified conditions. Like stocks, stock 
options are traded on exchanges. Some employers include stock options in compensation 
packages, so you should be aware of them.

Call Options A call option on a stock provides the right to purchase 100 shares of a 
specified stock at a specified price (called the exercise price or strike price) by a specified 
expiration date. The advantage of a call option is that it locks in the price you have to 
pay to purchase the stock and also gives you the flexibility to let the option expire if you 
wish. The price that you pay when purchasing a call option is referred to as a premium. 
The premium of a call option is influenced by the number of investors who wish to buy 
call options on that particular stock. Investors can purchase call options through their 
brokerage firm, which charges a commission for executing the transaction.

stock option
An option to purchase or 
sell stocks under specified 
conditions.

call option
Provides the right to 
purchase 100 shares of a 
specified stock at a speci-
fied price by a specified 
expiration date.

exercise (strike) price
The price at which a stock 
option is exercised.

premium
The price that you pay 
when purchasing a stock 
option.

For every buyer of a call option, there must be a seller who is willing to sell the call 
option. The seller of a call option is obligated to sell the shares of the specified stock to 
the buyer for the exercise price if and when the buyer exercises the option.

Your net gain or loss from buying a call option can be determined by considering 
the amount received when you sell the stock, the amount you paid for the stock when 
exercising the option, and the amount you paid for the premium.

On September 10, you pay a premium of $2 per share, or $200, to purchase a call option 
on Gamma stock. The stock price is currently $28. The call option gives you the right to 
buy 100 shares of Gamma stock at the exercise price of $30 at any time up until the end 
of November. Thus, no matter how much Gamma’s stock price rises before the end of 
November, you can still buy the stock at $30 per share.

EXAMPLE

Joan Montana sold you the call option on Gamma stock. Joan receives the $200 premium 
that you paid to buy the call option. She is obligated to sell 100 shares of stock to you for 
$30 per share if and when you exercise the call option.

EXAMPLE

Recall that you paid a premium of $2 per share, or $200, to purchase the call option on 
Gamma stock. The price of Gamma stock increases from $28 to $35 per share by the 
end of November. You can exercise the option and then sell the stock in the market at its 
prevailing price of $35. Your gain is:

Amount Received from Selling the Stock ($35 * 100 shares) $3,500

Amount Paid for Gamma Stock ($30 * 100 shares)  -  $3,000

Amount Paid for the Premium ($2 * 100 shares) -  $200

Net Gain =  $300

EXAMPLE
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When investing in a call option on a stock rather than the stock itself, you can 
magnify your return. If you had purchased Gamma stock on September 10 at a price of 
$28 per share, your gain would have been $7 per share. The return from investing in the 
call option (150%) is much higher. However, the risk from investing in the call option is 
higher than the risk from investing in the stock itself.

Put Options A put option on a stock provides the right to sell 100 shares of a specified 
stock at a specified exercise price by a specified expiration date. You place an order for 
a put option in the same way that you place an order for a call option. The put option 
locks in the price at which you can sell the stock and also gives you the flexibility to let 
the option expire if you wish. You buy a put option when you expect the stock’s price 
to decline.

put option
Provides the right to sell 
100 shares of a specified 
stock at a specified price 
by a specified expiration 
date.

For every buyer of a put option, there must be a seller who is willing to sell the put 
option. The seller of a put option is obligated to buy the shares of the specified stock 
from the buyer of the put option for the exercise price if and when the buyer exercises 
the option.

The Role of Stock Options in Asset Allocation Although stock options have 
become a popular investment for individual investors who want to achieve very high 
returns, options are still very risky and should therefore play only a minimal role (if any) 
in asset allocation. Because asset allocation is normally intended to limit exposure to any 
one type of investment, any allocation to stock options should be made with caution. 
Many stock options are never exercised, which means that the investment generates a 
return of -100%.

Because you paid $200 for the call option and your net gain was $300, your return can 
be derived as your net gain divided by the amount of your investment:

 Return = Net Gain/Amount of Investment

 = $300>$200

 = 1.50, or 150%

Joan does not own shares of Gamma stock, so she has to buy it in the market at $35 per 
share before selling it to you at $30 per share. Thus, her net gain is:

Amount Received from Selling the Stock ($30 * 100 shares) $3,000

Amount Paid for Gamma Stock ($35 * 100 shares) -  $3,500

Amount Received from the Premium ($2 * 200 shares) +  $200

Net Gain = -  $300

Because her net gain is negative, it reflects a loss. Notice that the dollar amount of your 
gain is equal to the dollar amount of Joan’s loss.

On January 18, you pay a $300 premium to purchase a put option on Winger stock, which 
has an exercise price of $50 and expires at the end of March. The stock price is currently 
$51 per share. The put option gives you the right to sell 100 shares of Winger stock at the 
exercise price of $50 at any time up until the end of March. Thus, no matter how much 
Winger’s stock price decreases before the end of March, you can still sell the stock at 
$50 per share.

EXAMPLE
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Nevertheless, there are some ways of using stock options to reduce the risk of your 
portfolio. Two of the more common methods are discussed next.

First, you can limit the risk of stocks you hold by purchasing put options on them.

In this example, your purchase of a put option locked in a minimum price at which 
you could sell a stock you were holding, no matter how much that stock’s price declines. 
Thus, you were able to reduce your portfolio’s risk by limiting your potential loss on this 
stock.

You can also reduce your risk by selling call options on stocks you hold. Doing so is 
referred to as a covered call strategy because the call option you sell is covered by stock 
that you already own.

covered call strategy
Selling call options on 
stock that you own.

How Asset Allocation Affects Risk
Some asset allocation strategies reduce risk to a greater degree than others. To maintain a 
very low level of risk, an asset allocation may emphasize money market funds, U.S. gov-
ernment bonds, and the stocks of large established U.S. firms. These types of investments 
tend to have low risk, but also offer a relatively low rate of return. To strive for a higher 
return, the asset allocation could include more real estate and stocks from developing 
countries. Exhibit 18.4 compares different asset allocation strategies in terms of risk and 
potential return.

Be aware, however, that even the most conservative asset allocation strategy can 
result in a loss over a given period. In some periods, stocks, real estate, and low-rated 
corporate bonds all experienced losses. Therefore, an asset allocation strategy that diversi-
fied among these types of assets would have resulted in a large loss.

An Affordable Way to Conduct Asset Allocation
When allocating money across a set of financial assets, you are subject to transaction 
fees on each investment that you make. Thus, it can be costly to invest in a wide variety 
of investments. You can reduce your diversification costs by investing in mutual funds 
and ETFs. Because a typical stock fund contains more than fifty stocks, you can broadly 
diversify by investing in just a few funds.

You invested in 100 shares of Dragon stock a year ago. Although the stock has performed 
well, you think it may perform poorly in the near future. The present price of the stock is 
$40 per share. You decide to pay a premium of $3 per share, or $300, for a put option 
on Dragon stock with an exercise price of $38. If the stock price stays above $38 per 
share, you will not exercise the put option. Conversely, if the stock price falls below 
$38 per share, you can exercise the put option by selling the shares you are holding for 
$38 per share.

EXAMPLE

Assume once again that you are concerned that the price of Dragon stock may decline 
in the near future. There is a call option available with an exercise price of $42 and a 
premium of $2. You decide to sell a call option on Dragon stock and receive a premium 
of $200 ($2 * 100 shares). If the price of Dragon stock rises above $42 per share, the 
call option will be exercised, and you will have to sell the stock to fulfill your obligation. 
However, you will at least sell the stock for a gain. Conversely, if the stock price remains 
below $42, the call option will not be exercised. In this case, the $200 that you earned 
from selling the call option can help offset the stock’s poor performance, thereby reducing 
your potential losses from holding it.

EXAMPLE
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For example, you could invest in a stock fund focusing on stocks of large U.S. firms, 
another stock fund that focuses on stocks of small U.S. firms, and a third stock fund that 
focuses on a foreign country. You could also invest in a bond mutual fund or ETF that 
contains the types of bonds and maturities that you desire. You may also consider invest-
ing in a REIT to diversify your portfolio even further. With this type of portfolio, you 
can limit your exposure to adverse conditions such as a weak performance by a single 
firm, a single industry, or a single country, or events such as an increase in interest rates.

Your Asset Allocation Decision
Your ideal asset allocation will likely not be appropriate for someone else because of 
differences in your personal characteristics and investment goals. The asset allocation 
decision hinges on several factors, including your stage in life and your risk tolerance.

Your Stage in Life
Investors early in their career paths will need easy access to funds, so they should invest 
in relatively safe and liquid securities, such as money market investments. If you do not 
expect to need the invested funds in the near future, you may want to consider investing in 
a diversified portfolio of individual stocks, individual bonds, stock mutual funds or ETFs, 
and bond funds. Investors who expect to be working for many more years may invest 
in stocks of smaller firms and growth stock funds, which have high growth potential. 
Conversely, investors nearing retirement age may allocate a larger proportion of money 
toward investments that will generate a fixed income, such as individual bonds, stock 
funds containing high-dividend stocks, bond funds, and some types of REITs.

Although no single asset allocation formula is suitable for everyone, the common 
trends in asset allocation over a lifetime are shown in Exhibit 18.5. Notice the heavy 
emphasis on stocks at an early stage of life, as individuals take some risk in the hope that 
they can increase their wealth. Over time, they gradually shift toward bonds or to stocks 
of stable firms that pay high dividends. The portfolio becomes less risky as it shifts to 

Conservative

(low risk, low potential 
return)

Moderate

(moderate risk, moderate 
potential return)

 20% Large U.S. Stocks

 20% Small U.S. Stocks

 20% Real Estate

 20% Bonds

  10% Precious Metals

 10% CDs

 40% Small U.S. Stocks

 30% Real Estate

 20% Stocks of Developing 
Countries

 10% CDs

 25% CDs
 50% Medium-Term 

Government Bonds
 25% Stocks of Large U.S Firms

Aggressive

(relatively high risk, 
high potential return)

Bonds

Small U.S.
Stocks

Small U.S.
Stocks

Stocks of
Developing
Countries

Real
Estate

Real
Estate

CDs

CDs

CDs
Large

U.S. StocksU.S. Stocks

Government
Bonds

Precious
Metals

EXHIBIT 18.4 Comparison of Asset Allocation Strategies
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a higher proportion of bonds and stocks of stable firms. This portfolio is less likely to 
generate large returns, but it will provide periodic income on retirement. In fact, your 
portfolio will likely be your main source of income after you retire. (Chapter 19 discusses 
the role of savings in retirement planning in detail.)

Exhibit 18.6 provides a more detailed example of how your asset allocation might 
change over time. In the early career stage, the allocation may be focused on stocks with 
much potential for growth and a relatively high level of risk. Although stocks can lose 
value, they typically perform well over long-term periods. You may be more willing to 
accept risk at an early stage in your career because even if stocks perform poorly over a 
short period of time, there is time for them to improve before you may want to sell the 
assets to use the cash. However, even at an early stage, you should maintain some very 
liquid assets (such as money market securities) that can be sold if you need cash to pay 
bills, make a down payment on a home, or for other reasons.

In the middle stage of your career, you may reduce your risky assets and hold a 
higher proportion of safer assets such as Treasury bonds. By the time you reach retire-
ment, you may want to reduce your proportion of stocks even further and allocate more 
funds toward Treasury bonds. Ideally, the securities that you hold by the time you retire 
can generate sufficient income to support you for the rest of your life. If you have a large 
amount of stocks at that time, there is a risk that your stocks could lose much of their 
value, and your assets may no longer be able to provide adequate financial support.

Your Degree of Risk Tolerance
Investors also vary in their degree of risk tolerance. If you are unwilling to take much 
risk, you should focus on safe investments. For example, you might invest in Treasury 
bonds with relatively short maturities. If you are willing to accept a moderate level of 
risk, you may consider a stock mutual fund or ETF that represents the S&P 500 stock 
index and large-cap stock funds that invest in stocks of very large and stable firms. These 
investments offer more potential return than an investment in Treasury bonds, but they 
may also result in losses in some periods.

If you are willing to tolerate a higher degree of risk to strive for higher returns, you 
may consider individual stocks. Smaller stocks that are focused on technology tend to 
have potential for high returns, but they are also very risky. Even if you can tolerate a 

Proportion
Invested

Stage in Life

Early Stage
of Career

Late Stage
of Career

Retirement

Bonds and
Other Securities

Stocks

EXHIBIT 18.5 Asset Allocation over Time
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high level of risk, you should still diversify your investments. You might consider vari-
ous funds that have the potential of achieving a high return, but contain a diversified 
set of stocks, so you are not overly exposed to a single stock. Recall from Chapter 17 
that you can choose among various growth funds, capital appreciation funds, and even 
funds focused on various sectors such as health care or financial firms. You may also 
consider bond funds that invest in corporate bonds. You can increase your potential 
return (and therefore your risk) by focusing on high-yield (junk) bond funds with long 
terms to maturity.

Some investors use an unrealistic perception of the investment environment to justify 
their investment behavior. They are unwilling to recognize how much risk they are taking. 
They make investments that tend to generate a very strong return when economic condi-
tions are favorable but a very weak return when economic conditions are unfavorable. 
When economic conditions are favorable, these investors are very pleased and believe that 
they have very good investment skills. However, when economic conditions are unfavor-
able, these types of investments perform poorly.

Some investors simply are unwilling to accept that unfavorable economic condi-
tions might occur. They always have a very optimistic outlook on the economy, but they 
should be realistic rather than overly optimistic. That is, as they make risky investments, 
they should recognize that they could easily incur large losses if the economy weakens. 
If they are not in a position in which they can afford to incur large losses, they should 
seriously consider safer types of investments. Safer investments, however, are not as excit-
ing because they do not offer the potential for high returns. Thus, some investors end up 
gambling their money in risky investments and therefore possibly risk major losses that 
they cannot afford.

Your Expectations About Economic Conditions
Your expectations about economic conditions also influence your asset allocation. If you 
expect strong stock market conditions, you may shift a larger proportion of your money 
into your stock mutual funds or ETFs. Conversely, if you expect a temporary weakness 

PSYCHOLOGY  
of Personal 

Finance

ECONOMIC 
IMPACT

Asset Allocation During 
Early Stage of Career

(relatively high risk, 
high potential return)

Asset Allocation During 
Middle Stage of Career

(moderate risk, moderate 
potential return)

 30% Large stocks

 10% Small stocks

 20% Corporate bonds

 10% Treasury bonds

  30% Money market securities

 20% Utility company stocks 
that pay high dividends

 40% Treasury bonds

 40% Money market securities

 20% Small stocks

 40% Large stocks

 20% Corporate bonds

 20% Money market securities

Asset Allocation When
You Begin Retirement

(relatively low risk, 
low potential return)

Corporate
Bonds

Treasury
Bonds

Utility 
Company 

Stocks

Corporate
Bonds

Money
Market

Securities

Large
Stocks

Small
StocksSmall

Stocks Money
Market

Securities

Large
Stocks

Money
Market

Securities

Treasury
Bonds

EXHIBIT 18.6 How Asset Allocation Varies with Your Stage in Life

Go to:
https://investor.vanguard 
.com and click on “Inves-
tor Education” under 
“Investing.”

To get:
Information about invest-
ment plans, risk, and 
asset allocation.

Financial Planning
ONLINE
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in the stock market, you may shift a larger proportion of your money to your bond 
funds. If you expect interest rates to decrease, you may consider shifting money from a 
bond fund containing bonds with short maturities to one containing bonds with longer 
maturities. You can easily shift money among mutual funds and ETFs if the funds are 
part of the same family.

If you anticipate favorable real estate conditions, you may allocate some of your 
money to REITs. As time passes, your expectations may change, causing some types of 
financial assets to become more desirable than others. Over time, you should change the 
composition of your investment portfolio in response to changes in your market expecta-
tions, investment goals, and life circumstances.

Because it is nearly impossible to predict economic conditions, it is difficult to deter-
mine which types of investments will perform best in a given period. Consequently, you 
may be better off basing your asset allocation decisions completely on your stage in life 
and degree of risk tolerance. Then, once you establish a diversified portfolio of invest-
ments, you will need to revise the portfolio only when you enter a different stage in life 
or change your degree of risk tolerance.

How Asset Allocation Fits Within Your Financial Plan
The following are the key asset allocation decisions that should be included within your 
financial plan:

• Is your present asset allocation of investments appropriate?

• How will you apply asset allocation in the future?

Stephanie Spratt wants to develop a long-term financial plan for allocating money to 
various financial assets. Specifically, she wants to set rough goals for the proportion of 
money that she will invest in stocks, bonds, and REITs over the next ten years. Because 
she just recently started her career and may be working for another thirty years, she does 
not feel it is necessary to allocate a large proportion of her money to bonds at this time. 
She recognizes that bonds are typically safer than stocks, but plans to consider bond and 
stock mutual funds and ETFs in the future. She recognizes that stocks are risky, but is 
comfortable taking some risk at this stage in her life. She plans to consider some equity 
income funds, growth stock funds (such as technology funds), and international funds. 
However, she will try to reduce her exposure to stock market conditions by investing in 
some alternative types of investments as well, such as bonds and REITs.

At the point when she is close to retirement, she will take a more conservative investment 
approach that reduces risk (and offers a lower potential return).

EXAMPLE

FREE APPS  
for Personal 

Finance

Valuing Your Investments
Application:
The SigFig Wealth app (by SigFig) keeps track of the value of your asset portfolio by 
updating the values of each of your investments.

To Find It:
Search for the “SigFig Wealth” app on your mobile device.
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Exhibit 18.7 provides an example of how asset allocation decisions apply to  Stephanie 
Spratt’s financial plan. Stephanie’s first concern is maintaining adequate liquidity and 
being able to make her existing loan payments. As she accumulates more money beyond 
what she needs for these purposes, she will allocate money to various investments.

DISCUSSION QUESTIONS

 1. How would Stephanie’s asset allocation decisions be different if she were a single 
mother of two children?

 2. How would Stephanie’s asset allocation decisions be affected if she were 35 years 
old? If she were 50 years old?

EXHIBIT 18.7 How Asset Allocation Fits Within Stephanie Spratt’s Financial Plan

GOALS FOR ASSET ALLOCATION
1. Ensure that my assets are allocated properly in order to avoid excessive exposure to any particular type of investment.
2. Decide on a specific asset allocation plan for the future.

ANALYSIS
I plan to make investments as follows:

Type of Investment Dollar Amount of Investment Asset Allocation Proportion
Technology stock fund $1,000 $1,000>$4,000 = 25%
Growth stock fund $1,000 $1,000>$4,000 = 25%
Energy stock fund $1,000 $1,000>$4,000 = 25%
Real estate investment trust (REIT) $1,000 $1,000>$4,000 = 25%
Total $4,000

DECISIONS
Decision on My Present Asset Allocation:

Once I make my investments, 75% of my investment assets will be in stocks. Since the values of most stocks move in the same direc-
tion as the stock market, the performance of my investment portfolio is highly influenced by stock market conditions. I will also 
invest in a REIT, in order to achieve a degree of diversification. The REIT might perform well even in a period when the stock market 
is   performing poorly.

Decision on My Asset Allocation in the Distant Future:

I will likely change my asset allocation in the future, depending on my expectations of future stock market, bond market, and real 
estate market conditions. In general, I will likely focus my investments in mutual funds or exchange traded funds rather than indi-
vidual stocks or bonds, so that I can achieve greater diversification.

Diversification Effect on Risk. Asset alloca-
tion uses diversification to reduce your risk from 
investing. In general, a portfolio achieves more 
benefits when it is diversified among assets 
whose returns are less volatile and are not highly 
correlated with each other over time.

Stock Diversification Strategies. Common 
stock diversification strategies include diversify-
ing among stocks across industries and across 

countries. You should consider using these two 
types of diversification so that you limit the expo-
sure of your stock investments to any external 
forces that could affect their value.

Asset Allocation Strategies. Your asset alloca-
tion decision should not be restricted to stocks. 
Because bond returns are primarily influenced 
by interest rate movements rather than stock 
market conditions, they are not highly positively 

SUMMARY
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REVIEW QUESTIONS

All Review Questions are available in MyLab Finance at www.pearson.com/mylab/finance.

1. Diversification. Why is it important to diversify 
your financial holdings across financial assets?

2. Asset Allocation. What is asset allocation? How 
does asset allocation enable you to accomplish 
diversification?

3. Investment Portfolio. What is a portfolio? How 
does a diverse portfolio help reduce risk?

4. Portfolio Risk. What factors influence a portfolio’s 
risk? Explain.

5. Correlation. What is correlation? How can you 
use this concept to reduce risk?

6. Diversification Strategies. Describe two strate-
gies for diversifying a stock portfolio.

7. Portfolio Risk. How can allocating some of your 
assets to bonds reduce the level of risk in your 
portfolio?

8. REITs. What are real estate investment trusts 
(REITs)? How are they classified? What are some 
attractive characteristics of REITs? How can REITs 
help diversify a portfolio?

9. Stock Option. What is a stock option? Why is 
it important for an investor to understand how 
stock options function?

10. Asset Allocation Costs. Why can asset allocation 
be expensive? How can you reduce the costs?

11. Risk Tolerance over Time. Explain how your  
tolerance for risk when investing may have 
changed by the time you retire, and why.

12. Call Option. What is a call option? How does it 
work?

13. Gain on Call Options. How is a gain or loss calcu-
lated from the trading of call options?

14. Put Option. What is a put option? How does it 
work?

15. Options in Asset Allocation. “There is a right way 
and a wrong way to use stock options in asset 
allocation.” Evaluate this statement.

16. Asset Allocation Decision. Discuss the role that 
your stage in life plays in the asset allocation 
decision.

17. Risk Tolerance. How does your risk tolerance 
affect the asset allocation decision?

18. Economic Conditions. How might your expec-
tations of economic conditions influence your 
asset allocation? What is the problem with this 
strategy?

19. Impact of Global Recession on Diversification 
Strategy. Why would a global recession possibly 
limit the potential benefits from international 
diversification?

20. U.S. Economic Impact on Other Countries.  
Explain how economic conditions in the  
United States influence economies of other 
countries.

21. Puts and Risk Reduction. Assume that eleven 
months ago you purchased stock in XYZ Com-
pany for $50 per share. The stock price is now $72 

correlated with stock returns over time. There-
fore, bonds can reduce the risk in an investment 
portfolio. Real estate investment trusts (REITs) are 
primarily influenced by real estate conditions and 
can also be useful for diversifying an investment 
portfolio. Stock options can also be used for diver-
sification, but they can be very risky.

Factors That Influence Asset Allocation. Your 
asset allocation decision should consider your 
stage in life, your degree of risk tolerance, and 
your expectations of economic conditions. If you 
are young, you may be more willing to invest in 
riskier securities to build wealth. If you are near 
retirement, you should consider investing more 
of your money in investments that can provide 
you with a stable income (dividends and interest 

payments) over time. If you are more willing to 
tolerate risk, you would invest in riskier stocks and 
bonds. Your asset allocation is also influenced by 
your expectations about future economic condi-
tions. These conditions will affect the expected 
performance of stocks, bonds, and REITs and 
therefore should shape your decision of how to 
allocate your money across these financial assets.

How Asset Allocation Fits Within Your 
 Financial Plan. Asset allocation determines how 
to diversify your investments. You may rely on 
your investments to build your wealth over time, 
and you may ultimately rely on that wealth to 
cover your future spending behavior. Therefore, 
your asset allocation decisions can help you 
achieve your financial plan.
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a share but you would like to wait another month 
before selling the stock in order to pay a lower 
capital gains tax rate. Explain how you can use a 
put to protect yourself from this stock falling in 
value before your expected sale date.

22. Covered Call Strategy. What is a covered call 
strategy?

23. Mutual Funds and Asset Allocation. Explain how 
mutual funds and ETFs can help you conduct 
affordable asset allocation.

FINANCIAL PLANNING PROBLEMS

All Financial Planning Problems are available in MyLab Finance at www.pearson.com/mylab/finance.

1. Return on Stock Options. Maryanne paid $300 for 
a call option on 100 shares of a stock. The option 
gives her the right to buy the stock for $27 per 
share until March 1. On February 15, the stock  
price rises to $32 per share, and Maryanne exer-
cises her option. What is Maryanne’s return from 
this transaction?

2. Return on Stock Options. Chris purchased a call 
option on 100 shares of a stock for $200. The option 
gives him the right to purchase the stock at $30 per 
share until May 1. On May 1, the price of the stock 
is $28 per share. What is Chris’s return on the stock 
option?

3. Return on Stock Options. Teresa purchased a 
call option on 100 shares of a stock for $250. The 
option allows her to purchase the stock for $40 per 
share if she exercises the option by December 31. 
On December 15, the stock rises to $60 per share, 
and Teresa exercises the option. What is Teresa’s 
return?

4. Covered Call Strategy. Carlos purchased 100 
shares of stock in Company Alpha for $21 a share. 
He recently sold a call on the stock for $1.50 a 
share with a strike price of $40. The stock has 
since increased in price to $42 per share. How 
much will Carlos make on this stock if the option is 
exercised?

5. Puts. Raina bought a put option on 100 shares 
of a stock for $230. The put gives her the option 
to sell XYZ stock for $45 a share if she exercises 
the option in the next ninety days. What is Raina’s 
return if she exercised her put when the stock 
price fell to $36 a share?

6. Ethical Dilemma. Mike has decided that it is time 
he put his money to work for him. He has accumu-
lated a substantial nest egg in a savings account 

at a local bank, but he realizes that with less than 
3% interest he will never reach his goals. After 
doing some research he withdraws the money, 
opens an account at a local brokerage firm, and 
buys 500 shares of a large blue-chip manufactur-
ing company and 600 shares of a well-known 
retailing firm. From the beginning, Mike’s broker 
insists that his portfolio is not sufficiently diversi-
fied with just two stocks. Over time, the broker 
convinces Mike to sell the shares of the two stocks 
and purchase stock in other companies.

Two years later, Mike owns stock in fourteen dif-
ferent companies and views his portfolio as well 
diversified. His cousin, Ed, who has recently gradu-
ated from business school, looks at Mike’s portfolio 
and comments, “You are not very well diversi-
fied, as ten of the stocks you own are technology 
stocks.” Mike tells Ed that he followed his broker’s 
recommendations and sold his original stocks to 
purchase the new stocks so he would have a diver-
sified portfolio. Ed comments that the brokerage 
firm where Mike does business specializes in tech-
nology companies. Mike is disappointed because 
he thought he was getting good advice toward 
building a well-diversified portfolio. After all, Mike 
followed his broker’s advice to the letter, and why 
would his broker give a client bad advice?

a. Comment on Mike’s broker’s ethics in recom-
mending the sale of the original stocks to pur-
chase a portfolio weighted so heavily toward 
technology stocks. Include in your discussion 
reasons why the broker may have followed this 
course of action.

b. To achieve diversification, what other course 
of action could Mike have taken that would not 
involve buying individual stocks in a variety of 
companies?
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PSYCHOLOGY OF PERSONAL FINANCE: Asset Allocation

1. Investors are generally aware that they should 
create an asset allocation plan and revise it as 
they age and their situation changes. In practice, 
though, many investors do not change their asset 
allocation in a disciplined way. In fact, many inves-
tors do not even have an asset allocation plan. 
Instead, they tend to select an investment because 
their stockbroker or a friend recommends it, or 
they buy a stock because it happens to be the 
“hot” stock that everyone’s talking about. They 
never stop to think about how their new invest-
ment fits into their investment portfolio. Describe 

your investment behavior. Have you worked out  
an asset allocation plan? If you have a plan, do you 
think about how each new investment will fit into 
it? If you don’t have a plan, do you think the lack of 
one will affect your personal finances?

2. Read one practical article about how psychology 
affects decisions when selecting asset allocation. 
You can easily retrieve possible articles by doing 
an online search using the terms “psychology” 
and “asset allocation.” Summarize the main points 
of the article.

WEB SEARCH EXERCISE

You can develop your personal finance skills by conducting an Internet search for related 
articles. Find a recent online article about personal finance that reinforces one or more 
concepts covered in this chapter. If your class has an online component, your professor 
may ask you to post your summary of the article there and provide a link to the article 
so that other students can access it. If your class is live, your professor may ask you to 
summarize your application of the article in class. Your professor may assign specific 
students to complete this assignment or may allow any student to do the assignment on 
a volunteer basis.

For recent online articles related to this chapter, consider using the following search 
terms (be sure to include the current year as a search term to ensure that the online 
articles are recent):

• Benefits of portfolio diversification

• Determining your asset allocation

• Risk tolerance of your portfolio

VIDEO EXERCISE: Asset Allocation

Go to one of the Web sites that contain video clips (such as http://www.youtube.com), 
and review some video clips about selecting asset allocation. You can use search 
phrases such as “tips on asset allocation.” Select one video clip on this topic that you 
would recommend for the other students in your class.

1. Provide the Web link for the video clip.

2. What do you think is the main point of this video clip?

3. How might you change your process of asset allocation after watching this video clip?

4. Does this source appear credible? Why, or why not?

FINANCIAL PLANNING ONLINE EXERCISES

1. Go to https://www.bankrate.com. Under “Investing,” choose “All retirement calcula-
tors” and go to the “Asset allocation calculator.”

a. This Web site helps you determine an asset allocation strategy based on your 
specific situation. Describe the allocation that is recommended.

b. Now adjust your tolerance for risk. How does the recommended asset allocation 
change? Explain why the asset allocation changes the way it does.
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NAME DATE

1. YOUR ASSET ALLOCATION DECISION
a. Enter the market value of your investments in the following template, and the online template  

can provide you with a pie chart showing your asset allocation. If you do not have any 
 investments, assume that you were just given $10,000 to invest, so that you can make the 
asset allocation decision.

Type of Investment
Market Value of  
Investments

Percentage of  
Funds Allocated to  
This Investment

Checking Account

Savings Account

CDs

Money Market

Mutual Fund – Large Cap

Mutual Fund – Small Cap

Mutual Fund – International

Mutual Fund – Corporate Bonds

Mutual Fund – Government Bonds

REITs

Large-Cap Stock

Small-Cap Stock

International Stock

Equity in Home

Other Real Estate Holdings

Investment in Collectibles (e.g., Antiques, 
Art)

Other Investment

Other Investment

Other Investment

Other Investment

Total Investments

b. Review the pie chart that was created in response to the data you input in the template. Do you 
think your investments are sufficiently diversified?    
If not, how might you change your investments in the future?  

  

MyLab FinanceBUILDING YOUR OWN FINANCIAL PLAN: Chapter 18

The financial planning spreadsheets available at www.pearson.com/mylab/finance will 
automatically perform computations, charts, and graphs based on your input.
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1. Advise the Sampsons regarding the soundness of their tentative decision to invest all their chil-
dren’s college education money in a biotechnology mutual fund.

2. The Sampsons are aware that diversification is important. Therefore, they have decided that they 
will initially invest in one biotechnology mutual fund and then invest in three other biotechnol-
ogy mutual funds as they accumulate more money. In this way, even if one mutual fund performs 
poorly, they expect that the other biotechnology mutual funds will perform well. How can the 
Sampsons diversify their investments more effectively?

3. A good friend of Dave Sampson informed him that the company he works for will announce a 
new product that will revolutionize the industry the friend works in. Dave is very excited about the 
prospective jump in the stock price. He is ready to buy some stock in the friend’s company. Advise 
Dave on this course of action.

The Sampsons have been evaluating methods for investing money that will ultimately 
be used to support their children’s college education. They have concluded that a mutual 
fund is better suited to their needs than investing in individual stocks or individual bonds. 
They are now seriously considering a biotechnology fund, which is composed of numer-
ous biotechnology stocks. They have heard that biotechnology stocks can experience 
very high returns in some periods. They are not concerned about some biotechnology 
stocks performing poorly in any period because the biotechnology mutual fund that 
they are considering contains multiple biotechnology stocks and is therefore diversified.

THE SAMPSONS—A Continuing Case: Chapter 18 MyLab Finance
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As a result of watching a financial news network on cable, reading articles in some 
business magazines, and listening to a coworker tell how her portfolio doubled in value 
in six months, Brad is now convinced that his financial future lies in the stock market.

 1. Comment on Brad’s opinions below:
a. Brad thinks that buying different technology stocks would be a sufficient method of diversification.

b. Brad recognizes his lack of knowledge about mutual funds or other investments, and for this 
reason, he decides he should focus his future investments only in stocks.

c. Brad wants to use margin trading in the future when investing in stocks because it can magnify 
the return from investing.

d. Brad’s choice of stocks to invest in will likely be based on hot tips that he hears on television.

 2. Given Brad’s lack of knowledge of investing and his limited time to learn or do research, what 
might be the best option for Brad to pursue and still get the benefit of the potential growth in the 
technology sector?

 3. Explain to Brad why misleading financial statements may be more common than he believes and 
why misleading financial statements can negatively affect a stock’s price.

MyLab FinanceBRAD BROOKS—A Continuing Case: Part 5
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The chapters in this part explain how you can protect the wealth that 

you accumulate over time through effective financial planning. Chapter 19 

explains how to plan effectively for your retirement so that you can main-

tain your wealth and live comfortably. Chapter 20 explains how you can 

pass on as much of your estate as possible to your heirs.

Your
Retirement
and Estate 

Plan

Your
Wealth

■ Should you invest in a retirement plan?
■ How much should you contribute to 

your retirement plan?
■ How should you allocate investments 

within your retirement plan?

■ Should you create a will?
■ How can you limit your estate taxes?
■ Should you create a living will or 

assign the power of attorney?

 
Chapter 19
Retirement 
Planning

 
Chapter 20

Estate 
Planning

Retirement and Estate 
Planning 6 

part 
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MyLab Finance helps you master the topics in this chapter and study more 
efficiently. Visit www.pearson.com/mylab/finance for more details.

Patrick O’Toole, a divorcé, really 

wanted to retire at age 57.  

But, at 57, he was five years 

away from drawing Social  Security, his 

mortgage still had twenty-five years 

of payments remaining, and after 

his divorce, he had only $225,000 

 accumulated in his  retirement 

account. Even though he was 

unhappy in his present job, he needed 

to remain there as long as possible to 

build his retirement savings.

Three years later, Patrick had refinanced his mortgage and had only fifteen years of payments 

remaining. In addition, his retirement assets had accumulated to $315,000. Patrick still had 

two years to go until he could draw early Social Security. At that time, he would be able to 

take a partial early retirement, although still not at the level of benefits he could have if he 

worked until age 66.

If you begin early in your working years to contribute to retirement plans, you can avoid the 

situation that Patrick was in. The quality and timing of your retirement will depend largely 

on your own decisions, even if your employer has a retirement plan available. It will take 

sound planning and diligent preparation to be financially prepared for retirement. This chapter 

describes the process and details some of the tools available to you.

Retirement Planning 19
chapter 

Vlacheslav Nikolaenko/Shutterstock
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The objectives of this chapter are to:

• Describe the role of Social Security

• Explain the difference between defined-benefit and defined-contribution retire-
ment plans

• Present the key decisions you must make regarding retirement plans

• Identify the retirement plans offered by employers

• Explain the retirement plans available for self-employed individuals

• Describe types of individual retirement accounts

• Explain how annuities are used to prepare for retirement

• Illustrate how to estimate your future retirement account savings

• Explain how retirement planning fits within your financial plan

Social Security
Recall from Chapter 4 that Social Security is a federal program that taxes you during 
your working years and uses the funds to make payments to you on retirement (subject 
to age and other requirements). It is intended to ensure that you receive some income 
once you retire and therefore is an important part of retirement planning. However, Social 
Security does not provide sufficient income to support the lifestyle of most individuals. 
In 2018, the maximum Social Security benefit was about $2,800, and the average benefit 
was about $1,400 per month. Therefore, additional retirement planning is necessary to 
ensure that you can live comfortably when you retire. Before discussing other means of 
retirement planning, we will describe how Social Security functions.

Qualifying for Social Security
To qualify for Social Security benefits, you need to build up a total of forty credits from 
contributing to Social Security over time through payroll taxes. You can earn four credits 
per year if your income is at least $1,320 per quarter (in 2018). In addition to receiving 
income at retirement, you will also receive Social Security benefits if you become dis-
abled, as discussed in Chapter 12, or if you are the survivor when the breadwinner of the 
household dies. If the person who qualified for Social Security dies (the household’s main 
income earner), the following benefits are provided to the survivors:

• A one-time income payment to the spouse

• Monthly income payments if the spouse is older than age 60 or has a child under 
the age of 16

• Monthly income payments to children under the age of 18 or up to age 19 if still 
attending secondary school full-time

Retirement Benefits
The amount of income that you receive from Social Security when you retire is dependent 
on the number of years you earned income and your average level of income. Social Secu-
rity replaces about 40% of a worker’s average annual income from his or her working 
years. Due to adjustments, however, this proportion is higher for individuals who had 
low-income levels and lower for those who had high-income levels.

You can receive retirement benefits starting at age 62, but the benefits will be lower 
than if you wait until you reach full retirement age. As a general rule, though, early retire-
ment will give you about the same total Social Security benefits over your lifetime as full 
retirement benefits. Full retirement benefits begin at age 65 (for those born before 1938) 
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to 67 (for those born in 1960 and later), depending on what year you were born (the age 
for qualification gradually increases over time). If you can wait until you are 70 to receive 
benefits, you will receive an even larger amount.

You can earn other income while receiving Social Security benefits. If you have not 
reached full retirement age, however, and your income from your job exceeds a specified 
limit ($17,040 in 2018), your Social Security benefits will be reduced. After you reach 
full retirement age, you can work as much as you want and still receive full benefits. In 
addition, depending on how much you earn and your other retirement income, a portion 
of your Social Security benefits may be taxed. You can obtain an estimate of your retire-
ment benefits at www.ssa.gov.

Concern About Retirement Benefits in the Future
There is some concern about whether full Social Security benefits will be available for retirees 
in the future. Today’s retirees are living longer, which means that the program must provide 
income over a longer period to individuals on average. In addition, there will be more retirees 
in the future and fewer workers to support them. Therefore, given the program’s uncertain 
future, many individuals are relying less on Social Security income in their retirement planning.

Even if the Social Security program continues, you may want more income after 
retirement than it provides. Many individuals accumulate their own retirement assets 
either through an employer-sponsored retirement plan or by establishing an individual 
retirement account.

Defined-Benefit Versus Defined-Contribution Plans
Employer-sponsored retirement plans are designed to help you save for retirement. Each 
pay period, you and/or your employer contribute money to a retirement account. The 
money in most of these accounts can be invested in a manner that you specify (within the 
range of options offered by your specific plan). The money you contribute to the retire-
ment plan is not taxed until you withdraw it from the account. If you withdraw money 
from the account before you reach age 591

2, you will be subject to a 10% early withdrawal 
penalty tax. Any money you withdraw from the retirement account after you retire is 
taxed as ordinary income.

Employer-sponsored retirement plans are classified as defined-benefit or defined-
contribution plans.

Defined-Benefit Plans
Defined-benefit plans guarantee a specific amount of income when you retire, based on fac-
tors such as your salary and years of employment. Your employer makes all the contribu-
tions to the plan. The specific formula varies among employers. Guidelines also determine 
when employees are vested, which means that they have a claim to a portion of the retire-
ment money that has been reserved for them on retirement. For example, a firm may allow 
you to be 20% vested after two years, which means that 20% of the amount reserved for 
you through employer contributions will be maintained in your retirement account even if 

defined-benefit plan
An employer-sponsored 
retirement plan that guar-
antees a specific amount 
of income when you retire 
based on your salary and 
years of employment.

vested
Having a claim to a por-
tion of the money in an 
employer-sponsored 
retirement account that 
has been reserved for you 
on your retirement even if 
you leave the company.

FREE APPS  
for Personal 

Finance

Estimating Your Time Until Retirement
Application:
The Retirement Countdown app (by MandellMobileApps) indicates how much time you 
have left until retirement.

To Find It:
Search for the “Retirement Countdown” app on your mobile device.

Go to:
www.ssa.gov

To get:
The amount of earnings 
you have accumulated 
over time, the amount 
of taxes you have paid, 
estimates of retirement 
benefits, and additional 
information about Medi-
care and Social Security.

Financial Planning
ONLINE
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you leave the company. The percentage increases with the number of years with the employer, 
so you may be fully vested (able to retain 100% of your retirement account) after six years 
based on the guidelines of some retirement plans. Once you are fully vested, all money that 
is reserved for you each year will be maintained in your retirement account. These vesting 
rules encourage employees to stay at one firm for several years. One major advantage of a 
defined-benefit plan is that the benefits accumulate without the initiation of the employees. 
This helps employees who would not save money for retirement if they were given the money 
in the form of salary. Therefore, it ensures that people save for their retirement.

The number of companies offering defined-benefit plans has declined dramatically in 
recent decades. In the early 1980s, 80% of private-sector retirement plans were defined-
benefit plans, but today only about 4% of companies offer a defined-benefit plan. These 
plans are still common in the public sector, however. More than 80% of state and local 
government workers are covered by defined-benefit plans.

Defined-Contribution Plans
Defined-contribution plans specify guidelines under which you and/or your employer 
can contribute to your retirement account. The benefits that you ultimately receive are 
determined by the performance of the money invested in your account. You can decide 
how you want the money to be invested. You can also change your investments over time.

As a result of their flexibility, defined-contribution plans have become very popular, 
and many employers have shifted from defined-benefit to defined-contribution plans. This 
places more responsibility on the employees to contribute money and to decide how the 
contributions should be invested until their retirement. Therefore, you need to understand 
the potential benefits of a defined-contribution plan and how to estimate the potential 
retirement savings that can be accumulated under this plan.

The Decision to Contribute Some people who have defined-contribution plans make 
the mistake of waiting too long to save for retirement. They do not worry about saving 
for retirement when they are younger because they believe that they can save later. With 
this rationale, they may spend all the money that they earn. Then, as they get older, they 
may be forced to catch up on investing for retirement, but doing that severely cuts their 
funds available for spending. As a result, they might not save enough to have a comfort-
able retirement. The flexibility to postpone saving for retirement is one disadvantage of a 
defined-contribution plan for those people who lack the discipline to save on their own.

Benefits of a Defined-Contribution Plan A defined-contribution plan provides 
you with many benefits. Any money contributed by your employer is like extra income 
paid to you beyond your salary. In addition, having a retirement account can encourage 
you to save money each pay period by directing a portion of your income to be automati-
cally added to the account before you receive your paycheck.

Investing in a defined-contribution plan also offers tax benefits. The retirement 
account allows you to defer taxes on income paid by your employer because your con-
tribution to your account is deducted from your pay before taxes are taken out. If you 
invest $5,000 per year in your retirement account, you can reduce your taxable income 
by $5,000 each year, which reduces your taxes. If your marginal tax bracket is 24%, you 
could reduce your income tax by $1,200 (computed as 24% * $5,000).

Also note that the income generated by your investments in a retirement account is 
not taxed until you withdraw the money after you retire. This tax benefit is very valuable 
because it provides you with more money that can be invested and accumulate in value. 
In addition, by the time you are taxed on the investments (when you withdraw funds 
from your retirement account), you will likely be in a lower tax bracket because you will 
have less taxable income.

Investing Funds in Your Retirement Account Most defined-contribution plans 
sponsored by employers allow some flexibility in how your retirement funds can be 
invested. You can typically select from a variety of stock mutual funds, bond mutual 

defined-contribution plan
An employer-sponsored 
retirement plan that 
specifies guidelines under 
which you and/or your 
employer can contribute 
to your retirement account 
and that allows you to 
invest the funds as you 
wish.

PSYCHOLOGY 
of Personal 

Finance
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funds, exchange-traded funds, or even money market funds. The amount of funds you 
accumulate will depend on how your investment in the retirement account performs.

Your Retirement Planning Decisions
Your key retirement planning decisions involve choosing a retirement plan, determining 
how much to contribute, and allocating your contributions. Several Web sites including 
www.aarp.org, www.bankrate.com, and www.marketwatch.com provide useful calcula-
tors to help you make these decisions. Using the calculators can help you understand 
the trade-offs involved so that you can make retirement planning decisions that fit your 
specific needs. Each of your retirement planning decisions is discussed next.

Which Retirement Plan Should You Pursue?
The retirement benefits from an employer-sponsored retirement plan vary among employ-
ers. Some employer-sponsored plans allow you to invest more money than others. If your 
employer offers a retirement plan, that should be the first plan you consider because your 
employer will likely contribute to it.

How Much Should You Contribute?
One of the most important retirement planning decisions is how much to contribute each 
pay period, as this decision will influence the amount of funds you have to spend during 
your retirement. The amount of funds you plan to spend during your retirement may influ-
ence your decision of how much you should contribute to retirement. Financial advisers 
often suggest that as a rule of thumb you will need 70% to 80% of your preretirement 
salary to cover your annual expenses during retirement. An alternative rule of thumb is that 
your savings should be at least 10 to 12 times your preretirement salary, which for a person 
earning $70,000 at retirement would mean $700,000 to $840,000. However, a person who 
is planning on an inexpensive lifestyle would likely be able to live comfortably on less. The 
Retirement Expenses Worksheet at https://www.blackrock.com is useful because it forces 
you to think about all the expenses that you might incur during retirement.

A large retirement expense that is often overlooked is the cost of health care. Although 
you will qualify for Medicare at age 65, you will still have health care expenses. You will 
have to pay a monthly premium for Medicare Part B ($134 per month in 2018 for most 
people) and for Part D drug coverage, which will be deducted from your Social Security 
benefits, and you will also need Medicare Supplemental Insurance. Over many years of 
retirement, these costs are significant. Assuming that a couple will live to their mid-80s, 
they might pay a total of $250,000 or more for health insurance premiums and other 
health care expenses during retirement. Many individuals do not invest in their retire-
ment accounts in their early years, and therefore they do not take full advantage of the 
tax savings provided by retirement accounts. One reason for not saving for retirement is 
that the payoff comes so far in the future. When you’re 25 years old, retirement is a long 
time away, and you may prefer to spend your money today in a way that will provide 
immediate satisfaction. The problem with that approach is that if you don’t start saving 
for retirement early, you will have to save more in the years leading up to your retirement.

Given the difficulty of estimating how much income you will need at retirement, a 
safe approach is to recognize that Social Security will not provide sufficient funds and 
to invest as much as is allowed on a consistent basis in your retirement plan, especially 
when your contribution is matched by your employer. Alternatively, you can assess how 
much you need to cover your typical expenses and liquidity needs and invest the remain-
der in retirement accounts. The size of your contribution should increase as your salary 
increases. If you tend to spend whatever excess funds you have after covering all your 
obligations, consider retirement contributions to be an obligation. As you notice your 
retirement account accumulating funds, the saving process will become easier because 
you will see how your retirement account balance grows over time.

Go to:
The retirement section of 
https://investor.vanguard.
com.

To get:
Guidance on your retire-
ment decisions.

Financial Planning
ONLINE
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How Should You Invest Your Contributions?
When considering changing investment alternatives within a defined-contribution retirement 
plan, you do not have to worry about tax effects. All the money you withdraw from your 
retirement account at the time you retire will be taxed at your ordinary income tax rate, 
regardless of how it was earned. Most financial advisers suggest a diversified set of invest-
ments, such as investing most of the money in one or more stock mutual funds or exchange-
traded funds (ETFs) and investing the remainder in one or more bond mutual funds.

Your retirement plan investment decision should take into account the number of 
years until your retirement, as shown in Exhibit 19.1. If you are far from retirement, you 
might consider mutual funds and ETFs that invest in stocks with high potential for growth 
(such as a capital appreciation fund, a technology fund, and maybe an international 
stock or bond fund). If you are close to retirement, you might consider Treasury bond 
funds and a stock fund that focuses on stocks of very large firms that pay high dividends. 
Some investments (such as a money market fund focused on Treasury bills or on bank 
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Low-Risk
Investments

Medium-Risk Investments

Proportion
of Portfolio

100%

High-Risk Investments

Age

Common High-Risk
Investments

Common Medium-Risk
Investments

Common Low-Risk
Investments

Stock Mutual Funds
and ETFs

Growth stock funds High-dividend stock funds
Capital appreciation funds S&P 500 index funds
Small-cap funds
International stock funds
Sector stock funds

Bond Mutual Funds Junk bond funds Medium-rated corporate
bond funds

Treasury bond funds
High-rated corporate
bond funds

International bond funds

Hybrid Mutual Funds Balanced (stock and
bond) funds

Money Market Funds Treasury money market
funds
Money market funds
that contain
commercial paper
and CDs

EXHIBIT 19.1 Typical Composition of a Retirement Account Portfolio
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certificates of deposit) are less risky, but also offer less potential return. Most retirement 
plans allow a wide variety of investment alternatives to suit various risk tolerances.

If you are young and far from retirement, you are in a position to take more risk 
with your investments. As you approach retirement, however, your investments should 
become more conservative.

The amount that you try to save by the time you retire is partially dependent on the retire-
ment income that you will need to live comfortably. There are various methods of determin-
ing the amount that you should save for your retirement. Among the important variables to 
consider are the levels of your existing assets and liabilities, whether you will be supporting 
anyone besides yourself at retirement, your personal needs, the expected price level of prod-
ucts at the time of your retirement, and the number of years you expect to live while retired. 
As mentioned earlier, think about what you plan to do in retirement. If you plan to travel 
extensively, you may need nearly as much annual income as you needed during your working 
years. Various online calculators are available that can provide estimates based on your input.

Some individuals focus too heavily on risky investments in their retirement account 
because they get a psychological boost from investments that have the potential to gen-
erate very high returns. However, these investments could cause very large losses. Thus, 
some investors end up gambling their retirement money in risky investments and pos-
sibly risking major losses that they cannot afford. During the 2008–2009 financial crisis, 
the value of many investments declined by more than 50%. Some investors may believe 
that even if the value of their investments declines, the value will rise by the time of their 
retirement. However, many risky investments end up being worthless, causing major 
losses. Consequently, some retirees’ accounts may lack sufficient funds to support their 
retirement, which might force them to work additional years.

Retirement Plans Offered by Employers
Next, we will take a close look at some of the more popular defined-contribution retire-
ment plans offered by employers.

401(k) Plan
A 401(k) plan is a defined-contribution plan established by firms for their employees. 
Federal guidelines establish the maximum amount that employees can contribute per 
year ($18,500 in 2018 and an additional $6,000 contribution if the employee is age 50 
or older). You can usually start contributing after one year of employment. The money 
you contribute is deducted from your paycheck before taxes are assessed. Your 401(k) 
contributions are fully vested regardless of when you leave the firm.

Employers offer a set of investment alternatives for the money contributed to a 
401(k). For example, you may be able to invest in one or more mutual funds or ETFs. 
The funds are not necessarily part of a single family, so you may be able to choose among 
funds sponsored by many different investment companies.

Some firms allow a managed account in which an adviser provides you with invest-
ment advice and asset allocation based on your risk tolerance. Each company relies on 
a different program, so the prescribed allocation could depend on the company that 
manages your 401(k) plan. There are advisory fees, which normally range from 0.2% 
to 0.8% or higher per year. The company is required to disclose the amount of all fees, 
the historical performance of the investments available in the plan, its objectives, and its 
strategies. The required disclosures are similar to those that mutual funds must make.

Matching Contributions by Employers Some 401(k) plans require the entire con-
tribution to come from the employee with no matching contribution from the employer. 
Other employers match the employee’s contribution. In a dollar-for-dollar match, the 
employer matches the entire employee contribution up to the company’s limit. So, for 
example, if an employee contributes $400 per month, the employer will provide an addi-
tional $400 per month to the employee’s retirement account. Or the firm may match a 

401(k) plan
A defined-contribution 
plan that allows employ-
ees to contribute up to 
a set maximum amount 
each year on a pretax 
basis.
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percentage of the employee’s contribution. For example, if the employee contributes $400, 
the employer may contribute 50% of that amount, or an additional $200. The amount 
of matching (if any) provided by the employer has a large impact on the savings that the 
employee will accumulate by retirement. More than 80% of all employers offering 401(k) 
plans match a portion or all of an employee’s contributions.

Tax on Money Withdrawn from the Account If you withdraw money from your 
401(k) account before age 591

2 you will be subject to a penalty equal to 10% of the 
amount withdrawn. Your withdrawal will also be taxed as regular income at your mar-
ginal income tax rate. However, if you are retired and over age 591

2 when you withdraw 
the money, you may not have much other taxable income and therefore will be in a very 
low marginal income tax bracket. Thus, the 401(k) plan allows you to defer paying taxes 
on the income you contributed for several years and may also allow you to pay a lower 
tax rate on the money once you withdraw it.

Roth 401(k) Plan
Some companies offer a Roth 401(k) account as an alternative to the traditional 401(k) 
retirement account. Income contributed to a Roth 401(k) is taxed at the contributor’s 
marginal tax rate at the time of the contribution. The advantage of a Roth 401(k) is that 
funds are not taxed when withdrawn from the account, as they are when withdrawn 
from a traditional 401(k) account. In essence, the Roth 401(k) plan allows contributors 
to avoid paying taxes on the interest or capital gains generated by the account. There are 
no restrictions on income level to contribute to a Roth 401(k) account.

The decision to invest in a Roth 401(k) or traditional account may depend on your mar-
ginal tax rate today versus your expected tax rate when you withdraw funds after retirement. 
If you are currently in a very low marginal tax bracket, you may benefit from using the Roth 
401(k) because the taxes on your contribution will be small, and you will not be taxed on the 
funds at withdrawal. However, some people may prefer the traditional 401(k) because the 
tax benefit occurs now, which gives them more immediate disposable income. They may be 
less concerned about the tax benefit of the Roth 401(k) plan at their retirement, even if that 
benefit outweighs the immediate tax benefit from the traditional 401(k) plan.

403(b) Plan
Nonprofit organizations such as educational institutions and charitable organizations offer 
403(b) plans, which are very similar to 401(k) plans in that they allow you to invest a por-
tion of your income on a tax-deferred basis. The maximum amount that you can contribute 
is dependent on your compensation and years of service, up to a limit of $18,500.

A 403(b) plan allows you to choose investment alternatives. You will be penalized 
for withdrawals before age 591

2, and when you withdraw the money at retirement, you 
will be taxed at ordinary income tax rates.

Simplified Employee Pension (SEP) Plan
A Simplified Employee Pension (SEP) plan is commonly set up by business owners for 
themselves and their employees. The employee is not allowed to make contributions. 
The employer can contribute up to 25% of the employee’s annual income, up to a maxi-
mum annual contribution of $55,000 in 2018. SEPs give an employer a lot of flexibility 
in determining how much money to contribute. The employer may establish your SEP 
account at an investment company, depository institution, or brokerage firm of your 
choice. If it is established at an investment company, you will be able to invest the money 
in a set of mutual funds that the company offers. If the account is established at a deposi-
tory institution, you will be able to invest the money in CDs issued by the institution. If it 
is established at a brokerage firm, you may be able to invest in some individual stocks or 
mutual funds or ETFs that you choose. Withdrawals should occur only after age 591

2 to 
avoid a penalty, and the withdrawals are taxed at ordinary income tax rates at that time.

Roth 401(k) plan
An alternative to a 401(k) 
account available to 
people employed by par-
ticipating companies.

403(b) plan
A defined-contribution 
plan that allows employ-
ees of nonprofit organiza-
tions to invest up to a set 
maximum amount of their 
income on a tax-deferred 
basis.

Simplified Employee  
Pension (SEP) plan
A defined-contribution 
plan is set up by business 
owners for themselves 
and their employees.

M19B_MADU9969_07_SE_C19.indd   495 28/11/2018   18:16



496 Chapter 19  Retirement Planning

SIMPLE Plan
The SIMPLE (Savings Incentive Match Plan for Employees) plan is intended for firms with 100 
or fewer employees. A SIMPLE plan can be established at investment companies, depository 
institutions, or brokerage firms. In 2015 the employee can contribute up to $12,500 (additional 
contributions of $3,000 are allowed for employees who are age 50 or older). As with the other 
retirement plans mentioned so far, this contribution is not taxed until the money is withdrawn 
from the account. Thus, a SIMPLE account is an effective means of deferring tax on income. 
In addition, the employer can match a portion of the employee’s contribution.

Profit Sharing
Some firms provide profit sharing, in which the employer makes contributions to 
employee retirement accounts based on a specified profit formula. The employer can 
contribute up to 25% of an employee’s salary each year, up to a maximum annual amount 
of $55,000 in 2018.

Employee Stock Ownership Plan (ESOP)
With an employee stock ownership plan (ESOP), the employer contributes some of its 
own stock to the employee’s retirement account. A disadvantage of this plan is that it is 
focused on one stock; if this stock performs poorly, your retirement account will not be 
able to support your retirement. Recall from Chapter 18 that a diversified mutual fund 
or ETF is less susceptible to wide swings in value because it contains various stocks that 
are not likely to experience large downturns simultaneously. An ESOP is generally riskier 
than retirement plans invested in diversified funds.

Managing Your Retirement Account After Leaving 
Your Employer
When you leave an employer, you may be able to retain your retirement account there 
if you have at least $5,000 in it. Another option is to transfer your assets tax-free into 
your new employer’s retirement account, assuming that your new employer allows such 
transfers (most employers do). However, some employers charge high annual fees to man-
age transferred retirement plans.

You can also create a rollover IRA by transferring your assets tax-free from your 
company retirement plan to an individual retirement account (IRA). You can initiate a 
rollover IRA by completing an application provided by various investment companies 
that sponsor mutual funds or by various brokerage firms. By transferring your retire-
ment account into a rollover IRA, you can avoid cashing in your retirement account and 
therefore can continue to defer taxes and avoid the early withdrawal penalty. To avoid 
taxes on a rollover IRA, you must comply with a number of stringent rules, so be sure to 
check the rules before initiating a rollover.

Retirement Plans for the Self-Employed
Self-employed individuals can use versions of many of the plans available to employed 
individuals. Two popular retirement plans for self-employed individuals are Simplified 
Employee Pension (SEP) plans and one-participant 401(k) plans.

Keogh Plan
The first retirement plans for self-employed individuals were known as Keogh plans, 
named after the congressman who sponsored the bill creating them. Keogh plans are 
rarely used today because their rules are complicated and the plans are difficult to set 
up. Nevertheless, they still are used for certain high-income self-employed individuals. 

SIMPLE (Savings  
Incentive Match Plan  
for Employees) Plan
A defined-contribution 
plan intended for firms 
with 100 or fewer 
employees.

profit sharing
A defined-contribution 
plan in which the 
employer makes contribu-
tions to employee retire-
ment accounts based on a 
specified profit formula.

employee stock owner-
ship plan (ESOP)
A retirement plan in which 
the employer contributes 
some of its own stock to 
the employee’s retirement 
account.

rollover IRA
An individual retirement 
account (IRA) into which 
you can transfer your 
assets from your company 
retirement plan tax-free 
while avoiding early with-
drawal penalties.

Keogh plan
A retirement plan that 
enables high-income 
self-employed individuals 
to contribute part of their 
pretax income to a retire-
ment account.
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As with other retirement accounts, contributions are not taxed until they are withdrawn 
at the time of retirement.

Simplified Employee Pension (SEP) Plan
The Simplified Employee Pension (SEP) plan is available for self-employed individuals. If 
you are self-employed, you can contribute up to 25% of your annual net income, up to a 
maximum annual contribution of $55,000 in 2018. You can establish your SEP account 
at an investment company, depository institution, or brokerage firm of your choice. 
Another possibility is to establish a one-participant 401(k) plan, also known as a solo 
401(k) or an individual 401(k). One-participant 401(k) plans are subject to the same rules 
and contribution limits as 401(k) plans for employees.

Individual Retirement Accounts
You should also consider opening an individual retirement account (IRA). There are two 
main types of IRAs: the traditional IRA and the Roth IRA.

Traditional IRA
The traditional individual retirement account (IRA) enables you to save for your retirement, 
separate from any retirement plan provided by your employer. An IRA allows you to invest 
up to a set amount each year ($5,500 for an individual and $11,000 for a married couple in 
2018) and receive a tax deduction on your contribution. Individuals who are age 50 or older 
can make additional contributions of $1,000 per year. The tax deduction is phased out for 
those with income above certain levels ($63,000 for individuals and $101,000 for couples in 
2018). The income levels and amount you can contribute are adjusted periodically for infla-
tion. However, if you are covered by an employer-sponsored plan and your gross income is 
above certain limits ($73,000 for an individual and $121,000 for a couple in 2018), you can-
not take a tax deduction for your IRA contribution. A tax credit up to $1,000 is available for 
IRA contributions for people with low incomes (under $31,500 for an individual and under 
$63,000 for a couple in 2018). The tax credit can be used to offset a portion of the taxes 
owed. You are allowed to contribute to the IRA up to the tax deadline (usually April 15) in 
the following year to take advantage of the tax deduction in the previous year.

When you contribute to an IRA, your investment choices will depend on the retirement 
plan sponsor. For example, if you set up your IRA with the Vanguard mutual fund family, you 
can select among more than sixty mutual funds and ETFs for your account. You can withdraw 
funds from an IRA without penalty at age 591

2 or later. You are taxed on the income earned 
by your investments at your ordinary income tax rate at the time you withdraw funds. If you 
withdraw the funds before age 591

2 you are not only taxed at your ordinary income tax rate, 
but also are typically charged a penalty equal to 10% of the withdrawn funds.

Roth IRA
The Roth IRA is an alternative to the traditional IRA, whereby the money invested is 
taxed at the time of the contribution, but your withdrawals are not taxed, as long as you 
withdraw the money after age 591

2 and your Roth IRA has been in existence for at least 
five years. Thus, main difference between Roth and traditional IRAs is that the Roth IRA 
is taxed at the time funds are invested in the retirement account while the traditional IRA 
is taxed when funds are withdrawn from the account. The Roth IRA allows individuals 
who are under specific income limits to invest after-tax income up to a set maximum each 
year ($5,500 for individuals and $11,000 for married couples in 2018). Individuals who 
are age 50 or older can make additional catch-up contributions with the same limits as 
the traditional IRA. You can withdraw funds from a Roth IRA at age 591

2 or later. You 
can invest in both a Roth IRA and a traditional IRA, but you are limited to a total IRA 
contribution. For example, if you are single and invest the maximum amount in a Roth 

Simplified Employee  
Pension (SEP) plan
A defined-contribution 
plan commonly offered 
by firms with one to ten 
employees or used by 
self-employed people.

one-participant 401(k) 
plan
A 401(k) plan for self-
employed individuals, sub-
ject to the same rules and 
contribution limits as 401(k) 
plans for employees.

traditional individual 
retirement account (IRA)
A retirement plan that 
enables individuals to 
invest a set amount up to 
a maximum each year and 
receive a tax deduction if 
they meet certain income 
and other requirements; 
income earned in the 
plan is not taxed until it is 
withdrawn.

Roth IRA
A retirement plan that 
enables individuals who 
are under specific income 
limits to invest after-tax 
income up to a set maxi-
mum each year; income 
earned in the plan is not 
taxed, and withdrawals 
are also tax-free.
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IRA this year, you cannot invest in a traditional IRA. If you invest $1,000 less than the 
maximum amount in a Roth IRA this year, you can also invest $1,000 in a traditional 
IRA. You need not maintain a specific allocation between the two types of IRAs each 
year, but you are subject to the maximum total contribution.

Individuals whose income exceeds specified limits are not eligible for a Roth IRA. 
As of 2018, for married taxpayers filing jointly, eligibility for the Roth IRA phases out 
at annual adjusted gross income levels from $189,000 to $199,000, and they are not 
eligible if their annual adjusted gross income exceeds $199,000. For single taxpayers, the 
Roth IRA phases out at annual adjusted gross income levels from $120,000 to $135,000, 
with no contributions allowed if their annual adjusted gross income exceeds $135,000.

Comparison of the Roth IRA and Traditional IRA
As an example of the difference between a Roth IRA and a traditional IRA, consider the 
effects of investing $4,000 in each type of IRA.

Advantage of the Traditional IRA over the Roth IRA The income that you 
contribute to a traditional IRA is sheltered from taxes until you withdraw money from 
your account. Conversely, you pay taxes on your income contributed to a Roth IRA. For 
example, if you contribute $4,000 and are in the 24% tax bracket, you would incur a tax 
of $960 now (computed as $4,000 * 24%) on the income contributed to a Roth IRA. 
Had you invested that income in a traditional IRA instead of a Roth IRA, you would not 
incur taxes on that income at this time.

Advantage of the Roth IRA over the Traditional IRA The amount of money in an 
IRA should grow over time, assuming that you invest each year and that you earn a reason-
able return. Assume that you are retired and withdraw $10,000 after several years of investing 
in your IRA. If you withdraw $10,000 from your Roth IRA, you will not pay any taxes on the 
amount withdrawn. Conversely, if you withdraw $10,000 from your traditional IRA, you will 
pay taxes on that amount, based on your marginal income tax bracket. If your marginal tax 
bracket at that time is 24%, you will incur a tax of $2,400 (computed as $10,000 * 24%). 
Thus, you would incur a tax of $2,400 more than if you had withdrawn the money from a 
Roth IRA. The investment income you accumulate in a Roth IRA can be withdrawn tax-free, 
whereas the money you accumulate in a traditional IRA is taxable when withdrawn.

Factors That Affect Your Choice So which IRA is better? The answer depends on 
many factors, including your marginal income tax rate at the time you contribute money 
to your IRA and at the time that you withdraw money. If you are in a high tax bracket 
now and expect to be in a very low tax bracket when you withdraw money from the IRA, 
you may be better off with a traditional IRA. Because you are not taxed on the initial 
contribution, you will receive your tax benefit when you are working and subject to a 
high tax rate. If you withdraw money from the IRA after you retire, and you do not have 
much other income, the money withdrawn from the IRA will be taxed at a low tax rate.

A counterargument is that if you save a substantial amount of money in your 
employer-sponsored account and your IRA, you will be withdrawing a large amount of 
money from your accounts every year after you retire, so you will likely be in a high tax 
bracket. In this case, you may be better off paying taxes on the income now with a Roth 
IRA (as you contribute to your retirement account) rather than later.

Annuities
When conducting your retirement planning, you should also consider investing in annui-
ties. An annuity is a financial contract that provides annual payments until a specified 
year or for one’s lifetime. The minimum investment in an annuity is usually $5,000. The 
investment in an annuity is not sheltered from income taxes. Thus, if you invest $5,000 
in an annuity, you cannot reduce your taxable income by $5,000. The return on the 
investment in an annuity is tax-deferred, however, so any gains generated by the annuity 

annuity
A financial contract that 
provides annual payments 
over a specified period.
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are not taxed until the funds are paid to the investor. Although there are benefits from 
being able to defer the tax on your investment, they are smaller than the benefits from 
sheltering income by using a retirement account. Therefore, annuities are not suitable 
substitutes for retirement plans.

Fixed Versus Variable Annuities
Annuities are classified as fixed or variable. Fixed annuities provide a specified return on 
your investment, so you know exactly how much money you will receive at a future point 
in time. Variable annuities allow you to allocate your investment among various subac-
counts (specific stock and bond portfolios), so the return is dependent on the performance 
of those investments. However, the variable annuities do not guarantee a specific return 
to you over time. The amount of money that you receive depends on the performance of 
the types of investment you selected. You may periodically change your allocation. You 
can withdraw your investment as a lump sum or as a series of payments over time.

Variable annuities commonly provide a death benefit, so that when you die, your 
heirs receive the account balance or the amount that you initially invested in the annuity, 
whichever is greater. In most cases, the value of your investments should increase over 
time, so the guarantee that your heirs will receive the amount that you initially invested 
is not extremely beneficial. Furthermore, the company who sells you the annuity charges 
you for this death benefit, and the amount that it charges is typically much more than 
the expected benefit.

Annuity Fees
The main disadvantage of annuities is the high fees charged by the financial institu-
tions (primarily insurance companies) that sell and manage annuities. These fees include 
management fees that are charged every year (similar to those for a mutual fund) and a 
surrender charge that may be imposed on any money withdrawn in the first eight years 
or so. The surrender charge is intended to discourage withdrawals. Some annuities allow 
you to swap one type of annuity for another, but when you do, you are typically charged 
surrender fees. The surrender charges are especially high if you withdraw money shortly 
after you purchase the annuity, and they decline over time. In addition, there may be 
“insurance fees” that are essentially commissions to salespeople for selling the annuities 
to you. These commissions commonly range from 5.75% to 8.25% of your investment. 
Some insurance companies have been criticized because their brokers aggressively sold 
annuities to customers without concern for the needs of their customers. Because brokers 
earn commissions on how much they sell, they may be tempted to make a sale without 
fully disclosing the disadvantages of annuities.

Some financial institutions now offer no-load annuities that do not charge commis-
sions and also charge relatively low management fees. For example, Vanguard’s variable 
annuity plan has total expenses between 0.58% and 0.86% of the investment per year, 
which are lower than what many mutual funds charge.

Estimating Your Future Retirement Savings
When you consider how much to contribute to retirement and how to invest your retire-
ment funds, you will naturally want to know how your decision will affect your future 
retirement savings.

Recall from Chapter 3 that the future value of an investment today can be computed 
by using the future value interest factor (FVIF) table (Table C.1) in Appendix C. You 
need the following information:

• The amount of the investment

• The annual return that you expect on the investment

• The time when the investment will end

fixed annuity
An annuity that provides 
a specified return on your 
investment, so you know 
exactly how much money 
you will receive at a future 
point in time (such as 
retirement).

variable annuity
An annuity in which the 
return is based on the per-
formance of the selected 
investment vehicles.

surrender charge
A fee that may be imposed 
on any money withdrawn 
from an annuity.
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Estimating the Future Value of a Set  
of Annual Investments
If you plan to save a specified amount of money every year for retirement, you can easily 
determine the value of your savings by the time you retire. Recall that a set of annual 
payments is called an annuity. The future value of an annuity can be computed by using 
the future value interest factor of an annuity (FVIFA) table (Table C.3) in Appendix C. 
You need the following information:

• The amount of the annual payment (investment)

• The annual return that you expect on the investments

• The time when the investments will end

Relationship Between Size of Annuity and Retirement Savings Consider how 
the amount of your savings at retirement is affected by the amount that you save each 
year. As Exhibit 19.2 shows, for every extra $1,000 that you can save at the end of each 
year, you will accumulate an additional $154,760 at retirement, assuming a 6% annual 
return and forty years of contributions.

Input Function

N

I

PV

PMT

FVCPT

40

0

–5000

6

Most (but not all) 
financial calculators, 
such as the Texas 
Instruments BAII 
PLUS, require a 
negative present value 
(PV) input. You should 
consult your manual 
to determine the 
requirements of your 
financial calculator.

Solution
$51,429

EXAMPLE You consider investing $5,000 this year, and this investment will remain in your account 
until forty years from now when you retire. You believe that you can earn a return of 6% 
per year on your investment. Based on this information, you expect the value of your 
investment in forty years to be:

 Value in 40 Years = Investment * FVIF  (i 5 6, n 5 40)

 = $5,000 * 10.285 

 = $51,425 

Your answer derived from this process may differ slightly from the answer when using 
a calculator due to rounding. Notice that a $5,000 investment can grow into more than 
$50,000 by the time you retire.

Amount Saved Per Year
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$600,000
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$1,200,000

$1,400,000
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$1,800,000

$2,000,000

$10,000$9,000$8,000$7,000$6,000$5,000$4,000$3,000$2,000$1,000

Savings at 
Retirement

EXHIBIT 19.2  Relationship Between Amount Saved per Year and Amount of Savings 
at Retirement (in forty years, assuming a 6% annual return)
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Relationship Between Years of Saving and Retirement Savings The amount 
you will accumulate by the time you retire also depends on the number of years your 
investment remains in your retirement account. As Exhibit 19.3 shows, the longer your 
annual savings are invested, the more they will be worth at retirement. If you plan to 
retire at age 65, notice that if you start saving $5,000 per year at age 35 (and therefore 
save for thirty years until retirement), you will have about $395,000 on your retirement 

Input Function

N

I

PV

PMT

40

8

5000

0

FVCPT

Solution
$1,295,282

Input Function

N

I

PV

PMT

40

5

5000

0

Solution
$603,999

FVCPT

Stephanie Spratt is considering whether she should start saving toward her retirement. 
Although her retirement is forty years away, she wants to ensure that she can live com-
fortably on her retirement income. She decides to contribute $3,600 per year ($300 
per month) to her retirement through her employer’s defined-contribution plan. Her 
employer will provide a partial matching contribution of $1,400 per year. Therefore, 
the total contribution to her retirement account will be $5,000 per year. As a result, 
Stephanie will have less spending money and will not have access to these savings 
until she retires in about forty years. However, her annual contribution helps reduce 
her taxes now because the money she contributes is not subject to income taxes until 
she withdraws it at retirement.

Stephanie wants to determine how much money she will have in forty years based 
on the total contribution of $5,000 per year. She expects to earn a return of 8% on 
her investment. She can use the future value of annuity tables  (in Appendix C) to 
estimate the value of this annuity in forty years. Her estimate of her savings at the 
time of retirement is:

 Savings in Retirement Account = Annual Contribution * FVIFA (i 5 8%, n 5 40)

 = $5,000 * 259.06 

 = $1,295,300 

The answer derived from this process may differ slightly from the answer when using a 
calculator due to rounding.

Stephanie realizes that she may be overestimating her return, so she re-estimates her 
savings based on a 5% return:

 Savings in Retirement Account = Annual Contribution * FVIFA (i 5 5%, n 5 40)

 = $5,000 * 120.797  

 = $603,985 

Even with this more conservative estimate, Stephanie will be able to accumulate more 
than $600,000 by the time she retires.

EXAMPLE

FREE APPS  
for Personal 

Finance

Estimating Your Savings on Retirement
Application:
The Prudential Retirement Income Calculator app (by The Prudential Insurance Com-
pany of America) allows you to determine how the amount you would save by the time 
of your retirement would change based on various scenarios.

To Find It:
Search for the “Prudential Retirement Income” app on your mobile device.
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Number of Consecutive Years You Invest $5,000 at the End of Each Year
4035302520151051

Savings at 
Retirement
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EXHIBIT 19.3  Relationship Between the Number of Years You Invest Annual Savings 
and Your Savings at Retirement (assuming a $5,000 annual investment  
and a 6% annual return)

Go to:
The retirement section of 
www.fidelity.com under 
“Planning & Advice.”

To get:
A framework for build-
ing a retirement plan 
based on your financial 
situation.

Financial Planning
ONLINE

(assuming a 6% annual return on investment). However, if you start saving $5,000 per 
year at age 25 (and therefore save for forty years until retirement), you will have about 
$774,000 on your retirement.

Relationship Between Your Annual Return and Your Savings at Retirement  
The amount you will have at retirement also depends on the return you earn on your 
annual savings, as shown in Exhibit 19.4. An annual return of 10% produces about 
$1.4 million more in accumulated retirement savings than an annual return of 6%. How-
ever, recognize that striving for higher returns on your investments can result in more risk.

Annual Return
12%10%8%6%4%2%0%

Savings at
Retirement
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$500,000

$1,000,000

$1,500,000

$2,000,000

$2,500,000

$3,000,000

$3,500,000

$4,000,000

EXHIBIT 19.4  Relationship Between the Annual Return on Your 
Annual Savings and Your Savings at Retirement  
(in forty years, assuming a $5,000 annual investment)
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GOALS FOR RETIREMENT PLANNING

1.   Ensure an adequate financial position at the time I retire.
2.   Reduce the tax liability on my present income.

ANALYSIS
Type of Retirement Plan Benefits

Employer’s retirement plan

Type of Retirement Plan Benefits

Traditional IRA or Roth IRA

Annuities

DECISIONS
Decision on Whether I Should Engage in Retirement Planning:

Decision on How Much to Contribute to Retirement:

Decision on Asset Allocation Within the Retirement Account:

I can contribute income each year (tax-deferred) to a traditional IRA. 
Alternatively, I could contribute to a Roth IRA; in that case, the contribution 
occurs after taxes, but the withdrawal after retirement will not be taxed.

Even if Social Security benefits are available when I retire, they will not be sufficient to provide the amount of 
financial support that I desire. Given the substantial tax benefits of a retirement plan, I should engage in retire-
ment  planning. I plan to take full advantage of my employer’s retirement plan. I will contribute $3,600 per year
and my employer will match with $1,400. The benefits of traditional and Roth IRAs are also substantial. However,
the trade-off is that I will not have access to any income that I invest in my retirement account for many years. 
Although I have not contributed to these retirement accounts in the past, I plan to do so as soon as possible. 
Annuities are not attractive to me at this point.

I should attempt to contribute the maximum allowed to my employer’s retirement plan and to a traditional or Roth 
IRA. These contributions will reduce the amount of money that I can dedicate toward savings and investments, but 
the trade-off favors retirement contributions because of the tax advantages. I will make sure that I maintain enough
income to cover my monthly expenses and sufficient liquidity. Beyond that, I will attempt to maximize the amount
of funds that I can contribute to retirement accounts.

I plan to invest the money slated for retirement in stock and bond mutual funds. I will invest about 70% or 80% of 
the money in a few diversified stock mutual funds and the remainder in a diversified corporate bond mutual fund.

I can contribute money to annuities to supplement any other retirement plan. 
The only tax advantage is that any income earned on the money invested is 
not taxed until I withdraw the money after retirement.

I plan to contribute $3,600 of my income (tax-deferred) per year to my retire-
ment plan. In addition, my employer provides a partial matching contribution 
of $1,400.

EXHIBIT 19.5 How Retirement Planning Fits Within Stephanie Spratt’s Financial Plan

How Retirement Planning Fits Within Your  
Financial Plan

The following are the key retirement planning decisions that should be included within 
your financial plan:

• Should you invest in a retirement plan?

• How much should you invest in a retirement plan?

• How should you allocate investments within your retirement plan?

Exhibit 19.5 provides an example of how the retirement planning decisions apply to 
Stephanie Spratt’s financial plan.
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DISCUSSION QUESTIONS

1. How would Stephanie’s retirement planning decisions be different if she were a 
single mother of two children?

2. How would Stephanie’s retirement planning decisions be affected if she were  
35 years old? If she were 50 years old?

Role of Social Security. Social Security provides 
income to qualified individuals to support them 
during their retirement. However, the income 
provided normally is not sufficient for most indi-
viduals to live comfortably. Therefore, individuals 
engage in retirement planning so that they will 
have additional sources of income when they 
retire.

Defined Benefit Versus Contribution Plans. 
Retirement plans sponsored by employers are 
normally classified as defined-benefit plans 
or defined-contribution plans. Defined-benefit 
plans guarantee a specific amount of income to 
employees on retirement, based on factors such 
as their salary and number of years of service. 
Defined-contribution plans provide guidelines on 
the maximum amount that can be contributed to a 
retirement account. Individuals have the freedom 
to make decisions about how much to invest and 
how to invest for their retirement.

Retirement Planning Decisions. Two key retire-
ment planning decisions are how much to con-
tribute to your retirement plan and how to invest 
your contributions. When an employer is willing 
to match your retirement contribution, you should 
always contribute enough to take full advantage 
of the match. In addition, you should also try to 
contribute the maximum amount allowed, even 
if doing so means you will have less money to 
invest in other ways. Most financial advisers sug-
gest investing most of your contribution in one or 
more diversified stock mutual funds or ETFs and 
putting the remainder in a diversified bond fund. 
The specific allocation depends on your willing-
ness to tolerate risk.

Retirement Plans Offered by Employers. 
Retirement plans offered by employers include the 
401(k) plan, 403(b) plan, Simplified Employee Pen-
sion (SEP) plan, SIMPLE, profit sharing, and ESOP. 
These plans offer similar types of benefits in that 
they encourage you to save for retirement and 
can defer your income from taxes. The specific 

eligibility requirements and other characteristics 
vary among retirement plans.

In addition to these retirement plans, some firms 
began to offer Roth 401(k) plans in 2006. The 
advantage of the Roth 401(k) is that the funds 
withdrawn at the time of retirement are not taxed. 
However, the income contributed to the plan is 
taxed. Individuals who have the choice of a tradi-
tional 401(k) versus the Roth 401(k) must compare 
the benefits of deferring taxes with the traditional 
401(k) plan versus avoiding taxes on withdrawal of 
retirement funds with the Roth 401(k) plan.

Self-Employed Retirement Plans. Self-employed 
individuals can use a SEP plan, which allows them 
to contribute up to 25% of their net income, up to 
a maximum of $55,000 in 2018. Alternatively, they 
can use a one-participant 401(k) plan, which is sub-
ject to the same rules and limits as 401(k) plans for 
employees. High-income self-employed individuals 
may choose to use a Keogh plan.

Individual Retirement Accounts. In addition 
to retirement accounts offered by employers, 
individuals can also establish an individual retire-
ment account (IRA), such as a traditional IRA or a 
Roth IRA.

Annuities. An annuity is a financial contract that 
provides annual payments until a specified year or 
for one’s lifetime. The return on the investment in 
an annuity is tax-deferred, however, so any gains 
generated by the annuity are not taxed until the 
funds are paid to the investor. However, this tax 
benefit is smaller than the benefit from sheltering 
income by using a retirement account.

Estimating the Future Value of Your  
Retirement Accounts. Your future savings from 
investing in a retirement account can easily be 
estimated based on information regarding the 
amount you plan to invest each year, the annual 
return you expect, and the number of years until 
retirement. The future savings reflect the future 
value of an annuity.

SUMMARY
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REVIEW QUESTIONS

All Review Questions are available in MyLab Finance at www.pearson.com/mylab/finance.

1. Social Security. How does Social Security fit into 
retirement planning? How does an individual 
qualify for Social Security benefits? When do you 
receive benefits?

2. Health Care and Retirement. Discuss health care 
concerns in retirement.

3. Retirement Benefits. How are the retirement bene-
fits under Social Security calculated? Describe some 
factors that affect the amount of your benefits.

4. Concerns About Social Security. Discuss some of 
the concerns about the future of Social Security.

5. Employer-Sponsored Retirement Plans. Describe 
how employer-sponsored retirement plans work in 
general.

6. Defined-Benefit Plan. What is a defined-benefit 
plan? What is vesting? What does it mean to be 
fully vested?

7. Defined-Contribution Plan. What is a defined- 
contribution plan? Why have many employers 
switched to this type of plan? List some of the bene-
fits a defined-contribution plan offers to employees.

8. Retirement Planning Decisions. Briefly discuss the 
key retirement planning decisions an individual 
must make.

9. 401(k) Versus 403(b) Plans. Discuss the general 
characteristics of a 401(k) plan. What is a 403(b) 
plan?

10. Roth 401(k). How does a Roth 401(k) differ from a 
traditional 401(k)?

11. Employer Matching. What is an employer match? 
Why is it important to take advantage of an 
employer match?

12. Investing Contributions. What factors should you 
consider when deciding how to invest in your 
defined-contribution retirement fund?

13. SEP Versus SIMPLE Plans. Compare and contrast a 
Simplified Employee Pension (SEP) plan and a Sav-
ings Incentive Match Plan for Employees (SIMPLE).

14. ESOPs. Discuss employee stock ownership plans 
(ESOPs).

15. Profit Sharing. What is a profit sharing plan? What 
are the contribution limits for profit sharing plans?

16. Retirement Account. Discuss the choices offered 
to an employee to manage a retirement account 
on leaving an employer.

17. Self-Employment Retirement Plans. Briefly 
describe two popular retirement plans for self-
employed individuals.

18. IRAs. Compare and contrast a traditional IRA with 
a Roth IRA. Discuss the advantages of each. What 
factors will affect your choice of IRAs?

19. Annuities. What is an annuity? What is the differ-
ence between a fixed annuity and a variable annu-
ity? What is the main disadvantage of annuities?

20. Annuity Fees. What is a surrender charge? How 
much are common annuity commissions or insur-
ance fees?

21. Retirement Accounts. Why are retirement 
accounts more beneficial than other investments 
that could be used for retirement? Describe an 
effective strategy for retirement planning.

22. Projecting Retirement Funding. When estimating 
the future value of a retirement investment, what 
factors will affect the amount of funds available to 
you at retirement? Explain.

23. Projecting Retirement Funding. When estimating 
the future value of a set of annual investments, 
what factors will affect the amount of funds avail-
able to you at retirement?

24. Tax Benefits of a Retirement Account. Explain 
the tax benefits of investing within a retirement 
account versus investing outside a retirement 
account.

25. Retirement Planning. What is the main advantage 
of retirement planning?

26. Retirement Planning and Age. Why is it important 
to begin retirement planning while you are young?

27. Social Security and Retirement Age. How does 
your retirement age impact the amount of Social 
Security benefits you will receive?

How Retirement Planning Fits Within Your 
Financial Plan. While you are working, you 
should be setting aside funds for your retirement. 
This will allow you to spend more money once 

you have retired and have more time for leisure 
activities. Retirement planning at an early age can 
have a major impact on your wealth by the time 
you retire.
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FINANCIAL PLANNING PROBLEMS

All Financial Planning Problems are available in MyLab Finance at www.pearson.com/mylab/finance.

1. Retirement Funding. Barry has just become eli-
gible for his employer-sponsored retirement plan. 
Barry is 35 and plans to retire at 65. Barry calcu-
lates that he can contribute $3,600 per year to his 
plan. Barry’s employer will match this amount. If 
Barry can earn an 8% return on his investment, 
how much will he have at retirement?

2. Retirement Funding. How much would Barry 
(from problem 1) have at retirement if he had 
started this plan at age 25?

3. Retirement Funding. How much would Barry have 
if he could earn a 10% return on his investment 
beginning at age 35?

4. Retirement Funding. Assuming an 8% return, how 
much would Barry have if he could invest an addi-
tional $1,000 per year that his employer would 
match beginning at age 35?

5. Retirement Funding. How much will Marie have 
in her retirement account in ten years if her con-
tribution is $7,000 per year and the annual return 
on the account is 6%? How much of this amount 
represents growth of her contributions?

6. Retirement Plan Decision. Thomas earns $45,000 
per year. What retirement plan should Thomas 
consider under the following circumstances?

a. He works for a large private firm.

b. He works at a university.

c. He owns a small firm with employees.

7. Retirement Planning. Tilly would like to invest 
$2,500 in before-tax income each year in a retire-
ment account or in stock investments outside the 
retirement account. Tilly likes the stock invest-
ments outside the retirement account because 
they provide her with more flexibility and a poten-
tially higher return. Tilly would like to retire in 
thirty years. If she invests money in the retirement 
account, she can earn 7% annually. If she invests 
in stock outside the account, she can earn 9% 
annually. Tilly is in the 24% marginal tax bracket.

a. If Tilly invests all her money in the retirement 
account and withdraws all her income when 
she retires, what is her income after taxes?

b. If Tilly invests all her money in stocks outside 
the account, what are her savings at retire-
ment? (Hint: Remember that the income is 
taxed prior to investment.)

c. Assuming a capital gains tax rate of 15%, what 
is the after-tax value of the stock investments?

d. Should Tilly invest her money in the retirement 
account or in stocks outside the account?

8. Retirement Account Withdrawal. In need of extra 
cash, Troy and Lilly decide to withdraw $8,000 
from their traditional IRAs. They are both 40 years 
old. They are in a 24% marginal tax bracket. What 
will be the tax consequences of this withdrawal?

9. IRAs. Lisa and Mark married at age 22. Each year 
until their 30th birthdays, they put $4,000 into 
their traditional IRAs. By age 30, they had bought 
a home and started a family. Although they con-
tinued to make contributions to their employer-
sponsored retirement plans, they made no more 
contributions to their IRAs. If they receive an 
average annual return of 9%, how much will they 
have in their IRAs by age 60? What was their total 
investment?

10. IRAs. Ricky and Sharon married at age 22, started 
a family, and bought a house. At age 30, they 
began making a contribution of $5,000 to a tra-
ditional IRA. They continued making these con-
tributions annually until age 60. If the average 
return on their investment was 8%, how much 
was in their IRAs at age 60? What was their total 
investment?

11. Tax Savings. Lloyd and his wife, Jean, have no 
retirement plan at work, but they contribute $4,000 
each year to traditional IRAs. They are in a 24% 
marginal tax bracket. What tax savings will they 
realize for these contributions annually?

12. Employer Matching. Ezra works for a firm that 
offers a 100% match up to 4% of his salary on 
retirement contributions. How much will Ezra 
accumulate in twenty years if he contributes 4% 
of his salary of $100,000 per year assuming his 
account earns an 8% annual return?

13. Profit Sharing. Cedrick works for an employer that 
has a profit sharing retirement system. Assuming 
Cedrick made $133,000 in 2018, what is the maxi-
mum amount his employer can contribute to his 
retirement account?

14. Ethical Dilemma. Nancy and Al have been plan-
ning their retirement since they married in their 
early 20s. In their mid-40s and with two children in 
college, they are finding it harder to save and fear 
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they will fall short of the savings needed to reach 
their retirement goals. Nancy’s rich Uncle Charlie 
assures her she has nothing to worry about. “You 
are my favorite niece and because you are so 
good to me, I am leaving my entire estate to you,” 
he said. Nancy and Al begin devoting considerable 
time and energy to making Uncle Charlie’s golden 
years as enjoyable as possible.

Factoring in their anticipated inheritance, Nancy 
and Al look forward to a comfortable retirement. 
Ten years later, Uncle Charlie passes away. At the 

reading of his will, Nancy is surprised to learn that 
Uncle Charlie made the same comment to each 
of her four cousins. As the will is read, all five of 
the cousins are horrified to find that Uncle Charlie 
left his entire estate, valued at over $2 million, to a 
home for stray cats.

a. Fully discuss your views on the ethics of Uncle 
Charlie’s actions.

b. Looking at Nancy and Al’s experience, what les-
sons about retirement planning can be learned?

FINANCIAL PLANNING ONLINE EXERCISES

1. Go to https://www.ssa.gov and then go to the Benefits section and then click on 
Retirement Estimator to estimate your benefits at retirement. Determine your 
monthly Social Security benefits.

2. Go to www.marketwatch.com. Scroll down the page until you come to the 
 “Retirement” section. Summarize the information provided by this Web site that 
can help you with your retirement planning.

PSYCHOLOGY OF PERSONAL FINANCE: Your Retirement

1. Some people find that it is much easier to save for 
retirement when they request that their employer 
automatically direct a portion of their income to 
their retirement account. Describe your strategy to 
invest in your retirement. Are you currently invest-
ing in a retirement account? If so, do you use a 
defined-contribution plan for this purpose?

2. Read one practical article about how psychology 
affects decisions when investing for retirement. 
You can easily retrieve possible articles by doing 
an online search using the terms “psychology” 
and “investing for retirement.” Summarize the 
main points of the article.

WEB SEARCH EXERCISE

You can develop your personal finance skills by conducting an Internet search for related 
articles. Find a recent online article about personal finance that reinforces one or more 
concepts covered in this chapter. If your class has an online component, your professor 
may ask you to post your summary of the article there and provide a link to the article 
so that other students can access it. If your class is live, your professor may ask you to 
summarize your application of the article in class. Your professor may assign specific 
students to complete this assignment or may allow any student to do the assignment on 
a volunteer basis.

For recent online articles related to this chapter, consider using the following search 
terms (be sure to include the current year as a search term to ensure that the online 
articles are recent):

• Social Security benefits

• Defined-benefit plan

• Defined-contribution plan

• Your retirement plan

• Roth IRA

• Annuity

• Saving for your retirement
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508 Chapter 19  Retirement Planning

VIDEO EXERCISE: Retirement Planning

Go to one of the Web sites that contain video clips (such as www.youtube.com), and 
view some video clips about retirement planning. You can use search phrases such as 
“tips on retirement planning.” Select one video clip on this topic that you would recom-
mend for the other students in your class.

1. Provide the Web link for the video clip.

2. What do you think is the main point of this video clip?

3. How might you change your process of retirement planning after watching this 
video clip?

4. Does the information source appear credible? Why, or why not?
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NAME DATE

1. ESTIMATING THE VALUE OF YOUR RETIREMENT FUND UPON YOUR RETIREMENT

The following template allows you to determine how much money you will have in your retirement account by 
the time you retire based on assumptions about how much you contribute per period and the rate of return on 
money invested in your retirement account.

 a. Once you begin your professional career, how much do you plan to contribute per year toward 
your retirement account?  

  Insert that amount in the top row of the following template.

 b. How many years do you plan to work in your career until retirement?  
Insert the number in the second row of the following template.

 c. Input your expected annual return on your investment in the third row of the template. For now, 
start with an assumed 3% rate of return. (You can change it later.)

Template That Estimates Total Retirement Funds

Retirement Contribution Per Year $

Number of Years

Annual Rate of Return per Period %

Value of Your Retirement Fund Upon Your Retirement

Based on your input, what is the estimated total amount of money you would have in your retire-
ment account? 

 d. Now use a 7% return on your investment. By how much would your retirement account grow by 
the time of retirement if you earned 7% on your investment? 

 e. Now consider if you worked in your career for three additional years before you retire, and there-
fore contribute to your retirement account for three more years. Using the 7% return, by how 
much would your retirement account grow by the time of retirement if you worked three more 
years? 

 f. Now use whatever rate of return you think you can achieve, and experiment with different number 
of years to retirement. Based on your analysis, what is your conclusion regarding when you can 
afford to retire?  

  What is the estimated total amount of money that you would have in your retirement account 
based on time when you plan to retire? 

MyLab Finance

The financial planning spreadsheets available at www.pearson.com/mylab/finance will 
automatically perform computations, charts, and graphs based on your input.

BUILDING YOUR OWN FINANCIAL PLAN: Chapter 19
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NAME DATE

1. If Dave and his employer contribute a total of $10,000 annually, how much will be in the account 
in thirty years, when Dave and Sharon hope to retire?

Future Value of an Annuity

Contribution $10,000

Years 30

Annual Rate of Return 7%

Future Value

2. If Dave contributes $7,000 per year to his retirement account, the Sampsons will have less 
disposable income, and therefore will have lower cash inflows as a result. Suggest some 
ways that the Sampsons may be able to offset the reduction in cash inflows by reducing cash 
outflows (look back at their cash outflows in Chapter 2).

Dave’s employer offers a 401(k) plan, but Dave has not participated in it up to this point. 
Now he wants to seriously consider contributing. His employer will allow him to invest 
about $7,000 of his salary per year and match his contribution up to $3,000, for a total 
contribution of $10,000 per year.

The retirement funds will be invested in one or more mutual funds. Dave’s best guess is 
that the retirement fund investments will earn a return of 7% per year.

MyLab FinanceTHE SAMPSONS—A Continuing Case: Chapter 19
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MyLab Finance helps you master the topics in this chapter and study more 
efficiently. Visit www.pearson.com/mylab/finance for more details.

Ever since Jason Veer was a 

child, he wanted to help sup-

port charities. When he gradu-

ated from college, his busy career 

limited the amount of time he could 

devote to philanthropy. However, 

he made a promise to himself that 

he would donate a large amount of 

money to his favorite charities some-

day. He was not married and did not 

have any children. Jason lived very 

conservatively and accumulated con-

siderable wealth over time. He wanted to have his large estate distributed among several 

charities that focused on improving healthcare for poor people and others that focused on 

improving the lives of children with no parents.

Although Jason had many good plans about how his large estate should be distributed to 

charities, he did not have a will. A month ago, Jason died unexpectedly. His only surviving 

family member was a brother, but he and Jason were estranged and had not communicated 

with each other for years. Nevertheless, under the laws in Jason’s state, his brother received 

the entire amount of Jason’s estate. None of the wealth that Jason had accumulated over the 

years was distributed to his favorite charities.

Estate planning is important because it ensures that your estate is distributed in the manner 

that you desire. In addition, proper planning may allow your estate to be legally insulated 

from taxes, so that your entire estate can be distributed to your family members or other 

beneficiaries that you identify in your will.

Estate Planning

Iurii Sokolov/Fotolia
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512 Chapter 20  Estate Planning

The objectives of this chapter are to:

• Explain the purpose of a will

• Describe estate taxes

• Explain the use of trusts, gifts, and contributions

• Describe a living will and power of attorney

• Explain how estate planning fits within your financial plan

Purpose of a Will
An estate consists of a deceased person’s assets after all debts are paid. At the time of a 
person’s death, the estate is distributed according to that person’s wishes. Estate planning 
is the act of planning how your wealth will be allocated on or before your death. One 
of the most important tasks in estate planning is the creation of a will, which is a legal 
request for how your estate should be distributed on your death. It can also identify a 
preferred guardian for any surviving children who are minors.

Reasons for Having a Will
A will is critical to ensure that your estate is distributed in the manner that you desire. 
Once you have a positive net worth to be distributed on your death, you should con-
sider creating a will. In your will, you can specify the persons you want to receive 
your estate—referred to as your beneficiaries (or heirs). If you die intestate (without a 
will), the court will appoint a person (called an administrator) to distribute your estate 
according to the laws of your state. In that case, one family member may receive more 
than you intended, while others receive less. You may think that you have little of value 
so you have no need for a will. But you’re likely to have some personal property, such 
as a baseball card collection or jewelry, that you would like to leave to specific friends 
or relatives. With a will, you can ensure that they will receive that property. In addi-
tion, a will can prevent arguments after your death if several of your relatives want the 
same assets. Having an administrator also results in additional costs being imposed on 
the estate.

Furthermore, if there is no surviving spouse, the administrator will also decide who 
will assume responsibility for any children, and that might not be the person you would 
have chosen. For example, you might want your best friend to be your children’s guardian 
because you and your friend have similar ideas on child rearing, but the administrator 
may choose your sister, who has a very different approach to raising children.

Creating a Valid Will
To create a valid will, you must be at least the minimum age, usually 18 or 21, depend-
ing on the state where you live. You must also be mentally competent and should not be 
subject to undue influence (threats) from others. A will is more likely to be challenged 
by potential heirs if there is some question about your competence or whether you were 
forced to designate one or more beneficiaries in the will. Some states require that the will 
be typed, although handwritten wills are accepted in other states. To be valid, a will must 
be dated and signed. Two or three witnesses who do not inherit anything under the will 
must also witness the signing of the will.

When creating a will, you must comply with many different laws, which can vary 
by state and change over time. Thus, while you can learn some of the basic principles 
for creating a will in this chapter, you may still benefit from discussing your will with an 
attorney in your state who has expertise in this specific field.

estate
The assets of a deceased 
person after all debts are 
paid.

estate planning
The act of planning for 
how your wealth will be 
allocated on or before 
your death.

will
A legal request for how 
your estate should be 
distributed on your death. 
It can also identify a pre-
ferred guardian for any 
surviving children.

beneficiaries (heirs)
The persons specified in a 
will to receive a part of an 
estate.

intestate
The condition of dying 
without a will.
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Common Types of Wills
A simple will specifies that the entire estate be distributed to a person’s spouse. It may 
be sufficient for many married couples. If the estate is valued at several million dollars 
or more, a simple will may not be appropriate, especially if the spouse also has a large 
amount of assets, because an estate in excess of approximately $11.2 million (in 2018) 
could be subject to a high tax rate. Thus, if a wife dies and leaves her entire estate of 
$8.2 million to her husband who has $6 million of his own, the husband’s estate will be 
worth $14.2 million, so about $3 million (the amount in excess of $11.2 million) could 
be subject to a high tax rate. A more appropriate will for large estates is the traditional 
marital share will, which distributes half of the estate to the spouse and the other half to 
any children or to a trust (discussed later in the chapter). This type of will is useful for 
minimizing taxes on the estate.

Key Components of a Will
A sample of a will is provided in Exhibit 20.1. The key components of a will are described 
next.

Distribution of the Estate The will details how the estate should be distributed 
among the beneficiaries. Because you do not know what your estate will be worth, you 
may specify your desired distribution according to percentages of the estate. For example, 
you could specify that two people each receive 50% of the estate. Alternatively, you could 
specify that one person receive a specific dollar amount and that the other person receive 
the remainder of the estate.

Executor In your will, you name an executor (also called a personal representative) to 
carry out your instructions regarding how your assets will be distributed. An executor 
may be required to collect any money owed to the estate, pay off any debts owed by the 
estate, sell specific assets (such as a home) that are part of the estate, and then distrib-
ute the proceeds as specified in the will. The executor must notify everyone who has an 
interest or potential interest in the estate. Most people select a family member, a friend, 
a business associate, a bank trust company employee, or an attorney as an executor. 
You should select an executor who would serve your interests in distributing the assets 
as specified in your will, who is capable of handling the process, and who is sufficiently 
organized to complete the process in a timely manner.

The executor must be a U.S. citizen, may not be a minor or convicted felon, and, 
under some states’ laws, must reside in the same state as the person creating the will. The 
executor is entitled to be paid by the estate for services provided, but some executors 
elect not to charge the estate.

Guardian If you are a parent, you should name a guardian, who will be assigned the 
responsibility of caring for the children and managing any estate left to the children. You 
should ensure that the person you select as guardian is willing to serve in this capacity. 
Your will may specify an amount of money to be distributed to the guardian to care for 
the children.

Signature Your signature is needed to validate the will and ensure that someone else 
does not create a fake will.

Letter of Last Instruction You may also wish to prepare a letter of last instruction. 
This describes your preferences regarding funeral arrangements and indicates where you 
have stored any key financial documents such as mortgage and insurance contracts.

Changing Your Will
You may need to change your will if you move to a different state because state laws 
regarding wills vary. If you get married or divorced after creating your will, you may 
also need to change it.

simple will
A will suitable for smaller 
estates that specifies 
that the entire estate be 
distributed to the person’s 
spouse.

traditional marital share 
will
A will suitable for larger 
estates that distributes 
half of the estate to the 
spouse and the other half 
to any children or to a 
trust.

executor (personal 
representative)
The person designated 
in a will to execute your 
instructions regarding the 
distribution of your assets.

letter of last instruction
A supplement to a will 
that can describe your 
preferences regarding 
funeral arrangements and 
indicate where you have 
stored any key financial 
documents.

Go to: 
www.estateplanning.com

To get:
Guidance on estate 
planning.

Financial Planning
ONLINE
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514 Chapter 20  Estate Planning

WILL of James T. Smith

I, James T. Smith of the City of Denver, Colorado, declare this to be my will.

ARTICLE 1
My wife, Karen A. Smith, and I have one child, Cheryl D. Smith.

ARTICLE 2 Payment of Debt and Taxes
I direct my Executor to pay my funeral expenses, my medical expenses, the costs of administration, and my 
debts.

ARTICLE 3 Distribution of the Estate
I direct that my estate be distributed to my wife, Karen A. Smith. If my wife predeceases me, my estate shall 
be  distributed to my Trustee, to be managed as explained in Article 4.

ARTICLE 4 Trust for Children
4A. Purpose. This trust provides for the support of my daughter, Cheryl D. Smith, and any other children
born to me.
4B. Use of Funds. The Trustee shall use as much of the trust income and principal as necessary to care for
my child (or children). When the youngest of my children reaches the age of 25, the assets of this trust shall
be split equally among the children.

4C. No Survivors. If no child of mine survives until age 25, assets of the trust shall be liquidated and 100%
of the proceeds shall be donated to the San Diego Humane Society.
4D. Nomination of Trustee. I appoint my brother, Edward J. Smith, to serve as Trustee. If he is unable or
unwilling to serve, I appoint my sister, Marie S. Smith, to serve as Trustee.

ARTICLE 5 Executor
I appoint my wife, Karen A. Smith, to serve as Executor. If she is unable or unwilling to serve, I appoint my 
brother, Edward J. Smith, to serve as Executor.

ARTICLE 6 Guardian
If  my spouse does not survive me, I appoint my brother, Edward J. Smith, to serve as Guardian of my chil-
dren. If he is unable to serve as Guardian, I appoint my sister, Marie S. Smith, to serve as Guardian.

ARTICLE 7 Power of Executor
My Executor has the right to receive payments, reinvest payments received, pay debts owed, pay taxes
owed, and liquidate assets.

ARTICLE 8 Power of Trustee
My Trustee has the right to receive income generated by the trust, reinvest income received by the trust,
sell assets in the trust, and use the proceeds to invest in other assets.
IN WITNESS WHEREOF, I hereby sign and declare this document to be my Will.

James T. Smith Date

The above-named person signed in our presence, and in our opinion is mentally competent.

Signatures of Witnesses Addresses of Witnesses

Kenneth Tagan 44241 Lemon Street

Denver, Colorado 80208

Barbara Russell 101 Courtney Street

Denver, Colorado 80208

EXHIBIT 20.1 A Sample Will
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If you wish to make major changes to your will, you will probably need to create a 
new will. The new will must specify that you are revoking your previous will, so that you 
do not have multiple wills with conflicting instructions. When you wish to make only 
minor revisions to your will, you can add a codicil, which is a document that specifies 
changes to your existing will.

Executing the Will During Probate
Probate is a legal process that ensures that when people die, their assets are distributed as 
they wish, and the guardianship of children is assigned as they wish. The purpose of the 
probate process is for the court to declare a will valid and ensure the orderly distribution 
of assets. To start the probate process, the executor files forms in a local probate court, 
provides a copy of the will, provides a list of the assets and debts of the deceased person, 
pays debts, and sells any assets that need to be liquidated. The executor typically opens 
a bank account for the estate that is used to pay the debts of the deceased and to deposit 
proceeds from liquidating the assets. If the executor does not have time or is otherwise 
unable to perform these tasks, an attorney can be hired to complete them. Most states 
have a simplified probate process for small estates, but the rules vary from state to state.

Estate Taxes
An estate may be subject to taxes before it is distributed to the beneficiaries. When a per-
son dies and has a surviving spouse who jointly owned all the assets, the spouse becomes 
sole owner of the estate. In this case, the estate is not subject to taxes. If there is not a 
surviving spouse and the estate is to be distributed to the children or other beneficiaries, 
the estate is subject to taxes. The estate taxes are assessed after the value of the estate is 
determined during the probate process. You should estimate the estate taxes based on 
your net worth, so that you can take steps to minimize the tax liability on your death.

Determining Estate Taxes
The estate’s value is equal to the value of all the assets minus any existing liabilities 
(including a mortgage) and funeral and administrative expenses. Life insurance proceeds 
from policies owned by the deceased are included in the estate and therefore may be 
subject to estate taxes.

A specified portion of an estate is exempt from federal estate taxes. In 2018, approxi-
mately $11.2 million of an estate can be distributed to children or others tax-free. Thus, 
a married couple could each pass $11.2 million to their children without tax. Beyond this 
limit, a federal estate tax is imposed with a top rate of 40%. There are several ways of 
reducing your exposure to high estate taxes, as explained later in the chapter.

Other Related Taxes
Several states impose inheritance taxes or state excise taxes on an estate, although these 
taxes are being phased out in some states. To avoid state taxes on an estate, residents of 
such states sometimes retire in other states that do not impose them.

Valuing Your Estate to Assess Potential Estate Taxes
Because the potential estate tax you could incur someday is dependent on the value of 
your estate, you should periodically calculate the value of your estate. Although you may 
think that you are unlikely to have an estate large enough to be subject to estate tax, you 
could be very successful and accumulate substantial assets. Furthermore, the amount of 
an estate exempt from tax has frequently been changed. The Tax Cuts and Jobs Act of 
2017 approximately doubled the amount exempt from estate tax, but under the law the 
exempt amount will be reduced substantially in 2025 unless Congress acts to extend it. 
Therefore, you should not only calculate the value of your estate but also monitor changes  

codicil
A document that specifies 
changes in an existing 
will.

probate
A legal process that 
declares a will valid and 
ensures the orderly distri-
bution of assets.
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in the tax laws. Many people will need estate planning to ensure that they can pass as 
much of their wealth as possible on to their beneficiaries. Once your net worth exceeds 
the tax-free limit, you should carefully plan your estate to minimize any potential  
tax liability.

Trusts, Gifts, and Contributions
Estate planning commonly involves trusts, gifts, and contributions for the purpose of avoid-
ing estate taxes. You may consider hiring an attorney to complete the proper documents.

Trusts
A trust is a legal document in which one person (called a grantor) transfers assets to 
another person (called a trustee), who manages the assets for designated beneficiaries. 
The grantor must select a trustee who is capable of managing the assets being transferred. 
Various types of investment firms can be hired to serve as trustees.

Living Trusts A living trust is a trust in which you assign the management of your 
assets to a trustee while you are living. You identify a trustee who you want to manage 
the assets (which includes making decisions on how to invest cash until it is needed or 
how to spend cash).

Revocable Living Trust With a revocable living trust, you can dissolve or revoke the 
trust at any time because you are still the legal owner of the assets. For example, you may 
revoke a living trust if you decide that you want to manage the assets yourself. Alterna-
tively, you may revoke a living trust so that you can replace the trustee. In this case, you 
would create a new living trust with a newly identified trustee.

By using a revocable living trust, you can avoid the probate process. You are still the 
legal owner of the assets, however, so you do not avoid estate taxes. The assets are still 
considered part of your estate.

Irrevocable Living Trust An irrevocable living trust is a living trust that cannot be 
changed. This type of trust is a separate entity. It can provide income for you, but the 
assets in the trust are no longer legally yours. The assets are not considered part of your 
estate and therefore are not subject to estate taxes on your death.

Standard Family Trust A standard family trust (also called a credit-shelter trust) is a 
trust established for children in a family. The standard family trust is just one of many 
types of testamentary trusts, or trusts created by wills. It is a popular type of trust because 
it can be used to avoid estate taxes in a manner somewhat similar to the irrevocable living 
trust, except that it is not structured as a living trust.

Gifts
From an estate planning perspective, a gift is a tax-free distribution of funds from one 
person to another. As of 2018, the law allows up to $15,000 to pass by gift per year. The 
maximum amount of the gift allowed will increase over time with inflation.

If your goal is to ultimately pass on your estate to your children, but you are concerned 
about estate taxes, you can reduce the size of your estate by giving $15,000 tax-free to each 
of your children each year. The recipient does not have to report the gift as income, and 
therefore it is not subject to taxes. If you are married, you and your spouse can give $30,000 
($15,000 from each of you) to each of your children. Thus, a married couple with three chil-
dren may give a total of $90,000 (computed as 3 * $30,000) in gifts to their children every 
year. Over a five-year period, the couple could give $450,000 (computed as $90,000 * 5) 
to their three children without any tax consequences to the parents or the children. Such 
gifts are especially important for people whose estate value exceeds the tax-free limit. Fre-
quent gifts may enable the parents to ensure that their estate falls under the tax-free limit 
by the time of their death.

trust
A legal document in which 
one person (the grantor) 
transfers assets to 
another (the trustee) who 
manages them for desig-
nated beneficiaries.

grantor
The person who creates 
a trust.

trustee
The person or institution 
named in a trust to man-
age the trust assets for 
the beneficiaries.

living trust
A trust in which you 
assign the management 
of your assets to a trustee 
while you are living.

revocable living trust
A living trust that can be 
dissolved.

irrevocable living trust
A living trust that cannot 
be changed, although it 
can provide income to the 
grantor.

standard family trust 
(credit-shelter trust)
A trust established for 
children in a family.

testamentary trust
A trust created by a will.

gift
A tax-free distribution of 
up to $15,000 per year (in 
2018) from one person to 
another.
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Contributions to Charitable Organizations
Many individuals wish to leave a portion of their estate to charitable organizations. Any 
money donated from an estate to charitable organizations is not subject to estate taxes. 
Consider an estate worth $200,000 more than the prevailing tax-free limit. If this entire 
estate is passed on to family members or other individuals, $200,000 of the estate will be 
subject to estate taxes. If $200,000 is donated to charitable organizations, however, none 
of the estate will be subject to estate taxes. Many individuals plan to leave donations for 
charitable organizations regardless of the tax implications, but it is nonetheless important 
to recognize the tax benefits.

Other Aspects of Estate Planning
In addition to wills and trusts, estate planning also involves some other key decisions 
regarding a living will and power of attorney.

Living Will
A living will, also known as an advance directive, is a legal document in which individu-
als specify their preferences if they become mentally or physically disabled. For example, 
many individuals have a living will that expresses their desire not to be placed on life sup-
port if they become terminally ill. In this case, a living will also has financial implications 
because an estate could be charged with large medical bills resulting from life support. 
In this way, those who do not want to be kept alive by life support can ensure that their 
estate is used in the way that they prefer.

Power of Attorney
A power of attorney is a legal document granting a person the power to make specific 
decisions for you if you are incapable. For example, you may name a family member or a 
close friend to make your investment and housing decisions if you become ill. You should 
name someone who you believe would act to serve your interests.

A durable power of attorney for healthcare is a legal document granting a person 
the power to make specific healthcare decisions for you. A durable power of attorney 
ensures that the person you identify has the power to make specific decisions regarding 
your healthcare if you become incapacitated. Although a living will states many of your 
preferences, a situation may arise that is not covered by your living will. A durable power 
of attorney for healthcare means that the necessary decisions will be made by someone 
who knows your preferences, rather than by a healthcare facility.

Maintaining Estate Plan Documents
Key documents such as your will, living will, and power of attorney should be kept in a 
safe, accessible place. You should tell the person (or people) you named as executor(s) and 
granted power of attorney where you keep these documents so that they can be retrieved 
if and when they are needed.

Here is a checklist of the important documents that you should keep together:

• Estate planning information, such as a will, living will, and power of attorney

• Life insurance policies and other insurance policies

• Retirement account information

• Home ownership and mortgage information

• Ownership of other real estate

• Personal property, such as cars or jewelry owned

• Personal loans

living will
A legal document in 
which individuals specify 
their preferences if they 
become mentally or physi-
cally disabled.

power of attorney
A legal document grant-
ing a person the power 
to make specific deci-
sions for you if you are 
incapable.

durable power of attorney 
for healthcare
A legal document grant-
ing a person the power to 
make specific healthcare 
decisions for you.

Go to:
www.nolo.com

To get:
Guidance on creating a 
will and other functions 
of estate planning.

Financial Planning
ONLINE
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518 Chapter 20  Estate Planning

• Credit card debt information

• Ownership of businesses

• Personal legal documents

• The most recent personal tax returns

• Bank account information

• Investment information

How Estate Planning Fits Within Your Financial Plan
The following are the key decisions about estate planning that should be included within 
your financial plan:

• Should you create a will?

• Do you need to establish a trust?

• Should you create a living will or designate an individual to have power of 
attorney?

Exhibit 20.2 provides an example of how estate planning decisions apply to Stephanie 
Spratt’s financial plan. 

GOALS FOR ESTATE PLANNING

1.  Create a will.
2.  Establish a plan for trusts or gifts if my estate is subject to high taxes.
3.  Decide whether I need to create a living will or assign power of attorney.

ANALYSIS

Estate Planning and Related Issues

Issue Status

Possible heirs to my estate? My sister and parents.

Tax implications for my estate? Small estate at this point; exempt from taxes.

Power of attorney necessary? Yes; I want someone to make decisions for me if I am unable.

Living will necessary? Yes; I do not want to be placed on life support.

DECISIONS

Decision Regarding a Will:

Decision Regarding Trusts and Gifts:

Decision on a Power of Attorney and Durable Power of Attorney:

I will create a will that stipulates a contribution of $5,000 to a charity. I plan to make my parents my heirs if they
are alive; otherwise, I will name my sister as the heir. I will designate my sister to be executor.

My estate is easily under the limit at which taxes are imposed, so it would not be subject to taxes at this point.
Therefore, I do not need to consider establishing trusts or gifts at this time.

I will assign my mother the power of attorney and the durable power of attorney. I will hire an attorney who can com- 
plete these documents along with my will in one or two hours.

EXHIBIT 20.2 How Estate Planning Fits Within Stephanie Spratt’s Financial Plan
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DISCUSSION QUESTIONS

1. How would Stephanie’s estate planning decisions be different if she were a single 
mother of two children?

2. How would Stephanie’s estate planning decisions be affected if she were 35 years 
old? If she were 50 years old?

Purpose of a Will. A will is intended to make 
sure that your preferences are carried out after 
your death. It allows you to distribute your estate, 
select a guardian for your children, and select 
an executor to ensure that the will is executed 
properly.

Estate Taxes. Estate taxes are imposed on 
estates that exceed a tax-free limit. This limit has 
changed over time. In 2018 it is approximately 
$11.2 million.

Trusts, Gifts, and Contributions. Estate plan-
ning involves the use of trusts, gifts, and chari-
table contributions. Trusts can be structured so 
that a large estate can be passed on to the ben-
eficiaries without being subjected to estate taxes. 
Gifts are tax-free payments that can be made on 
an annualized basis; they allow parents to pass on 
part of their wealth to their children every year. 
By making annual gifts, parents may reduce their 
wealth so that when they die, their estate will not 

be subject to estate taxes. An estate’s contribu-
tions to charity are not subject to estate taxes.

Living Will and Power of Attorney. If you some-
day might be incapable of making decisions relating 
to your health and financial situation, you should 
consider creating a living will and power of attorney 
now. A living will is a legal document that allows 
you to specify your health treatment preferences, 
such as the wish that you do not want to be placed 
on life support. The power of attorney is a legal doc-
ument that allows you to assign a person the power 
to make specific decisions for you if and when you 
are no longer capable of making these decisions.

How Estate Planning Fits Within Your  
Financial Plan. Estate planning fits within your 
financial plan because it helps prepare for finan-
cial support of family members or loved ones. It is 
a means by which you can ensure that the wealth 
you accumulated is properly directed to the peo-
ple who you intended to receive it.

SUMMARY

REVIEW QUESTIONS

All Review Questions are available in MyLab Finance at www.pearson.com/mylab/finance.

1. Estate Planning. What is an estate? What is 
estate planning? What is the main goal of estate 
planning?

2. Wills. What is a will? Why is a will important? 
What does it mean to die intestate?

3. Beneficiary. What is a beneficiary? Why is it 
important to be specific with regard to beneficia-
ries and assets in your will?

4. Valid Will. List the requirements for a valid  
will.

5. Types of  Wills. Describe two common types of 
wills.

6. Components of a  Will. List and briefly discuss the 
key components of a will.

7. Executor. What is an executor? Why is it important 
to name an executor in your will?

8. Letter of Last Instruction. What is typically cov-
ered in a letter of last instruction?

9. Changing a  Will. When would you change your 
will? How can your will be changed?

10. Probate. What is probate? Describe the probate 
process.

11. Estate Taxes. Discuss estate taxes. When is an 
estate subject to and not subject to estate taxes? 
What is the top federal estate tax rate? What other 
taxes may be levied against an estate?

12. Value of Estate. Why is it important to calculate 
the value of your estate periodically?

M20_MADU9969_07_SE_C20.indd   519 28/11/2018   18:30

http://www.pearson.com/mylab/finance


520 Chapter 20  Estate Planning

13. Estate Planning. Beyond the will, what does 
estate planning involve?

14. Trust. What is a trust? What is the difference 
between a living trust and a testamentary trust?

15. Revocable Living Trust. What is a revocable living 
trust? How can a revocable living trust be used 
to help your estate? How does a revocable living 
trust affect estate taxes?

16. Irrevocable Living Trust. What is an irrevocable liv-
ing trust?

17. Standard Family Trust. What is a standard family 
trust? Give an illustration.

18. Estate Planning. How do gifts fit into estate 
planning?

19. Contributions. How can contributions to chari-
table organizations help in estate planning?

20. Living Will. What is a living will? What are its 
implications for estate planning?

21. Power of Attorney. What is a power of attorney?

22. Durable Power of Attorney. What is a durable 
power of attorney for healthcare? Why is it needed 
even if you have a living will?

23. Estate Plan Documents. How should estate plan 
documents be maintained?

24. Types of Estate Plan Documents. List several 
important documents that are important for estate 
planning.

25. Estate Taxes. Jill just inherited $12 million from 
her grandfather in 2018. How much of the inheri-
tance is subject to estate tax?

26. Gifts. How can you use annual gifts to reduce the 
tax burden on your heirs?

27. Estate Planning Needs. Lisa has an estate worth 
$3.21 million, and three children who will receive 
her assets on her death. Should she create a will, 

given that her estate is worth less than the thresh-
old that is exempt from estate taxes?

28. Ethical Dilemma. In the nineteenth century, peo-
ple traveled the country selling tonics that were 
guaranteed to cure all the ailments of humankind. 
In the twenty-first century, the “snake oil sales-
men” have been replaced with individuals making 
professional presentations on estate planning. At 
the conclusion of these presentations, they offer, 
for many hundreds of dollars, kits that will show 
you how to conduct estate planning without the 
expense of an attorney or tax professional.

One such group extols the virtues of a device called 
a charitable remainder trust (CRT). They tell you 
how to establish it following a boilerplate template 
that they provide. The CRT allows you to make tax-
deductible contributions during your lifetime and, 
upon your death, pass the CRT to a family foun-
dation managed by your children. This will allow 
the assets to avoid estate taxes and probate. The 
presenter purports this to be a cost-effective way to 
pass on your assets to your children. All of what is 
said in the presentations concerning CRTs is true.

What the presenter does not say about CRTs is that 
distributions from the family foundation can only be 
made to recognized charities. In other words, your 
children will own the estate, but they will not have 
access to it. These devices work well for a small 
percentage of the population, but for the majority of 
people they will not serve the desired purpose.

a. Discuss the presenter’s ethics by not telling the 
full story. Keep in mind that what the presenter 
says is true, but does not reveal the whole 
truth.

b. If these seminars are the modern-day version 
of the snake oil salesmen of the nineteenth cen-
tury, who should you look to instead for estate 
planning advice?

FINANCIAL PLANNING ONLINE EXERCISES

1. Go to a search engine and type in “Create your own will.” Read though several of 
these Web sites, then list the pros and cons of creating your own will.

2. Go to www.estateplanning.com. Click on “10 Things You Need to Know About Estate 
Planning.”

a. Describe some of the key tasks involved in estate planning.

b. Click on “Finding a Planning Professional.” Enter your ZIP code and see how 
many estate planners live within fifty miles of your home.

a. Click on “Learn” and then on “Trustee Responsibilities.” Briefly describe the 
three responsibilities of a trustee.

3. Go to www.nolo.com. Scroll down, then click on “Wills, Trusts & Probates.” Summa-
rize some of the information available on this site.
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PSYCHOLOGY OF PERSONAL FINANCE: Your Will

1. Some people put off creating a will because they 
do not want to think about financial planning for 
their death. In addition, they might struggle with 
the decision of how to distribute their estates. 
They may believe that it is too early to deal with 
estate planning because their plans for distribut-
ing their estate will change over time. What is your 

view on estate planning? Do you think it is too 
early for you to engage in estate planning?

2. Read one practical article about how psychology 
affects estate planning decisions. You can easily 
retrieve possible articles by doing an online search 
using the terms “psychology” and “estate plan-
ning.” Summarize the main points of the article.

WEB SEARCH EXERCISE

You can develop your personal finance skills by conducting an Internet search for related 
articles. Find a recent online article about personal finance that reinforces one or more 
concepts covered in this chapter. If your class has an online component, your professor 
may ask you to post your summary of the article there and provide a link to the article 
so that other students can access it. If your class is live, your professor may ask you to 
summarize your application of the article in class. Your professor may assign specific 
students to complete this assignment or may allow any student to do the assignment on 
a volunteer basis.

For recent online articles related to this chapter, consider using the following search 
terms (be sure to include the current year as a search term to ensure that the online 
articles are recent):

• You need a will

• Decisions when creating a will

• Estate taxes

• Trusts and gifts

• Living will

VIDEO EXERCISE: Estate Planning

Go to one of the Web sites that contain video clips (such as www.youtube.com), and 
view some video clips about estate planning. You can use search phrases such as “tips 
on estate planning.” Select one video clip on this topic that you would recommend for 
the other students in your class.

1. Provide the Web link for the video clip.

2. What do you think is the main point of this video clip?

3. How might you change your process of estate planning after watching this video clip?

4. Does the information source appear credible? Why, or why not?
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NAME DATE

1. YOUR ESTATE PLANNING

 a. Will you create a will on your own or with an attorney’s assistance? 

 b. What special stipulations (for an heir, executor, or donations to charity) will you include?

 c. Do you need to establish trusts or gifts to reduce your estate’s tax liability? 

 

 d. Will you assign power of attorney and/or durable power of attorney? 

 

BUILDING YOUR OWN FINANCIAL PLAN: Chapter 20

The financial planning spreadsheets available at www.pearson.com/mylab/finance will 
automatically perform computations, charts, and graphs based on your input.

MyLab Finance
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1. Advise the Sampsons about how they can plan their estate to achieve their financial goals.

2. What important considerations are the Sampsons overlooking in their estate planning goals?

3. Dave recently met with an estate planner who offered to create an elaborate estate plan without 
asking Dave specific questions. What should Dave have done before meeting with the estate 
planner?

  

Dave and Sharon Sampson want to make sure that their family is properly cared for in the 
event of their death. They recently purchased term life insurance and want to make sure 
that the funds are allocated to best serve their children in the long run. Specifically, they 
have set the following goals: First, they want to make sure that a portion of the insurance 
proceeds is set aside for the children’s education. Second, they want to make sure that 
the insurance proceeds are distributed evenly over several years, so that the children do 
not spend the money too quickly.

MyLab FinanceTHE SAMPSONS—A Continuing Case: Chapter 20
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 1. Regarding Brad’s revised retirement plans:
a. How much will he have in thirty years if he invests $3,600 per year at 8%?

Future Value of an Annuity

Payment per Year $3,600

Number of Years 30

Annual Interest Rate 8%

Future Value

b. Brad believes that if he accumulates $500,000 in his retirement account in twenty years, that 
should easily be sufficient to retire. How much will he have to save per year at 8% to accumu-
late $500,000 in twenty years?

Amount to Accumulate $500,000

Number of Years 20

Annual Interest Rate 8%

Annual Deposit

c.  Brad also considers that he might not be able to save enough per year to meet his $500,000 
savings goal in twenty years. So he also wants to consider how much he must save per year at 
8% to accumulate $500,000 in thirty years.
How much will he have to save per year at 8% to accumulate $500,000 in thirty years?

Amount to Accumulate $500,000

Number of Years 30

Annual Interest Rate 8%

Annual Deposit

d. Brad presumes that his retirement savings will earn a return of 8% per year over a long period 
of time. Do you think this presumed return is realistic? If the presumed return is higher than the 
return that actually occurs, how would that affect the actual value of the retirement account at 
the time Brad hopes to retire?

Your friend Brad Brooks wants your guidance on his latest retirement plans. Although 
he is only 30 years old, he says he is now determined to consistently save a portion of 
his paycheck so that he can retire early.

Be sure to access the Excel spreadsheets for all Brad Brooks cases at www.pearson.com/
mylab/finance.

MyLab FinanceBRAD BROOKS—A Continuing Case: Part 6
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e. Brad is hoping to retire in twenty years so that he can travel the world and enjoy life (with 
entertainment, etc.) even more than he does now, which means that he would likely spend as 
much money during retirement as he does now (assume that he now spends about $50,000 per 
year). Do you think Brad can afford to retire in twenty years if he does accumulate $500,000 by  
that time?

f.  Assume that Brad’s employer is willing to match Brad’s retirement contribution up to $300 
per month ($3,600 per year) so that the total contribution to Brad’s retirement account would 
be $7,200 per year. How would this affect his total savings in his retirement account in twenty 
years and in thirty years if he could earn a return of 8%?

Future Value of an Annuity Future Value of an Annuity

Payment per Year $7,200 Payment per Year $7,200

Number of Years 20 Number of Years 30

Annual Interest Rate 8% Annual Interest Rate 8%

Future Value Future Value
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This part summarizes the key components of a financial plan. It also 

illustrates the interrelationships among the segments of a financial plan 

by highlighting how decisions regarding each component affect the other 

components.

Synthesis of Financial 
Planning 7 

part 

■ Investing Fundamentals (Chapter 14)
■ Stocks (Chapter 15)
■ Bonds (Chapter 16)
■ Mutual Funds (Chapter 17)
■ Asset Allocation (Chapter 18)

Your
Complete 

Financial Plan
(Chapter 21)

Your
Wealth

■ Budgeting (Chapter 2)
■ Planned Savings (Chapter 3)
■ Tax Planning (Chapter 4)

■ Bank Services (Chapter 5)
■ Money Management (Chapter 6)
■ Credit Management (Chapters 7–8)

■ Personal Loans (Chapter 9)
■ Purchasing and Financing

a Home (Chapter 10)

■ Retirement Planning  
(Chapter 19)

■ Estate Planning (Chapter 20)

 1. Tools for 
Financial 
Planning

 2. Managing 
Your
Liquidity

 3. Personal 
Financing

■ Auto and Homeowner’s 
Insurance (Chapter 11)

■ Health and Disability Insurance 
(Chapter 12)

■ Life Insurance (Chapter 13)

 4. Protecting 
Your
Wealth

 5. Personal
Investing

 6. Retirement 
and Estate 
Planning
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Integrating  
the Components  
of a Financial Plan 21 

chapter 

MyLab Finance helps you master the topics in this chapter and study more  
efficiently. Visit www.pearson.com/mylab/finance for more details.

Throughout the previous chap-

ters, you have been asked to 

complete a number of assign-

ments and online exercises regard-

ing your own financial situation. 

Now that you have completed your 

journey through the components of 

a financial plan, it is time for you to 

compile all this information and the 

many decisions you have made. Your 

first step was to determine the status 

of your personal finances. To do this, 

you used financial planning tools to establish your personal balance sheet, prepare the cash 

flow statement, identify your financial goals, and address your concerns. After that you ana-

lyzed each part of the financial plan—liquidity, personal financing, insurance, investments, and 

retirement and estate planning—and established a plan of action to help you accomplish each 

of your goals.

As explained throughout this text, each component of a financial plan affects your ability to 

build wealth and achieve your financial goals. You have learned many of the fundamentals 

relating to each component of a financial plan. This chapter will help you integrate that knowl-

edge into a cohesive financial plan.

Antonio Guillem/Shutterstock
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The objectives of this chapter are to:

• Review the components of a financial plan

• Illustrate how a financial plan’s components are integrated

Review of Components Within a Financial Plan
Chapter 1 introduced the key components of your financial plan. A key to financial plan-
ning is recognizing how the components of your financial plan are related. Each part of 
this text has focused on one of the six main components of your financial plan, which 
are illustrated once again in Exhibit 21.1. The decisions that you make regarding each 
component affect your cash flows and your wealth. The six components are summarized 
next, with information on how they are interrelated.

Budgeting
Recall that budgeting allows you to forecast how much money you will have at the end 
of each month so that you can determine how much you will be able to invest in assets. 
Most important, budgeting allows you to determine whether your cash outflows will 
exceed your cash inflows so that you can forecast any shortages in that month. Your 
spending decisions affect your budget, which affects every other component of your 
financial plan. Careful budgeting can prevent excessive spending and therefore help you 
achieve financial goals.

Budgeting Trade-Off The more you spend, the less money you will have available for 
liquidity purposes, investments, and retirement saving. Thus, your budgeting decisions 
involve a trade-off between spending today and allocating funds for the future. Your bud-
get should attempt to ensure that you have net cash flows every month for savings or for 
retirement. The more funds you can allocate for the future, the more you will be able to 
benefit from compounded interest, and the more you will be able to spend in the future.

EXHIBIT 21.1 Your Financial Transactions

$ Investments

$ 
fo

r 
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e $ Spending

$ Loans

$ Investments for

Retirement

5. Investing

6. Retirement and 
Estate Planning 

3. Financing4. Protecting Your
Wealth

$ Credit

$ Deposits

$ Insurance Premiums

2. Liquidity

Your
Job

Products
and Services

Your

Cash

1. Financial
Planning Tools
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The most common problem that prevents effective financial planning is excessive 
spending. Although this problem has been discussed throughout the text, it deserves 
attention here because it affects all components of the financial plan. You learned that 
financial planning involves decisions regarding how much money to allocate for liquid-
ity purposes (Part 2), insurance (Part 4), investments (Part 5), and retirement planning 
(Part 6). People have the choice of spending money versus allocating funds toward any 
of these purposes. Many people spend excessively and have no money left to allocate 
toward these other purposes. Some people would have been able to use 10% or more of 
their income for these other purposes if they simply spent money more wisely by planning 
ahead and attempting to purchase products when they are on sale.

The underlying psychology behind excessive spending is the complete focus on imme-
diate satisfaction. One of the most common forms of excessive spending is the purchase of 
a car that is much more expensive than the person can afford. This results in large financ-
ing payments, which limit the amount of money they have for other purposes. Many 
people who have purchased a new car recently and have budget problems say that their 
$500 car loan payment every month uses up so much of their income that it is impos-
sible for them to use money for liquidity, insurance, investments, or retirement planning. 
However, they are in denial. They would have had the ability to allocate money to other 
purposes if they had purchased a more affordable car. It was their spending decision on 
the new car that caused the very large car loan payment, which has prevented them from 
other forms of financial planning. If they had purchased a less expensive car, they could 
have allocated $200 per month or more to other financial planning purposes.

 Many consumers use a decision-making process in which they decide on their spend-
ing first and then allocate funds to personal financing purposes only if they have any 
money left over. Using this process, they may never have anything left over because there 
are always lots of reasons to spend now to achieve immediate satisfaction, whereas using 
funds for financial planning purposes does not provide benefits until the future.

You can avoid this type of dilemma if you decide to set aside a specific amount of 
your income each month (such as $200 per month) for financial planning purposes, such 
as liquidity and retirement planning. If you comply with this budget rule, it will dictate 
how much you can spend each month for other purposes. With this approach, you may 
not be able to spend excessively. For example, if you are forced to set aside $200 per 
month, you may not be tempted to purchase a new car that would require car payments 
of $500 per month. Instead, you would be guided by your budget to buy a car that you 
can afford. Ultimately, this strategy will help you build your wealth so that you will have 
more money to spend in the future.

Managing Liquidity
You can prepare for anticipated cash shortages in a future month by ensuring that you 
have enough liquid assets to cover the deficiency. Some of the more liquid assets include 
a checking account, a savings account, a money market deposit account, and money 
market funds. The more funds you maintain in these types of assets, the more liquidity 
you will have to cover cash shortages. Even if you do not have sufficient liquid assets, 
you can cover a cash deficiency by obtaining short-term financing (such as using a credit 
card). If you maintain adequate liquidity, you will not need to borrow every time you 
need money. In this way, you can avoid major financial problems and therefore be more 
likely to achieve your financial goals.

Liquidity Trade-Off Because liquid assets generate relatively low returns, you forgo 
the opportunity to earn a higher return. Many checking accounts do not earn interest, 
and the other types of liquid assets have relatively low interest rates. If you choose to earn 
higher returns by investing all your money in stocks or bonds, however, you may not have 
sufficient liquidity. Thus, you should maintain enough money in liquid assets to satisfy 
your liquidity needs and then earn a higher return on your other assets.

PSYCHOLOGY 
of Personal 

Finance
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Personal Financing
Personal financing allows you to make purchases now without having the full amount 
of cash on hand. Thus, financing can increase the amount of your assets. Financing is 
especially useful for large purchases such as a car or a home.

Personal Financing Trade-Off One advantage of personal financing with a mortgage 
loan is that the interest payments are tax-deductible for homeowners who itemize their 
tax deductions. A disadvantage is that financing can cause budgeting problems. When you 
borrow to pay for a car, to purchase a home, or even to pay off a credit card balance, you 
affect your future budget, because the monthly loan payment means that you will have less 
cash available at the end of each month. Although a loan allows you to make purchases 
now, it restricts your spending or saving in future months while you are paying off the loan. 
Therefore, an excessive amount of financing can prevent you from achieving your financial 
goals. In addition, excessive financing may prevent you from paying off your loans on time 
and therefore could damage your credit rating or even cause you to file for bankruptcy.

It is easier to cover the monthly loan payment if you select financing with a relatively 
long maturity. But the longer the maturity, the longer the loan will be outstanding, and 
the more interest you will pay.

You may want to consider paying off a loan before its maturity so that you can avoid 
incurring any more interest expenses, especially when the interest rate charged is rela-
tively high. You should not use all your liquid funds to pay off a loan, however, because 
you will still need to maintain liquidity. Paying off loans rather than making additional 
investments is appropriate when the expected after-tax return on the investments you 
could make is lower than the interest rate you are paying on the loan.

Protecting Your Assets and Income
You can protect your assets or income (and therefore your wealth) by purchasing insur-
ance. Recall from Chapters 11 and 12 that property and casualty insurance insures your 
assets (such as your car and home), health insurance covers health expenses, and disability 
insurance provides financial support if you become disabled. Life insurance (Chapter 13) 
provides your family members or other named beneficiaries with financial support in the 
event of your death. Thus, insurance protects against unexpected events that could reduce 
your income or your wealth.

Insurance Trade-Off Any money that is used to buy insurance cannot be used for 
other purposes such as investing in liquid assets, paying off loans, and making invest-
ments. However, your insurance needs should be given priority before investments. You 
are required to have insurance to cover your car and your home. You may also need life 
insurance to provide financial support to a family member.

Managing Investments
When making investments, recall that your main choices are stocks, bonds, mutual funds, 
and exchange-traded funds (ETFs). If you want your investments to provide periodic 
income, you may consider investing in stocks that pay dividends. The stocks of large, 
well-known firms tend to pay relatively high dividends, as these firms are not growing as 
quickly as smaller firms and can afford to pay out more of their earnings as dividends. 
Bonds also provide periodic income. If you do not need periodic income, you may con-
sider investing in stocks of firms that do not pay dividends. These firms are often grow-
ing at a fast pace and therefore offer the potential for a large increase in the stock value 
over time.

Investment Trade-Off Investment decisions are exciting because they can poten-
tially lead to large gains. However, whenever you use money for investments, you forgo 
the use of that money for some other purpose, such as investing in more liquid assets, 
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532 Chapter 21   Integrating the Components of a Financial Plan  

paying off existing credit card debt, buying insurance, or investing in your retirement. 
You should make investments only after you have adequately covered the other personal 
finance functions.

If you try to earn high returns by investing all your money in stocks of smaller firms, 
you forgo some liquidity because the prices of these stocks are volatile, and you may want 
to avoid selling them when prices are relatively low. If you have sufficient liquid assets 
such as checking and savings accounts, however, you do not need additional liquidity 
from your investments in stocks.

By investing in the stocks of large, well-known firms, you may enhance your liquidity 
because you will receive dividend income and can easily sell the stocks if you need money. 
You can also enhance your liquidity by investing in Treasury bonds or highly rated corporate 
bonds because these bonds provide periodic income and can easily be sold if you need money.

By investing in stocks of smaller firms, you can potentially earn very high returns. 
However, such an investment is very risky because these stocks commonly experience larger 
losses than investments in stocks of large, well-known firms. You can invest in small stocks 
without being exposed to the specific risk of an individual stock by investing in a mutual 
fund or ETF that focuses on small stocks. When market conditions are weak, however, such 
funds can experience large losses, although not as much as a single stock of a small firm.

Retirement Planning
Retirement planning can ensure that you will have sufficient funds to maintain a com-
fortable standard of living at the time you retire. As discussed in Chapter 19, there are 
a variety of plans available, and there are many tax advantages to retirement savings.

Retirement Account Trade-Off The more money you contribute to your retire-
ment account now, the more you will have when you reach retirement age. However, you 
should make sure you can afford whatever you decide to contribute. You need to have 
enough money to maintain sufficient liquidity so that you can afford any monthly loan 
payments before you contribute to your retirement.

When deciding whether to invest your money in current investments or in your 
retirement account, consider your goals. If you plan to use the investments for tuition 
or some other purpose in the near future, then you should not put this money into your 
retirement account. Funds invested in a retirement account are not liquid. Any money 
withdrawn early from a retirement account is subject to a penalty. One exception is the 
Roth IRA, which allows you to withdraw contributed dollars after five years without a 
penalty. If your goal is to save for retirement, you should allocate money to a retirement 
account. Although you will not have access to these funds, you are typically not taxed 
on contributions to your retirement account until the funds are withdrawn at the time of 
retirement. This deferral of taxes is very beneficial. In addition, some employers match 
part or all of your contribution to a retirement account.

Maintaining Your Financial Documents
To monitor your financial plan over time, you should store all finance-related documents 
in one place, such as a safe at home or a safety deposit box. The key documents are 
identified in Exhibit 21.2.

Integrating the Components
At this point, you have sufficient background to complete all the components of your 
financial plan. As time passes, however, your financial position will change, and your 
financial goals may change as well. You will need to revise your financial plan periodically 
to meet your financial goals. The following example for Stephanie Spratt illustrates how 
an individual’s financial position can change over time, how a financial plan may need 
to be revised as a result, and how the components of the financial plan are integrated.

Go to:
www.kiplinger.com

To get:
Useful information about 
a wide variety of finan-
cial planning topics that 
can help you complete 
and refine your financial 
plan.

Financial Planning
ONLINE
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Liquidity

• Certificates of deposit

• Bank account balances

• Any other money market securities owned

Financing

• Credit card account numbers

• Credit card balances

• Personal loan (such as car loan) agreements

• Mortgage loan agreement

Insurance

• Insurance policies

• Home inventory of items covered by homeowner’s insurance

Investments

• Account balance showing the market value of stocks

• Account balance showing the market value of bonds

• Account balance showing the market value of mutual funds

Retirement and Estate Plans

• Retirement plan contracts

• Retirement account balances

• Will

• Trust agreements

When Stephanie Spratt graduated college and began her full-time job about four years 
ago, she established the following goals (described in Chapter 1):

●● Purchase a new car

●● Buy a home

●● Make investments that will allow her wealth to grow over time

●● Build a large amount of savings by the time of her retirement in twenty to forty 
years

Since establishing her goals four years ago, Stephanie has made much progress in 
her path toward financial success. Her progress over the last four years can be illus-
trated by comparing her personal balance sheet as of four years ago (as described in 
Chapter 2) to her personal balance sheet today, as shown in Exhibit 21.3. The second 
column provides Stephanie’s personal balance sheet as of four years ago, while the 
third column provides her personal balance sheet as of today. Recall from Chapter 2 
that at the time Stephanie was just beginning her full-time job, she had a relatively 

EXAMPLE

EXHIBIT 21.2 Documents Used for Financial Planning
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EXHIBIT 21.3 Update on Stephanie Spratt’s Personal Balance Sheet

ASSETS
Stephanie’s Position  

Four Years Ago
Stephanie’s Position 

as of Today
Cash $500 $500
Checking account 3,500 3,500

Savings account 0 0
Total Liquid Assets $4,000 $4,000

Household Assets
Home $0 $145,000

Car 1,000 12,000
Furniture 1,000 3,000
Total Household Assets $2,000 $160,000

Investments
Stocks $0 $0

Mutual Funds 0 4,000
Retirement Account 0 1,000
Total Investments $0 $5,000

TOTAL ASSETS $6,000 $169,000

LIABILITIES AND NET WORTH
Current Liabilities
Credit card balance $0 $0
Total Current Liabilities $0 $0

Long-Term Debt

Mortgage $0 $120,000
Car loan 0 0
Student loan 10,000 0
Total Long-Term Debt $10,000 $120,000

TOTAL LIABILITIES $10,000 $120,000

NET WORTH −$4,000 $49,000
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simple personal balance sheet. Her assets amounted to $6,000, and she had a 
student loan of $10,000 as her only liability. Thus, her net worth was −$4,000 
at that time. 

The main changes in Stephanie’s personal balance sheet are summarized here:

1. Four years ago, Stephanie had a car that was valued at $1,000. After work-
ing full-time for several months, she purchased a new car for $20,000, as 
explained in Chapter 9. Her existing car is shown under Household Assets, 
with a market value estimated to be $12,000 now (due to depreciation in 
value over time). When Stephanie purchased the car, she obtained a car 
loan of $17,000. This car loan is not shown in the Liabilities section as of 
four years ago because Stephanie obtained the loan after that time. Since 
Stephanie paid off the car loan recently, the value of the car loan in the 
Long-Term Debt section is zero as of today.

2. Two years ago, Stephanie purchased a home for $140,000, as explained 
in Chapter 10. Her home is listed under Assets, with a market value esti-
mated to be $145,000 today. When Stephanie purchased the home, she 
obtained a mortgage loan for $130,000. Since purchasing the home, 
Stephanie has paid off about $10,000 in principal on the mortgage loan. 
Therefore, her personal balance sheet shows the mortgage listed under 
Long-Term Debt having a remaining value of $120,000.

3. Recall that when Stephanie started her full-time job four years ago, she 
had a student loan of $10,000. She has since paid off that loan, so the 
loan is now valued at zero under Long-Term Debt.

4. Recall that while Stephanie owned no stock or other investments four 
years ago (as explained in Chapter 2), she recently invested in mutual 
funds and ETFs (as explained in Chapter 18). Her investments in these 
funds listed under Assets are presently worth $4,000.

5. Stephanie recently started investing in her retirement account,  as 
explained in Chapter 19. Her retirement account listed under Assets now 
has a balance of $1,000.

Exhibit 21.3 shows that Stephanie’s total assets are worth $169,000, while her 
liabilities are now $120,000. Thus, her net worth is

 Net Worth = Total assets - Total liabilities

 = $169,000 - $120,000

 = $49,000

While Stephanie has made much progress, she needs to continue with careful 
financial planning in order to build more wealth over time. Exhibit 21.4 provides 
a summary of Stephanie Spratt’s financial plan as of today.

Go to:
The personal finance 
section of www 
.bankrate.com.

To get:
A variety of financial 
planning calculators that 
can help you conduct 
an integrated financial 
plan, including tax plan-
ning, mortgage financing, 
retirement planning, and 
investing.

Financial Planning
ONLINE
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536 Chapter 21   Integrating the Components of a Financial Plan  

BUDGET PLAN
I can accurately predict my monthly income (cash inflow) and most of my cash outflows with a high degree of accuracy. Now that I have 
paid off my student loan and my car loan, I consistently have positive net cash flows each month. I will attempt to invest any excess 
funds beyond what is needed for liquidity purposes.
My budget has been influenced by various components of my financial plan:

• The amount of cash (if any) allocated to liquid assets is dependent on my plan for managing liquidity.

• The amount of cash allocated to pay off existing loans is dependent on my plan for personal financing.

• The amount of cash allocated to insurance policies is dependent on my insurance planning.

• The amount of cash allocated to investments is dependent on my plan for investing.

• The amount of cash allocated to my retirement account is dependent on my retirement planning.

Plan for Managing Liquidity:
Every two weeks, my paycheck is direct-deposited to my checking account. I make online payments from my checking account to pay 
all my bills and to cover the other cash outflows; I also pay my credit card bill in full each month. I normally attempt to maintain some 
funds in my money market fund (MMF) in case there are any unexpected expenses. In addition, if I have a large unexpected expense, I 
can rely on my credit card to cover the expense. I prefer not to invest any more funds in the MMF because the interest rate is low. Thus,  
I will use any net cash flows at the end of the month for some other purpose. If I ever need to withdraw funds from my MMF, I will likely 
attempt to replenish that account once I have new net cash flows.

Plan for Personal Financing:
I had to budget carefully when I had a car loan, student loan, and mortgage loan. My decision to increase my assets (purchase a car and 
purchase a home) required a substantial amount of financing (car loan and mortgage loan), which placed a strain on my budget. However, 
by paying off my car loan and student loan, I have reduced my cash outflows by $512 per month. I have a mortgage loan with a balance of 
about $120,000. Since I purchased my home about two years ago, I have about thirteen years left on my fifteen-year mortgage. I may con-
sider buying a more expensive home soon and would likely obtain another fifteen-year mortgage. I expect that the market value of my home 
will increase over time. I can afford to make the mortgage payment, especially since I paid off my other loans.

Protecting and Maintaining Wealth:
I currently have auto, homeowner’s, health, and disability insurance policies.

I recognize that I need insurance to cover my car, home, and health expenses. In addition, I recently decided to purchase disability 
 insurance to protect my income in case I become disabled. I am pleased with my current employer-provided health insurance policy.

I will maintain a high level of insurance to protect against liability resulting from owning my car or home.  
If I decide to have children in the future, I will purchase life insurance to ensure future financial support for my children.

Managing Investments:
I currently have investments in stock mutual funds and ETFs with a market value of $4,000. I also have  
$1,000 invested in a retirement account.

If the stock market weakens, the value of my investments (and therefore my net worth) could decline.  
However, I am not too heavily exposed to stock market conditions at this point, as my stock funds represent  
a small percentage of my total assets now.

I am not relying on my investments to provide periodic income at this time and want investments that could increase in value over time. My 
 diversification across different types of stock funds reduces my risk.

When I have additional money to invest, I will invest in other mutual funds or ETFs that are different from  
the funds that I already own, in order to diversify my investments to a greater degree.

Retirement Planning:
I recently started to contribute $300 per month to my retirement account. This account is beneficial because my contributions will not be 
taxed until the funds are withdrawn during retirement. In addition, this account should grow in value if I consistently contribute to it each 
month and select investments that appreciate in value over time. My retirement contribution is partially matched by a contribution from my 
employer. I may also establish an individual retirement account (IRA) in the future.

EXHIBIT 21.4 Stephanie Spratt’s Financial Plan
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REVIEW QUESTIONS

All Review Questions are available in MyLab Finance at www.pearson.com/mylab/finance.

1. Integrated Financial Plan. Why is it important to 
integrate the components of your financial plan?

2. Role of Budgeting. How does budgeting fit into 
your financial plan? How is your financial plan 
affected by your spending? What is the budgeting 
trade-off?

3. Effective Financial Planning. What is the most 
common problem that prevents effective financial 
planning? Why do some people spend too much 
money? How can you use a budget to help you 
with spending issues?

4. Role of Managing Liquidity. Discuss how manag-
ing liquidity fits into your financial plan. What is 
the liquidity trade-off?

FREE APPS  
for Personal 

Finance

Your Personal Finance Decisions
Application:
The MSN Money app (by Microsoft) is useful for a wide variety of personal finance deci-
sions, including spending, budgeting, saving, and financing.

To Find It:
Search for the “MSN Money” app on your mobile device.

Financial Plan Components. A financial plan 
consists of a budget (Part 1), a plan for managing 
liquidity (Part 2), a financing plan (Part 3), an insur-
ance plan (Part 4), an investment plan (Part 5), and 
a plan for retirement and estate planning (Part 6). 
The budget determines how you will spend or 
invest your money. Your plan for managing liquid-
ity will ensure that you can cover any unanticipated 
expenses. Your financing plan is used to finance 
large purchases. Financing also involves decisions 
that affect the interest rate you are charged and the 
duration of any loans. Your plan for protecting your 
assets and income involves decisions about what 
types of insurance to purchase and how much 
insurance to buy. Your investment plan determines 
how much you allocate toward investments and 
how you allocate money across different types 
of investments. Your retirement and estate plan 
determines how much you periodically invest in 
your retirement account and how your estate will 
be distributed to your heirs.

How Components Are Integrated. The com-
ponents of a financial plan are integrated in that 

they depend on each other. The budget plan is 
dependent on the other components of the finan-
cial plan. The amount of money available for 
any part of the plan is dependent on how much 
money is used for liquidity purposes, to make 
loan (financing) payments, to buy insurance, to 
make investments, or to contribute to retirement 
accounts. The more money you allocate toward 
any part of the financial plan, the less money 
you have for the other parts. Thus, a key aspect 
of financial planning is to decide which com-
ponents of the financial plan deserve the high-
est priority because the decisions made about 
those components will influence the decisions 
for the others.

The example featuring Stephanie Spratt’s financial 
plan shows how the plan can be segmented into 
the six components. The example also illustrates 
how the components are integrated so that a deci-
sion about any one component can only be made 
after considering the others. As time passes and 
financial conditions change, you should reevaluate 
and update your financial plan.

SUMMARY
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5. Personal Financing. Describe some advantages 
and disadvantages of using personal financing to 
achieve your financial goals. What is the personal 
financing trade-off?

6. Protecting Your Assets and Income. How can you 
protect your assets and income? What is the insur-
ance trade-off?

7. Managing Investments. How does managing your 
investments fit into your financial plan? What is 
the investment trade-off?

8. Retirement Planning. What is the retirement 
account trade-off?

9. Impact of Time on Your Plan. How does time affect 
your financial plan?

10. Change in Financial Position. What do you think 
happens to your budget when your financial posi-
tion changes?

11. Financial Decision. You have a $7,000 balance on 
your car loan at 6% interest. Your favorite aunt has 
just left you $10,000 in her will. You can put the 
money in a money market account at your bank 
and pay off your car loan, or you can invest the 
money in mutual funds. What factors must you 
consider in making your decision?

12. Financial Decision. In the previous question, you 
decide to pay off the car loan and invest the differ-
ence. Now you no longer have a $350 per month 

car payment. Suggest some ways you might use 
these additional funds.

13. Investment Decision. You have some extra cash 
in your budget that you wish to invest. You have 
narrowed your choices to a single stock, Treasury 
bonds, or a stock mutual fund or ETF. What charac-
teristics of each investment alternative should you 
consider in making your decision?

14. Role of Insurance. How does purchasing car insur-
ance and homeowner’s insurance help protect and 
maintain your wealth?

15. Role of Insurance. How does purchasing sufficient 
health insurance and disability insurance help pro-
tect and maintain your wealth?

16. Life Insurance. How does life insurance protect 
your wealth? Who needs life insurance?

17. Goal Setting. Explain why having very specific 
goals is important for financial planning.

18. Tracking Expenditures and Budgeting. Why is it 
important to track your expenditures for a few 
months? How does this practice impact your 
budget?

19. Record Keeping. Why is it important to keep finan-
cial records stored in a safe location? List some 
important documents that you should keep in a 
safe place.

20. Financial Goals. What are some common financial 
goals?

FINANCIAL PLANNING PROBLEMS

All Financial Planning Problems are available in MyLab Finance at www.pearson.com/mylab/finance.

1. Interest Savings. Judy has just received $12,500 
as an inheritance from her uncle and is consider-
ing ways to use the money. Judy’s car is one year 
old, and her monthly payment is $304. She owes 
forty-eight more payments. The amount to pay off 
the loan is $12,460. How much will Judy save in 
interest if she pays off her car loan now?

2. Investment Decision. Judy (from problem 1) is 
also considering investing the $12,500 in a certifi-
cate of deposit (CD). She is guaranteed a return of 
4% on a four-year CD. How much would Judy earn 
from the CD? Which of the two alternatives offers 
the better return? (Hint: you need to compute the 
interest rate on Judy’s loan.)

3. Investment Value. Judy pays off her car loan and 
now must decide how she wants to invest the 
extra $3,648 per year that she budgeted for car 
payments. She decides to invest this additional 

amount in her employer-sponsored retirement 
plan. Currently, the plan is averaging a 12% annual 
return. Judy has fifteen years until retirement. 
How much more money will she have at retire-
ment if she invests this additional amount?

4. Employer Match. Refer to problem 3. How 
much money will Judy have at retirement if her 
employer matches her contributions?

5. Investment Value. Judy believes that another ben-
efit of investing the extra $3,648 in her employer-
sponsored retirement plan is the tax savings. Judy 
is in a 24% marginal tax bracket (when consider-
ing her federal and state taxes). How much will 
investing in this manner save her in taxes annu-
ally? Assuming she remains in a 24% marginal tax 
bracket until she retires, how much will it save her 
in total over the next fifteen years, ignoring the 
time value of the tax savings?
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FINANCIAL PLANNING ONLINE EXERCISES

1. Go to www.moneycrashers.com and pick a recent article on saving money.

a. Summarize the information contained in the article.

b. Will you adopt any of the recommendations? Why, or why not?

2. Go to www.quicken.com and click on “Tools & Tips” at the bottom of the page. Go to  
Money Management Tips, listed in the dropdown menu.

a. List three ways you could save money.

b. Watch one of the videos on money management and finances. What did you 
learn from this video?

c. Go to your favorite search engine and find another Web site that provides helpful 
tips on saving money. What did you learn from this new Web site?

PSYCHOLOGY OF PERSONAL FINANCE: Your Financial Plan

1. Do you dedicate a sufficient amount of money 
toward financial planning purposes such as sav-
ing, insurance, investing, and your retirement? 
Explain how you could revise your spending now 
so that you would have more income that could 
be used for financial planning purposes.

2. Your financial plan should include plans for man-
aging your liquidity, financing, insurance, invest-
ments, and retirement planning. Which of these 
plans causes you the greatest concern? Which 
of these plans will be most difficult for you to 
achieve? Explain.

WEB SEARCH EXERCISE

You can develop your personal finance skills by conducting an Internet search for related 
articles. Find a recent online article about personal finance that reinforces one or more con-
cepts covered in this chapter. If your class has an online component, your professor may 
ask you to post your summary of the article there and provide a link to the article so that 
other students can access it. If your class is live, your professor may ask you to summarize 
your application of the article in class. Your professor may assign specific students to com-
plete this assignment or may allow any student to do the assignment on a volunteer basis.

For recent online articles related to this chapter, consider using the following search 
terms (be sure to include the current year as a search term to ensure that the online 
articles are recent):

• Managing your liquidity

• Personal financing

• Managing your investments

• Retirement planning

• Integrating your financial plan

• Completing your financial plan

• Achieving your financial plan

6. Retirement Savings. Miguel, a recent 22-year-old 
college graduate, wants to retire a millionaire. 
How much will he need to set aside annually to 
achieve his goal, assuming he plans to retire at 
age 67 and he can earn a 9% annual return on his 
investment?

7. Retirement Considerations. Referring to the previ-
ous question, what other factors should Miguel 
consider with regard to his retirement goal? What 
recommendation would you give Miguel regard-
ing his goal?
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540 Chapter 21   Integrating the Components of a Financial Plan  

CERTIFIED FINANCIAL PLANNER EXERCISE 

Stephanie Spratt comes to you for advice. Due to a very weak economy, she was just 
laid off from her job. She will receive $1,200 per month for the next six months. (Her 
cash budget and her personal balance sheet were provided earlier in this chapter.)

1. Offer advice to her on how she should revise her cash flow statement based on an 
income of $1,200 per month, assuming that she expects to be rehired within the 
next six months.

2. Assume that Stephanie might remain unemployed for an additional six months. 
Identify the possible ways that she could revise her personal cash budget and  
balance sheet to survive.

3. Explain the interaction between the personal balance sheet and the personal cash  
flow statement in a situation like this when income is not sufficient to cover 
monthly bills.

VIDEO EXERCISE: Financial Plan

Go to one of the Web sites that contain video clips (such as www.youtube.com) and 
view some video clips about any aspect of financial planning. You can use search 
phrases such as “developing a financial plan.” Select one video clip on this topic that 
you would recommend for the other students in your class.

1. Provide the Web link for the video clip.
2. What do you think is the main point of this video clip?
3. How might you change your process of developing a financial plan after watching this 

video clip?
4. Does the information source appear credible? Why, or why not?
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1. TURNING YOUR COST REDUCTIONS INTO WEALTH

Many personal finance decisions can effectively increase your wealth not by increasing your 
income, but by reducing your expenses. Avoiding an unnecessary $100 expense is just as beneficial 
as generating a $100 bonus from your job, and in fact it may be more beneficial because the bonus 
might be taxed. To the extent that you can avoid an unnecessary expense on an annual basis, you 
can improve your net cash flow on an annual basis. Review your list of cash outflows that you cre-
ated earlier in the school term (in Chapter 2). Identify a large existing expense that occurs every 
year that you could reduce. For example, you might pay $1,000 per year for an annual health club 
membership, but could exercise on your own without using the health club facilities. By discontinu-
ing the membership, you could avoid that annual expense, which would enhance your net cash 
flow every year. Assume that you deposit the amount of your cost savings every year. The following 
template will help you estimate the amount you would save over time once you provide some input.

 a. Identify the type of expense that you incur that you might be willing to avoid or decrease.  
 

 b. Explain how you could avoid or reduce that expense without excessive sacrifice.   
 

 c. How much money would you save per year if you avoided or reduced the expense in the manner 
described in your previous answer?         
   

Now assume that you deposit the amount you saved every year as a result of avoiding or reducing 
this expense every year. That deposited amount represents an annuity. You can apply the future value 
of annuity concept (from Chapter 3) to estimate how your savings will grow over time in the template 
as a result of reducing this expense every year. Insert the Deposited Amount Per Year (based on reduc-
ing your expense) in the top row of the template. Insert 5 for Number of Years in the second row of the 
template in order to see how your savings would grow over a five-year period. Insert 3% for the Inter-
est Rate on Your Savings (row 3) of the template, or a different interest rate if you think you could earn 
a different rate on the savings. The template estimates the future value of your savings if you reduced 
your expense in the manner you describe and deposit the money saved over time.

YOUR ACCUMULATED COST SAVINGS

Deposited Amount Per Year $
Number of Years 
Interest Rate on Your Savings %
Future Value of Savings $

 d. What is the future value of your savings in five years that would result from your strategy to 
reduce your expenses? 

 e. Now change the number of years to 10. What is the future value of your savings in ten years that 
would result from your strategy to reduce your expenses?      
 

The financial planning spreadsheets available at www.pearson.com/mylab/finance will 
automatically perform computations, charts, and graphs based on your input.

BUILDING YOUR OWN FINANCIAL PLAN: Chapter 21 MyLab Finance
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Your initiative to reduce expenses each year increases your net cash flow. You can use the 
increased net cash flow to either increase your assets (buy stock etc.) or reduce your liabilities  
(pay off existing debt, etc.).

Since your net worth equals your assets minus your total liabilities, your strategy to boost your  
net cash flows every year increases your net worth and therefore your wealth.
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• Budgeting. They decided to revise their budget to make it possible to start saving. By reducing their 
spending on recreation, they freed up funds to be saved for a down payment on Sharon’s new car 
and the children’s college education.

• Liquidity. They maintain sufficient funds in their checking account in case of unexpected expenses.

• Financing. They now consistently pay off their credit card bill at the end of every month so that they 
do not incur finance charges. They also obtained a four-year car loan to finance Sharon’s new car.

• Protecting Their Wealth. They decided to increase their car insurance coverage, reduce the deductible  
on their homeowner’s insurance and obtain flood insurance, and buy disability insurance. They also 
purchased a life insurance policy for Dave.

• Investments. They decided not to buy individual stocks for now because of the risk involved. They 
decided that they will invest their savings for their children’s education in mutual funds. They will 
not invest all the money in one mutual fund or one type of fund, but will diversify among several 
types of mutual funds.

• Retirement and Estate Planning. They decided that Dave should invest at least $3,000 per year in his 
retirement account because his employer matches the contribution up to that amount. They made a  
will that designates a trustee who can allocate the estate to ensure that the children’s college educa-
tion is covered and that the children receive the benefits in small amounts (so they do not spend 
their inheritance too quickly).

Now that Dave and Sharon have completed their financial plan, they are relieved that they have a 
plan to deal with their budget, liquidity, financing, investing, insurance, and retirement.

1. Explain how the Sampsons’ budgeting affects all their other financial planning decisions.

2. How are the Sampsons’ liquidity and investment decisions related?

3. In what ways are the Sampsons’ financing and investing decisions related?

4. Explain how the Sampsons’ retirement planning decisions are related to their investment decisions.

With your help, Dave and Sharon Sampson have now established a financial plan. Among 
their key financial planning decisions were the following:

MyLab FinanceTHE SAMPSONS—A Continuing Case: Chapter 21
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545

The following test will help you determine how much you learned about per-

sonal finance. It contains basic questions on material you learned from the text 

that can determine your ability to make proper financial planning decisions.

After taking the test, grade your performance based on the answers 

 provided at the end of the test.

Financial Literacy 
POST-TEST

1. The  specifies the financial decisions that 
result from your personal financial planning.
a. personal financial plan
b. personal budget
c. personal finance objective
d. none of the above

2. When constructing a budget, it is helpful to use a 
personal cash flow statement, which measures a 
person’s  and .
a. cash inflows; cash outflows
b. assets; expenses
c. assets; liabilities
d. none of the above

3. The time value of money implies that a dollar received 
today is worth  a dollar received tomorrow.
a. more than
b. the same as
c. less than
d. none of the above

4. Which of the following will not affect the amount 
of taxes you pay? (Assume that you itemize for tax 
purposes.)
a. Purchasing a home that will be financed with a 

mortgage
b. Contributing a portion of your salary to your 

retirement account
c. Taking a third job to enhance your wealth
d. All of the above will affect the amount of taxes 

you pay.

5.  are not a type of depository institution.
a. Credit unions
b. Savings institutions
c. Commercial banks
d. Securities firms

6. Individuals with short-term funds would probably 
not invest them in .

a. CDs

b. NOW accounts

c. corporate bonds

d. checking accounts

7. Credit cards that allow consumers to borrow 
up to a specified maximum amount are examples 
of  .

a. installment credit

b. collateral-based credit

c. noninstallment credit

d. revolving open-end credit

8. When applying for a credit card, you will probably 
not be asked for information regarding .

a. your cash inflows and outflows

b. your capital

c. your credit history

d. your criminal record

9. When applying for a loan, borrowers will 
 probably need to provide information regarding 
their .

a. personal balance sheet

b. assets

c. personal cash flow statement

d. Borrowers probably need to provide information 
regarding all of the above.

10. The  the cost of a home, the  the 
insurance.

a. higher; higher

b. higher; lower

c. lower; higher

d. none of the above
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546 Financial Literacy Post-Test

11. ________ coverage is intended to cover any liability 
associated with property damage that you caused.

a. Bodily injury liability

b. Property damage liability

c. Medical payments

d. none of the above

12. ________ are not examples of private health care 
plans.

a. Managed health care plans

b. Indemnity plans

c. Medicare plans

d. Health maintenance organizations

13. Which of the following institutions are not allowed 
to offer life insurance policies?

a. Financial institutions providing banking and bro-
kerage services

b. Subsidiaries of financial conglomerates

c. Independent insurance firms

d. All of the above may offer life insurance policies.

14. A corporation issues stock to ________.

a. reduce its number of shareholders

b. obtain funds to support operations

c. incur fixed interest charges

d. none of the above

15. In general, stocks perform ________ when interest 
rates are ________.

a. better; high

b. better; low

c. poorer; low

d. none of the above

16. Typical maturities for bonds are ________.

a. 10 to 30 years

b. 5 to 10 years

c. 2 to 5 years

d. 1 to 2 years

17. ________ mutual funds sell shares directly to inves-
tors and repurchase those shares whenever inves-
tors wish to sell them.

a. Discount

b. Premium

c. Open-end

d. Closed-end

18. A stock portfolio is subject to ________ risk, or the 
risk of poor performance due to weak stock market 
conditions.

a. market

b. interest rate

c. business

d. leverage

19. Individuals who defer their retirement are eligible 
to receive ________ level of annual income from the 
Social Security program.

a. the same

b. a lower

c. a higher

d. none of the above

20. A(n) ________ is a legal request for how one’s estate 
should be distributed upon death.

a. letter of last instruction

b. asset distribution

c. will

d. none of the above

Answers

1. A

2. A

3. A

4. D

5. D

6. C

7. D

8. D

9. D

10. A

11. B

12. C

13. D

14. B

15. B

16. A

17. C

18. A

19. C

20. C
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Determining Your Career Path
What career path is optimal for you? Consider the factors described here when deciding your career path. Then, 
access the sources of information that are identified in the following sections to help make your selection.

Factors That May Affect Your Career Path
Perhaps the obvious first step in determining your career path is to consider your interests and then identify the 
careers that fit your interests. Most people identify several possible career interests, which makes the decision dif-
ficult. However, you may be able to screen your list based on the following factors.

Educational and Skill Requirements Some jobs may seem interesting, but they require more education and 
training than you are prepared to acquire. For example, the training required to be a doctor may be too extensive 
and time-consuming. In addition, the entrance requirements are very high. Review the education and skills that are 
needed for each career that appeals to you. From your list of possible career paths, focus on those in which you 
already have or would be willing to achieve the necessary background, education, and skills.

Job Availability People may find career paths that they would like to follow and feel they could do so suc-
cessfully, but realize that these paths have a limited supply of open positions relative to applicants. For example, 
many people want to be fashion designers or chefs at expensive restaurants. Consider the number of job positions 
available compared to the number of applicants pursuing those jobs.

Compensation Most people consider compensation to be an important criterion when considering job 
 positions. Some career tracks may be enjoyable but do not provide sufficient compensation. Information on 
compensation for various types of jobs is available on many Web sites. For example, at www.salary.com you 
can insert the type of job that you are curious about and obtain salary ranges for that position in a particular 
location in the United States.

Sources of Information That Can Help You Select Your Career Path
Consider the following sources of information as you attempt to establish a list of career options from which to 
select your optimal career path.

Books on Careers Many books identify careers and describe the necessary skills for each one. Some books 
provide a broad overview, while others are more detailed. A broad overview is usually ideal when you are first 
identifying the various types of possible careers. Then, once you narrow down the list, you can find a book that 
focuses on your chosen field, such as medicine, engineering, social work, and so on.

Courses Your college courses are a vital source of information about related careers. Courses in accounting can 
help you understand the nature of the work accountants do, nursing classes provide insight into the job descrip-
tions of nurses, and courses in sociology may help you understand the jobs of social workers. Even courses that are 
broader in scope, for example, courses in management, may be applicable to many different types of jobs, including 
those of accountants, nurses, and social workers. If you enjoyed your basic management course, you may like a 
job in which you are involved in managing people, production processes, or services.

Job Experience Internships provide some exposure to a particular type of job and allow you to learn what tasks 
people in a field do as part of their daily work. Such experience is especially useful because many jobs are likely 
to differ from your perception.
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Contacts For any specific job description that interests you, identify people who you 
know in that field. Set up an informational interview so that you can ask detailed ques-
tions about the job.

The Internet A lot of information on careers can be found on the Internet. To explore 
the types of careers that are available, and the skills needed for each, go to www.careers.org 
to learn about jobs in numerous fields, including finance, law, management, construc-
tion, health, agriculture, and broadcasting. Some Web sites, such as www.careerbuilder 
.com, list the most popular job categories so that you can determine the types of job 
positions that are frequently available. Be careful, however, to note the size of the pool of 
applicants for any type of job that interests you. It is much easier to land the job you want 
(assuming you have the requisite skills) when the number of openings is large compared 
to the number of qualified people interested in that position.

At some point, you have to narrow your choices so that you can spend more time 
focused on the careers that intrigue you the most. The Internet is very valuable in offer-
ing insight even after you narrow your choices. For example, www.monster.com offers 
targeted advice for many different fields.

Personality Tests You can get feedback on the type of career that fits you based on 
a personality test. Some of these tests are expensive, and views are mixed about whether 
they can more accurately pinpoint a job that fits your personality than if you simply 
use the criteria described earlier. Some tests are offered for free on Web sites, such as 
www.whatcareerisrightforme.com. Be aware that the free tests normally do not offer as 
detailed an analysis as the tests that you pay for.

Getting the Skills You Need
Once you decide on the type of position you want, your next step is to determine the 
training and education you will need to qualify for it.

Training
To gather general information, go to the Bureau of Labor Statistics site (www.bls.gov). 
There you will discover what training is needed for a specific job description and how 
to obtain it.

Be careful when reviewing information online about training courses that are avail-
able. Much information found on Web sites specifically devoted to training is provided by 
companies that want to sell you this training. For this reason, carefully evaluate whether 
the training offered will help get you the job that you want. As an extreme example, some 
companies provide training for modeling or acting. People are well aware of celebrities 
who became very rich by modeling or acting. However, taking a few courses is unlikely to 
lead to major success in those fields. Try to determine whether the market truly rewards 
people who pay for training by a particular company before you pay for it.

The training by some companies may be certified, which can distinguish it from 
others. However, a certificate does not always mean that the training is valuable or will 
lead to employment. In some cases, there may simply be fewer jobs than the number of 
people who are properly trained. In other cases, the training will not qualify you for a 
specific job position.

Education
Colleges and universities provide training in the form of education. Web sites such as 
www.collegeboard.com profile careers by college major to help you consider your career 
path and the education it requires. A degree in a career-oriented major, such as account-
ing or business, will prepare you for a job in that specific field. A liberal arts degree, on 
the other hand, will allow you to choose from a broad range of careers in areas such as 
marketing, journalism, teaching, and publishing.
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The reputations of universities vary substantially, and some universities may be much 
more credible than others in preparing you for a specific job position. Some jobs require 
that your degree be acquired from an accredited university. Therefore, it may be impor-
tant to learn whether the university you plan to attend is accredited. Because there are 
different accreditation agencies, determine the type of accreditation that would be impor-
tant for the specific type of job you plan to pursue.

Learn as much as you can about the college or department of the university where you 
are considering taking courses. What percentage of recent graduates passes a standardized 
exam that must be taken after graduation (for fields like accounting and law)? Are recent 
graduates being hired in the field that you wish to enter? You may be able to get answers 
to these questions from the college department where you would be taking courses.

Internships
Internships offer a way to gain some experience in the type of job that you plan to pursue 
when you graduate. Many large well-known firms and small firms sponsor internships. 
You may be able to obtain an internship while you are still in college. Some companies 
may pay you for your work, although some internships are unpaid. Also, you may receive 
college credit for internships at some colleges.

Even if the internship does not offer pay or college credit, it can still be very worth-
while. An internship gives you some experience in your possible future career, which you 
can put on your résumé. If the firm sponsoring the internship has a job opening in the 
future, your internship experience there may give you an advantage over other applicants. 
An internship may also give you special insight into a particular career path, which could 
reinforce your desire to pursue this path when you graduate. Alternatively, it might make 
you realize that you do not want that career path, but even that outcome can be extremely 
valuable because it could help you find a more appropriate major.

You may be able to retrieve information about internships on corporate Web sites. 
In addition, your college may have internship programs.

Decisions About Your Education and Career
A common dilemma faced by most people at some point in their lives is whether to seek 
more education or a full-time job. The obvious disadvantage associated with pursuing 
more education is that you often must forgo income and incur additional education 
expenses. You might already be in debt and will have to borrow additional funds to sup-
port your education. Perhaps you were hoping that a full-time job would allow you to 
pay off existing debt and save money at this stage in your life.

This decision requires a comparison of the costs and benefits of pursuing a degree. 
The costs include your tuition, the forgone income you could have earned from work-
ing instead of going to school, and the forgone on-the-job experience that you could 
have gained by working instead of going to school. However, a degree may enable you 
to qualify for many additional types of jobs that require further education. Thus, the 
benefits of seeking a degree include better job opportunities, a better salary once you 
start working, greater potential for raises over time, and a more enjoyable career. In 
addition, you will achieve your education goals more quickly by going to college on a 
full-time basis.

How the Economy Can Affect Your Decision
There is a very close relationship between the number of jobs available and consumer 
demand for products and services. When consumer demand for products and services 
is strong, firms hire more employees so they can increase their production to satisfy the 
strong demand. They may also allow more workers to work overtime. These conditions 
tend to result in larger incomes for individuals, and this allows people to spend more 
money for products and services, which can create additional jobs.
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Conversely, when the economy weakens, firms do not need as many employees to 
achieve their production goals or to serve consumers. Therefore, they eliminate some 
existing jobs, which results in layoffs. They are also less likely to create any new job posi-
tions, making it more difficult for people to find the type of job that they would like. In 
addition, the increased layoffs cause a reduction in income for some people, which limits 
the amount of funds that they have to spend. As their spending is reduced, the consumer 
demand for products and services is reduced further, which could cause additional layoffs.

Because of these effects during a weak economy, there will normally be more appli-
cants for any job opening that occurs, which makes it more difficult to obtain the job you 
would like. Under these conditions, firms may even raise the required skills or education 
for the specific job opening, as they can be more selective when assessing job applicants.

The strategy of pursuing more education may be especially prudent when the econ-
omy is weak. Although jobs may be scarce during a weak economy, education is still avail-
able. For example, suppose that you just graduated from a community college, and your 
plan is to obtain a full-time job and go to a four-year college on a part-time basis. You 
may even have hoped that an employer would pay for your tuition while you take college 
courses. However, if jobs are scarce and you cannot obtain the job you would like, con-
sider pursuing your education on a full-time basis instead of looking for a full-time job.

Comparative Analysis of Pursuing More  
Education Versus a Job
Overall, the change in your career plan would have two major effects: (1) less (or perhaps 
zero) income during the period when you continue your education on a full-time basis, 
and (2) a quicker pace in achieving your college degree. You can conduct an analysis to 
compare the costs and the benefits of changing your career plan in this manner. First, 
forecast your annual cash inflows and outflows for the next several years for stick-
ing with your original plan to pursue whatever full-time job you can obtain now (see 
Panel A in Exhibit A.1). Because this example assumes that you just finished your 
 associate’s degree at a community college, it would likely take you at least an additional 
six years to obtain your bachelor’s degree on a part-time basis.

Now, forecast your annual cash inflows and outflows for the next several years for 
revising your original plan and pursuing your education full-time for the next two years. 
During the next two years, your cash inflows might be zero, and you should account for 
the full-time tuition within your cash outflows (see Panel B in Exhibit A.1). However, 
from Year 3 forward, your expected income will likely be higher than it would have been 
if you had pursued your original plan because you would have your college degree two 
years from now. Overall, your revised plan causes a large budget deficit in the first two 
years, but more favorable cash flows in all the years after that. Thus, the extra cash flows 
from Year 3 forward should more than offset the large budget deficit you created in the 
first two years. The exact number of years that it would take to offset your budget deficit 
depends on your specific situation. Note that depending on your qualifications, the kind 
of job you obtain, and the cost of the school you attend, your cash inflows and outflows 
may be more or less than those used in this analysis, but you can follow this model to 
conduct an analysis with your own cash inflows and outflows.

Example of Analysis Exhibit A.1 illustrates how you could conduct an analysis. Panel 
A shows the expected cash flows based on the original plan of working, with assumptions 
that you would go to school part-time and incur tuition expenses of $2,000 per year for 
the next six years. Panel B shows the expected cash flows based on the revised plan, in 
which you go to school full-time for two years instead of working, thus incurring all your 
tuition expenses over the next two years.

Once you have estimated the cash flows for the two alternative plans, you can com-
pare them as shown in Exhibit A.2. Notice that the cumulative cash flows are shown 
here over an eight-year period, in which cash flows are accumulated on a yearly basis. 
In the first two years, the benefits of the original plan are obvious. However, by Year 8, 
the cumulative cash flows of the revised plan surpass those of the original plan. That is, 
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EXHIBIT A.1  Comparison of Original Career Plan to Revised Career Plan During  
a Weak Economy

Panel A: Original Career Plan: Pursue Full-Time Job Now and Finish Undergraduate Degree  
on a Part-Time Basis over the Next Six Years

Assumptions:

• You already have an associate’s degree.

• You presently have a job that provides you with an after-tax income of $24,000. You plan to retain this job 
while you take college courses on a part-time basis.

• You predict that your job will provide a $1,000 raise every two years.

• You also predict that your annual after-tax income will jump to $35,000 upon completion of your undergrad-
uate degree starting in Year 7, and that your after-tax income will increase by $1,000 every year after that.

• Tuition for part-time education will be $2,000 per year until the degree is completed.

Year
Annual Cash Inflows  

Due to Job
Annual Cash Outflows  

Due to Education
Annual Net Cash Inflows  

= Cash Inflows - Cash Outflows

1 $24,000 $2,000 $22,000
2 $24,000 $2,000 $22,000
3 $25,000 $2,000 $23,000
4 $25,000 $2,000 $23,000
5 $26,000 $2,000 $24,000
6 $26,000 $2,000 $24,000
7 $35,000 $0 $35,000
8 $36,000 $0 $36,000

Panel B: Revised Career Plan: Quit Your Existing Job and Pursue Full-Time Education  
Now While the Economy Is Weak

Assumptions:

• You already have an associate’s degree.

• You predict that you will receive your undergraduate degree after two years of taking college courses on a 
full-time basis.

• Tuition for full-time education will be $6,000 per year until the degree is completed.

• You expect that your annual after-tax income will be $35,000 when you obtain your college degree, with 
assumed raises of $1,000 per year.

Year
Annual Cash Inflows  

Due to Job
Annual Cash Outflows  

Due to Education
Annual Net Cash Inflows  

= Cash Inflows - Cash Outflows

1 $0 $6,000 -$6,000
2 $0 $6,000 -$6,000
3 $35,000 $0 $35,000
4 $36,000 $0 $36,000
5 $37,000 $0 $37,000
6 $38,000 $0 $38,000
7 $39,000 $0 $39,000
8 $40,000 $0 $40,000
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the higher income earned starting in Year 3 due to finishing your degree allows you to 
accumulate more cash flows over the following six years to offset the sacrifice you made 
in the first two years.

Refining the Analysis to Fit Your Situation Although an eight-year period is 
assessed here, you might need to consider the effects beyond that point. In this example, 
you were able to pursue a job requiring a college degree after two years with the revised 
plan, versus after six years with the original plan. Consequently, the revised career plan 
might lead to a faster career track over time, as you would have your undergraduate 
degree four years earlier. In general, the use of an eight-year period probably underes-
timates the potential benefits of the revised plan (in which you received your four-year 
degree more quickly) because you would probably be farther along in your career path by 
the end of eight years. Consequently, your cash flows may be higher in all years beyond 
the eight-year period assessed if you pursue the faster career track explained here.

The interest rate on the loan that you may have needed to cover your tuition was not 
considered in the analysis because this is unlikely to be much different for the two plans 
shown here. Some additional factors should be considered in this decision, along with the 

EXHIBIT A.2 Comparison of Net Cash Flows Between Original Plan and Revised Plan

Year

Original Plan:  
Annual Net Cash  

Inflows

Original Plan:  
Cumulative Net Cash 

Inflows

Revised Plan:  
Annual Net Cash  

Inflows

Revised Plan:  
Cumulative Net Cash 

Inflows

1 $22,000 $22,000 -$6,000 -$6,000

2 $22,000 $44,000 -$6,000 -$12,000

3 $23,000 $67,000 $35,000 $23,000

4 $23,000 $90,000 $36,000 $59,000

5 $24,000 $114,000 $37,000 $96,000

6 $24,000 $138,000 $38,000 $134,000

7 $35,000 $173,000 $39,000 $173,000

8 $36,000 $209,000 $40,000 $213,000

Year

$220,000

200,000

180,000

160,000

140,000

120,000

100,000

80,000

60,000

40,000

20,000

0

–20,000
1          2          3          4          5          6          7          8    

Cumulative Net
Cash Inflows Original Plan

Revised Plan
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analysis described earlier. The revised career plan may even offer additional benefits that 
do not show up in the analysis. The job that you obtain in Year 3 may provide not only 
more income but also more satisfaction. You can still decide to pursue additional educa-
tion after obtaining this job in Year 3, but you would be in a position to take graduate 
courses instead of undergraduate courses.

In some situations, the analysis may lead you to conclude that pursuit of a full-time 
job now makes more sense than continuing your full-time education. For example, if you 
need a break from school and are not likely to perform well in school if you continue 
your education full-time, the revised career plan may not be appropriate for you. Also, if 
you already have all the qualifications required to obtain the type of job that you desire, 
additional education might not improve your marketability. In this special case, your cash 
flows over a long-term period would be more favorable if you stick with your original 
plan rather than continuing your education on a full-time basis.

This comparison of your original career plan to a revised career plan assumed that you 
had just completed your associate’s degree. Although this example does not fit all profiles, 
you can easily adapt the analysis to fit your specific situation. For instance, if you have 
just received your college undergraduate degree, you may have various options to consider 
during a weak economy. You can pursue a full-time job, but even with your undergraduate 
degree, it may be difficult to obtain the type of job that you want during weak economic 
conditions. You could revise your career plan by pursuing a graduate degree on a full-time 
basis instead of looking for a full-time job while the economy is weak.

The trade-off is similar to that described in the previous example. Your revised career 
plan may result in no cash inflows (because of not having a job) and higher cash outflows 
(because of paying full-time tuition) for the next year or two. However, on graduation, 
your master’s degree might allow you to pursue better jobs than those you could have 
pursued with an undergraduate degree. Thus, you may generate more income over time, 
which can recapture the loss of income while you were in a graduate program and the cost 
of tuition. The same type of analysis can be applied to help you make the proper decision. 
When conducting the analysis, it is important to use realistic data about income levels 
for various types of degrees. Some types of master’s degrees may not necessarily lead to 
a higher income level than what you can expect to earn with your undergraduate degree.

Selecting Your School
Your choice of a college is a personal finance decision, as it can have a major impact on 
your future financial success. It could also affect your quality of life. If you are now at 
a community college, this section may help you consider the key factors for selecting a 
university once you earn your associate’s degree. If you are already in an undergraduate 
program, you might apply this section to making a decision about a graduate school.

Factors to Consider When Choosing a College
You should consider many factors about colleges before you decide which one to attend. 
You can find a lot of information on the Internet about colleges and universities. Most 
colleges offer a great deal of information so that you can make an informed decision. 
In addition, some Web sites provide comparative statistics and opinions on universities, 
which can help you compare them. Some of the more important factors that you should 
consider when selecting a school are the following:

• Admission requirements

• Tuition

• Major fields offered

• Reputation

• Convenience
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Admission Requirements Universities commonly publicize their admission require-
ments. A review of admission requirements is a good first screen, because this will let 
you spend most of your time focusing on the schools where you believe that you satisfy 
the admission requirements.

Tuition Tuition represents a major cost of education. The average tuition is about 
$35,000 per year for private universities, although there is much variation in tuition 
among them. The tuition at public universities is about $10,000 per year. Thus, going to 
a public university can save a student $25,000 per year on average. When students go 
to a public university that is outside their state of residence, they normally have to pay 
a large premium. The average premium charged by public universities is about $15,000 
per year. Thus, the potential savings from going to a public university instead of a private 
one are reduced for students who go out-of-state. At two-year colleges, the average cost 
of tuition and fees is about $4,800.

Keep in mind that some colleges offer scholarships, so if you find a university that 
charges high tuition but seems to be perfect in every other way, you should investigate 
whether you could qualify for its scholarships. Some schools also offer grants for students 
who are less able to afford the tuition. There are also government programs that offer 
grants to students.

Major Fields Offered Each university offers its own set of major fields. Even if you 
are not sure of your exact major, you probably at least know your general interest, such 
as science or liberal arts or business. You can determine whether each school that you are 
considering offers majors in general areas that are aligned with your interests.

Reputation The reputation of the university you attend can have a major impact on 
your marketability when you graduate. However, keep in mind that the impact of a uni-
versity’s reputation on your marketability is dependent on the major that you choose. A 
college that is known for having a great nursing program may enhance your marketability 
if you pursue a major in nursing, but that school’s reputation might not have an impact 
on you if you pursue a major in an unrelated field.

Convenience Many students select a university based on convenience. For exam-
ple, they may choose a local college because it allows them to live at home, or if they 
do go away, they select the university that is closest to their home so that they can 
come home on weekends. Some students put so much emphasis on convenience that 
they do not consider other relevant factors that could have enhanced their career. For  
example, they may select University A (located only 100 miles from home) instead 
of  University B (located 200 miles from home) simply because it is closer to home 
and  therefore more convenient. However, if University A does not offer a major that 
fits  their  interests, they may be forced to select a major that they do not like. They 
could have pursued their desired major at University B if they would have accepted a 
little less convenience.

FREE APPS  
for Personal 

Finance

Estimating the Cost of Your College Education
Application:
The 529 Calculator app (by TIAA-CREF) allows you to estimate the expenses of the college 
that you identify, and estimates how much you will need to invest or save to cover the 
expenses in the future.

To Find It:
Search for the “529 Calculator” app on your mobile device.
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Commuting Versus Going Away to College
If you plan to be working while you are pursuing your degree, your job may dictate the 
selection of your university due to convenience. However, if you are open to the possibility 
of going away to school, you may want to compare the advantages and disadvantages of 
each college before you finalize your decision.

Conduct Cash Flow Analysis Create a spreadsheet similar to that shown in Exhibit 
A.1 that displays what your expected cash inflows and outflows would be if you commute 
to college while working versus if you focus full-time on going to school. The obvious 
benefit to commuting is that you can earn income from your existing job, and your living 
arrangements may be less expensive than if you went away to school.

However, if you do not plan to work if you go away to college, you may be able to 
finish your degree more quickly, which would allow you to pursue your career sooner. 
Of course, if work is likely to slow your progress at school, you could also consider com-
muting without working. Either way, it is still possible that going away to college could 
make financial sense. Here are some situations in which going away to college may be 
worth considering.

• Even if both schools offer the major you desire, going away to college might result 
in lower expenses. For example, if you consider going away to a state university 
and the commuter university is private, you might be able to save a substantial 
amount of money by paying lower tuition at the state university.

• Going away to college may allow you to select your preferred major, which the 
commuter university might not offer. This could allow you to earn more income 
when you start your career. Your analysis should account for this difference 
when you estimate the income you would earn after graduating from either school. 
Even if it did not result in higher income, it might allow you to have a more 
 enjoyable career.

• Even if both universities offer the major you desire, going away to college might 
allow you to be more marketable when you graduate if that school has a bet-
ter reputation than the commuter university. This can be accounted for in your 
estimate of the higher income (cash inflow) that you might earn if you attend the 
university with the better reputation.

Even when you know that you will be going away to college, you can still con-
duct an analysis like this one when comparing two universities. Living expenses can 
vary  substantially among schools. Also, the possible majors and minors vary among 
 universities, and this could influence your future career. You can account for the differ-
ences in the majors when you estimate the income you will earn in the future for each 
possible major.

Consider Nonmonetary Factors In addition to your assessment of cash inflows 
and outflows, consider other factors that could also affect your decision. For exam-
ple, is there a difference in the way courses are offered (online versus classroom)? Can 
you  easily enroll in the courses you would want? Is the class size so large that it might 
reduce the quality of your education? Would your quality of life be better at one college? 
Would you have fewer distractions at another school and therefore be able to perform 
better there? To assess many of these characteristics, you can obtain information from 
college guides.

One of the most important nonmonetary factors students should consider is whether 
they have the discipline and maturity to go away to college. Some students may party less 
if they live at home and commute to a local college than if they go away to a university 
where there will be many temptations to enjoy an active social life. Other students, how-
ever, may thrive if they go away and live in a dorm where they can develop their social 
interaction skills and meet other students who have the same academic interests.

PSYCHOLOGY  
of Personal  

Finance
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Consider visiting the campus of any college in which you still have an interest after 
conducting your analysis. You may find that your opinion of the campus and its town 
is quite different from those provided in college guides, and therefore it is important to 
assess the college campus yourself before making your final decision.

Selecting Your Major
The major that you select in college can have a very large impact on your future career, 
lifestyle, and income level. Therefore, this decision deserves much attention. You may 
be working in your career for 40 years or longer, so take the time to choose the proper 
major for your career.

For some people, selecting a major is easy because their career plans require a spe-
cific course of study. For example, if you want to be an accountant, you need to major 
in accounting. If you want to be a nurse, you need to major in nursing. However, many 
students have not decided on their future career, and therefore they struggle when select-
ing their major.

Some students select a major because their friends chose that major, because the 
courses are offered at a desirable time, because it is easy for them to obtain high grades 
in those classes, or because there is a study abroad semester for students in that major. 
That is, their decisions were driven by what is most convenient, or the least amount of 
work, or the most fun. Although these decisions might provide immediate satisfaction, 
they may backfire if they do not provide students with adequate knowledge or tools to 
pursue a job that they would like. Some majors that require very little work are not very 
marketable. Ideally, you can identify a major that would be of much interest to you and 
would also provide you with skills that can help you land a good job within your desired 
career path. It is worth your time to carefully assess possible majors so that you can make 
an informed decision.

Although there is no perfect formula for choosing the perfect major, there are some 
general guidelines that may be useful. As a starting point, broadly define the fields that 
you like or dislike. Examples of broad fields include the following:

• Science (such as chemistry or biology)

• Social science (such as sociology or anthropology)

• Business (such as marketing or management)

• Health (such as nursing or nutrition science)

• Arts (such as art or music)

By doing this, you can eliminate some fields that don’t interest you. For the remaining 
broad fields, you can obtain information to learn more about the specific majors that are 
available. You may wish to consider the following criteria before selecting your major:

• Review the content of courses for majors

• Research different career paths

• Take tests that help identify your interests

• Conduct analyses to compare majors

• Consider whether you would be willing to work on an advanced degree

The following sections discuss how these approaches can help you make your decision.

Review Course Content
Review the content of the courses within any major that you might consider. You should 
be able to find these course descriptions in any college catalog. Note that these descrip-
tions tend to be limited. However, if you do an online search of “syllabus” for the names 

PSYCHOLOGY  
of Personal 

Finance

Z02_MADU9969_07_SE_APP1.indd   556 28/11/2018   18:41



 Appendix A  Your Career 557

of the courses, you can obtain additional information by looking at some syllabi that are 
posted online by professors for these types of courses. A syllabus might describe special 
projects and assignments that are required, which could help you determine whether the 
courses would fit your interests.

Research Possible Career Paths
You can find many Web sites that offer guidance on majoring in a specific field by search-
ing for “majoring in” and the name of the field. You may even see blogs in which students 
majoring in a particular field share their insights. Some of the Web sites will indicate the 
types of careers and jobs for a particular major. You may be able to find these Web sites 
if you include “job,” “career,” or “salary” in your online search.

Be Cautious When Reviewing Information When you read about career paths, 
consider the source of the information. Some information can be misleading. For exam-
ple, assume that you want to know the typical jobs and salary for a political science major 
in the first few years after graduation. Some Web sites may offer salary information for 
graduates with political science majors. However, many graduates with this degree pur-
sue a law degree later. If the Web site shows the jobs and the average salary for political 
science majors who also obtained a law degree, this information would be misleading. 
Many of the jobs would only be possible because of the law degree and could not be 
attained with only the political science degree. The same argument applies to history 
majors, English majors, or any other undergraduate majors who later pursued a graduate 
or professional degree.

As another example, assume that you want to major in theater. You have read that 
many famous actors majored in theater. However, this does not really indicate the typical 
jobs and salaries for individuals who graduate with a theater major. You may also have 
read that many well-known writers majored in journalism. Again, this does not really 
indicate the typical jobs and salaries for individuals who graduate with a journalism 
degree. Keep in mind that many graduates with degrees in history, political science, and 
journalism do not pursue careers in their major field because the number of jobs available 
is less than the number of students who are graduating. You may still want to pursue 
such a major to pursue your dream career, but at least you should know about the odds 
of finding employment within that field before deciding on that major.

Recommendations Based on Self-Testing
Some Web sites, such as www.luc.edu (search for “major quiz”), offer a quiz you can take 
that recommends an appropriate major based on your answers. You should also conduct 
your own evaluation of possible majors before making your decision.

Conduct Analysis to Compare Majors
Once you have narrowed your choices down to a few possible majors, you can conduct 
an analysis of the possible majors, similar to the analysis used for comparing colleges. 
If the possible majors are at the same college, your tuition or fees for all the majors may 
be similar. The example in Exhibit A.3 compares the cash flows based on majoring in X 
(the top table) versus Y (the bottom table). You can substitute your possible majors for 
X and Y, and you can also replace the numbers if you have estimates of starting salaries 
for the majors you are considering.

The example in Exhibit A.3 assumes that majoring in X leads to better job oppor-
tunities, which is why the starting salary (cash inflows) is higher after you graduate and 
why the expected salary over time increases by a higher percentage each year. Majoring 
in Y will lead to limited job opportunities, which is why the starting salary is lower. In 
addition, there may be limited chances for promotion, so the expected salary is increased 
by a relatively small amount each year.
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EXHIBIT A.3 Comparing Net Cash Flows Between Two Different Majors

Assumptions:

• You already have an associate’s degree.

• You predict that you will complete your undergraduate degree in two years if you major in X or in Y and 
you will start a full-time job after graduation.

• Tuition for full-time education is $8,000 per year until the degree is completed.

Expected Cash Flows over the Next Six Years Based on Majoring in X

Year
Annual Cash Inflows 

Due to Job
Annual Cash Outflows 

Due to Education

Annual Net Cash Inflows  
= Cash Inflows - Cash  

Outflows
Accumulated Net 

Cash Flows

1      $0 $8,000 -$8,000 -$8,000
2      $0 $8,000 -$8,000 -$16,000
3 $36,000     $0 $36,000 $20,000
4 $38,000     $0 $38,000 $58,000
5 $41,000     $0 $41,000 $99,000
6 $46,000     $0 $46,000 $145,000

Expected Cash Flows over the Next Six Years Based on Majoring in Y

Year
Annual Cash Inflows 

Due to Job
Annual Cash Outflows 

Due to Education

Annual Net Cash Inflows  
= Cash Inflows - Cash  

Outflows
Accumulated Net 

Cash Flows

1      $0 $8,000 -$8,000 -$8,000
2      $0 $8,000 -$8,000 -$16,000
3 $25,000    $0 $25,000  $9,000
4 $26,000    $0 $26,000 $35,000
5 $27,000    $0 $27,000 $62,000
6 $28,000    $0 $28,000 $90,000

Compare Results for Both Alternatives Once you have completed your spread-
sheet, you can compare the results. The cash flows in this exhibit are estimated over the 
next six years (two final years of college plus four years of full-time work), but you can 
assess whatever period you desire. You can tally the results for the six years, as shown 
in the bottom right cell. Exhibit A.3 shows that majoring in X will result in substan-
tially more net cash flows over time. After six years, your accumulated net cash flow is 
$145,000 if you major in X and only $90,000 if you major in Y. The financial benefits 
of majoring in X are obvious and would be even more pronounced if you extended the 
analysis over a longer period.

Account for Nonmonetary Factors This analysis does not include nonmonetary 
factors that should also be considered. Some people may find that the nonmonetary fac-
tors (such as their special interest in the Y major) are more important in their decision to 
major in Y, even though they know that doing so may not result in good job opportuni-
ties. Other people might decide that even though they have a greater interest in majoring 
in Y, they will not obtain the type of job that reflects their interest. Thus, they may decide 
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to major in X because the jobs are more closely related to the major itself. Another group 
of people might have the same degree of interest in the X and Y majors and therefore 
select the X major because it provides better job opportunities. In addition, it results in 
larger net cash flows over time, which will allow them to spend more money without 
having to borrow funds.

Adjust Analysis if One Major Requires Longer Period When comparing the 
cash flows between two alternative majors, it is possible that a longer time period (such 
as an extra year) may be needed to complete the requirements for one of the majors. 
This is important, because it means that you may not be pursuing a job until a year later 
with that major. This could be easily accounted for in the analysis shown in Exhibit A.3. 
Under these conditions, you would account for the tuition and fees in the third year, and 
because you would not be pursuing a job until you graduate at the end of the third year, 
you would not have any expected cash inflows until the fourth year.

Continuing Your Education
A master’s degree or a Ph.D. provides you with additional knowledge and skills that may 
allow you to qualify for better jobs. However, there are costs associated with pursuing 
such degrees, and you must weigh them against the potential benefits.

Costs The cost of a graduate degree is substantial and should be estimated carefully 
before you make your decision to pursue one. Because the cost varies greatly among pro-
grams, you may find a program that is less expensive than others that still satisfies your 
needs. Consider tuition and fees, room and board, and the opportunity cost of pursuing 
the degree. If you enroll in a full-time program, your opportunity cost is the salary that 
you could have earned if you worked during that time. You may also find it necessary to 
give up some social activities as well.

Benefits Individuals often pursue a master’s degree or doctorate to increase their mar-
ketability. There are many job positions that require a degree beyond a bachelor of arts or 
a bachelor of science. If your goal is to increase your marketability, determine what type 
of degree would make the biggest difference. For example, engineers commonly obtain a 
master’s in business administration (MBA) rather than a master’s in engineering because 
the MBA is intended to give them stronger management skills. In this way, the degree 
certifies their skills in managing projects and people.

If you decide to pursue a master’s or doctorate, determine if the university you select 
would make a big difference in your marketability. Some programs have a national or 
international reputation, while others are known only within a local area.

In some cases, students realize only after they graduate that their undergraduate 
degree is not as marketable as they had hoped, and they attempt to correct the situation 
by pursuing a master’s degree in the same field. This is especially true when they enjoyed 
their time while pursuing their undergraduate degree. They are comfortable in their exist-
ing environment and would like to continue doing what they have been doing. This type 
of decision provides immediate satisfaction because it allows them to continue the life 
they enjoyed as an undergraduate. However, this decision could have adverse long-term 
consequences if it does not help the students obtain a job in a field they might like after 
obtaining their graduate degree. In essence, getting this degree only allowed them to delay 
the serious decision about developing proper skills for obtaining a job that they might like.

If your undergraduate major does not help you find a job, conduct a careful evalua-
tion before pursuing a master’s degree in the same field. It is possible that there are very 
few jobs at the master’s level or even at the doctoral level in that field. Furthermore, 
the competition might be fierce among job applicants with this degree because many 
other students also have graduate degrees in this field as they were unable to find jobs 
after completing their undergraduate studies. This has resulted in the situation that some 
people are overeducated in specific fields yet lack the specific skills that are desired for 
available jobs.
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One alternative to pursuing a graduate degree in the same field as your undergradu-
ate degree is to pursue another undergraduate degree in a more marketable field where 
there are job opportunities. There are some undergraduate degrees that are much more 
marketable than graduate degrees. You can apply the same type of cash flow analysis that 
was shown in Exhibit A.1 to determine which alternative would be more feasible. You 
can still consider nonmonetary factors as well to complement your analysis of cash flows.

Criteria Used to Assess Applicants
When you pursue a job, you will likely be competing against many other job seekers. By 
recognizing what the employer is seeking, you may be able to distinguish yourself from 
the other applicants. Understanding the criteria that employers use to assess applicants 
will help you determine whether you possess the right qualifications for the job.

Your Application
An application will likely request general information about your education background, 
such as the schools you attended and your major and/or minor in college. It will also 
request information about your previous work experience. Applications are used to deter-
mine whether the candidates have the knowledge and the experience to perform well in 
the job position.

Your Résumé
Your résumé should provide your educational background and work experience. 
 Companies receive numerous résumés for job positions, so it helps to describe suc-
cinctly the skills that may help you stand out from other applicants. If you obtain the 
skills and training that you need to pursue the job that you desire, creating a résumé 
is relatively easy. Many career Web sites, such as www.monster.com and http://career 
builder.com offer tips on how you can improve your résumé and also allow you to post 
your résumé.

Although many Web sites offer guidance, keep in mind that no résumé format is 
perfect for all situations. When developing your résumé, you should attempt to use a 
format that clearly illustrates your strengths. For example, if you have had four jobs but 
only the most recent job is related to your existing and future occupation, you should 
devote much more attention to the most recent job. If your work experience is in one 
narrow occupation and you plan to remain in that field, you may consider describing 
your experience in depth. Thus, as you pursue other jobs within that same occupation, 
prospective employers can review how your skills might be different from others with a 
more general work experience.

Using Social Media
Social media facilitate interactions through Internet technologies. You may be able to use 
social media such as LinkedIn to obtain a job or advance your career. Social media can 
help you in many ways.

Learning About Careers You can learn more about your specific field from the 
personal insights of others who explain their work experience. You may also learn about 
other careers that you wish to consider if you are not satisfied with your career.

Networking You can keep in contact with former coworkers, who may be a good 
source for learning more about other employers or other occupations.

Promoting Yourself You can describe your present occupation along with informa-
tion about your work background, skills, expertise, and experience. You can also provide 
contact information so that prospective employers can get in touch with you.
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Think Twice When Using Social Media When using social media, keep in mind 
that your comments or other content could be monitored by past, present, or prospec-
tive employers. Your posts on social media could be used against you by your present 
employer or a prospective employer if you:

• Divulge confidential information about your existing employer

• Make negative comments about your employer, supervisor, or coworkers

• Display content that suggests you might lack discipline in the workplace

Although you might consider some content harmless, prospective employers may 
screen out applicants based on an initial perception of their social media postings. 
Employers may not have the time to conduct a thorough evaluation of all applicants, so 
screening out questionable candidates based on their inappropriate social media content 
is a convenient method to reduce the applicant pool.

Your Interview
The interview process helps an employer obtain additional information, such as how you 
interact with people and respond to specific situations. Various personality traits can be 
assessed, such as:

• Your punctuality

• Your ability to work with others

• Your ability to communicate

• Your ability to grasp concepts

• Your listening skills

• Your ability to recognize your limitations

• Your ability to take orders

• Your ability to give orders

• Your potential as a leader

There are numerous books and Web sites that offer advice about various aspects of 
the interview, such as grooming, body language, etiquette, and even answering tough 
questions about deficiencies in your résumé. Another source of up-to-date information on 
interviewing is the career center at your college or university, which often offers seminars 
on effective interview techniques.

Comparing Job Offers
When you are applying for jobs, you will ultimately need to evaluate one or more job 
offers. Consider the following criteria during your evaluation.

Salary The salary is important, especially when you are supporting yourself. The salary 
can affect your level of spending that would be possible without borrowing funds. It can 
influence how quickly you can pay off existing debt and how much financing you can 
obtain for large purchases such as a car or home. But consider more than the starting sal-
ary. Some jobs have a low starting salary but give frequent raises so that, within a short 
time, the salary will be at a higher level. Other jobs may have a higher starting salary but 
provide few opportunities for raises and promotions.

Benefits Employers provide noncash benefits for their employees, such as healthcare 
benefits, contributions to your retirement fund, paid vacation time, onsite day care and 
exercise facilities, and compensation for additional education.

Location The location of your employer determines the commuting time from your 
existing residence. Spending two hours per day commuting means that you will devote 
two additional hours per day to your job. If the job offer is based in a town that would 
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require you to move, consider the costs of moving and the cost of living, the school 
system (if you have children), and the quality of life in the town of the employer. Also, 
consider the potential disadvantages if you will be moving away from family or friends, 
the potential complications if children must transfer to different schools, or if you need 
to sell a home before moving.

Changing Your Career
Many people do not realize which career would make them happy until they have 
 pursued the wrong career. In some cases, they can use their existing experience in a 
new career, whereas in other cases, they must be retrained. The obvious barrier to 
 switching careers is the amount of time that is already invested in a particular field. In 
addition, if training is necessary, the costs of changing careers may be high. Neverthe-
less, people should seriously consider switching if they truly believe a different career 
would be more satisfying, but first they should obtain detailed information about the 
new job prospects.

Be realistic in assessing any career change; look closely at your expectations. Would 
you really be more satisfied? How much training is involved? Would you have to stop 
working while you are retrained? How long will it take you to get a job once you are 
retrained? Is the compensation higher or lower in the new career versus your existing 
career? Are there more chances for advancement? Is there more job security?

Self-Employment
At some point in your life, you may decide that you want to leave your current job to 
be self-employed. Millions of people have started their own businesses and are much 
more satisfied than when they were employed by a firm or government agency. Self-
employment, however, is not for everyone; some people are excellent workers but are not 
effective at creating business ideas or running a business.

First, to start your own business, you need a business plan that will be successful. 
Normally, this requires the creation of a product or service that is more desirable to cus-
tomers than other products or services already offered in the market. Your advantage may 
be in creating a product that you can offer at a lower price than similar products in the 
market. Alternatively, your advantage may be higher quality. Keep in mind that competi-
tors may be quick to adjust once you start your business, and it can be more difficult than 
you anticipated to gain market share. A business is accountable to its customers, and if 
it does not satisfy customers, it will not survive.

Conclusion
You have control over your career path. If you follow guidelines such as those described 
in this appendix, you can increase your chances of achieving the job and career path that 
you want. Keep in mind, however, that your career aspirations and opportunities may 
change over time. Therefore, your career planning does not end with your first job, but 
continues throughout your career and even plays a role in your decision when consider-
ing retirement.
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The following pages include projects for you to complete relating to specific aspects of personal finance.

• Assessing Your Credit

• Career Planning Project

• Leasing an Apartment

• Stock Market Project

Assessing Your Credit
Answer the following questions based on how you use your credit card, or how you think you would use a  
credit card:

1. Credit Spending. How much do you spend per month on your credit card?
2. Number of Credit Cards. Do you have many credit cards? Are all of them necessary? Do you spend more 

money than you would normally as a result of having extra credit cards?
3. Credit versus Cash. Would you make the most of your purchases if you used cash instead of a credit card? Do 

you feel like purchases have no cost when you use a credit card instead of cash?
4. Pay Off Part or All of Balance. What is your normal strategy when you receive a credit card bill? Do you only 

pay the minimum amount required? Do you typically pay off your entire balance on a monthly basis? If you 
do not pay off the entire balance, is it because you cannot afford to pay it off, or because you would prefer to 
have extra cash on hand? If you have a positive balance, how do you plan to pay off that balance? Pay all of 
it off next month? Or pay only the minimum amount required next month?

5. Credit Limit. Consider the limit on the amount you can spend using your credit cards. Does the limit restrict 
your spending? Would you benefit if the limit were increased? Or reduced?

6. Obtaining Your Credit Report. Go to www.annualcreditreport.com to obtain your free credit report. If you 
recently obtained your report, just review that report rather than obtaining a new one. Notice the types of 
companies that requested information on your credit. Is your credit report accurate? If not, you can write to 
the credit bureau to have the wrong information corrected, as explained in the text.

7. Assessing Your Credit Report. Are you satisfied with your existing credit rating? If not, what steps do you 
plan to take to improve your credit rating? For example, could you reduce some debt in the future? See 
 Chapter 7 for more ideas on improving your credit rating.

Career Planning Project
Personal financial planning involves how you budget your money, manage your liquidity, finance purchases, pro-
tect your assets, invest your money, and plan your retirement and estate. All these activities are focused on your 
money. A related task is career planning, which determines the amount of money that you can earn over time. 
Furthermore, your career determines your quality of life. Most people think about their ideal career (such as rock 
star, professional athlete, movie star), but do not spend enough time planning a realistic career. This project allows 
you learn about possible career opportunities in which you might have an interest. Your instructor may offer you 
additional details regarding the deadline date and length of the project.

Appendix B 
PROJECTS
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Information on Career Planning
Many Web sites can guide you toward careers that may fit your interests or skills. These 
sites tend to be general and do not focus on a particular industry. However, once you 
narrow your alternatives toward a specific career, you can do an Internet search for 
information about that career. For example, if you have an interest in healthcare, you can 
conduct a search using terms such as “healthcare careers.” Within the field of healthcare 
careers, you can obtain more detailed information by using more specific search terms 
such as “nursing career” or “lab tech career.”

The structure of this project allows you to consider a variety of alternative careers, 
to select one particular career, and to learn more in detail about that career.

1. Career Goal. What is your career goal? You can select a goal that requires more 
training, experience, or education than you presently have. However, it should 
be a goal that you believe is achievable. You should only select a goal requiring 
credentials that you are willing to obtain.

2. Job Description. What is the job description of the career you selected? 
What are the specific tasks involved in that career? What is the annual 
income you would expect to earn when starting this career? The Web site  
www.bls.gov may offer useful information that can help you answer 
this question.

3. Skills Required. What types of skills are critical to excel in the career that you 
wish to pursue? For example, do you need specific technical skills, computer 
skills, communication skills, or management skills for the career that you 
selected?

4. Reasons for Your Career Goal. Explain your career selection. Why would 
this career be ideal for you? What tasks are involved in this career that 
you would enjoy? Identify the specific tasks that you may be able to perform 
better than other people, once you have the proper training. Explain your 
answer.

5. Concerns About Your Career Goal. Any career might involve some tasks that 
are not desirable. Are there any tasks involved in this career that you may not 
like? Are there specific tasks that you may not be able to perform as well as 
other people, even with the proper training? Explain.

6. Educational Background Required. What is the typical educational background 
held by people with the career that you wish to pursue?

7. Work Experience Needed. What is the typical work experience required for peo-
ple with the career that you wish to pursue? Do you have any work experience 
that is related to your career goal?

8. Developing Your Résumé. Consider your existing work experience. Create a 
résumé that summarizes your existing work experience in a manner that empha-
sizes its relationship to your career goals. For example, if your career goal is to 
be involved in management, make sure that your résumé emphasizes any experi-
ence you have managing employees, even if your title was not “manager.”

9. Steps to Achieve Your Goal. Given your existing education and work experi-
ence, what additional education (if any) do you need to qualify for your desired 
career? Do you need to complete specific courses? Do you need a specific 
degree? Do you need specific work experience? If so, do you need any additional 
education to complete the work experience required? Explain.

10. Conclusion About Your Ideal Career. Now that you have researched your ideal 
career, do you still believe it is your ideal career? Or have you changed your 
mind? If you no longer think this career is ideal, what alternative career might 
be more suitable for you?
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Leasing an Apartment
At some point in time, almost everyone will lease a place to live. Whether meeting a 
temporary or long-term housing need, leasing is a viable option for many individuals 
and families. In this project, you will explore the rights and responsibilities of leasing an 
apartment and compare it with other housing alternatives.

1. Look through a local apartment guide, online sources, or a local newspaper to 
find a potential apartment to rent. Write down your reasons for selecting this 
particular place to live. When making your selection, you will want to consider 
its distance from work or school, its proximity to family or friends, the avail-
ability of public transportation or snow routes, and so on. You might also want 
to consider the desirability of the neighborhood, the amenities it offers, and 
other features that attracted you to this location.

2. You can obtain detailed information about apartments in a local newspaper, a 
local apartment guide, or on related Web sites.

a. Determine the total monthly cost of living in the apartment.

Monthly Rent  

Utilities (phone, gas, electric, Internet, etc.)  

Parking Fees  

Renter’s Insurance  

Other Required Fees  

Other Optional Fees  

b. Determine the approximate cost of moving into the apartment.

Application Fees  

Deposit on Apartment  

Deposits on Utilities  

Cleaning Fees  

Other Fees  

Moving Costs (rental truck, gasoline, etc.)  

c. Determine the move-out costs.

Cleaning Fees  

Carpet Cleaning Fees  

Other Fees  

 3. Go online and retrieve a standard apartment lease. Review your legal rights and 
responsibilities as outlined in the lease agreement. Review the landlord’s rights 
and responsibilities as outlined in the lease agreement.

Your lease agreement should address several important factors, such as:

• What happens to your deposit when you decide to move out? Is it returned to 
you or held to cover other costs?

• What happens if you break the lease?
• What is the policy on subleasing the apartment?
• What other restrictions (regarding pets, etc.) are imposed?
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4. Research the tenant laws in your state. Some state laws tend to favor the land-
lord over the tenant, whereas others tend to favor tenant rights. What conclu-
sions do you have about the tenant laws in your state? What surprised you the 
most when researching the laws regarding property rental in your state?

5. Leasing an apartment is only one option available when renting a place to live. 
You may decide that leasing a house is a better alternative for you or your fam-
ily. What factors would influence your decision on what type of residence to 
lease? How does leasing an apartment compare to leasing a house?

Most universities offer on-campus living options for their students. You can obtain 
information about university on-campus living options from various Web sites. Compare 
the terms of a university housing contract with a standard apartment lease. How is it 
similar? How is it different?

Stock Market Project
This project allows you to gain experience in making investment decisions, which 
are a key aspect of personal financial planning. Assume that you have $10,000 to 
invest. You will learn how to monitor your stock portfolio and measure your investment 
performance. You will also learn about the factors that affect a stock’s performance 
over time.

Obtaining Stock Price and Dividend Information
Go to http://finance.yahoo.com or another financial Web site. Each stock has a ticker 
symbol. For example, the ticker symbol of Microsoft is MSFT. Insert the ticker symbol 
of the stock you select and click on “Search” (if you don’t know the ticker symbol, type 
the name of the company in the search box, and it will give you the ticker symbol). You 
will see the stock price quoted, along with other financial information. Notice that the 
annual dividend is listed among the financial details, if the company pays a dividend.

Enter the Stock Information
1. Name of the stock in which you wish to invest  
2. Ticker symbol of stock  
3. Price per share of your stock at the time of purchase $ per share

4.  Number of shares that you purchased ($10,000 
divided by the price per share of the stock)  shares

5. Dividend per share paid per quarter $ per share

Your professor may ask you to submit this information at the beginning of the school term.

Determine Your Gain over the School Term
Near the end of the semester, you can determine your gain (or loss) from your investment 
in a stock.

6.  Price per share of your stock on a date specified by 
your professor $ per share

7.  Total dollar value of your shares near the end of 
the school term. This is calculated as the number of 
shares purchased (from #4) multiplied by the price 
per share of your stock near the end of the school 
term (from #6). $ 
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 Appendix B  Projects 567

 8.  Total dollar amount of dividends received. This  
is calculated as the dividend received per share  
(from #5) multiplied by the number of shares  
purchased (from #4). $ 

 9.  Total dollars that you have at the end of the school  
term (#7 + #8) $ 

10. Return on your investment = 1total dollars based 
   on #9 - $10,0002 >$10,000  %

Your professor may ask you to compare your results with other students in the class.

Comparing Your Stock to the General Market
Go to http://finance.yahoo.com, and enter your stock in the search box. A common 
benchmark used to measure general stock market conditions is the S&P 500 index. Click 
on “Chart” and then on “3M” to see a chart of the stock price over the last three months. 
Then click on “Comparison” above the chart and select “S&P 500.” The Web site will 
provide a trend of the S&P 500 index on the same chart as your stock (other financial 
Web sites will provide the same information, though the process of finding it may be a 
bit different). This allows you to compare the performance of your stock to the stock 
market in general. Did your stock move in the same direction as the market for most of 
the school term? Did your stock perform better or worse than the market in general?

Team Project
If students were divided into teams, each team can determine its average return on 
 investment and compare it against other teams.
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568

Table C.1 Future Value Interest Factors for $1 Compounded at i Percent for n Periods:

FV = PV * FVIFi,n

Table C.2 Present Value Interest Factors for $1 Discounted at i Percent for n Periods:

PV = FV * PVIFi,n

Table C.3 Future Value Interest Factors for a $1 Annuity Compounded at i Percent for n Periods:

FVA = PMT * FVIFAi,n

Table C.4 Present Value Interest Factors for a $1 Annuity Discounted at i Percent for n Periods:

PVA = PMT * PVIFAi,n

Appendix C 
FINANCIAL TABLES
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7
13

.48
9

12
.30

3
11

.27
2

10
.37

1
9.5

80
8.8

83
8.2

66
7.7

18
7.2

30
6.7

92
6.3

99
6.0

44
5.7

23
5.4

32
5.1

67
4.9

25

24
21

.24
4

18
.91

4
16

.93
6

15
.24

7
13

.79
9

12
.55

0
11

.46
9

10
.52

9
9.7

07
8.9

85
8.3

48
7.7

84
7.2

83
6.8

35
6.4

34
6.0

73
5.7

46
5.4

51
5.1

82
4.9

37

25
22

.02
3

19
.52

4
17

.41
3

15
.62

2
14

.09
4

12
.78

3
11

.65
4

10
.67

5
9.8

23
9.0

77
8.4

22
7.8

43
7.3

30
6.8

73
6.4

64
6.0

97
5.7

66
5.4

67
5.1

95
4.9

48

30
25

.80
8

22
.39

6
19

.60
1

17
.29

2
15

.37
3

13
.76

5
12

.40
9

11
.25

8
10

.27
4

9.4
27

8.6
94

8.0
55

7.4
96

7.0
03

6.5
66

6.1
77

5.8
29

5.5
17

5.2
35

4.9
79

35
29

.40
9

24
.99

9
21

.48
7

18
.66

5
16

.37
4

14
.49

8
12

.94
8

11
.65

5
10

.56
7

9.6
44

8.8
55

8.1
76

7.5
86

7.0
70

6.6
17

6.2
15

5.8
58

5.5
39

5.2
51

4.9
92

40
32

.83
5

27
.35

6
23

.11
5

19
.79

3
17

.15
9

15
.04

6
13

.33
2

11
.92

5
10

.75
7

9.7
79

8.9
51

8.2
44

7.6
34

7.1
05

6.6
42

6.2
33

5.8
71

5.5
48

5.2
58

4.9
97

45
36

.09
5

29
.49

0
24

.51
9

20
.72

0
17

.77
4

15
.45

6
13

.60
6

12
.10

8
10

.88
1

9.8
63

9.0
08

8.2
83

7.6
61

7.1
23

6.6
54

6.2
42

5.8
77

5.5
52

5.2
61

4.9
99

50
39

.19
6

31
.42

4
25

.73
0

21
.48

2
18

.25
6

15
.76

2
13

.80
1

12
.23

3
10

.96
2

9.9
15

9.0
42

8.3
04

7.6
75

7.1
33

6.6
61

6.2
46

5.8
80

5.5
54

5.2
62

4.9
99
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576 Appendix C  Financial Tables

TA
B
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Pe
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21
%

22
%

23
%

24
%

25
%

26
%

27
%

28
%

29
%

30
%

31
%

32
%

33
%

34
%

35
%

40
%

45
%

50
%

1
.82

6
.82

0
.81

3
.80

6
.80

0
.79

4
.78

7
.78

1
.77

5
.76

9
.76

3
.75

8
.75

2
.74

6
.74

1
.71

4
.69

0
.66

7

2
1.5

09
1.4

92
1.4

74
1.4

57
1.4

40
1.4

24
1.4

07
1.3

92
1.3

76
1.3

61
1.3

46
1.3

31
1.3

17
1.3

03
1.2

89
1.2

24
1.1

65
1.1

11

3
2.0

74
2.0

42
2.0

11
1.9

81
1.9

52
1.9

23
1.8

96
1.8

68
1.8

42
1.8

16
1.7

91
1.7

66
1.7

42
1.7

19
1.6

96
1.5

89
1.4

93
1.4

07

4
2.5

40
2.4

94
2.4

48
2.4

04
2.3

62
2.3

20
2.2

80
2.2

41
2.2

03
2.1

66
2.1

30
2.0

96
2.0

62
2.0

29
1.9

97
1.8

49
1.7

20
1.6

05

5
2.9

26
2.8

64
2.8

03
2.7

45
2.6

89
2.6

35
2.5

83
2.5

32
2.4

83
2.4

36
2.3

90
2.3

45
2.3

02
2.2

60
2.2

20
2.0

35
1.8

76
1.7

37

6
3.2

45
3.1

67
3.0

92
3.0

20
2.9

51
2.8

85
2.8

21
2.7

59
2.7

00
2.6

43
2.5

88
2.5

34
2.4

83
2.4

33
2.3

85
2.1

68
1.9

83
1.8

24

7
3.5

08
3.4

16
3.3

27
3.2

42
3.1

61
3.0

83
3.0

09
2.9

37
2.8

68
2.8

02
2.7

39
2.6

77
2.6

19
2.5

62
2.5

08
2.2

63
2.0

57
1.8

83

8
3.7

26
3.6

19
3.5

18
3.4

21
3.3

29
3.2

41
3.1

56
3.0

76
2.9

99
2.9

25
2.8

54
2.7

86
2.7

21
2.6

58
2.5

98
2.3

31
2.1

09
1.9

22

9
3.9

05
3.7

86
3.6

73
3.5

66
3.4

63
3.3

66
3.2

73
3.1

84
3.1

00
3.0

19
2.9

42
2.8

68
2.7

98
2.7

30
2.6

65
2.3

79
2.1

44
1.9

48

10
4.0

54
3.9

23
3.7

99
3.6

82
3.5

70
3.4

65
3.3

64
3.2

69
3.1

78
3.0

92
3.0

09
2.9

30
2.8

55
2.7

84
2.7

15
2.4

14
2.1

68
1.9

65

11
4.1

77
4.0

35
3.9

02
3.7

76
3.6

56
3.5

44
3.4

37
3.3

35
3.2

39
3.1

47
3.0

60
2.9

78
2.8

99
2.8

24
2.7

52
2.4

38
2.1

85
1.9

77

12
4.2

78
4.1

27
3.9

85
3.8

51
3.7

25
3.6

06
3.4

93
3.3

87
3.2

86
3.1

90
3.1

00
3.0

13
2.9

31
2.8

53
2.7

79
2.4

56
2.1

96
1.9

85

13
4.3

62
4.2

03
4.0
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3.9
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3.7
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3.6
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3.4

27
3.3
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3.2
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3.1

29
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2.9
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70
3.0

76
2.9

88
2.9
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577

Numbers
401(k) plan, 494–95
403(b) plan, 495
529 Calculator app, 554

A
aarp.org, 492
ACA (Affordable Care Act), 

331–32
Accelerated death benefits, 357
Accounting fraud, 405
Actively managed ETFs, 444
Add-on interest method, 230
Adjustable-rate mortgage 

(ARM), 273–75
Adjusted balance method, 199, 

200
Adjusted gross income (AGI), 

95
Advance directive, 517
Aetna, 322
Affordable Care Act (ACA), 

331–32
After-hours trading, 398
Age

automobile insurance, 304
cash inflows, 38
cash outflows, 38

Age-based fund, 441
AGI (adjusted gross income), 95
Allstate Insurance, 305
Alternative ETFs, 444
Alternative funds, 443
A.M. Best, 296, 359
American Express, 194
American opportunity tax 

credit, 102
American Stock Exchange 

(AMEX), 397
AMEX (American Stock 

Exchange), 397
Amortization schedule, 268, 

269, 273
Amortize, 226
Android Pay, 124

Annual budget, 43
Annual percentage rate (APR), 

200, 228
Annuity

defined, 66, 498
fees, 499
financial tables, 573–76
fixed/variable, 499
future value, 72–75
present value, 75–76
retirement planning, 498–99

Annuity due, 72
Anthem, 322
“Any occupation” definition, 

335
Apple Pay, 124
Application (for a job), 560
Appraisal fee (home buying), 

267
Apps. See also Free Apps for 

Personal Finance
budgeting, 35
cash outflows, 35–36
current financial position, 

35–36
APR (annual percentage rate), 

200, 228
ARM (adjustable-rate 

mortgage), 273–75
Asset allocation, 465–84

apps, 469, 478
benefits of diversification, 

466–67
bonds, 471
defined, 466
expectations about economic 

conditions, 477–78
factors to consider, 475–78
financial plan, 478, 479
global diversification, 470
industry diversification, 

469–70
real estate investments, 

471–72
risk-reward trade-off, 474, 475

risk tolerance, 476–77
stage in life, 475–77
Stephanie Spratt’s case, 478
stock options, 472–74

Asset allocation funds, 441
Asset management account, 

152–53
Assets

balance sheet, 403–4
defined, 7
household, 45
liquid, 45
personal balance sheet, 45–46

ATM (automated teller 
machine), 128–29

ATM Hunter app, 129
Attorney fees (home buying), 

267
Auto insurance. See Automobile 

insurance
Auto insurance fraud, 297–98
Auto insurance policy, 298
Autobytel Inc., 236
Autocheck, 233
Automated teller machine 

(ATM), 128–29
Automatic transfer, 149
Automobile insurance, 297–307

age of driver, 304
apps, 303
car rentals, 302
collision and comprehensive 

coverage, 301, 303
comparing prices at time of 

renewal, 305–6
deductible, 301
driving record, 304
exclusions and limitations of 

coverage, 302
financial responsibility laws, 

299
guaranteed auto protection 

(GAP) insurance, 302
hit-and-run accidents, 301
insurance fraud, 297–98

INDEX
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578 Index

largest insurance companies, 
305

liability coverage, 299–300, 
303

medical payments coverage, 
300

minimum insurance liability 
limits, 299–300

no-fault programs, 298
online insurance quotes, 305
overview (Exhibit 11.4), 302
premiums, 303–6
state-by-state differences, 304
Stephanie Spratt’s case, 306
umbrella personal liability 

policy, 312
underinsured motorist 

coverage, 301
uninsured motorist coverage, 

301
what to do when in an 

accident, 306–7
Automobile loan. See Car loan
AutoTrader app, 234
Average daily balance method, 

199, 200

B
Balance sheet, 403–4. See also 

Personal balance sheet
Balance transfer cards, 195–96
Balanced funds, 441
Balanced growth and income 

funds, 440
Balloon payment, 279
Balloon payment mortgage, 279
Bank of America, 123, 437
Bank reconciliation, 126, 127
bankrate.com, 492
Bankruptcy, 209
Banks and banking services

apps, 125, 129, 130
ATM, 128–29
automatic transfer, 149
bank reconciliation, 126, 127
cashier’s check, 129
Check 21, 127–28
check float, 126–28
checking account. See 

Checking account
checking account fees, 125

checking services, 123–26
credit card financing, 128
debit card, 124
deposit insurance, 121, 130
deposit rates, 130
electronic checking, 127–28
fees, 130
financial plan, 136
mobile banking, 124
money order, 129
monitoring your account 

balance, 125
overdraft protection, 147–48
paying bills, 124–25, 130
safety deposit box, 128
savings account, 128
Stephanie Spratt’s case, 137
traveler’s check, 129
Walmart, 131
Web-based banks, 130

Beneficiary, 357, 512
Better Business Bureau, 224, 

297
Betterment—Smarter Investing 

app, 469
Bid-ask spread, 396
Big savers, 7, 8
Big spenders, 7, 8
blackrock.com, 492
Bloomberg Business app, 376
bloomberg.com, 398, 407
Bodily injury liability coverage, 

299
Bond ETFs, 444
Bond mutual funds, 436, 

442–43
Bond ratings agencies, 424, 425
Bonds, 377, 417–34

call feature, 418
convertible feature, 419
corporate, 421
coupon payments, 418
defined, 45, 418
federal agency, 420–21
financial plan, 427, 428
interest rates, 422
investment strategies, 426–27
junk, 421
municipal, 419–20
par value, 418
ratings agencies, 424, 425

return from investing, 421–22
return-risk trade-off, 384
risk from investing, 424–26
secondary market, 419
taxes, 422, 423
treasury, 419
valuation process, 422–24
yield to maturity, 419

Borrowing to invest, 386
Brokerage firms, 122
Brooks, Brad

background information, 114
car loan, 290
credit cards, 219
insurance, 367–68
investments, 485
mortgage, 290
Part 1, 114–17
Part 2, 219
Part 3, 290
Part 4, 367–68
Part 5, 485
Part 6, 525–26
personal balance sheet, 115
personal cash flow statement, 

114–15
retirement planning, 525–26

Budget, 39. See also Budget 
planning (budgeting)

Budget method, 353–56
Budget planning (budgeting)

accuracy of budget, 41, 42
annual budget, 43
apps, 41, 44, 45
big spenders vs. big savers, 

7, 8
budgeting trade-off, 529–30
cash flows, 10
defined, 7
improving the budget, 44
overview, 7
unanticipated expenses, 41

Buffett, Warren, 168
Business plan, 6
Buy stop order, 401

C
Calculator

detailed budget, 46
financial. See Financial 

calculator
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online, 21
savings, 45

Call feature, 418
Call option, 472–73
Call risk, 425, 426
Capital appreciation funds, 440
Capital gains, 94, 104, 378–79
Captive insurance agent, 297
Car insurance. See Automobile 

insurance
Car loan, 230–39

apps, 232, 234, 238
buyer’s guide, 233–34
dealer markup, 236
financing decisions, 237
FTC’s Used Car Rule, 233
hold back, 236
how much to spend, 231–32
limited-debt solution, 232
loan contract, 234
negotiating the price, 235–37
no-debt solution, 232
no-haggle dealers, 236
purchase vs. lease decision, 

238–40
purchasing a car online, 

236–37
selecting the car, 233–34
Stephanie Spratt’s case, 235, 

237–40
sticker price, 235
trade-in tactics, 236
VIN, 233

Car referral services, 236
Career-oriented major, 548
Career path, 547–48, 557
careerbuilder.com, 548, 560
Careers and career development

career path, 547–48, 557
career planning project, 563–64
changing your career, 562
economy, effect of, 549–50
education. See College and 

university; Education
fast-growing occupations, 19
internship, 549
job hunting. See Job hunting
personal finance and job 

marketability, 6
pursuing more education vs. 

job, 549–53

self-employment, 562
skills acquisition, 548–49
training, 548

careers.org, 548
CARFAX, 233
CarsDirect, 236
Cash advance, 198–99
Cash advance loan, 243
Cash flows. See also Personal 

cash flow statement
budgeting, 10
financial planning, 14
financing decisions, 11
forecasting. See Forecasting 

cash flows
inflows. See Cash inflows
investing, 12
liquidity management, 10, 11
net, 36
outflows. See Cash outflows
personal balance sheet, 50
protecting assets and income, 

11–12
retirement and estate plan-

ning, 12–13
sources of cash, 13
uses of cash, 13

Cash inflows
age, 38
number of income earners in 

household, 38
personal cash flow statement, 

35
stage in your career path, 

37–38
type of job, 38

Cash outflows
age, 38
personal cash flow statement, 

35–36
personal consumption behav-

ior, 39
size of family, 38

Cash shortages, 41
Cash-value life insurance, 351
Cash value policy, 307
Cashier’s check, 129
CD. See Certificate of deposit 

(CD)
Certificate of deposit (CD)

defined, 131

liquidity, 149, 150
maturity dates, 150
retail CDs, 149
return, 149

Certigy, 184
CFPB. See Consumer  

Financial Protection 
Bureau (CFPB)

Changing your career, 562
Chapter 7 bankruptcy, 209
Chapter 13 bankruptcy, 209
Charge card, 194
Charitable donations, 517
Charitable gifts, 101
Charles Schwab, 454
Chase Mobile app, 125
Check Clearing for the 21st 

Century (Check 21), 
127–28

Check float, 126–28
Check verification companies, 

184
Checking account, 123, 147–48

direct deposit, 148
fees, 125, 148
minimum balance, 125
monitoring your balance, 125
no-fee accounts, 125
no interest, 148
other investments compared, 

153
overdraft protection, 147–48
reconciling your account  

balance, 126, 127
stop payment, 148

Checking account fees, 125
Checking services, 123–26
ChexSystems, 184
Child tax credit, 101–2
Cigna, 322
Citigroup, 123, 437
Closed-End Fund Association 

(CEFA), 453
Closed-end funds, 437
Closed-loop proprietary credit 

cards, 195
Closing costs (home buying), 

266–67
cnbc.com, 398
CNNMoney Business and 

Finance News app, 405
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COBRA (Consolidated Omnibus 
Budget Reconciliation 
Act), 330–31

Codicil, 515
Coinsurance clause, 328
Collateral, 227
Collectibles, 376
Collection agency, 208–9
College and university

accreditation, 549
admission requirements, 554
annual tuition cost, 20, 554
career-oriented major vs. lib-

eral arts degree, 548
commuting vs. going away to 

college, 555–56
cost of college education, 20, 

554
credit cards, 168
financial aid package, 239
reputation, 549, 554
selecting your college, 20, 

553–56
selecting your major, 18–20, 

548, 556–59
student loan, 70–71, 239–41

College expense credits, 102
collegeboard.com, 548
Collision insurance, 301
Commercial banks, 121. See 

also Banks and banking 
services

Commercial paper, 152, 155
Commodity ETFs, 444
Common stock, 372
Commuting vs. going away to 

college, 555–56
Compounding, 67, 70
Comprehensive coverage, 301
Condominium, 256
Condominium owner’s insur-

ance, 308
Consolidated Omnibus Bud-

get Reconciliation Act 
(COBRA), 330–31

Consumer Financial Protection 
Bureau (CFPB)

adjustable-rate mortgage 
(ARM), 274

balloon payment mortgage, 
279

credit counseling, 176
credit report, 170
financial aid packages for  

students, 239
generally, 205
interest-only mortgage, 279
payday loans, 244
prepaid payroll cards, 196
qualified mortgages, 263, 

266, 279
student loans, 241

Consumer price index (CPI), 
407

Consumer Reports
car prices, 236
car repair expenses, 234
insurance companies, 297

consumerfinance.gov, 241
Continuing case. See Brooks, 

Brad; Sampsons case study
Convenience checks, 199
Conversion option, 358
Convertible bond, 419
Coordination of benefits 

provision, 329
Corporate bonds, 421
Cosigning, 227
Coupon payments, 418
Coverdell savings accounts, 102
CPI (consumer price index), 407
Credit. See also Credit 

management
accumulation of debt, 167–68
advantages/disadvantages, 

166–68
college students, 168
defined, 166
Equal Credit Opportunity 

Act, 168
excessive spending, 167
impact of credit payments on 

saving, 168
principal/interest payments, 

166
types, 166

Credit bureaus, 169, 184
Credit Card Accountability, 

Responsibility, and  
Disclosure Act (Credit CARD 
Act), 168, 198, 204–5

Credit card statement, 202–4

Credit cards. See also Credit 
management

advantages/disadvantages, 
192–93

annual fee, 197
applying for a card, 193–94
cardholders younger than age 

of 21, 204–5
cash advances, 198–99
convenience checks, 199
Credit CARD Act, 204–5
credit limit, 197, 205, 206
creditcards.com, 202
fees, 197, 198
grace period, 197
interest rate, 198
late fees, 198
liquidity, 146–47
overlimit protection, 197
paying credit card bills before 

investing money, 207
paying off credit card debt 

before other debt, 208
prepaid cards, 129, 196
promotional interest rates, 

204
reviewing your statement, 

202–4
secured/unsecured cards, 194, 

196
Stephanie Spratt’s case, 198, 

207
tips/pointers, 205–9
types, 194–97

Credit check, 194
Credit counseling, 176, 209
Credit crisis, 136. See also 

Financial crisis of 
2008–2009

Credit freeze, 182
Credit history, 135, 169, 172
Credit insurance, 169
Credit Karma, 174, 182
Credit Karma app, 174
Credit limit, 172, 197, 205, 206
Credit management

annual percentage rate (APR), 
200

assessing your credit, 563
bankruptcy, 209
collection agency, 208–9
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Consumer Financial Protection 
Bureau (CFPB), 205

credit cards. See Credit cards
credit counseling, 176, 209
credit freeze, 182
credit monitoring, 182
credit repair services, 208
credit report. See Credit 

report
credit score. See Credit score
debit cards, 207
defined, 8
estimating credit repayment, 

200–202
excessive credit balance, 208
financial plan, 209–11
financing period, 201
fraud alert, 182
identity theft. See Identity 

theft
repaying credit, 199–202
simple interest rate, 200

Credit mix, 173
Credit monitoring, 182
Credit payment history, 172
Credit repair services, 208
Credit report

correcting mistakes, 170
credit score. See Credit score
defined, 169
free, 170, 174
sample report, 170, 171

Credit rights, 168
Credit risk, 154
Credit score, 171–76

apps, 174
credit history, 172
Credit Karma, 174
credit mix, 173
credit payment history, 172
credit utilization, 172
fees, 174
FICO score, 172–75 
free, 174
improving your score, 175–76
interpreting your score, 175
multiple credit scores, 173–74
national distribution of FICO 

scores, 175
new credit, 173
VantageScore, 173–74

Credit-shelter trust, 516
Credit unions, 122
Credit utilization, 172
CSX, 397
Current liabilities, 46

D
Day traders, 373
Dealer markup, 236
Debit card, 124, 196, 207
Debt

future value, 70–71
long-term, 71

Debt collection agency, 208–9
Debt consolidation companies, 

225
Debt issued by municipalities, 

103
Debt-to-asset ratio, 52
Debts Break app, 230
Decreasing-term insurance,  

351
Deductible

automobile insurance, 301
defined, 301
health insurance, 328
homeowner’s insurance, 310, 

311
Default risk, 154, 424, 448
Defined-benefit plan, 490–91
Defined-contribution plan, 

491–92
Demotech, Inc., 296
Dental insurance, 328
Deposit insurance, 121, 122, 

130
Deposit rates, 130
Depository institutions, 121–22
Designated market maker 

(DMM), 396
Detailed budget calculator, 46
Developing your financial plan, 

16–22
alternative plans, 18–20
current financial position, 17
evaluating your financial  

plan, 22
financial goals, 16–17
Internet, 21–22
overview (six-step process), 22
revising your financial plan, 22

selecting/implementing best 
plan, 21–22

selecting your college, 20
selecting your major, 18–20
strategy of wealth 

accumulation, 20
Diner’s Club, 194
Direct consolidation student 

loan, 239
Direct deposit, 125, 148
Direct PLUS loan, 239
Direct subsidized student loan, 

239
Direct unsubsidized student 

loan, 239
Disability income insurance, 

335–36
Discount, 437
Discount brokerage firm, 400
Discount on charge 

arrangement, 325
Discounting, 71
Discover, 194
Diversification, 466–70. See 

also Asset allocation
Dividend income, 94
DMM (designated market 

maker), 396
Documents, financial, 532, 533
Dodd-Frank Wall Street Reform 

and Consumer Protection 
Act, 169, 205, 263

Dollarbird—Smart Personal 
Finance app, 15

Down payment (home buying), 
257, 265–66

Dumpster diving, 177
Durable power of attorney for 

healthcare, 517

E
Earned income, 92
Earned income tax credit, 103
ECN (electronic communications 

network), 398
Economic growth, 405
ECONOMIC IMPACT

asset allocation, 477–78
bond ratings agencies, 425
business demand for funds, 

136
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credit limit, 206
future financial position and 

the economy, 17
global diversification benefits, 

470
home buying and financing, 

258, 261–62
home equity loan, 243
insuring against risk, 295
life insurance, 355–56
liquidity needs, 155
mutual funds, 454
personal balance sheet, 51
return-risk trade-off (stock 

funds), 447
risk premium, 132
stock prices, 405–6
value of investments, 381–82

Economic information, sources 
of, 407

ed.gov, 241
Education

income and educational 
attainment, 18

postgraduate studies, 559–60
skills acquisition, 548–49
unemployment and 

educational attainment, 19
university studies. See College 

and university
Education savings plan, 103
ehealthinsurance.com, 323
Electronic checking, 127–28
Electronic communications  

network (ECN), 398
Employee stock ownership plan 

(ESOP), 496
Employer disability insurance, 

335
Employment interview, 561
EMV technology, 178
Enron, 405
Equal Credit Opportunity Act, 

168
Equifax, 169, 184
Equity income funds, 440
Equity of a home, 242
Equity REITs, 471
ESOP (employee stock  

ownership plan), 496
Estate, 512

Estate planning, 511–24
cash flow, 12–13
charitable donations, 517
defined, 9, 512
estate taxes, 515–16
financial plan, 518
gifts, 516
living will, 517
maintaining estate planning 

documents, 517–18
power of attorney, 517
trusts, 516
will, 512–15

Estate taxes, 515–16
esurance.com, 305, 350
ETFs (exchange-traded funds), 

374, 376, 442, 443–45
ETNs (exchange-traded notes), 

444
E*TRADE, 401
Euronext, 396
Example. See Spratt, Stephanie
Excessive spending, 530
Exchange rate risk, 442
Exchange-traded funds (ETFs), 

374, 376, 442, 443–45
Exchange-traded notes (ETNs), 

444
Exclusive insurance agent, 297
Executor, 513
Exercise price, 472
Expense ratio, 438–39
Experian, 169, 176, 184

F
FACTA (Fair and Accurate 

Credit Transactions Act), 
182

Fair and Accurate Credit Trans-
actions Act (FACTA), 182

Fair Isaac Corporation (FICO), 
172

Family (mutual funds), 437, 
455

Fannie Mae, 420, 421
Farmers Insurance, 305
Fast-growing occupations, 19
FDIC (Federal Deposit Insur-

ance Corporation), 121
Fed. See Federal Reserve System 

(Fed)

Fed app, 422
Federal agency bonds, 420–21
Federal Deposit Insurance Cor-

poration (FDIC), 121
Federal Home Loan Mortgage 

Association (Freddie Mac), 
420, 421

Federal income taxes, 93. See 
also Personal income taxes

Federal Insurance Contributions 
Act (FICA), 92

Federal National Mortgage 
Association (Fannie Mae), 
420, 421

Federal Reserve Bulletin, 407
Federal Reserve District Bank 

publications, 407
Federal Reserve Meeting Infor-

mation, 407
Federal Reserve System (Fed), 

135, 406
Federal Trade Commission 

(FTC), 176, 177, 182, 184, 
233

Federally insured mortgages, 
265–66

Fee for service plan, 324
Fees

annuities, 499
checking account, 125, 148
closing costs (home buying), 

266–67
credit cards, 197, 198
credit score, 174
financial institutions, 130
stock brokerage commissions, 

400
FHA loan, 265–66
FHA’s streamline refinance  

program, 279
FICA taxes, 92, 93, 329
FICO score,172–75
Fidelity Investments, 437, 452
Fidelity Investments app, 402
Finance charge, 199
Finance companies, 122
Financial calculator

credit repayment, 201–2
future value, 69
future value of annuity, 74
PMT function, 74
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present value, 72
present value of annuity, 76

Financial conglomerates, 123
Financial crisis of 2008–2009

alternative funds, 443
banks, 121
bond defaults, 424
business demand for funds, 

136
Fannie Mae/Freddie Mac 

losses, 420–21
financial position of 

individuals, 17
home values/mortgage 

defaults, 262
impact of, on individuals, 155
interest rates, 135
mutual funds, 454
weakening economic 

conditions, 405–6
Financial documents, 532, 533
Financial goals, 16–17
Financial institutions

choosing an institution, 
129–31

commercial banks, 121. See 
also Banks and banking 
services

credit unions, 122
depository institutions, 

121–22
finance companies, 122
financial conglomerates, 123
insurance companies, 122
investment companies, 

122–23
nondepository institutions, 

122–23
savings institutions, 121
securities firms, 122
thrift institutions, 121
Web-based institutions, 130

Financial literacy pre-test, 1
Financial plan

asset allocation, 478, 479
auto and homeowner’s 

insurance, 312
banks and banking services, 

136
bonds, 427, 428
budgeting, 52–53

components, 6, 529
credit assessment and security 

decisions, 184
credit management, 209–11
developing the plan. See 

Developing your financial 
plan

estate planning, 518
health and disability 

insurance, 337
integration of financial plan 

components, 14–15
investments, 387
life insurance, 360
mortgage, 280, 281
mutual funds, 455, 456
personal loans, 245
retirement planning, 504
Spratt, Stephanie, 23
stocks, 409, 410
tax planning, 104
time value concepts, 79

Financial planning online
Affordable Care Act, 331
asset allocation, 477
auto insurance, 303
bonds, 419, 420, 423
budgeting, 41
car loans, 233, 234, 236, 238
credit, 169, 207
credit cards, 198, 199
creditor rights, 204
deposit insurance, 155
detailed budget calculator, 46
economic conditions, 407
estate planning, 513, 517
Fed, 136
financial planning, 22, 532
financial planning calculators, 

535
free credit report, 170
future savings and interest 

rates, 154
future value of your savings, 

75
health insurance, 326
health savings account, 329
historical interest rate data, 

152
home buying and financing, 

258, 259, 261, 268, 271

home equity loan, 242
homeowner’s insurance, 310
identity theft, 183
index funds, 440
initial public offering (IPO), 

373
insurance company ratings, 

296
life insurance, 359
Medicare, 329
Medigap insurance, 330
mortgage rates, 271
municipal bonds, 420
mutual funds, 446, 450, 452, 

453
payday loan, 244
paying bills online, 71
personal loans, 224
refinancing loans, 280
retirement planning, 492, 502
safe banking over Internet, 

130
savings calculators, 45
Social Security, 490
stocks, 374, 399, 402, 408, 

468
taxes, 93, 100, 101
term insurance, 348, 351
Treasury securities, 135
updated quotations/key 

interest rates, 132
whole life insurance, 351

Financial Reform Act (Dodd-
Frank Act), 169, 205, 263

Financial responsibility laws, 
299

Financial statements. See Personal 
balance sheet; Personal cash 
flow statement

Financial tables, 568–76. See 
also Future value tables; 
Present value tables

Financing process, 9
finra.org, 421
Firewall, 180
Fiscal policy, 406
529 Calculator app, 554
Fixed annuity, 499
Fixed assets, 403
Fixed-rate mortgage, 268–73, 

275, 280
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Flexible spending account, 329
Float, 127
Floor traders, 396
Florida Blue app, 323
Forecasting cash flows, 39–45

accuracy of budget, 41, 42
annual budget, 43
apps, 41, 44, 45
cash shortages, 41
improving the budget, 44
Stephanie Spratt’s case, 39–40

Forecasting error, 41
Foreclosure, 263
Foreign currency ETFs, 444
Foreign market ETFs, 444
Form W-2, 225
401(k) plan, 494–95
403(b) plan, 495
Fraud

accounting scandals, 405
insurance. See Insurance fraud
Madoff fund scandal, 455
passport, 184
tax refund identity, 181

Fraud alert, 182
Freddie Mac, 420, 421
Free Apps for Personal 

Finance
amortization schedule, 273
apartment, searching for an, 

276
asset allocation, 469
ATM, 129
banking services, 125
budgeting, 41, 44, 45
car loan, 232, 234, 238
compounding, 75
cost of college education, 554
credit score, 174
earned income tax credit, 103
exchange-traded funds 

(ETFs), 442
financial news, 376
future value, 70
health insurance, 323, 333
interest rates, 422
life insurance, 355, 359
mutual funds, 450, 453
paying bills, 130
permissions, 179
personal finance, 15

personal finance decisions, 
537

retirement planning,  
490, 501

spending decisions, 7
stocks, 374, 399, 402, 405, 

409
taxes, 103, 104
time to repay debt, 230
valuing your investments, 478

Free credit report, 170, 174
Free credit score, 174
FTC (Federal Trade Commis-

sion), 176, 177, 182, 184, 
233

Full-service brokerage  
firm, 400

Fund family, 437, 455
Fund of funds, 443
Fundamental analysis, 403
Future value

annual stock investments, 380
annuity, of, 72–75
apps, 70, 75
compounding, 67, 70
debt, of, 70–71
estimating future value of set 

of annual investments, 
500–502

financial calculator, 69, 74–75
FVIF, 67
FVIFA, 74
interest rate, 68
longer period, 68
tables. See Future value tables

Future value interest factor for 
an annuity (FVIFA), 74

Future value interest factor 
(FVIF), 67

Future Value of Your Money 
app, 70

Future value tables
$1 annuity compounded at 

i percent for n periods, 
573–74

$1 compounded at i percent 
for n periods, 569–70

FVIF (future value interest  
factor), 67

FVIFA (future value interest  
factor for an annuity), 74

G
GAP (guaranteed auto protec-

tion) insurance, 302
GDP (gross domestic product), 

405
GEICO Insurance, 305
GEICO Mobile app, 303
Gift, 516
Ginnie Mae, 420
Ginnie Mae funds, 442
Global bond funds, 443
Global diversification, 470
Global mutual funds, 441
GNMA (Government National 

Mortgage Association), 420
Go-Compare Car Insurance 

app, 303
Gold, 375–76
Gold mining stocks, 376
Government-backed mortgages, 

265–66
Government health care plans, 

329–30
Government National Mortgage 

Association (GNMA), 420
Government-sponsored entities 

(GSEs), 420–21
Grace period

credit cards, 197
life insurance, 357

Graduated payment mortgage, 
279

Grantor, 516
Green Dot Bank, 131
Gross domestic product (GDP), 

405
Gross income, 94–95
Group insurance policies, 297
Group term insurance, 351
Growth funds, 440
Growth stocks, 377
GSEs (government-sponsored 

entities), 420–21
Guaranteed auto protection 

(GAP) insurance, 302
Guardian, 513

H
HDHP (high-deductible health 

plan), 329
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Health and disability insurance, 
321–44

Affordable Care Act (ACA), 
331–32

apps, 323, 333
cancellation and renewability 

options, 327
COBRA, 330–31
coinsurance clause, 328
coordination of benefits, 329
cost of health insurance, 

322–23
coverage limits, 328–29
deductible, 328
dental insurance, 328
disability insurance, 335–36
fee for service plan, 324
financial plan, 337
flexible spending account, 329
government health care plans, 

329–30
government’s Marketplace, 

325, 326, 328, 332
health maintenance organization 

(HMO), 324, 327
health savings account (HSA), 

329
HIPAA, 331
individual mandate, 332
insurance fraud, 332
largest health care insurers, 

322
long-term care insurance, 

333–35
managed health care plan, 

324
Medicaid, 330
Medicare, 329–30
Medigap insurance, 330
mental health coverage, 328
preferred provider organization 

(PPO), 325, 327
pregnancy benefits, 328
premiums, 325–26
preventive medical services, 

332
private health insurance, 

323–29
protected health information 

(PHI), 331
rehabilitation services, 328

sources of information, 323
Stephanie Spratt’s case, 326
stop-loss provision, 328
vision insurance, 328
worker’s compensation, 336

Health insurance companies, 
122

Health insurance fraud, 332
Health Insurance Portability 

and Accountability Act 
(HIPAA), 331

Health maintenance organiza-
tion (HMO), 324, 327

Health savings account (HSA), 
329

healthcare.gov, 326
Hedge funds, 455
Heirs, 512
HELOC (home equity line of 

credit), 242
High-deductible health plan 

(HDHP), 329
High-yield bonds, 421
High-yield (junk) bond funds, 

442
HIPAA (Health Insurance 

Portability and 
Accountability Act), 331

Hit-and-run car accidents, 301
HMO (health maintenance 

organization), 324–27
Hold back, 236
Home buying and financing, 

255–89
apps, 260, 273, 276
buying vs. renting, 275–78
closing costs, 266–67
condominiums, 256
down payment, 257, 265–66
economic conditions and 

home values, 261–63
FHA loan, 265–66
FHA’s streamline refinance 

program, 279
home equity loan, 241–43
home inspection, 264, 267
how much can you afford, 

256–58
insurance, 259. See also 

Homeowner’s insurance
maintenance costs, 259

market analysis, 260, 261
mortgage. See Mortgage
mortgage defaults, 262, 263
mortgage insurance, 266
mortgage refinancing, 279–80
negotiating a price, 264
online realtor services, 

258–59
points, 267
property taxes, 259
rate modification, 280
real estate agent, 258
real estate commission, 260
resale value, 259
selecting a home, 258–60
short sale arrangement, 263
Stephanie Spratt’s case, 260, 

267–68, 268–69, 271–72, 
275, 276–78

title search and insurance, 267
transaction costs, 264–68
VA loan, 265, 266
valuation of a home, 260–64
zoning laws, 263–64

Home Depot, 176
Home equity line of credit 

(HELOC), 242
Home equity loan, 241–43
Home inspection, 264, 267
Home inventory, 309
Homeowner’s association, 259
Homeowner’s insurance, 

307–12
cash value policy, 307
condominium owner’s 

insurance, 308
deductible, 310, 311
defined, 307
discounts, 310
filing a claim, 311
home office provision, 309
liability, 309
location of home, 310
loss-of-use provision, 309
minimum limit, 308
other structures on property, 

308
personal property, 309
premiums, 310–11
property damage, 307–8
renter’s insurance, 308, 312
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replacement cost policy, 307
state-by-state differences, 310
Stephanie Spratt’s case, 311
types of perils, 308
umbrella personal liability 

policy, 312
Honcker app, 238
Household assets, 45
Housing and Economic 

Recovery Act (2008), 262
HSA (health savings account), 

329
Humana, 322
Hybrid funds, 441

I
i-Illustrate Lite app, 359
IBR (income-based repayment), 

241
ICE (Intercontinental 

Exchange), 396
Identity theft, 176–84

abusing legitimate access to 
records, 178

apps, 179
contacting credit reporting 

companies, 182
contacting creditors and 

others, 182–83
cost of, 177
defined, 176
dumpster diving, 177
identitytheft.gov, 182
incoming and outgoing mail, 

178
insurance, 181
organized crime rings, 178
pharming, 178
phishing, 178
pretexting, 178
protecting against, 179–81
protecting personal 

information at work, 181
recent cases, 176–77
response to, 182–83
shielding personal information 

at home, 179–81
shimming, 178
shoulder surfing, 177
skimming, 178
Stephanie Spratt’s case, 183

tax refund identity fraud, 181
useful sources of information, 

184
Identity Theft and Assumption 

Deterrence Act, 182
Identity theft insurance, 181
Identity theft report, 182
Immediate satisfaction, 15, 39
Impulse purchases, 15
Income-based repayment (IBR), 

241
Income-driven repayment 

(IDR), 241
Income method, 353
Income statement, 404
Income stocks, 377
Income tax. See Personal 

income taxes
Incontestability date, 357
Indemnity plan, 324
Independent insurance agent, 

297
Index bond funds, 442
Index funds, 440–41, 442
Individual disability insurance, 

335
Individual investors, 373
Individual 401(k) plan, 497
Individual mandate, 332
Individual retirement account 

(IRA), 497–98
Industry diversification, 469–70
Inflation, 407
Initial public offering (IPO), 

373, 383–84
Installment credit, 166
Installment payments 

settlement, 358
Institutional investors, 373
Insurance, 531

agents/brokers, 297
auto. See Automobile 

insurance
credit, 169
deposit, 121, 122, 130
group policies offered to 

employers, 297
health. See Health and 

disability insurance
home. See Homeowner’s 

insurance

identity theft, 181
life. See Life insurance
mortgage, 266
role of insurance companies, 

295–97
sources of information, 297
underwriters, 297

Insurance agent, 297
Insurance broker, 297
Insurance companies, 122, 

295–97
Insurance company rating 

services, 296
Insurance fraud

auto insurance, 297–98
health insurance, 332

Insurance planning, 8
Insurance policy, 298
Insurance trade-off, 531
Insurance underwriters, 297
insure.com, 323, 350, 359
Intercontinental Exchange 

(ICE), 396
Interest income, 94
Interest-only mortgage, 279
Interest payments settlement, 

358
Interest rate index, 274
Interest rate risk, 154, 426, 

447–48
Interest rate strategy, 427
Interest rates. See also Interest 

rate risk
bonds, 422
business demand for funds, 

136
certificate of deposit (CD), 

131
credit history, 135
financial crisis of 2008–2009, 

135
foreign bond prices, 443
future value, 68
government demand for 

funds, 135–36
home equity loan, 243
loan rates, 133–35
maturity date, 133
monetary policy, 135
personal loans, 227–30
risk-free rate, 131
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risk premium, 131–32
risk-reward trade-off, 132
stocks, 406
term structure, 133
why they change, 135–36
yield curve, 133

Intermediate-term financial 
goal, 17

Internal Revenue Service (IRS), 
92

International bond funds, 
442–43

International economies, 406
International stock funds, 441
Internet and Web-based 

activities
career path, 548
developing your financial 

plan, 21–22
life insurance, 354
marginal textbook entries.  

See Financial planning 
online

online auto insurance quotes, 
305

online calculators, 21
online homeowner’s insurance 

quotes, 310
online realtor services, 

258–59
online sources of economic 

information, 407
online stock brokerage 

services, 401–2
online stock quotes, 398
paying bills online, 130
P2P lending, 223
purchasing a car online, 

236–37
secure sites, 179
term insurance, 350–51
Web-based financial 

institutions, 130
Internship, 549
Intestate, 512
Inverse ETFs, 444
Investment banking services, 

122
Investment companies,  

122–23
Investment mistakes, 385–86

Investment objective, 449
Investment policy, 449
Investment strategy, 449
Investments, 45–46, 372–90, 

531
asset allocation. See Asset 

allocation
bonds. See Bonds
borrowing to invest, 386
comparing different types of 

investments, 384–85
diversification, 466–70
financial plan, 387
mistakes to avoid, 385–86
money market securities, 372. 

See also Money market 
investments

mutual funds. See Mutual 
funds

precious metals, 375–76
real estate, 375
return from investing,  

376–80
return-risk trade-off, 383–84
risk from investing, 380–83
stocks. See Stocks
taking risks to recover losses, 

386
trade-offs, 531–32
unrealistic goals, 385–86

IPO (initial public offering), 
373, 383–84

IRA (individual retirement 
account), 497–98

Irrevocable living trust, 516
IRS (Internal Revenue Service), 

92
Itemized deductions, 99–101

J
Job hunting

application, 560
comparing job offers, 561–62
job interview, 561
résumé, 560
social media, 560–61

Job interview, 561
Job marketability, 6
Job offers, 561–62
Junk bond funds, 442
Junk bonds, 421

K
kbb.com, 45
Kelley Blue Book, 45
Keogh plan, 496–97

L
Large-cap growth funds, 443
Leasing an apartment, 565–66
Lending Club, 223
Letter of last instruction, 513
Liabilities

balance sheet, 404
current, 46
defined, 7
long-term, 46–47
personal balance sheet, 46–47

Liability, 293
Liability coverage

auto insurance, 299–300,  
303

homeowner’s insurance, 309
Liberal arts degree, 548
Life Happens Needs Calculator 

app, 355
Life insurance, 345–66

application process, 347
apps, 355, 359
beneficiary, 357
conversion option, 358
defined, 346
financial plan, 360
grace period, 357
how much insurance is 

needed, 353–56
incontestability date, 357
living benefits, 357
loans, 357
nonforfeiture clause, 357
psychological considerations, 

346–47
renewability option, 357
role of, 346
selecting an insurance 

company, 358–59
settlement options, 358
smokers, 350
term insurance, 347–51
term riders, 352
universal, 352–53
variable, 353
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whole, 351–52
Life insurance companies, 122, 

347, 358–59
Lifecycle fund, 441
Lifetime learning tax credit, 103
Limit order, 401
Limited payment policy, 352
Lipper indexes, 453
Liquid assets, 45
Liquidity

anticipated expenses, 156
certificate of deposit (CD), 

149, 150
credit cards, 146–47
defined, 8, 146
economic conditions, impact 

of, 155
money market investments, 153
personal balance sheet, 51, 52

Liquidity management, 8–11, 
530

Liquidity ratio, 51
Liquidity risk, 154
Liquidity trade-off, 530
Living benefits, 357
Living trust, 516
Living will, 517
Load mutual funds, 437–38
Loan application fee, 267
Loan contract, 226–28
Loan origination fee, 267
Loan rates, 133–35
Loan repayment schedule, 226, 

229
Loans. See Personal loans
Long-term assets, 403
Long-term capital gain, 104
Long-term care insurance, 

333–35
Long-term debt, 71
Long-term financial goal, 17
Long-term liabilities, 46
Loss-of-use provision, 309
luc.edu, 557
Lump-sum settlement, 358

M
Madoff, Bernard, 455
Madoff fund scandal, 455
Major, selecting your, 18–20, 

548, 556–59

Managed health care plan, 324
Margin call, 402
Margin trading, 402
Marginal tax rate, 97
Market ETFs, 444
Market makers, 397
Market order, 400
Market risk, 447
marketwatch.com, 492
Mastercard, 128, 129, 194
Maturity, 226–27
Maturity matching strategy, 

427
Medicaid, 330
Medical and Dental Expenses 

(IRS Publication 502), 100
Medical credit cards, 196
Medical expenses, 100
Medical payments coverage, 

300
Medicare, 92, 329–30
Medicare Prescription Drug 

Improvement and Modern-
ization Act, 330

Medicare supplement insurance, 
330

Medicare tax, 92
Medigap insurance, 330
Mental health coverage, 328
Microsoft Money Plus Sunset, 

36
Midsize capitalization (mid-cap) 

funds, 440
Mining stocks, 376
Mint Bills app, 130
Mint Money Manager, Budget, 

and Personal Finance app, 
41

MMDA (money market deposit 
account), 147, 150, 153

MMF (money market fund), 
152, 153, 155

Mobile banking, 124
Monetary policy, 135, 406
Money management, 145–64

adequate return, 147
defined, 8, 146
financial plan, 158
liquidity, 146–47
short-term funds. See Money 

market investments

Stephanie Spratt’s case, 158
Money market deposit account 

(MMDA), 150, 153
Money market fund (MMF), 

152, 153, 155
Money market investments

asset management account, 
152–53

certificate of deposit (CD), 
149–50, 153

checking account, 147–48, 
153

comparing the investments, 
153

credit risk, 154
economic conditions, impact 

of, 155
interest rate risk, 154
liquidity risk, 154
money market deposit 

account (MMDA), 150, 
153

money market fund (MMF), 
152, 153, 155

NOW account, 149, 153
optimal allocation, 156–57
psychology of personal 

finance, 157
risk assessment, 155–56
savings account, 149, 153
Stephanie Spratt’s case, 

157–58
T-bills, 151–52, 153

Money order, 129
Money Plus Sunset, 36
Money supply, 135
MoneyStrands app, 44
monster.com, 548, 560
Moody’s Investors Service, 296, 

359, 424, 425
Morningstar app, 453
Mortgage. See also Home 

buying and financing
adjustable-rate (ARM), 

273–75
amortization schedule, 268, 

269
balloon payment, 279
financial plan, 280, 281
fixed-rate, 268–73, 275, 280
government-backed, 265–66
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graduated payment, 279
interest-only, 279
prequalification/preapproval, 

265
qualified, 263, 266, 279
rate modification, 280
tax deductibility of interest 

payments, 100
transaction costs, 267
variable-rate, 273

Mortgage defaults, 262, 263
Mortgage insurance, 266
Mortgage life insurance, 351
Mortgage refinancing, 279–80
Mortgage REITs, 471
MSCI Emerging Markets, 444
MSN Money app, 537
Municipal bond funds, 442
Municipal bonds, 419–20
Mutual fund supermarket, 454
Mutual funds, 374–75, 377, 

435–64
alternative funds, 443
apps, 442, 450, 453
bond funds, 436, 442–43
capital gain distributions, 

445–46
capital gain from redeeming 

shares, 446
choosing the type of fund, 

450–52
closed-end funds, 437
default risk, 448
defined, 46
diversification, 453–55
dividend distributions, 445
exchange rate risk, 442
exchange-traded funds 

(ETFs), 442, 443–45
expense ratio, 438–39
financial plan, 455, 456
fund family, 437, 455
fund of funds, 443
hedge funds, 455
hybrid funds, 441
index funds, 440–41, 442
interest rate risk, 447–48
Lipper indexes, 453
load vs. no-load funds, 

437–38
Madoff fund scandal, 455

market risk, 447
maturity classifications, 443
motives for investing, 436
net asset value (NAV), 436–37
open-end funds, 437
prospectus, 449–50
quotations, 452–53
return-risk trade-off, 384, 

447–49
Stephanie Spratt’s case, 

451–52
stock funds, 436, 439–41
supermarket, 454
types, 439–43

MyPermissions app, 179

N
Nasdaq Stock Market, 397
National Credit Union Share 

Insurance Fund (NCUSIF), 
122

National Foundation for Credit 
Counseling, 176

National Insurance Crime 
Bureau, 233

National Processing, 184
NAV (net asset value), 436–37
NCUSIF (National Credit 

Union Share Insurance 
Fund), 122

Needs method, 353
nerdwallet.com, 350
Net asset value (NAV), 436–37
Net cash flows, 36
Net worth, 7, 47, 48, 50
New credit, 173
New York Stock Exchange 

(NYSE), 396–97
No-fault insurance programs, 

298
No-fee checking account, 125
No-load mutual funds, 437–38
Nondepository institutions, 

122–23
Nonforfeiture clause, 357
Noninstallment credit, 166
Nonprofit credit counseling 

organizations, 176
NOW (negotiable order of 

withdrawal) account,  
149, 153

NYSE (New York Stock 
Exchange), 396–97

NYSE American LLC, 397

O
Odd lot, 400
On margin, 402
One-participant 401(k) plan, 

497
Online activities. See Internet 

and Web-based activities
Online brokerage services, 

401–2
Online calculators, 21
Online realtor services, 258–59
onpatient PHR app, 333
Open-end mutual funds, 437
Open market operations, 135
Opportunity cost, 13
Ordinary annuity, 66. See also 

Annuity
Organized crime rings, 178
OTC (over-the-counter) 

markets, 397–98
OTC Markets Group, 398
OTCQB Venture Market, 398
OTCQX Best Market, 398
Over-the-counter (OTC) 

markets, 397–98
Overdraft protection, 147–48
“Own occupation” definition, 

335

P
P2P (peer-to-peer) lending, 

223–24
Par value, 418
Passive strategy, 427
Passport fraud, 184
Password protection, 180
Patient Protection and Affordable 

Care Act, 331–32
Payday loan, 243–45
Paying bills, 124–25, 130
Paying off debt, 371
Peer pressure, 15, 39
Peer-to-peer (P2P) lending, 

223–24
PepsiCo, 397
Per diem rate arrangement, 325
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Per member per month 
(PMPM), 324

Permanent insurance, 351
Personal articles floater, 309
Personal balance sheet

assets, 45–46
Brooks, Brad, 115
cash flows, 50
changes in assets/liabilities, 

48–49
debt level, 52
defined, 45
economy, impact of, 50–51
liabilities, 46–47
liquidity, 51, 52
net worth, 47
savings rate, 52
Stephanie Spratt’s case,  

47–48, 49–50, 533–35
Personal bankruptcy, 209
Personal Capital Money and 

Investing app, 450
Personal cash flow statement. 

See also Cash flows
apps, 35–36
Brooks, Brad, 114–15
cash inflows, 35
cash outflows, 35–36
defined, 35
Stephanie Spratt’s case, 36–37

Personal consumption behavior, 
39

Personal finance, 1
Personal financial plan, 1. See 

also Financial plan
Personal financial planning, 1
Personal financial statements, 

34–64. See also Personal 
balance sheet; Personal 
cash flow statement

Personal financing trade-off, 
531

Personal identification number 
(PIN), 124, 128, 129, 196

Personal income tax liability, 93
Personal income taxes

adjusted gross income  
(AGI), 95

apps, 102, 104
bonds, 422, 423

calculating your taxes 
(standard deduction), 
96–99, 102

capital gains, 94, 104, 378–79
charitable gifts, 101
Coverdell savings accounts, 

102
debt issued by municipalities, 

103
defined, 93
dividend income, 94
filing deadline, 93
filing status, 93
gross income, 94–95
interest income, 94
itemized deductions, 99–101, 

102
joint filing, 93, 98
marginal tax rate, 97
medical expenses, 100
mortgage interest, 100
Section 529 savings plan, 103
standard deduction, 95
state and local taxes, 100
tax brackets, 96, 97
tax credits, 101–3
taxable income, 94
wages and salaries, 94

Personal investing, 369. See also 
Investments

Personal loans, 222–53
add-on interest method, 230
annual percentage rate (APR), 

228
application process, 225
apps, 230
automobile loan. See  

Car loan
collateral, 227
cosigning, 227
financial plan, 245
home equity loan, 241–43
interest rates, 227–30
life insurance, 357
loan contract, 226–28
loan repayment schedule, 226, 

229
maturity, 226–27
payday loan, 243–45
paying off loan early, 227

peer-to-peer (P2P) lending, 
223–24

sample loan application, 226
scams, 224
secured/unsecured loan, 227
sensible loans, 224–25
simple interest, 228
sources, 223–24
Stephanie Spratt’s case, 245
student loan, 70–71, 239–41

Personal property floater, 309
Personal property replacement 

cost coverage, 309
Personal representative, 513
Personality test, 548
Pets.com, 384
Pharming, 178
PHI (protected health 

information), 331
Phishing, 178
PIN (personal identification num-

ber), 124, 128, 129, 196
Pink Open Market, 398
PMPM (per member per 

month), 324
PMT function, 74
Points, 267
Portfolio, 466
Portfolio manager, 373
Postal Inspection Service, 183
Postgraduate studies, 559–60
Power of attorney, 517
Power Shares QQQ, 444
PPI (producer price index), 407
PPO (preferred provider 

organization), 325, 327
Precious metals, 375–76
Preferred provider organization 

(PPO), 325, 327
Preferred stock, 373
Pregnancy benefits, 328
Premium

automobile insurance, 303–6
call options, 472
defined, 294
health insurance, 325–26
homeowner’s insurance, 

310–11
mutual funds, 437
term insurance, 348–51
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whole life insurance, 351–52
Prepaid credit/debit cards, 129, 

196
Prepaid payroll cards, 196
Prepayment risk, 425
Present value

annuity, of, 75–76
discounting, 71
financial calculator, 72, 76
PVIF, 71
PVIFA, 76
tables. See Present value tables

Present value interest factor for 
an annuity (PVIFA), 76

Present value interest factor 
(PVIF), 71

Present value tables
$1 annuity discounted at 

i percent for n periods, 
575–76

$1 discounted at i percent for 
n periods, 571–72

Prestige cards, 195
Pretexting, 178
Preventive medical services, 332
Previous balance method, 199, 

200
Primary market, 373
Privacy Rule (HIPAA), 331
Private health insurance, 

323–29
Probate, 515
Probationary period, 336
Producer price index (PPI), 407
Profit sharing, 496
Progressive Insurance, 305
Projects

assessing your credit, 563
career planning project, 

563–64
leasing an apartment, 565–66
stock market project, 566–67

Property and casualty 
companies, 122

Property damage liability 
coverage, 299

Property taxes, 259
Proprietary credit cards, 194–95
Prospectus, 449–50
Prosper, 223

Protected health information 
(PHI), 331

Prudential Retirement Income 
Calculator app, 501

PSYCHOLOGY of Personal 
Finance

accepting risk, 294
affordable monthly mortgage 

payments, 257
assessing your financial 

position, 35
automatic transfer, 149
buying stocks on margin, 402
commuting vs. going away to 

college, 555–56
continuing your education, 

559
credit cards and excessive 

spending, 167
credit cards and liquidity, 147
current liabilities, 46
defined-contribution plan, 

491
direct deposit, 148
excessive spending, 530
high-risk investments, 381
how much to spend on a car, 

231
life insurance, 346–47
long-term debt, 71
Madoff fund scandal, 455
money market investments, 

157
net worth, 47
paying bills on time, 124–25
paying credit card bills vs. 

investing money, 207
paying off debt, 371
risk, 477
risk premium, 132
saving and time value 

concepts, 78
selecting your major, 556, 557
spending behavior, 15–16, 39
unanticipated expenses, 41

Publicly traded stock index, 
374–75

Purchase vs. lease decision (car 
loan), 238–40

Put option, 473

PVIF (present value interest 
factor), 71

PVIFA (present value interest 
factor for an annuity), 76

Q
Qualified mortgage, 263, 266, 

279
Quick Compound Interest 

Calculator app, 75
Quicken, 36
Quotations

auto insurance, 305
corporate bonds, 421
health insurance, 325
homeowner’s insurance, 310
life insurance, 359
money market funds (MMFs), 

152
mutual funds, 452–53
stocks, 398–99
T-bills, 152
term insurance, 350

R
Range of return, 382
Rate modification (mortgage), 

280
Real estate, 46
Real estate agent, 258
Real estate commission, 260
Real estate investment trust 

(REIT), 375, 471–72
Real estate investments, 375, 

377, 384, 471–72
Real estate tax, 100
Real-time Stocks Tracker app, 

399
Rehabilitation services, 328
REIT (real estate investment 

trust), 375, 471–72
Renewability option, 357
Rental property, 46
Renter’s insurance, 308, 312
Replacement cost policy, 307
Résumé, 560
Retail CDs, 149
Retail credit cards, 194–95
Retail therapy, 15
Retirement Countdown app, 490
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Retirement expenses worksheet, 
492

Retirement planning, 488–510
annuities, 498–99
apps, 490, 501
cash flow, 12–13
defined, 9
defined-benefit vs. defined-

contribution plans, 490–92
employee stock ownership 

plan (ESOP), 496
estimating your future retire-

ment savings, 499–503
financial plan, 504
401(k) plan, 494–95
403(b) plan, 495
how much to contribute, 492
how to invest your contribu-

tions, 493
individual retirement account 

(IRA), 497–98
Keogh plan, 496–97
one-participant 401(k) plan, 

497
profit sharing, 496
rollover IRA, 496
Roth IRA, 497–98
Roth 401(k) plan, 495
SIMPLE plan, 496
simplified employee pension 

(SEP) plan, 495, 497
Social Security, 489–90
trade-offs, 532
typical composition of retire-

ment account portfolio, 
493

Return-risk trade-off. See Risk-
reward trade-off

Revocable living trust, 516
Revolving open-end credit, 166
Rewards credit cards, 195
Risk

bonds, 424–26
credit, 154
defined, 9, 293
interest rate, 154
investments, 380–83
liquidity, 154
reward, and. See Risk-reward 

trade-off
Risk acceptance, 294

Risk avoidance, 293
Risk-free rate, 131
Risk management, 293–95
Risk premium, 131–32, 424
Risk reduction, 294
Risk-reward trade-off

asset allocation, 474, 475
bonds, 384
interest rates, 132
mutual funds, 384, 447–49
real estate investments, 384
stocks, 383–84

RoadLoans app, 232
Rollover IRA, 496
Roth IRA, 497–98
Roth 401(k) plan, 495
Round lot, 400

S
safercar.gov, 233
Safety deposit box, 128
Sampsons case study

auto insurance, 319
background information, 31
biotechnology mutual fund, 

484
bonds, 434
car loan, 253
certificate of deposit (CD), 

144
credit cards, 190, 218
estate planning, 524
health insurance, 344
homeowner’s insurance, 319
identity theft, 190
key financial planning deci-

sions, 543
life insurance, 366
money market investments, 164
mortgage refinancing, 289
mutual funds, 464
personal financial statements, 

62–64
retirement planning, 510
stocks, 394, 416
taxes, 113
time value concepts, 88–89

Savings
future value, 77
psychology of personal 

finance, 78

Stephanie Spratt’s case, 77
Savings account, 128, 149
Savings calculators, 45
Savings institutions, 121
Savings rate, 52
Secondary market, 151, 373
Section 529 savings plan, 103
Sector and industry ETFs, 444
Sector funds, 440
Secure Web sites, 179
Secured loan, 227
Securities firms, 122
Security freeze, 182
Selecting your major, 18–20, 

548, 556–59
Self-employment, 562
Self-management, 6
Sell stop order, 401
SEP (simplified employee  

pension) plan, 495, 497
Settlement options, 358
Shareholders, 46
Shimmer, 178
Shimming, 178
Shopping therapy, 15
Short sale arrangement (home 

buying), 263
Short selling (shorting), 402–3
Short-term assets, 403
Short-term capital gain, 104
Short-term financial goal, 17
Shoulder surfing, 177
Shredder, 179
SigFig Wealth app, 478
Simple interest, 228
Simple interest rate, 200
SIMPLE (savings incentive 

match plan for employees) 
plan, 496

Simple will, 513
Simplified employee pension 

(SEP) plan, 495, 497
Skimming, 178
Small-cap growth funds, 443
Small capitalization (small-cap) 

funds, 440
Small creditor, 279
Social media

identity theft, 180
job hunting, 560–61

Social Security, 489–90
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Social Security Administration 
(SSA), 184, 335

Social Security tax, 92
Socially responsible stock funds, 

441
Solo 401(k) plan, 497
S&P 500 Spider, 375, 444
SPDR (Standard & Poor’s 

depository receipt), 375
Specialists, 396
Spending behavior, 7, 8, 15–16, 

39
Spending recording apps, 36
Spending Tracker app, 7
Spider, 375
Spratt, Stephanie

adjusted gross income (AGI), 
95

annual budget, 43
asset allocation, 478, 479
auto and homeowner’s 

insurance/financial plan, 
313

automobile insurance, 306
background information, 21
banking services, 137
bonds/financial plan, 428
budgeted vs. actual cash 

flows, 42
budgeting/financial plan, 53
car loan, 235, 237–40
credit cards, 198, 207
credit management/financial 

plan, 210
credit report/credit rating, 172
credit standing and security/

financial plan, 185
debt-to-asset ratio, 52
estate planning, 518
FICA taxes, 93
financial plan, 23, 536
gross income, 95
health insurance, 326, 337
home buying and financing, 

260, 267–68, 268–69, 
271–72, 275, 276–78

homeowner’s insurance, 311
identity theft, 183
investments/financial plan, 387
life insurance/financial plan, 

360

liquidity, 52
money management/financial 

plan, 158
money market investments, 

157
mortgage financing/financial 

plan, 281
mutual funds, 451–52
mutual funds/financial plan, 

456
net cash flows, 36
net cash outflow, 146
paying off debt, 371–72
personal balance sheet,  

48–49, 50–51, 533–35
personal cash flow statement, 

37, 39–40, 44
personal income taxes, 100
personal loan management/

financial plan, 245
retirement planning, 503
return on investments and 

wealth accumulation, 380
savings rate, 52
stock investments/financial 

plan, 410
tax concepts/financial plan, 

104–5
time value of money, 78

St. Louis Federal Reserve  
District, 407

Standard deduction, 95
Standard deviation, 382
Standard family trust, 516
Standard & Poor’s depository 

receipt (SPDR), 375
Standard & Poor’s Financial 

Services, 296, 359, 424, 
425

Star Fund, 152, 153
State Farm Insurance, 305
State income tax, 100
Statute of limitations, 209
Sticker price, 235
Stock. See Stocks
Stock brokerage commissions, 

400
Stock exchanges, 396–98
Stock market project, 566–67
Stock mutual funds, 436, 

439–41

Stock options, 472–74
Stock quotations, 398–99
Stock Wars app, 409
Stockholders, 46
Stocks, 376–77, 394–416

after-hours trading, 398
analyzing economic  

conditions, 405–7
analyzing firm’s financial  

condition, 403–5
apps, 374, 399, 402, 405, 409
brokerage commissions, 400
buying stocks on margin, 402
common, 372–73
defined, 45
factors to consider  

(Exhibit 15.4), 408
financial plan, 409, 410
fundamental analysis, 403
income/growth, 377
industry conditions, 407–8
inflation, 407
interest rates, 406
international economies, 

effect of, 406
market value, 46, 373–74, 

403–9
online brokerage services, 

401–2
placing an order, 400–402
preferred, 373
primary/secondary market, 

373
quotations, 398–99
return-risk trade-off, 383–84
selecting a broker, 399–400
short selling (shorting), 402–3
technical analysis, 403
types of investors, 373
valuation process, 403–9

Stop-loss provision, 328
Stop order, 401
Stop payment, 148
Straight bankruptcy, 209
Streamline refinance program 

(FHA), 279
Strike price, 472
Student loan, 239–41

deferment, 70–71, 241
defined, 239
federal loans, 239–40
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forbearance, 241
income-based repayment 

(IBR), 241
private loans, 240–41
sources of information, 241
studentloans.gov, 241

Student loan debt, 70–71
Students. See College and 

university
Style ETFs, 444
Substitute check, 128
Surrender charge, 499
Survey of Current Business, 407
Sweep account, 152

T
T. Rowe Price, 437
T-bills, 151–52. See also 

Treasury bills (T-bills)
Target, 176
Target-date fund, 441
Tax brackets, 96, 97
Tax concepts, 91–117

estate taxes, 515–16
FICA taxes, 92
financial plan, 104
income tax. See Personal 

income taxes
IRS, 92
Medicare tax, 92
Social Security tax, 92
Stephanie Spratt’s case, 93, 

95, 100, 104–5
withholding tax, 92

Tax credits, 101–3
Tax Cuts and Jobs Act (TCJA), 

92, 95, 96, 332, 515
Tax refund identity fraud, 181
Taxable income, 94
TaxCaster app, 104
TCJA (Tax Cuts and Jobs Act), 

92, 95, 96, 332, 515
TD Ameritrade, 401
Teaser rate, 225
Technical analysis, 403
Technology fund, 440
Telecheck, 184
Term insurance, 347–51
Term riders, 352
Term structure of interest rates, 

133

Testamentary trust, 516
The Wall Street Journal. See 

Wall Street Journal
Thrift institutions, 121
Ticker symbol, 400
Time value concepts, 65–89

financial plan, 79
future value. See Future value
importance of time value of 

money, 66
present value. See Present 

value
savings, 76–78

Timelines, 73
TIPs (Treasury inflation  

protected securities), 443
Title search and insurance, 267
Traditional individual retire-

ment account (IRA), 497, 
498

Traditional marital share will, 
513

TransUnion, 169, 184
Travel rewards cards, 195
Traveler’s check, 129
Treasury bills (T-bills)

defined, 151
other investments compared, 

153
quotations, 152
return, 151
secondary market, 151

Treasury bond funds, 442
Treasury bonds, 419
Treasury inflation protected 

securities (TIPs), 443
Treasury securities, 133, 151
Trust, 516
Trustee, 516
Truth-in-Lending Act, 228
Tuition, 20, 554
TurboTax Tax Preparation app, 

103

U
Umbrella personal liability 

policy, 312
Unanticipated expenses, 41
Underinsured motorist 

coverage, 301
Underwriters, 297

Unemployment and educational 
attainment, 19

Uninsured motorist coverage, 
301

UnitedHealth Group, 322
Universal life insurance, 352–53
University. See College and 

university
Unsecured loan, 227
U.S. State Department, 184
Used Car Rule (FTC), 233
Utility bills, 169

V
VA loan, 265, 266
Vanguard app, 442
Vanguard Group, Inc., 437, 

440, 452
Vanguard Total Stock Markets, 

444
VantageScore, 173–74
Variable annuity, 499
Variable life insurance, 353
Variable-rate mortgage, 273
Vehicle history service, 233
Vehicle identification number 

(VIN), 233
Vested, 490
VIN (vehicle identification 

number), 233
Virus protection, 180
Visa, 128, 194
Vision insurance, 328
Visual Budget app, 45

W
Waiting period, 336
Wall Street Journal

corporate bond quotations, 
421

Lipper indexes, 453
money market funds, 152
mutual fund quotations, 452
stock quotes, 398
yield curve, 133

Walmart, 131
Wealth accumulation, strategy 

of, 20
Web-based activities. See 

Internet and Web-based 
activities

Z06_MADU9969_07_SE_NIDX.indd   594 30/11/2018   12:06



 Index 595

Web-based banks, 130
Web-based financial 

institutions, 130
Wells Fargo, 437
whatcareerisrightforme.com, 
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CHAPTER 1
Your Spending Decisions: The Spending Tracker app 
(MH Riley Ltd)
Help on Personal Finance: The Dollarbird–Smart Personal 
Finance app (Halcyon MD SRL)

CHAPTER 2
Managing Your Budget in Real Time: The Mint Money 
Manager, Budget, and Personal Finance app (Mint.com)
Establishing a 12-Month Budget Plan: The MoneyStrands app 
(Strands, Inc.)
Updating Your Visual Budget: The Visual Budget app (Kiwi 
Objects)

CHAPTER 3
Estimating Growth in Savings: The Future Value of Your 
Money app (Garinet Media Network, LLC)
Calculating Your Savings: The Quick Compound Interest 
Calculator app (Goran Rauker)

CHAPTER 4
Qualifying for the Earned Income Tax Credit: The TurboTax 
Tax Preparation app (Intuit)
Estimating Your Tax: The TaxCaster app (Intuit)

CHAPTER 5
Your Banking Services: The Chase Mobile app (JPMorgan 
Chase & Co.)
Finding an ATM Nearby: The ATM Hunter app (Mastercard)
Paying Your Bills: The Mint Bills app (Intuit Mint Bills,  
Inc.)

CHAPTER 7
Monitoring Your Credit Score: The Credit Karma app (Credit 
Karma, Inc.)
Identifying Permissions You Allowed in the Past: The 
MyPermissions app (Online Permissions Technologies Ltd.)

CHAPTER 9
Estimating the Time to Repay Your Debt: The Debts Break app 
(LINKSLINKS LTD)
Estimating Your Monthly Car Loan Payment: The RoadLoans 
app (RoadLoans.com)
Searching for Cars in Your Location: The AutoTrader app 
(Autotrader.com, Inc.)
Your Decision to Lease a Car: The Honcker app  
(Honcker Inc.)

CHAPTER 10
Searching for a Home: The Real Estate by Zillow app  
(Zillow.com)
Generating an Amortization Schedule: The Zillow Mortgages 
app (Zillow.com)
Searching for an Apartment: The Zillow Rentals app (Zillow.com)

CHAPTER 11
Managing Your Insurance Policy: The GEICO Mobile app 
(GEICO)
Auto Insurance Information: The Go–Compare Car Insurance 
app (Go Inc.)

CHAPTER 12
Your Health Insurance: The Florida Blue app (Blue Cross and 
Blue Shield of Florida)
Finding a Health Insurance Plan: The onpatient PHR app 
(drchrono Inc.)

CHAPTER 13
Estimating the Amount of Life Insurance Needed: The Life 
Happens Needs Calculator app (Life and Health Insurance 
Foundation for Education)
Life Insurance Quotations: The i-Illustrate Lite app (John 
Hancock)

CHAPTER 14
Customized Financial News on Your Stocks: The Yahoo! 
Finance app (Yahoo! Inc.)
Financial Market Analysis: The Bloomberg Business app 
(Bloomberg Finance LP)

CHAPTER 15
Obtain Real-Time Stock Quotes: The Real-time Stocks Tracker 
app (Wei Tang)
Manage Your Stocks: The Fidelity Investments app (Fidelity 
Investments)
Financial Data Analysis: The CNNMoney Business and Finance 
News app (CNNMoney.com)
Investing Game: The Stock Wars app (Continuous Integration 
Inc.)

CHAPTER 16
Analysis of Interest Rates: The Fed app (the Federal Reserve 
Bank of Chicago)

CHAPTER 17
Monitoring Exchange-Traded Funds: The Vanguard app (The 
Vanguard Group, Inc.)
Managing Your Investments: The Personal Capital Money and 
Investing app (Personal Capital Corporation)
Performance of Mutual Funds: The Morningstar app 
(Morningstar, Inc.)

CHAPTER 18
Monitoring Your Asset Allocation: The Betterment–Smarter 
Investing app (Betterment)
Valuing Your Investments: The SigFig Wealth app (SigFig)

CHAPTER 19
Estimating Your Time Until Retirement: The Retirement 
Countdown app (MandellMobileApps)
Estimating Your Savings on Retirement: The Prudential 
Retirement Income Calculator app (The Prudential Insurance 
Company of America)

CHAPTER 21
Your Personal Finance Decisions: The MSN Money app 
(Microsoft)

APPENDIX A
Estimating the Cost of Your College Education: The 529 
Calculator app (TIAA-CREF)

FREE APPS  
for Personal 
Finance

Free Apps for Personal Finance highlights useful apps students can download to 
their mobile devices for free that apply to some of the key concepts covered in the chapter. 
To Find These: Search for the app name on your mobile device.
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Prepare, Apply, Confirm and Develop  
Employability Skills with MyLab Finance

*Source: 2017 Student Survey, n 4703

MyLabTM Finance is an online homework, tutorial, and assessment program  
constructed to work with this text to engage students and improve results. It was 
designed to help students develop and assess the skills and applicable knowledge 
that they will need to succeed  in their courses and their future careers.

Question Help  consists  
of homework and practice  
questions to give students  
unlimited opportunities to  
master concepts. Learning  
aids walk students through  
the problem—giving them  
assistance when they need  
it most.

85%
of students said MyLab  

Finance helped them earn 
higher grades on homework, 

exams, or the course

See what more than 30,000 students 
had to say about MyLab Finance:

“MyLab Finance’s primary benefit was that  
it helped me to learn how to solve problems 
and not just memorize information.”

— Student,  
Southern New Hampshire University
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