Chapter 1
The Financial Planning Process

True-False

Why Study Personal Financial Planning

1.   
Personal finance is a specialized area of study that focuses exclusively on 
investments and retirement planning.

(f, easy, p. 3)

2.  
Personal financial planning skills are only applicable in the early years of a 
person's life.

(f, easy, p. 3)

3.  
The primary goal of personal financial planning is to develop and achieve 
financial goals.

(t,  easy, p. 3)

4.  
Good financial planning can also have a positive social and psychological benefit.

(t, moderate, p. 3)

5.  
A common reason many people avoid financial planning is the lack of available 
information.

(f, moderate, p. 4)

Personal Financial Planning:  The Five Steps

6.   
The first step in the personal financial planning process is to analyze your current 

financial position.
(t, moderate, p. 4)

7.  
Long-term goals are more likely undergo change than are short-term goals.

(f, difficult, p. 5)

8.  
Every strategy for achieving financial goals has both a cost and a benefit.

(t, moderate, p. 5)

9.  
An effective financial plan should be inflexible in order to achieve the goals set.
(f, easy, p. 6)

Factors that Influence Personal Financial Planning

10.  
If your debts are larger than your assets, you have a negative wealth position.

(t, moderate, p. 7)

11.  
The beginning of the wealth accumulation phase usually occurs in a person's mid-50s.

(f, moderate, p. 7)

12.
When a person begins to spend their accumulated wealth, this is known as the 
distribution phase.

(f, moderate, p. 7)

13.  
Risk can be defined as the certainty of a potential loss.

(f, moderate, p. 8)

14.
If a person is characterized as an optimist, this is a statement regarding that 
person's values.

(f, moderate, p. 8)

15.
Risk-takers are more likely to be male, married with children, educated, and 
high income.
(f, difficult, p. 8)

16.  
As inflation increases, the purchasing power of money decreases.

(t, moderate, p. 9)

17.  
The CPI is the effective inflation rate for all regions of the United States.

(f, moderate, p. 9)

18.
Wages often do not increase at the same rate as prices.
(t, easy, p. 11)

19.  
Interest rates are both the cost of borrowed money as well as the return on 
invested money.

(t, moderate, p. 12)

20.  
Interest rates are determined by the government.

(f, moderate, p. 12)

21.
The U.S. Treasury Department controls the money supply in the United States.
(f, easy, p. 12)

22.
The interest rate that banks charge each other for short-term loans is known as the 
fed funds rate.

(t, easy, p. 12)

23.
A change in the fed funds rate will result in a change in other short-term interest 
rates but not in long-term interest rates.

(f, moderate, p. 12)

24.  
Both inflation and Federal Reserve actions can cause interest rates to move up or 
down.

(t, moderate, p. 12)

25.
Differences in interest rates on different types of loans at the same point in time are primarily due to differences in maturities of the loans.

(f, moderate, p. 13)

Making Effective Decisions

26.
If you are considering working part-time at a second job in addition to your 
regular one, you should only consider marginal costs and marginal benefits, not 
the total costs and benefits of both jobs.
(t, difficult, p. 16)

27.  
 A major opportunity cost for college students is the income they will forego over 
the years they are in college.

(t, moderate, p. 16)

29.
One of the biggest mistakes people make in their financial planning assumptions 
is to be overly pessimistic.

(f, easy, p. 15)

Selecting Qualified Financial Planning Professionals

30.
Financial planners must have a college degree with an emphasis or major in 
business.

(f, moderate, p. 18)

Multiple Choice
Why Study Personal Financial Planning

1.
Which of the following is not normally considered an area of personal finance?

a.
budgeting

b.
investments

c.
choice of a career

d.
choice of a marriage partner

(d, easy, p. 3)

2.  
Which of the following is the best definition of personal finance?
a.
The study of individual and household financial decisions.

b.
The study of individual investment planning.

c.
The study of personal wealth

d.
The study of personal money management

(a, moderate, p. 3)

3.  
Which of the following is not a typical reason people avoid financial planning?

a.
They believe they are too busy.

b.
They believe their finances are in good shape.

c.
They fear failure.

d.
They believe their math and finance skills are lacking.

(b, difficult, p. 3-4)

4.  
Which of the following is not one of the steps in the personal financial planning 
process?

a.
developing short-term and long-term financial goals

b.
identifying and evaluating alternative strategies for achieving goals

c.
implementing a plan for achieving goals

d.
determining appropriate risk level of participant

(d, moderate, p. 4-6)

Factors that Influence Personal Financial Planning

5.  
When people begin to spend their wealth in their retirement years, this is referred 
to as:

a.
deferring

b.
decumulating

c.
distributing

d.
disposing

(b, moderate, p. 7)
6.  
A person's fundamental beliefs concerning what is important in life are referred to 
as:

a.
values

b.
attitudes

c.
opinions

d.
judgments

(a, moderate, p. 7)

7.  
Which of the following would be expected to be in the best financial position?

a.
A single person with no children

b.
A married couple with children

c.
A married couple with no children

d.
A single person with children

(c, difficult, p. 8)

8.  
For a person's standard of living to improve,

a.
their income must be above the average standard of living.

b.
their expenses must decrease.

c.
their assets must rise in value faster than their expenses

d.
their income must rise faster than the inflation rate.

(d, difficult, p. 9)

9.
Which of the following is more inclined to take risk?

a.
male, white-collar job, college-educated

b.
male, blue-collar job, married

c.
female, single, high income

d.
female, white-collar job, high school graduate

(a, difficult, p. 9)

10.  
Your salary was $32,000 in 2003.  It increased to $35,000 in 2004.  What was the 
percentage increase in your salary from 2003 to 2004?

a.
8.57%

b.
9.38%

c.
9.14%

d.
33.5%

(b, moderate, p. 11)

11.
Your salary was $28,000 in 2003 and $30,000 in 2004.  In 2005, your salary was


$34,000.  What was the percentage increase in your salary from 2003 to 2005?

a.
7.14%

b.
14.29%

c.
21.43%

d.
11.76%

(c, moderate, p. 11)
12.
Inflation is reported  by the:

a.
Federal Reserve

b.
Department of Commerce

c.
Bureau of Labor Statistics

d.
U.S. Treasury

(c, moderate, p. 9)

13.
For the overall U. S. market, inflation is measured by the change in the:
a.
Producer Price Index

b.
Consumer Price Index

c.
GDP

d.
Wholesale Price Index

(b, easy, p. 9)

14.  
You would expect a larger change in expenses than reflected by the CPI if:

a.
you are a college student.

b.
you are married with children

c.
you live in a high-rent area

d.
you live in an urban area

(c, moderate, p. 10)

15.
The Federal Reserve often _______ the __________ rate to stimulate the economy.
a.
lowers; fed funds 

b.
raises; fed funds

c.
lowers; prime

d.
raises; prime

(a, moderate, p. 12)

Making Effective Decisions

16.
You are considering adding a wood shop to your home.  You enjoy woodworking and could make items for sale.  In considering this addition, you only look at the extra cost of the shop and the potential benefits of having the shop.  This is an example of:

a.
opportunity cost decision-making

b.
sensitivity analysis

c.
marginal analysis

d.
reasonable assumptions

(c, moderate, p. 16)

17.
You decide to take a part-time job to help with your college expenses.


The hours available for study are thus reduced.  The reduction in study hours 
would be your:

a.
fixed cost

b.
direct cost

c.
variable cost

d.
opportunity cost

(d, easy, p. 16)

18.  
You are calculating your potential return on your stock investments.  If you calculate different possible returns based on assuming a variety of interest rates and stock market conditions, 
this is an example of:

a. 
reasonable assumptions
b.
sensitivity analysis

c.
marginal analysis

d.
opportunity cost

(b, moderate, p. 16)
19.
If you seek advice from a number of people before making a decision, you would 
be considered a (an):

a.
rational decision-maker

b.
intuitive decision-maker

c.
external decision-maker

d.
agonizer

(c, moderate, p. 17)

20.
Which of the following is a possible negative consequence for rational decision-
makers?

a.
reduced investment returns

b.
difficulty staying on a budget

c.
too much debt

d.
avoiding professional help

(a, moderate, p. 17)

21.  
Individuals who make decisions spontaneously, without carefully evaluating their alternatives are:
a.
rational decision makers.

b.
intuitive decisions makers.

c.
external decision makers.

d.
agonizers.

(b, moderate, p. 17)


Selecting Qualified Financial Planning Professionals

22.
Which of the following would not be a major factor when choosing a personal 
financial planner?

a.
affiliation

b.
reputation

c.
certification

d.
education

(a, moderate, p. 18)

23.   
Which of the following has completed a series of at least 8 courses covering all 
the financial planning areas?

a.
CFP
b.
AFC

c.
ChFC
d.
CPA

(c, difficult, p. 18)

24.
In a __________ arrangement, the planner is compensated for every financial product sold but does not receive any payment for developing a personal financial plan.

a.
fee only

b.
commission only

c.
fee plus commission

d.
fee offset by commission

(b, difficult, p. 19)

25.
In a fee-only arrangement, the planner is compensated with an annual fee that is usually:

a.
based on the number of financial products purchased.

b.
waived for large investment portfolios.

c.
a set amount for all clients.

d.
a percentage of the assets being managed.

(d, moderate, p. 19)
26.  
A member can lose the CFP designation for violating any of the following 
requirements except:

a.
responsibility

b.
diligence

c.
objectivity

d.
confidentiality

(a, difficult, p. 19)

27.
Accountants specializing in financial planning are designated as ________ by the 
AICPA.

a.
L.L.M.

b.
AFCPE

c.
FCPA

d.
PFS

(d, difficult, p. 18)

Essay questions
1.  
What is the difference between wealth and income?  Why do people in the early 
stages of the life cycle often have more income than wealth?


Wealth is a function of your assets and debts while your income is money 
received.   If your assets are greater than your debts, you have positive wealth.  It 
is very possible for younger persons to have some income, usually wages received 
from a job, while they have not accumulated many assets yet.  For example, many 
college students have more student loans, representing debt, than any assets 
acquired in the first few years out of college.  But in a few years, this situation 
usually reverses and their wealth is greater than their income.
2.  
What is sensitivity analysis and how can it be applied to personal financial 
planning?  How does sensitivity analysis differ from reasonable assumptions?


Sensitivity analysis is the estimation of the change in outcome that results from a 
change in assumptions.  It is used as a method to reduce the risk of a personal 
financial plan by considering all the possible variables and how those variables 
might change.  Sensitivity analysis differs from reasonable assumptions in that it 
factors in a number of reasonable assumptions.  For example, a reasonable 
assumption for a rate of return in the stock market may be 10 percent.  Under 
sensitivity analysis, there might be several assumed reasonable rates of return 
from 5 to 15 percent based on any number of economic and financial conditions.  
In effect, sensitivity analysis takes reasonable assumptions to a higher and more 
risk-adjusted level.
3.  
What are the advantages and disadvantages to consumers of a fee only plan and a 
commission only plan when considering how to compensate financial planners?


A fee only plan has the advantage of being more fixed than a commission only 
plan since it is usually based on a hourly fee or an annual fee that is a percentage 
of the assets being managed.  In addition, the financial planner has no incentive 
to sell the consumer more financial products than is necessary as he is not 
compensated for the number of products sold.   The disadvantage of the fee only 
plan is that the fee may be relatively high compared to other plans.


A commission only plan is often the cheapest way to get hire a professional 
financial planner.  Its major disadvantage is that the financial planner has an 
incentive to sell the consumer more financial products than is really necessary or 
advisable since the planner receives more compensation for more products sold.
4. 
What are the elements of a comprehensive financial plan?  Explain how these can be viewed as a “ladder to financial success.”


The four parts of a comprehensive financial plan are: (1) Establishing a firm foundation; (2) Securing basic needs; (3) Building wealth; and (4) Protecting income and assets.  These are like a ladder in that you will generally take care of the earlier steps before you can go up the ladder to the next steps.  For example, part of establishing a firm foundation is to develop personal financial statements so that you can evaluate your current financial position.  These are necessary to be able to analyze your needs steps 2, 3, and 4.  Similarly, you need to secure your basic needs for cash and credit management, housing, and insurance before you can realistically save for long-term goals.
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