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Welcome to Personal Financial Literacy
Personal finance is the cornerstone of building a secure future. Financial planning 
enables you to reach your goals, increase savings, and decrease debts. With careful 
planning, you can achieve everything you set out to accomplish, all while staying 
on budget.

This text will guide you through the process of developing a sound financial plan—
from how to set goals and manage risks to how to earn, spend, save, invest, and give. 
You will learn the steps it takes to become a financially savvy consumer and how 
to adapt your plan through each phase of your life. This text will challenge you to 
employ strategies in various financial situations, such as weighing wants versus needs, 
identifying income and expenses, and planning for the unexpected. You can be a 
successful financial manager of your own life, and it all starts by crafting an organized 
and complete plan.

Whether you find yourself investigating career choices, preparing for postsecondary 
education expenses, or on the verge of making a large purchase like a car, this book 
will help you understand how to manage your personal finances for lifelong success.

Features
This text contains numerous features designed to enhance, build, and extend 
your personal finance skills to guide you in making sound financial choices. From 
practical, real-world examples to reflective opportunities to self-evaluate your skills, 
this book will prepare you for all aspects of personal finance.

Real-World Examples
Each chapter is written with real-world examples embedded throughout 
to bring theoretical concepts and key ideas to life. Chapters also contain 
practical case studies showcasing financial situations you may face in your 
life. Scenarios capture personal finance challenges and smart decision 
making in knowing how to respond accordingly in each situation. In addition, 
real-world math problems connect how practical mathematics can be used 
to build a healthy financial future.
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Application and Evaluation
Key vocabulary terms are bolded throughout the text and clear definitions 
provide deeper understanding of personal finance concepts. Each chapter 
ends with a series of questions that enable you to evaluate and apply your 
knowledge. Short answer questions challenge you to evaluate what you have 
learned after completing chapters. Reading, writing, speaking, and listening 
prompts ask you to review your knowledge of financial situations, and 
activities challenge you to apply your knowledge in real-world scenarios.

Career Considerations
Each chapter explores a different finance career. Spanning 22 different jobs, 
this feature showcases various workplace options for those interested in 
exploring financial careers. By reviewing the job functions, skills, and salaries 
associated for each career, you can better prepare yourself for planning your 
own career goals.

Technology Enhancements
Personal financial literacy in the 21st Century means utilizing technology 
to efficiently and effectively manage finances. Chapters contain ongoing 
references to the multitude of technologies used in personal finance—from 
budgeting applications to tax-filing tools—and each chapter features a 
special callout on using technology to manage finances.

This book correlates to the Precision Exams Certification 
for General Financial Literacy and Personal Financial 
Responsibility. Content from this book aligns to the 
Standards, Objectives, and Indicators from Precision Exams, 
enabling you to earn certification demonstrating your 
proficiency in personal financial management. The Precision 
Exams and the Career Skills™ Certification, Exams, and 
Standards are the property of Precision Exams, LLC. For more 
information on certification, visit precisionexams.com. 

To view the standards correlations for this text, visit  
bepublishing.com.

iiiPersonal Financial Literacy     Introduction

Introduction

For Review Purposes Only

DBF_title


Understanding the Format of this Book
Personal Financial Literacy is organized into six units and 22 chapters. The following is 
a brief explanation of the individual sections that make up each chapter in this book. 
It is recommended that you read this section to become familiar with the format of 
this book.
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Chapter Review
Each chapter concludes with a series of hands-on activities that test students’ 
knowledge of key terms, abilities to respond to a writing prompt, the 
application of problem-solving and critical thinking skills, and capabilities 
to demonstrate creativity and innovation. Each Chapter Review includes the 
following activities:

Define Key Terms
Students define the key terms presented in each chapter, helping them 
to prepare for the Chapter Assessment.

Test Your Knowledge
Students demonstrate their knowledge by completing a series of short 
answer questions.

Read and Write
Students evaluate the chapter’s Dollar Dilemma case study and 
demonstrate their knowledge of the concepts presented by responding 
to a writing prompt.

Listen and Speak
Students demonstrate their knowledge of the chapter by planning and 
presenting an informal presentation.

Create and Design
Students demonstrate creative thinking and develop innovative ideas 
by designing and creating a variety of documents as part of an overall 
financial plan.
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Key Terms

consumption
economics
economy
goal
long-term goal
medium-term goal
need
scarcity
short-term goal
SMART goal
standard of living
value
want

Chapter 1  
Goal Setting
Financial goals frame the purpose for all that you do—each 
financial decision you make can either help or hurt you in reaching 
your financial goals. Defining short-, medium-, and long-term 
goals will enable you to make daily decisions that will guide you 
in reaching the financial goals you have set for yourself. Once 
you establish financial goals, you need a framework in which to 
achieve them.

Objectives
After reading this chapter, you will be able to:

 ; Understand short-, medium-, and long-term 
goals

 ; Practice goal setting

 ; Identify needs and wants
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FIGURE 1.1

Skills

• Set priorities

• Recognize your skills  
and abilities

• Time management

• Follow a sequence of action steps

• Develop and follow a plan

Results

• Be inspired in life

• Get a sense of the “big picture” of your life

• Turn dreams into reality

• Stay focused

• Build your self-image

Goal Setting
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The Importance of Goal Setting
Goals are something that you strive to achieve over a certain amount of time. They 
change often because as you accomplish one goal, you move on to others. Goal 
setting can guide you in planning your future and influence your daily choices. 

Identifying and achieving goals can give you a sense of accomplishment because it 
helps you realize something that you want to be, do, or have, such as saving up to 
purchase a car, mastering a new skill, or improving a grade.

Setting goals and formulating a plan to achieve them one step at a time leads to 
successful accomplishment because goals provide direction. They help you develop 
a plan to get where you want to be in life. For example, if you want to go to college 
and earn a degree, then you have to plan ahead by getting good grades, taking the 
required tests, saving money, visiting colleges, and submitting applications on time. 
See Figure 1.1 for how goal setting can help you develop skills and achieve results.

For Review Purposes Only

DBF_title


C
ha

pt
er

 1

Personal Financial Literacy     Unit 1 · Chapter 1 5

SMART Goals
Setting clearly defined goals can give you a vision for your future, begin the process 
of building financial independence, and provide motivation to push you forward. A 
popular acronym used to describe the goal-setting process is SMART.

SMART goals are Specific, Measurable, Achievable, Results-focused, and Time-
bound. Figure 1.2 illustrates the concept of SMART goals, and provides examples of the 
“smart” way to state your goals.

This is the SMART Way  
to State Your Goals

Specific
Who, what, where, when, and why?  
There is a greater chance of success when 
the goal is specific rather than general.

 Not Specific
I will get a job.

 Specific
I will gain the skills and 
experience necessary to 
gain a marketing job at ABC 
Company.

Measurable
How much and how many?  
There should be criteria for measuring the 
progress toward the outcome of the goal.

 Not Measurable
I will take marketing 
courses.

 Measurable
I will complete all of the 
marketing courses at 
my college by the time I 
graduate.

Attainable
Dream big, but be real.  
The goal should be reasonable and 
reachable. 

 Not Attainable
I will learn marketing skills.

 Attainable
I will shadow a marketing 
professional to develop 
beneficial new skills.

Results-focused
Eye on the prize.  
The goal should be something that you are 
focused on achieving.

 Not Results-focused
I will apply for the job.

 Results-focused
I will apply for the job by 
the September 1 deadline.

Time-based
A goal should be set within a time frame. 
Not having a time frame takes away from 
any sense of urgency.

 Not Time-based
I will update my resume.

 Time-based
I will update my resume 
one month before I apply 
for the job.

FIGURE 1.2
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Short-, Medium-, and Long-Term 
Goals

A helpful way to manage your goals is to categorize them by the time frame in which 
you wish to accomplish them. For example, break up your goals by short-term, 
medium-term, or long-term and further identify them by personal, financial, career, 
or physical.

Personal
Attend the music festival at 
the Stadium this summer

Physical
Run at least three miles two 
times this week

Personal
Achieve above a 90 on my 
next calculus exam

Financial
Save $100 for concert tickets in 
the next three months

Career
Get a summer internship at 
the veterinary clinic

Financial
Add $200 to my savings 
account by September

FIGURE 1.3

Setting goals affects your personal financial planning and plays a critical role in your 
ability to succeed in life. For example, identifying your financial goals helps you work 
toward a target, whether it is a short-term goal like saving $100 this month, a medium-
term goal such as saving $1,000 for college expenses, or a long-term goal such as 
saving enough money for retirement. Ultimately, setting and achieving goals will 
help you to become financially stable throughout your adult life, giving you financial 
freedom and independence.

Short-term Goals
A short-term goal is one that you expect to achieve in the near future, such as 
in a day, within a week, or possibly within a few months. Achieving your short-
term goals provides motivation for tackling longer-term goals. Figure 1.3 illustrates 
examples of short-term goals that are specific, measurable, attainable, realistic, and 
time-based.
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Medium-term Goals
Sometimes goals fall in between short- and long-term goals. These are known 
as medium-term goals, and they can often take longer than a few months to 
achieve but not necessarily years. Medium-term goals serve as a bridge between 
short-term and long-term goals. Figure 1.4 illustrates examples of medium-term 
goals that are specific, measurable, attainable, realistic, and time-based.

Personal
Graduate from college with at 
least a 3.0 GPA

Physical
Complete a marathon by 
age 25

Personal
Graduate with a four-year 
degree on time

Financial
Save $2 million for my 
retirement by age 60

Career
Land a job in my field within 
six months of graduation

Financial
Buy a house by the time I am 
30 years old

FIGURE 1.5

Personal
Volunteer 25 hours of my time 
to a cause I care about during 
the next six months

Physical
Train for a 5K race five 
months from now

Personal
Graduate from high school 
with at least a 3.5 GPA

Financial
Save $2,500 to purchase a 
used vehicle by next year

Career
Interview three people in the 
career field I am interested in 
by the end of the year

Financial
Save $1,000 over the next 
nine months

FIGURE 1.4

Long-term Goals
A long-term goal is one that you expect to achieve over a longer period of 
time, such as one year and beyond. Developing long-term goals requires time 
and planning. Breaking up goals into smaller objectives can make them easier 
to manage. Figure 1.5 illustrates examples of long-term goals that are specific, 
measurable, attainable, realistic, and time-based.
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How Values Shape Goals
People set goals based on what is important to them. As you start making plans for 
your life, think about what is important to you. What you value will motivate and build 
self-confidence in your choices. Your values are the principles or standards that you 
believe are important to live and work by. Values determine your priorities in life and 
are usually influenced by family and friends, society and media, ethical and religious 
beliefs, and environment and life experiences. Figure 1.6 showcases examples of how 
values can influence goals.

Understanding your personal values helps you to know who you are, what direction 
you want to go, and builds your confidence in setting and achieving goals that 
are important to you. Your values shape your attitudes, drive your goals, and are 
instrumental in the choices you make in life.

FIGURE 1.6

VALUE
You don’t believe in 
accumulating student loan 
debt for college. 

GOAL
You will likely save to pay for college, strive 
for excellent grades to earn scholarships, and 
perhaps commute to a local university.

VALUE
You like the hustle and bustle of 
the city, and you don’t care to 
own a car.

GOAL
You might set a goal of landing a job in a big 
city and make your home there by the time 
you are 23.

VALUE
You believe in staying fit, but 
running is a challenge for you.

GOAL
You decide on the goal of finishing a half-
marathon by next year.
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Did You 
Know?

75% of US students set 
goals for themselves.

16% of young adults keep 
track of their goals using 
their mobile phone. 

On average, 80% of 
students don’t achieve 
their goals on the first try. 
However, what a person 
learns from failure can 
often lead to greater 
success. You will be 
motivated to achieve your 
goal on the next try.

Source: 
Stageoflife.com
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as Sabrina is in her second year of nursing school and is eager to stay on track and 
graduate on time. Her friends go out every weekend to restaurants, movies, and 
concerts. She’s worried that if she joins them she will spend all her money and not have 
enough to buy her books, pay tuition, and keep up with her other bills. But she also 
doesn’t want to miss out on the fun. 

How can Sabrina differentiate between her wants and needs? How can Sabrina 
successfully evaluate her spending decisions so that she is able to keep her 
financial responsibilities and still enjoy a social life?
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Needs and Wants
Needs are things that are essential, regardless of your financial condition, such as 
food, shelter, and clothing. These items are necessary for maintaining life, and unless 
these needs are met, there is little necessity for other things. Wants are things that 
you might wish to have, but not having them will not threaten your existence, such 
as a new television, video games, and taking a vacation. Wants are items you can live 
without, but would very much like to have.

One of the most important parts of financial planning and goal setting is learning how 
to spend money wisely. To do so, your primary goal should be to spend money based 
on your needs first, and then take care of your wants. Understanding the difference 
between what is needed and wanted helps you prioritize spending and keeps you on 
the path to achieving your long-term financial goals.

People define their needs and wants differently because they often base them on their 
values. There are many factors that determine a person’s values, which in turn shape 
his or her goals in life. The same is true for needs and wants. Your family, friends, beliefs, 
and culture influence your spending values. Understanding how outside factors affect 
your spending and saving habits will ultimately help you plan and control your money 
to achieve short-, medium-, and long-term goals.
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The Difference
You may find that many of the things you assume are an absolute necessity are 
in reality nothing more than wants. Food, shelter, and clothing to sustain life are 
needs. However, that doesn’t mean that going out to eat five times a week, living in 
a mansion, and wearing designer clothes qualify as needs.

Differentiating between needs and wants will help you in evaluating spending 
decisions. Once you distinguish between the two and look at your spending 
objectively, you should ask yourself whether or not an item or service that you are 
about to purchase is a need or a want. It is okay to want things and set goals to 
get them, as long as you can afford them. Refer to Figure 1.7 for examples of needs 
and wants.

We all have differing opinions of what is needed versus wanted. As consumers, we 
evaluate spending decisions by differentiating our needs and wants. 

FIGURE 1.7

Needs

You NEED food to sustain life

You NEED clothes

You NEED shoes

Wants

You WANT to start each day with a caramel latte from Starbucks

You WANT to add designer jeans to your collection

You WANT $110 cross-training sneakers

BUT...

BUT...

BUT...

CareerConnections

Accountant
An accountant is a person who examines and prepares financial records for individuals 
and businesses. An accountant holds a number of duties, including helping clients 
complete accurate tax returns, providing ways to improve profits and reduce costs, 
and organizing and maintaining financial records. Accountants also help businesses 
and organizations run efficiently by assessing and advising on financial operations. 
To become an accountant, a bachelor’s degree in accounting is typically required. 
Additional certification beyond a bachelor’s degree, such as a Certified Public 
Accountant, can help a prospect find and maintain employment.

bls.govSource: 
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Tech Tools

There are many technology products available that can help you follow the SMART goal-setting 
method and efficiently manage and track your goals. When assessing which technology tool to 
use, consider the features you value the most. For example, some products will assist in goal setting 
by providing task reminders, displaying progress charts and graphs, and organizing goals into 
subcategories such as personal life, work, and health. Determining the features you will utilize the most 
can help you assess which tool to best help you stay on track with your goals.

Examples of smartphone apps that can help you organize, manage, and maintain successful goals 
and habits include GoalsOnTrack (goalsontrack.com), Strides (stridesapp.com), and Way of Life 
(wayoflifeapp.com).
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Standard of living is a term used to describe the level of wealth, material goods, 
and necessities considered to be essential to an individual or group in a particular 
geographic area. The standard of living enjoyed by populations varies within 
each city, state, and country, and the definition of having “enough” varies among 
different populations. Consumer spending involves making choices as to what to 
buy, how much to buy, and how much we are willing to pay for goods and services. 
Identifying your standard of living will help you outline your short-, medium-, and 
long-term goals so that you can make financial decisions to achieve those goals.

The Economics of Spending
Our needs and wants are unlimited, but we have limited resources such as money 
and time—this is known as scarcity. Scarcity of financial resources affects wants 
and needs because we have to make decisions about how to manage our money. 
For instance, should you spend your earned money on a vacation or put it towards 
a bill? Should you buy a new phone or go out to eat next weekend? The answer to 
these personal financial decisions lies within our finite resources and how we value 
wants versus needs.

As consumers, we drive the economy by our level of spending. Economics is the 
science of how individuals, businesses, and governments make decisions about 
satisfying unlimited wants with limited resources. Economic resources include 
things like the money, land, material goods, and human knowledge and labor 
used to produce goods and services. Our economy is an economic system that 
encompasses the production, distribution, and consumption of goods and services. 
Consumption is using up those goods and services. Consumers make decisions 
every day as to how to spend their money and maintain a certain standard of living.
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Steps to Take What to Do Examples

1 Define your goal Remember the SMART goals. Be specific 
and write it down.

• Complete research paper two days 
before due date (three weeks from 
today)

2 Divide your goal into 
smaller parts

If necessary, break up the goal into 
more manageable parts, or sub-goals, 
especially in the case of a long-term 
goal. This will help you accomplish your 
goal.

• Complete outline by next Wednesday
• Have all research sources by next 

Monday
• First draft typed and proofed in two 

weeks
• Final draft done by goal date

3 Identify steps within 
each sub-goal

Identify the smaller, manageable steps 
necessary to be successful.

• Make a “to-do” list each day

4 Plan for the unexpected Have a “what if” plan in place to address 
obstacles along the way.

• Back up all typed work and email 
copy to myself each day

• Line up a “buddy” to proofread

5 Review your progress 
along the way

Don’t be afraid to reassess and modify 
your goal if necessary.

• Post sub-goals to calendar app
• Ask for “gentle reminders” from 

parents

FIGURE 1.8

Steps for Achieving Goals
Achieving your goals requires commitment. For example, Aiden has trouble 
completing assignments on time. He wants to finish his research paper two days 
before it is due. By following the steps in Figure 1.8, he increases the chances of 
achieving his goal.

By carefully planning each goal, your chances for success are greater. However, 
keep in mind that periodic review of financial goals and actions is important as life 
circumstances change. For example, the goals you set today may no longer be relevant 
one year from now, or even a few months from now, as your ambitions continue to 
evolve. As you move into new stages in your life—whether it be getting your first job, 
moving out on your own, or making a large purchase such as a car—remind yourself 
to periodically review your financial goals and adjust your actions as needed.
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Go Figure

Math is an integral part of many things we do throughout the day—including planning financial 
goals. It is important to understand practical math so that you can set realistic financial goals that 
are achievable. For example, Allison sets a short-term goal to save $10,000 by next month but 
her job pays her $5,000, plus she has expenses such as food, rent, and bills. The math doesn’t add 
up for Allison—her goal won’t be achievable in the timeframe she set. But Allison can maintain 
a healthy financial outlook by identifying and comparing her short-, medium-, and long-term 
goals. Rather than treating $10,000 savings as a short-term goal, Allison analyzes her income and 
expenses and determines that she could save that amount more realistically as a medium-term 
goal in six months.
Consumers like Allison—as well as businesses—must identify their goals in order to maintain a 
healthy financial outlook. For instance, if a business is inaccurate with its financial figures, how will it 
achieve growth and reach its goals? A realistic financial snapshot is critical for businesses to succeed 
and accomplish goals. 
Read the scenarios and questions below and try comparing short-, medium-, and long-term 
goals—including retirement financial goals—for consumers and businesses. Remember that 
practical math will continue to be a valuable asset for you as you work on developing your own 
SMART goals.

Jason is thinking ahead to retirement and making SMART goals for the next 10 years. Kay owns a 
dog grooming business and is mapping out SMART goals to increase her investments for the next 
10 years.

Jason’s Consumer Goals Kay’s Business Goals

Short-term goal Save $450 next month. Invest 6% of profits next month.

Medium-term goal Save $5,000 by the end of the year. Invest 15% of profits by the end of 
the year.

Long-term goal Consistently save $5,000 each year 
for the next 10 years.

Steadily invest 15% of profits 
annually for the next 10 years.

Your Turn

After reviewing Jason and Kay’s goals, answer the following questions:

• If Jason meets his long-term retirement goal of saving $5,000 annually for 10 years, 
assuming a four percent annual interest is earned, how much money does Jason have 
at the end of 10 years?

• What steps can Kay take to stay on track and meet her long-term goals?
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In this chapter, you learned about setting goals and putting them into action by creating specific, 
measurable, attainable, results-focused, and time-based goals. Pursuing and achieving your 
financial goals will lead you to financial independence.

Instructions
Demonstrate your knowledge of this chapter 
by completing the following review activities.

Note: If you do not have access to the eText 
of this book, Chapter Review worksheets 
should be provided by your instructor.

Define Key Terms 
Apply your knowledge of the chapter 
reading by defining key vocabulary terms.

Test Your Knowledge
Test your knowledge of the chapter reading 
by answering short answer questions.

Read and Write
Review Dollar Dilemmas about Sabrina, a 
nursing student trying to decide how to 
spend her money. Apply what you have 
learned by writing an essay about how 
Sabrina can identify her wants and needs to 
evaluate her spending decisions.

Listen and Speak
Apply your knowledge of the chapter by 
explaining the steps for achieving goals in 
a presentation.

Create and Design
Use what you have learned in this chapter 
to develop short-, medium-, and long-term 
financial goals.

For Review Purposes Only

DBF_title


Key Terms

asset
budget 
business financial plan
cash flow 
emergency fund 
estate planning 
ethics 
expense
fiduciary responsibility
financial planner
income 
income and expense record
insurance  
investing
liability 
monetary asset
net worth
net worth statement 
non-monetary asset
personal financial plan
personal responsibility
retirement 
savings
will

Components of a 
Financial Plan
A personal financial plan provides a structured roadmap for steps 
you will need to take to accomplish your goals. For example, a 
financial plan accounts for how you will save and invest, how to 
plan for future income and expenses, and how you will protect 
yourself against financial risks. To develop pieces of your financial 
plan, you will need to take stock of what you would like to 
accomplish, knowing that you’ll revisit and adjust the components 
of your plan as life changes.

Objectives
After reading this chapter, you will be able to:

 ; Understand the importance of a financial plan

 ; Define the components of a financial plan

 ; Adjust a financial plan according to life 
circumstances

Chapter 2  
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What is a Financial Plan?
The key to financial security is to have a financial plan. A personal financial plan is a 
strategy for how you will spend, save, and invest your money today and into the future. 
The plan describes your current financial status, your financial goals and when you 
want to achieve them, and the steps needed to meet those goals. 

The nature of financial planning is built on personal responsibility and ethics. Ethics 
refers to moral principles of conduct. Being honest, respectful, and fair are all moral 
pillars that make up ethics. For instance, it would be considered unethical to steal 
money or to borrow money with the intent of not paying it back. When it comes to 
financial planning, ethics plays a critical role because moral obligations drive decision-
making. For example, it could be considered unethical to continually live beyond your 
means or run up credit card debt that you know you won’t be able to pay off. 

Ethics and personal responsibility are important to financial planning because we 
are each responsible for making choices with how we allocate our time, money, and 
resources. Taking personal responsibility means holding yourself accountable for 
decisions you make. To uphold personal responsibility, it is important to identify how 
short- and long-term financial decisions can impact financial planning and goals. 

For example, imagine you are planning to purchase a car in the near future and you 
have a goal to save $100 each month to accomplish this goal. However, instead of 
setting aside the $100 this month, you make the decision to spend it on movie tickets, 
new clothes, and eating out with friends. In this scenario, you have made a series of 
short-term financial decisions that will impact your long-term goal of saving enough 
money to purchase a vehicle. Having awareness of how short- and long-term financial 
decisions impact your financial plan can help you differentiate between wants and 
needs to successfully achieve your financial goals.
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Notable 
Quotable

“A budget is telling your 
money where to go instead 
of wondering where it 
went.”

John Maxwell,  
American Author & Speaker
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A financial plan is not just beneficial to individuals—it is also a tool utilized by 
businesses. A business financial plan holds a similar purpose to a personal financial 
plan in that its primary objective is to devise a strategy for how a company will spend, 
save, and invest its funds for maximum profitability. A business financial plan typically 
works by outlining a variety of financial statements for a time period of three to five 
years. A financial plan is especially important for new businesses because it enables a 
company to show investors when it will become profitable and how much funds are 
needed to accomplish successful business operations. 

A business financial plan includes financial documents such as profit and loss and 
cash flow statements. A profit and loss statement does as the name suggests—it 
summarizes the revenues (profit) and the expenses (loss) of a business over a period 
of time. A cash flow statement records all of the money that is flowing in and out of 
a business. By utilizing financial documents as part of a business plan, businesses 
can capture a true sense of where their business stands today, where their business 
is headed in the future, and how well their business is meeting short-, medium-, and 
long-term goals.

Advantages of Financial Planning
There are many advantages of designing and following a personal financial plan. 
Figure 2.1 outlines several of the key benefits of financial planning. To achieve the 
maximum benefits of a financial plan, the most important action you can take is 
to follow your plan consistently. A plan offers few advantages if it is not actually 
put into action. This is where taking personal responsibility becomes an important 
factor—by committing to follow a plan, you are taking responsibility for your 
financial future.

FIGURE 2.1

1. Achieve Goals

A personal financial plan 
provides a foundation to 
achieve financial goals, 
whether they are short-, 
medium-, or long-term 
goals.

2. Save and Spend Smartly

Determining how, when, 
and where you will save and 
spend money enables you 
to make informed financial 
decisions by creating 
awareness of how you 
manage money.

3. Prepare for the Unexpected

By creating a comprehensive 
financial plan, you will be 
properly prepared to handle 
unexpected events that may 
occur, such as a death or 
illness.
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Components of a Financial Plan
A financial plan consists of a number of different parts that all work together to form a 
comprehensive picture of your financial goals and how you will achieve them. Figure 2.2 
shows common elements of personal financial plans.

Personal 
Financial  

Plan

Financial 
Goals

Net Worth 
Statement

Budget  
with Income 
and Expense 

Record

Insurance 
Plan

Saving and 
Investing  

Plan

Retirement 
Plan Estate Plan+ + + + + +

FIGURE 2.2

Defining Financial Goals
In Chapter 1, you learned the importance of designing SMART goals to help you 
achieve financial accomplishments over a certain amount of time. Defining your 
financial goals is the first step in creating a comprehensive personal financial plan 
because your goals serve as a roadmap for the other elements in your plan. 

For example, to create a saving and investing plan, you must first define what it is 
you are saving and investing for—do you want to purchase a home some day? Do 
you want to retire at a certain age? Do you want to save money to travel or attend 
college? Depending on what your financial goals are, the elements of your financial 
plan will evolve to match them.

Determining Net Worth
Part of taking personal financial responsibility is to identify what you own and what 
you owe. The things you own, such as a car, investment accounts, bank accounts, 
a home, or an electric guitar, are known as your assets. Liabilities are what you 
owe, such as a car loan, school loans, or a cell phone contract. 

When you add up the value of all of your assets and subtract your liabilities, this is 
known as your net worth. A net worth statement is a document showing your 
assets minus liabilities. It is important to maintain an accurate net worth statement 
as part of your financial plan because it helps illustrate the causes and effects of 
factors that affect your net worth. For example, if you decide to borrow money to 
purchase a home, the effect is greater liability to your net worth. But if you pay the 
home off early and you no longer carry a loan on it, the effect is an increased asset 
to your net worth. 
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CareerConnections

Financial Analyst
A financial analyst is a person who recommends investment strategies and provides 
guidance to clients for a fee. Like a financial planner, a financial analyst carries a 
fiduciary responsibility to guide clients’ investment funds with integrity and honesty. 
Analytical, communication, and decision-making skills are all attributes needed to 
be a financial analyst. Most financial analysts hold a bachelor’s degree. Additional 
certification, such as a Chartered Financial Analyst, is available to analysts who are 
interested in career advancement.

bls.govSource: 

C
ha

pt
er

 2

Personal Financial Literacy     Unit 1 · Chapter 2 19

When compiling a net worth statement, it is important to consider how monetary 
and non-monetary assets can contribute to net worth. Monetary assets are easily 
convertible into a fixed amount of cash, such as money you have in the bank or 
investment accounts. Non-monetary assets are assets that are more difficult to 
convert to cash and their value often relies on economic conditions. For example, 
imagine that you inherit your grandparents’ property—there is value to the land, 
but the current real estate market determines its value and how much money you 
would receive when selling it. Your net worth includes both monetary and non-
monetary assets.

Budgeting Income and Expenses
A budget is a detailed estimate of income and expenses for a specific period of 
time. Your personal income is the amount of money received from earnings from 
a job or business, an allowance, gifts, interest on savings, or proceeds from selling 
items you don’t need anymore. An expense is the amount of money you need to 
pay for or buy something. A budget includes personal cash flow—or a snapshot 
of the money coming in and money going out. Your income reflects the money 
coming in and expenses reflect money going out of your personal cash flow.

One of the most helpful pieces within a budget is an income and expense 
record, which serves as a cash flow management tool to document how money 
is used and saved. Preparing an income and expense record is the key to gaining 
control of your money. 

In Chapter 1, you learned about setting goals. Your financial goals should drive 
the creation of your budget. A budget will help you live within your means by not 
spending more money than you are bringing in. When preparing your budget, you 
should keep it simple, stick to it, and remember that changes are part of the process.
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Insurance Planning
Insurance is a way to transfer the risk of loss. People include an insurance plan 
as part of their comprehensive financial plan to minimize costly financial risks. For 
example, if you were in a car accident and you did not have insurance to cover the 
expenses of a totaled vehicle and hospital bills for any injuries incurred, you would 
face a significant financial burden. This would be a costly financial risk and one that 
can be minimized with the inclusion of insurance as part of your financial plan.

Saving and Investing
Savings is the amount of money you put aside for future use. Investing means 
using money to create wealth over time and is achieved through investment 
vehicles such as stocks, bonds, and mutual funds, among others. By using your 
financial goals, you can create a sound savings and investment plan that will enable 
you to achieve your short-, medium-, and long-term goals. For instance, if you 
have a goal to purchase a home by age 30, you can create a detailed saving and 
investing plan to map out how you can achieve that goal.

Retirement Planning
Retirement is when you withdraw yourself from an active working life. To live 
comfortably during retirement, it is important to start a retirement plan early in 
your financial planning process so that you have plenty of time to save and invest 
funds for later use. A retirement plan also takes into consideration where you 
will want to live and what you will want to do with your time when you are no 
longer working.

Estate Planning
Estate planning is planning for what to do with one’s assets in the event of death. 
A will is a document that explains a person’s final wishes upon death and is often 
included as part of estate planning. If you have spent many years building your 
assets, an estate plan designates exactly what should happen with your wealth and 
empowers you to ensure your assets are used in the way you would like them to be.

Tech Tools

Although using pen and paper is an option for keeping a personal financial plan, there are many 
technology tools available to make the process easier. There are programs for your computer, and 
online options as well. For instance, if you use a smartphone for everything else in your daily life, 
consider adding a budgeting and expense tracking app to your library for easy and efficient cash flow 
management.

Helpful budgeting and financial management apps include Wally (wally.me), Good Budget 
(goodbudget.com), and Mint (mint.com).
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How to Implement a Financial Plan
Developing a personal financial plan demonstrates your ability to use money 
management skills and strategies by managing money and achieving financial goals. 
Like any good plan, a financial plan should establish your goals and priorities, and 
should be reviewed and revised throughout your life. The following steps will help you 
to implement your financial plan:

1. Design a plan to manage spending and reach  
  specific financial goals.

Write your goals down and place them in a location that you will see on 
a daily basis. Talk about your goals with other people for encouragement 
and motivation.

2. Determine where you are right now.
Take stock of what you own and what you owe. Keep track of how and where you 
spend your money. This is your starting point. For example, what is your current 
savings balance? What do you currently spend the most money on?

3. Develop and write down your plan. 
Map out a timeline. Set milestones along the way, as they can be celebrated or 
will trigger necessary tweaks that will need to be made. Decide ahead of time 
how much money you want to spend so that you don’t spend more than you 
planned. If you are saving up for something, know how much you need and 
when you need it.

4. Put the plan into action.
Systematic record keeping is important to efficient money management because 
it enables you to record and track your progress. Keep organized records 
to ensure you can always stay on track for the financial goals you have set 
for yourself.

5. Review and revise periodically.
Devise a strategy to monitor your personal financial plan and 
make modifications as needed for changing circumstances. 
For example, you may create a strategy to review and 
update your plan quarterly, bi-annually, or yearly. You 
may also revisit your plan after any changes in your life 
circumstances, such as starting a new job.

Notable 
Quotable

“Be deliberate about 
spending. Don’t just spend 
without thinking about it 
first. That’s how we get into 
trouble.”

Ron Lieber,  
New York Times columnist
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as Andy is saving up money so he can move out on his own for the first time. He’s been 
working on his personal financial plan and he thinks he has all of the elements of his 
plan in place. But unexpectedly, his boss informs him that his job will no longer be 
needed due to budget cuts. 

Andy is in a panic—how is he going to stay on track with his financial goal to 
move to his own apartment when his circumstances have changed? What would 
you do if you were in Andy’s situation? How can he develop a contingency plan to 
manage this unexpected event?
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Life Circumstances and Financial 
Planning

Life circumstances often affect a personal spending plan. For example, circumstances 
such as illness, divorce, accidents, and other life events can affect a person’s financial 
outlook. Developing a backup plan for a specific goal when circumstances change—
whether from job loss, illness, a major gift, or an inheritance—will ensure that you 
are prepared for any of life’s unexpected events. Below are the steps for developing a 
contingency plan, which will help you deal with events that might affect your personal 
finances on short notice.

1. Build an emergency fund into your budget.
An emergency fund consists of three to six months of expenses that can help 
offset unexpected events, such as a car breakdown or phone loss. 

2. Consistently review your plan.
If you always keep your financial plan up to date, you will be prepared to handle 
unexpected circumstances, especially concerning insurance. For example, 
checking to ensure your homeowner’s insurance policy is comprehensive will 
alleviate much financial duress in the event of a fire or natural disaster.

3. Know your personal spending behavior.
Changes in personal spending behavior can contribute to wealth building or 
the depletion of wealth. If there is little financial preparation, for instance, and 
an emergency does happen, there will be limited ways to resolve the problem. 
However, if your personal spending behavior supports plenty of long-term 
savings and an emergency fund, you will be fully equipped to meet life’s 
challenges at every turn.
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Go Figure

When putting together your personal financial plan, a savings plan will be an important 
component to consider. To maximize the efficiency of your savings plan, you will need to utilize 
basic math skills.  

Review Alicia’s story below and observe how she uses math to calculate her total savings to reach 
an investment goal.

Alicia is working on completing a savings plan as part of 
her comprehensive personal financial plan. She spoke with 
her uncle, an active investor, who advised her to invest 
a minimum of $1,500 in a particular mutual fund. She 
determined that she has $675 in savings, and then mapped 
out the saving schedule.

Alicia plans on using spreadsheet software to record her 
income, and to review and revise her savings plan as the 
year progresses.

Saving Schedule

Current savings $675

Summer job $500

Birthday gifts $150

Tutoring job $500

Total saved $1,825

Needed for investment $1,500

Surplus $325

Your Turn

Now imagine that you share Alicia’s goal of saving $1,500 to invest. Apply what you learned from 
Alicia’s plan to create your own savings plan.
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Enlisting the Help of a Financial 
Planner

A financial planner is a professional who can help you plan and manage your 
financial future. If you seek the professional services of a financial planner to help 
create your personal financial plan, choose carefully and make sure that the person is 
licensed and has a good reputation. 

The role of ethics plays a critical role in financial planning because financial planners 
have a fiduciary responsibility, which means that they must put the needs of their 
clients first and act in a trustworthy way to protect and manage their clients’ money. 

Financial planners who are not forthright in communication, pressure clients, or 
push unneeded products are not acting within their fiduciary responsibilities. When 
selecting a financial planner to work with, remember the importance of ethics and 
make your decision based on qualifications, credentials, recommendations, and an 
assurance of fiduciary responsibility.
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Chapter Review
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In this chapter, you learned about the importance of a financial plan and the elements a 
comprehensive plan includes. By preparing for unexpected life circumstances, you can develop a 
financial plan to help you maintain your short-, medium-, and long-term goals.

Instructions
Demonstrate your knowledge of this chapter 
by completing the following review activities.

Note: If you do not have access to the eText 
of this book, Chapter Review worksheets 
should be provided by your instructor.

Define Key Terms 
Apply your knowledge of the chapter 
reading by defining key vocabulary terms.

Test Your Knowledge
Test your knowledge of the chapter reading 
by answering short answer questions.

Read and Write
Review Dollar Dilemmas about Andy, a 
young man who is planning on moving 
out on his own but faces a job loss. Apply 
what you have learned by writing an essay 
about how Andy can prepare for changing 
life circumstances.

Listen and Speak
Apply your knowledge of the chapter 
by preparing a presentation about the 
importance of financial planning.

Create and Design
Use what you have learned in this chapter 
to assess your current financial outlook.
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Key Terms

attitude 
behavior
consumer
cost-benefit analysis
culture 
cultural practice
decision-making process 
delayed gratification
dependent
good
e-commerce 
emotion
impulse buying
instant satisfaction
money personality 
opportunity cost 
product
service
service contract
social pressure 
warranty

Chapter 3  
Personal Values 
and Decision 
Making
Successful personal financial management requires personal 
responsibility. Your money personality—a constellation of factors 
that influence your financial habits—will inform your financial 
choices. Using a rational decision-making process to assess 
different money-related options will help you stick to your financial 
plan as you make effective choices about your money.

Objectives
After reading this chapter, you will be able to:

 ; Explain personal financial responsibility

 ; Apply a rational decision-making process

 ; Understand opportunity cost

For Review Purposes Only



C
ha

pt
er

 3
 P

er
so

na
l V

al
ue

s 
an

d 
D

ec
is

io
n 

M
ak

in
g

Unit 1 · Chapter 3     Personal Financial Literacy26

Personal Responsibility in Financial 
Planning and Decision Making

The role of personal responsibility in financial planning is instrumental in developing 
long-term financial success. Recall from Chapter 2 that personal responsibility refers to 
holding yourself accountable for decisions you make. This means that individuals are 
responsible for their own financial transactions and subsequent positive and negative 
consequences. 

For example, if you save $100 each month for the next 12 months, you will be 
responsible for the positive outcome of $1,200 in savings by the end of the year. 
However, if you choose to spend $100 each month instead of saving it, you are 
responsible for the outcome of $1,200 less in your bank account at year’s end.

To demonstrate taking personal responsibility for your financial decisions, there are 
several key factors to understand: accountability, communication, adaptability, and 
situational awareness as illustrated in Figure 3.1.

1. Accountability
Recognize that individuals are responsible for their finances.

Financially responsible individuals make the choice to be accountable for their 
financial futures. This means that you must make deliberate and ethical choices 
about how you earn, spend, and save your money. Only you have the power to 
control your personal finances; they are dictated by the decisions you make—good 
and bad. 

If you decide to allocate funds toward your savings accounts, you will be 
responsible for the positive outcome of increased financial security. Likewise, you 
are also responsible for negative outcomes resulting from personal decisions such 
as overspending on wants.
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Personal Financial 
Responsibility

Accountability

Situational  
AwarenessAdaptability

Communication

Taking these four factors 
into consideration is key to 
long-term financial success.
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2. Communication
Utilize communication strategies for discussing financial issues.

Communication strategies include speaking directly, articulating your opinion, 
listening attentively, and asking questions for clarification. To demonstrate 
communication strategies for financial issues, you must assess the value of 
discussing individual and shared responsibilities when entering into a new 
partnership, such as with a roommate before moving in. 

For instance, which roommate will be responsible for paying shared bills? Whose 
name will the bills be in? How will you address the situation if a roommate does 
not pay his share of a bill? These are all important questions to discuss well in 
advance of entering into a new roommate agreement. By utilizing communication 
strategies for discussing financial issues, you will receive great value in ensuring 
your shared financial responsibilities are met with minimal conflict. 

Equally as important is assessing the value of sharing financial goals and personal 
finance information with a partner before combining households. If, for example, 
you get married and move into a new house with your spouse, how will you 
approach your individual and shared financial responsibilities? What personal 
finance information will you share with your spouse? Will you choose to combine 
your earnings into joint bank accounts or keep individual accounts separate from 
one another? 

What about your financial goals—are they the same as your spouse’s? Do you 
have different goals and different money management strategies to reach those 
goals? Each of these financial questions—and many more—warrants a thorough 
discussion with your partner prior to combining households. 

Conflicts over financial issues are more likely to arise when there is not open, 
honest communication. By making the decision to discuss financial issues at the 
start of a new partnership—be it with a roommate or significant other—will better 
equip you to manage potential financial conflict that may arise in the future.

FIGURE 3.1
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3. Adaptability
Understand that individual responsibility for financial well-being will change 
over time as life circumstances change.

Our responsibilities in life are continuously evolving and it is important to be aware 
of these changes before they happen so that you can tailor your financial decision 
making. Today, you may only be responsible for yourself, but in the future you 
could be responsible for a pet, a child, a spouse—or even an aging parent. As our 
life circumstances change over a lifetime, our individual responsibility for financial 
well-being will also adapt and change with us. 

Take Owen, for instance. When he was in his twenties, Owen was responsible for 
paying his own bills—housing, food, needs, and wants. Now Owen is in his thirties 
and is married with one child. He is still responsible for paying his bills, but he also 
has to consider his wife’s and child’s well-being and ensure they have their needs 
met in addition to his own. 

As Owen gets older and his child grows into an adult, Owen will have to adjust 
his understanding of individual responsibility again. For example, he may have to 
consider healthcare expenses as he and his wife age or retirement expenses if they 
wish to step out of the workforce. Like Owen, the different phases we will all face in 
our lifetime require us to be aware of the changes and to recalibrate our individual 
responsibility for financial well-being.

4. Situational Awareness
Recognize that financial responsibilities are different for individuals with 
and without dependents.

In Owen’s example above, he faced a dramatic shift in his financial responsibility 
between his twenties and thirties because he had a child, or a dependent, to care 
for. A dependent refers to someone relying on another for financial support. 

If you have dependents, financial responsibility means looking beyond your own 
immediate needs and wants to consider those of your dependents—what type of 
schooling, housing, and support will they need? What are their needs and wants? 
How can you fulfill your dependents’ needs and wants while still maintaining 
your own?

Financial responsibility is different for individuals with dependents because they 
must ask themselves these important questions and continue to recognize that 
their dependents’ needs play an important role in managing finances responsibly. 
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Tech Tools

Technology tools have changed consumer financial decisions and buying behaviors in the past few 
years at a dramatic pace. Consumers used to have to wait for a business to open, even if the hours were 
inconvenient, to make a purchase. Now, thanks to ever-evolving online platforms, we can purchase 
from any seller at anytime from anywhere in the world—all with just a few clicks. The product arrives 
at our doorstep sometimes as quickly as the next day and we didn’t even have to leave the house to 
make it happen. Mobile apps for e-commerce sites like Amazon, Walmart, and Apple are growing 
increasingly popular with consumers because of the convenience.

Technology tools have not just changed how we buy, but they have also changed from whom we 
purchase. Consumers used to only live an offline life—one where they would physically travel to a store 
and speak to a store employee in person while paying for a product. However, technology tools have 
now made it possible to also live a vibrant online life—one where consumers and the businesses they 
buy from regularly engage in online communication through social media.

Where will technology tools lead us next? What do you think online 
shopping and social media will look like 5, 10, or 20 years from now?
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Rational Decision-making Process 
Planning carefully and making rational decisions will help you achieve your financial 
goals. Sometimes making a decision is a split-second process, while other decisions 
take careful consideration. Planning for your future requires many important decisions, 
such as what to do for a career, whether to go to college and where to go, and how to 
build a secure retirement fund to support yourself when you are no longer working.

Making decisions plays an important role in managing your personal finances, and 
includes preparing and following a financial plan. With every decision comes a 
consequence; good decisions can save you money, whereas poor decisions can be 
costly. Therefore, your decision to purchase a product, which job to choose, or where 
to invest your money should be based on careful consideration of alternatives and 
other choices you can make. 

A rational decision-making process involves choosing between two or more options 
or courses of action. Developing good decision-making skills will allow you to make 
better decisions faster.
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Five Steps to Decision-making
Making a decision is the act of making a choice. If the decision is what to have for 
lunch, the choice should be simple. If you are choosing what type of job to pursue, 
then your choices will have an impact on your future. Knowing how to make good 
decisions is important and can be learned by following the five steps in Figure 3.2.

Outlined below is a real-world example applying the steps in Figure 3.2.

Step 1
The problem is that you need to find a part-time job.

Step 2
You gather information about two job opportunities—one as an 
administrative assistant for $10 an hour, 20 hours per week; and another 
as a parking structure attendant, at $11 an hour for 20–25 hours per week, 
including weekends.

Step 3
You evaluate your options—being an administrative assistant may provide 
you with future business networking opportunities, but it pays less; as a 
parking structure attendant, you will make more money, but will have to 
work weekends.

Step 4
You make the decision that earning more money is of higher value to you 
than the potential office experience.

Step 5
You implement your decision by taking the job as a parking 
structure attendant.

Step 1 State the Problem What is it you need to decide? Identify the problem and be specific.

Step 2 Gather Information Find solutions to meet your needs, list alternatives, and weigh your options.

Step 3 Evaluate the Options Consider the pros and cons of each option, as well as the potential consequences.

Step 4 Make a Decision Choose the option that is best for you.

Step 5 Implement the Decision Take action and evaluate your decision.

FIGURE 3.2
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Know?

Consumers are bombarded 
with as many as 4,000 to 
10,000 advertisements each 
day. That is a great deal of 
sales pressures to contend 
with when making financial 
decisions!

Source:
research.stlouisfed.org
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Opportunity Cost
Each spending decision represents a trade-off or opportunity cost. Opportunity 
cost is an economic concept that represents the benefits you could have received by 
choosing the alternative. Simply put, it is what you have to give up to get something 
else. Understanding opportunity cost validates your choice. 

Everything has an opportunity cost. To make one financial decision, you have to 
systematically consider alternatives and consequences. The best way to do this is to 
apply the rational decision-making model presented in Figure 3.2. Understanding 
each decision’s opportunity cost will help you make the best choices to achieve your 
financial goals.

Two examples of opportunity cost are highlighted below:

Example 1:

Continue Education or Work?
If you choose not to work part or full time while attending college or graduate 
school, the opportunity cost of going to college is the money you would have 
earned during the time you were not working and in school. You are banking on 
the higher income you would earn as a result of having more education to offset 
the lost wages during the time you are continuing your education.

Example 2:

Go Out or Stay Home?
Opportunity cost is not always a monetary amount. For example, the cost of going 
to visit a friend may be the sleep lost from going out and not getting to bed earlier. 
Likewise, if you are invited to two parties on the same day occurring at the same 
time, you have to make a choice about which event to attend. If you choose to 
attend the first event, which is a family party, and forego the second event hosted 
by your friend, the opportunity cost is the alternative of the choice you did not 
make. While you may get to spend quality time with your family, you have traded 
off spending time with your friends.
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Decision Making When Evaluating 
Products

Limited financial resources affect the choices people make. For example, if you have 
$20, but you want to purchase a new pair of jeans that cost $50, your limited resources 
will affect whether or not you can buy the pants you want. Understanding your needs 
and wants, and the resources available to obtain them, will help you to make informed 
decisions when purchasing products. 

A product is anything that can be bought or sold to meet a customer’s want or need. 
Think about the last item you purchased at a retail store. Did the store provide you 
with something you needed, such as food, or something you wanted, such as a new 
book? Remember that a need is something essential to survival, whereas a want is 
something we desire but could ultimately live without. Needs include food, shelter, 
and clothing. A smartphone and the internet are wants; it’s hard to imagine, but we 
could live without them.

Products provided by a business are either goods or services. The differentiation 
between goods and services is that goods refer to tangible items that are produced 
and sold to customers, such as clothing or groceries. A service refers to the 
performance of a particular task in exchange for money. For example, a painter 
provides a service in coming into a home and painting the walls. Businesses sell 
their products to consumers, people who purchase the goods and services 
businesses offer.

CareerConnections

Personal Financial Advisor
Managing your personal finances and making informed, rational decisions takes 
deliberate effort and practice. A personal financial advisor helps people achieve their 
financial goals by guiding individuals in managing their finances.
Working with a personal financial planner can help you determine the best course 
of action in planning for education, housing, taxes, investment, insurance, and other 
financial needs you may have. A financial planner determines clients’ needs and 
provides recommendations for action or financial services that enable clients to reach 
their goals. 
A bachelor’s degree is typically required to become a personal financial planner, and 
additional certification may help in job advancement. Financial planners generally 
work full time and often meet with their clients outside of business hours, including 
evenings and weekends when their clients are not at work.

bls.govSource: 
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As a consumer, you will need to apply strategies for making informed decisions 
about purchasing goods and services. There are three common strategies consumers 
use to make informed purchasing decisions: compare unit prices, look for sales or 
promotions, and negotiate price. Let’s say you are interested in purchasing a car. Rather 
than buying the first car you see at the first dealership you visit, it would be beneficial 
to compare unit prices first. For example, what are the different makes and models 
available to you? What are the price points of each? You can use comparison shopping 
to find the car you want for the price you want. 

Once you identify the car you want to purchase based on the unit price, you could also 
look for sales and promotions—perhaps the dealership will run an end-of-the-year 
special where you could receive a 10 percent discount. Or maybe there is a promotion 
where you receive a discount if you trade in your old car. Looking for sales and 
promotions will help you get the best deal when purchasing a good. 

The final strategy to consider is negotiating price. You may offer the car dealership 
a lower price and see if they are open to negotiating. Or you could agree to their 
purchase price but negotiate an upgraded warranty to be included at no extra 
cost. It is important to note, however, that not every situation will allow for price 
negotiation—a gallon of milk from a grocery store, for instance, is nonnegotiable. 
It is important to conduct research prior to making a purchase to understand if the 
situation will warrant an opportunity to negotiate. 

When faced with a purchasing decision, you can also use the five-step decision-making 
process outlined in Figure 3.2—(1) determine your problem, (2) gather information,  
(3) evaluate the options, (4) make a decision, and (5) implement the decision.

Continue reading to learn how the five-step decision-making process can be applied 
to the purchase of consumer goods and services.
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Warranties
Jana decides to purchase a new laptop. The sales consultant asks her if she wants 
to add a warranty to her purchase. A warranty is a written guarantee of the 
integrity of a product and the seller’s responsibility for the repair or replacement of 
a product if it malfunctions. To determine the value in purchasing a warranty, Jana 
uses the five-step decision-making process.

1. Jana determined that the problem is whether or not to purchase an 
extended warranty. Her old computer had a number of issues with the 
battery that ended up costing her out-of-pocket money to repair, so 
purchasing an extended warranty with her new computer could help 
alleviate a similar problem. She is applying the five-step decision-making 
model because she wants to protect herself against any risk with the 
purchase of her new computer. 

2. She gathers information by researching the three different warranty 
options the seller offers.

3. She evaluates her options by comparing the details of each warranty, 
including cost and coverage. 

4. Jana makes a decision to go with the midrange option that is affordable 
but provides the risk protection she will need based on the issues she 
had with her previous machine.

5. She implements the decision by purchasing the warranty. 

Service Contracts
Daniel and his two siblings want to gift their parents one month of lawn service 
maintenance. By pooling their funds, the three siblings determine they can hire 
a local lawn service company to come to their parents’ property to cut the grass, 
weed flowerbeds, and trim trees. They will need to enter into a service contract 
with a company—a written agreement for the supply of services at a fixed rate. 
To make a rational financial decision, Daniel considers the five-step decision-
making process when selecting which service contract makes the most sense for 
their family.

1. Daniel defines the problem of his parents being overly busy and not 
having the time to perform basic lawn care maintenance. 

2. He gathers information from two lawn care companies, each of whom 
provide him with a sample service contract.

3. Daniel evaluates the options by analyzing the service contracts and 
assessing the pros and cons of each. Both companies quote him a similar 
price, but one company includes gardening of flowerbeds in its service 
contract while the other does not.
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4. Based on his due diligence in researching service work, Daniel makes a 
decision that selecting the company that provides all of the services his 
parents need—including flowerbed maintenance—makes the most sense.

5. Daniel communicates the service contract options to his siblings and 
they implement the decision to enter into a service contract with the 
company that can provide complete outdoor maintenance.

E-commerce
Miguel recently heard that his favorite sports arena is using e-commerce to sell 
memorabilia. E-commerce refers to the selling of products through the internet. 
The sports arena is hosting an online auction, selling items such as autographed 
pictures, seats from the arena, and signage. Miguel is a huge sports fan and would 
love to purchase at least one item from the online auction. Before he participates 
in the auction, Miguel researches the pros and cons of purchasing a product using 
e-commerce. He writes a pro and con list to help him make an informed decision.

Pros
• Can purchase multiple items

• Can have the item shipped directly to his 
home, eliminating the need to go out 
and shop

• Easy, convenient way to buy

Cons
• Could be outbid by other fans

• Will the product be exactly as it is 
described online?

• Will the seller follow through and send 
the purchased product as promised?

He then applies the five-step decision-making process.

1. Miguel’s problem is that he would like to purchase a piece of 
memorabilia in the online auction, but he has a strict budget of $100 and 
many items are listed for more than that.

2. Miguel gathers information by reviewing each item in the online 
auction and the current bids on each.

3. He evaluates the options by eliminating auction items that exceed his 
$100 budget and assessing the most valuable piece of memorabilia he 
can purchase within his dollar limit.

4. Miguel makes a decision to bid on a small sign with his favorite team’s 
logo on it because he can bid under budget at $85 and it is still a product 
that is of value to him.

5. He implements the decision by winning the bid on the sign for $85.

For Review Purposes Only

DBF_title


The Influences on 
Your Decision Making
When you’re aware of what 
influences your decision-
making, you are able to make 
informed choices regarding  
your financial goals.
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Influences on Decision Making
Recall from Chapter 1 that our values—or the principles and standards that we believe 
are important to live and work by—influence our decisions and spending habits. 
It is helpful to develop a definition of wealth based on personal values, priorities, 
and goals so that you know what you are setting out to achieve when making 
individual decisions.

For example, do you desire to be a homeowner someday? If the answer is yes, then 
you have identified a goal driven by your values. To reach that goal, you will have to 
make a series of financial choices, such as saving for a down payment, researching 
loan options, and assessing your work situation to determine how much house you 
can afford.

Likewise, if your definition of personal wealth means that you will have enough money 
to cover your needs and still be able to give to charities you care about, then you have 
identified another value that drives your decision making. Personal values affect our 
financial choices on a near daily basis—in both large and small ways. Being aware 
of your values enables you to make informed decisions to support your long-term 
financial goals.

While values drive many of the financial choices we make, there are other factors that 
command our decision-making attention as well. Figure 3.3 highlights influences on 
decision making.

FIGURE 3.3

Influences 
on Decision 

Making

Social  
pressures

Personality

Values

Culture

Technology Behaviors

Attitudes

Emotions

Sales  
pressures
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Money Personality 
Money personality refers to a set of distinctive traits and characteristics that 
influence a person’s financial propensity. For example, what are your spending 
and saving habits? By identifying your spending habits and their connection to 
your personal financial values, you can begin to assess your money personality. 
Although people may have a combination or variations of multiple money 
personalities, the personalities outlined below are the most common.

Saver
You love saving all of the money you earn. When you do have to make a 
purchase, it is a planned expenditure that has been given careful thought, 
analysis, and evaluation of opportunity costs. You are comfortable with 
delayed gratification—resisting temptation for an immediate purchase in 
order to reap the rewards later. 

For example, you may resist buying a new pair of shoes while out shopping 
with a friend because you are saving up for a car. If you bought the pair of 
shoes, you would delay reaching your financial goal of a new car, so you opt 
to save that money instead of spend it.

Spender
Instant satisfaction—or the need for immediate gratification—drives 
much of your financial decision-making. You may see something you want 
and buy it without hesitation. This is known as impulse buying—the 
buying of goods without prior planning. 

Imagine you are out with a friend to a movie and see a picture of a popcorn 
and drink for sale. Without thinking, you walk up to the concession stand 
and purchase the popcorn and drink. It sets you back an additional $12 you 
hadn’t intended on spending when you first arrived at the theater. Small 
impulse buys such as these add up over time and can slowly chip away at 
savings goals.
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as Isaac is getting ready to move into his first apartment on his own. He will be living 
with two roommates, both childhood friends he has known for years. In addition to 
paying rent, the roommates will be responsible for paying water, electric, and cable 
bills. Isaac has never lived with anyone but his parents before, so he’s not really sure 
how to go about setting up the utilities and how to handle paying them—should each 
roommate be responsible for a bill? Should they share the costs on all of the bills? Who 
will pay the bills and by when? 

Assess the value of Isaac discussing individual and shared financial 
responsibilities with his roommates before moving in. What questions should 
Isaac ask his roommates? What topics should they discuss and how can they 
reach a resolution so everyone knows what their financial responsibilities are?
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Avoider
Money stresses you out, so you avoid dealing with it as much as possible. A 
bill arrives in your inbox, an inheritance lands on your lap, or your boss gives 
you a raise—whether good or bad money scenarios greet you, they all cause 
anxiety in having to manage the financial change.

For example, say that you just took out a car loan and your first payment 
is rapidly approaching. You’re not really sure how to go about paying it. It 
overwhelms you to figure it out, so you try not to think about it and hope it 
takes care of itself.

Giver
You enjoy sharing your wealth with those around you and with organizations 
and people who share your values. While you may take care of your own 
needs first, you may choose to give any extra income towards causes you 
care about rather than funding items that you want.

For instance, you may allocate a certain number of dollars from each 
paycheck to go towards something you value—whether it is a donation to 
an organization or helping a friend in need.

Risk Taker
You believe there will always be more money to earn, and you’re not 
afraid to gamble what you have to make more. You do not shy away from 
investments and are unafraid to take risks with your money for the chance of 
financial growth.

If a friend came to you with a great real estate investment, for example, you 
may jump at the chance to put your money into a property. Although your 
financial choices may be risky, they may also produce great returns over time.
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Emotions, Attitudes, and Behaviors
Our emotions, attitudes, and behaviors can affect financial decisions. Emotions 
refer to a state of feeling—are you happy, sad, scared, content? Each of these 
emotions may influence what you decide to do with your money. 

Attitude refers to your mental position—are you the type of person who looks at 
the proverbial glass as half full or half empty? Positive and negative attitudes both 
influence decision making.

Behavior is the way in which you conduct yourself. Your emotions and attitude 
play an important role in your behavior because they are the motives that drive 
your decision making.

Below is an example of how emotions, attitudes, and behaviors coalesce to form a 
financial decision.

Gabby identifies her money personality as an avoider. She often procrastinates in 
making decisions because she gets stressed when having to make a choice. It’s 
easier just to let things work themselves out on their own, she thinks. 

Gabby needs a new cell phone. She dropped her old one and it broke. She’s 
been going two weeks without a phone but really doesn’t want to wait any 
longer to buy a new one. She arrives at the cell phone store and is immediately 
overwhelmed by all of the choices. She feels very stressed and decides to just pick 
the first one the sales consultant shows her so she can get on with her day. 

It turns out the phone she selected will cost an extra $15 per month than the other 
options available to her. In this scenario, her emotional stress shaped her attitude, 
and ultimately her behavior, causing her to make an impulse buy and spend more 
money than she needed to.

Social Pressure
Peer pressure—also known as social pressure—is the feeling that you have to do 
the same things as your peers in order to be liked and respected. Social pressure 
influences our financial purchasing decisions because we may feel the need for 
the latest gadget or fashion when we see that our social group already has these 
things. Social pressure is built on the foundation of needing acceptance from 
others. To be accepted, some people may overspend to feel like they fit in. 

For example, if you know you have $50 to spend on entertainment this month but 
your friends are all driving to a concert in another city—which will cost $150 that 
you’ll probably have to borrow from someone—you may feel social pressure to 
join your friends even if your budget tells you otherwise. 

Did You 
Know?

Advertising research 
reveals that a consumer’s 
emotional response to an 
ad has far greater influence 
on his reported intent to 
buy a product than does 
the ad’s content.

Source:
psychologytoday.com
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In this case, you have two choices: 

1. Go with your friends and face the opportunity cost of being $100 over 
budget and in debt if you borrow the money.

2. Don’t go with your friends and face the opportunity cost of missing the 
social experience.

Weighing such decisions will involve conducting a cost-benefit analysis, which 
means comparing the costs and benefits of a decision to determine the best course 
of action.

A critical component to a cost-benefit analysis for your personal financial decisions 
is to analyze your values—for instance, do you value the social experience more 
than being in debt? Only you can answer this question, and only you can take 
personal responsibility for the choices you make.

Sales Pressure
Similar to social pressure, sales and marketing strategies can also influence your 
financial decisions. For instance, one sales technique is to make a consumer think a 
great deal for a product is available for a limited time only. This creates pressure to 
impulse buy because the consumer believes the good price has an expiration date. 

For example, Miranda wants to purchase a new mattress and the furniture store 
is offering a special for a $1,200 mattress marked down to $599 for one day only. 

The sales person uses urgency as a way to pressure Miranda into making 
the purchase. Similarly, many retail stores utilize a delayed payment 

strategy to entice consumers to make a purchase today without 
the worry of paying for it until later, sometimes months into the 

future. These purchases can end up costing the consumer 
more at the end of the transaction, but the delayed 

payment strategy creates an illusion of savings up front.
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Culture
Culture refers to a person’s beliefs, values, and practices. Cultural practice is 
a standard or shared expectation within a social group. We reside in a number 
of different cultures in our lives—from family and friend groups to religious and 
organizational groups.

As members within social groups—both large and small—we are often influenced 
financially by what we see in others and the expectations that are defined within 
the culture. For example, a person growing up in a family that held the cultural 
practice of saving and investing money is more likely to apply that cultural practice 
within her own life. 

It is important to consider how cultural practices influence your personal financial 
decision making. The more aware you are of your decision-making process, the 
more control you will have in making rational decisions that will lead you to your 
long-term financial goals. 

Technology
Technology is continually evolving and shaping how consumers spend and 
save. Online banking has enabled people to easily manage their expenses on 
a computer or mobile device, while online shopping allows people to make 
purchases at the click of a button. 

With financial technology readily available, it is helpful to consider how the 
abundant technology influences your decision making. If, for example, you can buy 
your favorite music with one swipe on your phone, does it make it easier for you to 
spend more money than you would if you had to drive to a physical store, select 
the music you want to purchase, and then pay with cash at a register? 

Certainly the latter option is more laborious and requires more time to make your 
final financial decision. Online shopping can be a convenient way to purchase the 
goods and services you need and want, but it is important to be aware of your 
spending habits and how your financial decisions may be shaped by the ease of 
technology use.
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How Personal Finance Decisions 
Affect Others

After reading about the many influences you will encounter, it should come as no 
surprise that your personal finance decisions greatly impact you and your ability to 
achieve your goals. However, your personal finance decisions also affect others. Family, 
friends, and even coworkers can be affected by your financial decisions, both positively 
and negatively.

Take Karen, for instance. She is newly married, and she and her husband are saving up 
to purchase their first home. She currently works as a receptionist at a construction 
firm but would like to take a new job as a personal assistant. The pay would be slightly 
less, but she believes the experience she will gain will enable her to start her own 
business someday. 

Karen’s career move will affect her husband because their finances will look different 
with her new job than with her current one. Less money coming in will mean they 
will have to rethink their spending and saving habits. A decrease in income could also 
mean a delay in reaching their financial goal of becoming homeowners. Karen could 
minimize negative effects on others by using communication strategies to discuss the 
change of career with her husband prior to making any changes. 

Regardless of the financial choices you will make in your life—be it a new job, going 
to school, or buying a car—consider how your personal finance decisions might affect 
others. If necessary, utilize communication to discuss how financial responsibilities will 
shift when a new financial choice is made.
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Go Figure

Opportunity costs challenge us daily in both monetary and nonmonetary ways. Will you spend $5 
on a bagel or save it? Will you go out with friends this weekend or stay home? We can use math to 
help us determine the best financial decisions to make by conducting a cost-benefit analysis and 
systematically considering alternatives and consequences. Remember that opportunity cost is the 
trade-off of the choice you make, while a cost-benefit analysis involves comparing the costs and 
benefits of a decision to determine the best course of action. 

Review Emma’s upcoming financial choice and help her conduct a cost-benefit analysis to 
determine her opportunity costs.

Emma has been invited to go on a weeklong beach vacation with a group of friends. She would 
love to go but is currently working 40 hours per week, for which she earns $600. Emma has 
spoken with her boss and she can take the week off of work, but she won’t get paid during her 
absence. The vacation will cost her $500.

Opportunity Costs

Choice 1
If Emma goes on the vacation, she will spend 
$500 and miss out on earning $600 since she will 
be absent from work for one week. But she will 
gain a relaxing, fun time with her friends. 

Choice 2
If Emma elects not to go on the vacation, she 
misses out on the social activity but she earns 
$600 by staying at work and doesn’t spend the 
$500 cost of the trip.

Cost-Benefit Analysis
Is the benefit of enjoying a relaxing vacation worth the cost of $1,100? Emma decides that it is 
and joins her friends on vacation. What would you do if you were Emma? Remember that our 
choices will vary based on our personal values.

Your Turn

Think of an upcoming financial decision you will have to make—are you getting ready to make a 
purchase? It can be something big, like saving up for a car, or something seemingly insignificant, 
such as buying a sandwich for $8. Conduct a cost-benefit analysis and identify what opportunity 
costs you will incur based on your choices.
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In this chapter, you learned about personal financial responsibility in financial planning and 
decision making. You learned the importance of accountability, communication, adaptability, 
and situational awareness, and how each applies to financial responsibility. You also explored 
opportunity costs and various influences that factor into decision making, including culture, 
technology, and emotions.

Instructions
Demonstrate your knowledge of this chapter 
by completing the following review activities.

Note: If you do not have access to the eText 
of this book, Chapter Review worksheets 
should be provided by your instructor.

Define Key Terms 
Apply your knowledge of the chapter 
reading by defining key vocabulary terms.

Test Your Knowledge
Test your knowledge of the chapter reading 
by answering short answer questions.

Read and Write
Review Dollar Dilemmas about Isaac who 
is getting ready to move into his first 
apartment with two roommates. Apply 
what you have learned by writing an 
essay about how Isaac can communicate 
individual and shared financial 
responsibilities with his roommates.

Listen and Speak
Apply your knowledge of the chapter by 
analyzing and discussing how values shape 
financial decisions.

Create and Design
Use what you have learned in this chapter 
by brainstorming an upcoming financial 
decision you must make and using the five-
step decision-making process to analyze the 
best course of action.
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Key Terms

ability 
apprenticeship 
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associate’s degree 
bachelor’s degree 
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Chapter 4  
Career 
Opportunities & 
Earning Potential
To implement the financial goals you set for yourself, it is 
important to understand how your career plans and future income 
could influence your decision making. Your earning potential 
will be affected by the vocational and educational choices you 
make. To prepare yourself for future personal finance victories, 
it is helpful to research potential education, training, and career 
opportunities in advance so you can assess the impact they will 
have on your lifelong earning potential. Your personal finances can 
suffer without a clear plan for how you will earn income and the 
path you will need to take to get there.

Objectives
After reading this chapter, you will be able to:

 ; Evaluate and compare educational and career 
opportunities

 ; Understand the relationship between 
education, earnings, and economics

 ; Prepare for employment
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Educational and Career 
Opportunities

A common question routinely asked of people as they develop a career path is “what 
do you want to be?” For many, the answer to this question evolves as interests and 
abilities mature and new education experiences are explored. The more you know 
about yourself and the education and employment opportunities available to you, the 
easier it will be to select a career path. 

To identify a path of employment, you must decide if you are looking for a job or a 
career. A job is a specific duty, role, or function. A career is a profession for which one 
trains and is undertaken as a permanent calling. A job can be short-term employment 
for financial gain, while a career involves a long-term position performing tasks in 
which you have an interest.

Job Opportunities
The National Career Clusters Framework divides job opportunities into 16 different 
career clusters, shown in Figure 4.1. In 1996, the clusters began as part of the 
Building Linkages project created collaboratively between the National Skills 
Standards Board, National School-to-Work Office, and the Office of Vocational and 
Adult Education. 
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FIGURE 4.1

Career Cluster Description

Agriculture, Food, and Natural 
Resources

Agribusiness, animal, environmental, food products and processing, 
natural resources, plant, and power and technical systems

Architecture and Construction Design, pre-construction, construction, maintenance, and operations

Arts, A/V Technology, and 
Communications

A/V technology, film, printing, visual arts, performing arts, journalism, 
broadcasting, and telecommunications

Business Management and 
Administration

General management, business information, human resources, operations, 
and administrative support

Education and Training Administration, administrative support, professional support, and teacher 
training

Finance Securities, investments, business finance, accounting, insurance, and 
banking services

Government and Public 
Administration

Government, national security, foreign service, planning, revenue and 
taxation, regulation, and public management and administration

Health Science Therapeutic services, diagnostic services, health informatics, support 
services, and biotechnology research and development

Hospitality and Tourism Restaurants and food beverage services, lodging, travel and tourism, 
recreation, and amusements and attractions

Human Services Early childhood development, counseling, mental health services, family 
and community services, personal care, and consumer services

Information Technology Network systems, information support, web and digital communications, 
programming, and software development

Law, Public Safety, 
Corrections, and Security

Correction services, emergency and fire management services, law 
enforcement, legal services, and security and protective services

Manufacturing Production, manufacturing production process development, 
maintenance and installation, quality assurance, logistics and inventory 
control, and health, safe, and environmental assurance

Marketing Marketing management, professional sales, merchandising, marketing 
communications, and marketing research

Science, Technology, 
Engineering, and Mathematics

Engineering, technology, science, and mathematics

Transportation, Distribution, 
and Logistics

Transportation operations, logistics planning and management, 
warehousing and distribution center operation, facility and mobile 
equipment maintenance, transportation systems, infrastructure planning, 
sales and service, health, safety, and environmental management

web.archive.orgSource: 
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Training, Licensing, and Certification
Preparing for a specific job may require getting training, which is the action 
of teaching a person a particular skill or behavior. Every career field requires 
different preparation and training. For example, there are many jobs that require 
work experience and provide on-the-job training. Some of these areas are in 
transportation, storage, distribution, and repair. A position might not require 
experience, but enrolling in a training program could make you a more attractive 
candidate. Many jobs start at the entry level and provide room for advancement. 
Over time, advancement could lead to a senior-level position. Figure 4.2 shows the 
different levels of job advancements within a career. Having additional training 
may help you advance levels.

FIGURE 4.2

The Levels of Career Advancement
Employment or educational experiences can provide a path for advancement throughout your career.

Entry-Level Mid-Level Senior-Level

• College or university

• Internship

• Job placement

• Technical background

• Further education

• Industry background (domain 
expertise)

• Business, technical, and industry/
domain experience

• Business education (e.g., MBA)

• Company grooming

nordicity.comSource: 

Some jobs require you to be licensed, such as real estate agents and 
cosmetologists. A license is a document provided by a competent authority 
granting permission to engage in a business or occupation. Each state has different 
requirements for obtaining a license. For instance, most states offer a six-week 
course to earn a real estate license while getting a cosmetology license requires 
a specific number of hours in a program with on-the-job training. Both careers 
require a high school diploma or GED.

Some jobs may also request that you have certification. Certification is official 
approval to do something professionally or legally. A certification is earned by 
taking a class or studying on a specific topic, followed by successfully completing 
an exam. For example, a person seeking to become a financial planner may 
complete the CFP Certification Examination, which when successfully completed 
earns the individual a title of Certified Financial Planner (CFP). 

Some industry-specific certifications may need to be renewed at certain times, 
such as annually. This is because industries change quickly, and professionals 
are expected to keep up with evolving changes. However, some certifications 
are subject-specific, such as being certified in workplace skills. Subject-specific 
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provide valuable technical training 
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certificates may not require regular renewal as industry-specific certifications often 
do. The primary difference between a license and certification is that a license 
is mandatory—for example, you cannot become a teacher without one—while 
certification is optional. Some positions that offer certifications are court reporters, 
restaurant managers, and medical transcriptionists.

Military Opportunities
One type of training is serving in the military. Opportunities in the military 
can provide valuable leadership and technical learning experiences. Military 
opportunities range from working in combat units to occupations commonly 
seen in civilian life, such as nurses, doctors, construction personnel, and engineers, 
among others. Different military branches provide varying opportunities for 
technical training. See Figure 4.3 for an overview of the different military branches 
where training and employment opportunities are available.

Military Branch Function Learn More

Army The US Army consists of soldiers that work to defend American 
citizens from potential threats, both at home and abroad. 

goarmy.com

Navy The Navy is a sea-based military organization that protects the 
United States through naval operations and humanitarian efforts.

navy.com

Air Force The US Air Force’s mission is to protect—through innovation and 
leadership—air, space, and cyberspace.

airforce.com

Marine Corps The Marine Corps trains marines to fight in all situations, including 
in the air, on the ground, and at sea.

marines.com

Coast Guard The purpose of the Coast Guard is to protect the United States’ 
maritime safety, security, and stewardship.

uscg.mil

FIGURE 4.3
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Postsecondary Educational Opportunities
Most careers require formal postsecondary education, which is education that 
occurs after high school. Investigating opportunities in postsecondary education 
will help you determine the best fit for your future career goals. For example, 
an associate’s degree is a degree granted after a two-year course of study, 
especially by a community or junior college. Associate’s degrees qualify you for 
jobs such as an air traffic controller, a radiation therapist, a dental hygienist, a 
funeral home manager, a web designer, or a legal assistant.

Another avenue of postsecondary study is a four-year degree at a college or 
university. A bachelor’s degree is given to a student by a college or university 
after four years of study. However, the degree could take up to seven years 
depending on the institution. Some universities also provide advanced degrees 
known as a master’s degree. People interested in a master’s degree must have 
completed a bachelor’s degree with a high grade point average. This degree is 
more specialized and typically leads to a pay increase in a career. The highest 
academic degree is a doctoral degree. This degree is even more specialized than 
a master’s degree. Most subject areas offer a doctoral program. For example, a 
medical doctor holds a doctorate in medicine.

Students who choose postsecondary education will need to consider an area of 
study to focus on. Selecting one area of study is known as a major, and it is the 
foundation on which a student’s postsecondary education is built. For example, 
a student who wants to become a preschool teacher may decide to major in 
early childhood education. Students may also elect to study a minor, which is a 
secondary area of focus. If the future preschool teacher wants to also incorporate 
language learning into her classroom, she could add a Spanish minor to her major 
of early childhood education.

Depending on your interests and level of training or education, you could have a 
variety of options for your career path. Even with a degree, you might start at an 
entry-level job that provides room for advancement.
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Factors in Choosing a Career
People choose jobs or careers for a variety of reasons, ranging from job satisfaction 
and career advancement to health insurance coverage and childcare options. Whether 
you value monetary or nonmonetary benefits, it is important to consider the multitude 
of factors you face when choosing a career. Figure 4.4 provides an overview of common 
factors people consider.

Interests and Skills
The first place to begin when assessing the right career for yourself is to identify 
your individual interests. You are more likely to enjoy going to work each day when 
your job aligns with your interests and skills. Conducting an interest inventory can 
help you with career planning. An interest inventory is a test or research activity 
designed to help an individual find a suitable career path.

By answering a series of questions and identifying certain personality traits, you 
can develop a list of possible careers that align with your interests. An interest 
inventory not only identifies one’s interests, but it also helps an individual 
understand the role of abilities and aptitudes. 

An individual’s abilities are the qualities and skills necessary to accomplish 
something. Your abilities are the talents and skills you possess now and acquire 
throughout life. For example, having the ability to play several musical instruments 
may lead you to success as a musician. Likewise, being able to think quickly on your 
feet in stressful situations is a quality necessary for a nurse in emergency medicine.

Factors in 
Choosing a 

Career

Non-income 
factors

Income and 
benefits Weaknesses

Interests

Supply and 
demand of the 

workforce

Educational 
requirements

Strengths

Skills

FIGURE 4.4
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Aptitudes are natural abilities to learn or do something. A natural aptitude is the 
potential of success at a skill or career path. For instance, higher-level math is easier 
when you have an aptitude for solving mathematical equations. Having an eye for 
art and design can lead to success in fields that require those skills, such as interior 
design or architecture. If you are good at something, you should be able to do it 
quicker and better than someone whose aptitude for that activity is lower. Having 
an interest in a particular career is important, but not enough—the required 
aptitude is a key component for success.

The more your interests and skills are part of your working life, the more 
satisfied you will likely be with your job. A good place to start is to do a self-
assessment. A self-assessment is a process by which you examine and learn 
more about yourself. It is important to match your abilities and aptitudes with 
your interests first and then research possible careers that align with who you are. 
Figure 4.5 provides sample self-assessment questions that you might find in an 
interest inventory.

Identifying the skills and strengths you want to use in your career is critical to 
successful planning. The more you know about yourself, the easier it will be to 
identify careers that will align with your interests, abilities, or strengths—and lead 
you towards a rewarding career.

Interest Questions Abilities/Aptitudes Questions

What do you enjoy doing in your free time? If in school, how are your grades? 

What activities or classes do you enjoy the most? If working, how is your work ethic?

When you think about a career, what do you see 
yourself doing?

What are your daily habits?

What do you enjoy reading and learning about? What activities or subjects naturally come easy for 
you to understand and master?

What TV shows and movies do you enjoy? What do you think you are good at?

FIGURE 4.5
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Strengths and Weaknesses
A person’s strengths and weaknesses are important characteristics to consider in 
career planning. Your strengths, or beneficial qualities or attributes, will help you 
achieve success. Your weaknesses, or areas in need of improvement, provide 
direction for self-development. Do any of the following strengths and weaknesses 
describe you?

Strengths
• Dependable and punctual

• Strong work ethic

• Proactive

• Team player

Weaknesses
• Poor time management

• Lose focus sometimes

• Uncomfortable speaking in public

• Resistant to change

Identifying your strengths and weaknesses can sometimes be difficult, as is any 
self-evaluation. It is important to be honest with yourself and describe your true 
characteristics. When assessing your personality traits, ask yourself:

 z Are you outgoing or shy?

 z Are you chronically late or punctual?

 z Are you fast-paced or laid back?

 z How would you describe yourself?

 z How would others describe you?

It’s also important to define what motivates you as an individual. Personal 
satisfaction, praise, achievement, and relationships with friends and family can all 
serve as motivating factors.

Self-evaluation can be difficult, but knowing yourself and listening to input 
from those around you will help you see what is working and what needs 
improvement. Over time your strengths and weaknesses will evolve, as will your 
skills. Understanding them will make searching and choosing a career path more 
efficient and rewarding.
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Educational Requirements
One factor to consider when choosing a career path is the necessary educational 
requirements. Does the job you want require training, licensing, or certification? 
Understanding the postsecondary education required—associate’s, bachelor’s, 
master’s, and doctoral degrees—will also help you determine if a job is the right fit 
for you.

If, for example, you are interested in having a job in the education field, there 
are many different careers within this sector that require varying educational 
requirements. An associate’s degree would enable you to teach preschool, work 
in a childcare setting, or be a teacher’s assistant. A bachelor’s degree in education, 
along with a license, would allow you to acquire a job teaching kindergarten 
through grade 12. Master’s and doctoral degrees—both of which require 
significantly more schooling—would make you eligible for community college, 
college, and university teaching positions.

Assessing the type of education requirements associated with a career path—
including duration and level of commitment needed to achieve the requirement—
will help you evaluate and compare career opportunities.

Income and Benefits
People choose jobs or careers for which they are qualified based on the income 
they expect to earn. Recall from Chapter 2 that income refers to the amount of 
money received from earnings from a job or business, though sometimes income 
also includes money earned through interest on savings, proceeds from selling 
items you no longer need, or financial gifts.

Benefits are non-monetary compensation such as medical and dental benefits, 
life insurance, a pension, a company car, and paid time off for sickness or vacation. 
People choose jobs not just on income they expect to earn, but also based on the 
benefits they expect to receive, particularly for health insurance coverage and 
retirement plans. Insurance is a way to transfer the risk of loss, and considering 
insurance as part of your overall financial plan is important because it helps 
minimize costly financial risks. 
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Health insurance is a specific type of insurance that covers medical care. Many 
employers, even if they are not mandated to do so by law, offer some type of 
health insurance benefit to their employees. Job candidates are attracted to 
employers that provide comprehensive health insurance coverage because it 
alleviates the financial stress of what to do in the event of a medical emergency, 
in addition to managing the costs of annual doctor’s visits and routine 
medical procedures.

Employers may also offer a retirement plan, which can be an attractive benefit 
that factors into a career decision. When you withdraw yourself from working life, 
you are considered retired. The most common employer retirement plan is an 
investment account where you can contribute a certain percentage of money from 
your paycheck and your employer will match your contributions. For example, 
if you contribute 5 percent from your paycheck toward an employer-sponsored 
retirement account, your employer may match you 5 percent, making your total 
contributions 10 percent. Over time, an employer’s matching funds—along with 
your contributions—can help grow a retirement account to a sizeable number.

Supply and Demand of the Workforce
When evaluating and comparing career opportunities, it is important to examine 
the broader industries you are considering so that you can assess the supply 
and demand of the workforce. Demand refers to the number of people seeking 
employment, and supply denotes the number of jobs that are actually available. 

If you—along with millions of other people—are interested in pursuing a career 
in zoology but the supply of jobs is less than 100,000, then there is an excessive 
demand for the supply of work available. It is best to identify a career path that 
projects a healthy amount of supply that steadily increases each year with a 
reasonable amount of demand. 

The wages or salaries paid for a given job depend on a worker’s skills, education, 
and the supply of and demand for qualified workers. Too much demand will reduce 
the supply of jobs available, making it difficult to find employment. This may mean 
the unemployment rate, or the percentage of the total labor force that is not 
employed but wants to be, will increase. A high unemployment rate in a career 
field you are pursuing will make it more challenging to find work. Before selecting 
a career path, review the supply and demand of careers you are considering from 
the US Department of Labor Bureau of Labor Statistics (bls.gov).

Some people also consider the value of work to society when choosing a career 
path. A nurse, for example, may be pleased with the income and benefits of her job 
but may also value how her work contributes to society at large by caring for the ill. 
Taking into consideration the workforce demand and value to society as a whole 
will help you evaluate a career choice that is right for you.
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Non-income Factors
While income-based factors are important to consider, people also choose jobs 
or careers for which they are qualified based on non-income factors, such as job 
satisfaction, independence, risk, family, or location. Childcare options, cost of living, 
and work conditions can also influence job choice. 

If you have children, for example, and you are deciding between two jobs with 
equal pay and benefits but one company offers onsite childcare, this non-income 
factor may sway your decision. Likewise, if the work conditions at one job are 
superior to another, despite offering similar income and benefits, you may consider 
the more favorable work conditions as the hinging factor in your job decision.

Cost of living is an important factor in selecting a job because it is the amount 
of money needed to sustain a certain standard of living in the location of a job. If 
you currently live in a small, rural area where the cost of living is inexpensive but 
you would like to move to a metropolitan city for a job, it is important to take into 
consideration how your cost of living will increase. Though you may be earning 
more income with a job in a larger city, you will also incur a higher cost of living.

CareerConnections

Actuaries
Actuaries use math, statistics, and financial theories to assess the risk and uncertainty 
of potential events. The most common industry in which an actuary works is the 
insurance field. Whether estimating the probability of an event such as a natural 
disaster or creating charts and tables explaining calculations, an actuary utilizes 
computer technology and software programs to perform work. 

To become an actuary, a bachelor’s degree in mathematics or a related field is 
required. Once an undergraduate degree is obtained, there are two professional 
societies (Casualty Actuarial Society and Society of Actuaries) that provide programs 
leading to full professional status. To receive professional certification, an applicant 
must pass seven exams. Because each exam requires hours of studying and 
preparation, it generally takes four to seven years for an actuary to earn professional 
certification.

bls.govSource: 
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Evaluating Benefits and Costs of 
Different Choices

People can make more informed decisions about education, jobs, or careers by 
evaluating the benefits and costs of different choices. Recall from Chapter 3 that a cost-
benefit analysis is comparing the costs and benefits of a decision to determine the 
best course of action. A cost-benefit analysis of education, job, and career options will 
also help you identify short- and long-term career goals.

For example, Sadie loves animals and wants to have a job that allows her to spend time 
caring for animals. To help her make an informed decision, she decides to evaluate the 
benefits and costs of two different career choices.

Career Choice 1
Animal Care: provide care for animals such as feeding, bathing, and 
exercising pets.

Costs
• On-the-job training needed if working 

for a private company

• Bachelor’s degree may be needed if 
working for a zoo

• Certification is desired but not required 
by law

• Median pay is $22,000 per year

Benefits
• Get to spend time caring for and 

providing companionship to animals

• Workforce is projected to grow  
20 percent in the next 10 years

• Can find work in a variety of settings: 
kennels, zoos, stables, animal shelters, 
pet stores, veterinary clinics, and 
aquariums

Career Choice 2
Veterinarian: care for the health of animals by diagnosing and treating 
medical conditions.

Costs
• Bachelor’s degree required in a science-

related program

• Doctoral degree required in Doctor of 
Veterinary Medicine (DVM)

• There are only 30 DVM-accredited 
colleges in the United States

• Must be licensed by passing the 
North American Veterinary Licensing 
Examination

• Median pay is $88,000 per year

Benefits
• Get to provide healthcare to animals

• Workforce is projected to grow  
18 percent in the next 10 years

• Opportunity to own a veterinary clinic

bls.govSource: 
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as Jamie is about to graduate college and is looking for a job. He saw that the ice arena in 
his city is hiring a general maintenance worker. Jamie loves hockey and is excited by 
the idea of getting to spend his days working while watching hockey games. 

However, he has never had a job before and the position requires at least two years 
of maintenance experience. He decides to apply anyway and goes to the ice arena in 
person to apply. As Jamie is filling out the job application, he falters on how to answer 
the question of whether or not he has past experience. He decides it wouldn’t be a big 
deal to stretch the truth a bit and write that he has held maintenance jobs in the past, 
since he helps his parents out with household fixes every once in a while.

Is Jamie right to stretch the truth in the job application? Why or why not?
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Sadie likes the idea of becoming a veterinarian because the annual income is higher 
and she could someday own her own clinic. She values the independence that 
particular career path would give her while still enabling her to provide care and 
companionship for animals. However, she also recognizes that to achieve this career 
path, she will have to incur more educational requirements that may be challenging 
and competitive. 

After evaluating the benefits and costs of her choices, Sadie determines that she would 
like to start her career by caring for animals because there are minimal educational 
requirements and she will gain valuable on-the-job training. She then plans to work 
toward a long-term goal of completing a bachelor’s degree in animal science so that 
she can apply to veterinary school. 

Making an informed decision about education, jobs, or careers requires careful 
evaluation of the benefits and costs. Conducting a cost-benefit analysis of your desired 
careers can provide a roadmap for what is specifically involved for each decision you 
may make.
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Types of Costs Associated with 
Education

Part of making an informed decision about a career path is identifying and 
investigating the types of costs associated with postsecondary education, including 
college and training opportunities. Deciding to attend a public institution in state 
or out of state—and public versus private—will dramatically influence the costs 
you will be expected to pay for your education. Figure 4.6 compares costs among 
postsecondary education institutions.

Comparing costs among training institutions is also a valuable exercise to ensure you 
understand your choices. One type of training institution is a trade school. A trade 
school focuses on preparing students for a specific job as opposed to providing a 
general education like a bachelor’s degree does.

Oftentimes, associate’s degrees can be earned through a trade school. According to 
the National Center for Educational Statistics, the average cost of completing a trade 
school is $33,000, which is significantly less than obtaining a bachelor’s degree. Trade 
school careers such as culinary arts, construction, or web development can provide 
comfortable incomes and training can be accomplished in two years.

Another type of training is an apprenticeship. An apprenticeship is an arrangement 
in which you learn an art, trade, or job under another, more experienced person. 
Careers that utilize apprenticeships include plumbing, electrical, and carpentry, 
among others. Many apprenticeship programs pay participants for their on-the-job 
training; however, you may be required to purchase items such as uniforms and safety 
equipment. Exploring the US Department of Labor’s resources on apprenticeship 
programs can provide you with up-to-date information on apprenticeship 
requirements, standards, and availability (dol.gov/apprenticeship).

Postsecondary Education Institution Average Annual Cost*

Public institutions (in state) $22,603

Public institutions (out of state) $32,845

Private nonprofit institutions $41,458

Private for-profit institutions $31,514

*Cost of four-year degree-granting programs includes tuition, fees, room, and board.

nces.ed.govSource: 

FIGURE 4.6
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In addition to identifying the financial costs associated with postsecondary education 
and training, it is also helpful to identify non-monetary costs. For example, admittance 
into college and training programs will likely require you to complete applications, 
write essays, and submit materials by deadlines. All of these actions deplete one 
of your most valuable resources—time. Although the costs may not be financial, 
non-monetary costs are an important factor to consider because failing to follow 
established protocols can cost you an opportunity to extend your education.

Calculating costs of post-high school training options and analyzing the return on 
investment (ROI) based on career choices is valuable to the decision-making process. 
ROI is a measurement of the return you get in exchange for the cost. If you are 
considering spending or borrowing money to gain additional education, consider 
how the training you will receive might impact your future earning potential. For 
example, if you need to borrow $100,000 to get a four-year degree, but the jobs you 
will be eligible for once you graduate pay $25,000 annually, would you still borrow 
the money? In contrast, imagine that you need to borrow $10,000 but are able to earn 
$50,000 annually as a result of your education. Do you come out ahead in the long-
term? In other words, consider your return on investment when weighing education 
costs and how much funds to invest in education and training.

The Relationship Between 
Education, Economics, and Earning

Regardless of which job you decide to pursue, education and economic forces will 
factor into your earnings. Economic, social, cultural, education, and political conditions 
can all affect income and career potential. You could be influenced by the cultural 
and social practices of your immediate family and friend groups. For instance, if it is 
common among your cultural groups to seek postsecondary education, you may 
naturally be influenced to do the same. 

Economic and political conditions can also play a critical role in affecting income and 
career potential. Employment opportunities and pay are influenced by many different 
characteristics of the economy and political environment—at the national, state, and 
local levels. When the economy is strong, jobs are plentiful and workers have many 
more choices as to where they will be employed. A weak economy and a high level of 
unemployment make the job hunt more difficult. 
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Education and Earnings
The choices you make about education will impact your financial future. It is 
important to recognize and explore the correlation between education, training, 
and potential lifetime income so that you can make a rational choice. Some people 
choose to attend a two-year college and earn an associate’s degree while others 
choose a four-year college to earn a bachelor’s degree. People interested in other 
career paths may choose to open a business, join the military, or participate in 
an apprenticeship program. For more information on starting a business, refer to 
Chapter 6 on entrepreneurship.

There is no right or wrong path to take, but it is important to understand that each 
path will shape your financial future and earning power. There is a correlation 
between education, training, and potential lifetime income. For example, if you decide 
to complete an associate’s degree, you will be eligible for certain jobs that match that 
level of education. This may mean you can earn more than a minimum wage job, but 
you are also less likely to qualify for a job that requires a four-year degree.

When considering which career path will work best for you, analyze the 
relationship between education, training, and earnings so that you can make 
an informed decision that will support you in your long-term financial plan. It 
doesn’t make sense to invest time and money into education to pursue a career 
that has little or no future. Instead, analyze the quality of education investment 
using measures such as job outlook and annual average salary to recognize the 
correlation between education and earning. Job outlook is a forecast of what 
employment opportunities for a particular occupation will be in the future.
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To recognize and explore the correlation between education and lifetime income, 
review job outlook, average annual salary, and education requirements on 
websites such as the following:

 z Bureau of Labor Statistics (bls.gov)

 z Occupational Outlook Handbook (bls.gov/ooh)

 z Salary.com

 z O*Net (onetonline.org)

 z CareerOneStop.org

Figure 4.7 provides an example of the types of information available from different 
online sources.

Career/Industry Job Outlook Average Annual 
Salary Education Required

Nurse Steadily growing and becoming 
more specialized; anticipated 
19.4% growth

$65,470 Associate’s degree or bachelor’s 
degree; pass NCLEX exam

Radiologic and MRI 
Technologist

Faster than average growth; 
anticipated 21% growth

$55,910 Associate’s degree

High School 
Biology Teacher

Slower than average growth; 
anticipated 6% growth

$55,050 Bachelor’s degree

FIGURE 4.7

You can also analyze the quality of education investments using measures beyond 
job outlook and annual average salaries. For example, you can examine the 
academic reputation of an educational institution you are considering. If a college 
maintains a prestigious reputation, this may correlate to increased exposure and 
opportunities to jobs post graduation. Reviewing the average starting salary of 
students graduating in a chosen field and the likelihood of student graduation are 
both factors connected to academic reputation that can help you measure the 
quality of an education investment.

Selectivity and rigor in a chosen area of study can also be a helpful measure. For 
instance, imagine you are interested in becoming a civil engineer. One of the 
colleges you are considering attending specializes in mechanical engineering and 
offers minimal classes specific to the civil engineering focus. Understanding this 
measure can help you decide if it is the right school choice for you if it does not 
offer you rigor in your chosen area of study. 
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Economic Factors
Economic and other conditions can affect income and career opportunities and 
the need for lifelong training and education. Economic factors of employment 
are the circumstances that affect job market trends, such as demographics, 
unemployment levels, and labor costs. 

Demographics are the statistical data about a population, such as gender, 
age, education level, the availability of a particular type of skilled labor, salary 
levels, and marital and family status. This information is directly connected to 
the potential labor force for a particular geographic area and for the country as a 
whole. For example, the data shows that many people over the age of 65 are still 
working to help pay for the high cost of healthcare, and that salary levels differ by 
geographic locations.

Economic downturns have a negative impact on the unemployment rate, which 
means the percentage of the total labor force that is not employed will be higher. 
Some people who are unemployed have given up looking for work and are not 
included in the unemployment rate. Labor costs are the cost of wages paid to 
employees. Companies consider local labor costs and availability of skilled workers 
when deciding where to locate operations.

It is important to know about these economic factors, especially when choosing 
a career field and deciding where to live. Even though conditions appear to be 
happening to the economy at large, each factor trickles down to the individual 
level and impacts your earning and spending.
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One way to illustrate how economic and other conditions affect income and 
career opportunities is to consider what economists call the multiplier effect. 
The multiplier effect is a concept in economics where putting resources into 
an economy creates a ripple effect, which increases employment and the output 
of goods and services. Money spent multiplies as it filters through the economy. 
Simply put, one person’s spending is another person’s income.

Consider the following example of the multiplier effect:

ABC Company opens a facility in Anytown, USA, bringing 500 new jobs to 
town. These jobs are high-tech, well-paying jobs. This not only creates the jobs 
at the company, but also provides income for the employees to spend in the local 
economy. For each job, several others are created, such as:

• Medical professionals
• Waitstaff
• Carpenters and other trades
• Retailers
• Municipal workers, including fire and rescue
• Service industry jobs (landscape, hair salons, childcare, maintenance)

This is an example of a positive multiplier effect. There can also be a negative 
multiplier effect. For example, if a large auto manufacturing facility closes, 
eliminating many jobs, the jobs at the company are not the only jobs that are 
affected. Many of the other businesses in town will suffer as well and may possibly 
lay off employees. This may result in a need for people to seek out additional 
training and education in order to acquire new jobs.

Individual Choices
Choices people make about their education and skill development can affect 
their future earning capability and job satisfaction. For example, people vary in 
their willingness to obtain more education or training because these decisions 
involve incurring immediate costs to obtain possible future benefits. Discounting 
the future benefits of education and training may lead some people to pass up 
potentially high rates of return that more education and training may offer.

When considering developing new skills for the workplace, analyze the costs and 
benefits of how the training and skills will maximize your return on investment. For 
example, Lauren wants to earn a certification in website development. A training 
course to prepare her for the examination to earn certification will cost her $1,000. 
However, once she receives certification, she can earn $5,000 more annually. In 
Lauren’s case, the benefit of developing new skills for the workplace outweighs the 
costs. She may also develop greater job satisfaction knowing her skills have been 
expanded and she is capable of earning a higher income.
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Preparing for Employment
After taking into account the numerous factors that influence education and career 
choices, it is time to prepare for employment. Preparing for employment involves 
crafting a career plan, developing employability skills, and creating employment 
documents. You will also need to learn how to find employment, such as through 
research and networking, and what to do once you obtain a job interview. 

Crafting a Career Plan
Preparing for career and post-high school training begins first with a list of 
structured actions and career goals to map out your future work success. This is 
known as a career plan. Figure 4.8 showcases an example of a career plan, which 
includes the following components:

 z Career goal
 z Educational requirements
 z Skill development
 z Income potential
 z Job outlook

 z Personal interests and 
aptitudes

 z Financial goals
 z Desired lifestyle

Career Plan

Career goal To become an accountant

Education 
requirements

Bachelor’s degree in accounting or a related field, certification to become a Certified 
Public Accountant

Skill development I will need analytical skills, good communication, strong math skills, and the ability to be 
detail-oriented and organized.

Income potential $68,150 median annual income

Job outlook Accountant jobs are expected to grow 10% in the next 10 years

Personal interests 
and aptitudes

I love working with numbers. Math comes easy for me and I have enjoyed taking 
advanced mathematics classes throughout my education.

Financial goals To earn an average annual salary of at least $50,000, to be a homeowner by age 30, and 
to earn enough income to donate 10% of my earnings to organizations I care about.

Desired lifestyle I desire to live comfortably with all of my needs being met and the ability to purchase 
want items on occasion, such as the opportunity to travel. I also want to be able to give 
to charitable causes that are meaningful to me.

bls.govSource: 

FIGURE 4.8
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Developing Employability Skills
Most jobs require employees to follow professional standards. This means that 
certain employability skills are expected of you no matter the job. Employability 
skills are the foundation for getting and maintaining a job—they are the skills you 
need to successfully perform your obligations. For example, you must have good 
communication skills, which includes listening carefully and speaking clearly and 
precisely to all audiences, whether it be an employer, coworkers, or customers. 
You must also be organized with your time and your resources, such as keeping an 
orderly workstation and allocating your time according to tasks. 

Lastly, teamwork is an integral part of any occupation. You will be expected to work 
well with others, collaborate when necessary, and engage in productive group 
dialogue to solve problems. Communication, listening, and teamwork skills are also 
the foundation for maintaining employment.

While employability skills are necessary for any career, you may also need skills that 
are specific to a job. For example, a firefighter may be an excellent communicator, 
a team player, and an attentive listener, but if he does not know how to use the 
equipment needed to extinguish fires, then he does not possess the job-specific 
skills required of his position.

Personal Qualities
Certain personal qualities may be necessary to obtain a job and to maintain 
the position. For example, employers like workers who show initiative—the 
power or opportunity to act or take charge before others do and with the 
ability to problem solve. Other personal qualities include being personable, 
operating efficiently, thinking critically, and managing time wisely. 

Personable means having a pleasant appearance and manner. Employers 
want someone who can relate to peers and supervisors at all times. For 
example, a cashier at a grocery store shows personable skills by greeting 
customers, asking if they found everything they were looking for while 
shopping, and asking if they have any questions.
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In contrast, a person lacking personable skills would not engage or 
communicate with customers and would simply scan and bag the items. 
This sends a message of disinterest and unfriendliness, which could lead to a 
customer’s dissatisfaction with the shopping experience.

Efficiency means being productive without waste. Efficient employees 
perform their best every day and expect that others will, too. One common 
way that some employees fall into inefficiency is continual internet and email 
use. What may start as simply checking email can quickly turn into clicking 
links and browsing the web. Before long, 30 minutes may have passed while 
there is work still to be done. Efficient workers can manage their internet 
usage so that it is helpful—not distracting—to their overall performance.

Critical thinking is forming a judgment by analyzing and evaluating an issue. 
You must be able to process information with a critical and objective eye. For 
instance, if a marketing manager asks his employees to work together and 
come up with three different ideas for how to better engage customers with 
their sales brochure, he is asking his team to apply critical thinking skills to 
solve the problem.

Another skill is time management—the analysis of how working hours 
are spent and the prioritization of tasks to maximize personal efficiency 
in the workplace. In basic terms, time management is using your time 
wisely. To meet deadlines, schedules need to be followed; an effective 
employee arranges his or her schedule to complete the required tasks in 
a timely manner. Multitasking can help an efficient worker juggle multiple 
projects, deadlines, and tasks while maintaining quality performance. 
When employees manage their time effectively, overall productivity in the 
workplace increases.

Business Etiquette
In addition to employability skills, you must also demonstrate an 
understanding of the use of business etiquette. Employment requires 
applying appropriate interpersonal communication strategies in professional 
contexts by observing business etiquette. Some workplace “rules” are 
unwritten and assumed, many of which are based on commonsense 
practices such as having mutual respect for your coworkers and being 
courteous. You wouldn’t, for example, barge into a coworker’s office and 
interrupt his or her work without first asking permission. 

Another example is determining the protocols for how meetings are 
organized, which may or may not have written rules. If there is a code of 
conduct for hosting a meeting and you fail to acknowledge or follow it, you 
could potentially be breaking business etiquette.

Did You 
Know?

Where can you take an 
interest inventory or 
self-assessment? Two of 
the most widely used self-
assessment tests are:

Myers-Briggs Type Indicator 
(myersbriggs.org)

Strong Interest Inventory 
(cpp.com)

For Review Purposes Only

DBF_title


Unit 2 · Chapter 4     Personal Financial Literacy70

4 ·  Career Opportunities & Earning Potential

For instance, imagine a new manager coming into a meeting for the first 
time. Employees who have been with the organization for many years have 
established a meeting protocol they follow every time: they begin with 
reviewing each person’s individual projects, defining next step goals, and 
end by creating a schedule for the next meeting. If the new manager starts 
the meeting by reversing the agenda order or leaving out a part, the other 
employees may be confused because they have all come to expect a certain 
organization. Miscommunication can occur this way when established 
business etiquette is not considered and respected.

Another business etiquette dilemma you may encounter is cultural practices. 
How does your employer handle birthday celebrations and holidays? If an 
organization celebrates birthdays each month by hosting a catered lunch for 
everyone and you choose not to participate, you communicate a message 
that the business etiquette is not important to you. It is important to 
recognize and follow business etiquette so that you can work effectively with 
your colleagues.

Creating Employment Documents
Another piece to preparing for employment is creating the necessary documents 
required to obtain a job. A resume is a written document used to showcase a 
person’s skills, education, and prior employment experiences. Sometimes people 
use an electronic professional profile as a resume, such as through LinkedIn. 
A cover letter is a letter sent with a resume to explain the reason for it being 
submitted or to provide more information about the candidate. Many employment 
opportunities request job applicants to send their resume and cover letter 
electronically prior to an interview. Resumes and cover letters are used by an 
organization to assess which candidates to interview. This means your first point 
of contact with a potential employer is your resume and cover letter—making it 
imperative to include the necessary components.

It is important to identify the components to be included on a resume or electronic 
professional profile. These components include appropriate contact information; 
educational, work, and volunteer experience; skills; certificates obtained; 
accomplishments; interests; and references.
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FIGURE 4.9

Resumes often include the parts 
listed below, which are described 
in detail on the following pages:

1. Contact Information

2. Objective

3. Education

4. Work Experience

5. Special Skills

6. Professional Affiliations

7. Publications and Honors

8. References

Aggie Hicks 
67 Oaklawn Drive 

Greenville, ID 83626 
Phone: 208-555-6234 
abhicks@email.com 

 
¶
OBJECTIVE:  To obtain a nursing position that will utilize my compassion, education, and experience. 
¶
EDUCATION: B.S., Nursing, College of Southern Idaho  May 2018 
 High School Diploma, Greenville High School June 2014 
 Certified Nursing Assistant   
¶
WORK  
EXPERIENCE: Certified Nursing Assistant  2015 – Present 
 Greenville Nursing Home 
 Greenville, ID 83626  

• Vital sign monitoring 
• Care for personal hygiene of patients 
• Report patient observations 

¶
 Child Care Nanny 2014 – Present 
 Greenville Nanny Services 
 Greenville, ID 83626 

• Provide in-home child care for several families  
• Travel with families in need of nanny services 

¶
 Cashier 2014 – 2015 
 Hanover’s Grocery Store 
 Greenville, ID 83626 

• Managed cash receipts and returns from customers  
• Recorded daily transactions and balanced cash drawer 

¶
 Volunteer Candy Striper 2013 – 2015 
 Greenville Regional Hospital 
 Greenville, ID 83626 

• Delivered flowers and read books to patients 
• Transported discharged patients 

¶
SPECIAL 
SKILLS: Proficient in Microsoft Office, Bilingual in English and Spanish 
 
PROFESSIONAL 
AFFILIATIONS: American Nursing Association, Federal Nurses Association, HOSA 
¶¶
PUBLICATIONS/  Health Care Reform Article for The American Nurse January 2018 
HONORS: Nursing Student of the Year December 2017 
 
REFERENCES: Provided upon request. 
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Resume
Resumes can include a variety of information, but are most commonly used 
to document work experiences, education, licenses and certifications, and 
publications and awards. A resume should always represent accurate and 
truthful information. Do not fabricate education or work experiences in 
order to obtain an interview. Be honest when representing yourself. When 
composing a resume, include the following sections and review Figure 4.9 to 
see how each section is formatted.
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Contact Information

It is important to put your full name, address, telephone number, email 
address, and website or electronic professional profile (if you have one) on 
your resume so that employers know how to contact you. 

Contact information should remain professional at all times, especially 
with the email address and website. For example, an email address of 
surfcitydude@email.com is not appropriate. Use an email address that 
represents your name, such as abhicks@email.com. The same practice 
applies for websites. If you include a link to a website or electronic profile 
that houses professional information, be sure the URL is appropriate 
and professional.

Objective

The objective is a simple sentence stating the applicant’s qualifications 
and the goal for pursuing employment. Including an objective statement 
is optional. Review the job requirements and assess whether or not 
including an objective for the position you are applying for is appropriate. 
An example of an objective is as follows:

Software engineer with 25 years of experience seeking manager position 
with technology firm.

Education

The education section of a resume allows you to document schools you 
have attended, such as high schools, colleges, or technical schools. The 
education section should also list any licenses and certifications you 
have earned. Recall that certification means to have an official document 
recognizing an individual’s qualifications and that a license is a document 
provided by a competent authority granting permission to engage in a 
business or occupation. For example, if you are interested in becoming a 
teacher, the occupation requires a license in order to obtain employment.

When organizing your education experience, list each item in the most 
recent order and include the date of graduation, degree earned, and the 
name of the degree-granting institution. An example of education and 
certification listings can be found in Figure 4.9.

Work Experience

The work experience section of a resume should list your work history, 
including the name of employer; dates of employment; job title; and job 
responsibilities, accomplishments, and noteworthy skills you applied. Each 
job experience should be listed in chronological order, which means to 
arrange your list with the most recent job experience first.
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Your work history will be of utmost interest to potential employers because 
it showcases your abilities to successfully perform the job you are applying 
for. To align your work experience with the position you are seeking, it 
is helpful to write this section using similar language from a job posting 
or advertisement. Employers often receive hundreds of resumes for one 
position, so using the same words and phrases that an employer is looking 
for will help reviewers easily scan your resume to determine if you would 
be a good interview candidate.

For example, if a job advertisement states that an employer is looking 
for an individual who is a critical thinker and problem solver, using the 
keywords “critical thinking” and “problem solving” on your resume 
would be beneficial. Review Figure 4.9 for an example of how to arrange 
work experience.

Publications and Honors

Employers value individuals who bring a well-rounded perspective to a 
job. Candidates that have been honored with awards or published works 
demonstrate community service that extends beyond education and 
work environments. If you have received any awards or honors, or have 
publications relevant to the position you are applying for, list each item in 
this section in chronological order.

Professional Affiliations

If you belong to any professional organizations that are connected with the 
job you are applying for, list them in a section at the end of your resume. 
By participating in industry-specific organizations, you demonstrate to an 
employer that you are active in your career and in ongoing learning.

Special Skills and Interests

This section allows you to list or expand upon your skills, interests, and 
abilities. Make sure the skills you mention are relevant to the position 
you are seeking. For instance, if you are a computer programmer, list the 
programming languages, software, platforms, and other information 
technology skills and interests you possess that would be useful for the job.

References

Here, you can indicate that references are available with the text “Provided 
upon request.” In most cases, a detailed listing of references does not 
belong on a resume. Employers don’t have time to contact every single 
candidate’s references; in general, they may not request references until 
after the final in-person interview or near the end of the hiring process.
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Cover Letter
Cover letters—also known as letters of interest—are often sent with a 
resume to provide background information about yourself and your 
qualifications to a potential employer. Depending on how you are applying 
for a job, you may compose a cover letter in a word processing program, 
print it, and mail it or compose copy in an email with your resume sent as an 
attachment. Figure 4.10 shows an example cover letter that will be printed 
and mailed with a resume. Regardless of which format you create your 
cover letter in, it must follow a logical organizational structure and include 
introduction, body, and conclusion paragraphs.

FIGURE 4.10

Cover letters include the 
parts listed below, which 
are described in detail on 
the following page:

1. Introduction

2. Body

3. Conclusion
67 Oaklawn Drive
Greenville, ID 83626
May 1, 2018
¶
¶
¶
Ms. Barbara Burns
Director of Human Resources
South County Hospital 
301 North Main Street
Greenville, ID 83626
¶
Dear Ms. Burns:
¶
Enclosed please find my resumé for your consideration. I am applying for the opening of an 
entry-level nurse that was advertised in the Greenville Times on April 30. I know from reading 
your mission statement and philosophy that South County Hospital is committed to staffing 
nurses with clinical expertise. I believe my qualifications and experience are what you are 
looking for. 
¶
In addition to recently graduating from the College of Southern Idaho with a Bachelor's Degree 
in Nursing, I have been working as a Certified Nurse Assistant for the past three years. I have 
gained a tremendous understanding of the needs of patients, the pace of a health care provider,
and the demands of a nurse. The education I have received has prepared me for the critical 
thinking skills necessary for this job. I believe this is evident in the most recent award I have 
received: Nursing Student of the Year in December 2017.
¶
I would appreciate an opportunity to discuss how I can contribute to the nursing staff at South 
County Hospital, and I look forward to hearing from you to schedule an interview. Thank you for 
taking the time to review my resumé. 
¶
Sincerely,
¶
¶
¶
Aggie Hicks
¶
Enclosure
 

1

2

3
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Introduction

The introduction is the first piece an employer will read about you and 
make an assessment of whether or not you are a good fit for an interview. 
As such, be clear in your communication about why you are applying for 
the job and where you learned about the position. If, for example, your 
teacher referred you to the job opening because he knows a manager at 
the organization, mention the name of the person who referred you.

Body

The body of a cover letter is the longest section and should be written 
in several paragraphs. However, be mindful not to compose a cover 
letter that exceeds one page. Employers review hundreds of cover letters 
and lengthy ones will go unread. Keep your writing succinct, clear, and 
filled with strong word choices that demonstrate your abilities, why you 
would be an excellent candidate for the job, and how your skills will help 
the organization.

Do not simply repeat the information in the resume. Your resume will 
be included along with the cover letter, so treat them as two separate 
opportunities to persuade the reader to contact you for an interview. 
Mention the top highlights of your qualifications—including licenses, 
certifications, or work samples—and do your best to convince the 
employer that you are the right person for the position. Do not assume 
that resume reviewers will know why you are the right person—it is your 
responsibility to convince them of it in the cover letter.

Conclusion

It is not necessary to summarize the cover letter in the conclusion. 
Rather, use the conclusion paragraph as an opportunity to create a call 
to action for the employer to contact you for an interview. Make it clear 
that you would like to request an interview and that you will follow up on 
communication after time passes.
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Employment Portfolio
While resumes and cover letters are the most common types of documents 
you will create for employment, you may also create a portfolio. An 
employment portfolio is a collection of work samples. For example, an 
individual applying for a teaching position would benefit from having a 
portfolio consisting of lesson plans, student activities, and experiences 
working with children. A portfolio can be a flexible medium for displaying 
your qualifications. For instance, some candidates create an electronic 
professional profile that serves a similar function to a resume while other 
candidates maintain a print portfolio housing work samples.

Read a job advertisement carefully and assess whether a portfolio is 
expected or desired. It is wise to gather work samples as you complete them 
so that your portfolio can build over time. Planning ahead and collecting the 
work you want to display in your portfolio will help you be prepared when 
an employer requests you submit one in addition to your resume.

Finding Employment
When seeking employment, it is beneficial to research the fields that interest you. 
For example, if you want to work with flowers, do you want to work at a florist shop 
or a greenhouse? Each provides a different experience. Researching what each 
experience will be like will help you assess which type of job to further investigate.

After determining the type of job experience you are seeking, the next step in 
finding employment is to research job openings. One of the most successful ways 
to find the right employment is through the strategy of word of mouth. Identify 
sources that can help you find employment. For example, if you make it known to 
your friends and family what you are looking for, they may know someone who 
can help. This process is called networking, and it is the cultivation of productive 
relationships for employment or business. 

Tech Tools

When searching and applying for a job, an employment portfolio can be a great asset in differentiating 
yourself from other job applicants. An online employment portfolio can be created easily by using 
website builders that offer free templates, such as Wix.com and Weebly.com. Minimal to no HTML or 
coding experience is needed to create a professional, well-designed portfolio that can house all of your 
work samples, resume, and visual items related to your career quest.
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The benefit of networking is that it can help you find employment for any type of 
situation, whether seeking a summer job or full-time career placement. By utilizing 
networking, you will benefit from greater exposure to more job opportunities that 
may not yet be posted publicly. Additionally, networking may help you achieve 
a personal recommendation for a job. For example, if you network with a family 
friend who shares with you an upcoming job opportunity at his company, he may 
be able to recommend you for the position. 

One of the challenges with networking is determining how to meet and connect 
with people that may be able to help you but that you do not yet know. Family 
and friends can be a helpful first place to start, but expanding your networking 
to greater professional circles is beneficial. For instance, attending in-person 
networking events in your area is one way to connect with local professionals. 
Career and technical student organizations, such as Business Professionals of 
America and DECA, provide ample opportunities to converse, interact, and connect 
with a broader professional network. 

Effective networking does not have to occur only in person. A common online 
tool used by professionals for networking is LinkedIn. LinkedIn is a social platform 
strictly for professionals. Like in-person networking, the online platform allows 
individuals to exchange ideas, communicate on industry-specific news, and send 
and receive messages. It is not uncommon for an employer to search LinkedIn 
when filling an open position—both to locate potential talent and to review the 
information a potential job candidate may have listed on their LinkedIn profile, 
which serves in many ways as a modern-day resume. 

In addition to networking, you can also utilize online research. Many websites 
host thousands of available jobs for people to browse, such as Monster.com, 
Indeed.com, LinkedIn.com, and Snagajob.com. Visiting the US Department of 
Labor’s website will help you gather research on salaries, employment trends, 
and occupational duties. Be sure to review the Occupational Outlook Handbook 
provided by the Bureau of Labor Statistics. It provides comprehensive career 
information on duties, education and training, pay, and outlook for hundreds 
of occupations.

Networking groups can 
help you learn about 
job opportunities that 
may not be publicly 
posted. In-person and 
online groups exist 
to give professionals 
opportunities to 
network in convenient, 
productive ways.
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Once you conduct employment research and identify job openings, you must 
decide which job is the best fit. It is helpful to complete a job opportunity 
worksheet—shown in Figure 4.11—to evaluate the employment opportunities 
available to you.

Job Criteria Option 1

Cashier at Westview 
Grocery

Option 2

Barista at Red Raven 
Coffee Shop

Option 3

Office Assistant at 
McLane Accounting

How will I contribute 
value?

I will scan and bag items, 
handle money, and process 
credit card transactions.

I will provide excellent 
customer service as well 
as prepare and serve a 
variety of coffee drinks.

I will file and perform 
tasks for my coworkers 
while learning about daily 
accounting activities.

What opportunities are 
there for advancement?

Working as a cashier can 
be a stepping stone for 
other careers in retail.

There are few advancement 
opportunities, but 
management positions are 
possible.

None, but I could be 
offered a part-time or 
full-time position with 
the company later.

How do my 
qualifications, education, 
and experience match 
the job opening?

I am good with numbers 
and can balance the 
register easily.

I have no experience 
making different coffee 
drinks.

I am currently an 
accounting student with 
an interest in pursuing 
finance as a career.

How will the job help 
prepare me for future 
career goals?

It will give me experience 
working with and handling 
money, but not specifically 
with accounting.

It will give me experience 
with handling customers, 
but not specifically with 
accounting.

It will help build my 
resume by giving me 
experience with an actual 
accounting company.

FIGURE 4.11

Interviewing for Employment
When applying for a job, it is common practice to bring a copy of your resume 
and cover letter to the interview. Before attending an interview, conduct as much 
research as you can about the organization and individuals you will be meeting 
with. The more knowledgeable you are about the company, the better positioned 
you will be to answer questions.

A series of questions make up the majority of an employment interview. You may 
also receive a brief tour of the company or be introduced to other employees, but 
most commonly your meeting will consist of questions an employer will ask you 
to determine your qualifications and skills. See Figure 4.12 for common interview 
questions you should prepare answers for, as well as questions you should prepare 
to ask an employer.
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You may also be asked to answer hypothetical questions, which challenge you 
to think about how you would respond in a certain situation. For example, 
“how would you resolve a conflict?” Hypothetical questions can also be obscure 
and seemingly unrelated to the job—employers may use them to gauge the 
personality and choices of a potential applicant. For example, “how would you 
go about washing your car?” In this hypothetical question, an employer may be 
interested in assessing if you are the type of person who goes through a car wash 
or gets a bucket and rag and washes your car yourself.

In addition to questions, you may be asked statements to elaborate on, such as 
“tell us about your past work experiences” or “describe a time you made a mistake 
and how you handled it.” When formulating answers to questions and statements, 
maintain a positive approach and use positive language. For instance, if you 
describe a mistake you made, turning a negative into a positive shows your ability 
to problem solve.

Making a negative statement:

I was so distracted with other work that I completely forgot to hand out 
meeting notes after our annual sales meeting.

Turning a negative into a positive:

It was my responsibility to distribute meeting notes after our annual sales 
meeting. I was focused on designing a new brochure with tons of great content 
when I realized everyone had left for the day. So I typed up the notes and 
emailed them to my colleagues to ensure they would have them in their inbox 
first thing the next morning. 

FIGURE 4.12

Organizations will likely ask you several 
common interview questions.

It is also in your best interest to prepare 
questions to ask an employer.

 z What are your strengths and weaknesses?

 z Why are you applying for this position?

 z Where do you see yourself in two years? 
Five years?

 z What makes you the right person for this 
job?

 z Why do you want to work at this company?

 z When do you expect to fill the position?

 z What are the expectations and duties of 
this job?

 z What opportunities are there for 
continued education?

 z What are important company policies that 
I should be aware of?
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While you can expect to field many questions about your skills, accomplishments, 
and long-term goals, an interviewer should never ask you questions that go against 
federal employment laws. It is illegal for an organization to ask you about your 
gender, marital and family status, religious affiliations, and age (unless a minimum 
age requirement is part of the job). The following questions should never be asked 
of you during an interview. If an interviewer asks you such questions, he or she is 
violating federal law and it is your right as the interviewee to decline answering 
personal questions.

 z How old are you?

 z Do you have children?

 z Are you pregnant?

 z Are you married?

 z What religion do you practice?

 z What gender do you identify with?

After completing an interview, follow up by sending a thank you note. While many 
interviewees compose thank you notes using electronic communications such as 
email, sending a handwritten thank you card can be a powerful way to stand out 
among other applicants since the art of letter writing is a waning trend.

In your thank you message, remind the reader of your interview and thank the 
individual for taking the time to meet with you. Show your enthusiasm for the job 
and that you look forward to hearing from the organization soon. If several weeks 
pass after your interview and you have not been contacted, it is appropriate to 
send an additional follow up message; however, avoid being short or impatient. It 
takes organizations—especially large ones—time to review all applicants, make a 
hiring decision, and follow-up with candidates. Be patient and pleasantly polite in 
your follow up messages.

Negotiating Employment
If you are offered a job after an interview, you may need to demonstrate how 
to negotiate employment conditions or compensation. For example, some jobs 
may indicate that a salary is dependent upon work experience. This means there 
is some flexibility in what income may be offered to you. In such a case, you may 
consider negotiating to get the compensation that you feel is commensurate 
with your education, work experience, and skills. Likewise, if a job you are offered 
will require you to commute long distances, you may consider negotiating an 
employment condition that you are able to work from home one day per week 
or month.

Thank You
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When negotiating for employment conditions or compensation, below are several 
tips to utilize:

Listen before responding.

Let the employer speak first and make an offer. Listen attentively to 
employment conditions before responding.

Do your research.

It is not enough to simply say you want a higher income or more vacation 
days. You must be able to ground your assertions in researched facts. 
Coming unprepared to an employment negotiation will leave you 
unsuccessful in reaching your goal.

Counter the offer.

Use your prepared research to counter the employer’s offer. Be clear with 
your requests, provide logical and supporting facts, and be prepared to 
answer questions the employer may have.

Be willing to compromise.

If you and your potential employer are proposing different employment 
conditions or compensation, try to meet in the middle with a compromise 
so that both parties are validated in their requests.

Resolving Conflict
Once you are employed, you will likely be working closely with others. Sometimes 
collaborating within a team requires managing conflicts. Although conflict is often 
associated as negative, it can lead to positive outcomes when disagreements 
are handled appropriately. Conflict can bring about new ideas on a topic or help 
solve a problem. However, effective conflict can transition to negativity when 
aggression transpires. In this instance, conflict resolution is needed to manage the 
disagreement. 

Conflict resolution refers to the process of managing disagreements within 
a group to ensure productivity can continue. It essentially outlines the steps to 
resolve an employee issue with an employer, an employer issue with an employee, 
and an employee issue with another employee.

Identifying solutions begins by demonstrating correct responses to passive, 
assertive, and aggressive behaviors. Passive behavior in a conflict is when an 
individual does not engage or act. For example, if two group members begin 
arguing and a third member observes without participating, he is exercising 
passive behavior. 
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Assertive behavior can be seen when an individual acts to solve the conflict in a 
respectful way. If the passive observer interjects harmony into the argument by 
facilitating the two group members, he has just moved into an assertive role. 

Aggressive behavior does not take into consideration others’ feelings; it is a 
disrespectful way of coping with conflict. For example, if the passive observer 
leaped out of his seat and began shouting at his coworkers while slamming his fists 
on the table, his behavior would be considered aggressive. 

To work successfully with others in a job, managing conflicts is easier when 
following a process. There are different conflict resolution steps group members 
may follow when conflict arises. A common model can be seen in Figure 4.13.

FIGURE 4.13

Conflict Resolution Model

1 Identify the problem 
resulting in conflict. 3

Evaluate each solution 
option and weigh 
the positives and 
negatives of each.

5
Implement the 
solution and assess 
your success in 
resolving the conflict.

6
If conflict continues, 
reassess if you 
identified the correct 
problem.

4
Build group consensus 
on which solution 
would best resolve 
conflict.

2
Brainstorm solutions 
to the problem by 
actively listening to all 
group members.
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Go Figure

Math is an effective tool to use when quantifying your job opportunities. Comparing salary 
and hourly career opportunities using mathematical data will help you analyze your available 
choices and make an informed career decision. Mathematical data that is helpful to explore when 
researching career incomes includes the following:

Mean: the average of numbers in a set
Median: the middle number in a set
Mode: the number that appears most often in a set
Range: the difference between the lowest and highest number in a set
Outliers: a number that is either much larger or smaller than others in a set

The median is often the benchmark for evaluating salary in a given career. The median can also 
be expressed as the 50th percentile, meaning that half of all salaries fall below that number and 
half fall above it.

To see how mathematical data applies to career decisions, review the example below of the salaries 
versus hourly wages of machinists.

A machinist operates a variety of machine tools to produce precision parts and instruments. 
Machinists have working knowledge of mathematics, mechanics, metal properties, and 
machining procedures. National estimates for this occupation include the following:

Percentile 10% 25% 50% 
(Median)

75% 90%

Hourly Wage $12.45 $15.72 $20.05 $25.09 $30.09

Annual Salary $25,900 $32,710 $41,700 $52,190 $62,590

If you were contemplating becoming a machinist you can compare, based on the table above, 
that the median annual salary is $41,700 and that the range is $36,690. Equipped with this 
information, you could make an informed decision about whether the annual salary aligns with 
your financial values and goals.

Your Turn

Now think of an industry in which you are interested in working and use the Bureau of Labor 
Statistics website to research and compare salaries in your chosen career. What data can you find 
to help you decide about whether a career fits financially with your long-term goals?
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In this chapter, you learned about educational, training, and career opportunities. You compared 
costs associated with educational choices and factors in choosing a career. Additionally, preparing 
for employment requires creating professional documents, including a resume and cover letter. 
Learning how to negotiate employment terms and resolve conflict are both important factors to 
master once you achieve employment.

Instructions
Demonstrate your knowledge of this chapter 
by completing the following review activities.

Note: If you do not have access to the eText 
of this book, Chapter Review worksheets 
should be provided by your instructor.

Define Key Terms 
Apply your knowledge of the chapter 
reading by defining key vocabulary terms.

Test Your Knowledge
Test your knowledge of the chapter reading 
by answering short answer questions.

Read and Write
Review Dollar Dilemmas about Jamie who is 
contemplating embellishing his credentials 
for a job. Apply what you have learned by 
writing an essay about what you would do if 
you were Jamie.

Listen and Speak
Apply your knowledge of the chapter by 
preparing potential job interview questions.

Create and Design
Use what you have learned in this chapter 
to create a resume.
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Key Terms

banknote 
bonus
Bureau of Engraving and 

Printing 
business profit
buying power
capital gain
cash 
check 
coin 
commission
credit 
credit card 
cryptocurrency 
currency
debit card
debt
direct deposit 
dividend
electronic funds transfer 
Federal Reserve System 
financial exchange 
government bond 
inflation
inheritance
interest
minimum wage 
overtime pay 
paper money 
principal
rent
salary 
security
self-employment 
Series EE Bond 
Series I Bond
store of value 
tip
transfer payment
treasury bill 
treasury bond
treasury note
unearned income
unit of measure 
United States Department 

of Treasury 
United States Mint   
wage

Forms of Financial 
Exchange
Once you explore career opportunities and sources of income, it is 
important to understand the purpose and function of money so 
you can spend your income wisely. With various financial exchange 
forms available, such as cash, credit cards, and debit cards, you 
will be faced with daily choices about how you use money. Being 
informed will enable you to make sound decisions.

Objectives
After reading this chapter, you will be able to:

 ; Identify functions of money

 ; Explain forms of financial exchange

 ; Describe sources of income

Chapter 5  
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Functions of Money
As a consumer, you make a series of financial decisions every day. For example, should 
you put gas in your car? Will you pay for the gas with a credit card at the pump or 
go inside and pay with cash? Will you use change to purchase a drink while you are 
waiting for your gas tank to fill up? These endless financial decisions often occur 
intuitively—many people do not give much thought to the day-to-day ways in which 
money functions to support our needs and wants.

However, identifying the functions of money will help you to gain a broader 
perspective on how you can make sound personal financial decisions. There are three 
primary functions of money to be aware of, each of which is explored thoroughly in 
the sections that follow: financial exchange, store of value, and unit of measure.

Financial Exchange
The most important function of money is that it is the primary tool we use 
for financial exchange. Financial exchange, often referred to as medium of 
exchange, is the transfer of money between individuals or businesses. Money—
also known as currency—is commonly accepted in exchange for goods and 
services and is recognized as representing a standard of value. When you purchase 
groceries, pay for movie tickets, or deposit money you received in your paycheck, 
you are relying on currency to conduct a financial exchange.

There are various types of currency representing standards of value, including 
paper money, coins, banknotes, government bonds, and treasury notes.
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Paper Money
Paper money is currency that consists of government notes and banknotes. 
A banknote is a piece of paper currency issued by a country’s central bank. 

Paper money is one of the most common mediums of exchange in daily 
financial transactions. In the United States, paper money includes bills in 
denominations of $1, $2, $5, $10, $20, $50, and $100.

Example

Joan wants to purchase a pair of shoes from a retail store for $40. She pays 
the retailer two $20 bills in exchange for the shoes.

Coins
Coins are a flat piece of metal issued by a governmental authority as money. 
Used alongside paper money, coins are also a common medium of exchange 
in daily financial transactions.

Denominations of coins in the United States include 1¢ (penny), 5¢ (nickel), 
10¢ (dime), 25¢ (quarter), 50¢ (half dollar), and $1 (dollar coin).

Example

Nate decides to purchase a pack of gum on his way home from work for 
95¢. He pays the retailer three quarters and two dimes in exchange for 
the gum.

Government Bonds
Government bonds are interest-bearing certificates of public or private 
indebtedness. Their function is to help support government spending 
while providing low-risk savings for individuals who purchase one. 
Formerly, bonds were widely available at financial institutions. However, 
they are now only issued electronically through TreasuryDirect, the US 
Department of the Treasury’s portal for buying and redeeming securities 
(treasurydirect.gov).

There are two primary types of government savings bonds: Series EE Bonds 
and Series I Bonds. Series EE Bonds can be purchased for a minimum of $25 
and maximum of $10,000 per calendar year. This type of bond pays interest 
for up to 30 years. Like Series EE Bonds, Series I Bonds can be purchased for 
a minimum of $25 and maximum of $10,000.
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The primary difference between the two bonds is that Series I Bonds earn 
interest while helping protect against inflation, which is a general increase 
in prices and fall in the purchasing value of money. In short, inflation 
represents the increase in the price of goods and services.

Example

Alex decides that rather than buying his niece a toy for her birthday he will 
gift her a $50 Series EE Bond so that it can earn her additional money over 
time. To purchase the bond, he creates an account at TreasuryDirect.

Treasury Notes
Treasury notes are a type of US government bond. They can be short-term, 
such as one year, or long-term, such as ten years. Treasury notes are typically 
sold in increments of $100 and there is a minimum purchase of $100. 

In addition to treasury notes, treasury bills and treasury bonds are also 
available. Treasury bills offer terms ranging from a few days to 52 weeks 
and are sold at a discount from the face value. For example, you could 
purchase a $100 treasury bill but only pay $90. Treasury bonds provide a 
fixed rate of interest every six months and typically last 30 years.

Treasury notes, bills, and bonds are only issued electronically and are 
purchased through government auctions.

Example

Michelle already has a good start on investing for her future, but she is 
looking to diversify her investments so she decides to purchase $3,000 
in treasury notes in addition to her contributions to other investment 
accounts.

While consumers tend to use paper money currency and coins for routine 
expenditures, US government securities and bonds are often used for investment 
purposes. A security refers to an instrument of investment. Securities include 
assets such as government bonds, treasury notes, and stocks. By investing in a 
government security or bond, you are lending money to the federal government. 
The reason many consumers purchase government securities is because they are 
backed by the federal government, which makes them a safer place to store money 
than other, riskier investment options. 
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Store of Value
The second function of money is to serve as a store of value. Store of value refers 
to the fact that money is an asset that holds its value over time and can be used 
for future transactions. To understand how money is an effective store of value, 
imagine for a moment what the world would look like if we used a perishable item 
as a store of value instead of money. 

For instance, what would happen if rather than exchanging money for goods and 
services, we exchanged milk? If Hannah purchases a purse from a retailer and pays 
for it with one gallon of milk, how would the retailer store the value? After just a 
week or two, the milk would become spoiled, lose its value, and become unusable 
if not consumed—the retailer that accepted Hannah’s payment of milk either has 
to consume the value immediately or lose the value to spoilage. 

Money, on the other hand, allows us to store value over long periods of time. 
Money you put into your bank account today will not “spoil” tomorrow and may 
even increase in value due to interest. The function of money as a store of value is 
also effective because the world recognizes it as valuable. If one country were to 
deem milk a store of value while another country used money, how would global 
financial exchanges be possible? By using money as the primary store of value 
worldwide, financial transactions can seamlessly take place locally, nationally, and 
internationally. 

Money is used as a primary store of value because it possesses several important 
characteristics, as shown in Figure 5.1.

Ease of use Money is not only easy to carry, but it is also durable. Think of how many times a single 
dollar bill gets passed from hand to hand, traveling from person to person or business 
to business. A store of value must be strong and long lasting to prevail.

Reliable A store of value must be reliably stable through long periods of time for it to be 
accepted as a common tool for financial exchange. Money has maintained consistent 
value over time, making it an effective form of financial exchange.

Flexible Money works well as a store of value because it can be divided into many different 
increments. For example, larger units such as $100 can be divided into many variations 
of smaller units such as $50s, $20s, $10s, $5s, and $1s.

Accepted Money is widely accepted by the general population, which is a necessary 
characteristic to serve as a primary store of value.

FIGURE 5.1
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as Matt is offered a new job as a sales engineer, and he is in the process of evaluating the 
employment opportunity to determine whether or not he should leave his current 
position to accept the job. He currently earns a salary of $50,000, and his employer 
provides him with additional sources of income in the form of benefits. These benefits 
primarily include health insurance, excluding dental and vision, and a retirement plan. 
He also receives one week each of paid vacation and sick leave every year. The location 
of his current job is more convenient, but he likes the opportunities for professional 
growth that seem available at the new company.

The new job he is considering provides $45,000 as an annual salary, plus the following 
non-monetary benefits:

• Health insurance
• Dental insurance
• Vision insurance

• Retirement plan
• Onsite childcare
• Company car

• Three weeks paid time 
off for sickness or 
vacation

If you were in Matt’s position, would you leave your current position to accept 
the new job? Help Matt determine the best course of action to increase his 
sources of income by utilizing the rational decision-making process. Remember 
that the decision-making process involves five distinct steps: (1) stating the 
problem, (2) gathering information, (3) evaluating the options, (4) making a 
decision, and (5) implementing the decision.
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Unit of Measure
The final function of money is to provide a unit of measure. Unit of measure 
represents the common value amount of goods and services. For example, bill and 
coin denominations are units of measure—and they serve to indicate the value of a 
good or service. For instance, if you are interested in purchasing a new vehicle, the 
cost of the vehicle will be displayed in a dollar amount. The specified dollar amount 
is a unit of measure representing the value of the car for sale.

An understanding of unit of measure is helpful in making financial decisions. This is 
because both sellers and buyers need to know what the common value of a good 
or service is to complete a successful financial transaction. For example, let’s revisit 
milk as a store of value. 

If a seller lists a vehicle you are interested in purchasing for $9,499, then the unit of 
measure is money. If you make an offer to pay the seller in quantities of milk instead 
of money, your unit of measure does not coincide with the seller and the outcome 
will likely be a nonfunctioning transaction. 

In short, unit of measure provides a common tool to measure the value of goods 
and services used in financial exchanges. It provides a necessary structure to 
promote stable financial exchanges.  
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Who Regulates the Functions of Money?
The functions of money are not arbitrary—rather, they are factors established and 
maintained by governmental authorities with the purpose of providing economic 
prosperity for all. There are a number of governmental agencies that play a role 
in the creation, circulation, and management of mediums of financial exchange. 
Government agencies you may encounter throughout the course of your financial 
life include the following:

United States Department of Treasury
The United States Department of Treasury promotes economic 
success by providing financial security in the United States. The US financial 
infrastructure is dependent upon the US Department of Treasury because 
the agency serves in multiple capacities to promote economic growth.

United States Mint
The United States Mint produces coins used for circulation. They do not, 
however, print paper money. The Bureau of Engraving and Printing is 
responsible for that function.

Federal Reserve System
The Federal Reserve System is the central bank of the United States. Its 
primary function is to regulate and stabilize the financial system. Refer to 
Chapter 7 Economics of Earning for more information on how economies 
are regulated.
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Forms of Financial Exchange
Having awareness of the functions of money is important on your personal financial 
path, but understanding forms of financial exchange is equally vital. In fact, forms of 
financial exchange can dramatically influence personal financial outcomes because 
each form comes with its own unique set of characteristics. There are four fundamental 
forms of financial exchange, some of which you may already be using in your daily life: 
cash, credit cards, debit cards, and electronic funds transfers.

Cash
Cash refers to currency that is paper money. Cash remains one of the most 
common forms of financial exchange, especially for daily expenditures. Whether 
purchasing a cup of coffee, eating at a restaurant with friends, or buying a new 
article of clothing, cash is an accessible form of financial exchange enabling the 
purchase of goods and services. 

However, with the rise of other forms of financial exchange—namely credit cards, 
debit cards, and electronic funds transfers—some people opt to limit the amount 
of cash they carry on hand. For instance, consumers may cite convenience, ease of 
use, and protection against theft as reasons that other forms of financial exchanges 
are favored more than cash. For additional information on the intricacies of cash, 
review Chapter 13 Cash Management Tools.

Credit Cards
To understand the functions of a credit card, you first need to know the purpose 
of credit. Credit refers to money that a financial institution or business will 
allow someone to use to obtain goods or services before payment, with the 
understanding that the money will be paid back in the future. 

For example, if you need to pay your car insurance bill but you are short on cash 
this month, you could make the choice to charge what you owe to a credit card. A 
credit card allows the cardholder to use funds from a credit card company up to a 
certain limit and with specific rules for paying back the money. The debt, or money 
owed, needs to be paid back according to the terms of the credit card. 

One of the most essential elements to consider when using a credit card as a form 
of financial exchange is to use your card responsibly. Because the money borrowed 
is treated as a debt, it is important to pay your credit card bills on time and, if 
possible, with payment in full. For a comprehensive discussion on credit and credit 
cards, refer to Chapter 14 Credit and Borrowing.
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Will forms of financial exchange change as more complex digital technologies become available? Some 
consumers would argue that it already has. In fact, cryptocurrency, which first made an appearance 
in 2009 with Bitcoin, is rapidly growing in popularity. Cryptocurrency is digital currency that is not 
regulated by any central authority and allows individuals to exchange funds with anonymity.

Advocates for cryptocurrency see the decentralization of financial exchanges as an advantage. They 
also see cryptocurrency as a disruptive technology with plenty of benefits that are not yet realized. 
But as cryptocurrency continues to evolve, skeptics are concerned not just about the lack of regulatory 
control, but also of the dangers for potential cyber crime. Because transactions are anonymous, this 
form of financial exchange is often used for illegal actions such as money laundering.

Did You 
Know?

The largest denomination 
of currency ever printed by 
the Bureau of Engraving 
and Printing was the 
$100,000 Series 1934 Gold 
Certificate featuring the 
portrait of President Wilson. 
These notes were printed 
from December 18, 1934, 
through January 9, 1935. 
The notes were used only 
for official transactions 
between Federal Reserve 
Banks and were not 
circulated among the 
general public.

Source: 
treasury.gov
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Debit Cards
Debit cards look like credit cards, but they function much differently. With a debit 
card, money is deducted directly from a consumer’s checking account when a 
purchase is made. Prior to debit cards, many people used checks to exchange 
funds in this way. 

A check is a written, legal document that orders your bank to pay a sum of money 
out of your account to a specified person or business. Although most people use 
debit cards, according to the Federal Reserve nearly 18 million checks clear through 
the banking system each year. For additional information on how debit cards and 
checks function, refer to Chapter 13.

Electronic Funds Transfers
Electronic funds transfer operates as the name implies—it is the transfer of 
funds from one financial account to another. Electronic funds transfers can include 
moving money between different bank accounts or transferring funds from your 
bank account to pay a bill. 

A common type of electronic funds transfer is direct deposit. Direct deposit is a 
method of payment in which money is transferred to the payee’s account without 
the use of checks or cash. When employees receive pay for services rendered, they 
may receive the funds via direct deposit into their bank accounts. To see additional 
examples of how electronic funds transfers are used, refer to Chapter 13.
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Appraisers and Assessors of Real Estate
Financial exchanges involving goods and services must use a unit of measure so that 
all parties agree on value. The job of an appraiser—also referred to as an assessor of 
real estate—is to determine the unit of measure of property, land, and buildings. The 
purpose for doing so is to place a value on the property in order to be sold, bought, 
taxed, developed, insured, or mortgaged.

It is common for an appraiser to focus on one particular type of property as a 
specialization. For example, there are commercial appraisers that spend their time 
exclusively valuing properties such as retail stores and office buildings. There are also 
residential appraisers who devote their time to appraising homes that people live in.

Most certified appraiser jobs require a bachelor’s degree in a subject related to 
economics and finance. Once a job is obtained, the average annual salary for an 
appraiser is slightly greater than $50,000.

bls.govSource: 

Did You 
Know?

The job with the highest 
source of income in 
the United States is 
anesthesiologists, who 
earn a median annual pay 
of $269,600. Surgeons 
come in a close second, 
earning a median annual 
pay of $252,910.

Source:
statista.com
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Financial Decision Making with 
Forms of Financial Exchange

Understanding the forms of financial exchange—cash, credit card, debit card, and 
electronic funds transfer—is critical in supporting rational personal finance decisions. 
You will face a variety of financial dilemmas throughout your life for which you will 
have to determine an appropriate form of financial exchange to use. 

For example, when you go to the store to purchase groceries, will you choose 
to pay for your goods in cash or with a credit card? When your smartphone bill 
arrives, will you set up automatic bill pay using your debit card or will you visit your 
telecommunications store and pay the bill in person using cash? Decisions such as 
these will appear over and over again throughout your life—some big, some small—
but each plays a critical role in ensuring you make sound decisions that support your 
long-term financial goals.  

The best course of action to take to maintain a healthy financial life is to apply 
the decision-making model you learned about in Chapter 3. Recall that a rational 
decision-making process consists of five key steps. Developing good decision-making 
skills will allow you to choose between two forms of financial exchange effectively 
and efficiently.
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Let’s return to the scenario of a monthly smartphone bill that is due for payment in the 
near future. Outlined below is an example of how to use a rational decision-making 
process to determine the best form of financial exchange for the problem at hand.

Step 1: State the Problem
The problem is that you need to pay your smartphone bill, but you are not sure 
how you should pay it. Should you use your credit card, debit card, or cash? Should 
you set up an electronic funds transfer so that your bill is automatically paid the 
same time each month?

Step 2: Gather Information
You gather information about the forms of financial exchange. You determine 
that you have four options of financial exchange to choose from: cash, credit card, 
debit card, and electronic funds transfer.

Step 3: Evaluate the Options
You evaluate your options. You self-reflect that you don’t typically carry a great 
deal of cash, so visiting the telecommunications store in person and paying in 
cash probably is not going to be the most convenient option. You also note that 
your credit card has a relatively low limit and you typically use it only for one-time 
purchases rather than monthly payments. You do use your debit card frequently 
but just got a call from your bank stating that there may be fraudulent charges on 
your account. You review your other bills and note that almost half of them are 
currently set up via electronic funds transfer to autopay each date they are due.

Step 4: Make a Decision
You make the decision that setting up an electronic funds transfer to pay your 
monthly smartphone bill is in your best interest because it aligns with the form of 
financial exchange you are using for your other bills. It will also enable you to make 
the payments consistently, on time, and without fear of forgetting.

Step 5: Implement the Decision
You implement your decision by enrolling in your telecommunications store’s 
online autopay system and designate your bill to be paid at the same time 
each month.

In this example, the form of financial exchange played a prominent role in the best 
decision based on evaluating all of the options. As you continue to work toward your 
personal finance goals, remember to keep in mind the rational decision-making 
process when selecting the most effective form of financial exchange. Not every 
situation will demand an identical approach to choosing a form of financial exchange, 
so it is important to familiarize yourself with the decision-making model and practice 
implementing it when faced with multiple choices.
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Sources of Income
One of the most significant types of financial exchange you will experience in your life 
is income. It is important to differentiate between income and wealth to understand 
how money is exchanged. Recall from Chapter 2 that your personal income is the 
amount of money received from earnings from a job or business, an allowance, gifts, 
interest on savings, or proceeds from selling items you don’t need anymore. Whereas 
income is the amount of money you earn, wealth consists of accumulated assets that 
represent positive net worth—which is adding up the value of all of your assets and 
subtracting your liabilities. Your sources of income may lead to your overall wealth by 
helping you accumulate assets over time, but they do not inherently represent wealth 
as a principle.

Once you differentiate between income and wealth, you can form a greater 
understanding of how varying sources of income represent financial exchanges.  
Figure 5.2 provides an overview of the different sources of income you may encounter 
in your working life.

Wages, Salaries, and Commissions
When you work for an employer, your primary source of personal income will come 
from a wage or salary. Wage refers to the payment of money for labor or services, 
usually according to a contract and on an hourly, daily, or piecework basis. When 
a wage is considered piecework, it means that the rate is calculated based on the 
number of goods or services produced. For instance, an employee at a carpet 
cleaning company may get paid based on the number of carpeted rooms cleaned 
within a set timeframe rather than the number of hours it takes to clean the rooms. 

Some jobs that warrant a wage may receive a tip, also referred to as gratuity, 
which is money given on top of the wage. A retail salesperson, for example, will 
earn a wage for services rendered but a waiter will earn an hourly wage plus tips 
from customers.

Sources of Income Business 
Profits

Commissions TipsInheritance 
and Gifts Wages Salaries

Rent Interest

Bonus

BenefitsCapital Gains Dividends Investments

Transfer 
Payments

FIGURE 5.2
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Tips provide consumers with a way to reward excellent customer service. For 
instance, if you dine at a local restaurant and your waitress exceeds your expectations 
by attentively refilling your water glass, delivering food at a timely rate, and 
maintaining a pleasant attitude, you may choose to leave a substantial tip in addition 
to paying the bill. In most cases, depending on the establishment’s protocols, the tip 
wage will go directly to the employee. In some cases, however, establishments may 
pool tips and divide them equally among employees at the end of a service shift.

Minimum wage is a wage fixed by legal authority or by contract as the least that 
may be paid either to employed persons generally or to a particular category of 
employed persons. The Fair Labor Standards Act (FLSA) establishes minimum 
wage, overtime pay, recordkeeping, and youth employment standards affecting 
employees in the private sector and in federal, state, and local governments.

Although a federal minimum wage is set in the United States, some states may 
elect to establish their own minimum wage rate. If you take a minimum wage 
job in a state that has a higher wage than the federal wage, you will receive the 
higher wage between the two. Examples of jobs that typically earn minimum wage 
include restaurant workers, dishwashers, food preparers, home care aides, cleaners, 
and cashiers at retail stores.

In addition to regulating minimum wage, FLSA also regulates overtime pay. 
Overtime pay is when an employee receives additional pay at one and one-half 
times the regular rate of pay for work that exceeded the typical 40-hour workweek. 
An example of how overtime pay can increase overall wages is shown in Figure 5.3.

Regular wages 40 hours x $8.00 per hour = $320.00

Overtime rate of pay $8.00 per hour x 1.5 = $12.00 per hour

Overtime wages 6 hours x $12.00 per hour = $72.00

Total wages $320.00 + $72.00 = $392.00

FIGURE 5.3
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In 1979, the median weekly 
earnings of full-time 
wage and salary workers 
was $241. As of 2016, that 
number has increased to 
$832.

Source:
statista.com
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A salary is fixed compensation paid regularly for services. Salaried employees are 
not commonly paid overtime because the expectation is that they will devote the 
time needed to complete the job they have been hired to perform. An example of 
a salaried job is a full-time human resources manager.

If a human resources manager earns an annual salary of $50,000, he does not 
receive one payment totaling that number. Rather, he will earn the $50,000 in 
increments spread out throughout the year. Depending on his employer, the 
human resources manager may receive payments in one of the increments shown 
in Figure 5.4. For example, if the human resources manager receives his salary 
payments monthly then he would receive 12 payments of $4,166.66 ($50,000 salary 
divided by 12 months).

Monthly payments Once per month

Semimonthly payments Twice per month

Weekly payments Once per week

Biweekly payments Every other week

FIGURE 5.4

Depending on your employer’s preferred method of financial exchange, you may 
receive a wage or salary via check or electronic funds transfer. Some employers will 
give you an option of whether or not to set up direct deposit, but many employers 
now mandate that employees receive their salary and wages via direct deposit.

A commission is another source of income beyond wages and salaries. A commission 
represents a fee paid to an agent or employee for transacting a piece of business or 
performing a service. It typically presents itself as a percentage of the money received 
from a total paid to the agent responsible for the business. 

For example, a travel agent will earn a commission on an all-inclusive vacation 
package she sells to a client. Likewise, a car salesman may earn a commission 
on the cars he sells to customers. Money earned from jobs that are built on 
commissions tends to fluctuate month-to-month or year-to-year. The more sales a 
commissioned employee makes, the higher the income potential is. However, if a 
commissioned employee is unable to make sales, then his or her income suffers.

It is important to compare and understand wages, salaries, tips, and commissions 
because each represents a different type of financial exchange and source of 
income. Depending on the job you have, you may encounter one or more of these 
sources of personal income.

For Review Purposes Only

DBF_title


C
ha

pt
er

 5

Personal Financial Literacy     Unit 2 · Chapter 5 99

Within each, you may even encounter what is known as a bonus—money or an 
equivalent given in addition to an employee’s usual compensation. Bonuses are 
often given to employees as motivation for continued success. For example, if a car 
salesman exceeds his monthly sales goal, his employer may offer him a bonus as 
incentive to exceed his sales goals next month as well.

Business Profit
If you decide someday to start your own business and become self-employed 
rather than working for an employer, a source of personal income will likely come 
from business profit. Self-employment refers to earning income directly from 
one’s own business, trade, or profession rather than as a specified salary or wages 
from an employer.

Business profit is the financial gain calculated by the difference between the 
amount earned and the amount spent by a self-employed person operating 
a business. For example, Jonathon runs a small marketing company with one 
employee other than himself. This year his company earned $500,000 but spent 
$400,000. That leaves Jonathon with a business profit of $100,000. As the owner 
of the company, Jonathon can choose to use the business profit as a source of 
personal income or reinvest it back into his business. To learn more about factors 
affecting business profit, reference Chapter 7 Economics of Earning.

Benefits
Monetary and non-monetary employee benefits—in addition to wages and 
salaries—are often valued as sources of income because they increase an 
individual’s financial well-being. For instance, monetary benefits that exceed 
wages and salaries may include a bonus or annual raise set at an attractive percent 
increase. 

In Chapter 4, you learned that benefits are non-monetary compensation such as 
medical and dental benefits, life insurance, pension, company car, and paid time 
off for sickness or vacation. Each of these examples of employee benefits is a form 
of compensation because if an employee were to pay out of pocket for them, they 
would be extremely costly. 

For instance, Ross recently learned that he needs to get glasses. He visits a doctor, 
gets a prescription, and selects a pair of frames. If he does not use his medical 
insurance, the expense of each of these actions will cost him $1,200. However, 
because his employer provides comprehensive medical insurance that includes 
vision, he is not required to pay for the expenses with his own money.
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There are many benefits of participating in employer-sponsored retirement savings 
plans and healthcare savings plans. For instance, these plans enable workers 
to shift some current income to the future, often with tax advantages. If you 
contribute funds to an employer-sponsored retirement savings plan, you lower 
the amount of income you will need to pay taxes on. In Ross’s case, his healthcare 
savings plan benefits him by saving him income he would have otherwise spent. 
The money he did not have to spend on addressing his vision needs enables him 
to shift that income to a future purchase of something else he may need. Likewise, 
employees who participate in an employer-sponsored retirement fund shift their 
current income to the future by saving those wages for use when ready to leave 
the working world.

To best assess your sources of income as they relate to benefits, it is important to 
differentiate between required employer contributions and additional benefits that 
an employer might offer. In accordance with the Federal Insurance Contributions 
Act (FICA), employers are required to contribute to the Social Security tax and 
Medicare tax—both of which are addressed in detail in Chapter 8 Managing a 
Paycheck and Taxes. In contrast to FICA contributions, additional benefits that 
an employer might offer include an employer-sponsored retirement plan and 
healthcare savings plan. Refer to Chapter 19 Planning for Retirement for more 
detailed information on employer-sponsored retirement plans.

When an individual receives funds for social welfare programs such as Social 
Security and Medicare, it is considered a transfer payment. Transfer payments 
are paid from the federal government to individuals without the exchange of 
goods or services. They provide a way for the government to redistribute income 
and are most commonly used to distribute funds for social welfare programs.

For example, George loses his job as a project manager due to his company 
downsizing. While he is searching for a new job, George applies to receive 
unemployment benefits from the government. If he were eligible for 
unemployment benefits, the funds paid to him would be considered an 
example of transfer payments and a source of income for George in his interim 
employment situation.
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Investments
In Chapter 2, you learned that investing refers to using money to create wealth 
over time. Investments are achieved through tools such as stocks, bonds, and 
mutual funds, among others. These investment vehicles provide sources of income 
through interest, dividends, and capital gains.

The amount of money you save or invest is known as principal. The principal 
earns money, or increases in value, over time at an annual percentage rate. The 
amount of money earned on the principal is called interest. A helpful analogy 
to understand how interest works is to consider what happens when you plant 
a tree in your yard. You can enhance the health and beauty of the tree’s growth 
by planting it in the right spot and feeding it with water and fertilizer. The added 
nutrients, combined with time, will affect the health and rate of growth. The same 
concept applies to your money. Money grows with interest over time and supplies 
a source of income when it is put into the right investments.

A common type of investment is stock. People who own stock are called 
stockholders or shareholders. They are the financial backers of a corporation. 
Stockholders can receive a portion of a corporation’s income, called a dividend, as 
well as sell shares after an increase in stock to receive capital gains. A capital gain 
is the profit from the sale of a stock.

Though a working person’s primary source of income would not typically stem 
from investments, they can provide extra value that builds over time. For instance, 
investing in government bonds can provide a steady source of income over a long 
period of time. To learn more about types of investments and their varying levels of 
income and risk, refer to Chapter 18 Investment Strategies.
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Rent
Another form of investment is to purchase a rental property. Rent is a fixed, 
periodic return made by a tenant or occupant of a property to the owner for 
the possession and use of the property. For example, Thomas owns a residential 
property that is divided into two apartments. One apartment is significantly larger 
than the other, so he is able to charge a higher rent for the more spacious living 
environment. He collects rent from tenants for each apartment every month in 
exchange for their ability to use the properties as their home. Although Thomas 
works full time, the extra source of income from the rent he receives allows him to 
increase his saving and investing plans.

It is important to note that rent is a form of unearned income, which is income 
that is not gained by labor, service, or skill. Wages and salaries are representative 
of earned income because they are gained by performing certain services and 
labor. Unearned income can also include investments such as capital gains and 
dividends, in addition to inheritance and gifts.

Inheritance and Gifts
Have you ever been given money as a gift? If so, you have encountered a source of 
income. A common type of gift is known as an inheritance, which means to come 
into possession of or to receive something of value, usually money or property. 

For example, a form of inheritance can be seen in Allison’s story—her 
grandmother recently passed away and as Allison’s family was sorting through her 
grandmother’s estate, they discovered that she left her house, jewelry, and $30,000 
in cash to Allison. The valuable items of property, jewelry, and cash are considered 
Allison’s inheritance and are a source of unearned income beyond Allison’s wage 
or salary she may gain from a job. Whether a gift takes the shape of non-monetary 
goods such as a house filled with a valuable art collection, or monetary goods such 
as savings accounts, government bonds, and cash, inheritances are considered a 
source of unearned income.
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Go Figure

Determining your sources of income is not just a valuable exercise to conduct for your current 
financial landscape, but it is also valuable in calculating the future income you will need to maintain 
your current standard of living. 

Recall from earlier in this chapter that inflation is the increase in the price of goods and services. 
Inflation can have a significant effect on income and purchasing power. This means that what 
you pay for goods today—such as groceries, clothing, and housing—will continue to increase in 
cost into the future. If your sources of income do not increase alongside the cost of living, then 
your overall financial plan for saving, spending, and investing will become difficult to maintain. 
It will also mean that you will have limited buying power. Buying power—often referred to as 
purchasing power—is the amount of money that a person has available to spend.

Take Maria, for example. She earns an annual salary of $60,000. With this source of income, she 
is able to provide for all of her wants and needs. However, as her cost of living increases through 
inflation, her $60,000 income will need to rise accordingly to continue supporting her wants and 
needs.

To determine how much her salary would need to increase to correspond with inflation, Maria 
decides to use a salary inflation calculator to calculate the future income needed to maintain 
her current standard of living. She discovers that her salary would need to increase to $61,920 to 
keep pace with the expected annual inflation rate of 3.2%. Having this knowledge will enable 
Maria to make sound personal money management decisions about how to maximize her 
sources of income.

Your Turn

Using an online inflation calculator, such as the one found at usinflation.org, determine what 
salary you would need to keep up with inflation based on two potential careers you are 
interested in. To locate current salary data for your two careers, visit the US Bureau of Labor 
Statistics website at bls.gov.
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In this chapter, you learned about the functions of money and the forms of financial exchange, 
including cash, credit cards, debit cards, and electronic funds transfer. You also learned how 
sources of income represent a type of financial exchange. From collecting rent and receiving 
employer benefits to earning a wage, financial exchanges in all forms are the foundation of sources 
of income.

Instructions
Demonstrate your knowledge of this chapter 
by completing the following review activities.

Note: If you do not have access to the eText 
of this book, Chapter Review worksheets 
should be provided by your instructor.

Define Key Terms 
Apply your knowledge of the chapter 
reading by defining key vocabulary terms.

Test Your Knowledge
Test your knowledge of the chapter reading 
by answering short answer questions.

Read and Write
Review Dollar Dilemmas about Matt, who is 
using a rational decision-making model to 
analyze his sources of income. Apply what 
you have learned by writing an essay about 
how to compare and contrast benefits as a 
source of income.

Listen and Speak
Apply your knowledge of the chapter by 
selecting, researching, and presenting 
on types of currency and forms of 
financial exchange.

Create and Design
Use what you have learned in this chapter 
by researching monetary and non-
monetary sources of income for careers that 
interest you.
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Chapter 6  
Entrepreneurship
In the context of career and financial planning, an avenue you may wish 
to consider is entrepreneurship. Individuals who are entrepreneurs 
work for themselves. While this option can be alluring, it requires 
substantial knowledge of business principles and interpersonal 
communication. Understanding the importance of a business plan 
and the many complexities of running one’s own business, in addition 
to the communication skills necessary to be successful, is essential for 

entrepreneurs to launch and maintain thriving businesses.

Objectives
After reading this chapter, you will be able to:

 ; Define the components of a business plan

 ; Explain business models, types of businesses, 
and forms of ownership

 ; Demonstrate communication skills needed to 
operate a business
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What is an Entrepreneur?
Individuals who are interested in being part of a new business venture and have the 
desire to be their own boss are known as entrepreneurs. An entrepreneur is a person 
who organizes, operates, and assumes the risk for a business venture. Most commonly, 
the term entrepreneur applies to someone who establishes an entity or business 
to offer an original or existing product or service into a new or established market, 
whether for a profit or not-for-profit outcome.

The qualities of a successful entrepreneur include leadership, initiative, ambition, 
and innovation in business. Innovators are critical to driving our economy forward, as 
they push new ideas for tomorrow. Being a successful entrepreneur requires a vision 
and follow-through. An idea goes nowhere without careful planning and hard work. 
Entrepreneurs dream big and aim high. The entrepreneurial spirit is evident in many of 
the products and technologies that we use and enjoy every day.

Many entrepreneurs approach a start-up idea by following their passions and seeking 
to solve a problem. For example, Orville and Wilbur Wright, the first inventors to build 
a successful airplane, had a deep passion for creating and building. Their love for 
mechanics not only resulted in one of the most significant innovations in American 
history, but it also forever changed the way we view the world.
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Some other famous American entrepreneurs include Henry Ford (Ford Motor 
Company), Dave Thomas (Wendy’s), Thomas Edison (for the invention of electricity 
and light bulbs), Milton S. Hershey (Hershey Company), Bill Gates (Microsoft), 
and Steve Jobs (Apple computers). Figure 6.1 shows famous entrepreneurs and 
their successes.

FIGURE 6.1

Entrepreneur What they are famous for Fun Fact

Steve Jobs Co-founder of Apple Steve Jobs named his company Apple because it came before Atari in 
the phone book. Jobs worked for Atari before starting Apple; he and his 
co-workers had to come up with a name by five o’clock that day.

Jeff Bezos Founder and CEO of Amazon Jeff Bezos came up with the idea for Amazon and wrote his business 
plan during a drive from New York to Seattle.

Tory Burch American fashion designer, 
businesswoman, and philanthropist

Tory Burch did not major in design or business management; she 
majored in art history at Penn State.

Pierre Omidyar Founder of eBay One of the first items sold on eBay was a broken laser pointer. Pierre 
Omidyar and his wife donate half of their wealth to philanthropic 
causes.

Bill Gates Co-founder of Microsoft Once his school realized Bill Gates’ abilities for coding, they let him 
write the school’s computer program for scheduling students in classes.

Phil Knight Co-founder of Nike A native Oregonian, Phil Knight ran track under coach Bill Bowerman 
at the University of Oregon, with whom he co-founded Nike.

Mark Zuckerberg Co-founder of Facebook Mark Zuckerberg suffers from red-green colorblindness and sees the 
color blue best, which is why blue dominates Facebook’s color scheme.

Sara Blakely Owner of Spanx; self-made 
billionaire

Sara Blakely wrote her own patent from a textbook to save $3,000.

Sergey Brin Co-founder of Google Google was named by mistake. Founders Sergey Brin and Larry Page 
made a spelling mistake—they thought they were going for ‘Googol.’
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Components of a Business Plan
To start a new business, all entrepreneurs need a business plan. A business plan is 
a series of documents that serve as a blueprint for building a business. A business 
plan includes information about the business, the industry in which it competes, its 
products and services, its customers, its competitor, and its finances. 

Creating a business plan allows an entrepreneur to develop a vision for a new business 
or assess the current status of an existing business. A plan also enables a business to 
attract potential investors, acquire funding, and obtain new customers.

It is important to understand that most business plans are not identical. In fact, 
depending on the type of business, business plans can vary greatly. For instance, a 
business plan for a retail store may include details about inventory, whereas a service-
based business may not require an inventory overview. Although business plans vary, 
the main components of a plan are listed below:

Cover Page

Includes the company name and address information, the author of the business 
plan, and the date the business plan was prepared. 

Executive Summary

Summarizes all of the sections of the business plan. The Executive Summary is 
always the first section in a business plan and must immediately capture the 
attention of the reader to entice him or her to read the remainder of the plan.

Company Description

Includes details about the business, including its age, history, legal form 
of ownership (sole proprietorship, partnership, or corporation), industry 
classification (retail, wholesale, manufacturing, services), structure, location, the 
number of employees, and its primary functions. 

Description of Products and Services

Provides detailed information about the products and services offered 
to customers.

Market Analysis

Provides detailed information and analysis of the conditions and trends in an 
industry, including the business’s target market, demographics of the target 
market, and a detailed analysis of the competition. 

Marketing Plan

Includes plans for maintaining and building the customer base, the benefits to 
the customer for choosing this business over its competitors, pricing information, 
and promotion and advertising plan.
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Social Media Marketing Plan

Includes plans for creating and maintaining an online business presence through 
the use of social media.

Operating Plan

Details the operations of the business, from acquiring materials and supplies to 
the distribution of the products and services to customers.

Funds Required and Expected Uses

Details the plans for the intended use of any funds and plans for repayment 
if a loan is necessary. This section is necessary when seeking investors or 
bank financing.

Financial Statements

Includes a statement of profit/loss, a balance sheet, a statement of cash flow for 
the past three years (if an existing business), and three-year projections (existing 
businesses and start-up businesses).

Owner’s Credentials

Includes an owner’s resume, if necessary. This provides readers with the business 
owner’s professional background and work experience.

Supplemental Attachments

In addition to the standard components discussed above, some business plans 
include additional documents and marketing materials to provide the reader 
with a better vision of the business.

Economic Analysis
Entrepreneurs often conduct an economic analysis prior to developing a business 
plan. Economic analysis refers to the study of how scarce resources are distributed. 
Recall from Chapter 1 that scarcity refers to the concept of needs and wants being 
unlimited, but that consumers have limited resources such as money and time. By 
understanding how scarcity plays a role in business, entrepreneurs can determine if 
they have a sound idea that aligns with how consumers use their scarce resources.

For example, Tabitha is interested in selling her homemade bath products beyond 
local arts and crafts fairs. She’s looking into expanding her business by selling online. 
Before she writes a business plan, she decides to conduct an economic analysis to 
determine how her customers are spending their scarce resources. After reviewing 
research, Tabitha determines that the majority of her customers buy for the first time in 
person because they can see, touch, and smell the products. After the initial purchase, 
however, returning customers prefer to buy online.

Did You 
Know?

There are more than 400 
million entrepreneurs 
around the world—that 
means one in every 18 
persons owns a business.

Source:
dealsunny.com
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Conducting an economic analysis can bring entrepreneurs like Tabitha great value. 
Basing her business plan off of an economic analysis, Tabitha determines that she 
needs to outline multiple marketing and operational approaches to achieve both in 
person and online sales.  

Organizational Design
When entrepreneurs decide to start businesses, it’s not enough to have great ideas or 
lofty intentions; they also have to set up their businesses efficiently to make a profit. 
The way a business is organized will vary depending on the factors of a company’s 
size, goals, and budget. Entrepreneurs rely on organizational design—the way a 
company’s mission relates to its structure—to ensure their business operations are 
in sync. Consumers can also benefit from knowledge of structures and positions of 
business as it sheds light on how businesses compete for your money.

Effective organizational design is critical for businesses to avoid wasting time, 
money, and valuable resources. The organizational design of a business begins with 
selecting a for-profit or not-for-profit business type and a model for generating profits. 
Entrepreneurs must also have a strong understanding of what industry and business 
sector they will operate within in order to identify the type of consumer they must 
reach. Finally, organizational design encompasses selecting a form of ownership—sole 
proprietorship, partnership, corporation, limited liability company, or cooperative. 
All of these factors impacting organizational design provide unique advantages and 
disadvantages for entrepreneurs to consider.

Types of Businesses 
There are two primary business types entrepreneurs consider when launching 
a new venture: for-profit and not-for-profit organizations. A for-profit business is 
an organization that generates income for its owners. For-profit companies have 
the goal to make more money than they spend on producing goods and services. 
Not-for-profit businesses are companies that are created to benefit a public 
interest. The money made by not-for-profit businesses must go directly towards 
accomplishing their goals and staying in business.

For-profit and not-for-profit companies have contrasting organizational designs 
because the aims of the companies are different. For example, The Humane Society 
is a not-for-profit organization whose objective is to protect and rescue animals. Their 
income is based on donations, which are used only to pay employees and maintain 
their shelters and facilities while providing humane care to animals. PetSmart, 
meanwhile, is a for-profit organization which sells animal care products. PetSmart 
is a retail store that aims to make as much money as possible, and while the store’s 
income goes to employees and maintaining facilities, any leftover funds belong to 
the owners of PetSmart and have no restrictions for use.
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Business Models
Selecting a business model, a plan for making a profit, is critical to helping a new 
venture precisely describe how it will secure customers and generate income. 
Understanding the options available will help an entrepreneur by providing proven 
examples of successful structures on which to base a new venture. Common types 
of business models are described in Figure 6.2.

Business Sectors 
Successful entrepreneurs should classify their new business in one of three economic 
sectors: primary, secondary, or tertiary. Each sector follows different processes, 
protocols, and production methods that are key to the success of a business.

Primary Sector
The primary sector includes companies that extract and produce raw 
materials and natural resources for other businesses to use in their 
production process. This includes mining, farming, and agricultural activities. 
A farm, for example, may produce corn to sell to a company that uses it to 
make products like tortilla chips.

Secondary Sector
Businesses in the secondary sector use materials produced from the primary 
sector to create goods. The secondary sector includes two subsets of 
businesses: manufacturers, which use raw materials to create goods, and 
intermediaries, which sell goods without being involved in the creation of 
the products. Manufacturers rely on natural resources and raw materials to 
assemble and deliver their goods to consumers, and include businesses such 
as pharmacies, construction companies, and food processing companies.

Type of Business Model Description Example

Direct Sales Employees sell a product directly to a consumer, 
often outside of traditional stores and by using social 
networking.

Social media and 
online sales

Franchise Owner of a company grants another business owner the 
right to use the owner company’s name.

Chain restaurants

Freemium Company provides goods or services for free but later 
charges for extra features.

Games, tablet 
applications

Subscription Customers pay an up-front price to gain access to a 
product for a specific length of time.

Magazines, 
streaming video

FIGURE 6.2
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Intermediaries, meanwhile, sell goods created by a manufacturer to a 
consumer who is willing to buy it. There are two types of intermediaries: 
wholesalers and retailers. A wholesaler is a merchant middleman who sells 
chiefly to retailers and other merchants for resale or business use. Retailers 
are the businesses that buy products from wholesalers and then increase 
the price of the goods to resell to consumers. For example, a grocery store 
may purchase bananas for 10¢ per pound from a wholesaler, but resell the 
bananas for 50¢ per pound.

Tertiary Sector
The tertiary sector, known as the service sector, provides services to the 
economy rather than goods. Tertiary sector businesses include healthcare 
organizations, financial institutions, and restaurants. Tertiary sector 
businesses are involved in the transportation of goods between businesses 
in the primary and secondary sectors. For example, a trucking company 
that drives wholesale food across the country to retail grocery stores is 
considered to be in the tertiary sector. 

Business Industries
Another way for an entrepreneur to help categorize a business idea is to review 
industries. Industries are specific groups of companies that produce similar 
products and share common business activities. For example, the food industry 
consists of businesses such as restaurants, farms, and food processing companies, 
among others. 

Categorizing businesses by industry helps entrepreneurs understand trends 
relating to companies who sell similar products. An entrepreneur interested in 
starting a business in accounting, for instance, can explore businesses in the 
financial industry to gain insight into what the business will need to do to compete. 
See Figure 6.3 for examples of different industries and businesses that exist 
within each.

Industry Examples of Businesses in the Industry

Financial Banks, accounting firms

Education Tutoring services, trade schools

Medical Hospitals, rehabilitation centers

Hospitality Transportation, hotels

FIGURE 6.3

Did You 
Know?

Most Americans work in 
the service sector. In 2017, 
102.6 million people (71% 
of all nonfarm payroll 
employees) worked in 
private service-providing 
industries. The most 
popular included education 
and health services.

Source:
pewresearch.org
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Entrepreneurs can also identify their business category by reviewing NAICS codes. 
NAICS stands for North American Industry Classification System, a standard used 
by federal statistical agencies in classifying business establishments. Business types 
are assigned a specific code through NAICS to help countries collect economic 
data about different business industries. Refer to Figure 6.4 for examples of 
NAICS classifications.

Customer Business Models
While business models provide entrepreneurs with a clear plan for making a profit, 
successful businesses must also consider the needs and wants of their customers. 
Having a clear understanding of who will be buying their product is necessary 
or they will not be able to compete in the marketplace. An entrepreneur should 
analyze three types of customer models when preparing to launch a business: 
consumers, businesses, and governments.

Businesses that sell a product directly to consumers are part of the business-
to-consumer (B2C) market. These customers purchase food, gifts, computers, 
phones, and other products from businesses for personal use. When businesses sell 
products to other businesses, they are operating a business-to-business (B2B) 
market. Customers in B2B markets are other companies that will use products 
for their own business activities. For example, a telemarketing company might be 
hired by other businesses to contact potential clients.

493110 General Warehousing and Storage 541820 Public Relations Agencies

541611 Administrative Management and General 
Management Consulting Services

518210 Data Processing, Hosting, and Related Services

928120 International Affairs 519130 Internet Publishing and Broadcasting and Web 
Search Portals

541511 Custom Computer Programming Services 561720 Janitorial Services

541110 Offices of Lawyers 541219 Other Accounting Services

541990 All Other Professional, Scientific, and Technical 
Services

541330 Engineering Services

517110 Wired Telecommunications Carriers 561210 Facilities Support Services

FIGURE 6.4

census.govSource: 

For Review Purposes Only

DBF_title


Unit 2 · Chapter 6     Personal Financial Literacy114

6 ·  Entrepreneurship

The government and other public institutions also consume business products. 
Businesses that sell to these customers are part of the government market. 
Government agencies, for example, may purchase services like security from 
private companies. Schools and hospitals are two examples of institutions that may 
purchase goods such as special equipment and electronics from businesses in the 
government market.

Forms of Business Ownership
Beyond defining a business sector and determining to form as a for-profit or 
not-for-profit entity, a business’s organization will be affected by its ownership. 
Entrepreneurs must examine their company’s size, goals, and budget to select the 
best form of ownership. The most common types of business ownership include sole 
proprietorship, partnership, corporation, and limited liability companies (LLC). Each 
business type has its own advantages and disadvantages. Figure 6.5 explains the most 
common types of business ownership at a glance.

Ownership Type Liability Start-up Paperwork Life of Company Tax

Sole Proprietorship Unlimited DBA license Limited Once

Partnership Unlimited DBA license and 
partnership agreement 

Limited Once

Corporation Limited DBA license and 
corporate bylaws

Unlimited Double

Limited Liability 
Company (LLC)

Limited Articles of organization 
and operating 
agreement

Limited Once

FIGURE 6.5

Comparing Common Types of Business Ownership

Sole Proprietorship
A business owned and operated by a single individual is called a sole 
proprietorship. Proprietorships are the most common form of business 
ownership in the United States. They are relatively easy to start; an entrepreneur 
needs only to choose a name and, if the business name is anything other than his 
or her own name, acquire a Doing Business As (DBA) license. The DBA license helps 
the government identify who the business is operating under when the business 
does not have the same name as the entrepreneur. Once the paperwork is filed, the 
business is ready to start.
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 Advantages of Sole Proprietorships
Inexpensive to form

There are minimal start-up costs when opening a proprietorship. There 
are no corporate tax payments and few formal requirements for starting 
a business.

Entrepreneur maintains full authority over business

The entrepreneur gets to make all of the decisions regarding the direction 
of the business, including sales and investments.

Entrepreneur keeps all profits

Any money made by the business goes directly to the entrepreneur.

 Disadvantages of Sole Proprietorships
Unlimited liability

When discussing forms of business ownership, liability is the term used 
to designate legal responsibility. However, the definition of liability varies 
when discussing liability from an accounting perspective. In accounting, 
liability refers to something that is owed, such as through a loan. It is 
important to understand the different contexts in which the term liability 
is used because it has multiple meanings. In a sole proprietorship, liability 
means that the entrepreneur is legally responsible for the business and all 
of its dealings. There is no legal separation between the business and its 
owner, even financially. A proprietor is therefore risking his or her personal 
funds when starting and operating a business. The proprietor is personally 
responsible for the company’s debt, loans, and business operations. If the 
business fails to profit, the entrepreneur may face serious financial and 
personal losses.

Limited capacity

No matter how impressive the entrepreneur’s skills may be, there are 
several decisions to be made daily concerning the marketing, accounting, 
production, and management areas of the business. A sole proprietor 
may find himself or herself stretched for time, overworked, or lacking in 
expertise to make all decisions.

Difficult to find investors

It can be a challenge to secure investments in proprietorships because of 
the risks involved with unlimited liability. This could present a challenge 
to an entrepreneur looking for funds to begin, operate, or improve his or 
her business.
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Sole proprietorships usually start out as small businesses with few employees. 
Many sole proprietorships are local businesses that offer their services exclusively 
to their community, such as a landscaping company or a small bakery. Other 
sole proprietorships can have just a single employee or conduct their business 
remotely, such as a tutoring service or a personal stylist. 

Partnership
A partnership is a form of business owned by two or more entrepreneurs who 
share management and profits. There is no limit to how many people can join in a 
business partnership, but a partnership must be for-profit. Partnerships may also 
require the partners to file a DBA license, just as a sole proprietor may do.

There are two types of partnerships: general partnerships and limited partnerships. 
A general partnership gives the owners full control over management, operations, 
and business decisions regarding the company; the owners also assume unlimited 
liability for all company debts. A limited partnership involves at least one general 
partner who assumes operations control and unlimited liability, as well as one or 
more limited partners. A limited partner solely invests money in the business; he or 
she does not have the power to make management decisions.

When forming a partnership, it is important for the persons involved to form a 
partnership agreement, a legally binding contract that establishes a partnership. 
Partnership agreements can help clarify expectations for business operations and 
indicate how responsibilities will be allocated. They can also help entrepreneurs 
avoid potential conflict by having pre-established guidelines for how to handle 
disagreements, buyouts, and other difficult situations that may arise. Common 
elements of a partnership agreement include:

 ; Names of partners

 ; Compensation for each partner

 ; Division of profits and losses

 ; Responsibilities of each partner

 ; Expected contributions of each partner

 ; How to resolve partner disputes

 ; Plan for a partner exiting

 ; Plan for dissolution of partnership
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 Advantages of Partnerships
Affordable to start

Once a partnership agreement is completed, a partnership is formed. 
There are no major fees, and each partner pays tax on his or her 
own income.

More available capital

With multiple partners involved in a business, more money may be 
allocated to the business than in a sole proprietorship. It may also be 
easier to raise funds through loans and equity investors or venture 
capitalists. Equity investors invest funds into a company in exchange for 
a share of ownership. Venture capitalists provide funding to start-ups 
that have potential for significant growth, often by pooling money with 
other investors.

Ability to combine skills and resources

Individual entrepreneurs bring their own backgrounds, skill sets, and 
experiences to the business. As a result, business decisions can be made by 
incorporating a variety of perspectives. Having multiple entrepreneurs also 
means more support when delegating tasks and completing operations.

 Disadvantages of Partnerships
Possibility of disagreements

When running a business that requires making a multitude of decisions 
each day, partners may not always agree on the best course of action. 
Disagreements can put a strain on a partnership and can lead to 
its dissolution.

Unlimited liability

Just as the sole proprietor is liable for all business debts, each general 
partner is personally responsible for the debts of all partners in the 
business. If the company goes under or one partner makes a poor financial 
decision, all general partners pay the consequences.

Limited life

Partnerships are disbanded when one partner departs from the business. 
When one partner leaves, an entirely new partnership must be formed 
with a new partnership agreement.

Some common examples of partnerships are medical and legal offices. 
Professionals in these fields benefit from partnerships because they can combine 
financial resources and share offices and equipment. Partnerships enable doctors, 
dentists, and lawyers to build loyal clientele faster while keeping up with demand 
for their services.
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Corporation
The most complicated form of business ownership is a corporation. A corporation 
is a business owned by stockholders who share in profits and losses. Unlike 
partnerships and sole proprietorships, a corporation is legally separate from 
its owners. This means the owners of a corporation have limited liability. The 
corporation can conduct business as its own entity, it can borrow money, sue or be 
sued, and buy and sell property. 

There are two types of corporations: C-corporations and S-corporations. The main 
difference between C- and S-corporations is how they are taxed. C-corporations, 
the most common type of corporation, are taxed independently from the owners. 
Corporations are automatically classified as C-corporations unless the owners 
deliberately decide to become an S-corporation. 

An S-corporation is a corporation that requires its owners to file their profits and 
losses on their personal tax returns. Many small businesses elect to become an 
S-corporation because it enables them to avoid the taxation of a corporation while 
still maintaining limited liability. An S-corporation does, however, involve more 
paperwork than other types of ownership forms such as proprietorships and LLCs. 
An S-corporation must conduct formal board of directors’ meetings and maintain 
accurate files from the meetings, as well as financial statements.  

Corporations are subject to many rules and regulations. Both S- and C-corporations 
must comply with government restrictions on how they can conduct business. 
Regulations apply to how and where corporations operate to ensure ethical 
business functions. Figure 6.6 details the regulations corporations—and other 
forms of businesses—are expected to follow. 

Corporations are unique business structures that allow individuals to purchase 
stock, a share in ownership and a claim to a portion of a corporation’s profits. 
Corporations sell stock to raise funds for their business. People who own stock are 
called stockholders or shareholders. They are the financial backers of a corporation. 

Government Regulations on Most Businesses

Advertising Companies must be truthful about their goods and services

Employment Companies must pay minimum wage to employees and provide them with certain types of benefits

Environment A company’s carbon footprint is regulated by the Environmental Protection Agency

Privacy Companies are prohibited from sharing personal information about employees

Health and 
Safety

Specific standards must be met to ensure a safe work environment

smallbusiness.chron.comSource:

FIGURE 6.6

For Review Purposes Only

DBF_title


C
ha

pt
er

 6

Personal Financial Literacy     Unit 2 · Chapter 6 119

Stockholders can receive a portion of a corporation’s income, called a dividend, 
as well as sell shares after an increase in stock to receive capital gains. Recall from 
Chapter 5 that capital gains are the profits from the sale of a stock. Because a 
corporation has its own legal identity, however, stockholders have limited liability if 
the corporation were to lose money. This means that stockholders are only risking 
the amount of money they pay for a stock, not their personal assets.

When a corporation is founded, stockholders will elect a board of directors. A board 
of directors is a group of individuals who represent stockholders and make high-
level policy and management decisions for a corporation. The board chooses a chief 
executive officer, known as a CEO, to handle the business’s daily operations. The 
board of directors is also responsible for writing corporate bylaws. Corporate bylaws 
are rules that explain how business will be conducted by a corporation. The bylaws 
outline how the company will conduct meetings with stockholders and how records 
will be kept, as well as detailing the number of shares and types of stock available.

 Advantages of a Corporation
Limited liability

A corporation is legally separate from its stockholders, so stockholders 
cannot be held responsible for the corporation’s debts or commitments.

Capable of raising funds

Corporations can sell stock, which can generate capital that the 
corporation can use to grow and profit.

Continued life

A corporation stays in business perpetually, meaning it will operate until 
the majority of stockholders decide otherwise.

Many decision makers

A corporation assigns different roles to its professionals, from stockholders 
to the board of directors and managers. This means that decisions can be 
made by those who are knowledgeable in each respective area of business.

 Disadvantages of Corporations
Loss of control

Due to the nature of a corporation and its need for 
stockholders and a board of directors, it is very difficult 
for a single person to influence corporate decisions, 
even if that person founded the company. A 
founder must yield to the wishes of the board of 
directors. By recruiting more people to co-own the 
corporation and make decisions, an entrepreneur 
risks losing control over the business.
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Formation costs

Starting a corporation requires a number of fees, including paying for an 
attorney to review paperwork and registering to sell stock.

Double taxation

A corporation must pay taxes on its profit because it has its own legal 
existence. Stockholders are also required to pay taxes on their dividends, 
referred to as capital gains tax. This means that the corporation’s profits are 
taxed twice for the same income.

Apple, Google, and Amazon are large C-corporations that have made a profound 
impact on society by innovating technology. But corporations don’t have to 
start out with hundreds of employees. For instance, the famous coffee company 
Starbucks began as a partnership in 1971. In time, it was purchased by a former 
employee who gathered support from investors to grow the coffee house into 
a corporation. In 1987, Starbucks became Starbucks Corporation and expanded 
quickly into the popular cafe it is today.

CareerConnections

Cost Estimator
Cost estimators estimate the time, money, materials, and labor required to 
manufacture a product, construct a building, or provide a service. They perform their 
job by collecting and analyzing data, and they generally specialize in a particular 
product or industry.

While it may not be mandatory for all job opportunities, especially when a candidate 
has extensive on-the-job experience, most employers require employees to have a 
bachelor’s degree in areas of study such as construction management, engineering, 
and business. The salary for a cost estimator can vary depending on the specialization 
and industry. For example, cost estimators in automotive repair and maintenance earn 
an annual salary slighter greater than $53,000, while civil engineering construction 
cost estimators earn about $15,000 more than that annually.

Math skills are particularly important for a cost estimator because they must accurately 
calculate labor, material, and equipment costs for construction projects. To efficiently 
perform mathematical calculations, cost estimators rely on software tools such as 
databases and spreadsheets.

bls.govSource: 
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Limited Liability Companies
A limited liability company (LLC) is a type of ownership that joins elements 
of a corporation and a partnership. There is no limitation to how many owners 
an LLC can have. Like a corporation, the owners have limited liability and are not 
held directly accountable for the company’s losses. LLCs are exempt from many 
of the government restrictions corporations face; however, LLCs use pass-through 
taxation, meaning that the profits of an LLC “pass through” the business to go 
directly to the owners. The owners then report losses and profits on their personal 
income taxes, thereby avoiding the double taxation that C-corporations face. 

To start an LLC, the owner must file articles of organization—short forms that 
inform the government about the kind of business the LLC will be conducting. 
The owners of an LLC then create an operating agreement, a document that 
outlines the procedures for how an LLC will function. The operating agreement 
acts the same way as a partnership agreement and corporate bylaws by outlining 
financial activities, daily operations, and other important rules for how the LLC will 
conduct business.

The operating agreement is especially significant to owners of LLCs because, 
unlike corporations that are subject to many government laws, there are no formal 
requirements that will protect their business if it fails to run smoothly. For example, 
if an owner wants to sell an LLC without the other partners’ consent, the owners 
should consult the operating agreement to determine the best course of action. 
Without specific guidelines for company procedures, an organized company can 
quickly fall into chaos.

 Advantages of Limited Liability Companies
Limited Liability

As its name suggests, the owners, known as members, of an LLC have 
limited liability. This means that the members of an LLC are not risking their 
personal assets because they cannot be held responsible for the actions of 
the LLC.

Pass-through taxation

LLCs are taxed in a similar way as a partnership, meaning that profits and 
losses are reported on members’ personal tax returns. 

Fewer government regulations

LLCs enjoy the limited liability of corporations without having to follow the 
many restrictions and regulations to which corporations are held.
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 Disadvantages of Limited Liability Corporations
Filing fees

Articles of organization require the members of an LLC to pay a starting 
fee. Although the fees may be minimal, they must still be accounted for in 
an entrepreneur’s start-up budget.

Self-employment tax

Although LLCs have pass-through taxation, they are also subject to self-
employment tax, which includes payment to the federal government for 
programs such as Social Security and Medicare. In any type of business, 
federal taxes are paid from both the employer and employee. Because 
owners of an LLC are considered both of these entities (employer and 
employee), they pay both shares of this tax, which can get costly for a small 
business to manage.

No national laws for operation

An LLC that operates in multiple states, or wishes to move from one state 
to another, can face challenges. This is because different states have 
different laws regarding taxes and ownership of an LLC. Entrepreneurs 
must conduct careful research to ensure they are not disobeying the law 
when migrating to a new geographic location.

Entrepreneurs might choose to operate their business as an LLC over a sole 
proprietorship or partnership if their operations are high-risk. For example, a small 
construction company might operate as an LLC to avoid risking personal assets if 
something goes wrong on a job site. An entrepreneur’s personal finances won’t be 
affected if the company is sued because it is protected by limited liability status.

Cooperatives
Although less common than sole proprietorships, partnerships, corporations, and 
LLCs, a cooperative—also known as a co-op—is a type of business owned and 
managed by members of a group who benefit from services the business provides. 
A board of directors typically governs co-op decisions, while members are able to 
vote on issues and contribute development ideas to ensure all members benefit 
from the cooperative. 

Cooperatives are not viewed as a separate entity and are therefore taxed similarly 
to an LLC and sole proprietorship. There are many advantages and disadvantages 
of co-ops, particularly because of their member-driven focus. On one hand, a co-op 
exists to serve members and provide benefits for all. On the other hand, a large 
membership group can pose management and flexibility problems.
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 Advantages of Cooperatives
Benefits members

The purpose of establishing a cooperative is to provide the services and 
products that benefit members.

Control

Members of a co-op have great control over the direction of the business 
and have a voice in how operations are managed. 

Financial interest

Because members play a critical role in a co-op, they are typically invested 
in the organization’s financial success and contribute financially to 
support it.

 Disadvantages of Cooperatives
Management challenges

Although members have a voice in business operations, managers are 
generally in charge of business matters. This can pose a challenge in that a 
manager must take into account the many different opinions and voices of 
the members to ensure everyone benefits.

Loss of interest

Over time, co-op members may dwindle or lose interest in participating in 
business development. As such, control may shift to a smaller number of 
members who may develop the co-op based on their own agenda.

Competition

Competing with commercial entities such as corporations can be a 
disadvantage for a co-op because corporations focus on profit first while 
co-ops focus on their members first. Whereas corporations are free to 
operate with flexibility and speed when competing in the marketplace, 
co-ops require member approval to orchestrate initiatives, which can 
sometimes slow down development.
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Risks and Rewards of 
Entrepreneurship

Business failure is the most significant cost an entrepreneur faces when starting 
a business. When entrepreneurs compete in the marketplace, some will win and 
some will lose. For this reason, entrepreneurs should assess the risks and rewards of 
becoming self-employed before launching a new business venture.

 Risks of Entrepreneurship
Failure

New businesses fail all the time, and if an entrepreneur has invested his or her life 
savings to launch a venture, the financial devastation of failure can be crippling.

Inconsistent income (if any at all)

Entrepreneurs are often the last to get paid after allotting funds for expenses and 
employee salaries. Some entrepreneurs elect not to receive an income until their 
business reaches a certain level of success so that money can be reinvested in the 
business for continued growth. 

Employees

Entrepreneurs can rarely launch, maintain, and grow a business on their own; 
they often rely on outside help whether in the form of contracted workers or 
employees. Bringing new people into a business can sometimes pose risk factors 
such as poor performance output or lack of integrity. 

Costs

Starting a new business can be extremely expensive. Entrepreneurs often take 
on investors to help fund their ideas, which can put them into debt. It is not 
uncommon for entrepreneurs to go “all in”—investing their personal financial 
assets to fund a start-up. 
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 Rewards of Entrepreneurship
Flexibility

Entrepreneurs enjoy the flexibility of defining their own hours, working locations, 
and taking on the projects that most interest them.

Passion

Many people start businesses because they have a passion for the good or 
service they are providing, which can lead to greater job fulfillment.

Control

Some people choose to start a business because they enjoy being able to make 
decisions and execute ideas.

Legacy

Entrepreneurs may launch a venture to leave their mark on the world.  

Financial success

While starting a new business can be risky and costly, if an entrepreneur’s 
business is strong enough to survive and thrive, financial success can be greater 
than with traditional employment.

Tech Tools

Entrepreneurs communicate with many different types of people on a daily basis, from employees to 
vendors to manufacturers. Video conferences provide businesspeople with a common tool to connect 
with key personnel regardless of geographic location. For example, imagine an entrepreneur who is 
sourcing products from another country. Video conferencing allows all parties to “meet” to conduct 
business even though they live in different time zones. 

Despite the great advantages technology tools such as video conferencing have given businesses, 
there are some caveats to recognize. First, like communicating in real life, it is vital to use active listening 
on a video call or conference. It is important to treat the caller as if he or she is physically there with 
you and give nonverbal cues when appropriate—nodding and looking at the speaker on-screen are 
helpful. 

Also keep in mind the limitations of technology—you may be typing a note on your computer, or get 
up to grab something the speaker has referenced, but the speaker might not be able to see what you 
are doing and might interpret your actions as disrespectful. This is especially relevant 
for entrepreneurs who may be conducting business with people from different 
countries and cultures where actions could be misconstrued as offensive. For this 
reason, it is sometimes useful to inform the speaker what you are doing when 
it is appropriate. For example, “Excuse me, I’m just grabbing that note you 
referenced about light sensitivity. Please continue.”
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Ethical and Legal Issues in Business
Recall from Chapter 2 that ethics refers to moral principles of conduct, such as being 
honest, respectful, and fair. When entrepreneurs decide to open a business, it is 
important that they demonstrate an understanding of ethical issues because they set 
the example for their employees and workplace environment. 

Entrepreneurs are in leadership roles—others will observe their behaviors and look to 
them for indicators on how to conduct themselves within the workplace. Because of 
this, entrepreneurs have ethical and legal responsibilities within their businesses. Their 
actions and attitudes will be an example for coworkers, customers, and employees for 
how they should conduct themselves.

Consider the following scenario. Louisa is an entrepreneur leading a project and 
notices that one of her employees is managing his workload exceptionally quickly. 
When she checks on his work, it becomes clear that he has been liberally copying 
information from an internet source and claiming the work as his own. The source 
happens to be a small blog that would likely go under the radar of anyone knowing 
that it was copied. 

Not only are her employee’s actions unethical, which means going against a high 
moral standard, they are also illegal. Stealing someone else’s work and passing it off as 
your own is known as plagiarism. Louisa’s company could run into legal trouble and 
risk getting sued for stealing content.

In this scenario, what are Louisa’s ethical and legal responsibilities as the 
entrepreneurial leader? She would most likely address the situation with her employee 
and, even though it would mean more work for her team, ask him to think of a new 
idea and re-do the work on his own merit. Incorporating business ethics into Louisa’s 
role as an entrepreneur means effectively demonstrating her commitment to doing 
what is right—ethically and legally—in any situation. Taking these actions ensures that 
an entrepreneur is acting within his or her ethical and legal responsibilities.
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Entrepreneurs do not just hold their employees’ actions accountable, but they also 
need to hold themselves accountable. For example, if an entrepreneur belittles an 
employee during a group meeting, the effect can be damaging on all team members. 
Similarly, if an entrepreneur knowingly puts his employees in harm’s way, legal 
ramifications can result. Effective businesses operate under the principles of respect 
and integrity. When codes of ethical and legal conduct are broken—especially by the 
entrepreneurs running a business—respect can quickly turn to mistrust. Therefore, 
entrepreneurs must take their roles as leaders seriously by following expected 
protocols for ethical and legal issues.
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as Jim is an entrepreneur who launched a successful marketing firm 20 years ago. He 
is nearing retirement age and his son—who is also his business partner—will soon 
take over their business. Jim loves his job and is passionate about marketing. His son 
recently hired Emma, a 29-year-old marketing manager at the company’s satellite 
branch. Emma just moved to the United States from Germany and while she speaks 
English fluently, she has a strong accent.

Jim and Emma work together regularly, and their latest project is preparing for 
an upcoming marketing campaign for an annual sales event. Their goal is to work 
together to develop strategies for acquiring new customers, retaining existing 
customers, and how best to reach their target demographic. However, in their meeting, 
Emma and Jim get into an argument.

Emma is confident that they should use social media to draw people in. But Jim thinks 
the opposite. He thinks that sending out direct mail is more effective. Jim dismisses 
Emma’s ideas, claiming that she isn’t even 30 years old so how would she know how 
to market a sales event? Also, Jim doesn’t always understand Emma’s accent so he 
discounts her statements with a dismissive wave of his hand. He tells her she is lucky 
she even has a job since his son hired her—Jim tells her he never would have. She is 
gravely insulted by this and considers seeking alternative employment options. When 
Emma arrives back at her desk, she receives a scathing email from Jim insulting her for 
personal attributes, such as her clothing and English skills.

What ethical responsibilities does Jim have as a leader of the company? How is 
he violating ethical practices in his communication with Emma? How could Jim 
demonstrate appropriate communication with his coworker Emma through 
verbal, nonverbal, and digital means?
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Communication Skills 
Entrepreneurs Need

Effective communication makes it possible to coordinate action—and most 
entrepreneurs depend on their ability to carry out actions effectively. Whether 
entrepreneurs are scheduling a meeting, calling a customer, writing a report, or 
crafting an email, communication makes it possible to accomplish their purpose. 

In any given day, an entrepreneur is likely to perform a number of tasks that demand 
effective communication skills, such as:

 z Having a conversation with an employee

 z Conducting a company meeting

 z Speaking with clients or potential customers

 z Texting, emailing, or calling a colleague

 z Writing and designing a presentation, report, or document

Without clear, concise communication, the actions an entrepreneur wishes to 
implement become difficult to carry out. Communication is an entrepreneur’s greatest 
tool in accomplishing goals, tasks, and objectives.

In order for entrepreneurs to master the most effective ways to communicate, it is 
important to understand the differences between the types of communication. There 
are five types of communication outlined in Figure 6.7: written, verbal, nonverbal, 
visual, and digital.

Five Types of Communication

Written communication uses words to transmit a message through reading and writing.

Verbal communication uses spoken language to transmit a message through listening and speaking.

Nonverbal communication uses facial expressions and physical gestures to transmit a message.

Visual communication uses graphic representations and signs to transmit a message through sight.

Digital communication refers to the thoughts and ideas expressed using digital platforms such as social media.

FIGURE 6.7
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Written Communication
Written communication is the process of using words to convey a message 
through reading and writing. The foundation of written communication is the 
ability to effectively construct sentences that employ conventions of Standard 
English. Standard English is the set of uniform and commonly accepted rules 
governing spelling, grammar, pronunciation, and vocabulary. 

Following Standard English is essential to communicating effectively because 
it creates a shared understanding of language. If businesses follow the same 
standards for writing, everyone is able to send and receive messages with greater 
ease. Without a set of conventional standards, miscommunication becomes a 
common occurrence.

Verbal Communication
Verbal communication is the process of using spoken language to transmit 
a message through listening and speaking. Entrepreneurs rely on verbal 
communication to communicate appropriately with customers, employers, 
and coworkers. The most critical way an entrepreneur can demonstrate an 
understanding of appropriate communication—regardless of audience—is 
to listen.

Listening means hearing what is being said, making sense of the message, 
and responding appropriately. Like other forms of communication, listening 
is a skill that can be learned and practiced. People listen to learn and evaluate. 
Entrepreneurs must make a conscious effort to do so by being engaged. 
Active listening means being fully engaged in the communication process, 
concentrating, and participating. In contrast, passive listening means hearing but 
not necessarily listening.

Entrepreneurs who utilize active listening are stronger leaders who can effectively 
communicate with customers, employers, and coworkers through verbal means. 
Likewise, entrepreneurs who employ active listening model to their employees 
how they too can use appropriate communication with their employer 
through verbal means. The ability to listen and respond appropriately 
through verbal means enables entrepreneurs to create an effective 
workflow in which coordinated action is possible.

Did You 
Know?

More than 95% of 
entrepreneurs have a 
bachelor’s degree and 47% 
have advanced degrees.

Source:
dealsunny.com
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Nonverbal Communication
Nonverbal communication is the process of using facial movements and 
gestures to transmit a message through physical expressions. Effective nonverbal 
communication strategies include having an awareness of physical movements, an 
understanding of how movements may be perceived by others, and recognition of 
nonverbal cues while communicating.

The most common type of nonverbal communication is body language. Body 
language is the gestures, movements, and mannerisms through which a 
person communicates with others. Appropriate body language is an important 
professional skill for an entrepreneur to have because it influences how a 
message is sent and received. To demonstrate an understanding of appropriate 
communication with customers, employers, and coworkers through nonverbal 
means, entrepreneurs should understand the following types of body language: 

Facial gestures
A grimace, an arch of the eyebrow, a smile—these are all facial movements 
that convey emotion. Facial gestures can shape how a message is 
interpreted. For example, if a coworker shares an idea with the owner of 
a business and her verbal response is encouraging but her expression is 
a frown, then she is sending mixed messages. While encouraging words 
may communicate the message that an idea is great and to continue 
ahead with it, a frown sends the message that there is some skepticism or 
disapproval. In this sense, conflicting body language can cause a breakdown 
in communication. 

Eye contact
Eye contact is a critical component to communicating effectively. 
Looking directly at someone when speaking or listening shows respect 
and attentiveness. Averting eye contact sends the opposite message—
disrespect, lack of caring, or not listening.

Hand and body signals
When first meeting someone, a firm handshake sends a message of 
confidence. In contrast, crossed arms in front of the chest may send a 
message of self-consciousness. How entrepreneurs manipulate their 
bodies, including their hands, arms, and legs, can either enhance their 
communication success or detract from it.

For Review Purposes Only

DBF_title


C
ha

pt
er

 6

Personal Financial Literacy     Unit 2 · Chapter 6 131

Visual Communication
Visual communication is the process of using graphic representations and signs 
to transmit a message through sight. Examples of visual communication include 
tables, charts, graphs, images, illustrations, and maps. Visual communication often 
accompanies written communication—as represented by this book, which utilizes 
graphical representations to complement the written word.

Entrepreneurs will encounter visual communication in nearly every aspect of 
business operations, but especially when creating marketing campaigns to sell 
their goods and services. Advertisements are driven by visual communication. 
Colors, layouts, and fonts each use visual communication cues to impact consumer 
buying decisions. Entrepreneurs who are well versed in visual communication 
tactics can effectively and appropriately communicate with their customers.

Digital Communication
Digital communication refers to the thoughts and ideas expressed using 
digital platforms. Entrepreneurs use digital communication on a variety of media 
platforms, such as blogs, social media posts, forums, online news sites, and many 
more. Demonstrating an understanding of appropriate communication with 
customers, employers, and coworkers through digital means is necessary. Digital 
communication gives credibility and authority to business owners—it builds 
relationships with customers, it provides platforms for coworkers to collaborate, 
and it enables channels of communication between employers and employees. 

Despite the numerous communication benefits that stem from digital technology, 
problems can easily occur due to a lack of appropriateness. For instance, it would 
be inappropriate for a coworker to speak poorly of their employer and coworkers 
on social media, or for an employer to publicly humiliate a customer or coworker 
in an online space, such as by sharing inappropriate photos. Maintaining a level of 
professionalism when using digital communication is highly important because 
many online platforms are also commonly used in one’s personal life. What may be 
acceptable when communicating digitally with friends and family takes on a different 
perspective when the audience shifts to employers, coworkers, and customers.
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Because entrepreneurs communicate with many different types of people when 
running a business, digital communication provides a meaningful tool to engage 
all audiences. For example, if a customer posts a message on a company’s social 
media page, a business owner will need to know how to respond appropriately 
using digital means. Likewise, if an entrepreneur receives an email from a coworker, 
she will need to understand how to appropriately reciprocate communication 
through digital means. Whether managing social media accounts, posting to 
online news outlets, or communicating via email or text, entrepreneurs benefit 
from demonstrating appropriate communication through digital means.

Different audiences require different types of communication. Refer to Figure 6.8 to 
understand examples of appropriate communication with customers, employers, 
and coworkers through written, verbal, nonverbal, visual, and digital means.

FIGURE 6.8

Examples of Appropriate Communication for Different Audiences  
by Communication Type

Written Communication

Customers Employers Coworkers

Writing using Standard English 
enables entrepreneurs to deliver 
messages to customers that are 
clear and accurate.

Employers should be 
communicated with using formal, 
professional language.

Professional communication that is 
both informal and formal can build 
a shared understanding among 
coworkers.

Example: Writing a brochure 
explaining details of a business’s 
goods and services.

Example: Writing a report to 
explain market research findings.

Example: Writing an email 
exchanging pleasantries and 
relaying recent meeting notes.

Verbal Communication

Customers Employers Coworkers

Active listening is vital when 
communicating with customers 
through verbal means because it 
demonstrates that their opinions 
are valued.

Verbally communicating with 
an employer should be built on 
mutual respect.

By actively listening to coworkers, 
an entrepreneur can create a 
dynamic, collaborative space 
where ideas are freely exchanged 
and heard.

Example: Actively hearing a 
customer’s complaint and 
responding accordingly to resolve 
the problem.

Example: Hearing an employer’s 
words, listening attentively, and 
evaluating his request before 
responding accordingly.

Example: Team meetings 
where each participant has the 
opportunity to speak and listen to 
ideas.
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Nonverbal Communication

Customers Employers Coworkers

Hand signals or gestures of the 
body can help entrepreneurs 
communicate effectively with 
customers using nonverbal means.

Nonverbal communication 
cues, such as eye contact, show 
respect and attentiveness when 
communicating with an employer.

Facial gestures can be used to 
enhance communication with 
coworkers by mirroring verbal 
communication.

Example: Greeting a customer for 
the first time by delivering a firm 
and polite handshake.

Example: Looking directly at an 
employer when speaking or 
listening.

Example: Smiling while saying hello 
when a coworker enters the room.

Visual Communication

Customers Employers Coworkers

Appropriate visual communication, 
such as through marketing 
collateral, can help business 
owners acquire new customers.

Utilizing graphical representations 
to communicate data to an 
employer is an appropriate visual 
strategy to accompany written 
communication.

Visual tools such as charts, photos, 
and videos help coworkers to 
communicate complex concepts 
with one another.

Example: Advertising signage using 
appealing graphics and colors.

Example: Including tables and 
charts in a written report.

Example: Sharing a slide 
presentation with coworkers about 
an upcoming project.

Digital Communication

Customers Employers Coworkers

Appropriately participating in 
social media platforms by being 
polite and professional can help 
entrepreneurs forge relationships 
with their customers.

Digital communication policies 
benefit an employer by outlining 
appropriate use of technology in 
the workplace.

Digital workspaces, such as 
collaborative websites and tools, 
allow coworkers to communicate 
appropriately regardless of their 
geographic location.

Example: Responding politely to 
online customer reviews.

Example: Company policy stating 
that it is not acceptable to speak 
negatively about the company, 
employees, and employers in 
online public spaces, including 
forums and social networking 
platforms.

Example: Using a shared online 
document writer to create a 
presentation with a coworker from 
another office.
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Communication and Customer Service
Consumers are often more willing to spend their scarce resources with businesses 
that supply helpful and sincere customer service. Communication is the crux of 
appropriate and effective customer service. Entrepreneurs who demonstrate 
an understanding of appropriate customer service are more likely to gain new 
customers and retain existing ones. By employing all five communication types—
written, verbal, nonverbal, visual, and digital—entrepreneurs can expand their 
businesses and provide meaningful customer interactions.

Of particular importance is the entrepreneur’s ability to listen to customers. 
Whether a customer is exclaiming the greatness of a product or criticizing it for 
ill effects, business owners benefit from listening to the consumer needs and 
responding in appropriate, respectful ways. Take, for example, the many online 
reviews that can be found for almost any type of business—some reviews are 
positive, while others are negative. Business owners who respond to negative 
online reviews by being defensive and rude are not demonstrating appropriate 
customer service. In fact, they are doing the opposite—they are turning more 
customers away through poor communication.

Communication Management
With many different communication methods available, how does an entrepreneur 
identify when each method is appropriate and to whom he should communicate? 
As part of developing a plan for a business, an entrepreneur should create pre-
established channels of communication that help guide employees on how, 
when, and where communication takes place. This is known as communication 
management. Within an organization, communication flows in a number of 
different ways. Communication management skills include understanding upward, 
horizontal, and downward communication. Entrepreneurs must clearly outline 
for their team how communication management will take place so that everyone 
understands the flow of communication.

 z Upward communication is when people in low levels of a business 
communicate with those in upper levels, such as a manager 
communicating with the CEO—often the entrepreneur who launched the 
business.

 z Horizontal communication is when people at the same level 
communicate, such as two managers speaking to one another.

 z Downward communication is when people in the upper levels of a 
business communicate with those individuals in the lower levels, such as 
the CEO or entrepreneur speaking to managers.
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When starting a business, it is important to understand the appropriateness 
of the flow of communication. An entrepreneur must establish channels of 
communication so that employees understand what protocols to follow. For 
instance, it may not be appropriate for an employee to communicate directly to 
the president of a company without first communicating with his or her immediate 
supervisor. Clear communication channels eliminate potential conflicts of 
communication.

Go Figure

Entrepreneurs rely on practical math every day—from calculating the square footage of office 
space to compiling complex financial statements, entrepreneurs use mathematical data to solve 
problems.

Take Emily’s business story, for example. She is a talented website designer and decides to turn her 
skills into an entrepreneurial venture by starting a new business selling pre-made, customizable 
website templates for small businesses. She will call her business WebWorld.

Before she can launch her business idea, she needs to write a detailed business plan. She would 
like to borrow money to help with the initial start-up costs, so she is preparing a sales forecast for 
her business plan. This financial data is critical to Emily’s entrepreneurial success because she must 
present accurate projections if she hopes to secure a loan.

Below is a sample of the explanation and sales forecast she will include in her business plan. After 
reviewing her projects, help her calculate what a high month of sales would be.

WebWorld has adopted a conservative forecast for the business plan based on personal 
capacity and sales data collected from similar website services. These estimates will ensure that 
WebWorld does not face cash flow shortages. Emily will base her first year’s revenue on the 
following forecast:

Units Sold/Month Average Cost/Unit Sales/Month

Low Month Sales 5 $2,500 $12,500

Average Month Sales 10 $2,500 $25,000

Your Turn

Emily would like to add a row to her sales forecast table showing what a high month of sales 
would look like. If her average monthly sales increase by 4%, how many units per month would 
she sell, and what would her monthly sales total be?
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In this chapter, you learned about the many different aspects involved in becoming an 
entrepreneur and starting a business. From selecting the right business model to understanding 
industry classifications, entrepreneurs must be well versed in all areas of business to reach success. 
Entrepreneurs prepare business plans and carefully assess risks and rewards before launching a 
new venture.

Instructions
Demonstrate your knowledge of this chapter 
by completing the following review activities.

Note: If you do not have access to the eText 
of this book, Chapter Review worksheets 
should be provided by your instructor.

Define Key Terms 
Apply your knowledge of the chapter 
reading by defining key vocabulary terms.

Test Your Knowledge
Test your knowledge of the chapter reading 
by answering short answer questions.

Read and Write
Review Dollar Dilemmas about 
entrepreneur Jim and the unethical 
behavior he displays. Apply what you have 
learned by writing an essay about how 
entrepreneurs should consider ethical issues 
in business.

Listen and Speak
Apply your knowledge of the chapter by 
selecting, researching, and presenting on a 
real-world entrepreneur.

Create and Design
Use what you have learned in this chapter 
to explore potential business ideas for an 
entrepreneurial venture.
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deflation
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globalization
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monetary policy
monopolistic competition 
monopoly 
oligopoly 
per capita GDP 
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productivity
recession
revenue
supply
tax
traditional economy 

Economics of 
Earning
Although the economy and current events may seem too large to 
affect us on a personal level, economic concepts trickle down to 
personal financial decision making in critical ways. It is therefore 
important to become aware of the broad economic landscape—
nationally and globally—and how finance-related economic 
principles operate; armed with this knowledge, you will be 
prepared to make the most effective decisions with your money.

Objectives
After reading this chapter, you will be able to:

 ; Explain types of economic systems

 ; Differentiate how economic activity is 
measured

 ; Understand the impact of national and global 
economics on personal finance

Chapter 7  
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Economics and Personal Finance
How do you satisfy your wants and needs? This is the question that drives the study 
of economics. Economics exists to examine the production and consumption of 
economic goods, which are tangible items that are sold to consumers, and services, 
the performance of specific tasks that you—the consumer—will buy. Demand for 
economic goods varies based on geographical areas and the cost of living. Recall 
from Chapter 4 that cost of living is the amount of money needed to sustain a certain 
standard of living in the location of employment. 

Cost of living is often influenced by the many economic factors explored in this 
chapter, including the supply and demand of available work and unemployment rates. 
For instance, why do nurses make more money in Boston than in some small towns? 
Why is there more of a demand for nannies in Austin than in Detroit? The answer is 
that these geographical areas have different costs of living and income opportunities, 
resulting in impacts on purchasing power of people who reside in those areas. 

In Chapter 5, you learned that purchasing power refers to the amount of money that 
a person has available to spend. If the income of people living in the geographical 
area of Austin is higher than that of Detroit, there is more available money to spend 
on employing nannies. This in turn impacts the local economy. More purchasing 
power creates economic growth by providing jobs and wages that people then 
spend within the local economy. Money you earn, spend, and save is important to 
the study of economics, and as you will read in this chapter, economics is critical to 
personal finance.
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Types of Economic Systems
You live, work, and spend your dollars within an economic system—an organized 
way in which a state or nation distributes its resources and provides goods and 
services to the community. Every society develops its own economic system to address 
three concerns about scarcity:

 z What the society will produce

 z Who the society will produce it for

 z How the society will produce it

Recall from Chapter 1 that scarcity means that needs and wants are unlimited, 
but that resources are limited. Societies answer these questions according to their 
own lifestyles, accessible resources, and decisions about the role of government 
in their economic system. There are four types of economic systems shown in 
Figure 7.1: traditional economy, centrally planned economy, market economy, and 
mixed economy.

Type of Economy Basic Features Prices Set By Example

Traditional Customs and culture guide economic decisions Cultural traditions Inuit tribes 

Centrally Planned Government sets prices and controls all economic 
factors of production; government redistributes profits

Government North Korea

Market Private businesses own factors of production; 
businesses keep profits

Free market United States*

Mixed Factors of production are regulated by government 
and owned by private businesses

Government and 
free market

United States, 
Sweden, 
France

*There is no truly free market economy in the world, but the United States uses many free market principles.

FIGURE 7.1
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traditions that continually 
get passed on through a 
traditional economy. 

Unit 2 · Chapter 7     Personal Financial Literacy140

7 · Economics of Earning

Traditional Economies
Traditional economies are economic systems where long-established customs 
and cultural values guide personal finance and economic decisions. Traditional 
economies are found in emerging and developing countries. History and tradition 
play a large part in how people decide to use resources. The people of traditional 
economies rely on farming, hunting, or gathering for their needs and usually 
do not use more than they need to survive. They may also use bartering, the 
exchange of goods and services for other goods and services without using money.

Traditional economies have principles that have kept their culture alive for 
generations. Few people are likely to neglect their jobs because everyone knows 
what their responsibility is. The traditional economy relies on natural resources, so 
when resources are scarce, people cannot thrive. For example, if a sudden natural 
disaster wipes out the economy’s crops, people will starve.

A common example of a traditional economy can be found within the Inuit 
tribes of North America. People in these tribes live in remote conditions and rely 
on hunting and fishing to obtain food for survival. The elders of the Inuit teach 
necessary survival skills to the youth of the tribe, and the youth carry on the 
traditions to the next generation so their economy can live on.

Centrally Planned Economies
A centrally planned economy is one where the government takes charge of 
all economic decisions. Government-run businesses are in charge of the society’s 
resources and how they are used and allocated. Centrally planned economies rely 
on the government to set prices of goods and services within the country and to 
ensure resources are allocated to all of its citizens.

The intention of a centrally planned economy is for the government to have total 
control over production and distribution of goods and services with society’s 
best interests in mind. This is not always the case, however. When a government-
controlled economy is centralized, it can be challenging to respond to changes in 
supply and demand that occur within society. The government is separated from 
the people who are demanding products, which makes keeping in touch with 
citizens’ needs difficult.

Communist and socialist countries, such as North Korea and Russia, use centrally 
planned economies. In these countries, the government follows a specific plan for 
creating and selling goods and services rather than acting in accordance with the 
demand of its citizens. 
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Market Economies
A market economy is an economy in which most goods and services are 
produced and distributed through free markets. Free market refers to the 
ability of an economy to operate by having open and free competition among 
businesses. A society’s natural resources are owned by private companies in market 
economies, and these companies respond to the demands of their consumers. The 
government does not have a role in a true market economy. 

Businesses within a market economy exist to profit; therefore, the goods and 
services produced are those with the highest demand. Small businesses and 
entrepreneurs aim to produce products efficiently to maximize their profits. When 
production and resources are not controlled by a centralized power, businesses 
and entrepreneurs can affect a market economy because they have a better idea of 
what products are in demand. Businesses are free to produce goods and services 
that meet the wants and needs of consumers. When small businesses flourish, they 
provide jobs that create income for people to spend within the market economy.

Entrepreneurship within a market economy can also lead to innovation, new 
approaches, and ideas for products. For instance, when Steve Jobs first began work 
on Apple’s iPhone in 2005, he revolutionized the smartphone industry. Innovation 
leads to changes in society and helps the economy thrive.

Did You 
Know?

Economies are so complex 
that even economists 
disagree on what causes the 
economy to grow and shrink. 

There are many schools of 
thought concerning how 
economies work, including 
Mainstream Economics, 
Austrian Economics, Modern 
Monetary Theory, Classical 
Economics, and many more.

CareerConnections

Financial Journalists
Financial journalists inform the public of financial news happening locally, nationally, 
and internationally. They use a variety of modes for relaying news, including websites, 
newspapers, and magazines. Duties of a financial journalist include researching topics 
and stories of key interest to their audience pertaining to financial developments. They 
often forge relationships with experts and contacts in the field of finance who serve as 
credible references in the analysis and interpretation of financial data. 

Financial journalists not only have to possess mathematical and financial literacy 
skills, but they also must be excellent communicators. Verbal communication is often 
required to acquire data and conduct interviews, while written communication is used 
to present news to their audience. 

Most employers prefer that financial journalists have a bachelor’s degree, either in a 
communication-related field or one with a financial focus. For instance, a college-level 
journalism program includes valuable learning experiences on journalistic ethics and 
techniques for researching and interviewing sources. Depending on the specific focus 
a journalist chooses, the median pay can vary from $37,000 to $56,000.

bls.govSource: 
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Mixed Economies
Unregulated market economies are rarely found in the world. Instead, most 
societies use aspects of market economies and government regulation to create 
a mixed economy. A mixed economy incorporates elements of both market and 
centrally planned economies. A mixed economy relies on government decisions 
regarding regulation of businesses, but also allows the free market to determine 
which products are produced and sold. Many countries, including the United 
States, Sweden, and Iceland, are considered mixed economies. See Figure 7.2 for a 
list of major features of the US economic system.

Major Features of US Economic System

The United States is considered to have a mixed economy because the government 
and private businesses are both involved in the production of goods and services. 
Major features of the US economic system include the following:

Free Market Prices for products are set by supply and demand

Taxation Citizens must pay taxes on their income

Regulation Government regulates businesses

Profit Incentive Businesses are allowed to keep their profits

Competition Businesses have the ability to compete, profit, or fail

Private Ownership Private businesses can own factors of production

FIGURE 7.2

The purpose of a mixed economy is that the government supervises the 
production of goods and services that businesses provide to ensure that the 
economy is stable and equitable. For example, the government sets the minimum 
wage that employees must be paid by a business; a company must be able 
to pay all of its employees at least that amount in order to operate. But the 
companies themselves have liberties in their operations, such as choosing which 
products to produce, deciding whether to provide health insurance, and offering 
employee incentives.
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Supply and Demand for Money
Analyzing supply and demand for money is crucial to understanding economic 
principles because they are economic factors that affect personal finance. Demand 
refers to the amount of goods that consumers want. Supply refers to the amount of 
goods that are available to consumers. The relationship between supply and demand 
determines the prices of products that you buy. 

For example, imagine that you live in a remote area where no stores sell peaches. 
Many people in the area would like to eat peaches, so the demand is high. One day, 
the general store decides to sell peaches. This decision draws a crowd of people to its 
storefront. The supply of peaches is low because only one store sells them. But because 
demand is high, the store can set a higher price for the peaches since people are 
willing to pay a premium price for a limited supply of product. This example illustrates 
that when supply is low and demand is high, prices are also high. 

Now suppose in that same area, many other stores decide to sell peaches. There 
is more competition between stores to get people to buy their peaches because 
the peach supply has increased. This drives peach prices down because supply has 
increased to meet consumer demand for the product. 

Imagine you have $3 to spend and you want to purchase a peach. In the first 
scenario—when the supply for peaches was low but demand was high—one single 
peach would cost you $5.50, far exceeding your $3 budget. In contrast, the second 
scenario—when the peach supply increased and demand decreased—you could 
purchase a single peach for $1. To make up for the lack of demand and competing 
retailers selling peaches, the general store also offers a promotion of buy three 
peaches and get one free. So your $3 could net you four peaches. Understanding the 
supply and demand of money is important because it can change your purchasing 
power. In the second scenario, you would be able to purchase much more product 
because the peach supply had increased.
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Law of Supply
The law of supply states that the higher a product’s price, the higher the supply 
will be for that product. When businesses sell products at high prices, they create 
more of those products because it will accumulate greater income. For instance, a 
video game production company may produce a larger inventory of its expensive 
games because the company will make more money from the sales when 
consumers pay a higher price for a product. Figure 7.3 shows a supply curve, which 
slopes upward to indicate that the higher the market price, the more goods will be 
available in supply.

Law of Demand
The law of demand states that the higher the price of a product, the less demand 
there will be for that product. As a product’s price rises, so does its opportunity 
cost. Fewer people might buy the expensive game from the video game company 
because the extra money may not be worth the trade-off for something else.  
Figure 7.4 displays a demand curve, which slopes downward to illustrate that 
demand decreases as prices increase. 

FIGURE 7.3

Supply Curve
The supply curve shows how 
many products will be produced 
at different prices.

Quantity

Pr
ic

e

Supply

quora.comSource: 

FIGURE 7.4

Demand Curve
The demand curve shows 
how much people will buy 
at different prices.
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businesstiptop.comSource: 

Did You 
Know?

Manufacturers contributed 
$2.18 trillion to the US 
economy in 2016.

Source:
nam.org
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Equilibrium
The laws of supply and demand are inverses of each other. Equilibrium is the point 
at which the curves intersect, indicating that the amount of products produced is 
equal to the demand for those products. Equilibrium is illustrated in Figure 7.5.

When analyzing the supply and demand for money, it is assumed that all other factors 
affecting the economy stay constant. This is usually only the case in theory, not reality. 
Factors such as consumer preferences, scarcity, and technological advances can impact 
supply and demand for products. For example, in 2016, an outbreak of poisonous 
algae wiped out salmon farms in Chile, the second-largest producer of salmon in the 
world. Since demand for salmon increased due to its popular health benefits, the price 
for salmon increased drastically when the supply of salmon decreased.

Competition
Within a mixed economy, businesses that sell similar products must try to attract 
patrons through competition with one another. Competition is when two or more 
businesses try to earn profits by influencing consumers to purchase their products. 
There are two types of competition to be aware of as it relates to your personal 
spending decisions: price competition and nonprice competition. 

Price competition is when businesses try to influence customers by offering a 
more reasonable price than competitors. Nonprice competition is when businesses 
influence customers with attributes of their products. Businesses compete by offering 
a practical balance between price and nonprice competition by examining their price 
points, services offered, specialty products and services, and quality of products to 
stand out among other companies. 

britannica.comSource: 

FIGURE 7.5

Equilibrium
Equilibrium is the point at 
which the supply and demand 
curves intersect.
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Competing businesses understand that your financial decisions are influenced by the 
price of a good or service, the price of alternatives, and your income and preferences. 
For instance, imagine that Bakery B opens across the street from Bakery A in your town. 
How would you decide which to go to when you are hungry for a bagel? Perhaps 
Bakery A has lowered its prices to convince you that it is the more frugal choice. 
But maybe Bakery B, with its higher prices, can offer you hot bagels with specialty 
toppings, delivering a more satisfying meal than its competitor. By offering different 
bagels at different prices, Bakeries A and B are competing to sell you their food.

Competition is beneficial to the economy because it promotes economic growth. 
Companies are always trying to find ways to produce their products more effectively 
to better meet consumer demand and maximize their profits. Profit serves as an 
incentive for businesses to provide goods and services efficiently to consumers. 
When competition exists within an economy, there is more choice available to both 
businesses and consumers. 

Measuring Economic Activity
Businesses are interrelated within an economic system and they rely on a thriving 
economy to profit and produce products for customers. To study the health of the 
economy, business owners and economists look for economic indicators. Economic 
indicators are signs of the economy’s health. For example, consumer spending can 
be measured as an economic indicator. When many people are spending their income 
on goods and services, it is generally assumed that people are willing to spend their 
money because they have more resources. When the economy thrives, people thrive 
as well.

In the United States, the economy has experienced periods of growth and decline 
that have affected all of its citizens. Understanding which elements cause changes in 
an economy is important because people experience the consequences of economic 
upswings and downturns. For this reason, businesspeople, investors, and economists 
rely on macroeconomics, the study of large-scale economic factors that indicate the 
condition of the economy. To analyze how the US economy functions as a whole, it is 
important to understand macroeconomic measures of economic activity, which are 
economic factors that may affect your personal finance decisions. These include gross 
domestic product, inflation, interest rates, unemployment rate, and productivity.

Gross Domestic Product (GDP)
Gross domestic product, or GDP, is a total monetary value of goods and services 
produced in a country during one year. GDP, which is measured in dollars, is often 
used to describe the size of an economy. GDP indicates how much a country is 
producing in goods and services, and it is an economic indicator in that the more 
money spent within the economy, the stronger the economy.
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GDP is measured using a formula that combines all of a country’s spending within 
its economy. The variables of the formula are consumer spending (C), business 
investment/spending (I), government spending (G), and net exports (X-M). Figure 7.6 
explains this formula in greater detail.

FIGURE 7.6

GDP = C + I + G + (X-M)

Variable Explanation

C Consumer spending Consumer spending is the money spent by consumers on goods and services. 
Groceries, clothing, car washes, electricity bills, and cell phones are just a few of 
the endless examples of consumer spending.

I Business investments 
and spending

Business investments are all of the money a business spends within the economy. 
Purchase of premises, equipment, and stock are all examples of business 
spending.

G Government spending Government spending is the money spent by all levels of government. This 
spending includes the money the government uses to fund schools, police 
services, national defense, and social welfare programs.

X-M Net imports  
(exports - imports)

An import is a good that is brought into a country, while an export is a good 
that is shipped out of a country. For example, a shoe made in China that is sold 
at a US store is an American import. If an American shoe were sold at a Chinese 
store, that shoe would be an American export. 

A country’s net imports are calculated by subtracting the amount of money a 
country spent importing goods from the amount of goods a country exported. 
Common imports in America include smartphone technologies and precious 
metals. American exports include entertainment and construction vehicles.

To compare the GDPs of different countries, per capita GDP is used. Per capita 
GDP is the GDP of a country divided by the country’s total population. Per capita 
GDP captures the economic output of each person in the country, rather than 
the country’s total. For example, the United States might have a higher GDP than 
Singapore because it has a greater population than Singapore. But when per capita 
GDP is calculated, Singapore may actually have a higher per capita GDP than the 
United States. 

The higher the per capita GDP, the higher the standard of living—or the level of 
wealth, material goods, and necessities considered to be essential to an individual 
or group in a particular geographic area. However, per capita GDP does not 
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take certain factors into account when assessing standard of living. Because 
GDP focuses solely on spending, qualities such as safety, individual liberty, and 
a country’s health are not accounted for in per capita GDP’s standard of living 
measurements. Figure 7.7 contains a list of the countries with the highest per capita 
GDPs in the world.

Rank Country GDP - Per Capita  Estimated Date

1 Liechtenstein $139,100 2009

2 Qatar $124,900 2017

3 Monaco $115,700 2015

4 Macau $114,400 2017

5 Luxembourg $109,100 2017

cia.govSource:

FIGURE 7.7

A country’s GDP is dynamic, which means that it is not a measurement that stays 
the same; rather, it fluctuates as the economy does. These fluctuations are described 
as the economic growth rate, the overall change of a country’s GDP from the 
beginning to the end of a specific time period, often a year or a quarter. Figure 7.8 
illustrates the economic growth rate in the US and, although the economic growth 
rate fluctuated from quarter to quarter between 2015 and 2017, it was typically 
around 2 percent. This means that each quarter the country’s GDP rose about 
2 percent from its previous position. When GDP increases, it indicates that the 
economy is strong and growing. When GDP decreases, it indicates that the economy 
is struggling. Due to factors that affect economic activity, it is normal to see periods 
of growth and decline in any country’s GDP.
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Economic Growth Rate in the United States

tradingeconomics.comSource:
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Inflation
Inflation is another way to gauge the strength of an economy. Recall from Chapter 5 
that inflation is a general increase in prices and decline in the purchasing value of 
money. Inflation may occur for different reasons. In growing economies, increased 
demand is one of the biggest reasons for inflation. If demand grows at a faster rate 
than supply does, prices will rise. Inflation can also occur when production costs 
rise for businesses. When businesses have to pay more money to produce goods 
and services, they will increase the price of their products to continue making 
a profit. An excessive supply of money can also lead to inflation because when 
money is too abundant, its value decreases.

Changes in inflation are recorded over time and known as inflation rates. 
Inflation rates are communicated in percents. Changes from 1 to 4 percent inflation 
is considered low inflation, which does not have any sort of drastic impact on your 
personal financial decision making. Higher rates of inflation, however, can affect 
your financial decision making. Hyperinflation is a drastic increase in price and 
fall in the purchasing value of money. Hyperinflation can lead to the destruction of 
currency. This occurred in Zimbabwe from 2007–2009, when political changes and 
other hardships led the government to print extra money in an attempt to repair 
the country’s economy. Hyperinflation followed—their currency lost its value 
and people resorted to bartering to meet their needs. For citizens of Zimbabwe, 
inflation affected their income, purchasing power, and overall financial decisions, 
including how they acquired goods and services.

Inflation has an economic impact on financial decisions for both consumers and 
businesses. When inflation drives the value of money down, workers who receive 
fixed wages suddenly lose purchasing power because their salary is worth less 
even though it has not changed. Businesses have to rethink their capital because 
their money and investments hold less value during periods of high inflation.

For example, an insurance company that collects money upfront from a 
policyholder will have to decide if it will keep its profit in cash (and risk a decline 
in the money’s value), or if it will invest the money in something else. Another 
economic impact of inflation is the unemployment and inflation tradeoff. Some 
economists believe that rates of unemployment and inflation are inverses of one 
another—when inflation rates rise, unemployment decreases. This is because 
as more workers are producing, businesses pass the increase in labor costs to 
consumers in the form of increased prices for goods and services. 

The opposite of inflation is deflation, a decrease in prices and increase in the value 
of money. While this might sound like a positive prospect, deflation usually only 
occurs when an economy is unstable. When people are hesitant to spend money, 
they save more and spend less.

Did You 
Know?

According to the National 
Bureau of Economics, the 
latest complete business 
cycle in the United States 
was from December 2007 
to June 2009.

Source:
nber.org
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Interest Rates
If you choose to attend college, purchase a house, or buy a car one day, you 
may have to take out a loan. A loan is a borrowed sum of money. Consumers, 
businesses, and even the government take out loans to pay for goods and services 
they cannot afford upfront. Banks and creditors distribute loans and charge the 
borrower interest, a sum of money paid in exchange for a loan. Collecting interest 
gives banks and creditors a way to compensate for their distribution of a loan. For 
instance, if you lend a friend $10 and she claims she will pay you back $12 next 
week, you are collecting $2 of interest. Interest is typically expressed as an interest 
rate, a percentage of a loan that is charged to the borrower incrementally. Interest 
rates are typically expressed in annual terms such as annual percentage yield (APY) 
or annual percentage rate (APR).

Interest rate fluctuations impact consumers and businesses in an economy. When 
the demand for loans increases, interest rates increase. This is because as more 
people request money, creditors are able to charge more for their loans. High 
interest rates affect businesses and consumers by causing them to limit their 
present spending. The prices of financial assets are also affected by interest rates. 
For example, imagine a factory took out a loan for its machinery. If interest rates 
rise, that factory would have to pay more to its creditor, leaving less in the factory’s 
budget to spend on maintenance, employee care, and shipment of products. The 
factory would naturally spend less rather than using up all of its extra funds. 

Unemployment Rate
Labor resources are employees who work for a business. Employed persons receive 
wages and spend their wages on goods and services within the economy. The 
labor force, members of a population who are willing and able to work, impacts 
the economy in this way.

The economy also affects laborers. Changes in economic conditions or the labor 
market can cause changes in a worker’s income or may cause unemployment. 
For instance, businesses have to make decisions about how they will profit during 
times of economic hardship. They have to use their income wisely, and sometimes 
they cannot afford to hire or keep workers. When a number of workers in the labor 
force are without jobs, the unemployment rate, or percentage of people without 
jobs and wages who are seeking employment, rises. The impact of a nation’s 
unemployment rates reflects the state of its economic system.

A nation’s unemployment rate impacts individuals and society. Individuals 
without jobs have less spending money, making it harder for people to meet their 
needs. When less money is being spent in an economy, businesses produce less. 
Businesses have to decide how they will continue to profit, which may lead to 
downsizing hours or letting go of workers.
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Productivity
When a business and its employees create the goods and services that can be sold 
within an economy, they are being productive in economic terms. The concept 
of productivity is a measure of economic output of a worker’s input. The more 
products produced (output) in a period of working time (input), the higher the 
productivity for the worker. Businesses depend on workers to be as productive as 
possible, producing as many products as they can during the time they spend at 
work. It is important for businesses to find a way to maximize their productivity 
because capital (equipment) and labor resources are limited. When more work is 
accomplished with less time and effort, productivity increases. 

High productivity benefits the economy in many ways. When production is most 
efficient, more goods and services can be provided without increasing the money 
spent to provide them. Because of this, companies can profit more. The wage 
or salary paid to workers in jobs is usually determined by the labor market, but 
businesses are generally willing to pay more productive workers higher wages or 
salaries than less productive workers. For this reason, high productivity can benefit 
workers by increasing their wages. When businesses are productive, they produce 
more products for consumers at a more efficient rate. This, along with increased 
worker wages, gives people options and a higher standard of living.

Tech Tools

Examining international current events as they relate to personal financial decision making is an 
important aspect of maintaining overall financial health. To stay informed about domestic and global 
events, some consumers find it helpful to use smartphone apps to track financial news. From market 
data to international business development, financial news apps provide information and alerts to help 
you manage personal finance decisions.

One common financial news app is Bloomberg (bloombergapps.com). This app provides information 
on the latest worldwide market developments, currencies, and stock market news; it also provides 
articles from respected business and financial journalists.

Another popular app is MarketWatch (marketwatch.com), which provides breaking news stories 
with in-depth analysis. In addition to monitoring international financial news, MarketWatch provides 
personal finance and retirement planning insights.
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Business Cycles
To see how an economy has strengthened or weakened across years, its progress is 
monitored in a business cycle. Business cycles are periods of growth and contraction 
measured by GDP. GDP is the most common indicator used to track a business cycle 
because it reflects consumer, business, and government spending. A business cycle 
has periods of growth, called expansions, and periods of decline, called recessions—
also known as boom and bust.

Expansions in a business cycle show growth in the economy. This means that 
productivity and employment are growing, and people are spending greater 
amounts of money. The impact of business cycles on personal financial decision 
making is important because workers earn higher wages in expansions and have 
additional income to spend or save. Consumer confidence increases significantly 
during expansions, which means that consumers feel the economy and their personal 
finances are strong. The result is that consumers tend to save less and spend more 
during expansions in a business cycle. Expansions are measured from the lowest 
point of a cycle, called a trough, to the highest point, called a peak. Recessions follow 
the peak in a cycle and show the opposite—productivity and employment decline, 
and people spend less money. Refer to Figure 7.9 to see a detailed business cycle. The 
lengths of recessions and expansions vary within a business cycle. 

financeandcareer.comSource: 

FIGURE 7.9

Business Cycle
Business cycles are periods 
of growth and contraction 
measured by the GDP.
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Business cycles have an impact on business and consumer activities. During expansion 
periods, companies are more productive, profitable, and can hire more workers. They 
can make investments into human, financial, and capital resources. Businesses and 
consumers are also affected by recessions. When spending is low in an economy, a 
business may not make as much money. Investments in capital and financial resources 
may create less profit, and businesses may not be able to afford to pay their workers 
higher wages. To plan for expansions and recessions, businesses watch for troughs and 
peaks in the business cycle to know how to allocate their resources.
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Markets in the US Economy
Markets are places where goods and services are sold. There are many markets within 
the US economy. There is a market for toys, a market for highlighters, and a market for 
laptop computers, among others. There is often a great deal of competition because 
so many businesses exist within the US market. Consumers should be aware of the 
different types of competition to make effective personal finance decisions. One way 
to understand competition is by analyzing market structures. 

Market structure refers to how a market is structured based on its business competition. 
Market structures have an effect on the price and quality of goods and services 
produced. There are four common market structures in today’s economy: monopoly, 
oligopoly, monopolistic competition, and perfect competition as detailed below and in 
Figure 7.10.

Monopoly
Monopoly is a market structure where a single business has exclusive control of a 
market. No other companies can compete with monopolies because they are large 
enough to own all of the factors of production for a certain product. Monopolies 
are discouraged by the government through laws and regulations because without 
competition, monopolies can become dominant and charge unrealistic prices 
to consumers.

Natural monopolies still occur, however, because factors of production can be 
owned by private businesses or the government. For example, your water utility 
company may have a monopoly in your geographic area because one private 
business owns the water supply. This means you are subject to whatever price 
that organization sets because you do not have other options for water utility in 
your area. Oftentimes, a monopoly is created when one business starts purchasing 
its competitors until it slowly owns all of them. While corporate monopolies are 
uncommon, Google—which owns 63 percent of the search engine market—
comes close.

The lack of competition enables a monopoly to have complete freedom 
when it comes to quality and price of its products. Monopolies can 
determine the quality of the goods and services they provide 
because they are the only businesses selling them. They can also 
raise prices indefinitely because they have no competition. 
This can dramatically impact personal finance. If, for 
example, your water utility bill continues to rise because 
of a monopoly market—aside from moving to a new 
geographic location where multiple utility companies 
operate—you are limited to adjusting your income and 
budget to pay for cost increases.

For Review Purposes Only

DBF_title


Unit 2 · Chapter 7     Personal Financial Literacy154

7 · Economics of Earning

Oligopoly
Oligopoly is a market structure where a small number of businesses have control 
of a market. Rather than competing with one another, sometimes businesses in 
oligopolies collude, or conspire with other organizations. Although collusion and 
price setting is illegal in the United States, some businesses in oligopolies still try to 
collude by setting their own prices because they dominate the specialized market, 
similar to monopolies. 

For example, US car companies such as Ford, General Motors, and Chrysler make 
all American cars. No other domestic businesses can compete with them since they 
are so large. They have an incentive to produce quality products because there is 
more than one business operating in their oligopoly. Businesses in an oligopoly 
have to be highly aware of what their fellow oligopoly businesses are producing so 
they can keep up with competitors. Smartphone technology is another example 
of oligopolies at work—Google Android and Apple iOS lead the marketplace. Your 
personal financial decisions are influenced by an oligopoly because when a small 
number of businesses control a market such as smartphone technology, it limits 
the price and product choices you have as a consumer.

Monopolistic Competition
Monopolistic competition is when many businesses in a market are selling 
products that are slightly different from one another. For example, shoe companies 
are part of monopolistic competition because different businesses sell sports 
shoes, dress shoes, sandals, hiking boots, and many other styles and varieties. 

Companies charge different prices for their products, and quality of the products 
will vary across sellers even though their products are similar. For example, buying 
flip-flops may cost you significantly less than purchasing brand-new basketball 
shoes, even though both companies exist in the same market. The market 
structure of monopolistic competition usually has many different businesses selling 
products; there is no dominance as there is in monopolies and oligopolies. As a 
consumer, this type of market structure gives you choices in product selection 
and price.

Perfect Competition
Perfect competition is a theoretical market structure where many businesses sell 
identical products. In this structure, prices for products reflect supply and demand, 
and businesses have an incentive to make high-quality goods since consumers have 
many other available options. Perfect competition is the opposite of a monopoly 
because businesses compete in harmony and no single business takes full control of 
a market. Businesses earn only enough to profit, and not enough to grow.
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Perfect competition only exists to be compared to other market structures. 
Perfect competition does not exist in reality because businesses are always trying 
to maximize profits. If a shampoo company makes a product similar to another 
company, it will try to differentiate its version to convince consumers to buy. Or 
the company may try to reduce the shampoo’s price to appeal to customers. This 
spirit of competition is important for a thriving economy, but it also means that the 
perfect market structure is unattainable.

Type Description Who sets price and quality 
standards?

Example

Monopoly Market structure where a single 
business has exclusive control of 
a market

The monopolistic business Water utility company

Oligopoly Market structure where a small 
number of businesses have 
control of a market

Businesses within the oligopoly Domestic car companies

Monopolistic 
competition

Many businesses in a market are 
selling products that are slightly 
different from one another

Supply and demand Shoe companies

Perfect 
competition

Many businesses selling identical 
products

Supply and demand There is no true perfect 
competition market. However, 
some commodities, such as 
grain, come close.

FIGURE 7.10

Market Structures

Regardless of the market 
structure in which a business 
operates, cooperation 
between people is necessary 
to achieve the common goal 
of success.
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The Government’s Role in 
Economic Systems

The government plays a large role in the US economy by regulating businesses. Recall 
that the Unites States is a mixed economy that has aspects of a market economy. The 
free market is at play in the United States, but the government does have an important 
relationship to the economy and the businesses and consumers that function within 
it. An economic role for governments exists if individuals do not have complete 
information about the nature of alternative investments or access to competitive 
financial markets. Although there are many ways government is involved in economy 
and markets, six important areas include economic development incentives, fiscal 
policy, monetary policy, public services, legal structure, and externality management. 
Each of these areas of government intervention is intended to help the US 
economy thrive.

Economic Development Incentives
To stimulate growth of the US economy, the government provides economic 
development incentives, benefits to specific businesses that fulfill a government 
agenda. Economic development incentives include tax breaks, low-interest 
loans, and grants. Businesses are offered an incentive to do something that the 
government thinks would improve the economy. For example, the government 
has offered General Motor Company several incentive packages to open plants in 
an effort to increase employment in specific geographic areas. This in turn helps 
stimulate economic growth because as new jobs become available, consumers are 
able to earn higher incomes and spend their earnings in the economy. To receive 
an incentive, businesses must fulfill what the government asks them to do.

Incentives provide the government with a way to persuade businesses toward 
economic development. The government may give a tax break to farmers to 
expand their business and increase productivity. A construction firm may receive 
a grant from the government to build a new public transportation system. But 
incentives are not offered to every business—only those that affect a government’s 
agenda for economic growth. Large corporations that can directly influence 
employment tend to receive the most economic incentives.

Fiscal Policy
One direct way a government influences an economy is by enacting fiscal 
policies. Fiscal policies refer to the policies the government creates in regards to 
economic tax and spending levels. The government has the power to raise and 
lower taxes on businesses and can increase or decrease the level of spending on 
certain government sectors. Fiscal policies are aimed at improving the economy 
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and benefitting citizens. The prices of financial assets are affected by changes 
in domestic and international economic conditions, including fiscal policy. For 
instance, imagine that the economy is headed toward a recession. Unemployment 
and spending have decreased. To stimulate the economy, the government may 
decide to lower taxes so people have more money to spend. If hyperinflation occurs, 
the government may raise taxes to make money scarce, thereby increasing its value.

Fiscal policies directly affect consumers and personal financial decision making. 
The most significant way consumers see its effects is through employment. If a 
fiscal policy is enacted to stimulate growth, workers who were once unemployed 
may now find themselves with a job and money to spend on goods and services. 
Likewise, if the government believes the economy is growing too fast, government 
officials may utilize fiscal policies to slow down spending. This will result in overall 
demand and employment opportunities decreasing. As part of developing 
personal finance management skills, it is important to continually analyze 
changes in fiscal policies to assess the impact they may have on your specific 
employment choices.

Monetary Policy
Monetary policy refers to the processes of a centralized bank controlling the 
supply of money. Recall from Chapter 5 that the central bank of the United States 
is the Federal Reserve System. The role of the Federal Reserve is to “conduct the 
nation’s monetary policy by managing the level of short-term interest rates and 
influencing the availability and cost of credit in the economy.” This means that 
the Federal Reserve follows economic indicators to determine whether to adjust 
interest rates or increase money circulation.

Monetary policy has an effect on the supply and demand for money. For example, 
if there is too much supply of money in the economy, inflation will rise. To avoid 
inflation, interest rates can be increased to reduce some of the money supply. 
Increases in demand for money drive up interest rates. Monetary policies can 
regulate the interest rates if they get too high to make it easier for people to take 
out loans, which decreases the demand for money. If the supply of money is low, 
monetary policies can boost supply by increasing money circulation.
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The prices of financial assets are affected by changes in domestic and international 
economic conditions, including monetary policy. The primary way monetary policy 
affects consumers and their personal finance choices is through interest rates.

For example, imagine you have been considering purchasing a home for several 
years. When you first started reviewing loan terms four years ago, interest rates 
were at 3.5 percent. However, the interest rates have increased and are now at 
4.5 percent. This means you will be paying 1 percent higher for the same loan 
today that you would have borrowed yesterday. While there is no way of knowing 
the entire extent of how monetary policy will impact your personal finances, it 
is helpful to analyze policy changes as part of your overall financial health plan 
because broader economic policies inevitably flow to the individual level.

Public Services
While the government acts as a regulator to control economic factors such as 
incentives, fiscal policy, and monetary policy, it also serves as a provider of goods 
and services. The government collects taxes from citizens, which are mandatory 
payments to the government to support public goods and services.

The importance and purpose of taxes is to enable the government to provide 
services of value to the population at large. For example, public education is 
considered a service provided by the government that is funded through tax 
dollars. By providing public education for all members of an economy, the 
government can ensure the future success of the workforce. If the government 
did not supply this service and individuals were forced to pay for schooling from 
private entities, not every person or family would be able to afford access to 
education. Over time, the decrease in available education could lower the output 
of productive employees.

Other government-provided goods and services exist to benefit the well-being 
of the economy. Some of the most notable contributions include social welfare 
programs such as Social Security, which provides income to retired individuals, 
and Medicare, which provides healthcare services. Individuals who face challenges 
such as unemployment or disabilities may struggle to contribute and thrive in the 
economy. Government programs assist individuals by providing them with the 
necessary goods and services to sustain their standard of living.

Likewise, people who have been impacted by a natural disaster, such as a hurricane 
or earthquake, can receive support from the Federal Emergency Management 
Agency (FEMA). FEMA is an example of a specific government agency that provides 
valuable goods and services to victims who may be displaced from their homes, 
unable to work, or are in need of food, water, and shelter. For a complete discussion 
on the nature of taxes and how the government collects them, see Chapter 8.
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Legal Structure
The government provides structure and enforcement of many laws to support 
a high-functioning economy. Without the government’s legal intervention, an 
economy could face a variety of concerns ranging from public safety to illegal 
business activities. The government generally provides legal structure through 
criminal laws, civil laws, and antitrust laws.

Criminal law refers to the punishment of individuals who commit a crime. An 
example of criminal law in action would be a consumer who steals goods from 
a company. The government regulates criminal laws so that there is a set of 
parameters by which to measure the extent of a crime and enact punishment 
if convicted.

Civil law refers to the mandates set in place to protect private rights. For instance, 
if a cosmetics business enters into a contract with a manufacturer to develop 
a product line and the manufacturer violates terms of the agreement, civil law 
provides a framework for rectifying the situation. When a government respects 
and applies the laws of criminal and civil issues, businesses are able to maintain 
effective activities, driving the economy forward.

In addition to providing framework for criminal and civil laws, the government also 
regulates business competition through antitrust laws. Antitrust laws represent 
a series of laws to protect trade and commerce from unlawful restraints and 
monopolies or unfair business practices. There are three primary antitrust laws:

1. The Sherman Act
Developed in 1890, the Sherman Act is the first antitrust law to exist in 
the United States. Its purpose is to provide a “comprehensive charter of 
economic liberty aimed at preserving free and unfettered competition as 
the rule of trade.” The primary focus of the act is to maintain fair competition 
among businesses. A landmark case for the Sherman Act was the business 
dealings of Standard Oil Company, Inc. In 1911, it was discovered that 
the company was in violation of the Sherman Act for creating an illegal 
monopoly. The result was that the company was forced into dividing into 
34 separate companies, many of which then became competitors. In many 
ways, this well broadcasted case set the precedent for the Clayton Act to be 
established to further address prohibitive activities when businesses merge.

2. The Federal Trade Commission Act
Developed in 1914, the purpose of this antitrust law is to ban “unfair methods 
of competition and unfair or deceptive acts or practices.” The act addresses 
many of the same components as the Sherman Act, so if a company is 
found to be violating the Sherman act, they are likely in violation of the 
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Federal Trade Commission Act too. The Federal Trade Commission Act does 
include some extra components that the Sherman Act does not, such as 
prohibiting deceptive business practices and advertising methods that can 
mislead consumers.

3. The Clayton Act
Developed in 1914, the Clayton Act “addresses specific practices that the 
Sherman Act does not clearly prohibit, such as mergers and interlocking 
directorates (that is, the same person making business decisions for 
competing companies).” The Clayton Act is an amendment to the Sherman 
Act after determining that it did not include certain activities that should be 
prohibited in order to promote fair competition, the most notable addition 
being how businesses handle mergers.

Externality Management
Externality refers to a secondary or unintended consequence of doing business. 
Although externality does not immediately impact economic activity, it 
does influence people within an economy and is therefore regulated by the 
government. For instance, pollution caused by manufacturing companies is 
an example of an externality. High pollution may deteriorate the surrounding 
environment, impact people’s health, and provide poor living conditions in the 
geographic area in which a factory exists.

A company may choose to operate under a higher pollution output if it means 
the company can lower production costs and increase profit. However, the 
government’s role is to determine if the social costs of such externalities—
including public safety concerns—justify the costs businesses save. If the 
social costs are too grave, government agencies will work to combat negative 
externalities. Government intervention may include creating and enforcing taxes 
and fines on businesses that produce negative externalities. 

Oil refineries are highly 
regulated due to 

externalities involving 
environmental concerns.
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Factors Affecting Profit, Revenue, 
and Expenses

Businesses operating in a free market enjoy many liberties within the economic 
system, including the right to make and keep money. But no business is immune 
to change; even the most well-intentioned, well-funded businesses can experience 
financial difficulties. There are many factors at play in a free market that can affect 
three areas of a business’s financial health: revenue, expenses, and profit. 

When a business hurts financially, it can affect operations and activities to the point 
where a business could fail or cease to operate. Business failure is one of the costs of a 
free market—when businesses compete, some will win and some will lose. Businesses 
that face hardships with revenues, expenses, and profits impact personal finance. 
When a business closes, the individuals who depended upon that company for income 
are left to seek employment in other areas—sometimes long-term unemployment 
may even result from a business failure.

Revenue
The income earned by a business is called revenue. In the private sector, 
businesses can generate revenue by selling their products or services. The money 
brought into a business from sales is important because businesses need money 
to remain profitable. Some factors that affect business revenue are inflation, 
unemployment rate, and increases in supply.

Do
lla

r D
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m
m

as Lucas runs a sporting goods store in a popular tourist town. Since founding the 
business five years ago, his town has witnessed significant economic growth. What 
used to be a quiet, undiscovered getaway is now a booming metropolis during peak 
season. Despite the economic growth surrounding Lucas, his store is struggling to 
increase revenues. He is unsure why because other businesses around him seem to be 
profiting under the town’s flourishing economic conditions. 

In the past year, Lucas has spent a large amount of money renovating his storage room 
so that employees can more easily locate inventory and get it out to customers more 
quickly. However, the new inventory system he put into place is confusing employees 
more than increasing their efficiency and productivity. He wonders if this is a possible 
cause of his lack of profit.

What factors do you think are affecting Lucas’s profits, revenues, and expenses? 
What could Lucas do to rectify his situation given that the economic climate is 
favorable? How would increased employee productivity help Lucas’s business?
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Inflation
Inflation can cause a decrease in the value of a business’s revenue. Recall 
that inflation is a general increase in prices and fall in the purchasing value 
of money. During high inflation, businesses have to rethink their strategy 
for profiting because their revenue has less value. For example, a car repair 
shop that collects money from its customers will have to decide if it will 
keep revenue in cash (even though the money’s value could decline), or if it 
will invest the money in something else, like new equipment, in hopes that 
inflation decreases and the shop’s revenue will gain more value.

Unemployment Rate
The unemployment rate affects revenue because businesses generate less 
income when the unemployment rate is high. The unemployment rate is the 
percentage of people without jobs and wages. Individuals without jobs have 
less spending money, making it harder for businesses to generate revenue 
because they have fewer customers. A spa service may struggle to gain 
customers when the unemployment rate is high because people cannot 
afford to spend money on luxury services. When less money is being spent in 
an economy, businesses make fewer sales and bring in less revenue. 

Increased Supply
Increases in supply can increase revenue. Recall that the law of supply states 
that the higher the price for a product, the higher the supply will be for that 
product. Businesses will produce more products if they can sell them at 
higher prices because higher prices will increase revenue. 

Expenses
The income spent by a business is called expenses. Businesses spend money 
on a number of activities, including paying workers, purchasing and repairing 
equipment, paying taxes, investing in new technology, and more. Because revenue 
is limited, companies must spend carefully, making sure each purchase is necessary 
to the well-being of the business. The following factors affect business expenses:

Irresponsible Spending
Businesses have to make wise decisions about what they purchase. A poor 
investment or an uninformed purchase can lead to wasteful, purposeless 
business spending. A law firm that buys new software only to discover the 
software will not work on its computers has created expenses that have no 
value to the company. A salon that purchases a new building only to have 
to pay for extensive repairs has increased expenses. Businesses can reduce 
waste by conducting research on the investments they make.
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Changes in Fiscal Policy
Recall that fiscal policies refer to the policies the government creates in 
regards to economic tax and spending levels. The government has the 
power to raise and lower taxes on businesses. Taxes are business expenses, 
so when the government changes the amount of tax that a business has to 
pay, expenses are affected. When the government raises taxes, businesses 
have to pay more of their income to the government. Small businesses are 
especially affected by tax changes. Think about a small farm that produces 
dairy products for local customers. Tax increases can create more expenses 
for the farm, leading to the farmer slowing his production because he cannot 
afford more cows or equipment.

Supply and Demand
Low supply and high demand can cause businesses to have higher expenses. 
Supply refers to the amount of goods that are available to consumers, as you 
learned earlier in this chapter. Demand refers to the amount of goods that 
consumers want. Low supply and high demand drives prices up in a situation 
called a shortage. The business-to-business market is especially impacted 
by shortages. For example, if an oil spill limits gasoline supplies, demand for 
gasoline stays the same but a shortage has occurred. This means businesses 
will have to pay more money to other businesses for the gasoline. Companies 
who rely on gasoline, like transportation services and private taxis, will face 
increased expenses to continue their operations.

Profits
Profit is the financial gain calculated by the difference between the amount earned 
(revenue) and the amount spent (expenses) by a business. In other words, revenue 
minus expenses equals profit. Businesses must remain profitable if they hope to 
avoid failure. For this reason, it is important that business owners identify factors 
that affect their business profits, such as:

Revenue
A business’s total revenue will affect its profit. Revenue is the ‘amount 
earned’ portion of the profit calculation. When a company’s revenue 
increases for any reason, its profits increase. Revenue can take the form of 
product sales or receiving money from investors.

Expenses
Expenses can have a great impact on a company’s profits. Expenses produce 
the ‘amount spent’ portion of the calculation of profit. The more expenses a 
company has, the more it has to subtract from its revenue. For example, if a 
business makes $90,000 in revenue but spends $75,000, its profit is $15,000.
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Productivity
Productivity can have a profound impact on profits. The concept of 
productivity is a measure of economic output in terms of a worker’s input. 
When more work is accomplished with less time and effort, productivity 
increases. Businesses aim to be as productive as possible to maximize profit.

For example, a company that creates custom coffee mugs may discover that 
they make 12 mugs a day when their workers design mugs by hand. That 
limits their revenue to the sale of 12 coffee mugs per day. But if that company 
has their workers use computer design technology to create the mugs, they 
could make 48 mugs per day. The result is that more product is created with 
the same amount of work, meaning the business can achieve greater sales 
without having to increase their expenses much—beyond the investment 
of the computer design technology. In this way, profits increase due to 
increased productivity.

Global Economics
The economic landscape expands beyond a single country because businesses and 
consumers exist within a global society, the interconnected system of worldwide 
human and business interaction. In modern times, people from all over the world can 
interact with one another in mere moments using the internet. The process by which 
businesses or other organizations develop international influence or start operating on 
an international scale is called globalization.

International Current Events and Personal 
Financial Decision Making

Globalization has impacted personal finance in many ways. Globalization and 
the awareness of international current events have changed the way personal 
financial decisions are made. Consumers now operate within a global environment, 
meaning the goods and services available to them expand across the world. The 
ease of international interaction has readjusted a consumer’s lens; whereas once 
consumers could only rely on local businesses to provide products to satisfy their 
wants and needs, they now can spend their dollars internationally with little effort. 
It is important to examine international current events because there are three 
specific ways globalization has changed financial decision making:

Increased global awareness
Keeping up-to-date on international current events enables consumers to 
be aware of what is occurring worldwide. For example, a traveler who is 
planning a destination vacation may rethink his plans after reading in the 
news of violence or threats in the area. This increased global awareness shifts 
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how and where consumers spend their money. If the vacationer is not able 
to keep his travel plans, the dollars he would have spent on that vacation 
will now be spent elsewhere—perhaps in the local economy, at another 
destination, or saved for later use.

Investments
Depending on how you choose to save and invest your money, some 
investment dollars can be impacted by global events. For instance, a 
national disaster, change in politics, or threat of war in other parts of 
the world can funnel back to individual finances that are invested in the 
international market.

Access to goods and services
Globalization has made it possible for consumers to spend their dollars 
beyond the local economy. It has also made the price of goods and services 
more competitive. As companies use globalization to outsource production, 
consumers receive varying price points and increased access to goods 
and services.

Labor Issues and Personal Financial 
Decision Making

In global trade, issues of labor spark controversy across nations. Countries have 
differing standards for human laborers, which means there is no uniformity in how 
workers are treated. For example, in Bangladesh, laborers include children who 
are paid low wages and often work in poor conditions. Other countries have no 
minimum wage or safety standards for workers, meaning employees work long 
hours for little compensation. These working conditions usually occur in factories. 
The reason these difficult working conditions continue to exist is because factories 
manufacture products at a low cost, meaning that retailers or wholesalers that 
purchase these products stand to make a larger profit than if the products had 
been produced under fairer working conditions.

Such labor issues are associated with world trade because companies who source 
low-paid workers may profit more than countries that source workers from better 
working conditions. To compete in the global market, businesses have to make a 
decision: do they move their manufacturing to countries without labor restrictions 
to increase profits by lowering expenses, knowing that children and adults who 
produce their products may be treated poorly? Likewise, consumers may need 
to decide whether to support companies whose business practices do not align 
with their ethical beliefs. This is an ongoing issue for businesses with international 
operations, and progress is being made in improving the working conditions of 
laborers in developing countries.
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Domestic and international labor issues also relate to personal financial decision 
making because they impact the supply of products available for you to purchase. 
For example, if electronics companies lack labor to produce a specific television 
you are interested in purchasing, the supply of televisions available may not be 
very high. As a result, you could end up paying a higher cost to purchase the 
television because the demand for it is greater. In such a scenario, it would be in 
your best interest to delay purchasing the television until supply and price returns 
to a normal rate. Now imagine the opposite has happened: rather than a shortage 
of labor, the electronics companies have a surplus of labor. The television becomes 
less expensive because the price of the product has decreased due to the increase 
of labor. When making personal financial decisions, it is important to examine 
domestic and international labor issues related to your purchase so that you can 
spend your money in the most strategic and cost effective way possible.

Currency Exchange Rates
Around the world, in addition to unique economies, laws, and governments, each 
country chooses its own currency. The United States recognizes the US dollar 
as its official currency, China uses Renminbi, Ireland uses the Euro, and there 
are many other variations of currency to country. See Figure 7.11 for examples of 
global currency.

When consumers purchase international goods, they may have to convert their 
currency to another form. This is done through a process using the exchange 
rate, the amount one currency is worth in another form of currency. All currencies 
are not worth an equal amount—that is, they have different worth in different 
forms. This is due to the concept of supply and demand of money. The exchange 
rate fluctuates, but it is determined by factors such as interest rates and inflation.

Recall that interest rate refers to a percentage of a loan that is charged to the 
borrower incrementally. Interest rates rise when demand increases, meaning there 
is more demand for goods in a country. This demand drives the value of currency 
up. Likewise, low interest rates are an economic indicator that demand for money is 
low, which means the value of currency decreases.
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Inflation refers to an increase in prices and fall in the purchasing value of money. 
High inflation affects currency because it decreases the value of money when 
there is an oversupply. This means that money is worth less to foreign countries. If a 
country has relatively low inflation, the value of money is relatively unaffected in a 
foreign transaction.

The exchange rate impacts the domestic economy by affecting its expenses and 
revenue. For example, if one US dollar equals 63 rupees, the US is making one 
dollar per 63 rupees. As the value of the rupee rises and falls, US businesses will 
make more or less money accordingly. The more money a country’s currency is 
worth, the more money it will bring in from foreign exports.

Common types of currency Country used in:

US Dollar United States

Rupee India, Pakistan, Sri Lanka

Euro Ireland, France, Germany

Yen Japan

Renminbi China

FIGURE 7.11

Go Figure

Mathematics is an important tool when examining currency exchange rates. Whether purchasing 
a product being sold in a currency other than your own or preparing to travel to a country with a 
different currency, examining the exchange rates will tell you how much value your money holds.

For example, Anika is planning to travel to Tanzania from the United States. She will exchange 
money when she arrives to Dar es Salaam, the city where she will spend the majority of her time. 

To determine how much her US dollar (USD) is worth in Tanzania’s currency, called shillings 
(TZS), she decides to use a currency exchange calculator such as the one found at www.xe.com/
currencyconverter. 

She discovers that 1 USD equals 2,244.61 TZS. Supplied with this information, Anika can make 
informed personal finance choices while visiting Tanzania.

Your Turn

Imagine you can travel anywhere in the world for $500. What countries would you visit? Make a 
list of three countries you would enjoy visiting and use an online currency exchange calculator to 
determine the value of your $500 USD in the three countries you select.
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In this chapter, you learned about the intricacies of economics and how it plays a role in personal 
finance. From supply and demand to various market structures, the economy drives personal 
financial decision making. You also learned the critical role that government plays in economic 
conditions, including serving as a regulator of laws and best practices, and as a provider of goods 
and services that benefit the greater good of society.

Instructions
Demonstrate your knowledge of this chapter 
by completing the following review activities.

Note: If you do not have access to the eText 
of this book, Chapter Review worksheets 
should be provided by your instructor.

Define Key Terms 
Apply your knowledge of the chapter 
reading by defining key vocabulary terms.

Test Your Knowledge
Test your knowledge of the chapter reading 
by answering short answer questions.

Read and Write
Review Dollar Dilemmas about Lucas, a 
business owner trying to determine why 
his company is not thriving despite optimal 
economic conditions. Apply what you 
have learned by writing a two-page essay 
about factors that impact revenues, profits, 
and expenses.

Listen and Speak
Apply your knowledge of the chapter by 
selecting, researching, and presenting on 
geographical areas by comparing income 
with cost of living and the impact it has on 
purchasing power.

Create and Design
Use what you have learned in this chapter 
to examine broader economic conditions, 
including inflation and unemployment 
rates, as they relate to your personal 
financial plan.
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Key Terms

401(k)
401(k) deduction
deficit
exemption 
federal income tax
Federal Insurance 

Contributions Act 
Form I-9
Form 1040 
Form 1040A 
Form 1040-EZ
Form 1099-INT
Form 1099-MISC
Form W-2
Form W-4 
gross income 
gross pay 
health insurance deduction
income tax
Internal Revenue Service 
local income tax 
Medicaid 
Medicare tax  
net pay
payroll deduction
payroll tax
pay stub 
property tax
sales tax
Social Security 

Administration
Social Security tax 
state income tax 
surplus
taxable income
tax credit 
tax deduction 
tax liability 
withholding allowance

Chapter 8  
Managing a 
Paycheck and 
Taxes
Once you create a clear plan for yourself and master your 
earning potential, the next step to maintaining financial health 
is learning how to manage the influx of money. One step in this 
process is understanding how paychecks and taxes work. Only 
some of the money you earn from a job will make it into your 
pocket; a portion of it will go toward taxes, which support certain 
programs. The government receives these tax contributions via 
payroll deductions, which appear in your paycheck. Knowing 
how to navigate the tax process will help you establish a 
reasonable budget.

Objectives
After reading this chapter, you will be able to:

 ; Understand employment documentation

 ; Explain different types of tax deductions

 ; Prepare personal income tax forms
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Wages and Income
In Chapter 5, you learned about different sources of income. The income you earn 
from a job is determined by the method your employer uses to calculate your pay. For 
example, you may earn an hourly wage that is multiplied by the number of hours you 
worked. If you work more than 40 hours per week, you may be paid overtime. Recall 
that overtime is usually calculated at one and a half times the normal hourly rate. 

A salary is a fixed annual amount that is spread over the number of pay periods in a 
year. Tips are paid to workers, such as wait staff or hair stylists, for providing services; 
commissions are paid to sales people for selling products or services to customers.

It is important to understand your sources of income and how they differ because 
that will determine how you analyze your paycheck and prepare taxes. Wages and 
income are similar in that both represent money flowing into your possession. They are 
different in that wages represent one way you can earn an income. For example, you 
may earn a wage of $20 an hour but you may also receive $50 in tips at the end of a 
working shift. The wage and tips combined equals your income. 

Some people may be surprised when seeing their paycheck for the first time, as the 
income is usually less than expected since the employer makes deductions from 
an employee’s pay. Payroll deductions are amounts of money taken out of your 
pay for taxes such as federal income tax, state income tax, Social Security tax, and 
Medicare tax.
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Tax Examiners
On behalf of local, state, and federal governments, tax examiners calculate how 
much is owed in taxes and collect taxes from businesses and consumers. They are 
responsible for examining tax returns, conducting audits and investigations, and 
communicating with taxpayers who may have tax problems or need to provide 
additional tax-related documentation. Much of a tax examiner’s job involves making 
sure that tax credits and deductions claimed by taxpayers are lawful.

A bachelor’s degree in accounting is required to become a tax examiner. If an 
individual is interested in working as a tax examiner at the Internal Revenue Service, 
at least one year of full-time specialized experience is needed in addition to a 
bachelor’s degree.

Tax examiners working at the federal level tend to earn a higher income than those 
working for local and state governments. The average annual salary of a tax examiner 
in the federal government is slightly greater than $59,000, while state government tax 
examiners earn $48,000, and local tax examiners $43,000.

bls.govSource: 
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Tax Deductions 
The purpose of taxes is to collect a percentage of workers’ income for the government. 
Taxes are an important part of our society because taxes paid to federal, state, and 
local governments fund government goods and services and transfer payments 
from the government to individuals. For example, road repairs, public education, and 
national security are all forms of goods and services provided by the government and 
funded through tax dollars.

The major types of taxes are income taxes, payroll (Social Security) taxes, property 
taxes, and sales taxes. Below is an overview of the purpose and function of each type 
of tax.

 z Income Tax: tax on the net income of an individual

 z Payroll Tax: tax deducted from an individual’s paycheck, such as for Social 
Security and Medicare

 z Property Tax: tax applied to personal property

 z Sales Tax: tax applied on the sale of goods and services, usually calculated as a 
percentage of the purchase price and collected by the seller
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The sources and amount of a person’s income, as well as the amount and type of his or 
her spending, affect the types and amounts of taxes paid. For example, an individual 
who owns a home will pay property tax. Likewise, if a homeowner leases the property 
and collects rent payment, taxes will be impacted by the income earned through rent. 

People’s amount of income is one of the most common factors affecting the types and 
amounts of taxes paid. For example, the United States uses tax brackets that align to 
income to guide citizens in what percentage of tax they will pay based on their income 
level. As a person’s income grows, placing them into a higher tax bracket, they will pay 
a higher percentage of taxes on their earnings. An example of tax brackets is shown in 
Figure 8.1.

FIGURE 8.1

2018 Federal Income Tax Brackets

Tax rate Single 

Unmarried individuals

Married, filing jointly

Married couples filing  
taxes together

Married, filing 
separately

Married couples filing  
taxes separately

Head of household

Unmarried individuals  
with a dependent

10% $0 to $9,525 $0 to $19,050 $0 to $9,525 $0 to $13,600

12% $9,526 to $38,700 $19,051 to $77,400 $9,526 to $38,700 $13,601 to $51,800

22% $38,701 to $82,500 $77,401 to $165,000 $38,701 to $82,500 $51,801 to $82,500

24% $82,501 to $157,500 $165,501 to $315,000 $82,501 to $157,500 $82,501 to $157,500

32% $157,501 to $200,000 $315,001 to $400,000 $157,501 to $200,000 $157,501 to $200,000

32% $200,001 to $500,000 $400,001 to $600,000 $200,001 to $300,000 $200,001 to $500,000

37% $500,001 or more $600,001 or more $300,001 or more $500,001 or more

nerdwallet.comSource: 
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Form W-4
It is important to understand basic employment forms and processes because 
payroll deductions are based on the information you provide to your employer on 
the Form W-4. A completed Form W-4 is shown in Figure 8.2.

Form W-4 (2017)
Purpose. Complete Form W-4 so that your 
employer can withhold the correct federal income 
tax from your pay. Consider completing a new Form 
W-4 each year and when your personal or financial 
situation changes.
Exemption from withholding. If you are exempt, 
complete only lines 1, 2, 3, 4, and 7 and sign the 
form to validate it. Your exemption for 2017 expires 
February 15, 2018. See Pub. 505, Tax Withholding 
and Estimated Tax.
Note: If another person can claim you as a dependent 
on his or her tax return, you can’t claim exemption 
from withholding if your total income exceeds $1,050 
and includes more than $350 of unearned income (for 
example, interest and dividends).
Exceptions. An employee may be able to claim 

exemption from withholding even if the employee is 
a dependent, if the employee:
• Is age 65 or older,

• Is blind, or

• Will claim adjustments to income; tax credits; or 
itemized deductions, on his or her tax return.

The exceptions don’t apply to supplemental wages 
greater than $1,000,000.
Basic instructions. If you aren’t exempt, complete 
the Personal Allowances Worksheet below. The 
worksheets on page 2 further adjust your 
withholding allowances based on itemized 
deductions, certain credits, adjustments to income, 
or two-earners/multiple jobs situations. 

Complete all worksheets that apply. However, you 
may claim fewer (or zero) allowances. For regular 
wages, withholding must be based on allowances 
you claimed and may not be a flat amount or 
percentage of wages.
Head of household. Generally, you can claim head 
of household filing status on your tax return only if 
you are unmarried and pay more than 50% of the 
costs of keeping up a home for yourself and your 
dependent(s) or other qualifying individuals. See 
Pub. 501, Exemptions, Standard Deduction, and 
Filing Information, for information.
Tax credits. You can take projected tax credits into 
account in figuring your allowable number of 
withholding allowances. Credits for child or dependent 
care expenses and the child tax credit may be claimed 
using the Personal Allowances Worksheet below. 
See Pub. 505 for information on converting your other 
credits into withholding allowances.

Nonwage income. If you have a large amount of 
nonwage income, such as interest or dividends, 
consider making estimated tax payments using Form 
1040-ES, Estimated Tax for Individuals. Otherwise, 
you may owe additional tax. If you have pension or 
annuity income, see Pub. 505 to find out if you should 
adjust your withholding on Form W-4 or W-4P.
Two earners or multiple jobs. If you have a 
working spouse or more than one job, figure the 
total number of allowances you are entitled to claim 
on all jobs using worksheets from only one Form 
W-4. Your withholding usually will be most accurate 
when all allowances are claimed on the Form W-4 
for the highest paying job and zero allowances are 
claimed on the others. See Pub. 505 for details.
Nonresident alien. If you are a nonresident alien, see 
Notice 1392, Supplemental Form W-4 Instructions for 
Nonresident Aliens, before completing this form.
Check your withholding. After your Form W-4 takes 
effect, use Pub. 505 to see how the amount you are 
having withheld compares to your projected total tax 
for 2017. See Pub. 505, especially if your earnings 
exceed $130,000 (Single) or $180,000 (Married).
Future developments. Information about any future 
developments affecting Form W-4 (such as 
legislation enacted after we release it) will be posted 
at www.irs.gov/w4.

Personal Allowances Worksheet (Keep for your records.)
A Enter “1” for yourself if no one else can claim you as a dependent . . . . . . . . . . . . . . . . . . A

B Enter “1” if: { • You’re single and have only one job; or
• You’re married, have only one job, and your spouse doesn’t work; or                                       . . .
• Your wages from a second job or your spouse’s wages (or the total of both) are $1,500 or less.

} B

C Enter “1” for your spouse. But, you may choose to enter “-0-” if you are married and have either a working spouse or more 
than one job. (Entering “-0-” may help you avoid having too little tax withheld.) . . . . . . . . . . . . . . C

D Enter number of dependents (other than your spouse or yourself) you will claim on your tax return . . . . . . . . D
E Enter “1” if you will file as head of household on your tax return (see conditions under Head of household above) . . E
F Enter “1” if you have at least $2,000 of child or dependent care expenses for which you plan to claim a credit . . . F

(Note: Do not include child support payments. See Pub. 503, Child and Dependent Care Expenses, for details.) 
G Child Tax Credit (including additional child tax credit). See Pub. 972, Child Tax Credit, for more information.

• If your total income will be less than $70,000 ($100,000 if married), enter “2” for each eligible child; then less “1” if you                      
have two to four eligible children or less “2” if you have five or more eligible children. 
• If your total income will be between $70,000 and $84,000 ($100,000 and $119,000 if married), enter “1” for each eligible child. G

H Add lines A through G and enter total here. (Note: This may be different from the number of exemptions you claim on your tax return.)  H

For accuracy, 
complete all 
worksheets 
that apply. {

• If you plan to itemize or claim adjustments to income and want to reduce your withholding, see the Deductions 
and Adjustments Worksheet on page 2.  
• If you are single and have more than one job or are married and you and your spouse both work and the combined 
earnings from all jobs exceed $50,000 ($20,000 if married), see the Two-Earners/Multiple Jobs Worksheet on page 2  
to avoid having too little tax withheld.
• If neither of the above situations applies, stop here and enter the number from line H on line 5 of Form W-4 below.

Separate here and give Form W-4 to your employer. Keep the top part for your records.

Form   W-4
Department of the Treasury  
Internal Revenue Service 

Employee’s Withholding Allowance Certificate
  Whether you are entitled to claim a certain number of allowances or exemption from withholding is 

subject to review by the IRS. Your employer may be required to send a copy of this form to the IRS. 

OMB No. 1545-0074

2017
1        Your first name and middle initial Last name

Home address (number and street or rural route)

City or town, state, and ZIP code

2     Your social security number

3 Single Married Married, but withhold at higher Single rate.

Note:  If married, but legally separated, or spouse is a nonresident alien, check the “Single” box.

4 If your last name differs from that shown on your social security card, 

check here. You must call 1-800-772-1213 for a replacement card.  

5 Total number of allowances you are claiming (from line H above or from the applicable worksheet on page 2) 5
6 Additional amount, if any, you want withheld from each paycheck . . . . . . . . . . . . . . 6 $

7 I claim exemption from withholding for 2017, and I certify that I meet both of the following conditions for exemption.
• Last year I had a right to a refund of all federal income tax withheld because I had no tax liability, and
• This year I expect a refund of all federal income tax withheld because I expect to have no tax liability.
If you meet both conditions, write “Exempt” here . . . . . . . . . . . . . . .   7

Under penalties of perjury, I declare that I have examined this certificate and, to the best of my knowledge and belief, it is true, correct, and complete.

Employee’s signature  
(This form is not valid unless you sign it.)  Date 

8        Employer’s name and address (Employer: Complete lines 8 and 10 only if sending to the IRS.) 9  Office code (optional) 10     Employer identification number (EIN)

For Privacy Act and Paperwork Reduction Act Notice, see page 2. Cat. No. 10220Q Form W-4 (2017) 

20XX

XX

20XX

Samuel  H

Samuel  H. Hicks 06/28/XX

62 Brattle Avenue
Hockessin, DE  19807

Hicks 123-45-6789
x

2

FIGURE 8.2

Although you cannot avoid paying payroll taxes, you can determine the amount of 
income tax deducted by specifying the number of allowances on your Employee’s 
Withholding Allowance Certificate, or Form W-4, when you begin a new job.

The federal government uses the information you provide on Form W-4 to 
calculate your payroll tax deduction. The key item on the form is line 5, “total 
number of allowances.” This number, or withholding allowances, determines 
how much tax will be withheld from each paycheck. You determine how many 
withholding allowances you will claim based on characteristics such as whether 
you are married or single, have children, and hold multiple jobs. Form W-4 provides 
an area called Personal Allowances Worksheet that helps determine the total 
number of allowances that apply to you. Each allowance you claim lowers the 
amount of money withheld.

The Internal Revenue Service (IRS) is the US federal government agency 
that collects taxes and enforces tax law. Completing IRS Form W-4 (Employee’s 
Withholding Allowance Certificate) accurately is important to determine the 
optimal amount to withhold for personal income tax so that your tax liability—
the amount of tax you owe—is correct. For example, examine the tax liability 
example on the following page as it relates to the completion of a W-4.
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Samuel is filling out his Form W-4 for a new job he accepted. He decides to 
claim the highest amount of allowances because it will mean that less tax will be 
withheld from his paycheck, leaving him with more take-home pay. But at the end 
of the year, Samuel realizes he has not paid enough in taxes and now has a higher 
tax liability—meaning he will need to pay his remaining tax balance when filing his 
taxes. Employers use the Form W-4 to determine the accurate portion of your pay 
to withhold for taxes. Completing the form correctly can alleviate tax liability at the 
end of the year.

The more allowances you claim, the lower the amount of taxes are withheld, and 
vice versa. At the end of the year, you will receive a Form W-2 from your employer 
that states your annual wages and how much tax was withheld from your 
paycheck (see the Form W-2 section later in this chapter). If you did not withhold 
enough taxes throughout the year, you will have to pay the rest when you file your 
taxes. Likewise, if you withheld too much tax throughout the year, the extra money 
you withheld will be returned to you. 

You can change your W-4 anytime you want to reflect changes in your life. There 
may be circumstances that make it prudent to adjust the income tax withholding 
allowance. For example, people often adjust withholding allowances when major 
life events happen, such as those listed below:

 z Marriage or divorce

 z Birth or adoption of children

 z Starting a new job

 z Pay increase

Form I-9
In addition to completing a W-4 when starting a new job, you may also complete a 
Form I-9, which is an employment eligibility verification form. 

Both an employee and employer complete a Form I-9. Employees must use 
the form to attest to their employability by providing information on their 
citizenship. Employers complete the form to indicate they have received the 
proper documents verifying an employee’s eligibility for employment. Acceptable 
documents include a US passport, permanent resident card, or employment 
authorization document, among others. Refer to Figure 8.3 for an example of the 
employee section of Form I-9.
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USCIS
Form I-9 

OMB No. 1615-0047 

Expires 08/31/2019

Employment Eligibility Verification 
Department of Homeland Security

U.S. Citizenship and Immigration Services 

Form I-9  07/17/17  N   Page 1 of 3

START HERE: Read instructions carefully before completing this form. The instructions must be available, either in paper or electronically,
during completion of this form. Employers are liable for errors in the completion of this form.

ANTI-DISCRIMINATION NOTICE: It is illegal to discriminate against work-authorized individuals. Employers CANNOT specify which 
document(s) an employee may present to establish employment authorization and identity. The refusal to hire or continue to employ 
an individual because the documentation presented has a future expiration date may also constitute illegal discrimination.

Section 1. Employee Information and Attestation (Employees must complete and sign Section 1 of Form I-9 no later 
than the first day of employment, but not before accepting a job offer.)
Last Name (Family Name) First Name (Given Name) Middle Initial Other Last Names Used (if any)

Address (Street Number and Name) Apt. Number City or Town State ZIP Code

Date of Birth (mm/dd/yyyy) U.S. Social Security Number

- -

 Employee's E-mail Address Employee's Telephone Number

I am aware that federal law provides for imprisonment and/or fines for false statements or use of false documents in 
connection with the completion of this form.
I attest, under penalty of perjury, that I am (check one of the following boxes):

1. A citizen of the United States

2. A noncitizen national of the United States (See instructions)

3. A lawful permanent resident

4. An alien authorized to work    until 
(See instructions)

(expiration date, if applicable, mm/dd/yyyy):

(Alien Registration Number/USCIS Number):

Some aliens may write "N/A" in the expiration date field.

Aliens authorized to work must provide only one of the following document numbers to complete Form I-9:
An Alien Registration Number/USCIS Number OR Form I-94 Admission Number OR Foreign Passport Number.

1. Alien Registration Number/USCIS Number:

2. Form I-94 Admission Number:

3. Foreign Passport Number:

Country of Issuance:

OR

OR

QR Code - Section 1   
Do Not Write In This Space

Signature of Employee Today's Date (mm/dd/yyyy)

Preparer and/or Translator Certification (check one):
I did not use a preparer or translator.  A preparer(s) and/or translator(s) assisted the employee in completing Section 1.

(Fields below must be completed and signed when preparers and/or translators assist an employee in completing Section 1.)
I attest, under penalty of perjury, that I have assisted in the completion of Section 1 of this form and that to the best of my
knowledge the information is true and correct.
Signature of Preparer or Translator Today's Date (mm/dd/yyyy)

Last Name (Family Name) First Name (Given Name)

Address (Street Number and Name) City or Town State ZIP Code

Employer Completes Next Page

XX

XX

Hicks
62 Brattle Avenue
03/26/20XX 1 23  45  6789

Hockessin
samhicks@email.com (555)555-1212

DE 19807
Samuel

Samuel H. Hicks

H

x

x

06/28/XX

FIGURE 8.3
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The Anatomy of a Pay Stub
To understand your paycheck, it is important to analyze your pay stub. A pay stub 
is an attachment to your paycheck that shows the amount earned and details 
the payroll deductions. Analyzing a pay stub is important to your overall financial 
health because managing the inflow and outflow of cash—known as cash flow—
will help you to make smart financial choices. When you analyze your pay stub, 
you can determine if you have a negative cash flow (a deficit) or a positive cash 
flow (a surplus). Armed with this information, you can work to create a successful 
spending and saving plan. Refer to Chapter 9 Creating a Budget for more about 
managing income and expenses after analyzing your pay stub. 

The first step in analyzing a pay stub is to review payroll deductions. Because of 
payroll deductions, the amount of your paycheck will be less than your salary. Your 
pay is determined by the following calculation:

Net pay = Gross pay – Payroll deductions

Gross pay is the amount of money you earn before any payroll deductions. For 
example, if you earn $10.00 per hour and work 20 hours during the pay period, 
your gross pay will be $200.00. Once taxes and other payroll deductions are 
subtracted from your pay, the result is your net pay, or take-home pay. 

When you receive your paycheck, it is important to carefully analyze your pay stub 
information, especially when starting a new job. If there are any errors, it is your 
responsibility to report them right away. The following is a checklist of items to 
look for when analyzing your pay stub:

 ; Make sure that the employer and employee information is correct—for 
example, the employer’s name, your name, and your address.

 ; Check that the marital status and withholding allowance information you 
entered on your Form W-4 is correct on your pay stub.

 ; Verify the calculation of your gross pay. If you are an hourly employee, 
make sure the hours that you worked and pay rate are correct. If you are a 
salaried employee, make sure it is the amount you agreed upon with your 
employer.

 ; Double-check all of your payroll deductions.

 ; Your net pay should equal your gross pay minus the total of your payroll 
deductions.

Pay stubs may look different depending on the employer. For example, payroll 
deductions may vary from state to state and company to company, but most pay 
stubs are similar to the sample provided below. Examine Figure 8.4 and match the 
numbered items with their corresponding definitions.
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Gross Pay
The amount of money you earn before 
any payroll deductions

Federal Income Tax The amount of federal tax on earnings imposed 
by the Internal Revenue Service (IRS) based on tax 
tables

State Income Tax The amount of tax on earnings at the state level 
based on percent of income

Social Security Tax Tax on income paid by both the employee and 
the employer to fund the Social Security system

Medicare Tax Tax on income used to pay for the Medicare 
(health) program provided to individuals over the 
age of 65

Health Insurance 
deduction

The employee’s obligation toward the cost of the 
health plan he or she is covered under

401(k) deduction The employee’s contribution to the employer- 
sponsored 401(k) retirement plan

1

Payroll Deductions
The amount taken out of your pay 
for taxes such as Federal Income 
Tax, State Income Tax, Social 
Security tax, and Medicare tax

2

Net Pay
The amount of money you take 
home, which is your gross pay 
minus any payroll deductions

3

ABC Company
456 Main Street
West Warwick, RI 02893 

Check Number: XXXXX
Pay Date: 06/19/XX

PAY ***Three hundred fifty-eight dollars and 37 cents********************************************************$358.37

EMPLOYEE #123 - Jamie Smith           S  1 PAY PERIOD 06/02/XX to 06/16/XX PAYROLL DEDUCTIONS THIS PAY PERIOD YEAR-TO-DATE

EARNINGS Federal Income Tax 42.75 85.50

Hours Rate This Pay Period Year-To-Date FICA - Medicare 6.08 12.16

50 9.00 450.00 900.00 State Income Tax 16.88 33.00

GROSS PAY 450.00 900.00 FICA - Social Security 25.92 51.84

Health Insurance 0.00 0.00

401(k) 0.00 0.00

NET PAY $358.37 $717.50

2

1

3

Remember to always analyze your pay stub carefully.  
Using information on your paycheck, it is important to verify that the calculations of 
your gross and net pay—as well as payroll deductions—were made correctly.

FIGURE 8.4
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Federal Insurance Contributions Act (FICA)
The Federal Insurance Contributions Act (FICA) is a federal tax used to fund the 
public service programs Social Security and Medicare. It is a tax in which employers 
withhold contributions from employee paychecks to fund retirement programs, 
assistance for disabled individuals, and families coping with a deceased spouse 
or parent. See Figure 8.5 for an overview of the tax percentages paid for Social 
Security and Medicare taxes.

Social Security tax Medicare tax

If you work for someone else

You pay 6.2% 1.45%

Your employer pays 6.2% 1.45%

If you’re self-employed

You pay 12.4% 2.9%

FIGURE 8.5

ssa.govSource: 

Social Security Tax
Social Security is part of the FICA tax and an example of a government program 
that provides insurance against loss of income and benefits to eligible recipients. 
Social Security tax is tax on income paid by both the employee and the 
employer to fund the Social Security system. According to the IRS, the tax 
rate for Social Security is 6.2 percent for the employer and 6.2 percent for the 
employee—12.4 percent total.

People who benefit from the Social Security program are retired and disabled 
individuals. For example, a person who has sustained a serious injury and is unable 
to work may receive disability benefits. Social Security also provides insurance 
against loss of income in the event of a spouse dying. This is known as survivor’s 
benefits and they can provide much needed help to eligible recipients who are 
going through a difficult time in life. See Figure 8.6 for the types of Social Security 
benefits available.

Social Security works by having employees contribute funds from their paychecks 
for benefits they will receive later in life. For example, if you are currently employed, 
your Social Security deductions are being used to fund individuals who are 
currently retired and collecting their benefits. When it is your turn to retire, you 

Did You 
Know?

In 2017, nearly 62 million 
Americans received 
approximately $955 billion 
in Social Security benefits.

Source: 
ssa.gov
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will collect benefits paid for by individuals currently in the workforce. Paying Social 
Security taxes earns you “credits.” To receive Social Security benefits when you 
are ready to retire, you will need to have a certain number of credits. For most 
individuals, that number is 40 credits—which equals approximately 10 years of 
work in which you paid into the Social Security system.

When you reach retirement age, you must register to receive benefits through 
the Social Security Administration, the federal agency that regulates Social 
Security. There are varying options for how you can collect your benefits. The 
Social Security Administration provides benefits calculators to determine projected 
retirement costs. Figure 8.6 provides an overview of the Social Security benefits 
available, in addition to eligibility and the average monthly benefits received per 
recipient type.

FIGURE 8.6

Social Security Benefits

Type Eligibility Average Monthly Benefits (2017)

Retirement 
Benefits

Persons aged 67 or older may receive full retirement benefits. 
However, if you choose to claim your benefits before age 67, 
the amount of your benefit is reduced.

Retired worker: $1,360 

Retired couple: $2,260

Disability 
Benefits

Persons who are unable to work for at least one year due to a 
physical or mental condition are eligible to receive disability 
benefits.

Disabled worker: $1,171

Disabled worker with a spouse or 
child: $1,996

Survivor’s 
Benefits

Persons whose spouse has died may be eligible to receive 
benefits. Family members may collect benefits if a widower 
is age 60 or older, 50 or older and disabled, or caring for 
the deceased person’s child who is under age 16. Likewise, 
children who are younger than age 18 may be eligible to 
receive survivor’s benefits if their parents die.

Widow or widower: $1,300

Young widow or widower with 
two children: $2,695

ssa.govSource: 

Medicare Tax
Medicare is another example of a FICA tax that provides insurance against 
loss of income and benefits to eligible recipients. Medicare tax is tax on 
income used to pay for the Medicare health program provided to individuals 
over the age of 65 or individuals with a disability. 

It is important to distinguish Medicare from Medicaid, as they are sometimes 
confused with one another. Medicaid is a health insurance program for low-
income individuals and people with limited resources. Some individuals may 
be eligible to receive both Medicare and Medicaid benefits. 
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Medicare includes different parts of health care support to provide insurance 
against loss of income and benefits to eligible recipients. Specific coverage 
includes helping to pay for inpatient hospital care and follow-up services, 
doctors’ services, outpatient hospital care, and prescription drug expenses. 
Medicare provides four areas of health care support, as shown in Figure 8.7.

Local, State, and Federal Income Taxes
In addition to FICA taxes, it is important to identify other taxes that are deducted 
from paychecks. Payroll deductions include local, state, and federal income 
taxes. State income tax is the amount of tax on earnings at the state level 
based on percent of income. Some states also impose a local income tax 
through city and county taxes. City and county taxes support local services such 
as road maintenance and police and fire departments. Federal income tax is 
the amount of federal tax on earnings imposed by the IRS based on tax tables. 
Federal taxes are used to fund federal programs, such as national defense and 
transportation infrastructure.

The effects of state, local, and federal taxes—as well as voluntary deductions such 
as those listed in the Employer Deductions section below—on wages and income 
can be significant. For example, if you accept a job offering a salary of $50,000, you 
will not receive $50,000 in cash. You may receive quite a bit less than that, which 
can come as a surprise if you are unfamiliar with how the tax structure works in 
the United States. Accounting for all of the deductions you will receive, whether 
from voluntary benefits you collect from your employer or federal income taxes, is 
important in planning your earning and spending capacities.

FIGURE 8.7

Medicare Benefits

Type Eligibility

Part A: Hospital 
Insurance

Most individuals are eligible for Part A upon reaching age 65.

Part B: Medical 
Insurance

The majority of individuals who qualify for Part A also qualify for Part B benefits. Part B 
is optional and requires a monthly premium to be paid.

Part C: Medicare 
Advantage Plans

Individuals who qualify for Parts A and B are also eligible to join a Medicare Advantage 
Plan, which is an extra level of health protection. Like Part B, Part C requires an 
additional monthly premium because of the extended benefits provided.

Part D: Prescription 
Drug Coverage

Individuals who have Part A and Part B can receive Part D coverage for a monthly 
premium.

ssa.govSource: 
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Employer Deductions
Differentiating between required employer contributions and additional benefits 
that an employer might offer will help you when analyzing your pay stub. As you 
learned earlier in this chapter, employers are required to contribute 6.2 percent 
for their employees toward Social Security. This is an example of a required 
employer contribution.

A 401(k) deduction, however, is an additional benefit that an employer might offer. 
A 401(k) is an employer-sponsored retirement plan, sometimes with matching 
funds. This type of retirement plan allows employees to have a percentage of their 
salary deducted from their paycheck each pay period and invested. This is known 
as a 401(k) deduction, or the employee’s contribution to the employer-sponsored 
401(k) retirement plan. The percentage set aside flows directly into a special 
retirement account made up of different types of investments, such as stocks 
and bonds. Some companies may also contribute matching funds, an additional 
percentage added to the amount an employee contributes.

Another example of an additional benefit that an employer might offer is health 
insurance. A health insurance deduction may be shown on an employee’s pay 
stub, as it represents the employee’s obligation toward the cost of the health plan 
under which he or she is covered. While most full-time employers offer health 
insurance plans, not every employer does. There are also varying levels of health 
insurance coverage offered by some employers that can impact the amount of 
a health insurance deduction. When starting a new job, it is valuable to ask your 
employer about the employer deductions you are eligible to receive.

Tech Tools

As a taxpayer, you have three electronic filing options. You can use the IRS free file or fillable forms, 
commercial software such as TurboTax, or find an authorized e-file provider.

Review the IRS website: irs.gov.

1. IRS Free File or Fillable Forms 
Use IRS Free File software if your adjusted gross income is $64,000 or less. You can also use 
Free File Fillable Forms if you already know how to do your taxes yourself.

2. Commercial Software 
There are many commercial software options available, such as H&R Block, TurboTax, and 
Quicken. Make sure filing is transmitted through IRS-approved electronic channels.

3. Authorized e-File Provider 
Use a tax pro who is an authorized IRS e-file provider. They are qualified to prepare, 
transmit, and process e-filed returns.
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Gross and Taxable Income
Examining payroll deductions is one piece in understanding how taxes work. You will 
also need to understand the difference between gross and taxable income to properly 
file your taxes. Gross income refers to all of the income an individual receives in a year. 
This can include earned income such as through employment, as well as unearned 
income like funds from a gift or inheritance. You are not taxed on your gross income. 

Taxable income represents the amount of money that your tax calculations are based 
on. Adjustments can be made to gross income to lower tax liability, or the amount 
of tax you owe. Applying the adjustments helps you reach what is called an adjusted 
gross income, which is calculated by taking your total income and subtracting the 
adjustments. A common example of an adjustment is deducting student loan interest. 
The amount of income needed to pay for this interest will not be taxed.

Deductions, Exemptions, and Credits
Deductions, exemptions, and tax credits reduce tax liability. A tax deduction is 
a reduction of taxes paid on gross income. Utilizing tax deductions continues to 
reduce your tax liability. Deductions can either be itemized, which means to list 
deductions individually, or you can elect to use a standard deduction, which is a 
fixed reduction amount. If you decide to use itemized deductions, it is important 
to devise a system to retain evidence of tax-deductible expenditures. For example, 
it may be helpful to create a filing system or to organize your files alphabetically, 
numerically, or with color-coding. Refer to Chapter 9 for information on devising a 
filing system for your financial records.

It is important to differentiate between an expense that is tax deductible and 
one that is not. For example, certain expenses, such as home loan interest and 
charitable donations, might be tax-deductible. However, deduction qualifications 
and amounts alter each year so check IRS publications to stay up-to-date. 
Everyday expenditures, such as food, gas, and clothing, are not deductible for 
most individuals. There may be circumstances, however, where nondeductible 
expenses are deductible with some restrictions. For instance, business owners who 
require new clothing for business purposes may be able to deduct a portion of the 
expenses. 

In addition to tax deductions, you may also utilize exemptions when filing taxes. 
An exemption is money you can subtract from your adjusted gross income for 
a dependent. A personal exemption is the amount taxpayers deduct from their 
income for themselves. Dependent exemptions are deductions for dependents 
a taxpayer claims. If you have a child, for instance, you could claim a dependent 
exemption. Exemptions, accompanied with deductions, can help to lower your 
tax liability.
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Another way tax liability can be reduced is through a tax credit, which is money 
that can be subtracted from taxes owed. Tax credits differ from exemptions and 
deductions in that they are subtracted from taxes owed rather than taxable 
income. In many cases, this means greater savings for the taxpayer. If you decide 
to pursue a tax credit, you will need to investigate the records required to claim 
possible tax credits. For example, a popular tax credit is the Child Tax Credit, which 
allows guardians to receive a credit if their children meet standards determined by 
the IRS, such as being under the age of 17. Utilizing the IRS’s website can help you 
determine what tax credits are available and the records you will need to obtain to 
claim the credits.

Tax Documentation
Now that you understand the purpose of taxes, as well as possible deductions, 
exemptions, and credits, you can apply this knowledge to preparing and filing 
your yearly tax return. Most individuals who earn regular income must file taxes on 
April 15th of each year, reporting income earned from the year before. Income tax 
preparation and filing is an area of personal finance that has seen tremendous change. 
As a taxpayer, you have several options for filing your taxes.

You can print tax forms and fill them out manually, use tax software, or hire a tax 
professional to assist with the process. If you are comfortable with automation, 
you can purchase software to prepare tax filings or use free online options and 
file electronically, or e-file. The IRS will expect you to figure out how to file your 
return correctly.

Whatever tax filing method you choose, it is important to understand basic 
employment forms and processes—and have all of the forms and tax documentation 
ready to use. Typical tax documentation necessary to file your income taxes identifies 
the sources and amounts of income you had for the previous year. Some of this 
documentation includes Forms W-2, 1099-INT, 1040EZ, and 1040. In addition to IRS 
forms, you may also need to complete applicable state income tax forms. Because tax 
forms vary by state, it is helpful to research your state’s required forms. A complete list 
of state tax forms can be found at the Bureau of Labor Statistics website at bls.gov.
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Form W-2
At the end of each tax year, you will receive a Form W-2 from your employer. The 
Form W-2, prepared by the employer, reports an employee’s annual wages and the 
amount of taxes withheld from paychecks. The information provided on the W-2 will 
be used to complete the necessary tax forms. Figure 8.8 illustrates Form W-2.

     

22222
a  Employee’s social security number

 OMB No. 1545-0008 

b  Employer identification number (EIN)

c  Employer’s name, address, and ZIP code

d  Control number

e  Employee’s first name and initial Last name Suff.

f  Employee’s address and ZIP code

1   Wages, tips, other compensation 2   Federal income tax withheld

3   Social security wages 4   Social security tax withheld

5   Medicare wages and tips 6   Medicare tax withheld

7   Social security tips 8   Allocated tips

9   Verification code 10   Dependent care benefits

11   Nonqualified plans 12a  
C
o 
d 
e

12b
C
o 
d 
e

12c
C
o 
d 
e

12d
C
o 
d 
e

13 Statutory 
employee

Retirement 
plan

Third-party 
sick pay

14  Other

15  State Employer’s state ID number 16  State wages, tips, etc. 17  State income tax 18  Local wages, tips, etc. 19  Local income tax 20  Locality name

Form W-2 Wage and Tax 
Statement 2017

Department of the Treasury—Internal Revenue Service

Copy 1—For State, City, or Local Tax Department
20XX

123-45-6789

12-345-6789

DE 1234 50,000 2,114

48,500.00 6,835.00

3,100.00

725.00

50,000.00

50,000.00
Canton Marke� ng Services
18 Centerville Road
Hockessin, DE  19807

Samuel H. Hicks
62 Bra� le Avenue
Hockessin, DE  19807

x

1,500.00

1,000.00

D

D

FIGURE 8.8

1099 Forms
A common type of tax form you may encounter when preparing your returns are 
1099 forms. This is a series of forms that catalog income that is earned outside of 
a job using Form W-2. Form 1099-INT is a document given to an individual from 
his or her financial institution listing any earned interest accrued on accounts. This 
information will have been reported to the IRS, so you must include the interest on 
your tax return.

Another form in the 1099 series is Form 1099-MISC which is filed for any person 
who has received income of $600 or higher outside of a job using Form W-2. 
Examples of when a 1099-MISC would be appropriate include the following:

 z Rent

 z Services performed by someone who is not an employee

 z Prizes and awards

 z Medical and health care payments
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Form 1040 and 1040A
Other IRS forms include Form 1040 and Form 1040A. Form 1040, shown in  
Figure 8.9, is a lengthy form for persons with a taxable income greater than $100,000. 
Income may extend beyond W-2 earnings, such as through self-employment or 
being a shareholder in an S-corporation. Form 1040A is an income tax form that 
is shorter than Form 1040 and for persons who earn less than $100,000 and may 
have dependents.

FIGURE 8.9

Fo
rm 1040 Department of the Treasury—Internal Revenue Service (99)

U.S. Individual Income Tax Return 2017 OMB No. 1545-0074 IRS Use Only—Do not write or staple in this space. 

For the year Jan. 1–Dec. 31, 2017, or other tax year beginning , 2017, ending , 20 See separate instructions.
Your first name and initial Last name Your social security number 

If a joint return, spouse’s first name and initial Last name Spouse’s social security number 

Make sure the SSN(s) above 
and on line 6c are correct.

Home address (number and street). If you have a P.O. box, see instructions. Apt. no. 

City, town or post office, state, and ZIP code. If you have a foreign address, also complete spaces below (see instructions). 

Foreign country name                                        Foreign province/state/county                        Foreign postal code   

Presidential Election Campaign

Check here if you, or your spouse if filing 
jointly, want $3 to go to this fund. Checking 
a box below will not change your tax or 
refund. You Spouse

Filing Status 

Check only one 
box. 

1 Single 

2 Married filing jointly (even if only one had income) 

3 Married filing separately. Enter spouse’s SSN above 
and full name here. 

4 Head of household (with qualifying person). (See instructions.) 

If the qualifying person is a child but not your dependent, enter this 

child’s name here.  

5 Qualifying widow(er) (see instructions)

Exemptions 6a Yourself. If someone can claim you as a dependent, do not check box 6a . . . . .

b Spouse  . . . . . . . . . . . . . . . . . . . . . . . .
}

c Dependents:  
(1)  First name                         Last name 

(2) Dependent’s 
social security number 

(3) Dependent’s  
relationship to  you 

(4)   if child under age 17 
qualifying for child tax credit  

(see instructions) 

If more than four  
dependents, see  
instructions and 
check here  

d Total number of exemptions claimed . . . . . . . . . . . . . . . . .

Boxes checked 
on 6a and 6b
No. of children  
on 6c who: 
• lived with you 
• did not live with  
you due to divorce  
or separation  
(see instructions)

Dependents on 6c 
not entered above 

Add numbers on  
lines above  

Income 

Attach Form(s)  
W-2 here. Also  
attach Forms  
W-2G and   
1099-R if tax  
was withheld. 

If you did not  
get a W-2,   
see instructions. 

7 Wages, salaries, tips, etc. Attach Form(s) W-2 . . . . . . . . . . . . 7 

8a Taxable interest. Attach Schedule B if required . . . . . . . . . . . . 8a 

b Tax-exempt interest. Do not include on line 8a . . . 8b 

9 a Ordinary dividends. Attach Schedule B if required . . . . . . . . . . . 9a 

b Qualified dividends . . . . . . . . . . . 9b 

10 Taxable refunds, credits, or offsets of state and local income taxes . . . . . . 10 

11 Alimony received . . . . . . . . . . . . . . . . . . . . . 11 

12 Business income or (loss). Attach Schedule C or C-EZ . . . . . . . . . . 12 

13 Capital gain or (loss). Attach Schedule D if required. If not required, check here  13 

14 Other gains or (losses). Attach Form 4797 . . . . . . . . . . . . . . 14 

15 a IRA distributions . 15a b  Taxable amount . . . 15b 

16 a Pensions and annuities 16a b  Taxable amount . . . 16b 

17 Rental real estate, royalties, partnerships, S corporations, trusts, etc. Attach Schedule E 17 

18 Farm income or (loss). Attach Schedule F . . . . . . . . . . . . . . 18 

19 Unemployment compensation . . . . . . . . . . . . . . . . . 19 

20 a Social security benefits 20a b  Taxable amount . . . 20b 

21 Other income. List type and amount 21 
22 Combine the amounts in the far right column for lines 7 through 21. This is your total income  22 

Adjusted  
Gross  
Income 

23 Educator expenses . . . . . . . . . . . 23 

24 Certain business expenses of reservists, performing artists, and 
fee-basis government officials. Attach Form 2106 or 2106-EZ 24 

25 Health savings account deduction. Attach Form 8889 . 25 

26 Moving expenses. Attach Form 3903 . . . . . . 26 

27 Deductible part of self-employment tax. Attach Schedule SE . 27 

28 Self-employed SEP, SIMPLE, and qualified plans . . 28 

29 Self-employed health insurance deduction . . . . 29 

30 Penalty on early withdrawal of savings . . . . . . 30 

31 a Alimony paid b  Recipient’s SSN  31a 

32 IRA deduction . . . . . . . . . . . . . 32 

33 Student loan interest deduction . . . . . . . . 33 

34 Reserved for future use . . . . . . . . . . 34 

35 Domestic production activities deduction. Attach Form 8903 35 

36 Add lines 23 through 35 . . . . . . . . . . . . . . . . . . . 36 
37 Subtract line 36 from line 22. This is your adjusted gross income  . . . . .   37 

For Disclosure, Privacy Act, and Paperwork Reduction Act Notice, see separate instructions. Cat. No. 11320B Form 1040 (2017) 

20XX, 20XX,

XX

20XX

Daniel A. Wilson
WilsonSarah J.

421 Oak Street
Chicago, IL  60616

123 45 6789

987 65 4321

x

x
x

xKate        Wilson Daughter123  00  0001

2

1

3
210,000

800

20,000
1,600

232,400

232,400

If taxpayers overpay their 
taxes throughout the year, 
they may receive a refund 
check from the IRS. This is 
not “free” money, but rather 
money a taxpayer has already 
paid to the government 
through paycheck deductions.
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Go Figure

When filing your tax returns, you will need to use math to determine what your overall tax liability 
is. Differentiating between gross, net, and taxable income will ensure you have properly calculated 
your tax returns. Review Jana’s story below and help her determine the difference between her 
gross and taxable income.

Jana is a single mom and works as a project coordinator 
at a marketing company. She receives a W-2 from her 
employer and it lists $42,950 as her gross income. Her 
tax filing status is single and she plans on applying the 
following deductions, exemptions, and tax credits to 
reduce her tax liability.

Standard deduction $6,300

Dependent exemption $4,000

Child Tax Credit $1,000

Your Turn

Based on Jana’s gross income and the deductions, exemptions, and tax credits she will pursue, 
what is Jana’s taxable income? How much is the difference between her gross and net income?
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Form 1040-EZ
The simplest income tax form is the Form 1040-EZ. It can be used by anyone 
who has an income of less than $100,000 and is not claiming dependents. The 
filing status must be single or married filing jointly. To complete Form 1040-EZ, you 
would need to utilize your W-2 and tax tables. Listed on your W-2 is the amount of 
taxes that were withheld from your pay, as well as your total wages, salaries, and 
tips. You would enter both of these amounts on the Form 1040EZ. Tax tables are 
charts provided by the IRS that list amounts of taxes owed based on income. Using 
your taxable income, which is shown in Line 6 of Figure 8.10, you would use a tax 
table to identify how much tax you owe to complete Line 10 of the form.

As with any tax form, it is important to follow the instructions. Forms may vary from 
year to year and are available on the IRS website. Figure 8.10 illustrates preparing a 
personal income tax form by completing a 1040-EZ with a W-2 form and current 
tax tables.

If Line 9 is greater than Line 12, you have already paid more than your total tax. 
That means you overpaid and are due a refund. If Line 12 is greater than Line 9, 
you underpaid and owe taxes. Always review your tax return carefully and make 
a copy before mailing or filing online. If you are filing by mail, remember to sign 
your return.
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The 1040EZ tax tables 
assist taxpayers in 
determining the taxes 
they owe for their 
taxable income.

Source:
irs.gov

Form 

1040EZ

Department of the Treasury—Internal Revenue Service

Income Tax Return for Single and 
Joint Filers With No Dependents  (99) 2017 OMB No. 1545-0074

Your first name and initial Last name Your social security number 

If a joint return, spouse’s first name and initial Last name Spouse’s social security number 

Make sure the SSN(s) 
above are correct.

Home address (number and street). If you have a P.O. box, see instructions. Apt. no. 

City, town or post office, state, and ZIP code. If you have a foreign address, also complete spaces below (see instructions). 

Foreign country name                                        Foreign province/state/county                        Foreign postal code  

Presidential Election Campaign
Check here if you, or your spouse if filing 
jointly, want $3 to go to this fund. Checking 
a box below will not change your tax or 
refund. You Spouse

Income
Attach 
Form(s) W-2 
here.

Enclose, but do 
not attach, any 
payment.

1 Wages, salaries, and tips. This should be shown in box 1 of your Form(s) W-2.  
Attach your Form(s) W-2. 1 

2 Taxable interest. If the total is over $1,500, you cannot use Form 1040EZ. 2 

3 Unemployment compensation and Alaska Permanent Fund dividends (see instructions). 3 

4 Add lines 1, 2, and 3. This is your adjusted gross income. 4 
5 If someone can claim you (or your spouse if a joint return) as a dependent, check  

the applicable box(es) below and enter the amount from the worksheet on back.

You Spouse
If no one can claim you (or your spouse if a joint return), enter $10,400 if single; 
$20,800 if married filing jointly. See back for explanation. 5 

6 Subtract line 5 from line 4. If line 5 is larger than line 4, enter -0-.  
This is your taxable income. 6 

Payments, 
Credits, 
and Tax

7 Federal income tax withheld from Form(s) W-2 and 1099. 7 
8a Earned income credit (EIC)  (see instructions) 8a 
b Nontaxable combat pay election. 8b 

9 Add lines 7 and 8a. These are your total payments and credits. 9
10 Tax. Use the amount on line 6 above to find your tax in the tax table in the 

instructions. Then, enter the tax from the table on this line. 10

11 Health care: individual responsibility (see instructions)         Full-year coverage   11
12 Add lines 10 and 11. This is your total tax. 12

Refund
Have it directly 
deposited! See 
instructions and 
fill in 13b, 13c, 
and 13d, or 
Form 8888.

13a If line 9 is larger than line 12, subtract line 12 from line 9. This is your refund. 
If Form 8888 is attached, check here  13a

b Routing number  c  Type: Checking Savings

d Account number

Amount  
You Owe

14 If line 12 is larger than line 9, subtract line 9 from line 12. This is  
the amount you owe. For details on how to pay, see instructions. 14 

Third Party 
Designee

Do you want to allow another person to discuss this return with the IRS (see instructions)? Yes. Complete below. No

Designee’s 
name          

Phone  
no.       

Personal identification 
number (PIN)               

Sign  
Here
Joint return? See 
instructions.

Keep a copy for 
your records.

Under penalties of perjury, I declare that I have examined this return and, to the best of my knowledge and belief, it is true, correct, and 
accurately lists all amounts and sources of income I received during the tax year. Declaration of preparer (other than the taxpayer) is based 
on all information of which the preparer has any knowledge.

Your signature Date Your occupation Daytime phone number

Spouse’s signature. If a joint return, both must sign. Date Spouse’s occupation If the IRS sent you an Identity Protection 
PIN, enter it  
here (see inst.)

Paid 
Preparer 
Use Only

Print/Type preparer’s name Preparer’s signature Date Check         if  
self-employed

 PTIN

Firm’s name     

Firm’s address 

Firm’s EIN  

Phone no. 

For Disclosure, Privacy Act, and Paperwork Reduction Act Notice, see separate instructions. Cat. No. 11329W Form 1040EZ  (2017)

20XX

20XX

Samuel H. Hicks

62 Brattle Avenue
Hockessin, DE  19807

123 45 6789

48,500

48,536

10,400
38,136
6,835

6,835
5,270
5,270
1,565

00
0036

00

00
00
00

00
00
00
00

Samuel H. Hicks 2/18/XX Marketing Specialist (555)555-1212

1

2

3

FIGURE 8.10
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1

2

3

Personal Information 
Section
Filer’s name, address, and Social 
Security number

Income Section   
Line 1 comes from W-2, Box #1 

Lines 2–3 are additional sources 
of income, such as interest

Line 4 is adjusted gross income, 
which is total gross income minus 
allowable deductions

Line 5 is for deductions

Line 6 is your taxable income

Payments, Credits,  
and Tax Section 
This section is for determining 
your tax liability and comparing 
that with what you have already 
paid

Line 7 is taxes already withheld 
and comes from W-2, Box #2

Lines 7–9 result in total 
payments and credits

Lines 10–12 are for determining 
your total tax 
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as Jerome just started his first job as an administrative manager in a real estate firm in 
Newberry, California. His first two weeks on the job are great—he learns about the 
company’s operating procedures and the intricacies of his new position. But when he 
receives his first paycheck, he is surprised by how much lower it is than he expected. 
He decides to analyze his pay stub and he identifies the following taxes that were 
deducted from his paycheck:

FICA Medicare Tax $18.25
FICA Social Security Tax $77.75
Federal Tax $128.25
California Tax $50.65
Newberry Tax $25.50

Total deductions $300.40

He totals the amount of deductions and subtracts it from his gross pay of $1,350. 
He calculates his net pay, or take-home pay, and verifies it is $1,049.60. Jerome is 
frustrated because he doesn’t understand the purpose of taxes and why his net pay 
must be lower than his gross pay.

What is the importance of taxes? What will the tax deductions from Jerome’s 
paycheck help to fund? What are the effects of state, local, and federal taxes on 
Jerome’s income?

Did You 
Know?

The use of e-filing by 
taxpayers continues to 
grow every year. While as 
much as 20% of hard copy 
tax returns contain errors, 
less than 1% of electronic 
returns do.

Source:
blog.shoeboxed.com
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e-Filing Taxes
The Internal Revenue Service encourages taxpayers to e-file rather than send paper 
tax forms, as it is the easiest, fastest, and safest way to submit individual tax returns.

The IRS website provides a wide range of information and assistance to guide you 
through the process. The following is a checklist of important factors to consider 
before e-filing your tax return:

 ; Consult the instructions provided by the IRS.

 ; Make sure that you understand your filing requirements.

 ; Organize all of your tax records before you begin the process.

 ; Be careful and secure with your private information.

 ; Make sure that if you are using online software, the connection is secure 
by looking for “https” in the URL.

 ; Review your return carefully for any input errors.

 ; Print a copy of your completed return and file it in a safe place with any 
other forms and receipts for that tax year.

 ; Save an electronic copy of your return.
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Chapter Review
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In this chapter, you learned about how to dissect and analyze a pay stub, as well as the different 
types of tax forms you will be required to complete to file your annual taxes. From understanding 
the purpose and function of taxes to learning about deductions and exemptions, this chapter 
provides a comprehensive look at what happens to your income once it is earned.

Instructions
Demonstrate your knowledge of this chapter 
by completing the following review activities.

Note: If you do not have access to the eText 
of this book, Chapter Review worksheets 
should be provided by your instructor.

Define Key Terms 
Apply your knowledge of the chapter 
reading by defining key vocabulary terms.

Test Your Knowledge
Test your knowledge of the chapter reading 
by answering short answer questions.

Read and Write
Review Dollar Dilemmas about Jerome 
analyzing his pay stub. Apply what you 
have learned by writing an essay about the 
importance and purpose of taxes.

Listen and Speak
Apply your knowledge of the chapter by 
selecting, researching, and presenting on 
online income tax preparation products.

Create and Design
Use what you have learned in this chapter 
by analyzing a paycheck and calculating 
gross and net pay.
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Key Terms

bank reconciliation 
bank statement 
budget estimate
budget variance
charitable contribution 
checkbook register
checking account
deposit 
discretionary income
disposable income
filing system
financial statement 
fixed asset
fixed expense 
income statement
liquid asset
long-term liability
opportunity fund
pay yourself first
periodic expense
short-term liability 
variable expense
withdrawal

Creating a Budget
Tracking income and expenses is a significant part of learning how 
to manage money wisely. A sound budget will help you to analyze 
the income you earn from a paycheck, prioritize your spending and 
saving, and create a realistic financial roadmap to help you achieve 
your short-, medium-, and long-term goals.

Objectives
After reading this chapter, you will be able to:

 ; Track income and expenses

 ; Define characteristics of a functioning budget

 ; Use effective recordkeeping processes

Chapter 9  
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Cash Flow
In Chapter 2, you learned about the concept of cash flow, which is money coming 
in and money going out. An important factor in your overall financial plan is to 
manage the inflow and outflow of cash as it builds the foundation for a successful 
budget. You should strive for a positive cash flow position with surplus. This can be 
accomplished by spending less than you earn and using surplus or excess cash to 
pay down debt, invest, pay for education and training, save for retirement, or handle 
financial emergencies.

When managing cash flow, it is necessary to have a clear understanding of the sources 
of money coming in and the uses of money going out. Recall that cash inflow comes 
from income and cash outflow results from expenses. 

Tracking Income and Expenses
Your personal income includes all of the money you receive from a job, gifts, 
interest on savings, or proceeds from selling items you no longer need. Recall from 
Chapter 5 that sources of income can take a number of different formats—you may 
earn a salary, tips, wage, commission, or receive a bonus. Each of these sources of 
income must be tracked to determine your personal cash flow. 

Although it is difficult to avoid certain expenses, such as rent, food, and clothing, 
you are ultimately in charge of determining how you spend your income. An 
expense is the amount of money that you need to pay for or buy something. The 
key to healthy cash flow management is to keep track of where your money is 
coming from (income) and where it is going (expenses). To do this, you need to 
devise a plan. Your cash flow plan will work best if it reflects the goals you have set, 
whether short-, medium-, or long-term. It is important to refer to your goals often 
and commit to following your plan. 

A good way to start tracking your money usage is to keep a chart of your monthly 
income and expenses. If you are spending more than the amount that is coming in, 
you are in a deficit position, which means you have negative cash flow. This is not 
an ideal place to be.
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If you monitor your income and expenses, you will be better able to have the 
money on hand for the things you need or want. You should plan out your 
expenditures for the near future to make sure you have enough money coming 
in to pay for them. You don’t want to buy something you do not really need, like 
the latest smartphone, only to realize that you are short on money to pay for 
something you really need, like gas for your car to get to and from work. 

Budgeting Basics
Learning about income and expenses and how to track your spending is an important 
first step in developing a budget. Recall that a budget is a detailed estimate of income 
and expenses over a specific period of time. Preparing a budget is necessary to gain 
effective control of your money. 

The key to successful budgeting is to commit to having one. Many people find it 
difficult to stay on budget and achieve their savings goals, and as a result they give up. 
Budgets need to be flexible because the components will evolve over time as your life 
changes. Your income will most likely increase, as well as your expenses. Flexibility in a 
budget is manageable as long as you stay focused on reaching your financial goals.

Why Have a Budget?
Having a savings and spending plan by creating a budget allows you to manage 
your personal cash flow. Individuals who build and implement realistic budgets are 
helping to secure their financial futures. Spending and saving plans are particularly 
beneficial in the following ways:

1. Controlling money.
Maintaining a budget will put you in control of your money. Without a 
budget, your money often controls you instead of the other way around.

2. Reducing stress.
Not knowing how much money you have can be stressful. For instance, 
imagine that an expensive bill you forgot about arrives in your inbox, but you 
have already spent your money for the month. By following a budget, you 
will know exactly what money is coming in and out of your account so you 
can focus, stress-free, on more important things.

3. Increasing confidence.
Knowing exactly where your money is going makes you more confident. You 
will be able to make better decisions if you have a budget in place. Instead of 
questioning every purchase you make, you can simply review your budget to 
see if you have the money available. 
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Characteristics of a Functioning Budget
Understanding the characteristics of a functioning budget will assist you in 
projecting a realistic portrait of your finances. As you begin your budgeting 
process, a good place to start is to prepare a budget estimate, or a projection 
of income and expenses. Sometimes there is a difference, or budget variance, 
between the amounts in your budget and the actual amounts received as 
income or spent for expenses. That is why it is important to keep good records by 
preparing a flexible budget that supports your financial goals.

To understand how to develop, create, and implement a budget there are four 
critical characteristics of a functioning budget you must define for yourself: 
financial goals, time frame, income, and expenses.

1. Financial Goals
In Chapter 1, you learned how to set financial goals. Goals are something 
that you strive to achieve over a certain amount of time. They change often 
because as you accomplish one goal, you move on to others. Developing a 
budget that incorporates short-, medium-, and long-term personal financial 
goals is the most useful type of budget because your spending and saving 
decisions can be tailored based on the goals you are working toward.

Refer to Figure 9.1 for an example of how financial goals can help drive your 
savings and spending plan.

Goals Savings and Spending Plan Effects on Budget

Short-term:  
Save $100 to attend a 
concert next month.

Cut out unnecessary spending this 
month, including eating out, buying 
coffee, and delaying purchases for items 
such as clothing and shoes.

By eliminating expenses based on 
“wants,” there is money in the budget to 
afford the concert tickets.

Medium-term:  
Save $2,000 over the 
next two years to put 
toward moving to a 
new house. 

Determine an extra source of income, 
such as getting a second job or selling 
items no longer needed, that would add 
approximately $85 of extra income each 
month for the next 24 months. 

By increasing the amount of income 
flowing into the budget, extra funds will 
become available to save for new housing 
after two years.

Long-term:  
Retire by age 60 with 
at least $1 million in a 
retirement account.

Utilize an employer-sponsored 
401(k) plan that matches employee 
contributions.

By steadily contributing to a 401(k) plan 
with a deduction from each paycheck, 
retirement funds will automatically be 
built into the budget and increase over 
time.

FIGURE 9.1
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71% of people use their 
bank account website 
to keep track of their 
budget, while 29% use a 
mobile app or computer 
software, and 21% use a 
traditional checkbook.

Source:
creditdonkey.com
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Your short-, medium-, and long-term financial goals are important and 
should heavily influence how you determine your budget, especially in 
regard to savings. Many people pay their living expenses first and plan to 
save whatever money is leftover. Unfortunately, more often than not, there is 
no money left over. Savings, as part of your budget, should be a top priority. 
For this reason, it is important to get into the habit of paying yourself first. 

Pay yourself first, or PYF, means to pay into your savings first, and then 
learn to live on the remainder of your take-home pay. The first expense 
that you pay each month, before rent or utilities, should be to yourself. In 
other words, the first outflow of cash should be to your savings. The idea of 
PYF is to build extra savings that you can decide how to apply to your life. 
You may need your cash reserve for an emergency, a down payment on a 
house, or cash to invest in the stock market. Or you could use the money 
to begin building your retirement fund. Paying yourself early and often 
influences positive progress toward long-term financial goals because you 
are establishing a helpful habit that will lead to financial stability. 

2. Time Frame
Your budget will cover a specific period of time, such as a week or a month. 
Your income and bill paying schedule will influence your budget period. 
Depending on when and how often you pay your bills, you may find that a 
weekly or monthly budget works best for you.

For example, if your employer directly deposits your wages once per month 
and your bills are all due at the end of each month, operating under a 
monthly time frame will likely make more sense than a weekly budget. It is 
important to define a time frame that is most applicable for your situation 
because you will use the budget period to create estimates of your income 
and expenses.

3. Income
After determining a budget time period, the next step is to identify the 
amount of income that will be available for that time frame. Before you can 
prepare a budget that allocates your income, you must fully understand 
the makeup of your income. Earnings from your job, interest on savings, or 
gifts received are examples of sources of income. Refer to Chapter 5 for an 
in-depth look at the sources of income you may encounter. For budgeting 
purposes, it is best to plan your budget on money you have coming in on a 
regular basis, such as a wage or salary from a job.
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The amount of income for your budget should be your disposable income, 
or your gross pay minus applicable taxes. This will represent the amount of 
money you have to either spend or save. One measure of income that is often 
identified is discretionary income, which is the amount of money left after 
paying all current necessities, such as rent, food, and clothing. Quantifying 
discretionary income is not an exact science, as individuals looking at the same 
budget might define “necessities” differently. Utilities such as electricity and 
heat are important but can be scaled back by conserving. Expenses beyond 
housing, food, and clothing can be trimmed in order to make a budget work.

Refer to Figure 9.2 to see an example of how income is accounted for in 
a budget.

Monthly Budget
Income

Wages $2,000

Tips $210

Total Disposable Income $2,210

Expenses

Fixed Savings $225

Emergency Fund $50

Rent $500

Student Loans $189

Car Loan $225

Car and Renter’s Insurance $119

Cell Phone $109

Gym Membership $25

Total Fixed $1,442

Variable Food $200

Clothing $100

Utilities $125

Gas $100

Entertainment $120

Total Variable $645

Periodic Salon $30

Total Periodic $30

Total Expenses $2,117

Surplus $93

FIGURE 9.2
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CareerConnections

Budget Analyst
A budget analyst helps public and private institutions organize finances by preparing 
budget reports and monitoring institutional spending. Common work environments 
for budget analysts include private companies, government agencies, and universities. 
Budget analyst jobs range in annual income from $60,000 to $80,000, with a median 
annual wage of $73,000.

Most budget analysts have a bachelor’s degree with studies in economics, statistics, 
or accounting. Though not required, budget analysts who work for the government 
may earn the Certified Government Financial Manager credential from the Association 
of Government Accountants. This certification is ideal for analysts who have a 
bachelor’s degree, 24 credit hours of study in financial management, and two years of 
professional experience in governmental financial management. To earn certification, 
applicants must pass a series of exams and maintain their credential through 
continuing education.

bls.govSource: 
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4. Expenses
There are three types of expenses that represent cash outflow: fixed, variable, 
and periodic. Identifying and prioritizing fixed, variable, and periodic budget 
categories will help you reach your financial goals in the short-, medium-, 
and long-term. Refer to Figure 9.2 for an example of fixed, variable, and 
periodic expenses within a budget.

A fixed expense is money spent on something that costs the same amount 
each month, such as rent, cell phone payment, cable bill, car insurance, or 
a car payment. There are not many ways you can change the amount due, 
except perhaps to reduce the services you receive. For example, you can 
eliminate extra cable services or reduce the data plan on your cell phone. 

It is helpful to treat the pay yourself first expense as a fixed item in your 
budget. By proactively prioritizing this expense, you can ensure you are 
saving enough money to meet your financial goals. Other proactive budget 
priorities include establishing an emergency or opportunity fund as a 
fixed feature. An emergency fund is money set aside specifically for use in 
difficult situations, such as requiring funds for immediate medical care or the 
breakdown of a vehicle. An opportunity fund is money set aside for use in 
future events that may benefit you. For instance, if an opportunity arises to 
extend your education training, an opportunity fund can help alleviate the 
costs required to explore the opportunity.
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Two other common fixed expenses that should be prioritized in budgeting 
is insurance costs and any plans you have for charitable or other voluntary 
contributions. Whether paying for medical, car, or renter’s insurance, 
accounting for it as part of your fixed budget expenses will ensure you guard 
yourself against potential risk. For example, if you did not have renter’s 
insurance and your apartment building caught fire, destroying all of your 
valuable possessions, the expenses you would incur as a result could pose a 
significant financial burden.

Charitable contributions are goodwill donations, usually of money, 
voluntarily made on an individual’s behalf to an organization. People who 
are interested in maintaining regular charitable contributions account for 
the expense as a fixed item so that they can properly set aside the amount 
of money they wish to donate. For more on charitable giving, refer to 
Chapter 17.

In contrast to a fixed expense, a variable expense fluctuates from month 
to month. This type of expense has the most flexibility for cutting back and 
getting ahead on your finances. Examples of variable expenses include 
gasoline, groceries, eating out, entertainment, and clothing.

A type of variable expense is a periodic expense, which is an expense 
that occurs on occasion but typically for the same amount of money. For 
example, a haircut that costs $50 is a periodic expense example because 
the price remains the same but it is not an expense that you require every 
month—you may only accrue this expense every eight to ten weeks.

Despite your best efforts to accurately estimate fixed, variable, and periodic 
expenses, there will be times in which an unplanned expense may enter 
your financial world. Evaluating the impact of unplanned spending on a 
budget is necessary to keep from overextending yourself. For example, if an 
unplanned expense arises because your car needs a $500 repair to run safely, 
then you will need to evaluate how that unplanned spending affects other 
areas of your budget.

If you allocated an emergency fund as part of your fixed expenses, then you 
will be able to use money from that fund to pay for the car repairs. But if you 
did not, the impact of the unplanned expense will mean cutting funds from 
other budget categories or finding a way to increase your sources of income. 
For instance, you could work on trimming your variable expenses if there 
are items that fall into the “want” category, including recreational shopping, 
entertainment, and dining out. Or you could see if it is possible to pick up 
additional hours at work to make up for the unplanned spending.
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Regardless of how you address the expenses of unplanned spending, be sure 
to evaluate the overall impact it has on your budget. This will allow you to 
build in unplanned expenses into your budget so that when an unexpected 
event arises in the future, you will be fully prepared to manage the financial 
repercussions. Figure 9.2 illustrates a typical format for listing income 
and expenses.

Tools for Tracking
Once you have created your budget, you will need to keep track of how you spend 
your money on a daily basis, including checks you may write for bills and money 
spent on gas, food, or other daily needs. To do this successfully, tracking tools are 
essential. There are many tools for tracking a budget and expenditures. You can 
track income and expenses on paper, use online or software options, or utilize an 
envelope system.

Paper tracking
Some people “spend” money on paper first by hand-writing how much 
money will be spent within each budget category. Printable budget templates 
are available online, though some people prefer to devise their own tracking 
system. Categorizing actual expenses can also be recorded using pencil 
and paper. Some people opt to track their budget by organizing and filing 
paperwork related to expenses—printed bills, receipts, bank statements, and 
other financial documents are physically stored for later reference.

Online and software options
You can go “paperless” by using online tools and software to estimate 
and track expenditures. Mobile apps are a popular online tracking system 
because many individuals already rely on smartphones for the majority of 
their organizational data, from daily schedules to to-do lists. Some apps 
allow users to sync their bank accounts to capture real-time updates on how 
successfully a person is staying within budget.

Envelope system
You can also use individual envelopes to allocate cash for each budget 
category. For example, you may have envelopes containing cash earmarked 
for expense categories such as food, gas, and entertainment. Some people 
also use the envelope system to organize and file receipts according to 
budget categories.

It is necessary to track your income and expenses to determine how well 
you are following your budget. For instance, if you allocate $50 per month to 
entertainment but routinely track that you are spending nearly double that 
amount each month, then you have identified a gap between your projected 
budget and actual expenses. 

Did You 
Know?

46% of Americans say 
they cannot afford a $400 
emergency, stating they 
would have to finance it, 
sell something, or borrow 
from friends and family.

Source:
federalreserve.gov
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Smartphones can help consumers stick to their budgets. Not only are apps available to help with 
tracking expenses and income, there are also apps and notification systems to assist consumers in other 
money-saving ways. Consumers can utilize the tips below to maximize their mobile device capabilities:

Shop smarter. Consumers can take advantage of sale and discount notifications by using their mobile 
devices. For example, the Groupon app provides discounts to events, activities, goods, and services, 
with the option to receive notifications when new deals are added. (groupon.com/mobile)

Never miss a payment. Calendar apps, such as Google Calendar, enable users to establish bill-paying 
reminders. (google.com/calendar/about)

Eliminate the need to clip coupons. Many retail stores offer coupon apps, such as Target’s Cartwheel 
app, that provide barcode coupons on users’ phones for retail clerks to scan at checkout.  
(cartwheel.target.com)

Unit 3 · Chapter 9     Personal Financial Literacy202

9 · Creating a Budget

Discovering these gaps tells you that the current budget you have created for 
yourself is not working, and it is time to readjust it based on your expenditures. 
In such a scenario, you can reshuffle budgeted amounts to the entertainment 
category if you are under-spending in another category. Or if you are routinely 
tracking negative cash flow, then you will need to make some difficult choices 
by identifying what wants you can eliminate or by taking on additional work to 
increase your income to accommodate your deficit. 

It is helpful to ask yourself the following questions to analyze the effectiveness of 
your budget as you track income and expenses:

 z Are you staying on track within each of your budgeted categories?

 z Are you confident in your overall financial plan and how your budget 
supports it?

 z Are you on track with meeting your short-, medium-, and long-term 
financial goals?

 z Are you saving and spending money in ways that align to your personal 
values?

As your life circumstances change, such as by taking a new job, paying off a debt, 
or making a large purchase, it is important to continually revise your budget. A 
promotion and a raise mean more money coming in. If increasing your savings is 
one of your priority goals, then the additional income should be channeled into 
savings. Likewise, if you were considering buying a new car soon, the extra income 
would help support your goal of purchasing a new vehicle. If you get married, a 
new budget is needed to accommodate collaboration and expenses for two.
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The key to a successful financial plan is to monitor and review your budget and 
compare it with your actual spending. For whatever period your budget covers, 
such as a week or month, you should conduct a careful comparison of what you 
actually earned and spent with what you budgeted. It is important to reexamine 
your budget frequently to determine how well you are staying within the 
parameters you have set and make adjustments based on your evolving needs.

If you are spending more than you are earning, look for places to cut back such as 
reducing your rent by having a roommate, reducing cable services, going out to 
eat less, or turning down the thermostat to reduce heating costs.

The following are indicators that your budget needs an update:

 z You use credit cards more often to meet monthly expenses.

 z You experience an increase or decrease in income.

 z Your expenses have changed.

 z Your financial goals have changed.

 z You achieve a major financial goal, like paying off your school loans.

 z You receive an inheritance or other type of financial windfall.

 z You notice a pattern in your spending, such as eating out too much.

Consumer Decisions
Closely related to managing expenses with a budget is making decisions as a 
consumer. Each expense that is part of your budget represents a choice you make 
to allocate certain dollars towards a purchase of a good or service. Though some 
expenses are mandatory to sustain a standard of living, such as food and shelter, 
varying levels of comfort within these is discretionary and up to the consumer to 
choose based on his or her values and available funds. This is why applying consumer 
skills to purchase decisions is important to your overall budgeting. Consumer skills 
include having awareness of the following:

Price
Consumer decisions are influenced by the price of a good or service, the price 
of alternatives, and the consumer’s income as well as his or her preferences. 
Consumers may also be influenced by how the price of a good is expressed. For 
example, when choosing a coffee shop to purchase a drink from, consumers may 
choose one that offers lattes for $1.99 instead of an alternative shop selling lattes 
for $3.99. The coffee shop offering $3.99 lattes, however, may better accommodate 
a consumer’s preferences by offering milk alternatives such as almond or coconut 
milk. Depending on the consumer’s income and preference, the extra money spent 
on the $3.99 latte could be worth it.
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Features
When buying a good, consumers may consider various aspects of the product, 
including its features. If you are interested in buying a new refrigerator, you may 
consider the various features available and the cost of each to determine the best 
unit to buy. For instance, does the refrigerator have a built-in water dispenser? 
What is the color and finish? Does the door style meet your needs? How many 
shelves are included inside?

For goods that last for a longer period of time, the consumer should consider the 
product’s durability and maintenance costs. Let’s say you find a great deal on a 
used refrigerator but after reading online reviews of the make and model, you 
discover that most consumers had to invest money into ongoing maintenance. 
Given that the refrigerator has already been pre-owned, your consumer decision 
should factor in the durability of the product and the maintenance costs. You may 
discover that it could be less expensive to buy a brand-new refrigerator rather than 
experience the ongoing maintenance costs of a used model.

Research
People incur costs and realize benefits when searching for information related to 
their purchases of goods and services. People benefit and become more informed 
about their purchases when they gather information. The amount of information 
consumers should gather depends on the benefits and costs of the information. 
This is because the cost of gathering information is the time spent—and time is a 
scarce resource for everyone.

For example, imagine you are planning a vacation and are researching a 
destination to visit. Your cost is the time you invest in reading online reviews of 
hotels, researching geographic areas of interest, and calculating the total trip 
costs. But you may also benefit by designing an ideal vacation, saving money by 
comparison shopping, and discovering sites to see that you may have missed had 
you not gathered information.
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Financial Statements
Financial statements are documents that provide a snapshot into an individual’s 
overall financial health. Financial statements are used by consumers to verify 
the accuracy of their income and expenses, and by financial institutions to verify 
credibility. If you are interested in borrowing money, for example, you may need to 
show the lending institution one or more of your financial statements to demonstrate 
that you are capable of paying borrowed money back. 

Bank Statements
A bank statement is issued periodically to the account holder, which includes 
the balance in his or her account and the deposits into and withdrawals from it. 
A deposit refers to the money placed in an account in a bank or other financial 
institution using a deposit slip or direct deposit. Recall from Chapter 5 that direct 
deposit is a method of payment in which money is transferred to the payee’s 
account without the use of checks or cash. A withdrawal is money removed from 
an account either electronically or by writing a check. The most common type of 
bank statement is for checking accounts, which are deposit accounts that allow 
for deposits and withdrawals.

An account holder’s most current account activity is available online. Many account 
holders opt out of receiving a printed statement in the mail each month and just 
track their account online. An example of a printed statement is shown in Figure 9.3.

FIGURE 9.3

 Jefferson, Ohio 
Ronald Smith 
12 Main Street 
Geneva, OH  44555 

Account number:  1234-5678 
Statement date:     September 15, 2018 

Balance Last 
Statement 

Deposits and other 
credits 

Checks and other 
debits 

Go Green – Go Paperless! 
It's safe and secure, and 

always available 

Balance this 
Statement 

No. Amount No. Amount 
$ 526.32 2 $2,612.80 6 $886.45 $ 906.16 

Description Checks & 
Other Debits 

Deposits & Other 
Credits Date Balance 

Balance forward 8/15 $     526.32 
Deposit 1306.40 8/26 1832.72 
Check 112 18.15 8/31 1814.57 
Check 114 650.00 9/3 1164.57 
ATM withdrawal 100.00 9/3 1064.57 
Auto payment: National Grid 42.18 9/8 1022.39 
POS purchase: Target 36.18 9/8 986.21 
Deposit 1306.40 9/9 2292.61 
Check 113 336.15 9/10 1956.46 
Check 99 107.30 9/11 1849.16 
ATM withdrawal 140.00 9/11 1709.16 
Transfer to acct. 196-8896 800.00 909.16 
Service fee 3.00 9/14 906.16 

ANYTOWN BANK
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It is important to reconcile your spending with the bank’s records often, at least 
once per month. With online banking, you can interpret your bank statement 
online at any time. A bank reconciliation is a process that interprets the 
difference between what the account holder’s records show as available cash 
and what the bank statement shows as a balance. The difference is usually due to 
outstanding deposits, checks, and any service fees not yet recorded in the account 
holder’s checkbook register, which is a booklet form used for the purpose of 
tracking and balancing a bank account. Consumers reconcile a bank statement 
with personal records to ensure the accuracy of three items: 1) deposits,  
2) withdrawals, and 3) transfer activities.

Review the terms in Figure 9.4 to understand what is involved in reconciling a 
checking account.

Outstanding Checks Checks written that have not yet cleared the bank.

Outstanding Deposits Funds deposited that are not yet included in the bank statement balance.

Service Fee Fees charged by the bank for services provided.

NSF Fee Fees charged by the bank for a “bounced” check—in other words, there were 
non-sufficient funds in the account to cover the check.

FIGURE 9.4

The goal of reconciliation is to bring the checkbook balance in line with the bank 
statement balance. The following steps in Figure 9.5 should be followed to reconcile 
a checking account, whether you do it online or with a paper statement.

Checkbook Reconciliation Steps
Bank 

Statement 
Balance

Checkbook 
Balance

Step 1 Compare the bank statement balance with the balance in the check register. $432.15 $292.90

Step 2 Identify any outstanding checks in the checkbook register and deduct them 
from the bank statement balance.

- 119.25
- 35.00

Step 3 Add any outstanding deposits to the bank statement balance. --

Adjusted bank statement balance $ 277.90

Step 4 Deduct any fees (service fee) or other charges from your checkbook balance.          - 5.00

Step 5 Add any interest or other credits to the checkbook balance and adjust for any 
errors made. (Note the $10 error, since a check was recorded as $15.00 when it 
was really written for $25.00.) -10.00

Step 6 Compare the adjusted bank statement balance and the adjusted 
checkbook balance. If the two equal each other, the account is reconciled. If 
the two amounts do not equal, then you need to do some investigating.

Adjusted checkbook balance $ 277.90

FIGURE 9.5
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Income Statement
An income statement, also known as a cash flow statement, illustrates cash 
inflows and outflows for a specific period. It resembles a budget in that it 
showcases income and expenses, but it differs in one critical way. A budget 
documents estimated income and expenses—it is a projection of what you believe 
you will spend within the categories you define. An income statement, however, 
is a true portrait of your real income and expenses—it is the overview of what you 
actually earned and spent within a given time.

Consumers develop and create an income statement to illustrate cash inflows and 
outflows for many reasons. Some people use income statements to compare their 
projected costs with their actual spending to better formulate a revised budget. 
Consumers also create cash flow statements if they are interested in taking out a 
loan or borrowing money. Financial institutions will want to assess a person’s ability 
to manage money effectively before distributing a loan and an income statement 
provides a portrait of a consumer’s spending and saving propensities. See Figure 9.6 
for an example of a personal income statement.

FIGURE 9.6

Income Statement

Current Period

12/1/XX-12/31/XX

REVENUE

Part-time Job  $1,500.00 

Uber  $150.00 

TOTAL REVENUE  $1,650.00 

EXPENSES

Rent  $500.00 

Food  $400.00 

Clothes  $75.00 

Gas  $125.00 

Entertainment  $150.00 

TOTAL EXPENSES  $1,250.00 

NET INCOME $400.00 
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as Jose landed his dream job in downtown Chicago. He moved there, rented an 
apartment, set up a budget, and is enjoying the city lifestyle. His budget looked good 
on paper, but he is finding that at the end of the month he has to use his credit card to 
buy groceries because his checking account has no money left in it. Jose cannot recall 
where some of his monthly income has been spent, and he has not revised or revisited 
his budget since he made it six months ago. He is also making less money at his job 
since the hospital he works for eliminated overtime opportunities.

Jose is unsure how to move forward and get his budget back on track. What can 
Jose do to better track his income and expenses? What impact does unplanned 
spending have on Jose’s budget? What tips can you provide Jose to better 
maintain financial records?
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Net Worth Statement
Another common financial statement is a net worth statement, also called a 
balance sheet. In Chapter 2, you learned that a net worth statement is a document 
showing your assets minus your liabilities. Recall that the things you own, such 
as your car, investment accounts, bank accounts, or a home, are called assets. 
Liabilities are what you owe, such as a car loan, school loans, or cell phone contract. 
When you add up the value of all of your assets and subtract your liabilities, you 
reach your net worth.

Constructing a net worth statement involves identifying and listing your assets 
and liabilities. When assessing what assets you have, you will need to look at two 
different types of assets: fixed and liquid. Fixed assets refer to things you own 
that are designated for long-term use, such as retirement accounts, bonds, or 
stocks. Liquid assets can be converted to cash much more quickly than fixed 
assets and often include money in savings and checking accounts or cash on 
hand. It is important to note that both fixed and liquid assets continually change in 
value. As you learned in Chapter 7, economic conditions can dramatically impact a 
consumer’s financial outlook. This is true of assets as well—if economic conditions 
are favorable, your assets may hold greater value. If, however, economic conditions 
are poor, your assets may not be as valuable as they were when the economy was 
growing. Real estate is a prime example of this concept—home values go up and 
down each year based on market conditions. 
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or investment account. Liabilities are what 
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When identifying your liabilities, look for both short- and long-term items that 
you owe money for. Short-term liabilities are immediate debts owed, while 
long-term liabilities are debts that extend a consumer’s obligation into the 
future. Short-term liabilities include debts such as a credit card bill or tax bill. Long-
term liabilities include real estate or vehicle loans that are often spread out over 
extended periods of time. 

Once you identify your assets and liabilities, you will subtract your total liabilities 
from your total assets to reach your net worth. If your net worth indicates that the 
value of your assets is greater than that of your liabilities, then you have a positive 
net worth. Figure 9.7 showcases a positive net worth statement.

FIGURE 9.7

Net Worth Statement

Current Period

12/1/XX-12/31/XX

Assets

Liquid Assets (bank account and 
savings account)

$9,816

Fixed Assets (stocks) $700

Total Assets $10,516

Liabilities

Short-term Liabilities (credit card) $450

Long-term Liabilities (car loan) $5,000

Total Liabilities $5,450

 

Net Worth (Assets - Liabilities) 

Total Assets $10,516

Total Liabilities $5,450

Net Worth $5,066
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Maintaining Financial Records
Successful budgeting requires maintaining financial records. An important piece 
to ensuring your records remain up-to-date is to use a filing system, which is an 
organized method of storing information. You can use a paper system where you file 
your financial records in a file drawer using folders. You can also scan your paper copies 
and create digital documents.

Digital documents are copies of documents created and stored using a computer. 
Many retailers now provide digital receipts. You can choose to go paperless and 
receive your banking and investment statements online. The most important facet to 
maintaining financial records is to develop a system that works for you and one that 
you will actually use.

FIGURE 9.8

Document Type How Long to Keep Documents on File

Bank Statements One month, or long enough to review it (bank will have them available online)

Credit Card Statements Long enough to verify accuracy of transactions charged

Paychecks One year or until you receive your Form W-2

Bills One year if you need them for taxes

Tax Documents Seven years; but save Form W-2’s until you begin to collect Social Security

Investment Statements As long as you own the investments, plus seven years

Once you decide how to store financial information, you need to organize your 
documents. Begin by putting the records into categories, such as home, auto, pay 
stubs, and bank and credit card statements, or file your documents by month.

Next, decide how to label or order your files. You can file them alphabetically, 
numerically, or by color-coding. Some documents are current, like bills to be paid, 
and some can be filed away for future reference, such as insurance policies or rental 
contracts. Keep a close watch on the “bills to be paid” folder so they are paid on time. 
When a bill is paid, record the check or confirmation number and file it appropriately. 
Staying organized will help you follow your budget, pay bills on time, and find the 
appropriate documentation if you need it in the future. Use Figure 9.8 as a guide for 
how long you should keep your financial records.
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Go Figure

Derek is enjoying his new life and job in Des Moines, Iowa. 
He has his own apartment, where there are many young 
people like him, and access to public transportation for 
work. He usually drives his car to work so he can go out 
with friends afterwards. He buys lunch in the employee 
cafeteria or goes out to lunch every day. He enjoys the 
nightlife that the area has to offer. He loves his job and 
earns a good starting salary, but he has consistently ended 
up in a negative cash flow position at the end of each 
month. His reserve fund is dwindling as a result. Derek’s 
job is demanding and sometimes requires long hours, so a 
second job is not feasible.

At present, Derek’s reserve fund has a balance of $1,211; six 
months ago, it had $4,245. Since he is spending more than 
he is earning, he will need to find ways to get his budget 
back on track. Based on Derek’s budget, he is in a deficit 
position by $126.

Derek’s Budget
Take-home pay $2,850
PYF $0
Fixed Expenses

Rent $950
Car payment $249
Car insurance $120
Cell phone $108
School loans $289
Gym $45
Variable Expenses

Cable and internet $175
Gas $200
Heat and electric $140
Food $300
Eating out $220
Entertainment $100
Clothes $80

Total ($126)

Your Turn

Review Derek’s budget line-by-line and think about what suggestions you would make to him. 
Based on the changes you suggest, how much of Derek’s deficit would be erased, and how 
much surplus could he achieve? If Derek can trim his expenses and reach a positive cash flow, 
what could he do with the surplus cash?
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In this chapter, you learned that having a savings and spending plan by creating a budget allows 
you to manage your personal cash flow. Financial statements are used by consumers to verify the 
accuracy of their income and expenses, but also by financial institutions to verify credibility. You 
also learned the importance of paying yourself first to ensure you are saving enough money to 
meet your financial goals.

Instructions
Demonstrate your knowledge of this chapter 
by completing the following review activities.

Note: If you do not have access to the eText 
of this book, Chapter Review worksheets 
should be provided by your instructor.

Define Key Terms 
Apply your knowledge of the chapter 
reading by defining key vocabulary terms.

Test Your Knowledge
Test your knowledge of the chapter reading 
by answering short answer questions.

Read and Write
Review Dollar Dilemmas about Jose, who 
just moved to a new city and is struggling 
with his budget. Apply what you have 
learned by writing an essay about how to 
track income and expenses.

Listen and Speak
Apply your knowledge of the chapter by 
preparing a presentation on how consumer 
skills influence purchasing decisions that 
impact an overall budget.

Create and Design
Use what you have learned in this chapter 
by creating and designing a budget for your 
personal financial plan.
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Key Terms

accountancy firm
bank
brokerage firm
certificate of deposit 
checking account 
cooperative banking 
credit card company
credit union
Electronic Funds Transfer Act
Federal Deposit Insurance 

Corporation 
financial advisory
financial service
identity theft
insurance company
investment company
loan agency
maturity date 
National Credit Union 

Association
online banking
real estate company 
savings account 
Securities and Exchange 

Commission

Chapter 10  
Financial 
Institutions and 
Services
To stay on track with your budget, it is helpful to identify the 
types of financial institutions and services that can assist you. 
You have many options regarding where and how to manage 
your money. Being aware of different services and taking 
advantage of professional guidance can help you to manage your 
money effectively.

Objectives
After reading this chapter, you will be able to:

 ; Understand the financial system

 ; Differentiate types of financial institutions

 ; Identify financial services available
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The Financial System
Financial services are economic services provided by a range of organizations 
that manage money, such as banks, insurance companies, credit unions, investment 
companies, credit card companies, and real estate companies. Financial institutions are 
a vital part of an economic system. They act as a “payment system,” making financial 
transactions possible. Financial services companies keep money moving throughout 
the economy among businesses, the government, and consumers.

In Chapter 5, you learned about the Federal Reserve System, which is at the center 
of the financial services industry. The Federal Reserve, also referred to as The Fed, 
is the central bank of the United States. Founded in 1913 by Congress, The Fed was 
established to provide the United States with a safe, flexible, and stable financial 
and monetary system. The central bank of the United States is headquartered in 
Washington, DC. It is made up of 12 Federal Reserve Banks throughout the country 
and includes several branches.

The Federal Reserve plays an important role in the economy. Its duties include 
the following:

 z Conduct monetary policy, which means to balance recession and inflation by 
adjusting the supply of money.

 z Supervise and regulate financial institutions and protect consumers’ credit 
rights.

 z Maintain the stability of the financial system.

 z Provide financial services to the US government.
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• Retail Goods
• Homes
• Automobiles
• Education
• Travel

• Machinery 
• Equipment
• Supplies
• Business Needs

• Public Buildings
• Schools
• Roads
• Infrastructure
• Government Needs

Inflow (Depositors)

FIGURE 10.1

Consumer Deposits Business 
Deposits

Government 
Deposits

Outflow (Borrowers)

Consumer 
Loans

Business 
Loans

Government 
Loans

Two other organizations instrumental to the financial system are the Federal Deposit 
Insurance Corporation (FDIC) and the National Credit Union Association (NCUA). 
Most financial institutions are insured by the FDIC to protect consumers’ money 
from loss. This agency was created by Congress to provide insurance for depositors’ 
accounts up to a value of $250,000. The intent was to provide confidence in the 
banking industry. 

Like the FDIC, the NCUA is an agency designed to protect consumers’ money by 
insuring it up to $250,000. The difference is that it focuses on credit unions. The NCUA 
regulates and supervises the credit union system to promote confidence in the 
national system of cooperative banking. Cooperative banking means that members 
are also owners and have a role in how the organization services members. Credit 
unions are built on the concept of cooperative banking.

When people deposit money into their bank accounts, it does not sit on a shelf in a 
vault. The bank loans the money to consumers, businesses, and government agencies, 
which in turn spend it for their needs. The money cycles through the economy, with 
the financial institutions serving as intermediaries, channeling the deposits into loans 
or investments. The vast networks of financial institutions that facilitate the flow of 
money are required by the government to follow established regulatory guidelines. 
Figure 10.1 illustrates the flow of money.
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Types of Financial Institutions
Financial institutions play an important role in saving and investing because without 
them, consumers would be limited in how and where they save money. People 
would likely store their cash on hand, such as in their homes or a safe. If there were 
no financial institutions, saving and investing would become increasingly difficult 
because the flow of money would dwindle significantly. When people place their 
money into a financial institution for saving or investing, that money gets loaned out 
to other consumers or businesses—the cycle of money resulting from these actions 
helps to keep an economy strong. 

Financial institutions make it possible for financial markets to thrive. Financial markets 
refer to the marketplaces where securities, such as stocks and bonds, are bought 
and sold. Financial markets play a role in saving and investing because they provide 
opportunities for consumers to grow their money over time. For instance, financial 
markets help promote savings through financial instruments, such as bonds and 
banknotes, as a way for consumers to save their money. Likewise, financial markets 
play a role in investing by facilitating the exchange of securities. Consumers are able to 
place funds into investing vehicles, such as stocks, within a financial market. Over time, 
financial markets make it possible for money to grow through interest. If there were 
no financial institutions or markets, people would not be able to earn interest on their 
money, which would severely limit the opportunities for long-term financial security. A 
symbiotic relationship exists between institutions and markets to promote the cycle of 
money through the economy to ensure continued economic growth and success.

Consumers have many options when it comes to financial services. With so many 
choices, it is important to determine your needs for financial services and choose the 
providers best suited to help you achieve your personal financial goals. Consumers 
can compare the roles and services of financial institutions—such as banks, credit 
unions, investment or brokerage firms, insurance companies, and loan agencies—
to determine the type of financial service provider that most aligns with their 
needs. Below is a comparison of each type of financial institution and the services 
they provide.

Bank: There are two major categories of banks: commercial and investment. 
Commercial banks accept deposits, process payments, and make loans. Investment 
banks offer services in buying and selling securities and help companies go public 
with their stock.

Credit Card Company: A company that issues credit cards to consumers and 
services their accounts. Recall from Chapter 5 that a credit card is issued by a 
financial company to allow the cardholder to purchase goods and services on 
credit, or before payment, with the understanding that the money will be paid 
back in the future. See Chapter 14 for more information on credit.
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Insurance Company: A business that sells coverage in the form of a contract or 
policy that provides compensation or replacement in the event of loss. Losses may 
be due to fire, theft, car accidents, personal injury, disability, illness, or death. See 
Chapter 20 for more information on insurance.

Credit Union: A cooperative financial institution similar to a bank, usually 
controlled by its members.

Brokerage Firm: A firm that brings buyers and sellers of stock and other securities 
together and facilitates transactions for a fee.

Accountancy Firm: A firm that provides accounting, tax, and auditing services 
for a fee; the majority of the world’s corporate accounting services are provided by 
four major firms: Deloitte LLP, KPMG, Ernst & Young, and PricewaterhouseCoopers.

Investment Company: A firm that invests in stocks, bonds, and other securities 
on behalf of their clients and manages client accounts. Refer to Chapter 18 for more 
information on investments.

Financial Advisory: Professionals who offer advice and money management 
services, such as investing, insurance, college savings, mortgages, taxes, retirement, 
and estate planning, to their clients.

Real Estate Company: A company in which licensed agents perform tasks such 
as helping homeowners price their homes for sale, managing the property sale, 
showing homes to prospective buyers, and marketing properties.

Loan Agency: An agency, also known as a savings and loan company, that 
functions in a similar capacity to banks and credit unions but focuses more heavily 
on mortgages.

Tech Tools

Since the introduction of the automatic teller machine, or ATM, in the 1960s, consumer banking 
technologies have come a long way. An ATM allows customers to withdraw cash, make deposits, 
transfer funds, and check balances 24/7—all while being accessible worldwide. You can access your 
checking account while in line at the grocery store with a debit card, which deducts the money you 
owe directly from your checking account when making a purchase. A point of sale terminal (POS) is an 
electronic retail payment device that reads the customer’s bank and account number from a debit or 
credit card, processes the sale, and accesses the customer’s money for payment. 

The internet has made banking from anywhere common and easy with the use of a computer, tablet, 
or smartphone. In fact, mobile devices have fast become the most used method of online banking. 
Many financial services companies offer custom apps so customers can perform most transactions 
right from their mobile devices.
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Financial Services Available
It is important to analyze services of financial institutions because companies within 
the financial services industry offer assistance in a variety of areas. Financial institutions 
typically specialize in a particular service area, such as banking or insurance—both of 
which are common services you will likely encounter in your financial life. 

Just like any business, financial services companies are in business to make money. 
Banks and credit unions try to provide a comprehensive offering of services. Other 
companies specialize in their area of expertise. Advancing technologies have helped to 
create a market for “anywhere, anytime” financial services.

Banking
Typical banking services include checking and savings accounts. A checking 
account is a deposit account that allows for deposits and withdrawals. Account 
holders can write checks to withdraw cash to pay bills. It is important to compare 
the features and costs of personal checking accounts offered by different financial 
institutions so that you can identify the right institution for your needs. 

You should identify what attributes you value the most when conducting a 
comparison. For instance, credit unions tend to be more localized with a high 
emphasis on serving the customer, whereas commercial banks may offer greater 
convenience with numerous branches and banking technology but may be less 
localized. Both institutions offer valuable checking accounts and other services 
to customers—it is up to the consumer to differentiate what matters most when 
choosing a financial institution. Figure 10.2 shows a comparison of the features and 
costs for checking accounts at an example commercial bank and credit union.

Financial Service Features Costs

Commercial Bank • Mobile-friendly
• More than 10,000 ATMs available 

worldwide
• More than 2,000 branches available 

nationwide

• $12 monthly fee
• Minimum account balance of $1,000
• $0 ATM fee
• $20 overdraft fee

Credit Union • Customer service available 24/7
• Some online banking technology available
• Several local branches

• $0 monthly fee
• No minimum account balance
• $4 ATM fee
• $0 overdraft fee

FIGURE 10.2
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In addition to comparing personal checking account features and costs, it is also 
helpful to compare the costs of cashing a check with various third parties, such as a 
bank or credit union, check-cashing services, and retail outlets. Understanding fees 
associated with different institutions can help you make smart choices about which 
organization to use to conduct personal financial business. Figure 10.3 illustrates a 
sample comparison of check-cashing costs with example third parties.

Another service offered by banking financial institutions, such as commercial banks 
and credit unions, are savings accounts. A savings account provides security 
for depositors’ money and pays very modest interest. Many people use savings 
accounts to save money for their short-, medium-, and long-term financial goals. 
For example, if you are planning on purchasing a vehicle in the next year, you may 
use a savings account to accumulate enough money for the purchase because it 
provides liquidity. Liquidity means that you can easily withdraw the funds from 
your savings account when it comes time to make your purchase.

An alternative savings product to a traditional savings account is a certificate of 
deposit, or CD. A certificate of deposit is a low-risk and therefore low-return 
investment that usually pays a higher interest rate than a traditional savings 
account. The longer the investment is held to mature, the higher the interest rate 
paid. The maturity date refers to the lifespan of a security, or the termination 
date of a savings or investment. CDs typically have maturity dates such as 
three or six months, or one, two, three, or five years. The depositor is restricted 
from withdrawing the funds on demand, and most incur a fee or penalty for 
early withdrawal.

Financial Service Costs

Commercial Bank

Using a commercial bank, such as 
JPMorgan Chase, to cash a check.

• $0 if account holder
• Some banks will not cash a check if a person does not have an account. 

If they do, there may be a fee, such as $5.

Credit Union

Using a credit union, such as Alliant 
Credit Union, to cash a check.

• $0 if account holder
• Similar to banks, many credit unions will not cash a check if a person 

does not have an account. If cash checking is available for non-account 
holders, a small fee may apply.

Check-Cashing Service

Using a check-cashing service, such as 
Check N Go, to cash a check.

• Up to 5% of a check’s value

Retail Outlet

Using a retail store, such as Walmart, to 
cash a check.

• $3 for a check up to $1,000
• $6 for checks greater than $1,000

FIGURE 10.3
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Fiserv, more than one third 
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in the previous 12 months, 
and 65% incurred a late fee.

Source:
nerdwallet.com

Unit 3 · Chapter 10     Personal Financial Literacy220

10 ·  Financial Institutions and Services

Other services provided by banks and credit unions include loaning money, 
automatic teller machines (ATM), safe deposit boxes, and investment services.

Loaning money

Financial institutions provide loans, or sums of borrowed money, to 
consumers and businesses to pay for goods and services they cannot 
afford to purchase upfront.

ATM

An ATM, or automatic teller machine, allows customers to withdraw 
cash, make deposits, transfer funds, and check balances any time of day, 
worldwide. 

Safe deposit boxes

Renting a safe deposit box can help you to secure items that would be 
very difficult to replace, such as marriage or birth certificates, family 
heirlooms such as jewelry or photos, stock certificates, and other important 
personal documents.

Investment services

Although most consumers associate banks and credit unions with savings 
products only, many provide overall wealth management including 
investment products such as stocks and bonds.
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as Leila is interested in switching to a new financial provider for her checking and 
savings accounts. She currently uses a commercial bank, but she has been dissatisfied 
with new changes that require her to pay a monthly maintenance fee on her checking 
account and maintain a minimum balance in her savings account. She prefers to 
do most of her banking online, but she would still like to be able to visit a branch in 
person when needed. She is also hoping to find a low fee provider that offers high 
interest rates. 

In addition to switching banks, Leila is also considering working with a financial 
advisor who can help her stay on track with her long-term financial goals. She has 
never worked with a financial advisor before and is unsure how to find objective 
information on service providers.

What type of selection criteria can Leila use to evaluate financial service 
providers? What factors should Leila consider when selecting a professional 
financial advisor? How can Leila evaluate whether financial information is 
objective, accurate, and current?
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Online Banking
Online banking has become a popular way to meet consumers’ banking needs. 
Thanks to the internet, the electronic banking system satisfies the demand of the 
“on-the-go” lifestyle.

To compete for consumers’ business, banks and other financial institutions 
continuously offer more user-friendly automated features. They want their 
customers to be able to bank, invest, and perform financial transactions anytime 
and anywhere.

Electronic banking, also called online banking, is a digital way of making financial 
transactions with banks or other financial institutions. It uses the computer and 
electronic technology as a substitute for checks or other paper transactions.

Most financial services companies offer online services to their account holders. 
To get started, the customer needs to enroll in the service, set up a user name and 
password, and agree to the terms of use. Consumers can perform many financial 
transactions through online banking technologies, including the following:

 z Pay bills

 z Make deposits and withdrawals

 z Transfer money between accounts

 z Send wire transfers

 z Check account balances

 z Make and monitor investments

 z Apply for loans

One of the most common services utilized is online and mobile bill payment 
services. To compare the features and costs of online and mobile bill payment 
services offered by different institutions, use the checklist provided below.

 ; Review the ease of technology.

How user-friendly is the institution’s mobile app and website?

 ; Read the fine print for any hidden costs.

Are there limited free transactions?

 ; Analyze overdraft or late fees.

Will you be penalized if you have insufficient funds or a bill payment 
arrives past the due date?

 ; Review the financial security of the institution.

Is it an entity you trust and is it insured by the FDIC or NCUA?
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Advantages and Disadvantages of Online Banking
As Figure 10.4 illustrates, electronic banking services offer many benefits and 
are a popular form of e-commerce for millions of Americans. Online banking 
technology has revolutionized the way consumers and service providers 
conduct financial business. However, like all technology, there are some 
challenges when it comes to something as complex as financial services. 

Online Banking Benefits Online Banking Challenges

Convenience
• Get 24/7 access to your accounts

Time Saver
• Bank anywhere; don’t have to travel to the bank 

or buy stamps to mail bills

Paperless Transactions
• Go green and save paper

Worldwide Access
• Access your accounts anywhere 

 in the world

Portfolio Management
• Manage your cash, debts, and investments in 

one place

Real-time Information
• Follow transactions on your account 

immediately

Learning Curve
• It is important to spend time reading the 

tutorials in order to become comfortable with 
your new virtual banking

Website Changes
• Banks upgrade their electronic banking 

programs and add new features in unfamiliar 
places

Trust
• For most people, the biggest hurdle is learning 

to trust electronic banking 
• It is very common to question if your transaction 

went through correctly or whether someone 
might have hacked into your account 

FIGURE 10.4
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Online Banking Safety Measures
Consumers need to be diligent about keeping their financial information safe 
and secure to avoid identity theft, which occurs when a thief has access to 
your private information and uses it to commit fraud. Review Chapter 21 for 
common identity theft examples and how to avoid them. The following tips 
will help you practice safe online banking:

1.  Never give out your account information or Social Security number over 
the phone, via email or text message.

2.  Log off any website once your transaction is complete.

3.  Purchase anti-virus, encryption, and firewall software for your computer.

4.  Password protect your computer and any mobile device.

5.  Create strong passwords, change them often, and do not store them  
on your phone.

6.  Never conduct financial business on a public computer or using  
public Wi-Fi.

7.  Keep and compare receipts for all types of electronic transactions.

8.  Review monthly statements promptly and carefully; contact your 
financial institution immediately if you find any unauthorized use.

9.  Make sure that a company’s website is secure. Examine the URL and be 
sure that it begins with https. For example: https://www.samplebank.
com. The “s” indicates the website is secure.

10.  If you believe your identity has been stolen, take action right away. Visit 
OnGuardOnline.gov to learn more about warning signs, what to do when 
your identity is compromised, and how to protect yourself in the future. 

Online banking transactions are covered under the Electronic Funds Transfer 
Act, which was developed to protect consumers engaging in electronic fund 
transfers. If the bank offering online banking is a member of the FDIC, your 
transactions are also protected by the FDIC.

Electronic banking is quickly becoming the norm for how consumers access and 
use financial services. You can spend, transfer, save, and invest your money with 
just a few clicks or screen taps anywhere in the world. With this convenience comes 
responsibility—consumers must be smart about how they use it.
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Insurance
Another type of financial service available to consumers is insurance. Insurance 
helps consumers and businesses protect assets from risk of loss. Insurance can 
cover potential losses to automobiles, homes, renters’ personal belongings, and 
almost anything of value. Insurance coverage can also be purchased for health and 
dental costs and loss of income resulting from disability or death. 

Large companies, such as Blue Cross and United Health, offer and manage health 
insurance coverage for employees of companies and municipalities. For specific 
types of insurance and why a consumer would seek out insurance from a financial 
provider, refer to Chapter 20.

Accounting
In addition to banking and insurance needs, many consumers and businesses turn 
to financial institutions for accounting and financial planning services. Accountants 
and financial planners offer assistance with tax form preparation, tax planning, and 
business tax consulting. People justify consulting with a tax advisor or financial 
planner for reasons including wanting to ensure financial records are prepared 
properly, seeking advice on major financial decisions, and wanting help in filing 
accurate tax returns.

Some people use online tax preparation software, while other people and 
businesses seek professional guidance by working with an accounting professional. 
Recall from Chapter 1 that an accountant is a person who examines and prepares 
financial records for individuals and businesses. Account management services that 
financial institutions provide include the following:

 z Examine and prepare financial records 

 z Help clients complete accurate tax returns

 z Provide ways to improve profits and reduce costs

 z Organize and maintain financial records

 z Advise on financial operations

Real Estate
Real estate provides another form of financial services. Real estate services include 
handling transactions for the purchase and sale of real property, as well as property 
valuation and home staging. Appraisers and assessors of real estate determine the 
financial value of property, land, and buildings so they can be sold, bought, taxed, 
developed, insured, or mortgaged.
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Licensed real estate agents and brokers help individuals and businesses price their 
properties correctly and offer advice and resources to market the property and 
expedite the sale. Refer to Chapter 15 for more information on real estate and how 
it can be used as an investment.

Brokerage
Brokerage firms, financial advisories, and investment companies sell their services 
for the purchase and sale of securities, retirement and estate planning, managing 
pension funds, and investment advice. These firms help individuals and businesses 
with their investing needs. Most company-sponsored retirement plans are 
managed by brokerage firms.

The financial advisors and management of these firms provide their expertise and 
professional services to their clients, helping them map out their financial future.

The goal is to make investment decisions that will make the clients’ money grow 
over time and build wealth for retirement. See Chapter 18 for more information on 
how and where to invest.

CareerConnections

Financial Manager
The purpose of a financial manager is to manage the financial health of an 
organization by producing financial reports, directing investment activities, and 
developing strategies and plans for long-term financial goals. There are many 
different types of financial managers in the workplace, ranging from controllers to 
insurance managers.

Controllers direct the preparation of financial reports that summarize and forecast 
an organization’s financial position, such as income statements, balance sheets, and 
analyses of future earnings or expenses. Insurance managers decide how best to limit 
a company’s losses by obtaining insurance against risks, such as the need to make 
disability payments for an employee who gets hurt on the job or the costs imposed by 
a lawsuit against a company.

Many financial management positions require a master’s degree in business 
administration, economics, accounting, or finance. The median annual wage for 
financial managers is $121,000, with managers in professional, scientific, and technical 
services fields earning as much as $142,000.

bls.govSource: 
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Evaluating Service Providers
When determining which financial service providers to utilize, it is helpful to 
explore the multitude of options available. For instance, financial advice is available 
from a variety of sources, such as libraries, the internet, friends, and professional 
financial advisors. When determining which advice to take when deciding among 
service providers, evaluate whether the financial information is objective, accurate, 
and current.

For example, if a friend recommends you consult his tax advisor but an internet search 
shows that the tax advisor has more negative reviews than positive, which source 
of information should you use to make a decision? After further research, you may 
realize that the online reviews you read were written many years ago and do not offer 
a current perspective. Or you may discover that the negative online reviews all stem 
from one unhappy customer—swaying the overall perception to be less objective 
and accurate.

As a consumer, you must be able to analyze financial information from a variety of 
reliable and questionable sources in order to form your own opinion. If you choose 
to work with a financial advisor to assist you in the management of your money, it is 
important to consider the following factors:

Fiduciary responsibility
Recall from Chapter 2 that financial advisors have a fiduciary responsibility, 
which means they must put the needs of their clients first and act in a 
trustworthy way to protect and manage their clients’ money. Proceed with 
caution if an advisor pressures you, is not direct in communication, or pushes 
unneeded products.

Credentials
Depending on the type of financial advising you are seeking, an advisor may 
need to be registered with specific agencies to validate their credentials. For 
example, advisors who buy and sell investments for their clients must be 
registered with the Securities and Exchange Commission, a regulatory 
organization created to protect US investors by maintaining fair markets.

Experience
As with any other profession, a history of work experience can demonstrate 
an advisor’s capabilities to successfully assist you in managing your funds to 
help reach your financial goals.

Once you establish a comprehensive view of the financial services marketplace, you 
can evaluate financial service providers, such as banks and credit unions, based on the 
following selection criteria: location, technology, fees, security, and interest rates.
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Location
If your financial services needs require you to conduct business in person, 
consider the geographic location for ease of use and convenience.

Technology
Assess what types of technology are available and how they influence your 
services. For instance, if you prefer to pay your bills using a smartphone, 
ensure that your financial service provider offers a robust mobile app for 
completing online bill payments.

Fees
Determine what fees may be associated with the financial services you need, 
such as ATM fees, monthly account maintenance fees, and overdraft fees. It is 
best to investigate multiple providers and compare the features and costs of 
each to ensure you find financial services with no, or minimal, fees.

Security
Verify that a service provider is backed by the FDIC or NCUA to ensure your 
deposits are protected up to $250,000.

Interest rates
Analyze what types of interest rates are available for saving, investing, and 
borrowing money. Conducting a comparison among providers is beneficial 
to ensure you receive the most optimal interest rate for your financial needs.

Go Figure

When selecting a financial institution, it is important to 
consider the implications of fees to your accounts. Some 
banking institutions charge account maintenance fees, 
ATM fees, and fees for spending more money than what 
is available in an account. Review Maya’s situation below 
and help her assess her final balance.

Maya’s checking account has a starting balance of 
$1,048.57. When she reviews her bank statement, she 
notes the following transactions:

ATM withdrawal $100

ATM withdrawal fee $4

Online bill pay for student loan $256

Cash deposit $50

ATM withdrawal $25

ATM withdrawal fee $4

Monthly maintenance fee $15

Cash deposit $40

Your Turn

Help Maya determine her checking account balance by adding the deposits and subtracting the 
withdrawals and fees. What could Maya do to lower her fees?
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In this chapter, you learned about how financial services and institutions play a role in your overall 
financial plan. Advancing technology is changing how consumers bank, invest, and pay bills. 
Understanding the multitude of services and providers available—and how to evaluate each—will 
help you select options to best serve your financial needs and help you reach your goals.

Instructions
Demonstrate your knowledge of this chapter 
by completing the following review activities.

Note: If you do not have access to the eText 
of this book, Chapter Review worksheets 
should be provided by your instructor.

Define Key Terms 
Apply your knowledge of the chapter 
reading by defining key vocabulary terms.

Test Your Knowledge
Test your knowledge of the chapter reading 
by answering short answer questions.

Read and Write
Review Dollar Dilemmas about Leila, who 
is interested in switching service providers. 
Apply what you have learned by writing an 
essay about selection criteria one can use 
when evaluating service providers.

Listen and Speak
Apply your knowledge of the chapter 
by selecting an online banking topic 
and presenting on how evolving bank 
technologies impact consumers.

Create and Design
Use what you have learned in this chapter 
by creating and designing a comparison 
chart to identify features and costs of 
financial service providers.
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future value of a lump sum 
future value of an annuity
nominal interest rate
present value of a lump sum
present value of an annuity
real interest rate 
Rule of 72 
simple interest 
time value of moneyTime Value of 

Money
To make the most of your money, you will need to assess how 
the value of your money will grow over time and the services and 
institutions that can support you in maximizing financial growth. 
Maintaining a budget is not always easy—but it is the most 
effective tool to help you reach your financial goals.

Objectives
After reading this chapter, you will be able to:

 ; Differentiate between simple and compound 
interest

 ; Understand the time value of money

 ; Explain how interest and inflation impact the 
growth of money

Chapter 11  

For Review Purposes Only



C
ha

pt
er

 1
1

Ti
m

e 
Va

lu
e 

of
 M

on
ey

Unit 3 · Chapter 11     Personal Financial Literacy230

Time and Interest
In Chapter 9, you learned about the effects of saving strategies, including paying 
yourself first. By making saving a habit by paying yourself first, you can use time and 
interest to grow your money into a secure retirement. Developing good saving habits 
now will pay off in the future. To understand how savings can work in your favor, it is 
important to learn the mechanics of how time and interest make your money grow.

You can grow your money by putting your savings into interest-bearing accounts or 
investments that increase in value over time. Recall from Chapter 5 that the amount of 
money you save or invest is known as principal. The principal earns money, or increases 
in value, over time at an annual percentage rate. The amount of money earned on the 
principal is called interest. For example, putting your money in an employer-sponsored 
retirement account, such as a 401(k), will help it grow in value because of interest. 

When considering how best to maximize interest, there are several factors to keep 
in mind.

Save early.

The more time your money has to grow and accumulate interest, the higher your 
earnings will be.

Consider the life span of your investment.

The fewer withdrawals you make, the more money you have available to 
earn interest.

Know your interest rate.

The annual percentage rate, known as the interest rate, will also impact how much 
money you will earn. The higher the interest rate, the greater growth you will see. 

Simple versus compound interest.

The final consideration is the type of interest calculation used. There are two 
primary types of interest: simple interest and compound interest.
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Simple and Compound Interest
Simple interest is a method of calculating interest, determined by multiplying 
the principal (the original deposit or investment) by the annual interest rate, and 
then multiplying that result by the time, or number of periods, the money will be 
held to grow.

Compound interest is interest earned both on the principal and on the 
accumulated interest earned over time. Wealth can increase over time with regular 
investing and frequent compounding because you are earning interest on interest. 
Simple interest is called “simple” because it ignores the effects of compounding. 
Most interest earning accounts use compound interest rather than simple interest.

To understand the ways in which time and interest can help your money grow, it 
is helpful to compare the interest generated by simple and compound interest 
at various rates. Figure 11.1 shows a sample comparison between simple and 
compound interest over a five-year period.

FIGURE 11.1

In this example, 
the effect of 
compounding 
earns you an extra 
$382 on your 
original $10,000 
investment.

i interest earned 

p principal $10,000

r annual interest rate 6% or .06

t time or number of periods 5 years

i=$10,0 0 0x .0 6x 5

The interest earned on $10,000 is 
$3,000. By adding the principal to the 
interest earned, you can see that after 
5 years, the $10,000 is worth $13,000.

Simple Interest

i =p xr xt
FV future value of the principal 

p principal $10,000

r annual interest rate 6% or .06

n number of periods or time 5 years

FV =$ 10,000 x(1+.06)5

The future value of $10,000 is 
$13,382. Since the principal was 
$10,000, the amount of interest 
earned after 5 years is $3,382.

Compound Interest

FV=p(1+r) n

Assume the following: You have $10,000 to invest in an account that earns interest at 6% annually for five 
years. Review the table below to understand how compound interest earns more than simple interest, 
even though the initial investment is the same.

For Review Purposes Only

DBF_title


Unit 3 · Chapter 11     Personal Financial Literacy232

11 · Time Value of Money

Examining compound interest growth year by year illustrates that interest 
accumulates not only on the principal, but on the interest as well. Figure 11.2 
demonstrates the impact of compound growth over time.

Time Value of Money
The compound interest calculation shown in Figure 11.1 covered five years. Fast 
forward 30 more years, and that $10,000 would be worth $59,629. The key to building 
wealth is to start saving early in life. By doing so, you will be able to take advantage of 
the impact of time on the value of money.

The time value of money (TVM) refers to the idea that money received today is worth 
more than the same amount received in the future. This is because of the money’s 
potential to earn interest over time. For example, if you take a $100 bill and invest it 
into an account paying 3 percent interest, at the end of one year it will be worth $103. 
But if you receive a $100 bill one year from now, it is worth only $100.

Now imagine the time value of money concept as it applies to retirement planning. 
If you steadily save your money throughout your working life, such as through an 
employer-sponsored 401(k) account, you will have significantly more money when you 
reach retirement.

Year
Beginning 

Balance
Interest 

Calculation
Interest Earned 

(6%) Ending Balance

1 $10,000 $10,000 x .06 $600 $10,600

2 $10,600 $10,600 x .06 $636 $11,236

3 $11,236 $11,236 x .06 $674 $11,910

4 $11,910 $11,910 x .06 $715 $12,625

5 $12,625 $12,625 x .06 $757 $13,382

FIGURE 11.2

This calculation assumes that interest 
is compounded once at the end of 
the year.

Note: Interest compounded monthly 
would earn even more, because the 
compounding happens 12 times 
during the year instead of just once.
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For example, consider how the following story illustrates the concept of how time 
value of money applies to retirement planning. Alicia and David both want to retire at 
age 65. They each start with a principal of $200, add $200 annually to their retirement 
accounts, and receive a 6 percent annual interest rate. 

Alicia started saving for retirement at age 25, giving her 40 years to earn interest, 
but David waited until age 45 to get started. By age 65, Alicia’s savings have grown 
to $34,866 while David’s is $8,439. Alicia started saving much sooner, so her account 
balance is nearly four times greater than David’s because her money had more time to 
earn compounding interest.

TVM Calculations
To better understand the principle of the time value of money, you can apply a set 
of calculations that determines the present or future value of a single amount of 
money or a stream of cash flows for a time period at a given rate. Money received 
(or paid) in the future can also be compared to money held today by discounting 
the future value based on the interest rate. In other words, because interest 
compounds over time, the more time you have to save—as with Alicia’s retirement 
planning—the more opportunity your money has to grow. There are several 
variables used in basic TVM calculations:

 z PV: present value

 z FV: future value

 z P: principal

 z N: number of periods

 z R: interest rate

 z PMT: payment amount

There are four common time value of money calculations that you can use to help 
you reach your long-term financial goals for savings and retirement. The following 
calculations illustrate how the variables in basic TVM calculations are manipulated 
depending on the financial situation.

1. Future Value of a Lump Sum

2. Future Value of an Annuity (or stream of deposits)

3. Present Value of a Lump Sum

4. Present Value of an Annuity (or stream of payments 
received)

Did You 
Know?

45% of Americans 
have saved nothing for 
retirement. Of those who 
have, 20% withdraw funds 
from their 401(k) accounts 
prior to retirement to cover 
living expenses.

Source:
fool.com
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1. Future Value of a Lump Sum
The future value of a lump sum shows how large a single sum of money 
will become at the end of a specified period of time. You can use this 
calculation to determine how much your investment will grow in the future. 
For example, if you invest $10,000 today, earning 6 percent compounded 
annually, how much will you have saved at the end of 10 years? 

To determine the answer, you would use the following calculation. Calculate 
the future value (FV) of the $10,000 principal (p), earning a rate of 6 percent 
(r), at the end of 10 years (n).

FV = p x  ( 1 +r )n

FV = $10,000  x  ( 1 +. 0 6 )10

FV =  $17,908

2. Future Value of an Annuity
The future value of an annuity shows the future value of a series of 
deposits over a specified period of time. An annuity is a fixed series of 
deposits, or a fixed series of payments received. You can use this calculation 
to determine how much your investment will grow if you add to it 
periodically over time. For example, if you invest $2,500 at the end of each 
year, earning 6 percent, compounded annually, how much will you have 
saved at the end of 10 years?

To determine the answer, you would use the following calculation. Calculate 
the future value (FVA) of a series of deposits (Pmt), invested each year for 10 
years (n) earning a rate of 6 percent (r).

FVA =  Pmt x  [(1+r)n –  1) /  r]

FVA =  $2,500 x  [(1 +  .06)10 –  1) /  .06]

FVA = $32,952

Tech Tools

There are many technology resources available to help you calculate and see the effect of interest on 
the growth of your money over time. There are financial software applications, financial calculators, and 
apps. Free online calculators are also available and are simple to use. Explore the following free online 
calculator resources to calculate the growth of your money: calculatorsoup.com, bankrate.com, 
financialcalculator.org, and mycalculator.com.

Did You 
Know?

80% of Americans between 
the ages of 30 and 54 
believe they will not 
have enough saved for 
retirement.

Source:
fool.com
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3. Present Value of a Lump Sum
The present value of a lump sum shows the value today of a single 
sum of money to be paid at a specified date in the future. You can use this 
calculation to work backwards from a target of earnings you have for the 
future and reach that goal. For example, how much do you need to invest 
today, earning 6 percent in order to have $20,000 in 10 years?

To determine the answer, you would use the following calculation. Calculate 
the amount you need to invest today (PV), earning a rate of 6 percent (r) in 
order to have $20,000 (FV) in 10 years (n).

PV =  FV /  (1+r)n

PV =  $20,000 /  (1 +  .06)10

PV = $11,168

4. Present Value of an Annuity
The present value of an annuity shows the current value of a stream of 
payments to be received in the future, given a specified rate of return. You 
can use this calculation to determine how much you must save in order to 
receive a specific amount every year. For example, when you retire, you want 
to receive $50,000 per year for 20 years. How much do you have to have 
saved by the time you retire, assuming 6 percent growth?

To determine the answer, you would use the following calculation. You want 
to receive $50,000 per year (Pmt) for 20 years (n), assuming you can earn a 
rate of 6 percent (r) on your savings throughout retirement. How much do 
you have to have saved at retirement (PVA)?

PVA =  Pmt x  [(1 –  (1+r)-n) /  r]

PVA =   $50,000 x  [(1 –  (1+.06)-20) /  .06]

PVA =  $573,496
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The Rule of 72
Another helpful time value of money calculation is determining how long it will 
take you to double your money—this is known as the Rule of 72. The Rule of 72 
is a simplified formula to determine the number of years required to double your 
money at a given interest rate. 

Many compound interest calculations require complicated equations, but the Rule 
of 72 provides an efficient way to estimate the time needed to double money. The 
calculation works by taking the number 72 and dividing it by the interest rate you 
hope to earn on your money. For example, see Figure 11.3 to review how $2,000 
invested in accounts will earn interest under different scenarios.

Account #1 
Typical Mutual Fund

Account #2 
Typical Bond

Account #3 
Typical Savings Account

Interest Rate 8% 4% .3%

How Long to Double 
Your Money 72/8 = 9 years 72/4 = 18 years 72/.3 = 240 years

FIGURE 11.3

CareerConnections

Auditor
The primary responsibility of an auditor is to prepare and examine financial records 
to ensure that organizations run efficiently from a financial operations perspective. 
There are three common types of auditors: internal, external, and information 
technology auditors.

Internal auditors check for mismanagement of an organization’s funds and identify 
ways to improve the processes for finding and eliminating waste and fraud. The 
practice of internal auditing is not regulated, but The Institute of Internal Auditors 
provides generally accepted standards. External auditors perform similar duties to 
internal auditors, but are employed by an outside organization rather than the one 
they are auditing. They review clients’ financial statements and inform investors 
and authorities that the statements have been correctly prepared and reported. 
Information technology auditors are internal auditors who review controls for their 
organization’s computer systems to ensure that the financial data comes from a 
reliable source.

Most auditor positions require applicants to have a minimum of a bachelor’s degree 
in accounting or a related field. Annual salaries range depending on the industries in 
which an auditor works. The finance and insurance industry, for example, offers the 
highest wage with an average annual salary of $73,000.

bls.govSource: 
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Interest Rates and Inflation
As the time value of money concept demonstrates, building wealth is more 
attainable when starting your savings habits early in life. However, other important 
considerations are interest rates and inflation. When saving and investing, you must 
factor in interest rates and inflation when measuring how your money will grow.

The interest rate (the rate of return or growth rate) that you can earn on your money 
has a substantial impact on what your savings will be worth in the future.

The average interest rate on a savings account is approximately .29 percent. Over time, 
money kept in this type of account will have very little growth. 

If you have $4,000 in your savings account that pays .29 percent and compounds 
monthly, at the end of two years you will have $4,023. That is an earnings of only $23. 
However, the same $4,000 would grow to $4,326 in an account earning 4 percent in 
the same time period, earning $326.

To examine the impact of interest on a larger scale, refer to Figure 11.4, which calculates 
a stream of payments into savings over a long period of time at different growth rates.

Save at the Highest Interest Rate Available
The following scenarios illustrate how your money grows at three different growth rates. You begin 
saving $4,000 per year. You do this over your working life of 35 years. Assume that the investment is 
made at the end of the year and compounds annually.

1

2

Scenario:
Save $4,000 per year 
for 35 years

Scenario:
Increase your initial savings 
of $4,000 by 3% each year 
(assuming an annual 3% 
salary raise)

In 35 years your savings grow to  $147,127

$251,984

.29%
Annual Growth Rate

TYPICAL SAVINGS ACCOUNT

In 35 years your savings grow to 

$294,609

$452,890

4%
Annual Growth Rate

TYPICAL BOND

$1,084,097

$1,445,061

10%
Annual Growth Rate

TYPICAL MUTUAL FUND

FIGURE 11.4
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When researching where to save your money, look for institutions that offer the 
highest rate of return. The amount of interest earned on liquid savings, such as 
a savings account at a bank, are very low. It is beneficial to explore longer-term 
investment options for retirement, like those described in Chapter 18.

It is also helpful to learn how to realistically look at the growth on your savings by 
differentiating between interest rate calculations and the role of inflation. The annual 
percentage rate (APR), or nominal interest rate, is the percentage that your money 
is growing over time. Recall that inflation is the rise in the price of goods and services 
and that it reduces the value of money, including savings. The real interest rate 
expresses the rate of return on savings, taking into account the effect of inflation. The 
real interest rate is calculated as follows:

Nominal Interest Rate – Inflation Rate = Real Interest Rate

The nominal interest rate tells savers how the dollar value of their savings or 
investments will grow; the real interest rate tells savers how the purchasing power of 
their savings or investments will grow. For example, if prices rise and your income does 
not increase at the same rate, your purchasing power will decrease and you won’t be 
able to buy as much. Real interest rates are typically positive because people expect 
to be compensated for deferring the use of savings from the present into the future. 
Higher interest rates increase the rewards for saving. When saving and investing, you 
must factor in inflation when measuring how your money is growing.

Do
lla

r D
ile

m
m

as Gianna is a college student studying to be a nurse. She worked part-time during the 
past school year and full-time during the summer months when she took a break from 
classes. Working part-time, she takes home approximately $350 per month; during the 
two summer months, she takes home $1,400 each month. Gianna is responsible for 
the following monthly expenses: car insurance at $115; cell phone at $55; and gasoline 
at an average of $40. She receives monetary gifts for her birthday, but usually spends 
them on things she wants such as eating out with friends and shopping.

She was reviewing her savings account and was disappointed to see that her balance 
was only $565. She would like to purchase a new vehicle soon, and she knows that she 
needs to get serious about putting a savings and investing plan in place to help her 
money grow more quickly.

What effect would the saving strategy of pay yourself first have on Gianna’s 
financial well-being? How can the time value of money help her? How can 
Gianna’s wealth increase over time with regular investing and frequent 
compounding?
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Go Figure

Understanding the time value of money—and the math required to compute growth—is integral 
to helping you reach your long-term financial goals. For example, you will need to estimate how 
much money it will cost to live in the future so you can make smart financial choices today to 
support your future living expenses.

For instance, Will just accepted his first job as a sales representative earning an annual salary of 
$45,000. He is ecstatic because his $45,000 salary enables him to purchase all of the things he 
needs plus some of his wants, too. 

But as he starts working on his long-term retirement goals, he realizes that the spending power 
of a $45,000 per year salary today will require approximately $114,000 per year 35 years from 
now. This is because of how prices increase over time due to inflation. 

Now that Will has that knowledge, he can use it to plan accordingly to ensure he has enough 
funds 35 years from now—whether by increasing his income, increasing his savings, or 
researching what investments can yield him the highest rate of return.

Your Turn

Using an online financial calculator, such as those found at calculatorsoup.com or bankrate.com, 
calculate the amount you will need to have saved in your retirement account in order to have 
$114,000 per year available to live on 35 years from now. Assume that your retirement account 
will earn a rate of 8 percent and use the following parameters: 

1. The number of periods you need to receive $114,000 per year is 20 years. 
2. You plan to earn 8 percent on your money during those 20 years, compounded annually.
3. The payment you wish to receive is $114,000. Assume 0 percent growth (in other words, 

your payment will not increase each year) and 1 payment per year.

Planning for retirement 
early and saving 
consistently is the best 
strategy to maximize 
compound interest.
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In this chapter, you learned about how time and interest make money grow. Understanding the 
time value of money will assist you in planning for your financial future by selecting investing and 
saving opportunities to maximize compound interest. Interest rates and inflation also play a role in 
your long-term savings strategies and should be accounted for when calculating how your money 
grows over time.

Instructions
Demonstrate your knowledge of this chapter 
by completing the following review activities.

Note: If you do not have access to the eText 
of this book, Chapter Review worksheets 
should be provided by your instructor.

Define Key Terms 
Apply your knowledge of the chapter 
reading by defining key vocabulary terms.

Test Your Knowledge
Test your knowledge of the chapter reading 
by answering short answer questions.

Read and Write
Review Dollar Dilemmas about Gianna, 
who would like to find ways to help her 
money grow. Apply what you have learned 
by writing an essay about the time value 
of money.

Listen and Speak
Apply your knowledge of the chapter by 
selecting a topic related to the growth 
of money over time and preparing a 
presentation to teach the concepts.

Create and Design
Use what you have learned in this chapter 
to create a piece of your financial plan by 
calculating how to make your money grow 
to become a millionaire.

For Review Purposes Only

DBF_title


Chapter 12  
Savings Strategies and 
Accounts

Chapter 13  
Cash Management Tools

Chapter 14  
Credit and Borrowing

Chapter 15  
Major Purchases

Chapter 16  
Paying for Education 
and Training

Chapter 17  
Charitable Contributions

Unit 4  
Save & 
Spend

For Review Purposes Only



For Review Purposes Only



Key Terms

annual percentage yield
financial timeline
high-yield savings account 
money market account 
online savings account
passbook savings account
savings plan
statement savings accountChapter 12  

Savings 
Strategies and 
Accounts
Saving is the foundation of financial health. The more self-
disciplined and consistent you can be with your savings plan, the 
greater wealth you will accumulate over the course of your life. 
Understanding savings strategies, types of savings accounts, and 
the benefits of saving will guide you on your path to reaching your 
long-term financial goals.

Objectives
After reading this chapter, you will be able to:

 ; Explain the value of a savings plan

 ; Develop savings strategies

 ; Evaluate savings options
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Benefits of Saving
There are many benefits to prioritizing saving as part of your financial budget. From 
building financial security to growing your net worth, deliberate and intentional 
saving helps you reach your financial goals. When you are financially secure, you are 
able to afford your needs and wants, preplan for emergencies, and manage changes in 
income and expenses. Saving creates a cushion of financial support to help consumers 
through daily life expenses and unexpected circumstances.

People choose between immediate spending and saving for future consumption. 
Some people have a tendency to be impatient, choosing immediate spending over 
saving for the future. However, instant gratification can sometimes derail consumers 
from reaching their financial goals. For instance, if you are saving up to purchase a 
home and do not make a plan for how you will save the money you need, it will be 
increasingly difficult to manage long-term savings. Immediate spending on want 
items such as entertainment and dining out can hinder your financial goal of owning 
a house if you do not carefully account for all expenses in your monthly budget. When 
crafting your financial plan, think about your money personality and how you typically 
handle immediate spending versus saving for future consumption. Understanding 
your money-spending triggers will help you to see the benefits of saving and the value 
of including saving in your overall financial plan.

Savings Plan
Consumers are more likely to build financial security by developing a habit of saving. 
Putting money aside for future expenses does not simply occur naturally—you must 
take purposeful steps to create long-term savings. Using a savings plan is crucial in 
forging a comprehensive financial plan based on your values and goals. A savings 
plan is a plan to manage spending and achieve financial goals. 

There are several strategies to consider when building a successful savings plan:

1. Make savings automatic

2. Start saving early

3. Make your money grow
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Make Savings Automatic
The easiest way to make savings automatic is to utilize the pay yourself first (PYF) 
method. Paying yourself first influences positive progress toward long-term 
financial goals. Recall that PYF means to pay into your savings first and then learn 
to live on the remainder of your take-home pay. The first expense that you pay 
each month, before anything else, should be to yourself. Automatically setting up 
PYF allows you to build extra savings that you can use for an emergency, a down 
payment on a house, retirement savings, or to invest in the stock market. 

If you are using your PYF funds to support retirement savings, you can have the 
amount taken directly out of your pay through payroll deductions. Employer 
benefit programs create incentives and disincentives to save. Whether or how 
much an employee decides to save can depend on how the alternatives are 
presented by the employer. For example, if your employer offers a 401(k) plan that 
matches 5 percent, this creates incentive for you to automatically contribute 5 
percent of your earnings to your retirement savings account because you receive 
an additional 5 percent from your employer—making your total contributions 
10 percent. It is important to note that sometimes government policies can also 
create incentives and disincentives for people to save. Some people may view 
government subsidies, such as Social Security, as sufficient funds needed for 
retirement and elect not to create a savings plan of their own. However, this can 
be a risky assumption since government policies continually evolve. It is better 
to rely on your own savings strategies to ensure you are properly prepared for 
retirement expenses.

If your PYF funds require more liquidity than long-term retirement savings, have 
your bank set up an automatic transfer from your regular savings or checking 
account to a special account. It is helpful to treat PYF as a fixed expense so it is 
always accounted for in your budget. If the money has a specific purpose as part of 
your financial plan, it should not be used for anything else. For instance, if you have 
designated your PYF funds to pay for continuing education, you should not use 
the funds to purchase groceries, buy a car, or pay bills. Doing so will sway you off 
course in achieving long-term goals.

Tech Tools

Banking technology makes it possible for consumers to easily pay themselves first. Not only is it 
beneficial to have employee-sponsored savings automatically invested, but it is also helpful to have any 
short-term savings and additional investments automatically deposited in their respective accounts. 
See your bank’s website on how to set up automatic deposits and monitor your progress online. 
Utilizing the available technology from your savings and investing institutions will help you maximize 
long-term savings while developing habitual savings practices.
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Know?

Almost 70 million 
Americans bank online, 
yet about 52% still opt to 
receive a paper statement 
each month.

Source:
statisticbrain.com
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Start Saving Early
It is important not to be dissuaded if you are only able to save a small amount as 
a regular savings payment. Small savings add up quickly. As you begin to earn 
more money, you can increase your savings. You will also need to examine your 
spending. Being frugal does not mean depriving yourself, but rather spending 
carefully. Reflecting on your spending practices will help support your financial 
well-being. Understanding where and how you spend money will help you create 
room for more savings in your budget. Take a moment before you spend money 
on something and ask yourself if you really need what you are about to buy or if it 
is something that you want.

If you start saving early in life, you will be making your financial health a priority. 
To build a consistent savings habit, you must have a long-term mindset and self-
discipline to stick to your financial plan even when it gets hard. Because spending 
money can involve emotions, people sometimes make excuses for themselves that 
prevent them from saving early, like thinking there will be plenty of time to save 
later in life. The most effective savings habits avoid such excuses and focus instead 
on slow and steady saving throughout one’s life.

The most important priority when starting early in developing a savings plan 
is to establish an emergency fund that can cover costs associated with difficult 
situations, such as an unexpected medical procedure, job loss, or car accident. 
Depending on your individual circumstances, the amount of money you set aside 
for emergencies will vary. However, it is recommended to aim for at least 6 to 12 
months of expenses in your emergency fund. This includes money to pay for all of 
your living expenses in the event of an emergency—food, shelter, clothing, debt 
payments, and so on.
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as Elijah is a full-time college student. He has prepared a budget and designated an 
amount to be saved for both his short-term and long-term needs. He currently has 
$2,450 in the bank and he plans to work extra hours during the summer when he 
is not taking classes. He will use his summer earnings to cover books and spending 
money for the next semester of college. Elijah’s car is older but in good shape, and 
he needs it to last for a few more years. Although he is concerned about repairs, 
insurance, and gas responsibilities, he needs the vehicle to drive to and from school.

Elijah would like to explore his savings options and open a new account to maximize 
his savings, but he is not sure where to start. Analyze Elijah’s situation and help him 
evaluate the costs and benefits of various savings options.

How might Elijah use basic savings options such as savings accounts and 
certificates of deposit to preserve principal? How can he use a plan to manage 
spending and achieve his financial goals?
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Make Your Money Grow
When you make the commitment to save your money, it is important to analyze 
and compare the interest generated by simple and compound interest at various 
rates so that you can select the best place to store your money. Recall that the 
amount you save or invest is the principal and that it earns money and increases 
in value over time. The annual percentage rate at which the value increases is the 
interest. 

The sooner you begin saving, the more time your money has to grow. When 
interest is compounded, it increases your savings because it builds from the 
original principal plus the accumulated interest. Consumers often explore the 
different savings options discussed later in this chapter to ensure they are saving 
their cash with institutions and products that maximize the opportunity for 
compounding growth. Conduct research on your savings options and aim to select 
strategies that will help you reach your short-, medium-, and long-term goals.

Saving and Investing Strategies to 
Achieve Goals

After you establish an emergency fund, you can begin saving for other financial goals. 
Sometimes people choose to create an opportunity fund at this stage in their savings 
plan to address future opportunities such as travel, education, and expanding one’s 
ability to own property. Regardless of where your savings takes you next, the most 
important factor to consider is developing savings and investing strategies to achieve 
your financial goals. 

Savings strategies involve preserving your principal—that is, storing your money 
in places where it is not at risk of losing value and where you can easily access it. 
Examples of effective savings strategies include putting money in a savings account 
or a CD, both of which offer security and short-term accessibility. Investing strategies 
use principal to create wealth over time. This means placing money in more risky 
instruments when compared to savings, but that also means the opportunity for 
a higher return. Examples of investing strategies include putting money into an 
employer-sponsored retirement account and purchasing stocks and bonds. Although 
saving and investing are related—they both help build a secure financial future—it 
is helpful to think of them as individual entities in your financial plan because the 
concepts are different. Think of savings strategies as low risk, low return and investing 
strategies as higher risk with higher returns.
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 z Save $50 per week from my part-
time job at the garden center

 z Put aside $400 to fund a road trip 
with friends to see a concert

 z Save $300 toward the purchase 
of a car

 z Save 90% of my summer pay 
when I can work more hours to 
help with college expenses

 z Have $5,000 in the bank to start 
out on my own after college and 
to have a secure emergency fund

Goals at Age 18

 z Enroll in my employer-sponsored 
retirement plan

 z Contribute 10% of income to my 
retirement plan

 z Save $4,000 to replace my car 
without getting a loan

 z Increase my emergency fund 
to cover at least 12 months of 
expenses

 z Save enough money to put a 
20% down payment on a house 
by age 30

 z Put any extra income from pay 
raises into my savings

Goals at Age 25FIGURE 12.1

Stay focused on 
the financial goals 
you set. Make 
adjustments when 
necessary, such 
as cutting back 
on spending and 
putting extra money 
into savings and 
investments.
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Since life circumstances change, the plan to reach your goals needs to remain flexible 
over time. Being able to see your financial goals in a timeline will help guide you in 
making smart decisions with regard to spending, saving, and investing. 

A financial timeline displays a series of SMART goals or events in chronological order 
to map out personal finances over the course of your life. Recall that SMART goals are 
specific, measurable, achievable, results-focused, and time-bound.

Figure 12.1 illustrates a typical financial goals timeline demonstrating how short-, 
intermediate-, and long-term saving and investing strategies can help a person 
achieve a goal. For example, a short-term saving strategy could support the goal 
of establishing and maintaining an emergency fund, an intermediate saving and 
investing strategy could support a goal of accumulating a down payment on a home 
or vehicle, and a long-term investing strategy could help a person achieve a goal such 
as a financially secure retirement.
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 z Have the majority of the money 
for my kids’ college expenses 
saved

 z Cut spending and revise my 
budget to help meet any 
unforeseen expenses

 z Avoid borrowing money and 
continue to pay for goods and 
services as I go

 z Re-evaluate my retirement plan 
and increase contributions if 
necessary

 z Build equity in my house and pay 
off my home loan by age 50

Goals at Age 45 Goals at Age 65

 z Evaluate my retirement savings, 
adjust my budget accordingly, 
and monitor investments

 z Have $300,000 saved to buy a 
home in a vacation spot without 
having to borrow money

 z Be ready to retire by age 65

 z Have enough savings to provide 
me with a $105,000 per year 
income
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A financial timeline is like a ruler—it shows where you are with your goals and where 
you want to be in the future. Keeping your short-, intermediate-, and long-term saving 
and investing goals recorded on a timeline will help you identify your current savings 
projection before time gets away from you. You can identify and plot out financial 
goals over time using the timeline method.

The key to financial success is reviewing your progress as your financial timeline 
progresses and making changes and updates as needed. As you develop a financial 
timeline, review your savings progress often. When you sit down to plan your spending 
and pay your bills, be sure to review your savings progress and track the performance 
of your savings and investments.

Notable 
Quotable

“Do not save what is left 
after spending, but spend 
what is left after saving.”

Warren Buffett,  
businessman, investor, and 
philanthropist
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Savings Options
Deciding how and where to save your money requires a basic understanding of 
savings options, such as savings accounts and certificates of deposit. The purpose of 
savings is to preserve principal. By evaluating the costs and benefits of various savings 
options, you can do more than just preserve principal—you can also earn interest on 
your principal to maximize savings potential. Figure 12.2 provides an overview of the 
costs and benefits of various savings options.

Financial institutions and markets play an important role in saving. Financial 
institutions are the places that offer the various savings products outlined below 
and in Figure 12.2. Examples of financial institutions include banks and credit unions. 
Financial markets provide the backdrop for financial institutions and consumer 
savings products. Savings products offer different annual percentage yields (AYP), 
which is the amount of earnings on an account expressed as a rate. For instance, most 
traditional savings accounts earn .06 percent AYP. Financial markets play a role in 
saving because they impact the AYPs of savings products and the general conditions 
in which consumers save.

FIGURE 12.2

Account Type Costs Benefits

Passbook Savings 
Account

• Low interest 
• Not designed for consumers wishing to do 

online banking

• Simple account 
• Flexible deposits and withdraws for high 

liquidity
• Insured by the FDIC

Online Savings 
Account

• Not designed for consumers wishing to do 
in-person banking

• May have limits on deposits and withdraws

• Better than average interest
• Convenience of online banking
• Insured by the FDIC

Statement 
Savings Account

• Low interest
• May require a minimum balance

• Flexible deposits and withdraws for high 
liquidity

• Statements listing account activity
• Insured by the FDIC

High-Yield 
Savings Account

• May require a high minimum balance
• May require an initial deposit larger than 

traditional savings accounts

• Highest interest when compared to other 
savings accounts

• Insured by the FDIC

Certificate of 
Deposit

• Less liquidity because of fixed terms
• Early withdraw penalties

• Easy to estimate earnings since they 
typically offer fixed rates over a fixed term

• Insured by the FDIC

Money Market 
Account

• Restrictions on check writing
• May have a high minimum balance

• Higher than average interest
• Insured by the FDIC

US Savings Bond • Low interest rates
• Low liquidity

• Easy to set up
• Backed by the US government
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Savings Accounts
Many people use savings accounts to save money for their short-, medium-, and 
long-term financial goals because they provide security for depositors’ money 
and pay modest interest. There are several different types of savings accounts 
consumers can choose from. Regardless of which option you select, verify that the 
financial institution is insured by either the FDIC or NCUA to ensure your funds are 
protected up to $250,000.

One of the first types of savings accounts was the passbook savings account, 
which allows depositors to freely deposit and withdraw funds while maintaining a 
record in a physical paper book. With the rise of online banking, passbook savings 
accounts are much rarer today than in decades past. However, a passbook account 
does offer certain advantages, especially for consumers who were first introduced 
to banking before internet technology. People who prefer to bank in person, use 
a hands-on tracking tool, and have minimal banking activity may find a passbook 
savings account a sufficient option to meet their needs.

In contrast to the passbook savings account, online savings accounts are 
provided by internet banks. Depending on the financial institution, most online 
banks provide greater opportunities to earn interest than traditional brick-and-
mortar institutions. However, there are often limitations on withdraws and some 
online banks require minimum balances to maintain an open account.

Between the extremes of passbooks and online savings accounts are statement 
savings accounts, which are the most common type of savings account. 
Depositors are issued regular statements detailing account activity. These accounts 
typically carry low interest rates but allow consumers to freely deposit and 
withdraw funds like passbook accounts do. Some institutions may require a low 
minimum balance.

When comparison shopping savings options, it is helpful to research high-yield 
savings accounts, which pay larger interests than the other types of savings 
accounts. Like statement accounts, a high-yield account makes statements 
available to depositors, but unlike other accounts, you may need to place a larger 
deposit to open the account. There may also be restrictions on withdrawals with 
less liquidity than other accounts.

Regardless of which savings accounts you consider, it is important to manage your 
accounts by verifying the accuracy of withdrawals and deposits. This is completed 
through the process of reconciliation, which is a method of interpreting the 
difference between what an account holder’s records show as available cash and 
what a bank statement shows as the balance.
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Certificate of Deposit (CD)
CDs are a low-risk and relatively low-return investment that usually pay a higher 
interest rate than a traditional savings account. Some consumers prefer CDs 
because they offer fixed rates for a fixed term. This allows you to somewhat predict 
your earnings over a period of time.

CDs typically have maturity dates such as three or six months, or one, two, three, or 
five years. There are restrictions on withdrawing funds prior to the maturity date. 
Most depositors will incur a fee or pay a penalty for withdrawing money before the 
allotted time. If you decide to use a CD, it is important to understand the maturity 
date. If you need money in the next few months but you tie funds up in a CD for 
three years, you will find yourself facing a difficult financial situation. Knowing the 
terms of the CD—and the benefits of the interest you will receive—ahead of time 
enables you to plan wisely for when and how you will use the funds.

Money Market Account
A money market account combines features of a checking and savings account. 
Money market accounts typically earn higher interest than regular savings 
accounts, but they can come with steep minimum balances. For instance, you may 
need a large initial deposit to open and maintain the account.

One advantage consumers tend to enjoy about money market accounts, in 
addition to high interest returns, is the ability to write checks. However, there are 
typically some restrictions to check writing that you should be aware of if you 
decide to use a money market account for your savings. For example, you may only 
be able to write a certain number of checks each month and checks may need to 
exceed a certain dollar limit.

US Savings Bond
US savings bonds are interest-bearing certificates of public or private indebtedness. 
Series EE Bonds can be purchased for a minimum of $25 and maximum of $10,000 
per calendar year, paying interest for up to 30 years. Series I Bonds can also be 
purchased for a minimum of $25 and maximum of $10,000. The primary difference 
between the two bonds is that Series I Bonds earn interest while helping protect 
against inflation.

Consumers may elect to use US savings bonds because they offer a secure way 
to store money. Although bonds are not insured by the FDIC or NCUA, they are 
backed by the US government. As long as the government exists, consumers can 
be confident that their bond investments will be guaranteed. Bonds are also a low-
entry savings and investing tool—people can easily purchase bonds with minimal 
steps and at a low cost. The biggest disadvantage to savings bonds, however, is 
their lack of liquidity. With many spanning 30 years, funds placed into a savings 
bond cannot be used for quick access to cash. 

Did You 
Know?

One-third of US households 
between the ages of 30 
and 59 won’t have enough 
money for retirement, even 
if they work until the age 
of 70.

Source: 
timothysykes.com
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Market Research Analysts
Market research analysts study market conditions to examine potential sales of a 
product or service. They help companies understand what products people want, 
who will buy them, and at what price. They gather data on consumer demographics, 
preferences, needs, and buying habits. They collect data and information using a 
variety of methods, such as interviews, questionnaires, focus groups, market analysis 
surveys, public opinion polls, and literature reviews.

Market research analysts typically need a bachelor’s degree in market research or 
a related field, such as statistics, math, or computer science. Some analysts have 
backgrounds in business administration, the social sciences, or communications. 
Annual median wages for market research analysts range from $58,000 to $72,000 
depending on the industry in which a professional works.

bls.govSource: 
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Deciding on a Savings Option
Weighing your savings options is not an easy task, but it is manageable if you 
have clearly defined financial goals. If you require high liquidity so you can access 
money quickly to pay for a need, then you will want to choose an account that 
enables you to easily withdraw funds on demand. If you are using your savings 
account as medium- to long-term savings, then you may not require as much 
liquidity and may opt to open an account with greater interest rates, such as online 
savings accounts.

Another factor in deciding which savings option to use is to research the AYP. 
Accounts that offer high interest returns are more desirable, but only if the terms 
align with your savings objectives. Likewise, look for low fees—or ideally no 
fees—so that it doesn’t cost you money to save money. Lastly, always ensure 
that whatever savings option you select is insured by the FDIC or NCUA, or—as 
is the case with savings bonds—backed by the US government. Safety is an 
important issue to consider so that you can preserve your principal. Choices 
for savings options may feel endless, but narrowing your scope of options 
begins by identifying your financial goals and using them as a roadmap to your 
savings strategies.
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Determining which savings 
options are right for you 
begins by assessing your 

short- and long-term 
expenses. For example, if 
you require high liquidity 

to pay for short-term 
expenses, you should select 

a savings option that 
supports that need.
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Go Figure

When considering which savings options could work best for you, you will need to apply math 
skills to analyze the annual percentage yield. An account that returns high yields will be more 
favorable to your savings goals than one that does not produce strong interest.

For instance, Keith is interested in setting up a savings account for a long-term retirement goal. 
He has more than 30 years ahead of him before he will need to access the funds and his biggest 
priority is getting the highest AYP. He decides to go with a high-yield savings account because he 
can deposit a large amount of money to start it, and he is interested in the high returns.

Understanding your needs and goals will help you analyze the numbers associated with savings 
options to select the plan that is most appropriate for you.

Your Turn

Imagine you have $1,000 that you would like to save for a term of 12 months. Using an internet 
search engine, research and evaluate the costs and benefits of various savings options. Select 
three different savings options and calculate the interest you would earn on each over the 
course of 12 months. Which savings option offers you the best AYP and will help you reach your 
financial goals?

For Review Purposes Only

DBF_title


 Savings Strategies and Accounts

Chapter Review

Personal Financial Literacy     Unit 4 · Chapter 12 255

C
ha

pt
er

 1
2 

R
ev

ie
w

In this chapter, you learned how to use a plan to manage savings and achieve financial goals. You 
learned that people choose between immediate spending and saving for future consumption and 
that some people have a tendency to be impatient, choosing immediate spending over saving for 
the future. However, paying yourself first early and often influences positive progress toward long-
term financial goals.

Instructions
Demonstrate your knowledge of this chapter 
by completing the following review activities.

Note: If you do not have access to the eText 
of this book, Chapter Review worksheets 
should be provided by your instructor.

Define Key Terms 
Apply your knowledge of the chapter 
reading by defining key vocabulary terms.

Test Your Knowledge
Test your knowledge of the chapter reading 
by answering short answer questions.

Read and Write
Review Dollar Dilemmas about Elijah and 
his quest to find the right savings option for 
his needs. Apply what you have learned by 
writing an essay evaluating the costs and 
benefits of savings options.

Listen and Speak
Apply your knowledge of the chapter by 
preparing a presentation on a savings-
related topic to demonstrate how savings 
impacts financial goals.

Create and Design
Use what you have learned in this chapter 
to create a financial timeline illustrating 
how short-, intermediate-, and long-term 
saving and investing strategies will help you 
achieve your financial goals.
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Key Terms

annual fee
annual percentage rate
automated clearing house
balance transfer fee
cash advance fee
chargeback/retrieval fee
ChexSystems
daily batch fee
discount rate
expedited card 

replacement fee
foreign transaction fee
fraud
internet gateway fee
late fee
merchant
mobile payment system
non-sufficient funds
payment terminal
PIN debit transaction fee
returned payment fee
routing number
smart card
store card
transaction fee

Cash 
Management 
Tools
How you pay for goods and services can influence your overall 
financial plan—both positively and negatively. Understanding 
forms of financial exchange and when to use each will assist you in 
maintaining an effective spending plan.

Objectives
After reading this chapter, you will be able to:

 ; Differentiate between the use and cost of 
debit and credit cards

 ; Compare total costs of alternative methods of 
payment

 ; Explain forms of financial exchange

Chapter 13  
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Cash Management Tools
Throughout your life, you will be faced with daily decisions that will affect your 
financial security. Whether it’s buying lunch, purchasing a sweater from your 
favorite store, or deciding what form of financial exchange to use for your monthly 
car payment, these decisions can have a lasting effect on your financial security. 
Understanding the functions of financial exchange and the advantages and 
disadvantages of each will give you a solid foundation that can be used throughout 
the course of your life to make sound personal financial decisions. 

There are multiple forms of financial exchange that can be used in transactions. A 
transaction is the action of conducting business, whether giving a cashier money in 
exchange for a hamburger or authorizing an electronic funds transfer to pay a bill. For 
every transaction that takes place, there must be a financial exchange. As a consumer, 
it is helpful to compare the total costs of alternative methods of payment by analyzing 
advantages and disadvantages of different payment methods.

Figure 13.1 provides a comparison of purchase costs using cash, credit cards, debit 
cards, smart cards, store cards, electronic funds transfers, checks, and mobile 
payments. Review the figure to analyze the advantages and disadvantages of each 
form of financial exchange.

Cash

Advantages Disadvantages Costs

• Ease of use
• Widely accepted
• Affords the user protection and 

privacy

• Lack of tracking ability
• Impossible to use for online 

transactions
• No remedy for canceled 

transactions

• None

Credit Cards
Advantages Disadvantages Costs

• Ease of use
• Can be used for online payments 

and recurring monthly payments
• Detailed statements available in 

real time
• Robust fraud protection and 

detection services available from 
most credit card companies 

• Interest fees can be excessive
• Repayment can take years when 

paying the minimum monthly 
amount due

• Potential purchase cost in the 
form of an activation fee

• Annual fees
• Annual percentage rates
• Late fees
• Returned payment fees
• Cash advance fees
• Balance transfer fees
• Foreign transaction fees
• Expedited card replacement fees
• Merchant fees
• Purchase cost may include 

activation fee

FIGURE 13.1
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Debit Cards
Advantages Disadvantages Costs

• Easy to obtain
• Widely accepted
• Offers safety in not having to 

carry cash or a checkbook
• No purchase cost

• Immediate deduction from 
accounts

• Limited fraud protection
• May make reconciling checkbook 

difficult if used without keeping 
receipts

• ATM fees
• Non-sufficient funds fees
• Overdraft fees
• Merchant fees

Smart Cards
Advantages Disadvantages Costs

• Ease of use
• Can store multiple types of 

information

• Smart card readers are not 
available in all locations

• Compatibility
• Security concerns

• None for consumer
• Merchant fees

Store Cards
Advantages Disadvantages Costs

• Ease of use at selected retailers
• Statements available
• Robust fraud protection and 

detection services available from 
most companies

• Interest fees often higher than 
credit cards

• Repayment can take years when 
paying the minimum monthly 
amount due

• Annual fees
• Annual percentage rates
• Late fees
• Returned-payment fees
• Cash advance fees
• Balance transfer fees
• Expedited card replacement fees

Electronic Funds Transfers
Advantages Disadvantages Costs

• Ease of use
• Convenience
• Fast
• Secure
• Efficient
• Cost-effective

• Restrictions on dollar amount 
and number of transactions per 
day

• Security issues
• Requires internet access

• None

Checks
Advantages Disadvantages Costs

• Ease of use
• Limits cash carrying
• Safe to send by mail

• Cannot be used for online 
purchases

• Not accepted at all retailers

• Purchase costs for ordering
• Cash-checking fees
• Non-sufficient funds fees
• Overdraft processing fees

Mobile Payments
Advantages Disadvantages Costs

• Ease of use
• Convenience
• Apps are free
• Often free of transaction fees

• Low adoption rate among 
retailers

• Relatively untested mobile apps

• Transaction fees on some 
payment systems

• Merchant fees
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Cash 
Cash—also known as currency—is the most widely used form of financial 
exchange. It includes paper money, coins, government bonds, and treasury notes. 
Paper money is printed in denominations of $1, $2, $5, $10, $20, $50, and $100 by 
the Bureau of Engraving and Printing. Coins are manufactured by the US Mint. 
Circulating coins include 1¢, 5¢, 10¢, 25¢, 50¢, and $1. 

The use of cash provides benefits such as ease of use, protection from fraud, and 
user privacy. Fraud includes any wrongful or criminal act that results in financial 
or personal gain, such as using someone else’s credit card without permission. 
There is also no cost associated with the use of cash—meaning there is no interest 
charged— but there are disadvantages to using cash as a form of financial 
exchange. When making a purchase with cash, there is no electronic record of the 
transaction. Therefore, if a dispute arises, reconciling a bank account would not 
assist in resolving the dispute. There are also certain instances in which cash is no 
longer accepted, such as to book travel or purchase food on an airline flight. If cash 
is lost or stolen, recovering the lost funds can also be challenging.

Do
lla

r D
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m
m

as Joshua is getting ready to move out on his own for the first time and is taking on more 
personal financial responsibilities than in the past. For instance, he is considering 
obtaining a credit card, he will manage his own bank accounts, and he will be 
responsible for paying his monthly bills. With these newfound responsibilities, 
however, Joshua is overwhelmed. He is unsure how to use cash management tools 
effectively.

What are some things Joshua should consider before deciding which credit card 
company to use? What should Joshua do to maintain his bank account properly? 
What is the best form of financial exchange and payment method to use for his 
monthly bills and why?
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Credit Cards
Credit cards have become an everyday tool for people to manage personal 
finances. Access to credit enables consumers to purchase cars and homes, obtain 
goods and services, manage emergencies, and more. Today, approximately 73 
percent of all families have at least one credit card, according to the American 
Bankers Association. Of those, 60 percent are considered convenience users, 
meaning they avoid interest charges by paying balances in full each month.

While credit cards are easy to use, widely accepted, convenient for managing 
personal finances, and allow for immediate access to funds without having to 
make a payment at the end of a transaction, they can also be a detriment when 
used irresponsibly. For example, some credit card companies prey on young adults 
experiencing freedom from their parents or guardians for the first time. 

For example, Mark fell victim to this during his freshman year of college. When 
approached by a credit card representative during campus orientation, Mark was 
lured in by the $100 signing bonus offered. It sounded like an easy decision, so 
he signed up for the card immediately. At the end of his first 30 days, Mark was 
surprised to find that he did not receive $100 after all. When reading the fine print, 
Mark learned that he only received the $100 signing bonus if he spent $1,000 
within the first month. Think about the amount of interest that would accrue on a 
debt like that.

A credit card allows the cardholder to use funds from a credit card company, 
sometimes with interest and with additional established terms. Most credit card 
companies allow you to avoid interest charges—the additional fee charged for the 
privilege of using the company’s money—if you pay the debt in full by the due 
date. This is called the grace period for purchases. When the grace period does not 
apply to purchases, you will pay interest from the original date of purchase.

For credit cards, the annual percentage rate (APR) is the interest rate. The APR 
is applied to your balance to calculate the interest owed. APRs can vary widely as 
there is no federal law capping the amount of interest a company or institution 
can charge consumers for use of a credit card. However, there are laws in 
place to protect consumers from unfair spikes in annual percentage 
rates and other changes to the credit card agreement, such as the 
Credit Card Accountability, Responsibility, and Disclosure Act of 
2009, or Credit CARD Act. Currently, credit card companies are 
required to give consumers a 45-day notice prior to changing 
the terms of an agreement. They also must give consumers 
the option to terminate the agreement with no additional 
penalties if they do not agree to the new terms.
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The primary disadvantage of using credit cards as a form of financial exchange is 
the various fees associated with their use. Fee information and loan terms are given 
to the consumer when the account is opened and are typically accessible from 
the consumer’s online account dashboard at any time. Figure 13.2 summarizes the 
types of fees a consumer is likely to find in his or her credit card or loan agreement.

What happens if you only pay the minimum balance due on your credit card each 
month? The answer depends on how much you owe. If you use the maximum 
amount allowable on your credit card and consistently pay the minimum monthly 
amount due, chances are you may end up paying a lot in interest for several years. 
The amount of interest charged will depend on your balance and APR.

aba.comSource: 

Annual fee

This charge can be a one-time activation fee when opening your account, and sometimes a yearly fee. 
Charges typically range from $25 to $500 annually. 

Annual percentage rate (APR)

An annual percentage rate of interest charged against purchases from the date of purchase. This fee is 
charged monthly until paid in full, and the amount adjusts based on the credit card balance each month.

Late fee

A fee charged when a consumer does not pay the monthly minimum amount on time.

Returned payment fee

A fee charged when a consumer attempts to pay his or her credit card bill with a check or debit card that is 
returned unpaid due to insufficient funds.

Cash advance fee

A fee charged when a consumer uses a credit card at the ATM to obtain cash. 

Balance transfer fee

A fee charged when a consumer transfers a balance from one credit card to another. Consumers usually 
find this advantageous when moving a balance from a high-interest credit card to a zero or low-interest 
card.

Foreign transaction fee

A fee charged to pay a non-US retailer.

Expedited card replacement fee

A fee charged when a consumer needs to replace a card due to wear and tear or loss.

FIGURE 13.2

Types of Credit Card Fees
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In general, it is best to follow these tips to avoid paying excess interest on your 
credit card balances:

 z Shop around for the best card for you. Interest rates, penalty fees, and 
grace periods should all factor into your decision-making.

 z Pay as much as you can, as soon as you can.

 z Never pay late. To avoid late payments, consider scheduling automatic 
payments online, mail payments at least one week in advance, or pay by 
phone for expedited service.

If you realize you have a credit problem, act quickly. Credit problems can have 
lasting effects on your ability to make major purchases in the future, such as a 
vehicle or home. If you are struggling with repaying a credit card balance, it is 
helpful to utilize the following steps:

 z Make a budget and be realistic about your spending habits.

 z Let creditors know you want to pay. They may help you with arranging a 
new schedule that works better.

 z Seek the help of local consumer credit counseling services.

Debit Cards
Debit cards look like credit cards and are often used in a similar manner, but they 
function differently. It is essential to differentiate between the use and costs 
associated with debit and credit cards because they vary greatly. With a debit card, 
money is deducted directly from a consumer’s checking account when a purchase is 
made. When the system checks for available funds in the account, and the purchase 
amount is authorized by the consumer, the transaction completes and the money 
is immediately taken out of the consumer’s checking account. This is the opposite 
when compared to the uses and costs of a credit card transaction in which the 
consumer borrows the money with the intent of repaying it at a later date.

When using a debit card, the card is confirmed and a personal identification 
number (PIN) is entered. Sometimes a consumer may choose to provide a signature 
instead. When providing a signature, the transaction is processed over the credit 
card network. The signature option provides for an added layer of security for 
consumers who are concerned their PIN may accidentally be revealed when typing 
it in front of others, such as in the checkout line at a busy store.

The use of a debit card offers many advantages. They are easy to obtain, offer 
convenience as they are widely accepted, and offer safety by avoiding the need to 
carry cash or a checkbook. However, unlike credit cards, debit cards have no grace 
period. If you attempt to make a purchase on your debit card without money in 
your checking account, this can result in additional fees from the bank and the 
merchant for non-sufficient funds (NSF). NSF is a term used to indicate that a 
transaction cannot be honored because of insufficient funds in the account.
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Depending on the frequency of debit card use, reconciling your checkbook could 
become challenging unless you record every transaction in your check register 
in a timely manner. ATM fees at non-affiliated institutions may also be costly. In 
addition, while many financial institutions do their best to work with customers, 
a consumer could be responsible for up to $500 worth of fraudulent spending 
should someone else attempt to use the account. To help protect your account, 
consider taking extra precautions, such as carrying your debit card in a secure 
location, memorizing your PIN number, keeping every transaction receipt, and 
reconciling bank statements at least monthly.

Merchant Fees
Merchants—people or companies involved in the trade of services or 
goods—incur merchant fees related to accepting debit and credit cards 
from consumers. Debit card merchant fees are typically lower in cost than 
credit card merchant fees because they are often based on a flat fee per 
transaction, versus a percentage of each transaction amount. Figure 13.3 
describes the merchant fees a business might incur from customers using 
debit or credit cards.

tsys.comSource: 

Discount rate

The percentage charged on each transaction processed. 

Transaction fee

Charged to process each individual transaction, whether approved or declined.

PIN debit transaction fee

A transaction fee that applies when you process debit cards that require the cardholder to enter a PIN.

Internet gateway fee

A fee that applies when an internet payment gateway is used. The fee is billed by the gateway provider, 
which may also charge per-transaction fees.

Chargeback/retrieval fee

This fee applies when a cardholder or issuing bank disputes a transaction.

Daily batch fee

A fee that is charged when a merchant settles daily transactions with a credit card processor. 

FIGURE 13.3

Types of Merchant Fees
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Smart Cards
A smart card is a payment card embedded with a computer chip that functions 
like a mini-computer. Smart cards can hold approximately 80 times the amount 
of data than a traditional magnetic stripe on a credit card. The change was meant 
to prevent large-scale credit card theft, as major retailers have become targets for 
hackers across the world.

Smart cards can be connected to third-party financial accounts, such as a credit 
card institution, or a consumer’s bank account. Banking institutions have widely 
adopted the use of smart cards. This means that a smart card transaction could 
be processed like a debit card, with funds immediately being withdrawn from a 
checking account, or like a credit card, with the consumer using funds from the 
credit card company.

When making a purchase, a consumer with a smart card is prompted to insert the 
card into a payment terminal. The payment terminal is the device a merchant 
uses to process debit, credit, and smart card transactions. Once inserted into the 
terminal, the data needed to complete the transaction is read from the chip inside 
the card. This sometimes eliminates the need to enter a PIN or provide a signature, 
depending on the merchant’s terminal. However, as merchants continue to adopt a 
wide variety of terminals, the authentication procedure varies greatly. 

Smart cards are flexible in use as they can store multiple types of information, 
including identification, credit card information, and contacts. In addition, the 
cards are individually encrypted and can only be accessed by a PIN number. The 
information on a smart card can also not be erased or removed accidentally by 
electrical or magnetic means, helping to prevent theft of information. There are 
no additional costs to the consumer for using a smart card, although smart card 
readers can be expensive for merchants.

While the card was implemented as a more secure means of preventing credit 
card fraud, there has been concern among the public regarding whether or not 
information on the card can be accessed or used illegally by external entities, such 
as the government or third-party sources. Even so, evidence suggests they are 
more secure than their counterpart, the traditional credit card.

For Review Purposes Only

DBF_title


Unit 4 · Chapter 13     Personal Financial Literacy266

13 · Cash Management Tools

Store Cards
Do you have a favorite clothing store? Have you ever been asked during check out 
if you’d like to get an additional discount off the day’s purchase just for applying 
for the in-store credit card? Chances are that your favorite retailers all have their 
own store credit cards. A store card is a plastic card that can be used to purchase 
goods in a particular store and then paid for at a later time, similar to a credit card. 
Some store cards even feature rewards, such as 15 percent additional discounts on 
purchases when paying with a store card.

It is important to note that store cards are not accepted everywhere, and these 
cards are often subject to the same consumer fees as a regular credit card. Store 
cards that do not have a Visa or Mastercard logo will typically only be usable at the 
store where it was opened. Store cards also tend to have higher interest fees than 
standard credit cards. 

Gift Cards
Many people receive gift cards as birthday and holiday presents. The advantages 
of gift cards are that there is no gift to return, they are easy to send, and they are 
widely accepted when they include a Visa or Mastercard logo. But did you know 
that a gift card can actually cost you and the giver money?

For example, Steve received a $10 gift card to his favorite restaurant for his birthday 
from his uncle. His uncle had to pay a $4.95 fee to purchase the gift card, in 
addition to the $10 he had loaded on the card during check out. When Steve went 
to dine out, he found that there was nothing on the menu under $9.99. That means 
Steve had to pay out-of-pocket for the difference on the bill. Some gift cards have 
expiration dates, which can result in literally having to throw money away.

Just as you would with a credit card, be sure to read the terms, typically on the 
back of the card, to avoid wasteful spending or expiration.

Electronic Funds Transfer 
Another form of financial exchange is the electronic funds transfer (EFT). Electronic 
funds transfer is the transfer of funds from one financial account to another. EFT 
can include moving money between different bank accounts or transferring funds 
from your bank account to pay a bill. 

EFTs are also referred to as automated clearing house (ACH) transactions. The 
ACH is the nationwide electronic payment network that allows the clearing of 
electronic payments between financial institutions. The purpose of the clearing 
house was to reduce the amount of paper checks used. Common payments that 
are initiated through the ACH network include direct deposits; direct debits and 
credits; and federal, state, and local taxes.
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A common type of EFT is direct deposit, in which an employee receives payment 
directly into his or her bank account for services rendered. With EFT, there is no 
paper check to fill out or take to the bank and cash. Most employees have grown 
accustomed to the convenience of receiving their pay electronically. Direct deposit 
is also good for the environment due to less paper being circulated, and it has 
reduced payroll expenses for businesses.

Like many other forms of financial exchange, EFTs offer ease of use and 
convenience as advantages. EFT is fast and secure, efficient, and cost-effective. EFT 
is also often considered a prime cash management tool for businesses. ACH debits 
and credits are usually less expensive for merchants because they incur a flat fee 
per transaction instead of a percentage of each transaction amount.

Even with all the advantages associated with EFTs, there are some potential 
drawbacks to consider.

 z Restrictions: Each payment system has its limits as to the amount allowed 
in a transaction and the number of transactions allowed per day. For 
instance, a consumer’s financial institution may limit the number of EFTs 
per day to three and cap the amount transferred at $1,500.

 z Security: If the company that stores the data is hacked, consumers’ 
personal information is accessible, leaving them susceptible to identity 
theft.

 z Internet: The necessity of an internet connection to complete a transaction 
means if there is no internet, there is no account access.

Did You 
Know?

The average American 
spends five hours each 
month doing online 
banking. Nearly 80% of 
checking account holders 
bank online.

Source:
thefinancialbrand.com
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Checks
Prior to the use of debit cards, writing a check was the main avenue for paying 
merchants for goods and services. A check is a written, legal document that orders 
your bank to pay a sum of money out of your account to a specified person or 
business. A consumer must open a bank account to write checks. Most financial 
institutions charge a fee to order checks. Checks are still widely used throughout 
the United States.

Even though most checks are processed electronically in today’s business 
environment, it is still important to know how to write a check, the steps of which 
are shown in Figure 13.4. Checks include pre-printed information, such as the 
account holder’s name and address, the name of the financial institution, a bank 
routing number, and the account holder’s account number. The routing number 
is a nine-digit code based on the bank location where the account was opened. It 
is the first set of numbers printed on the bottom of the check. The account holder’s 
bank account number is the second set of numbers printed on the check.

FIGURE 13.4

Fill in the date1 Write the name of 
the recipient

2 Fill in the numeric amount of the 
check to the right of the $ sign

3

  Fill in the check 
amount in written 
form

4 Indicate what the 
check was for

5 Sign the check exactly as you did 
when you set up the account

6

JOHN DOE
123 PALACE ST
ANYWHERE CITY, MI 00022 November 3, 20XX

Jane M. Doe 500.00
Five Hundred Dollars and 00/100

Happy Birthday

AMERICAN BANK, INC.

1

2 3

4

65

Steps to Writing a Check
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When you sign or endorse the back of a check, you are authorizing the 
bank to do something with it. Figure 13.5 illustrates three common types of 
endorsement options.

FIGURE 13.5

Just the payee’s signature; payable to  
the person cashing the check

DO NOT WRITE, STAMP OR SIGN BELOW THIS LINE

 John Doe
ENDORSE CHECK HERE

X

Blank Endorsement

Transfers funds for a particular purpose, 
such as a deposit into a specific account

DO NOT WRITE, STAMP OR SIGN BELOW THIS LINE

For Deposit Only
ENDORSE CHECK HERE

 John Doe

X

Restrictive Endorsement

Limits the transfer of funds to  
a particular person

DO NOT WRITE, STAMP OR SIGN BELOW THIS LINE

Pay to the order of  Jane Doe
ENDORSE CHECK HERE

 John Doe

X

Special Endorsement

After you write a check, it should be recorded in your check register. A checkbook 
register is a booklet that is used for the purpose of tracking and balancing your 
checking account. It usually comes with your checks and conveniently fits in a 
checkbook cover. Even if you are paying all or most of your bills online, keeping a 
register is a smart and convenient way of tracking your spending. Record all bills 
paid online, deposits, ATM withdrawals, debit card payments, and checks written 
so that you will always know how much cash is actually available. The sample 
checkbook register in Figure 13.6 illustrates how to record common transactions.

Number Date Transaction Withdrawal  Depoist Balance

1/14 Direct deposit 1258    16 1258    16

102 1/22 Cable 82    95  1175    21

1/24 ATM 160    00 1015    21

1/28 Direct deposit 1258    15 2273    36

1/28 Transfer to reserve account 100    00 2173    36

103 1/31 VISA 688    75 1484    61

104 2/1 Rent 850 00 634  61

2/13 Debit – Stop-n-Shop 159   50 465    11

FIGURE 13.6
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Smartphone use is consistently on the rise. As important as financial management is to a person’s 
future, there are apps available to help you budget and track financial exchanges. Even the traditional 
piggy bank is getting a digital makeover. Mint, Mobills, and Wallet are just three free finance and 
budgeting apps available to consumers. Apps such as these make it easy to pay bills online, create 
budgets, track goals, and set reminder alerts for when a payment is due.
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Checks offer ease of use and the ability to limit carrying cash. They are safer to 
send by mail than cash. However, they cannot be used for online purchases, some 
merchants do not accept them, and some financial institutions charge a fee for 
ordering or cashing them. If you write a check and do not have the money in 
your account to cover it, you could also be charged non-sufficient funds handling 
fees and overdraft processing fees by your banking institution. Checks are also 
susceptible to returned check fees and late-payment fees.

Mobile Payment Systems
With the rise of technology comes increased opportunity for mobile payment 
systems. A mobile payment system—also referred to as mobile money or a 
mobile wallet—is a payment that takes place via a mobile device. Examples include 
PayPal, Apple Pay, Google Pay, and Samsung Pay.

When using a mobile payment system, a consumer stores credit or debit card 
information in the associated app. Most of the systems allow for storage of up to 10 
cards. Since the information is already stored in the device, all a consumer has to do 
to pay a merchant is tap the mobile device to the payment terminal. 

Mobile payment systems can also be used for everyday transactions, such as 
sending a money gift. In this case, money can be transferred remotely from within 
an app. Money is usually taken straight from your bank account, but some services 
let consumers hold the cash in a mobile wallet for quicker transfers.

While mobile payment systems offer ease of use, safety, and convenience once 
they are set up with stored information, widespread adoption has been slow. 
According to a JP Morgan Chase survey conducted in 2016, only 36 percent of 
those surveyed were currently accepting mobile payments, and only 16 percent of 
consumers had used them.

 Consumers should be aware that some services charge fees for transactions, 
although most are free. While mobile payment apps tend to be untested, most 
apps offer some level of fraud protection.
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Loan Officer
When you are ready to buy your first home or purchase your first car, chances are you 
may need a loan. The job of a loan officer is to evaluate, authorize, or recommend 
approval of loan applications for people and businesses.

Loan officers are employed by commercial banks, credit unions, mortgage companies, 
and related businesses, such as a car dealership. Most loan officers work full-time and 
the position sometimes requires extensive hours. For instance, if the car dealership 
is trying to sell cars at 8 p.m., there must be a loan officer present to review the loan 
application.

Becoming a loan officer typically requires a bachelor’s degree and related on-the-job 
training. Mortgage loan officers must also be licensed. The median income for a loan 
officer in 2016 was $63,650 per year, or $30.60 per hour. Growth in this job field is faster 
than average occupations, with a projected growth of 11 percent from 2016 to 2026.

bls.govSource: 
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Automatic Bill Payment
Today’s consumers are busy. Sitting down to write out checks to pay bills and buying 
stamps to mail them may seem like an unnecessary amount of work to some. This is 
especially true when you can set up payments, align them with your direct deposit, 
specify the date of payment, and have access to your records without any paper by 
using automated bill payment—and it is usually free.

There are several ways to schedule and manage automatic bill payments. You can 
schedule them through the following:

 z Bank account: sign up for automatic bill paying from your checking account

 z Credit card company: provide your credit card company with information 
about your bills and authorize them to pay on your behalf

 z Creditors: provide bank account or credit card information to the people you 
owe and authorize payments

Since bank statements are available online in real time, you can verify that payments 
were made and for the correct amount. When you receive credit card statements, 
check that your payment was received and applied. Credit card statements, and any 
other type of monthly payment, can be monitored by setting up online access. This 
way, you do not have to wait for a monthly statement to arrive in the mail to monitor 
account activity.
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Managing a Checking Account
Much of what you acquire as an adult will depend on early financial success. Poor 
financial management has a long-lasting effect on purchasing power in the future. 
Successfully managing a checking account is just one aspect of financial health. This 
includes being able to maintain a check register and reconcile a bank statement. 

While reconciling a bank statement should take place monthly, it is important to 
routinely monitor your checking account throughout the month to avoid unnecessary 
fees. Possible fees include non-sufficient funds handling fees and overdraft fees, both 
a result of deducting more money than what was available in the account. A quick 
method for monitoring an account throughout the month is to reconcile the checking 
account in comparison to the online balance.

Consequences of checking account mismanagement, such as non-sufficient funds 
handling fees and overdraft processing fees, can have lasting effects on personal 
financial health. Poor account management includes paying bills late, spending money 
before you have it, paying bank fees, and taking out unnecessary loans. 

Mismanagement of your checking account is reported to ChexSystems. The role of 
ChexSystems—a database that banks use—is to determine if potential customers 
are too great of a risk. The system is regulated under the Fair Credit Reporting Act. 
Poor account management may be reported to ChexSystems. This is usually the case 
if there is a history of overdrafts or if an account has to be closed by the bank. You 
can also be reported to ChexSystems for negative balances, lying to the bank when 
opening an account, and bouncing checks. If you have a ChexSystems report, potential 
consequences can include a bank’s refusal to allow you to open an account or an 
account with higher fees than customers without a ChexSystems report. 

If you have been denied an account, you can request a copy of the ChexSystems 
report. You will have to work with the system to clear up any negative issues reported. 
To avoid being reported to ChexSystems, follow these simple tips:

 ; Keep your account in good standing by reconciling it and avoid being 
overdrawn.

 ; Address problems as soon as they arise.

 ; Do not let your account stay negative.

 ; Keep extra money in your savings account to help cover emergency 
situations.
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Go Figure

Being able to calculate interest is an essential skill as you encounter various loan agreements. 
Simple interest is a quick method for calculating the interest rate charge on a loan. Simple interest 
is determined by multiplying the daily interest rate by the principal by the number of days that 
elapse between payments. When you make a payment on a simple interest loan, the payment 
first goes toward that month’s interest, and the remainder goes toward the principal. Principal 
is a sum of money that is lent or invested on which interest is paid. To understand how simple 
interest works, review Alexis’s story below and observe how she uses math to calculate the weekly 
payment amount on her new computer.

Alexis purchased a new computer by obtaining a simple interest loan at 12 percent interest. The 
computer costs $1,500 and her loan agreement is for two years.

First, Alexis had to figure out how much interest she would pay on the loan by multiplying the 
principal, interest rate, and repayment time (1,500 x .12 x 2 = $360). With an additional $360 in 
interest to pay on her loan, that raised the total amount to $1,860. To compute her weekly payment 
amount, Alexis divided the total loan amount (principal + interest) by the loan period in weeks 
($1,860 / 104 = $17.88 per week). 

A simple interest loan typically benefits the consumer because interest is computed daily. If you 
pay your bill early each month, then your principal balance shrinks faster as less of your money 
goes to the interest, and you can pay your loan off faster.

Your Turn

Using an online simple interest calculator, such as the one found at financial-calculators.com, 
determine how much total interest would be paid on a car loan for $15,000 for a term of five 
years, with an annual interest rate of 4.25 percent.
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In this chapter, you learned about alternative payment methods and the advantages and 
disadvantages of using cash, credit cards, debit cards, smart cards, electronic funds transfers, 
mobile payments, and checks. You also learned how to write a check and the importance of 
financial management and responsibility. Financial management has a lasting effect on purchasing 
power and your personal financial plan.

Instructions
Demonstrate your knowledge of this chapter 
by completing the following review activities.

Note: If you do not have access to the eText 
of this book, Chapter Review worksheets 
should be provided by your instructor.

Define Key Terms 
Apply your knowledge of the chapter 
reading by defining key vocabulary terms.

Test Your Knowledge
Test your knowledge of the chapter reading 
by answering short answer questions.

Read and Write
Review Dollar Dilemmas about Joshua who 
is moving out on his own for the first time. 
Apply what you have learned by writing 
an essay exploring the cash management 
choices Joshua has to make.

Listen and Speak
Apply your knowledge of the chapter by 
selecting, researching, and presenting 
on the total costs of the various forms of 
financial exchange.

Create and Design
Use what you have learned in this chapter to 
assess your current financial management 
skills.
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Key Terms

bankruptcy
closed-end credit 
collateral 
collection agency 
creditor
credit report
credit score
debtor
down payment
installment loan
open-end credit
payday loan
predatory lending
secured loan
title loan
unsecured loan
wage garnishment

Chapter 14  
Credit and 
Borrowing
Using credit and borrowing money is a big financial commitment. 
As such, it is imperative to fully investigate your credit options, 
weigh the positives and negatives of credit use, and be aware of 
predatory lenders to fully protect your financial health.

Objectives
After reading this chapter, you will be able to:

 ; Understand the importance of credit

 ; Identify how lenders assess creditworthiness

 ; Assess risks and rewards in using credit
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Purpose and Importance of Credit
Your success with finances depends on the choices you make. You can choose to pay 
for goods and services with cash, debit, or check, or you can make the choice to pay for 
something with credit. The purpose of credit is to allow someone to use money from a 
financial institution or business to obtain goods or services before payment, with the 
understanding that the money will be paid back in the future. Without credit, people 
and businesses would be forced to purchase items with cash only, which could limit 
their ability to purchase things they need and want.

Credit is not inherently “good” or “bad,” but it can be both depending on how you 
use it. The importance of credit revolves around helping businesses and consumers 
leverage their assets. For instance, credit allows businesses to leverage assets for 
current operations and future expansion. Here is an example of how a business owner 
might use debt as leverage.

A clothing store wants to expand to the building next door, but it needs a great deal of 
money to do so—more retail space means additional renovation costs, inventory, and 
employees. The business does not have the capital available to fund these expenses up 
front, so it uses credit to borrow the money. This action creates leverage by giving the 
business an opportunity to grow by acquiring a larger property.

Credit is also important to consumers. Credit gives people leverage to achieve a 
financial goal they may not otherwise be able to obtain. For instance, borrowing 
money to purchase a home allows an individual to become a homeowner without 
requiring payment in full at the time of purchase. Refer to Chapter 15 for the intricacies 
of purchasing a property.

The important thing to remember is that if you decide to use credit, you should 
conduct plenty of research prior to borrowing money and consider the lowest interest 
rates. You will also want to pay back the money in full as quickly as possible to maintain 
a strong credit history.
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Did You 
Know?

Even as far back as the 
1800s, merchants and 
consumers traded goods 
through the concept of 
credit. Both credit coins and 
charge plates were used as 
currency. It was only about 
50 years ago that plastic 
became a way of life.

Source:
randomhistory.com
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Sources of Credit
People acquire credit from a variety of sources. It is important to compare and contrast 
sources of credit to ensure you select a creditor—the institution lending the money—
that will provide the best terms for your borrowing needs. The receiver of the money 
is called the debtor. The concept of credit is based on mutual trust that the debtor 
will pay back the creditor. Banks and financial institutions sometimes compete by 
offering credit at low introductory rates, which increase after a set period of time or 
when the borrower misses a payment or makes a late payment. Therefore, consumers 
must educate themselves on the fine print of a credit agreement when comparing and 
contrasting sources of credit. Common sources of credit include the following:

Financial Institutions
Banks, credit unions, and loan agencies are examples of financial institutions that 
provide credit to consumers and businesses. They often offer the best terms and 
interest rates, though consumers should do their due diligence and investigate all 
options before committing to a credit agreement.

Merchants
Some retailers offer their customers credit cards to incentivize them to continue 
purchasing at their stores. For instance, Target offers its shoppers the store-
branded REDcard, which provides 5 percent off purchases and additional benefits 
such as extended return times. Consumers should be aware of store cards, 
however, because they often carry higher interest fees and may be limited in their 
use to the singular store in which they are opened.

Peer-to-Peer
Though not a formal credit institution, many consumers use peer-to-peer credit 
by borrowing money from their friends and family. While tapping one’s personal 
network can be helpful in securing credit, there are also grave consequences 
for personal relationships if a borrower does not pay back funds in the agreed-
upon timeframe.
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as Hunter is considering borrowing money to purchase a new car. He currently has a 
monthly budget that is working well for him. His income statement shows a positive 
cash flow, and he typically has a surplus of $350 each month. However, the car loan he 
is considering taking will cost him $425 per month. He is unsure whether he should 
proceed with the loan or continue researching alternative options.

Evaluate the impact of Hunter’s credit decisions. What impact will it have on his 
monthly budget, income statement, and net worth statement?
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Types of Credit
Consumer credit offers a way for people to make purchases now and pay for them 
later. The most common form of credit is credit cards, and large purchases, like cars 
and homes, are most often financed with a loan. The debtor-creditor relationship is 
a delicate situation in personal finance because it creates debt, money owed to an 
individual or institution. Debt can be detrimental to your personal financial health 
because it can impact your ability to achieve financial security. For instance, if a person 
borrows money continually, it can become difficult to secure savings and plan for the 
future when paying off debt occupies immediate financial needs.

When borrowers consider the source of credit, they must also compare and contrast 
the types of credit available. There are two common types of credit: closed-end and 
open-end. Closed-end credit is an agreement or contract that states the repayment 
terms, such as the number of payments, the interest rate, and the monthly payment. 
Open-end credit, also referred to as revolving credit, involves loans made on a 
continuous basis as purchases are made. The seller/lender bills the purchaser/borrower 
periodically to make at least a minimum payment. Interest is usually charged based 
on some average of the balance. Figure 14.1 provides examples of these two types 
of credit.

Closed-end Credit Open-end Credit

• Personal loan
• Student loan
• Automobile loan
• Mortgage (loan to buy a home)

• Bank or store credit card. Borrower can 
make continuous purchases within a 
certain credit limit.

• Personal line of credit. Borrower has a 
certain amount of credit available to make 
purchases.

FIGURE 14.1

Tech Tools

The way consumers use credit and debit cards has begun to change in recent years. Many cards now 
include an EMV chip that records information about transactions on a microchip, making it a safer 
way for consumers to use credit. EMV stands for Europay, Mastercard, and Visa—the three credit 
card companies that originally created the chip. EMV chip cards are “smart cards,” meaning they are 
embedded with extra protection that protects consumers and businesses from credit card fraud. Credit 
card companies promote the usage of the safer and more efficient EMV chip technology by reducing 
fees for businesses that process EMV transactions.
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Principal: $14,000 Payment: $413.34/month 

Interest Rate: 4.00% Total Payments: 36

FIGURE 14.2

Month Interest Principal Ending Balance

1 $46.67 $366.67 $13,633.33

2 $45.44 $367.90 $13,265.43

3 $44.22 $369.12 $12,896.31

4 $42.99 $370.35 $12,525.96

5 $41.75 $371.59 $12,154.37

6 $40.51 $372.83 $11,781.54

7 $39.27 $374.07 $11,407.47

8 $38.02 $375.32 $11,032.15

9 $36.77 $376.57 $10,655.58

10 $35.52 $377.82 $10,277.76

11 $34.26 $379.08 $9,898.68

12 $33.00 $380.34 $9,518.34

33 $5.47 $407.87 $1231.65

34 $4.11 $409.23 $822.42

35 $2.74 $410.60 $411.82

36 $1.37 $411.82 $0.00

Total $880.09 $14,000.00
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Closed-End Credit
Closed-end credit commonly consists of installment loans, which are repaid 
in increments over time. Installment credit differs from revolving credit in that 
a borrower agrees to pay funds back in consistent installments. For instance, if 
you borrow $5,000 to purchase a car, you would not pay back the $5,000 in one 
lump sum under an installment loan. Rather, you would pay it back in monthly 
installments, such as $350 per month, until the debt is paid in full. An amortization 
schedule, which is a table listing principal and interest payments, is used to 
calculate how long it takes to repay debt by making minimum payments on 
installment loans and revolving accounts. Refer to Figure 14.2 to see an example 
of an amortization schedule for an auto loan to understand principal and interest 
calculations for an installment loan.
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To fully understand the types of credit available to you, it is helpful to compare and 
contrast types of credit, including revolving credit, installment credit, collateralized 
loans, and unsecured loans. It is also helpful to understand typical situations where 
these types of credit are used. Your choice of credit might vary, for example, if you 
want to open a credit card, get a loan for a car or home, or attend college. See 
Figure 14.3 for a comparison of the different types.

Revolving Credit

Description Type of Credit Example Costs and Benefits

Loans made on a continuous basis 
as purchases are made

Open-end Credit card Revolving credit can be beneficial by giving a 
consumer ongoing access to credit. However, 
this advantage is also a disadvantage, as it 
can lead to over-borrowing if you are not 
careful.

Installment Credit

Description Type of Credit Example Costs and Benefits

Loans repaid in increments over 
time

Closed-end Auto loan Installment credits enable people to manage 
reasonable monthly payments to afford 
a larger purchase. The costs of doing so, 
though, can oftentimes extend the length of 
a loan for a long period of time.

Collateralized and Secured Loans

Description Type of Credit Example Costs and Benefits

A loan in which a piece of property 
is used so that a lender can sell it 
to recover all or part of a loan if the 
borrower fails to repay

Closed-end Mortgage Collateralized and secured loans 
are beneficial because they provide 
opportunities for consumers to purchase 
major items like a house. However, 
borrowers should know that the cost of 
not repaying a loan could mean losing the 
property they used as collateral.

Unsecured Loans

Description Type of Credit Example Costs and Benefits

Loans that do not require collateral Closed-end Student loan Unsecured loans enable people to secure 
funding for continued opportunities, such 
as paying for education. The costs can be 
significant, though, if a borrower takes on 
too much debt and is unable to pay it back 
within the agreed-upon timeframe.

FIGURE 14.3
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Know?

Be aware of credit 
bureaus that offer a “free” 
trial period to monitor 
your credit. They require 
you to sign up with a 
credit card, but if you 
don’t cancel at the end 
of the trial period, they 
begin to charge your 
credit card each month 
to continue to monitor 
your credit.

Check out free credit 
report sites that don’t 
request a credit card, 
such as CreditKarma.com 
and Credit.com.
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Loans can be unsecured or secured with collateral. Lenders sometimes request 
collateral to secure a loan. Collateral is a piece of property that can be sold by 
the lender to recover all or part of a loan if the borrower fails to repay. Loans that 
require collateral are called secured loans or secured credit. Unsecured loans 
are loans that do not require collateral. Because secured loans are viewed as having 
less risk, lenders charge a lower interest rate than they charge for unsecured loans.

People often make a cash payment to the seller of a good—called a down 
payment—in order to reduce the amount they need to borrow. Lenders may 
consider loans made with a down payment to have less risk because the down 
payment gives the borrower some equity or ownership right away. As a result, 
these loans may carry a lower interest rate.

If you are considering borrowing money, it is helpful to conduct research and 
compare lenders before entering into a contract. It is especially important to 
be aware of predatory lending, which is the practice of lenders purposefully 
deceiving borrowers during the loan process. Misleading information about credit 
terms and interest rates are common predatory lending practices. Payday loans 
sometimes fall into the category of predatory lending.

Payday loans are unsecured loans that are short-term until the debtor receives 
his or her next paycheck. It is important to understand and evaluate the costs 
and risks of using a payday loan because they typically do not offer terms that are 
favorable to the debtor. Relying on payday loans makes it difficult to get ahead 
and save money because it means a debtor is living paycheck to paycheck. The 
steep interest rates associated with payday loans also make them unfavorable for 
consumers. While most payday loans must be repaid within a matter of weeks, 
some borrowers find themselves in a credit trap where they do not have the funds 
to pay off the debt and therefore borrow more money to repay the original loan. A 
cycle of debt ensues that makes it difficult for a borrower to escape.

Another type of closed-end loan is called a title loan, which is a short-term 
loan in which the debtor uses a car title as collateral. Like payday loans, there are 
numerous risks of using a title loan, including high interest rates and borrowing 
fees. If you take out a title loan and are unable to pay back the lender, you risk 
losing your car. This is because a debtor agrees to sign over the title of his or her 
vehicle and transfer ownership to the lender until the loan is repaid. Being aware of 
the risks of payday and title loans, including predatory practices, will enable you to 
make smart choices about what type of institution to enter into a contract with.
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Know?

Millennials under the age 
of 35 have an average of 
$5,808 in credit card debt.

Source:
valuepenguin.com
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Open-End Credit
Open-end credit differs from closed-end credit because it allows the debtor to 
borrow different amounts repeatedly rather than borrowing one specific amount 
set up-front. Open-end credit is often called revolving credit because the credit 
does not have a specific end date. Rather, credit “revolves,” meaning borrowers can 
use the line of credit again and again.

Open-end credit does not require collateral, which means that it is a type of 
unsecured loan. Although borrowers may use a line of open-end credit as often as 
they please, the credit does have a maximum limit, or maximum amount of credit 
to be spent. An illustration of this concept can be seen in credit cards, which are a 
popular method for extending open-end credit to consumers. 

Consumers can make purchases with a credit card as often as they would like, 
and they receive a monthly statement that details their purchases. The credit card 
company asks for a minimum amount due on the principal, which is usually only 
a small percentage of the principal. If a consumer does not pay off the credit card 
monthly, he or she must pay interest on the principal. Interest rates for open-end 
credit are usually higher than closed-end credit.

If you consider using a credit card, it is helpful to compare the total cost of reducing 
a credit card balance to zero using minimum versus above minimum payments. 
For instance, imagine you have a credit card balance of $1,000 with an interest rate 
of 21 percent and a minimum monthly payment of $33. If all other terms are equal 
and no further purchases are being made, you could choose to pay the card off 
in full to create a zero balance and not incur interest fees. Alternatively, you can 
continue to pay the minimum monthly payment while interest is being charged. 
This option will cost you more in the end because of ongoing interest fees. When 
using a credit card, it is in consumers’ best interests to make above minimum 
payments to avoid interest.
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5 Cs of Creditworthiness
When consumers decide to use credit, they seek out a lender who will extend credit 
to them. Borrowing money is a major act, especially if borrowing extensive amounts 
for large purchases such as a vehicle or home. For this reason, lenders are very careful 
about who they offer credit to and how much credit they offer. 

Lenders make credit decisions based in part on a person’s payment history. Credit 
bureaus record borrowers’ credit and payment histories and provide that information 
to lenders in credit reports, which are discussed in the next section. Lending 
institutions use five guideposts for loan evaluation criteria when determining whether 
or not to extend credit to a consumer—this is known as the 5 Cs of creditworthiness 
and it includes character, capacity, capital, collateral, and conditions. The 5 Cs can 
adversely or positively impact an individual’s credit rating and his or her ability to 
obtain credit. When a consumer completes a loan application package, the lending 
company studies these five factors, so it is valuable for consumers to build and 
maintain a healthy credit rating.

Character
Lenders observe the character of a borrower to determine whether or not he or she 
can pay back credit. Consumers should demonstrate that they are able to use credit 
wisely by minimizing their current debt and paying bills on time. Maintaining a 
positive credit score, described later in this chapter, is also an indicator of character 
as it shows consistency in paying debts. Lenders make credit decisions based in 
part on consumer payment history. Credit bureaus record borrowers’ credit and 
payment histories and provide that information to lenders in credit reports. A 
consumer with a payment history that demonstrates timeliness is more attractive 
to a lender than someone who has made frequent late payments and has a poor 
credit score.

Capacity
Employment history is another aspect that is evaluated by a lender. 
Capacity refers to an individual’s financial ability to make payments. 
Consumers with a stable employment history demonstrate the 
receipt of regular paychecks and are viewed by lenders as having 
the capacity to pay back loans. In contrast, consumers who 
have experienced periods of unemployment are not as 
attractive to lenders. 
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Capital
Financial institutions that distribute credit look at how many assets and liabilities 
a borrower has. Investments, savings, and other financial assets can contribute 
positively to a potential debtor’s image. A lender will see assets as the ability to pay 
back the credit a consumer wishes to borrow.

Down payments are also evaluated as a use of capital. Down payments made by 
consumers may demonstrate to a lending company that they are serious about the 
loan and have the financial resources to pay it back. Borrowers who make down 
payments typically have lower interest rates as well.

Collateral
The offering of collateral is one way a lender evaluates a consumer’s desire for a 
loan. Collateral assures a lender that if the borrower cannot pay back the money, 
called defaulting on the loan, the lender will be able to compensate for the loss. For 
instance, if a person offers his or her home for collateral and defaults on the loan, 
the lending company takes possession of the property. The lending company can 
sell the property to earn back the money the defaulting debtor was not able to pay. 

Conditions
The conditions of credit or loans also play a role in a lender’s evaluation of a 
borrower. Conditions refer to the interest rates, principal, and borrower intention 
for the loan. For instance, when economic interest rates are high, a lender may 
consider whether or not a person is able to pay back the loan.

CareerConnections

Credit Authorizers and Checkers
Credit authorizers and checkers are part of a larger category of employment 
opportunities called financial clerks. Credit authorizers and checkers review the 
credit history of individuals and businesses applying for credit to determine their 
creditworthiness. Credit authorizers evaluate customers’ computerized credit records 
and payment histories to decide, based on predetermined standards, whether to 
approve new credit. Credit checkers call or write credit departments of businesses 
and service establishments to get information about applicants’ credit standing.

The annual median salary for a credit authorizer or checker is $38,000. Most financial 
clerk positions require a high school diploma, and many professionals learn how to 
perform their job through on-the-job training.

bls.govSource: 
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Impact of Credit Decisions
Deciding to borrow money is not a decision to take lightly. If debt is not managed 
properly, it can derail your long-term financial goals and make it difficult to reach 
your short- and medium-term goals. To understand the impact of credit decisions, it is 
helpful to evaluate how credit impacts your monthly budget, income statement, and 
net worth statement.

Monthly Budget
Crafting a realistic monthly budget is necessary in maintaining an overall financial 
plan. The impact of credit decisions on a monthly budget can be significant, as 
illustrated in Figure 14.4. For instance, if your fixed expenses must incorporate 
a minimum credit card payment, car loan, and student loan, your discretionary 
spending will be much less than if you did not have credit to pay back.

Monthly Budget
Income

Wages $1,250

Total Income $1,250

Fixed Expenses

Savings $0

Emergency Fund $0

Credit Card Payment #1 $375

Credit Card Payment #2 $200

Student Loans $250

Car Loans $125

Rent $550

Total Fixed Expenses $1,500

Deficit ($250)

FIGURE 14.4
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Income Statement
Your income statement is a portrait of your real income and expenses—it is the 
overview of what you actually earn and spend within a given time. The impact of 
credit decisions on an income statement, shown in Figure 14.5, reflects an increase 
in expenses. If expenses total more than income, a person may find themselves in a 
dire financial situation in which excessive debt controls his or her cash flow.

FIGURE 14.5

Income Statement

Current Period

12/1/XX-12/31/XX

REVENUE

Part-time Job  $1,500.00 

Uber  $150.00 

TOTAL REVENUE  $1,650.00 

EXPENSES

Home Loan  $850.00 

Credit Card Payment  $400.00 

Student Loans  $150.00 

Food  $300.00 

Gas  $125.00 

Entertainment  $150.00 

TOTAL EXPENSES  $1,975.00 

NET INCOME ($325.00) 

Net Worth Statement
Your net worth is your assets minus liabilities, which is documented on a net worth 
statement. The effect of debt on a person’s net worth can be extreme because 
it reduces overall net worth. For instance, if your liabilities exceed your assets, as 
shown in the example in Figure 14.6, then you have a negative net worth. 
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Credit Report and Score
In addition to the 5 Cs, lending institutions validate the credit history of a person as a 
way to assess if he or she is creditworthy. Credit reports are records of the financial 
and credit history of a consumer. Credit reports are essential to assess how much 
money lenders extend to a person. It is important to periodically review a copy of your 
credit report so that you can make sure the information is accurate and help guard 
against identity theft by verifying that the credit activity is yours. Credit reports include 
the following factors:

 z How many types of credit accounts are opened

 z How many credit accounts (if any) have overdue payments

 z How punctually bills, taxes, and other utilities are paid

 z Outstanding debts

 z Current amounts of available credit on credit cards and equity loans

 z Inquiries for new credit

 z If a consumer has ever been sued or filed for bankruptcy

FIGURE 14.6

Net Worth Statement

Current Period

12/1/XX-12/31/XX

Assets

Savings Account $1,147

Stocks $950

Total Assets $2,097

Liabilities

Credit Card #1 $450

Credit Card #2 $325

Car Loan $620

Personal Loan $880

Total Liabilities $2,275
 

Net Worth (Assets - Liabilities) 

Total Assets $2,097

Total Liabilities $2,275

Net Worth ($178)
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Credit bureaus are companies that issue credit reports to consumers. Credit bureaus 
maintain credit reports, which record borrowers’ histories of repaying loans by tracking 
payment habits from banks, credit card companies, finance companies, and retailers. 

Lenders can pay to receive a borrower’s credit score from a credit bureau. A credit 
score, also known as a credit rating, is a numerical summary of the information 
contained on a consumer’s credit report. Different credit bureaus may produce 
different credit scores for an individual. When you apply for a credit card, car loan, or 
mortgage, lenders want to know what risk they would take by loaning money to you. 
Your credit score affects the amount of money and the loan terms, such as the interest 
rate and payment schedule, that lenders will offer you at a given time.

Taking steps to maintain and improve your score can help you qualify for better 
rates from lenders. Your credit score is a label that follows you and can affect your 
purchasing power, ability to secure housing, and employment.

FICO Score
One popular method for calculating a credit score is the FICO score, which is shown 
in Figure 14.7. 

FIGURE 14.7

Recent Credit Activity
An increase of credit application 
activity may indicate that you are 
overextending yourself

Good Track Record
The longer you've been using credit 
responsibly, the higher the score

Other Types of Credit
Includes, but is not limited to,  
secured loans and installment loans 

Payment History
Consistent on-time payments 
increase the score, while late 
payments and bankruptcies 
lower the score

Current Debt
Number of accounts with balances,  
amounts owed, and how much available credit 
is being used—the closer to the credit limit, 
the lower the score

35%

30%

10%

15%

10%

FICO stands for Fair Isaac Corporation, the company who created the FICO score. 
FICO is a rating system that assesses creditworthiness based on five factors that 
influence establishing and maintaining a good credit rating:

1. Payment history, or a person’s history of timely payments. For an 
excellent credit score, a consumer should demonstrate that she or he has 
paid bills on time consistently.

2. Accounts owed, or the amount of debt a person has. High levels of debt 
do not necessarily mean that a person will have a low credit score. Credit 
bureaus will instead assess whether or not the consumer has maximized 
their credit. For instance, a person with a large amount of debt who has 
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hit the maximum amount of credit on credit cards may have a lower 
credit score than a person who has the same amount of debt without 
being close to a credit card maximum.

3. Types of credit used, or how many varieties of credit an individual has 
open. A consumer that has many different types of credit, such as vehicle 
loans, credit cards, and other loans, will have a higher credit score.

4. New credit, or how many recently opened accounts a person has. 
Consumers with a high number of recently opened accounts have lower 
credit scores because it is not yet proven whether the consumer can pay 
on time consistently.

5. Length of credit history, or how long a person has had open lines of 
credit. The longer a consumer has an open line of credit, the higher his or 
her credit score will be.

To interpret and evaluate a sample credit score, refer to Figure 14.8, which shows 
the FICO score ranges. The higher the credit score a consumer has, the more likely 
that individual is creditworthy. Low credit scores indicate to a lender that a person 
may not possess sufficient creditworthiness to warrant a loan. The impact of 
borrowing decisions on a person’s credit score can be damaging. For instance, if a 
consumer borrows funds and does not pay the money back on time or routinely 
makes late payments, his or her credit score will reflect the consequences of poor 
credit management by showing a low credit score. This will impede that person 
from being able to borrow in the future.

Very Bad Bad Fair Good Excellent

300-459 560-649 650-699 700-749 750-850

FIGURE 14.8

Credit scores range from 300–850 and the higher the score, the better. Most people score in the 
600s and 700s. For most lenders, credit scores above 700 are a sign of good financial health. Scores 
below 600 indicate high risk and could lead to higher interest rates or rejected credit applications.

Consumers are entitled to a free copy of their credit report annually so they can 
verify that no errors were made that might increase their cost of credit. It is your 
legal right to a free annual credit report. Credit reports can be accessed annually 
at AnnualCreditReport.com. There are also three major credit bureaus that provide 
access to your credit report and credit score: 

 z Equifax: www.equifax.com

 z Experian: www.experian.com

 z TransUnion: www.transunion.com
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It is important to monitor credit reports regularly because they are part of 
managing your overall financial health. Just as you review bank account statements 
regularly, you should monitor your credit reports to ensure the information aligns 
with your records of credit use.  By regularly monitoring your credit reports, you 
will be able to identify any incorrect or fraudulent information associated with 
your credit history. The majority of the time credit reports are accurate, but if 
you do spot an error you should address any mistakes that may appear on your 
credit report immediately. If an item on your credit report is not accurate, it is your 
responsibility to manage the removal of the mistake by filing a dispute with the 
credit bureau.

To interpret a credit report, monitor the information shown in each section of 
the report. Reports may look different depending on the credit bureaus used to 
generate them, however they should include personal information, a credit report 
summary, details of open accounts, a list of negative items, and a history of credit 
applications. See Figure 14.9 for an example of the information included on a 
credit report.

Credit Report 
Personal Information 

Consumer Name: John A. Doe: 

DOB: 03/12/1990 SSN: 000-00-0000 

Age: 27 Gender: Male 

Credit Report Summary 

Number of Accounts: 3 Number of Open Accounts: 1 

Total Balance Amount: $45,000 Average Open Balance: $52,000 

Recent Accounts: Consumer Loan - 11/20XX Delinquent Accounts: 0 

Account Details 

Account No.: 1234567 Balance: $45,000 

Institution: FINANCE Past Due Amount: 0 

Type: Consumer Loan Open: Yes 

Negative Items 

None 

History 

Closed – 02/20XX 
Closed – 09/20XX 
Current – 11/20XX 

 

 

FIGURE 14.9

 Check to make sure your personal 
data—including your complete name 
and Social Security number— is 
correct and that your credit summary 
accurately displays installment and 
revolving credit loans.

 Review each credit items for late fees, 
missed payments, collection notes, 
and bounced checks, all of which 
are warning signs of credit abuse. 
Significant negative public records, 
such as bankruptcy or liens, should be 
unlikely. However, since these records 
can remain on a credit report for up to 
10 years, it is important to check.

 Finally, look over your history of credit 
requests, which are often associated 
with applications for various types of 
credit in the past.
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In addition to assessing a person’s credit risk, credit reports and scores may be 
requested and used by employers in hiring decisions, landlords in deciding 
whether to rent apartments, and insurance companies in charging premiums. For 
this reason, all consumers should take care to maintain positive credit scores to be 
sure they are able to take advantage of financial opportunities.

Cost of Borrowing
Borrowing money always comes at a cost. Loan fees and paying interest means 
that borrowing money costs money. Using credit may seem like an easy and 
straightforward way to pay for wants and needs, but it can be costly if you do not pay 
attention to costs of borrowing. 

There are risks and responsibilities associated with using credit, such as annual 
percentage rate (APR), grace period, late fees, finance charges, default rates, interest, 
and closing costs. Figure 14.10 illustrates an account summary example of a typical 
credit card statement. Notice the impact of paying interest on borrowed money.

FIGURE 14.10

The APR is divided by a 12-month billing cycle to 
obtain the Monthly Periodic Rate.

The Average Daily Balance is multiplied by the 
Monthly Periodic Rate to obtain the Finance Charge.

1.042%12.5% ÷ 12 =
1 2

$6.30$605.00 x .01042 =
23 4

The Finance Charge is added to the Previous 
Balance minus any Payments, plus this credit cycle's 
New Charges to obtain the New Balance.

Previous 
Balance Payments New Charges Finance 

Charges New Balance

$421.75 $40.00 $521.95 $6.30 $910.00

Average Daily 
Balance

Monthly 
Periodic Rate

Annual 
Percentage 
Rate (APR)

Finance 
Charge

Credit 
Available

$605.00 1.042% 12.5% $6.30 $4,090.00

Reference 
Number

Posting 
Date Transaction Debits Credits & 

Payments

001238 0608 The Cooked Goose 95.00

042167 0609 Network Cable - Auto Pay 55.00

707165 0614 ABC Airlines 251.45

487120 0621 Ocean Mist Inn 120.00

99111 0625 Payment - Thank You 40.00

4

– ++ =

23 1

As a consumer, you must be aware of the risks and responsibilities in order to manage 
credit wisely. The components of the cost of credit include APR, fixed and variable 
interest, length of term, grace period, additional fees, and closing costs.
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APR
APR refers to the interest rate on borrowed funds expressed as a percentage. 
While federal law requires that lenders provide disclosure to consumers about the 
interest rates they charge, it can be buried in the fine print or difficult to find. Not 
knowing what APR you are signing up for poses significant risk as interest charges, 
especially on credit cards, adds up quickly. Consumers must take responsibility for 
conducting research and comparison shopping to find the most optimal APR.

Fixed and Variable Interest
Fixed interest rates remain the same throughout the course of a loan, while 
variable interest rates fluctuate with the market. Unknowingly agreeing to an 
adjustable-rate mortgage when taking out a home loan can be a risk. You may pay 
a fixed rate for the first five years but then your payment increases dramatically 
in year six because the loan switches to a variable interest rate. Consumers are 
responsible for educating themselves on the terms of their loans to determine 
whether they are borrowing money at a fixed or variable interest rate.

Length of Term
Length of term refers to the time period to pay off a debt in full, such as a 30-year 
mortgage. Loan terms can be risky if you do not understand upfront how much 
time you are agreeing to pay back the loan. If, for instance, you borrow funds to 
purchase a $15,000 car and agree to a 12-month length of term, your monthly 
payment would be $1,250. If you’ve only budgeted $600 then this is a risky use 
of credit. Investigating lengths of terms and comparing repayment options is 
something all consumers should do before entering into a credit agreement.

Grace Period
Grace period is the period of time to pay off a new balance before finance 
charges kick in. The standard time is 21 days and usually applies to new purchases 
only. If you are unaware of your grace period and fail to pay off a balance, you 
may face additional finance charges. Consumers should read the fine print of 
credit agreements carefully to ensure they understand the parameters of their 
grace period.

Additional Fees
Sometimes credit comes with additional fees, such as late payment fees, cash 
advance fees, and prepayment penalties. Defaulting in repaying a debt or 
continual late payments can damage a person’s credit score. It is the consumer’s 
responsibility to manage credit wisely by repaying debts consistently on time.

Closing Costs
Closing costs are most commonly used when purchasing a home and can include 
a variety of additional costs ranging from appraisal fees to title insurance. If a 
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homebuyer is unaware or not prepared to pay for closing costs, it can be an 
unexpected item in a house budget. Consumers have a responsibility to commit to 
paying the cost of credit in its entirety, including closing costs.

To reduce total cost of borrowing, there are several strategies you can take:

 ; Compare the cost of credit using the annual percentage rate.

 ; Review initial fees charged and look for lenders with minimal to no fees.

 ; Understand fees charged for late payments or missed payments.

 ; Avoid payday loans and title loans that carry high interest rates.

 ; Pay bills on time.

 ; Keep balances low on credit cards.

 ; Pay off debt, rather than moving it between credit cards.

 ; Pay down accounts with the highest interest rates first.

 ; Open new credit accounts only when you need them.

 ; Check your credit report for accuracy on a regular basis.

 ; Get up to date on all of your accounts with current payments.

If you are unsure of the cost of borrowing in a situation, run a hypothetical projection 
by comparing the cost of borrowing $1,000 using different consumer credit options. 
This will show you which credit option offers the best outcome for your needs.

Go Figure

Math plays an integral part in understanding the costs of borrowing. For instance, Alexa is confused 
because she makes the minimum payment on her credit card every month, but the balance seems 
to be going down very slowly. She owes $2,500, and the interest rate on her card is 15%. Help her 
figure out how long it will take to pay off her card and what her total interest costs are.

Your Turn

Using a free online credit card payment calculator found on sites such as bankrate.com or 
creditcards.com, answer the questions below. 

• How long will it take Alexa to pay off her debt making only the minimum payment of 
4% of the balance? What if she pays a fixed $150 or $200 per month?

• What is Alexa’s total interest cost if she continues to make the minimum 4% payment? 
What if she increases her payment to $150 or $200 per month?

• What benefits does Alexa get by paying off her credit card balance in full each month?
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Managing Debt
Your credit scores change when new information is reported by creditors. When you 
manage credit responsibly, your scores will improve over time. However, if you do not 
make payments on time or open too much new credit, your scores will suffer. Failure 
to repay a loan has significant consequences for borrowers such as negative entries on 
their credit report, repossession of property (collateral), wage garnishment, and the 
inability to obtain loans in the future. 

Taking out a loan requires you to honor the terms of the contract and pay the money 
back. If you fail to make the payments, your loan will be considered to be in default. 
Defaulting on your credit payments will not only hurt your ability to borrow money 
in the future, but it can also cause great emotional turmoil. Debt can be a challenging 
financial position to get out of as interest piles up and makes it harder to pay off what 
you owe. Avoid falling into debt by always paying off the money you borrow on time, 
every time (and early or in full if you can).

You do not want unpaid debts sent to a collection agency. A collection agency is a 
business that has the right to represent the creditor and can go after your assets to pay 
off the debt. A negative report from a collection agency will damage your credit score. 

Creditors can even go after your paycheck. Wage garnishment is a legal action that a 
creditor can take to collect what is owed to them by withholding a certain amount of 
your wages to satisfy the debt. This can only be accomplished through a court order. If 
your credit score has been damaged for non-payment of debt, it is important to work 
out a payment plan with your creditors. 
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To avoid or correct credit and debt problems, it is helpful to analyze methods that 
can benefit a consumer in staying on a smart financial path. Some methods include 
the following:

 ; Develop a personal financial plan to manage debt, including working 
directly with lenders. Consumers with excessive debt can work 
directly with lenders to regain control, with options that include loan 
consolidation and renegotiation of repayment schedules, rather than by 
paying a third-party “credit repair” company.

 ; Examine the types of services that consumer credit counseling agencies 
offer. Consumers who have difficulty repaying debt can seek assistance 
through credit counseling services and by negotiating directly with 
creditors.

 ; Review credit cost disclosure information; it can be useful in managing 
borrowing expenses.

 ; Research a financial institution’s debt reduction services.

Bankruptcy
The impact of borrowing decisions on one’s credit score can damage a person’s 
financial health. If you over borrow and cannot repay your loans, one consequence is 
bankruptcy. Bankruptcy is a legal status or procedure for an individual or entity that 
cannot repay its debts. Bankruptcy law varies from state to state. In extreme cases, 
bankruptcy may be an option for consumers who are unable to repay debt. 

Although bankruptcy provides some benefits, filing for bankruptcy also carries 
substantial personal and societal consequences, including having notice of the 
bankruptcy appear on a consumer’s credit report for up to 10 years. This should be the 
last resort for people with debt problems.

There are numerous factors and circumstances that could lead to bankruptcy. For 
example, an uninsured medical cost, family break-up and divorce, a failed business, 
or loss of job all impact income and expenses. If an individual or family is unable to 
financially recover from such an event, bankruptcy provides debt relief. However, 
it is also accompanied by serious negative effects. People with bankruptcy in 
their credit history will struggle to receive credit in the future and if they 
are able to acquire credit, it will likely come with a high cost.
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Credit Laws
Since the concept of credit involves serious benefits and consequences, it is regulated 
by the government to ensure consumers are treated fairly by lenders. The government 
plays a role at both state and national levels in credit regulation. Lenders are required 
to provide full disclosure of credit terms such as APR and fees, as well as protection 
against discrimination and abusive marketing or collection practices. For instance, the 
Fair Debt Collection Practices Act of 1977 protects all consumers from intimidation or 
deception at the hands of debt collectors. 

Consumer credit laws change by nature alongside the evolution of credit. For instance, 
as new forms of credit ensue, consumer credit laws will change and adapt to the new 
credit environment. The Credit Card Accountability Responsibility and Disclosure 
Act, established in 2009, is an example of this. As consumer credit card use increased, 
additional protection was needed to ensure lenders were fully transparent in their 
fees and rates. As credit technology continues to expand and progress, new consumer 
credit laws will likely follow.

Businesses that extend credit must follow these laws and rules in regards to handling 
credit and interacting with debtors. The laws outlined in Figure 14.11 make sure that 
boundaries are in place for everyone to use and benefit from credit.

Credit Practices Rule

Lenders must use fair practices that preserve consumer rights when offering contracts for credit

Fair Credit Billing Act

Lending companies must address billing errors in a timely manner

Fair Credit Reporting Act

Lending institutions must provide customers with a copy of their credit report and allow them to dispute 
inaccuracies

Truth in Lending Act

Lenders must describe terms and costs of credit to the potential borrower

Credit Card Accountability Responsibility and Disclosure Act

Lenders must make the credit card rates easy for customers to understand

FIGURE 14.11

Credit Laws
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In this chapter, you learned about how credit can both help or hurt financial health depending 
on how it is used. If you choose to use credit, it is important to understand the terms you are 
agreeing to and to conduct research before making any decisions. Your credit score will follow you 
throughout your life. Good or bad, this number can have an effect on your overall financial health 
and ability to borrow in the future.

Instructions
Demonstrate your knowledge of this chapter 
by completing the following review activities.

Note: If you do not have access to the eText 
of this book, Chapter Review worksheets 
should be provided by your instructor.

Define Key Terms 
Apply your knowledge of the chapter 
reading by defining key vocabulary terms.

Test Your Knowledge
Test your knowledge of the chapter reading 
by answering short answer questions.

Read and Write
Review Dollar Dilemmas about Hunter, 
who is deciding whether or not to take on 
a car loan. Apply what you have learned 
by writing an essay about the impact 
credit decisions can have on monthly 
budgets, income statements, and net 
worth statements.

Listen and Speak
Apply your knowledge of the chapter by 
researching and presenting on the 5 Cs 
of creditworthiness.

Create and Design
Use what you have learned in this chapter to 
examine the costs of borrowing, including 
APR, fixed versus variable interest, length of 
term, grace period, and additional fees.
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Key Terms

acquisition fee
adjustable-rate mortgage
assessed value
auto lease 
capitalization cost
closing cost
cosigner
disposition fee
equity
escrow
fixed-rate mortgage
landlord
lease
loan application package
mileage overage cost
mortgage 
pre-qualification
purchase price
renters insurance
trade-in value

Major Purchases
Two major purchases you may encounter in your life are buying an 
automobile and a home. Understanding the intricacies of making 
major purchases will enable you to budget wisely, save smartly, 
and spend reasonably. Distinguishing between mortgage types 
and auto leases will empower you when it comes time to make a 
major purchase.

Objectives
After reading this chapter, you will be able to:

 ; Understand the process of leasing and 
owning a car

 ; Differentiate between renting and owning a 
home

 ; Explain consumer purchasing strategies

Chapter 15  
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Financing Major Purchases
Making a major purchase such as a car or a house requires careful consideration of 
your options and how you will pay for it. If you do not have the necessary cash on 
hand, you may choose to borrow the funds. This will increase the cost of the item. 
Leasing, borrowing to buy, and rent-to-own options have different contract terms and 
costs. Consumers who carefully analyze their options of purchasing versus leasing 
a car and owning versus renting a house will better prepare themselves for making 
major purchases.

Defining what constitutes a “major” purchase is a matter of personal opinion. To some, 
anything greater than $500 may be considered a major purchase, and to others, 
buying appliances for the kitchen, a new car, or a house is seen as a big step. Whether 
you are buying a laptop or a car, you should research how you will pay for it before 
deciding to purchase it.

Analyze Before You Buy
Before making any purchase that involves a cost beyond your normal monthly 
budget, you should consider the following:

 z Do I really need this item right now?

 z What is my budget for the item?

 z Have I thoroughly researched the item, read the reviews, and done 
comparison shopping?

 z How will I pay for it? Do I need to borrow money?

If you do not have or cannot spare the necessary cash, then make sure you 
understand your borrowing choices. Overextending yourself by taking on more 
credit than you can manage to pay back creates a challenging debt situation that 
may be difficult to get out of.
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Financing Options
When purchasing goods and services, consumers have various options for paying 
for them, from cash to different loan types. It is important to analyze financing 
needed for long-term personal assets. These include auto leases, purchases, and 
payments, as well as home purchases and payments. Because a home and car are 
often viewed as major purchases, you must carefully analyze what your financing 
needs are before you embark on a purchase. Figure 15.1 illustrates several ways to 
finance long-term personal assets such as houses and cars, and what to consider 
about each money source. 

Cash on Hand
• Do you have enough cash on hand to pay for a car or home without depleting your emergency fund?
• Did you already have these funds earmarked for something else?

Credit Card
• Is the amount needed within your credit limit?
• Is a credit card an accepted method of payment?
• What is the card’s interest rate?
• Will you be able to pay it off quickly?

Loan from Relative or Friend
• Do you have relatives or friends able and willing to lend you money?
• Will there be hard feelings if you are unable to pay it back on time?

Loan from Financial Institution
• Compare total costs of installment agreements and shop around for the best terms and conditions 

for the following:

• Interest rate
• Down payment

• Length of loan
• Loan fees

• Monthly payment

Real Estate Loan (Mortgage)
• Compare the total cost of alternative methods of payment, such as rent-to-own, and shop around 

for the best terms and conditions for the following:

• Interest rate
• Down payment

• Length of loan
• Legal fees

• Monthly payment
• Origination and closing costs

FIGURE 15.1
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Using Credit for Major Purchases
When approached for a loan, a lender will want to pre-qualify the potential 
borrower. Pre-qualification is the process by which a loan officer of the 
lending institution analyzes a borrower’s credit information and makes an initial 
assessment as to how much debt the borrower can afford. It is not only important 
to understand the various financing options, but also to recognize that using credit 
to finance purchases requires careful consideration.

Spending less than you earn and saving for big purchases is the way to build 
financial strength. However, there are times, such as when replacing an appliance 
or buying a car, that using a credit card or taking out a loan may be the best option. 
Figure 15.2 illustrates the advantages and disadvantages of using credit.

Leasing or Owning a Car
A common first major purchase is an automobile. A smart consumer should plan for 
this expenditure by setting a budget, researching possible vehicles that fit within 
the budget, and figuring out how to pay for it. Cash may be the easiest choice, but 
borrowing might be necessary.

If having your own car is necessary, decide whether to lease or buy. Leasing a car can get 
you into a new vehicle for a lower monthly payment. However, at the end of the lease, 
you do not own the car. Figure 15.3 provides a comparison of leasing versus buying a car.

Advantages of Using Credit Disadvantages of Using Credit

• More convenient than cash
• Available for emergencies
• Buy now, pay later
• When used responsibly, you can build a good credit 

history
• Cash incentives or rewards

• May pay more because of interest
• May overspend and buy items that you can’t afford
• Rising debt becomes more difficult to pay off
• Risk of identity theft

FIGURE 15.2

Tech Tools

With a few clicks or taps, you can research the best car deals, find out what your trade-in is 
worth, and calculate car loan options. Always have your figures ready before you go into the 
dealer to negotiate.

There are apps for everything—from researching a car, calculating a loan payment, and 
determining trade-in value to finding affordable insurance and gas. Try iGasup, bankrate.com, 
Kelly Blue Book, or similar sites.
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When to Lease
• You want a low monthly payment
• You want to avoid the hassle of eventually selling the car
• You drive less than 12,000 miles per year
• You want to try out different cars before purchasing
• You like having a new car every two to three years
• You can deduct the lease payment as job-related on your income taxes

When to Buy
• You want to own your car when the loan is paid off
• You have the down payment and can afford the monthly payment
• You want to trade in an older car
• You drive more than 12,000 miles per year
• You plan to properly maintain the car so that it will last many years

FIGURE 15.3

Leasing a Car
An auto lease is a legal contract that gives you the use of a vehicle for a fixed 
period of time for an agreed upon amount of money each month. When the 
lease is up, the car is turned in or purchased at a negotiated price. There are many 
benefits of leasing a vehicle versus owning one. These include the ability to get 
a new car more frequently and easily, avoiding the buying and selling process 
associated with ownership, and obtaining a low monthly payment.

Monthly lease payments can look attractive, especially when compared with a loan 
payment, but there are additional costs to consider when leasing a vehicle. Figure 15.4 
defines some of these costs.

Mileage Overage Cost The expense per mile for distance driven beyond the yearly allowance, which is 
usually a maximum of 12,000 but can be increased with a higher monthly payment

Capitalization Cost The price the lease company pays the dealer for the vehicle

Acquisition Fee The fee for initiating the lease

Disposition Fee The fee paid if you decide not to purchase the car at the end of the lease

FIGURE 15.4
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Buying a Car
The costs of owning a vehicle versus leasing one can be quite different. It costs 
$8,876 per year to own and maintain an average car in the United States. Over 
the course of 50 years, that is $443,800. However, there are significant benefits to 
owning versus leasing a vehicle, including the freedom to drive without mileage 
restrictions and owning the car free and clear after paying off any financing. If 
owning your own car is the best option, plan carefully and do the following.

Compare New Versus Used
A new car can be an attractive option because no one else has owned it and the 
warranty protection is usually good. While financing options and interest rates are 
typically better for new cars than for used, a new car depreciates in value as soon 
as you drive it off the dealership lot. A used model will be less expensive to buy and 
may cost less to insure. You may not be sure of the quality of a used car, so look for 
dealerships that offer certified pre-owned programs.

Set a Budget
You can choose to pay for a car with cash or explore finance options. If you decide 
to get a loan to buy a car, set a limit for a monthly loan payment. Remember that in 
addition to the loan payment, there will be routine maintenance costs, such as oil 
changes, gasoline, car insurance, and in some states, property taxes.

Shop for the Best Deal
The internet lets you find what consumers think about any particular make and model 
of an automobile. Car features to consider include cost to operate, reliability, warranty 
coverage, repair costs, and resale value. Check into any dealer incentives or special 
financing options. The cost to insure the car is also an important consideration. For 
budgetary purposes, think of the total monthly cost to own the car.

Evaluate Financing Options
If you are considering financing, you must decide the most cost-effective 
option for paying for a car. Start by getting quotes from several lenders. Loan 
sources include:

 z Dealership financing

 z Banks and credit unions

 z Online finance companies

 z Local finance companies

When seeking a loan, put down as much cash as you can afford. Understand the loan 
before you sign on the dotted line.
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Car Loan Basics
A car loan is a contract with a promise to pay back the money being borrowed. 
Taking a shorter loan term, such as three years versus four years, will result in a higher 
monthly payment, but you will pay less in total for the car. The basic terms that you 
should understand when shopping for a loan are defined in Figure 15.5.

Purchase Price The amount of money you agree to pay for the car

Principal The amount of money borrowed

Loan Term The length of time over which the loan must be paid

Interest Rate The rate, paid for the use of the money borrowed, expressed as an annual percentage of 
the principal

Down Payment The initial amount of money you put toward the purchase price

Trade-in Value The value of the car you are trading in, used as part of the payment for the purchase of a 
new one

Sales Tax The fee collected by the state government that you pay for purchasing the car

FIGURE 15.5

If you decide to use a car loan, you will need to understand how to calculate an 
automobile loan payment schedule. Recall from Chapter 14 that an amortization 
schedule, which is a table listing principal and interest payments, is an easy way 
to calculate what you will pay for an auto loan. For instance, if you were to borrow 
$14,000 for 36 months at a 4 percent interest rate, you would have paid a total of 
$880.09 in interest at the end of your loan term.

If a borrower does not have a sufficient credit history or credit score, a lender 
may require a cosigner, which is another individual—such as a parent, guardian, 
or trusted adult—who has a strong credit score and credit history. The cosigner 
provides the lender with assurance that the loan will be paid back on time and in 
full. If the borrower fails to make a payment, the cosigner will be held responsible 
for paying the borrowed money back. Depending on the type of loan you are 
applying for, you may even need to put up collateral to secure a favorable interest 
rate and terms.

Taking on a car loan is serious business—there are processes, rights, and 
responsibilities related to purchasing a vehicle that must be considered. Likewise, 
renting and leasing a vehicle also come with responsibilities. For instance, as the 
renter, leaser, or owner of a vehicle, you must take responsibility for the care and 
maintenance of it. You must also follow the processes set out in the agreement you 
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signed up for. If you are leasing a car, you may not be able to exceed 12,000 miles 
annually without incurring penalties. As a financially savvy consumer, it is your duty 
to learn the processes, rights, and responsibilities of acquiring a vehicle to ensure 
your financial health.

Understanding how to finance a major purchase like a car will help prepare you for 
the most expensive item you will likely buy in your lifetime—a home. Housing is 
most people’s largest expense to enter their monthly budget.

Do
lla

r D
ile

m
m

as Jackie is interested in getting a new car within the next month. She is planning on 
selling her current car to her younger brother. Her friend just got a brand-new car as 
a lease, and Jackie is considering leasing as an option. She has never leased a vehicle 
before and doesn’t know where to start. She also loves owning her own car and 
is already comfortable with the process of purchasing and selling a vehicle. She is 
conflicted on what the right choice for her may be.

What costs should Jackie consider with owning versus leasing a vehicle? What 
benefits should she consider when comparing leasing and owning? If you were 
Jackie, what would you do—lease or own?

Renting or Owning a Home
When people first start out on their own, they usually don’t have the amount of cash 
required as a down payment, or the credit history necessary, to purchase a home. 
Renting an apartment, condominium, or a house with or without a roommate is a 
common first “real-world” living experience.

Being a Renter
There are many factors to consider before renting your first apartment. For 
example, you may consider getting renters insurance, which protects your 
belongings in the property you are renting in an event such as a fire or burglary. 
You will also most likely have to sign a lease before moving in. 

A lease is a legal agreement allowing one party to rent property from another, 
stating the terms and conditions of occupancy. The landlord is the person or 
company you rent from, who will probably require a credit check and other 
background information. Consider the following when searching for the 
right apartment.
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Set a Budget
Your total rent payment for the year should not exceed 30 percent of your 
annual income. That means if you make $45,000 per year, your rent should 
not exceed $1,125 per month:

$45,000 x 30% = $13,500 ÷ 12 = $1,125

Investigate the Property
Check out the condition of the property carefully. Does it meet your criteria 
for location, size, budget, social life, and other amenities? Before renting a 
property, ask some important questions:

 z Is it well maintained?

 z Is parking easily available?

 z Are utilizes included? If not, what is the average cost per month?

 z Can you repaint the rooms, hang pictures, and change window 
treatments?

 z What are the neighbors like, and what do they think about the landlord?

 z What is the neighborhood like at night and during the day?

Read the Lease
Carefully read the lease before you sign so there are no surprises. If the lease 
does not allow pets and you have a dog, then you may want to negotiate 
the terms of the lease. Be sure you understand the tenant and landlord rights 
and responsibilities that are covered in the terms of a standard apartment 
lease agreement. Ask someone you trust if there is something in the lease 
you do not understand.

You should also have a clear understanding of your rights and responsibilities 
as a renter. Renter rights include the following:

 z Consumers cannot be discriminated against to buy or rent a 
property based on sex, race, religion, and other personal factors.

 z Your landlord should not enter your rental without 
communicating this to you in advance. Even though you 
do not own the property, you do have a right to privacy 
as a renter.

 z The terms outlined in the lease protect you from 
potential problems. For instance, if your lease 
agreement states that the landlord will pay for 
any necessary home repairs and your residence 
is having plumbing problems, you should not be 
responsible for the repair costs.
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While consumers have many rights, they also must uphold responsibilities. 
Renter responsibilities include the following:

 z Maintain the property in a clean and tidy manner. Do not cause damage 
to the property or fail to report problems with home repairs such as 
electrical issues, plumbing malfunctions, and broken windows or doors.

 z Follow the agreements set out in the lease.

 z Pay your bills on time. Some rentals may include utility costs, but most 
do not. It is your responsibility to set up your utilities and pay the 
monthly fees. 

Know the Up-front Costs
Before renting a house or apartment, it is important to analyze the costs. On 
lease signing day, you should be prepared to pay the first and last month’s 
rent plus a security deposit, which usually is equal to one month’s rent. If 
your rent is $1,125 per month, then you would need $3,375 to sign the lease. 
In addition to analyzing your costs, it is also helpful to analyze the benefits 
of renting versus owning a house. Renting is a sensible housing choice, 
especially when you are first starting out or not sure how long you will be 
living in a particular place. Most leases have a term of one year, so you can 
re-sign or move on at the end of the lease. Depending on the property you 
select, you may also receive benefits of not having to maintain landscaping, 
handle snow removal, or perform exterior maintenance. Apartment 
complexes and condominiums often offer such benefits. Explore your costs 
and benefits of owning versus renting thoroughly before deciding which 
option best suits your needs.

Being a Homeowner
Once you have built a strong credit history and have cash saved to put down on a 
property, buying a home can be a smart option. Purchasing a home is probably the 
biggest financial decision you will make. Like any major purchases, buying a home 
requires research and careful planning. The process of purchasing a home includes 
the following factors.

Know Your Budget and Costs
Analyzing the costs of owning a home versus renting will help you determine 
how to fit the expenses into your budget. For many people, buying a home 
often requires getting a loan. Determine how much you can afford to spend 
each month to own property. Your house payment should not exceed 
28 percent of your monthly income. The amount you will be paying each 
month is not just the loan payment; it also includes property taxes and 
homeowners insurance. These additional expenses can impact the monthly 
payment substantially.
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The cost of homeowners insurance is dependent on the replacement value of 
the house and varies from region to region. Insurance is normally quoted on an 
annual basis and is divided by 12 to determine the additional monthly cost.

Property taxes are the fees assessed on real estate and collected by a local 
municipal government. This tax is calculated on a home’s assessed value, 
which is the value assigned to a property for tax purposes.

Follow the examples in Figure 15.6 to calculate the total monthly house 
payment. This payment, often referred to as PITI, represents the principal 
plus the interest plus the property taxes plus the insurance.

Monthly Cost of a 30-Year Mortgage with a 3.9%  Fixed Rate

Home Purchase Price $210,000

Down Payment – $40,000

Amount Needed to Borrow $170,000

Loan Payment (Principal + Interest) + $801.84

Property Taxes per Month ($19.41/Thousand) + $342.91

Property Insurance per Month + $53.14

Total Monthly Payment $1,197.89

FIGURE 15.6

As a homeowner, you will have to pay for maintaining your own property. You will 
also have to furnish the home, which can be costly if you have many rooms that 
require furniture. Therefore, your monthly budget should also allow for building 
up a reserve fund for home maintenance, repairs, and furnishings. Unlike renting, 
homeownership also comes with a cost of limited mobility. Most people that 
purchase a home tend to stay in the geographic area for a longer time, as it is more 
complicated to sell a property than to move on after a lease ends. Depending on 
your perspective, this can be both an advantage and disadvantage.

However, despite the ongoing maintenance costs associated with owning a home, 
homebuyers also receive many benefits that renters do not. Owning a property 
can be a powerful asset in a person’s financial portfolio. Homebuyers can build 
equity by purchasing a property, which is the difference between the amount of 
money owed on a property and what the property is worth. For instance, if you 
have a mortgage for $150,000 but the value of your home is worth $200,000, then 
you have $50,000 in equity. Increased equity can help consumers build wealth over 
time and create leverage to purchase additional investment properties. Another 
benefit of homeownership is the ability to deduct mortgage interest and property 
taxes on federal and state income tax returns.

Did You 
Know?

New homeowners 
purchase more products 
and services in the first six 
months after moving than 
an established resident 
spends in a two-year period.

Source:
Experion.com
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Determine the Type of Property
There are several options available when purchasing real estate. Before 
house shopping, investigate the types of property that suit your needs. The 
three most common property types are described in Figure 15.7.

FIGURE 15.7

A one-unit dwelling 
Can be detached, with open space on all 
four sides, or semi-attached, sharing a 
wall with another dwelling

Single Family Home

Individual ownership of a dwelling that 
is part of an association of facilities that 
serve as a multi-unit property
A Homeowners Association fee takes 
care of exterior and common area 
maintenance

Condominium

Dwelling designed to house several 
families in separate housing units
Popular investment property for rental 
purposes—tenants essentially help pay 
the mortgage

Multi-family Home

Enlist Professional Expertise
Buying and selling property can be a complicated process. Unless you are 
a real estate expert, it makes sense to enlist the services of a real estate 
professional and let the agent handle the details of the sale. The seller of the 
property pays the real estate commission. The commission is a percentage of 
the sales price, usually 5 to 6 percent, and is how an agent is paid.

Research Financing Options
Purchasing a home often requires borrowing a considerable amount of 
money. You will need to research different lenders and evaluate their interest 
rates and loan requirements. A lender will determine how much of a loan 
you qualify for, but you should know how much you can borrow.

Most lenders will use 28 percent of your monthly gross income as a guide to 
determine how much you can afford to pay each month. In addition, they 
will not want your total debt to exceed 36 percent of your income. Total debt 
includes your housing costs (PITI) plus any car payment, school loans, credit 
card bills, or other debt obligations you have. Once you know how much 
you can afford and have decided on a lender, you will need to apply for 
a mortgage.
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Mortgages
People often apply for a mortgage to purchase a home because they do not have 
all of the cash on hand necessary to make the purchase. A mortgage is a type of 
loan that is secured by real estate property as collateral. Payments on mortgages 
are made over an extended period of time, generally 15 or 30 years. Figure 15.8 
explains typical mortgage vocabulary.

Principal The amount borrowed on which the interest is paid

Annual Percentage 
Rate

The interest rate on borrowed funds expressed as a percentage for an entire year

Loan Term The length of time during which the loan must be paid

Interest Rate The rate, paid for the use of the money borrowed, expressed as an annual percentage of 
the principal

Down Payment The initial amount of money you put toward the purchase price

Closing The meeting between buyers and sellers, or their agents, at which property ownership 
is transferred

Closing Costs Numerous expenses incurred by buyers and sellers during the completion of a real 
estate sale; for example, attorney fees, document costs, escrow fees, real estate 
commission, and title costs

Escrow Money taken by the lender from monthly mortgage payments to be used for a specific 
expenditure, such as property taxes and homeowners insurance

Appraisal The process of assigning a value to real estate

Points A specified amount of up-front money paid at closing in return for a lower interest rate, 
usually 1% of the loan for each point; also referred to as discount points

FIGURE 15.8

Mortgages fall into two categories: fixed-rate and adjustable-rate mortgage. A fixed-
rate mortgage has an interest rate that remains constant for the term of the loan. 
This benefits the homeowner because the monthly loan payment does not change 
over time. If the taxes or insurance are included in the monthly mortgage payment, 
the amount due each month will increase only if taxes and insurance go up.

With an adjustable-rate mortgage, or ARM, the interest rate is “adjusted” 
periodically based on financial market conditions. This type of mortgage is also 
referred to as a variable rate mortgage. The initial rate is normally lower than 
that of a fixed-rate mortgage, resulting in lower payments. After an initial time 
period, the interest rate could increase and make an affordable monthly mortgage 
payment unaffordable.

For Review Purposes Only

DBF_title


Unit 4 · Chapter 15     Personal Financial Literacy312

15 · Major Purchases

Obtaining a Mortgage
Before actually applying for the mortgage, you should analyze the costs of 
owning a house in addition to choosing a fixed or adjustable rate loan.

Understand your loan term’s impact.

Although the monthly payment on a 15-year term will be higher, the 
longer the mortgage loan term, the more you will end up paying to own 
the property free and clear.

Maximize your down payment.

Traditionally, buyers are required to pay 20 percent of a property’s 
purchase price as a down payment, with the lender financing the balance 
of the purchase price. The more money you put down, the less you will 
have to borrow. You may also be able to negotiate a lower interest rate 
with a bigger down payment. If you are unable to put down 20 percent, 
you will pay an additional insurance called private mortgage insurance, or 
PMI. PMI protects the lender in case a borrower stops making payments on 
the loan. Once you have paid your loan up to the 20 percent mark, you will 
no longer have to pay the extra PMI expense.

Go Figure

If you ever decide to take on a long-term debt such as a mortgage, vehicle loan, personal loan, or 
a credit card, you will need to use math to determine your principal and interest.

For example, Justin plans on taking out a 30-year mortgage for $250,000. His interest rate is 4%, 
property tax is 1.25%, and home insurance is $1,000.

Based on those projections, Justin uses an online calculator to determine principal and interest 
aggregate monthly for his long-term debt. He also uses the calculator to review his repayment 
summary and is shocked to learn that over the course of the loan term, he will pay more than 
$179,000 in interest.

This motivates him to pay off the loan much sooner than the 30-year term to save on the 
interest costs.

Your Turn

Imagine you are getting ready to buy your first home for $150,000 and you need to take out a 
mortgage to pay for the expense. Assuming you will have a 20% down payment and receive 
a 4% interest rate, use an online calculator to determine principal and interest aggregate 
monthly for your long-term debt. For instance, review this online calculator to get started: 
mortgagecalculator.org.
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Know how much money is due at your closing.

In addition to the down payment, closing costs can range from 2 to 5 
percent of the purchase price. 

Once you have signed an agreement to purchase a property, getting a 
mortgage is essentially a three-step process:

1. Loan Application Package

The mortgage process begins with completing a loan application and 
submitting the required paperwork. This is known as a loan application 
package. Lenders need documentation regarding your income, monthly 
expenses, and debt to determine how much you can afford, and therefore 
how much they would be willing to lend you.

The components of a loan application package include:

Uniform Residential Loan Application
Lenders require you to complete this standard form to verify the profile 
of a borrower.

Purchasing contract
This document shows the purchase agreement established by the seller 
and buyer.

Identification
You will need to verify your identity by presenting documents such as a 
driver’s license or Social Security card.

Proof of financial capabilities
The lender will want to see a history of previous income tax returns, 
saving and investing accounts, pay stubs, and previous properties 
you may have owned to confirm you have the capability of repaying 
your loan.

Negative credit records
If you have any negative records, such as bankruptcy, the loan 
application package should also include documentation of it.

2. Loan Processing and Approval

The lender will verify the information in the loan application package. In 
addition, the property will be inspected and appraised. The lender wants 
to make sure that the property is worth more than the amount they are 
lending you. Once the mortgage is approved, a closing date is scheduled.

Before proceeding with closing, you should calculate your home loan 
payment schedule so you understand your financial responsibilities. 
Mortgages are amortized over specific periods of time, meaning you will 

Did You 
Know?

80% of homebuyers 
believe their home is a 
good investment, with 
44% saying it is better than 
stocks.

Source:
National Association of Realtors
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pay back the debt in monthly installments. The most common timeframe is 
30 years, but you can also get a 15-year term. Your loan payment schedule 
will vary depending on the factors of your mortgage, including how much 
money you are borrowing, your interest rate, how much you can afford to 
put down at the time of purchase, and the length of your loan. Figure 15.9 
demonstrates how a loan repayment schedule can vary significantly based 
on interest rates.

3. The Closing

A representative of the lender will facilitate the closing. Before signing any 
papers and exchanging money, all parties should understand the terms of 
the sale. The services and fees charged to the borrower and the seller are 
itemized on what is known as a HUD-1 Settlement Statement. This is the 
standard form used in the United States to identify the money exchanges 
in a real estate transaction.

A mortgage to purchase a home is a substantial financial obligation. Failure to pay a 
mortgage may result in foreclosure. A mortgage lender may foreclose on a property, 
or take possession of it, if an owner has not met the mortgage obligation. The 
property can then be sold to recoup the mortgage loan. Decide whether to rent or 
buy, and make sure you fully understand your options before making a choice.

Being a Savvy Consumer
Being an informed consumer is the best way to be satisfied with your buying and 
borrowing experiences. Any time you spend money for a product or service you want 
to be certain you are getting what you want.

Before you spend your money on a major purchase such as financing a car or home, 
remember these tips:

 z Research the product or service carefully, including customer reviews

 z Read the seller or lender’s policies, terms, and conditions thoroughly

 z Understand any warranties, or written guarantee that the seller will stand 
behind the product or service

FIGURE 15.9

$1,194 at 4% interest

$1,267 at 4.5% interest

$1,342 at 5% interest

$1,419 at 5.5% interest

$1,499 at 6% interest

If you borrow $250,000 for a 
30-year mortgage, analyze how 

your monthly payment varies 
based on the interest rate.
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 z Conduct comparison shopping by researching the pros and cons of each 
option and average costs of all expenses—use this information to analyze 
them to find the best fit for your needs

 z Be aware of sales and marketing strategies and be careful to avoid predatory 
lenders

 z Employ negotiation strategies by conducting market research and presenting 
viable facts to a seller to obtain your desired price point

 z Once you make the purchase, save all paperwork and receipts

CareerConnections

Buyers and Purchasing Agents
Buyers and purchasing agents buy products and services for organizations to 
use or resell. They evaluate suppliers, negotiate contracts, and review the quality 
of products. They try to get the best deal for their organization by finding the 
highest quality goods and services at the lowest cost. They do this by studying 
sales records and inventory levels of current stock, identifying foreign and domestic 
suppliers, and keeping up to date with changes affecting both the supply of, and 
demand for, products and materials. Purchasing agents and buyers consider price, 
quality, availability, reliability, and technical support when choosing suppliers and 
merchandise. To be effective, purchasing agents and buyers must have a working 
technical knowledge of the goods or services they are purchasing.

Educational requirements for buyers and purchasing agents usually vary with the 
size of the organization. Although a high school diploma may be enough at some 
organizations, many businesses require applicants to have a bachelor’s degree. For 
many positions, a degree in business, finance, or supply management is sufficient. 
Buyers and purchasing agents also typically get on-the-job training for a few months. 
During this time, they learn how to perform their basic duties, including monitoring 
inventory levels and negotiating with suppliers.

The median annual wage for buyers and purchasing agents varies depending on the 
industry. Professionals in the retail trade sector average $49,000 in annual salaries, 
while buyers and purchasing agents in the federal government earn $85,000.

bls.govSource: 
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In this chapter, you learned about renting versus owning a home and leasing versus owning a 
vehicle. Major purchases such as cars and property can dramatically alter your financial path. 
You must think critically and apply consumer purchasing strategies to ensure you make the right 
choices concerning major purchases.

Instructions
Demonstrate your knowledge of this chapter 
by completing the following review activities.

Note: If you do not have access to the eText 
of this book, Chapter Review worksheets 
should be provided by your instructor.

Define Key Terms 
Apply your knowledge of the chapter 
reading by defining key vocabulary terms.

Test Your Knowledge
Test your knowledge of the chapter reading 
by answering short answer questions.

Read and Write
Review Dollar Dilemmas about Jackie who 
is interested in getting a new car. Apply 
what you have learned by writing an essay 
evaluating how she can weigh the costs and 
benefits to make an effective decision.

Listen and Speak
Apply your knowledge of the chapter by 
researching an apartment and developing a 
budget to share.

Create and Design
Use what you have learned in this chapter 
to calculate several loan options using an 
online calculator.
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capitalized
deferment
Federal Work-Study 

Program 
forbearance
Free Application for Federal 

Student Aid (FAFSA)
grant
postsecondary plan 
private lender
scholarship
student loan
subsidized loan
unsubsidized loan
529 pre-paid tuition plan
529 college savings plan

Chapter 16  
Paying for 
Education and 
Training
If you decide to pursue postsecondary education or training, you 
will need to consider a variety of factors, from finding sources of 
funding to understanding when and how to apply for financial 
assistance. Although education and training can be expensive, 
starting early in seeking funding options can help you prepare for 
the expenses in your budget.

Objectives
After reading this chapter, you will be able to:

 ; Differentiate between different types of 
postsecondary funding

 ; Describe the advantages and disadvantages 
of various types of postsecondary funding

 ; Complete applications for postsecondary 
funding
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Costs of Postsecondary Education
Attending an institution for higher education, such as a university, community college, 
or professional school, can equip you with the knowledge and skills to excel in a career 
of your choosing. Oftentimes, a bachelor’s degree or another form of professional 
training is required to obtain a job or advance within an industry. Although the 
benefits of postsecondary education are plentiful, one of the most common 
challenges that prevents students from attending is determining how to pay for it.

When considering postsecondary education, it is critical that you research the average 
costs of all expenses associated with a four-year college education. For example, in-
state public institutions cost an average of $22,603 annually while private nonprofit 
institutions cost $41,458. In between these two options are out-of-state institutions at 
$32,845 and private for-profit institutions at $31,514.

As you think about these costs and your own finances, consider the choices you might 
make in terms of public or private institutions and in-state or out-of-state schools. 
Comparing costs among training institutions is a valuable exercise to ensure you 
understand your choices and have a strategy in place for how you will fund various 
educational options.

Sources of Funding
As part of your financial plan, it is important to identify sources of funding to assist in 
post-high school education opportunities and determine the cost of repayment for 
each. For instance, learning about the FAFSA application, grants, loans, scholarships, 
529 plans, military benefits, and work-study programs will show you the vast 
opportunities available to help you finance your education. Some people may have 
enough funds saved to pay for college outright, but most often students seek other 
sources of funding beyond savings to pay for educational expenses.

Figure 16.1 provides an at-a-glance understanding of the repayment costs for three 
common sources of funding: grants, student loans, and scholarships.
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Free Application for Federal Student Aid 
(FAFSA)

One of the most common tools to begin exploring sources of funding is the Free 
Application for Federal Student Aid (FAFSA). People use FAFSA to help fund 
college expenses because it is an application submitted to the US government that 
makes you eligible for benefits, including federal student loans, grants, work-study 
programs, and military benefits. Figure 16.2 shows an example FAFSA application.

A

(          )    –  –         –

For Help — StudentAid.gov/completefafsa Page 3

OMB # 1845-0001Step One (Student):  For questions 1-31, leave any questions that do not apply to you (the student) blank. 

Male
Register me

Female

1

2

1

Yes 

No 1

3

Middle school/Jr. high Other/unknown High school College or beyond 1 2 3 4

1 2 3 4

STATE

No

Yes 1

2

MONTH YEAR

3

4

1

2

High school diploma. Answer question 27.  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

None of the above. Skip to question 28.  . . . . . . .General Educational Development (GED) certificate or state certificate. Skip to question 28.

Homeschooled. Skip to question 28.  . . . . . . . . . .

No, but I am an eligible noncitizen. Fill in question 15.  . . . . . . . . . . 2

No, I am not a citizen or eligible noncitizen. Skip to question 16. 3

Yes, I am a U.S. citizen (U.S. national). Skip to question 16.  . . . . . .  1

MONTH YEAR
I am separated . . . . . . . . . . . 

I am married/remarried

I am single . . . . . . . . . . . . .

I am divorced or widowed

3

4

1

2

Step One CONTINUES on Page 4

16. What is your 
marital status as 
of today?
See Notes page 9.

3. Middle 
initial

6. State 7. ZIP code

8. Your Social Security Number   See Notes page 9. 10. Your telephone number

4. Number and street 
(include apt. number)

5. City (and country if
not U.S.)

Your driver’s license number and driver’s license state (if you have one)
12. Driver’s license 

state
11. Driver’s license 

number

13. Your e-mail address. If you provide your e-mail address, we will communicate with you electronically. For example, when your FAFSA has been processed, you will be 
notified by e-mail. Your e-mail address will also be shared with your state and the colleges listed on your FAFSA to allow them to communicate with you. If you do not 
have an e-mail address, leave this field blank.

22. If female, skip to question 23. Most male students must register with the Selective 
Service System to receive federal aid. If you are male, age 18-25, and have not 
registered, fill in the circle and we will register you. See Notes page 9.

21. Are you male 
or female?
See Notes page 9.

23. Have you been convicted for the possession or sale of illegal drugs for an offense that occurred while you were receiving federal 
student aid (such as grants, work-study, or loans)?
Answer “No” if you have never received federal student aid or if you have never had a drug conviction for an offense that occurred while receiving 
federal student aid. If you have a drug conviction for an offense that occurred while you were receiving federal student aid, answer “Yes,” but 
complete and submit this application, and we will mail you a worksheet to help you determine if your conviction affects your eligibility for aid.
If you are unsure how to answer this question, call 1-800-433-3243 for help.

19. Did you become a legal 
resident of this state 
before January 1, 2013?

20. If the answer to question 19 is “No,” 
give month and year you became a 
legal resident of that state.

18. What is your 
state of legal 
residence?

14. Are you a U.S. 
citizen? 
Mark only one.
See Notes page 9.

15. Alien Registration Number

17. Month and year you were married, 
remarried, separated, divorced or 
widowed.
See Notes page 9.

26. What will your high school completion status be when you begin college in the 2018-2019 school year?

1. Last 
name

2. First 
name

Your full name (exactly as it appears on your Social Security card) If your name has a suffix, such as Jr. or III, include a space between your last name and suffix.

Some states and colleges offer aid based on the level of schooling your parents completed.  

Your permanent mailing address

FAFSA

F R E E  APPLIC ATION f o r  FEDER AL STUDENT AID

July  1,  20XX  –  June 30,  20XX

9. Your date 
of birth 

MONTH YEARDAY

24. Highest school completed by Parent 1

25. Highest school completed by Parent 2

Middle school/Jr. high Other/unknown High school College or beyond 

s p i r o s s o p h i a i

1 7   a r c h m e r e  s t

a l b u e r q u e n m 8 7 1 0 1

1 2 3 4 5 6 7 8 9 0 9 2 3 2 0 x x 5 5 5 5 5 5 5 5 5 5

7 7 6 6 8 8 9 0 n m

s p i r o s s 1 @ e m a i l . c o m

FIGURE 16.2

FIGURE 16.1

Grants Student Loans Scholarships

No repayment cost, unless 
the terms of the grant are 
violated (e.g., enrollment 
status changes, grade point 
average falls below required 
amount)

Must be repaid in full, 
including interest rates and 
loan fees. Repayment costs 
will vary depending on the 
terms

No repayment cost. 
Sometimes referred to as 
“free money"
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When to Apply 
Funds given based on FAFSA applications are distributed on a first-
come, first-served basis, so it is important to know when to complete the 
application to give you the best chance of receiving aid. There are three 
deadlines to keep in mind when submitting your FAFSA application: state, 
federal, and individual college. The federal deadline is set by the federal 
government and applies to any individual applying for FAFSA throughout 
the country. State deadlines are unique to each state and can differ from the 
deadline set by the federal government. Additionally, each school or college 
you apply to will also have its own FAFSA deadlines. 

The federal, state, and college level deadlines vary slightly from year to year. 
To determine the deadlines for the year you are applying, visit fafsa.gov for 
federal and state application dates. You are eligible to submit the FAFSA as 
early as October of the year before you are applying for funding, and as late 
as the end of spring semester of your first year in school.

It is critical that you check with the schools or colleges you are applying 
to, either by researching online or speaking with an admissions advisor 
or counselor. Keep in mind that if you are applying to multiple schools in 
different states, the state and college deadlines could vary significantly. It is 
a good idea to keep a spreadsheet of the deadlines required for each school 
and state—as shown in Figure 16.3—along with the federal deadline, so you 
can ensure you submit your materials on time. 

A B C

1 Federal Deadline State Deadlines School Deadlines

2 June 30, 20XX NM – “Check with your 
financial aid administrator”

University of New Mexico – January 6, 
20XX (Priority aid consideration)

3 TX – March 15, 20XX New Mexico State University – March 1, 
20XX

4 CA – March 2, 20XX University of Texas – March 15, 20XX

5 University of Southern California – 
February 13, 20XX

FIGURE 16.3
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How to Apply
Understanding how to complete the FAFSA prior to submission can help you 
be better prepared with required materials to make the process smoother 
once you are ready to fill it out. You will need a number of different materials 
on hand, so it is best to collect these before working on the form.

The FAFSA application can be completed online or submitted via mail as a 
paper copy. Regardless of how you choose to submit your application, you 
will need the following information and materials:

 ; Your Social Security Number

 ; Your Alien Registration Number (if you are not a US citizen)

 ; Your federal income tax returns, W-2s, and other records of 
money earned (you may be able to transfer your federal tax return 
information into your FAFSA using the IRS Data Retrieval Tool)

 ; Bank statements and records of investments (if applicable)

 ; Records of untaxed income (if applicable)

 ; A FSA ID to sign electronically

The FSA ID is short for Federal Student Aid Identification, and it is what allows 
you to log into the online system and sign your FAFSA application. If you are 
considered a dependent, a parent or guardian will also need to create a FSA 
ID as they will be required to cosign your FAFSA forms.

To help you understand how much aid you will be eligible to receive from 
the federal government, you can utilize the online FAFSA 4caster tool to 
explore the FAFSA process. The FAFSA 4caster estimates how much federal 
student aid you can receive based on basic information you provide, such 
as your family income level. The forecaster tool uses this information to 
calculate your expected family contribution, which is the amount that your 
household could potentially contribute to your education. To determine how 
much aid you are eligible for, FAFSA will subtract your cost of attendance 
from your estimated household contribution. The remaining amount 
indicates how much you would be eligible to receive in federal funds. As you 
use this tool to navigate the process, remember that you can seek guidance 
from school counselors to help you with the FAFSA application. 
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Loans
Student loans are funds that you borrow from public or private institutions to 
help you pay for postsecondary education. Loans can be a great tool to help you 
finance college, but before you make any decisions about borrowing money, you 
will need to understand how to differentiate among various types of student loans 
and alternatives as a means of paying for postsecondary education.

As you research sources of funds for postsecondary education and training, 
including student loans, it is important to understand there are options from the 
US government as well as private lenders. Private lenders are typically banks, 
credit unions, or credit card companies that specialize in providing loans. 

Eligibility for student loans from the federal government requires completion of 
the FAFSA. To be eligible for a student loan from a private lender, you will likely 
be required to complete a loan application and credit check. Since a student loan 
may be the first loan you apply for, you may not have a sufficient credit history 
or credit score. In this case, lenders may require that you have a cosigner on your 
application. A cosigner is another individual—such as a parent, guardian, or trusted 
adult—who has a strong credit score and credit history. The cosigner essentially 
provides the lender with assurance that the loan will be paid back on time and in 
full. Keep in mind that if you fail to make a payment, your cosigner will also be held 
responsible for paying the borrowed money back.

Do
lla

r D
ile

m
m

as Brigitte will be the first in her family to attend college. She worked hard in high school, 
has a high GPA, and has been accepted to all five schools she applied to. Brigitte’s 
parents are hardworking but struggling to earn a living, and they aren’t sure how to 
help Brigitte fund her postsecondary education. Brigitte isn’t sure where to go for 
guidance and is worried she won’t be able to go to school because of how expensive it is.

Brigitte is overwhelmed with what to do next. What are some of the first steps 
Brigitte can take as she navigates funding her postsecondary education? 
What resources can Brigitte use to help in her search of funding? What type of 
funding do you think Brigitte will be eligible for and why? What tips could you 
offer Brigitte to help her find funding opportunities?
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Advantages and Disadvantages of Student Loans
Student loan terms can vary depending on the lender and often have 
different requirements and conditions. When researching student loans, it 
is critical that you recognize some of the advantages and disadvantages of 
different options as they may have long-term financial implications.

Loans distributed by the federal government generally have lower interest 
rates than those offered by private lenders. An interest rate is the fee you 
are charged to borrow money from a lender. Interest rates are typically 
charged in the form of a percentage on the principal, which is the actual 
amount of money you are borrowing. For example, if you would like to take 
out a student loan for $20,000 to help pay for school, $20,000 would be your 
principal. On this principal, you might have a 4 percent interest rate, or any 
other percentage that is set by the lender.

There are two types of interest rates: fixed and variable. A fixed interest rate 
means the rate stays the same throughout the duration of your loan and 
does not fluctuate. A variable interest rate changes as interest rates in the 
market change. This means that your payment could vary significantly over 
the course of your loan term. Determining if a fixed or variable interest rate 
is a better option for your loan depends significantly on current market 
conditions. If interest rates are high at the time you take out your loan but are 
decreasing in the market, it may be likely that your interest rate will go down 
and a variable interest rate would allow your interest payment to decrease. In 
the event that interest rates are already low, a fixed interest rate would allow 
you to lock in that low cost for the duration of your loan and not be subject 
to the shifting market. 

Federal loans take two forms: subsidized and unsubsidized. With subsidized 
loans, if you demonstrate financial need, the federal government may pay 
the interest for you while you are in school. Once you graduate or change 
your enrollment status to less than half time, you will begin paying interest 
on your loan. With unsubsidized loans, you are required to begin paying 
interest immediately, even while you are a student. In either case, you are not 
required to begin repayment on the principal of your federal loan as long as 
you are enrolled in a postsecondary institution at least half time. In addition 
to interest rates, all loans typically have a fee you are required to pay when 
applying. The cost of this varies depending on the lender, but it is important 
you factor this in when determining the loan that is right for you.
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Federal student loans have a standard term of 10 years, which means you 
have 10 years to pay off the money you borrowed. Your monthly loan 
repayment will be calculated based on the amount of your loan, spread out 
over the course of 10 years. It will also include any interest or fees associated 
with the loan. As an example, if you borrow $50,000 for a standard term of 10 
years, your monthly payment would be $416, not including interest or fees. 
Repayment of federal student loans can also be spread out over a longer 
period of time, such as 15 or 30 years. Keep in mind that while increasing the 
length of your loan will decrease your monthly payments, it means you will 
be in debt for a much longer period. 

Deferment and Forbearance
When considering borrowing money to pay for school, it is helpful to 
understand how to predict the potential consequences of deferred payment 
of student loans. In the case that your circumstances change and you find 
yourself unable to make payments, you may be eligible for deferment or 
forbearance. During a time of deferment or forbearance, you would be 
temporarily excused from making payments on your loan. 

The major difference between deferment and forbearance is that during a 
deferment, you might not be required to pay interest rates on your loans, 
depending on the terms of your loan. However, in a period of forbearance, 
you remain responsible for the cost of accruing interest. In the case that 
you are responsible for paying interest during a period of deferment or 
forbearance, you can choose to pay as the interest accrues, or have it 
capitalized. This means that you will wait until the period of deferment or 
forbearance ends to pay off any accruing interest. The amount of accrued 
interest during the period of deferment or forbearance will then be added 
to your principal loan amount. This can cause you to pay more money in 
the total term of your loan because your principal has increased and will 
continue accruing interest over the life cycle of the loan.

Deferment is generally the first option to consider when you are unable to 
make payments on your loans, but it also depends on the circumstances 
you are facing. For example, you may be eligible for deferment if you are 
unemployed and unable to find a full-time job, if you are enrolled in a 
graduate fellowship program, or in an economic hardship. 
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CareerConnections

Fundraiser
Fundraisers plan and execute campaigns and events to raise money and donations 
for organizations. They also increase awareness of the goals, financial needs, 
and work of an organization via the design of promotional materials. Day-to-
day responsibilities for fundraisers include contacting potential donors, training 
volunteers, using online platforms to solicit donations, creating messages for 
fundraising campaigns, and maintaining donor information records. 

There are opportunities for fundraisers to work in a variety of contexts, including 
political campaigns, nonprofit organizations, public universities, or religious 
institutions. In 2016, fundraisers held about 90,400 jobs in the United States, with 46 
percent in religious, grant making, civic, and professional sectors. 

To become a fundraiser, you will need a bachelor’s degree and exceptional 
communication skills. Fundraisers spend a significant amount of time 
communicating with others and cultivating relationships with donors, which makes 
degrees in public relations, communications, English, or business popular options for 
those interested in this field. Volunteer and internship experience is a critical element 
in becoming a professional fundraiser as it will give you exposure to interactions with 
potential donors. It is possible for a fundraiser to advance to a manager level, but that 
often requires a master’s degree and years of experience. 

The salary of a fundraiser typically ranges from $49,760–$58,910, though it can be 
much higher or lower depending on the position and sector of work. The median 
wage in 2016 for a fundraiser was $54,130, and the highest 10 percent in the field 
earned more than $91,000. The job outlook for fundraisers is positive—employment 
in this field is projected to grow 15 percent, a rate much higher than average for other 
positions.

bls.govSource: 

There are two different types of forbearance: mandatory and discretionary. 
Mandatory forbearance means that, under specific circumstances, the lender 
is required to allow you to temporarily stop making payments on your loan. 
This may happen if you are called into active duty for the military, participate 
in a national service program such as AmeriCorps, or are in a dental or medical 
residency program. Alternatively, in the case of discretionary forbearance, it is 
up to the lender to decide if they will allow you to pause your loan payments. 
Both deferment and forbearance are offered by the US government, but 
private lenders are not required to consider either option for borrowers.

For Review Purposes Only

DBF_title


Unit 4 · Chapter 16     Personal Financial Literacy326

16 ·  Paying for Education and Training

Grants
As you research various sources of funds for postsecondary education and training, 
consider the option of grants. Grants help offset the cost of your postsecondary 
education and won’t make you go into debt. Grants are funds typically given 
by the federal or state government that you are not required to pay back. The 
postsecondary schools you are applying to may also make grants available to 
fund your education. Some private companies also offer grants, but the federal 
government provides the greatest amount of grant money. Unlike student loans, 
grants are needs-based, so you may be eligible for a variety of funds based on 
your family income level. If you receive a grant, you may still need to fulfill certain 
requirements to remain in good standing, such as full-time enrollment or a 
specific GPA.

Why Apply for Grants
Grants offer a unique opportunity to pay for school because unlike loans, 
you aren’t required to pay them back. In the case of federal grants, you also 
aren’t required to fill out an additional application other than the FAFSA, 
which makes the grant application process simple. Taking a multipronged 
approach to paying for school by combining loans and grants can allow you 
to decrease your debt and stay focused on your academics and long-term 
financial goals.

How to Apply for Grants
Your first step in qualifying for a grant is to complete the FAFSA. The FAFSA 
indicates how much money you are eligible to receive in federal loans, 
grants, scholarships, and work-study programs, so it is the most essential 
component in funding your education. Since federal grants are needs-based, 
the funds you are eligible to receive are based on your individual or family 
income and your expected family contribution towards your education.

By completing the FAFSA, you will automatically be considered for a number 
of federal grants and will not need to complete a separate grant application 
to qualify. Depending on your eligibility, you may be able to receive multiple 
grants. If you are offered an award like the Pell Grant, which is for students 
who demonstrate exceptional financial need, you will not need to worry 
about competing for that funding. All students who qualify for the Pell Grant 
automatically receive those funds via their postsecondary institution.

Some grants from the federal government will not be given to you directly, 
but are instead distributed to the school. Your postsecondary institution can 
use these funds to pay your tuition, room and board, or pay you the money 
directly. This varies based on the institution, and some schools may use a 
combination of payment methods.
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When to Apply for Grants
Since federal grants are based on the FAFSA, the grant cycle is the same 
as other federal funds. You will complete the FAFSA as early as October 
of the year before you are applying for funding and as late as the end of 
spring semester of your first year in school. At this time, you will receive 
information regarding grants, student loans, and work-study opportunities 
you qualify for from the federal and state government, as well as your 
postsecondary institution.

Advantages and Disadvantages of Grants
One of the biggest advantages to receiving grant funding is that you are not 
required to pay it back. Grants are also available specifically to students from 
low-income families, which provides access to postsecondary education to 
those that might not otherwise have the opportunity. Grants can be given on 
a one-time basis or awarded yearly, allowing you to receive the same grant 
multiple times. For example, students who are eligible for the Pell Grant 
can receive funds every year for up to six semesters. You also typically do 
not have to submit an application for federal grants other than the FAFSA. 
This simplifies the application process for you but also underscores the 
importance of completing the FAFSA on time, and even early if you can.

Since you aren’t required to pay back grant money, there are very few 
disadvantages to this form of funding. However, keep in mind that if you 
do not maintain the grant requirements, such as enrollment status or grade 
point average, you may be required to repay some or all of the money you 
received back to the original source. While grants can feel like an easy option, 
it is crucial that you are aware of what is required of you to keep them and 
perform accordingly.

Scholarships
Scholarships are often described as “free money” because like grants, and unlike 
student loans, you are not required to pay them back. There are thousands of 
scholarship funds for postsecondary education, so it is up to you to research what 
the best fit will be for you.

Scholarships tend to be given by private companies and can vary widely in the 
amount of money awarded. Some can be as small as $50 and others may cover 
the cost of your entire postsecondary education. Even if you do not acquire a full 
scholarship, receiving numerous smaller scholarships can add up quickly and 
help lower your out-of-pocket costs for education. While there are many available 
scholarships to apply for, be sure to read the eligibility requirements to determine if 
you qualify before starting your application. It is a good idea to meet with a school 
counselor to help you get started. 
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Scholarships are a helpful tool to lower your school costs and avoid taking on 
debt. Scholarships vary significantly, but many are highly competitive and have 
a difficult selection process. There is often a limited amount of funds available in 
scholarships, and it can be quite challenging to set yourself apart from others in 
the application process. It is helpful to apply for a number of different scholarships 
to increase your chances at funding, but make sure you fulfill the eligibility 
requirements before applying.

Unlike grants, which are needs-based, scholarships are typically merit-based and 
not usually awarded based on financial need. Scholarships are often available for 
high test scores or grade point averages, while others focus on a particular skill set 
or interest. For example, you may get a scholarship for being an athlete, playing the 
piano, or showing a strong commitment to community service. See Figure 16.4 for a 
list of different types of scholarships.

Scholarship Type Award Description

Coca-Cola Scholars 
Program

Academic, 
service

$20,000 Awarded to students for academic achievement 
and community service

Gates Millennium 
Scholars Program

Minority Covers unmet 
education costs

Awarded to minority students with a high GPA 
who are eligible for Pell Grants

American Legion 
National Oratorical 
Contest

Pubic 
speaking

$18,000 Contestants deliver a speech about the US 
Constitution and the duties of citizens

Tupelo Elvis Fan Club 
Scholarship

Music $5,000 Contestants perform live singing, dancing, or 
playing an instrument  

USBC Chuck Hall Star 
of Tomorrow

Sports $6,000 Awarded to students with bowling 
achievements on the local, regional, or national 
level

FIGURE 16.4

Scholarship Deadlines
Scholarship deadlines tend to be the spring semester of your senior year of 
high school, usually between February and April. This means you will need 
to complete your application materials and submit them anywhere between 
October and December. You may find out if you were awarded a scholarship 
sometime between April and August. Scholarships may have varying 
deadlines, so it is important to keep a note or calendar of the due dates to 
avoid missing any. Apply early and often. Even if you miss peak application 
season, don’t give up—some scholarships are awarded multiple times a year. 
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Applying for Scholarships
Although every scholarship will be unique, there are strategies you can use 
to be prepared before you begin the application process. First, you should 
gather the materials you will need to submit. Scholarships often require 
letters of recommendation, a resume, a copy of test scores, a transcript, and 
an essay or writing sample. It is helpful to plan ahead, especially when it 
comes to asking for recommendation letters. It is important to be respectful 
of your recommenders’ time and keep in mind that they may also be writing 
letters for other applicants. Give them plenty of time before the scholarship 
deadline, as they may want to meet with you first or ask questions before 
writing. It can also take time to get copies of test scores and transcripts, so 
budget enough time for that as well.

Most scholarships will require you to submit a unique essay or writing 
sample. Since you may be applying to more than one source of funding, it 
will help you save time by having one or two essays that you can edit to fit 
several different contexts. For example, a story about a pivotal moment in 
your life or about a passion you have been pursuing can be adapted to suit 
different scholarships. While repurposing can be a time-saving method, 
keep in mind that you will be a more competitive candidate if you can truly 
showcase why you deserve the scholarship—and that may involve a lot of 
editing or choosing a different topic. 

You may be able to submit applications online, but other scholarships 
may require you to mail in your materials. Either way, make sure you have 
a copy of what you submitted. It will help you go back and reference the 
materials for other scholarships and allow you to have a record of what you 
have applied for. Digital or hard copies are both good, as long as you keep 
them organized.

Advantages and Disadvantages of Scholarships
Scholarships are very advantageous because they allow you to pay for all 
or some of your education without going into debt. You can apply for 
multiple scholarship opportunities, which will enable you to access 
funds from a variety of sources, ultimately making it easier to 
cover different costs. 

The only real disadvantage to applying for scholarships 
is that some of them can be time-consuming and 
competitive, so it is possible you may put in a lot of 
work on an application and not receive any award. 
However, time spent on applications now could save 
you thousands of dollars in the future, so for many 
individuals it is worth the cost.
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Other Funding Sources
Though loans, grants, and scholarships are all important avenues to fund your 
postsecondary experience, there are also several other options available. It is 
possible that you may use a combination of all of these types of funding sources to 
more adequately fund your education. Take the time to research various sources of 
funds for postsecondary education and training so you can make the best financial 
decisions to pay for your education.

529 Plans
529 plans are savings plans often sponsored by state agencies to encourage 
people to save for college. It is important to understand the use and 
advantages of 529 plans and the benefit of planning early for paying for the 
cost of postsecondary education and training. 529 plans are a great strategy 
to start early in saving for and funding your college education.

They are sponsored by states, state agencies, and educational institutions, 
which means these parties can determine the plan terms and limits. These 
plans may offer tax advantages, but such benefits will need to be balanced 
with the fees and expenses associated with 529 accounts, which may vary 
depending on the type.

Tech Tools

If you are unsure where to start in searching for scholarships, grants, and student loans, there 
is likely an app that can assist you. Outlined below are four free apps to help you explore 
educational funding opportunities. Remember to look early and often.

Scholly 
This app was developed by a low-income student who received $1.3 million in scholarships prior 
to entering school. The student wanted to use his financial savvy to help others find funding 
opportunities for postsecondary education. The app is free and boasts more than $70 million in 
scholarships awarded to users.

CollegeAhead 
Developed by financial giant Sallie Mae, this app not only provides information on funding 
sources, but can also help you navigate the entire process of applying to postsecondary school, 
from choosing the right school to navigating applications and saving for college.

Scholarships.com 
With the ability to search more than 3.7 million scholarships and grants, this app has tremendous 
potential to help you find the right funding opportunity.

Fastweb College Scholarships 
This is a robust search tool providing access to more than 1.5 million scholarships with a value 
of more than $3.4 billion. Fastweb has been around for 20 years and with so many searchable 
opportunities, there is a scholarship to fit every student’s needs and interests.
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There are two types of 529 plans—pre-paid tuition plans and college savings 
plans. Pre-paid tuition plans allow you to purchase credits or units of 
tuition from participating postsecondary institutions at the current cost. This 
means that if you go to college in 10 years, when the cost of tuition will likely 
be higher, you can use the credits you have saved in your 529 to pay the cost 
at the time you invested. The credits you purchase now are not guaranteed 
by the federal government, though some postsecondary institutions do 
provide security. Pre-paid tuition plans are typically only eligible to cover 
the cost of tuition and other mandatory postsecondary fees. These plans 
also may have residency requirements and restrictions on where the tuition 
credits can be used.

College savings plans provide more flexibility in that the money you 
save in your 529 can be utilized for more than tuition expenses and 
mandatory fees. These funds can be used at nearly any institution and the 
postsecondary school of your choice. Unlike pre-paid tuition plans where 
you purchase tuition credits, a 529 college savings plan is an investment 
account that allows you to save for college. To create your account, you 
have the option to choose from mutual funds, principal-protected bank 
products, or exchange traded funds. The state and federal government do 
not guarantee college savings plan accounts, but if you choose to invest in a 
principal-protected bank product it may be insured by the Federal Deposit 
Insurance Corporation.

The advantage of 529 plans is that they allow you to start saving early to 
fund your college experience. If you get in the habit of setting money aside 
on a regular basis for postsecondary education when you are younger, you 
will have a longer period of time to grow that money, setting you up well for 
the future. One disadvantage of 529 plans is that you cannot predict how 
policies and restrictions will evolve over time and how it will impact the way 
you use the money. For instance, there may be restrictions on what college-
related expenses are eligible for use when you are ready to attend college. 
Additionally, since college savings plans are based on investments, funds ebb 
and flow as the market fluctuates.

Military Benefits
You may be able to utilize military benefits to pay for school if you are the 
dependent of a guardian who is currently, or was previously, in the military—
or if you are in the military yourself. The US military recognizes the sacrifice 
made by those in the service and often provides exceptional opportunities 
for educational funding.

You can receive postsecondary education benefits from the military both 
while you are an active service member and after your active duty has 
ended. Military support may include tuition assistance, loan repayment, 
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work-study programs, and stipends. Each military unit may have additional 
opportunities for funding, so when researching sources of funds for 
postsecondary education, be sure to consult with an advisor or counselor in 
your unit for more specific information and guidance.

Additionally, if your parent or guardian was in the service, you may be 
eligible for additional funding opportunities. For example, the Post 9/11 GI 
Bill allows for sharing of educational benefits with family members. The bill 
covers the cost of tuition, provides a living stipend, and offers money up to 
$1,000 for books and other required supplies. In the instance that a family 
member receives this award but does not use it in its entirety, he or she may 
be able to transfer the funds to you. 

Education benefits offered through the military are highly advantageous 
because they often cover full tuition, room and board, and living expenses. 
Both in active duty and as a veteran, you have the opportunity to receive 
free college or postsecondary educational experiences. However, the 
disadvantage of military benefits is that they often require an extensive 
commitment to the US Military to qualify. Some opportunities may 
require you to be in active or reserve duty for a number of years, which 
can significantly influence your future career path. Depending on your 
perspective, this level of commitment can be both an advantage and a 
disadvantage, so it is important for you to reflect on and think about your 
values before committing to a military program.

Federal Work-Study Programs
The Federal Work-Study Program provides opportunities for students 
with financial need to gain part-time employment to help pay for education 
costs. You may be employed on or off campus, but most positions are 
related to civic engagement or should be tied to your course of study in 
some way. Work-study programs are administered by your postsecondary 
institution’s financial aid office, so you will want to meet with an advisor 
or counselor there to determine what you qualify for and how to apply. 
Undergraduate, graduate, and professional students are all eligible for work-
study opportunities, depending on their institution. To apply for work-study 
opportunities, you must complete the FAFSA.

The Federal Work-Study Program offers many advantages. You will gain 
valuable work experience in a field that interests you, earn money to pay for 
your education, and gain valuable skills in time management by balancing 
your course load with employment. However, one disadvantage is that it 
can be challenging to work and attend school at the same time. You may 
have competing priorities between work and school and need to keep 
longer hours to be able to do both. In the end, the work-study program will 
ultimately help you pay for your education while helping you to stay out of 
debt, which may outweigh any disadvantages.
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Postsecondary Plan
As you understand and begin preparation for career and post-high school training, 
it is important that you create a postsecondary plan that includes strategies for how 
you will fund your education and training. A postsecondary plan includes topics 
such as application requirements; testing requirements; certification requirements; 
associated deadlines; associated costs, including living expenses; job prospects and 
opportunities; beginning earnings; expected future earnings; and resumes and cover 
letters. Developing a postsecondary plan will assist you in making smart financial 
choices today to build a healthy financial future tomorrow.

To create a postsecondary plan, answer the following questions:

 z What type of job do you want? What are the beginning and expected future 
earnings of this job?

 z What job prospects and opportunities exist within your desired career field?

 z What education, training, or certification will be required to obtain your 
desired job?

 z What application and testing requirements may be required to reach 
your long-term career goals? What are the associated deadlines for these 
requirements?

 z What type of education institution would provide you with the skills and 
experience needed, such as public versus private or in-state versus out-of-state 
institutions?

 z What associated costs will you face in addition to postsecondary education 
expenses, such as living expenses?

 z How can you develop an effective resume and cover letter to reach your long-
term goals?

Contemplating questions such as these in your postsecondary plan will help you 
make the most of your college education, or whatever option best matches your plan. 
Funding postsecondary education can be a big financial decision, so understanding 
options for securing funding, as well as having a clear understanding of how education 
fits into your long-term plan, will keep you focused on your goals. 
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Go Figure

Math is a valuable tool in budgeting for your fixed and variable living expenses, such as rent, 
car payments, bills, and food. Now that you understand more about various ways to fund your 
postsecondary education, you will also need to consider how the cost of tuition will fit into your 
overall budget. Read Jerome’s story below to learn how he handles tracking his grant and loans 
for school.
Jerome is starting college in the fall, and he’s been feeling overwhelmed with how to organize 
his funding options for the upcoming academic year. He decides to meet with his financial aid 
counselor before school starts to help him understand how to calculate and manage his monthly 
loan payments. Together, Jerome and his counselor come up with the following chart.

Grants Jerome qualified for the Pell Grant. $5,800

Loans Jerome’s FAFSA application indicated that he is eligible for $45,000 
in student loans. He has decided to accept the full amount from the 
federal government.

$45,000

Fixed 
Interest Rate

Jerome’s loan is unsubsidized, so he will be required to pay 4.5% 
interest on the amount he borrowed while he’s in school.

4.5%

Loan fee Jerome’s loan fee on his unsubsidized loan is 1.066%. 1.066%

Loan Term Jerome wants to pay off his loan as soon as possible so he has chosen 
the shortest loan term.

10 years

Your Turn

Based on Jerome’s planning chart, what would his monthly payment be for a loan term 
of 10 years? What about a 15- or 30-year loan term? What are some of the advantages and 
disadvantages of having a longer-term loan versus a shorter-term loan.
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In this chapter, you learned about funding opportunities from the government and private 
institutions to help pay for postsecondary training. You compared the advantages and 
disadvantages of loans, grants, scholarships, and other sources of funding. The process of funding 
your postsecondary education and training all begins with the FAFSA application, which allows 
you to be eligible for a multitude of funding options. Funding education and training opportunities 
can have long-term financial impacts on your life, so it is essential you research and understand the 
complexities of each option before making commitments.

Instructions
Demonstrate your knowledge of this chapter 
by completing the following review activities.

Note: If you do not have access to the eText 
of this book, Chapter Review worksheets 
should be provided by your instructor.

Define Key Terms 
Apply your knowledge of the chapter 
reading by defining key vocabulary terms.

Test Your Knowledge
Test your knowledge of the chapter reading 
by answering short answer questions.

Read and Write
Review Dollar Dilemmas about Brigitte, who 
is the first in her family to attend college and 
is unsure of how to pay for her education. 
Apply what you have learned by writing 
an essay about strategies she can use to 
finance her college career.

Listen and Speak
Apply your knowledge of the chapter by 
developing a postsecondary plan and 
creating an artifact to summarize your plan 
in a presentation.

Create and Design
Use what you have learned in this chapter to 
create a chart calculating potential monthly 
loan payments based on your eligibility 
from the FAFSA 4caster.
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Key Terms

501(c)(3) organization
charitable giving
humanitarian aid 
qualified charitable 

organization
schedule A form

Charitable 
Contributions
Many consumers allocate funds to charitable giving as part of their 
overall financial plan. Learning how to evaluate charitable causes 
and how to incorporate giving into your budget will help you 
assess how, when, and where to give—whether it is with your time, 
money, or other resources.

Objectives
After reading this chapter, you will be able to:

 ; Understand the value and benefits of 
charitable giving

 ; Evaluate charities based on purpose, 
management, outcomes, and reputation

 ; Explain the tax benefits of charitable 
contributions

Chapter 17  
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Value of Charitable Giving
The importance of making an impact on the world has become an increasingly 
prominent value among those entering the workforce. With 67 percent of households 
donating an average of more than $2,000 per year, it is clear that charitable giving 
is one of the ways Americans contribute to the greater good by making a positive 
impact. When considering your overall financial plan, it is helpful to understand the 
impact, value, and benefits of charitable giving—and how to build charitable giving 
into your budget.

Charitable giving is the act of donating money, time, resources, and other assets 
to an organization or company without expecting anything in return. In essence, it 
is providing a gift to an institution without expecting to be repaid. It is important to 
understand that charitable giving goes beyond the act of giving money. Sometimes an 
organization may benefit more from volunteer hours or donation of goods, rather than 
additional sources of funds.

When considering building giving into your financial plans, it is first important to 
connect the ways that charitable giving, volunteer service, and philanthropy can 
improve community development and quality of life. Charitable organizations 
typically provide support to communities in the form of humanitarian aid or long-term 
sustainable projects.

Charities that provide humanitarian aid often contribute life-saving support like 
food, water, and shelter in the case of an emergency, such as a hurricane, earthquake, 
or war. These organizations typically focus on the immediate survival needs of the 
populations they serve. The services provided by humanitarian aid may be offered in 
the short term until the crisis has waned.

Other charitable organizations may focus on longer-term and less acute circumstances. 
The projects may go beyond basic needs and include education, building schools or 
parks, and mentorship programs. These projects are often longer-term with the goal of 
creating a sustainable impact on the community they serve. In some cases, a charitable 
organization may focus on both short- and long-term projects. 
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Charitable organizations also operate domestically and internationally, so the positive 
impacts of the projects they implement can be felt globally and locally. Ultimately, 
charitable organizations focus on the survival, growth, and development of human 
beings. Oftentimes, charities provide the path through which necessary funds and 
resources reach some of the world’s most vulnerable people, allowing them to 
improve their quality of life. Some of the pros of charitable giving are based in creating 
positive social and economic impacts, ultimately resulting in individual or community 
empowerment, self-sufficiency, dignity, and self-confidence.

However, giving to charities has more than a positive impact on those directly 
receiving services from charitable organizations. Numerous studies show that the 
act of giving also has a positive impact on the giver. To put it simply, giving to others 
makes us feel good. According to Time Magazine, one study by researchers from the 
University of Zurich in Switzerland noted that even the thought of planning to give 
a small amount of money offered the same level of happiness as giving away a lot. 
Another study conducted by the Harvard Business School found that, regardless of 
income, people reported greater happiness when spending money on others instead 
of themselves. These studies showcase that one of the reasons people may choose to 
donate money to charitable organizations and other not-for-profits—while building 
the expense as a fixed budget item—is because they gain satisfaction from donating.

While giving to charity may seem like an obvious good deed, it is critical to discuss 
the pros and cons of charitable giving. The influx of money, goods, and volunteers can 
have a large impact on communities, both positively and negatively. Before factoring 
charitable giving into your financial plan, you must first understand what it means to 
give on a more nuanced level. 

The cons of charitable giving often occur when an organization provides goods or 
services that fall outside of what the community wants or needs. This can be especially 
problematic when an organization does not consult or partner with the community they 
serve. In these circumstances, organizations often approach their work as being a gift or 
a “hand out” to economically disadvantaged communities. This can often cause projects 
to fail because there is not community involvement or investment in the projects.

For example, there are countless examples of charities building wells in 
developing countries without consulting local people or involving them 
in the process. These wells then become dilapidated because the 
community feels no ownership of the project, was not trained in 
how to maintain the technology, or has a different method for 
water collection that better suits their culture and lifestyle. When 
money, goods, or services are given to a community instead of 
collaboratively involving community members in projects, they 
are put in a position of lesser power and have less ownership, 
control, and direction over their own development.
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Additionally, it is important to consider how charitable giving will factor into your 
budget. You will be in a greater position to give to others if you are financially healthy 
yourself. Overextending yourself and continually living beyond your means will make 
it difficult to budget for giving that may be important to you. The cons of charitable 
giving should not dissuade you from donating, but instead empower you to do your 
research and be thoughtful about how your donated goods, funds, and services are 
being used. Keep in mind that the most successful projects are co-created by the 
community and charitable organizations—and where community members are active 
agents in their own community development.

Evaluating Charities
To avoid some of the pitfalls and cons of charitable giving, it is essential that you 
critically examine the charities you intend to donate to. To do this, you must evaluate 
specific charities based on purpose, management, outcomes and results, and 
reputation. Many organizations are doing impactful, sustainable work in partnership 
with community members, but you may have to do some research to find them.

Use the questions below to help you build a charity profile by evaluating each of the 
four critical criteria: purpose, management, outcomes and results, and reputation.

1. Purpose
 z What type of charity is the organization (e.g., religious, secular, etc.)?

 z What is the mission of the organization? Does it focus on a specific issue or 
population?

 z Does the organization specialize in humanitarian aid, long-term projects, or both?

 z Do the values and mission of the charity align with your own personal values? 

2. Management
 z How does the charity work in partnership with local community members to 
create projects and programs?

 z What role do community members play in the projects and programs 
implemented by the charity?

 z Is the organization managed by local community members or those outside of 
the community?
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Choosing a charity to donate to is a vital part of the giving process. Everyone has different values 
and causes they are passionate about, so it is helpful to conduct research and be comfortable 
with where your funds are going. Review the websites below to help you navigate the giving 
process:

The Life You Can Save (thelifeyoucansave.org) 
Explore the impact calculator by entering in a dollar amount and selecting an organization. This 
will show you exactly how your chosen organization will use that amount of money.

Why We Give (whywegive.co) 
This website showcases the stories and impact of ordinary donors that typically contribute 
smaller amounts of money to charitable organizations. Peruse individual profiles and donors to 
get inspired and learn more about the causes they support.

Charity Navigator (charitynavigator.org) 
This website evaluates more than 9,000 charities in the United States for financial health, 
accountability, and transparency. As the largest and most-utilized charity evaluator in the nation, 
they offer an unbiased and objective rating of well-known and lesser-known charities.
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 z How much of your donation (time, money, materials) will actually reach the 
people who need it? If it is a small amount, where is the remainder of your 
donation going?

3. Outcomes and Results
 z How does the organization evaluate its projects and programs?

 z How does the charity ensure its projects and programs are sustainable and 
have a positive impact?

 z How do they measure their impact in the short term and over time?

4. Reputation
 z Is the organization well-known for having a positive impact?

 z How transparent is the organization with its funding and projects?

 z What story is the organization telling about the individuals and communities it 
works with? 

 z Are community members depicted as passive recipients of aid? Are they shown 
working in partnership with the organization as active agents of change?

Typically, people choose to give to organizations that they feel are transparent, share 
similar values, and have a clear mission and future vision. The above questions can 
help you determine if you would feel comfortable supporting a specific charity or 
organization as part of your overall financial plan.
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Planning to Give
Once you have decided on an organization you would like to support, it is helpful to 
determine how this act of charitable giving fits into your spending plan. Keep in mind 
that you do not need to have millions of dollars to give to charitable organizations and 
make an impact. Even the smallest donation can make a difference. Small, collective 
impacts have the power to make big changes.

Use the questions below to help you consider how you will factor charitable giving 
into your financial plan:

What would you like to donate?
Giving to charitable organizations can extend beyond money. You may instead 
choose to donate your time by volunteering or cleaning out your closet and 
donating your gently used items.

If you plan to donate money, how much?
Giving to charitable organizations can be an important and satisfying component 
of your financial plan, but you should consider how much you could afford to 
donate before doing so.

It is key not to overextend your finances, so while you may want to donate half of 
your income to an organization you are passionate about, you must first ensure 
your other essential living expenses are covered. If you are unable to donate as 
much money as you would like, you could supplement by donating your time in 
conjunction with financial contributions.

How often would you like to donate?
Since charities typically always accept monetary donations, you can donate to 
charitable organizations at almost any time that works for you. Consider the 
frequency you would like to contribute to the organization, perhaps weekly, 
monthly, or yearly. If you choose to donate money on a regular basis, you may want 
to consider this as a fixed expense in your budget. Alternatively, it may remain a 
variable or periodic expense depending on donation frequency.

Refer to Figure 17.1 for an example budget showcasing charitable giving as both 
a fixed and variable expense. If you choose to donate your time or goods, check 
with the organization to see what its needs are. The organization may not need 
volunteers or material items at the time you are ready to donate.
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Monetary charitable giving can have a place in your financial expenditures just 
as other budget items do, including rent, insurance, and food. The art to making 
meaningful monetary contributions is to account for them in your budget ahead of 
time so you are prepared to make the donation with readily available funds.

Monthly Budget
Income

Wages $2,000

Tips $210

Total Disposable Income $2,210

Expenses

Fixed Savings $225

Emergency Fund $50

Rent $500

Student Loans $189

Car Loan and Insurance $344

Cell Phone $109

Humanitarian Aid $25

Total Fixed $1,442

Variable Food $200

Clothing $70

Gas and Utilities $225

Community Project Charity $100

Entertainment $80

Total Variable $675

Total Expenses $2,117

Surplus $93

FIGURE 17.1
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Examples of Charitable Giving
Charitable giving can take many forms, and there is not one right way to donate. Below 
you will see some examples of how charitable giving can take shape for different 
people. As you read, think about some of the ways you might explore charitable giving 
that would align with your lifestyle and budget. 

Jessie is a senior in high school and has a part-time job at the local grocery 
store. She makes just enough to be able to pay her cell phone bill, car insurance, 
and put some money in her savings account each month. Jessie is passionate 
about her community and has been noticing many people in her area struggling to 
make a living. Since she doesn’t have any disposable income but still wants to give 
back, Jessie decides to volunteer at the local homeless shelter. She is good with 
computers, so she helps the shelter organize its financial records and more clearly 
document its training programs. 

Hassan just graduated from college and is working at his first job. He has 
created a budget and realizes that he has enough income to be able to donate to 
a local charity. He chooses to donate $200 four times a year to an organization that 
supports supplemental education programs for low-income high school students. 

CareerConnections

Training and Development Specialists
Training and development specialists work for a variety of companies and 
organizations where they train employees on important knowledge and skills 
specific to the work environment. In their work, training development specialists 
might create new training manuals, develop online learning content, review and 
deliver in-person trainings to employees, and evaluate training programs. In addition 
to this, they facilitate formal and informal learning sessions, monitor other instructors, 
and guide employees through online trainings.

Most training and development specialists have a bachelor’s degree, typically in 
human resources (HR), education, training and development, or instructional design. 
Most positions in this field require previous work experience, such as instructional 
design or teaching. Master’s degrees may substitute for previous work experience if it 
is in a relevant subject to what the company or organization is looking for.

Since training and development specialists work with people in collaborative 
learning environments, communication skills top the list of important qualities for 
those in this position. Others include analytical skills, creativity, and instructional 
abilities. Most are employed in professional, scientific, and technical services with a 
median salary of $59,020 per year.

bls.govSource: 
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Addison is a sophomore in high school. To earn money, she babysits for her 
neighbors on the weekends. She loves kids and wants to make a bigger impact 
in her community. She decides to volunteer to become a “big sister” with a local 
charitable organization. She meets with her new “little sister,” Corey, once a week 
to play games, tutor, and read.

Devin’s family is moving to a new house next month and they are packing 
all of their belongings. They realize they have a lot of gently used items they no 
longer need. Not wanting to throw these items away, Devin and his family donate 
them to a local charity.

Tax Benefits
Before donating, take a moment to understand the tax benefits of charitable 
contributions so you can make donations that work for your long-term financial plan. 
Not only does charitable giving have the power to change lives and make us feel good, 
it is also incentivized by the government through tax deductions. A tax deduction 
reduces your taxable income on certain expenses. For example, if your gross annual 
income is $45,000 and you donated $5,000 to charity within the same calendar year, 
you would be taxed on $40,000 instead of your full salary. Essentially, you are not taxed 
on the money you gave away to qualified organizations. 

Qualified Charitable Organizations
Not all donations will be recognized as qualified for tax deductions by the 
government, so before contributing to the cause of your choice, it is a good idea 
to conduct research and determine if you will be able to deduct the donation 
from your taxes. A qualified charitable organization is typically a 501(c)(3) 
organization. This means the organization has been approved by the IRS as tax-
exempt and is not required to pay some federal taxes.

There are a wide variety of organizations that would be considered qualified for tax 
deductions, such as: 

 z Churches and other religious organizations

 z Tax-exempt educational organizations

 z Tax-exempt hospitals and some medical research organizations

 z Government agencies such as a state or division of a state

 z Some private foundations that distribute the contributions they receive to 
public charities

 z Some membership organizations that receive more than a third of their 
contributions from the general public
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If you are unsure whether the charity you plan to donate to qualifies for a tax 
deduction, review the IRS website irs.gov to confirm.

Keep in mind that donating to individuals and international organizations or 
volunteering your time do not qualify for tax deductions. If you are interested 
in making an international impact but would like the benefit of tax deduction, 
consider donating to a US-registered organization that works internationally. 
Additionally, while your volunteer time is not tax deductible, you are able to deduct 
the funds you spend for out-of-pocket costs while you donate your time. For 
example, you may be able to account for mileage or gas expenses while you are 
a volunteer.
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as Lindsey is a young professional looking to build charitable giving into her financial plan. 
She’s worried that she won’t be able to afford donating to a charitable organization on 
a regular basis and is unsure of how to fit the expense into her budget. She has heard 
that there are tax benefits for donating but doesn’t understand what they are. She also 
has a general awareness that charities do good work, but she is struggling to connect 
the role that charitable giving, volunteer service, and philanthropy play in community 
development and quality of life.

What steps can Lindsey take to determine how charitable giving fits into 
her spending plan? How would you explain the tax benefits of charitable 
contributions to Lindsey? How would you help Lindsey understand the link 
between charitable giving, volunteer service, and philanthropy and the role 
they play in community development and quality of life?

Requirements for Charitable Tax 
Deductions

Oftentimes, for a charitable donation to be eligible for a tax deduction from the 
government, you will need to have paperwork or receipts as evidence. Most 
charities do not provide written documentation for donations below $250, but 
typically offer to provide a donation receipt for any amount donated. To claim 
a deduction greater than $250, you will need paperwork from the charity that 
includes vital information about your donation such as the amount and date of 
the contribution. Either way, it is a good best practice to ask for documentation, 
regardless of your donation size. You can also get a receipt for non-monetary 
donations such as household items or clothing.
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Go Figure

Understanding how to anticipate tax deductions for your charitable giving expenses is an 
important component to your financial plan. It allows you to be more strategic about where you 
will choose to donate your funds and can also help you save money in the long-term. Read about 
Jeremy’s case below and help him determine how to calculate his potential tax deduction.

Jeremy’s gross annual income is $52,500. Last year he donated $500 to qualified charitable 
organizations. He also volunteered for one non-qualified charitable organization where he spent 
$1,000. Jeremy moved and donated a lot of household items, including furniture, kitchen appliances, 
and clothing. His receipt for these expenses notes that his donations were worth $2,500.

Jeremy chose to take an itemized deduction, which resulted in his taxable income being $48,000.

Your Turn

Review Jeremy’s story and calculate the amount of his itemized tax deductions from last year. 
Assuming the standard deduction for a single tax filer is $6,000, determine whether Jeremy 
would have received a larger tax deduction if he had chosen to use the standard deduction 
instead of itemizing his expenses. If he had used the standard deduction, what would his 
taxable income be?

Donations to charitable organizations can be deducted in the same year you make 
the donation. This means that you should ensure your donation is made on or 
before December 31 of the year you would like to claim the tax deduction. When 
factoring in your charitable giving to your taxes, you can choose to take a standard 
deduction or an itemized deduction. 

If you choose an itemized deduction, you would be responsible for creating a list of 
all of your possible tax-deductible expenses and submitting them via the schedule 
A form. The schedule A form is how you account for and submit your itemized 
deductions to the government on your taxes. This would be filed using Form 1040, 
which is a common form required by the government when submitting taxes. 

You will have to choose either a standard deduction or an itemized deduction—
you cannot do both. In general, it is better to itemize your deductions when they 
are larger than the standard deduction allowed by the IRS. This will ultimately make 
your taxable income smaller.
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In this chapter, you learned about the benefits and value of charitable giving, as well as the pros 
and cons of donations. Evaluating charities based on purpose, management, outcomes, and 
reputation can allow you to make well-informed decisions about where to donate to ensure 
that your time and money are going towards sustainable solutions. You also learned about the 
tax benefits of charitable contributions and how to account for those via standard or itemized 
deductions.

Instructions
Demonstrate your knowledge of this chapter 
by completing the following review activities.

Note: If you do not have access to the eText 
of this book, Chapter Review worksheets 
should be provided by your instructor.

Define Key Terms 
Apply your knowledge of the chapter 
reading by defining key vocabulary terms.

Test Your Knowledge
Test your knowledge of the chapter reading 
by answering short answer questions.

Read and Write
Review the case study in Dollar Dilemmas 
about Lindsey who wants to fit charitable 
giving into her financial plan but doesn’t 
know where to start. Apply what you 
have learned by writing an essay to guide 
Lindsey through the planning process of 
charitable giving.

Listen and Speak
Apply your knowledge of the chapter by 
selecting, researching, and presenting 
on three different charities using the 
four criteria for evaluation outlined in 
this chapter.

Create and Design
Use what you have learned in this chapter 
by creating a budget that includes 
charitable giving as part of your financial 
plan.
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Key Terms
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Blue Chip stock
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money market fund 
mutual fund 
Net Asset Value
no-load fund
preferred stock
reward
risk
risk tolerance
stockholder
stock index
stock market
stock symbol 

Chapter 18  
Investment 
Strategies
Your financial future will thrive if you learn how to not only save for 
your long-term goals, but also how to utilize investing strategies. 
To invest wisely, you will need to understand the risk and return of 
various investment tools such as stocks, bonds, and mutual funds. 
Understanding the difference between each, and how to diversify 
your investment portfolio, will help you build wealth throughout 
the course of your life.

Objectives
After reading this chapter, you will be able to:

 ; Explain the benefits of investing

 ; Evaluate different types of investments

 ; Understand the risk and return of stocks, 
bonds, and mutual funds
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Benefits of Investing
Saving and investing are closely related, but are very different. Both concepts should 
be part of your financial plan, and understanding the difference will help you achieve 
your financial goals. Your savings is money you put away in a secure, yet accessible 
place. Think of your savings as funds you may need to access in the short-term, or in 
less than three years. For instance, you may save funds in a savings account, a short-
term CD, or a money market account.

Investing is using money to create wealth over time. An investment can be anything 
from stocks, bonds, or mutual funds to a small business, an art collection, or gold coins. 
The intent is to build value over time. There are many benefits to investing, especially if 
you start early. Some benefits include the following:

Your wealth can increase over time with regular investing and 
frequent compounding.

The sooner you start investing, the more time your money has to grow. 
Investments provide the opportunity to build wealth throughout your life.

You will have income available for retirement.

Many people use investments for the benefit of retirement. By investing 
consistently throughout your working life, you will have a stockpile of funds to 
live on when you are ready to retire from working.

You receive tax benefits on certain investments.

Many retirement accounts allow you to defer paying tax on your earnings until 
you are ready to withdraw the funds. This reduces your immediate tax liabilities. 
Likewise, some investments exempt you from paying taxes on the earnings, such 
is the case with government bonds. Tax-exempt and tax-deferred investments 
may be important for increasing an investor’s total return over time. 
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If your employer provides investment options through a benefit plan, you 
can increase your long-term savings.

Many employers maintain investment options for employees, such as 401(k)s. Some 
employers even provide contribution matches, making it a significant benefit 
to employees. If you contribute 5 percent and your employer matches up to 5 
percent, your total contributions will be 10 percent—that extra 5 percent is “free” 
money to invest for your future.

We live in a world of financial uncertainty, so building a nest egg for retirement and 
long-term goals takes careful planning and smart investing. Regardless of whether 
you handle your own investing or employ the services of a professional, you should 
identify your needs and research your options. It is also important to remember that 
investing can be risky. Whereas money in a savings account is federally insured, there is 
no guarantee when investing.

Foundations of Investing
Before utilizing any investments as part of your overall financial plan, you should 
understand the vast landscape of investment options—this includes retirement 
planning, long- and short-term investments, and dividend re-investment plans. 
However, beyond investment options explored in this chapter, you must also realize 
one basic fact—investments put principal at risk. 

When you save money, your principal is protected. But when you invest funds, your 
principal is subject to loss. This is because investments are not insured and are subject 
to market conditions. To understand the full scope of investing, review the following 
investing terminology: 

Risk: The possibility that an investment will lose value.

Risk tolerance: A measure of how much risk you can accept as an investor. A 
person’s tolerance for investment risk can change depending on factors such as life 
circumstances, financial goals, and economic conditions.

Reward: The returns, or earnings, on an investment.

Diversification: A risk management technique that includes owning a variety of 
investments among various asset classes.

Asset class: A group of investments whose prices tend to move similarly, such as 
stocks, bonds, or cash. 

Asset allocation: A strategy that attempts to balance risk and reward by selecting 
among different types of investments according to the investor’s risk tolerance, 
goals, and investing time frame.
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Liquidity: How quickly you can turn your assets into cash when needed. 

Dividend: The distribution of cash or stock as a way of sharing the company’s 
earning with its shareholders.

Dividend re-investment plan: An investing option that allows investors to 
reinvest their dividends back into a company by purchasing more shares.

Retirement planning: Using investment vehicles such as employer-sponsored 
401(k) plans to prepare for future expenses upon exiting the workforce.

Long- and short-term investments: Short-term investments have more liquidity, 
allowing investors to access funds much sooner than long-term options. Short-
term investments include CDs, while long-term investments include retirement 
accounts in which the investor does not intend on accessing the funds until well 
into the future.

You can build your investing foundation by following four key steps: 1) Set Goals; 
2) Know Your Risk Tolerance; 3) Understand Financial Markets; and 4) Apply 
Investment Strategies.

1. Set Goals
Just as you prepared a savings plan to reach your financial goals, an investment 
plan should also consider your short-, intermediate-, and long-term goals. In fact, 
your long-term goals will drive most of the decision-making in regards to when, 
how, and where you invest your dollars. Some important questions to ask yourself 
as you evaluate your investment goals and objectives include:

 z At what age do you want to retire?

 z How much money will you need to retire comfortably?

 z How comfortable are you with risk? Would you rate your risk tolerance as 
high, low, or somewhere in between?

 z What net worth goals do you have? For instance, how much money do you 
want to have at age 25, 45, 60, and beyond?

Evaluating your financial goals and objectives at each stage in your life will equip 
you to make wise decisions about your investments. You should think of your goals 
using the SMART goal method so that they are specific, measurable, achievable, 
results-focused, and time-bound. An example of a SMART goal to invest in the 
stock market would be as follows:

Specific

I will invest $5,000 into the stock market.

Measurable

I will save $150 a week to reach my goal of investing $5,000 in the stock market.
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Achievable

I will conduct research and read financial news to find a stock with a history of 
4–6 percent return rates.

Results-focused

I will make my $5,000 investment by October 1, assuming the market conditions 
are favorable at that time.

Time-bound

I will review my investment returns every three to six months and evaluate how 
my investment is supporting my overall goals and objectives.

2. Know Your Risk Tolerance
Evaluating investment goals and objectives as they relate to your risk tolerance is 
important. As an investor, you need to measure how much risk you can handle. 
Your tolerance for investment risk will likely change as your life circumstances 
change. Many people have a higher risk tolerance when they are younger because 
they have many years ahead of them to make up for potential losses. However, if 
you are nearing retirement age you will likely have a lower risk tolerance because 
you will need to use your investment funds to live on in the short-term. 

People vary in their willingness to take risks. The willingness to take risks depends 
on factors such as personality, income, and family situation. You should assess 
your personal values, goals, and objectives to determine your willingness to take 
risks. Keep in mind that an investment with greater risk will commonly have a 
lower market price, and therefore a higher rate of return, than investments with 
lower risk. Shorter-term investments will likely have lower rates of return than 
longer-term investments, so it is important to factor in your goals to assess which 
type of investment aligns best with your objectives. When determining your risk 
tolerance you also want to remember that the real return on a financial investment 
is the nominal return minus the rate of inflation, as discussed in Chapter 11. 
Understanding this will help you assess the performance of different investments 
and select options that support your long-term goals.

Risk tolerance can take an emotional toll on investors and cause people 
to make poor choices. It is helpful to assess your tendencies toward 
risk tolerance—in combination with your money personality—so 
you can make investment choices that are not emotionally 
driven. For example, some people may sell assets at a loss 
when there is downturn in the market because they act 
on emotion. Markets go up and down regularly—as an 
investor, you are better off in the long-term to leave your 
money in place instead of continually buying and selling 
assets every time a shift in the market occurs. 
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Some people also make poor choices in managing risk by only investing in financial 
assets they are familiar with, such as their employer’s stock or domestic rather than 
international stocks. You can increase your investment potential by researching 
assets you may not be familiar with and exploring the complete investment 
landscape available to you. In this sense, diversification by investing in different 
types of financial assets can lower your investment risk.

3. Understand Financial Markets
Investors who educate themselves on market conditions make smarter choices 
about where and when to invest. The role of financial institutions in investing 
is an important one—institutions provide the vehicles to achieve your financial 
investments, whether it is purchasing stocks, bonds, or mutual funds. Evaluating 
financial institutions and assessing their performance history with investment tools 
is a helpful place to start when educating yourself about investment options.

However, it is equally important to understand the role of financial markets in 
investing. Financial markets adjust to new financial news. Prices in those markets 
reflect what is known about those financial assets. For example, Hasbro had to 
remove one million Easy Bake Ovens from the market after a major recall in which 
there were reports that multiple children were badly burned by the toy. When 
financial news of this major recall was shared with the public, Hasbro’s stock took a 
dramatic loss, as shown in Figure 18.1. It took nearly a year for the stock to recover.
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FIGURE 18.1
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An understanding of financial markets and evaluating how financial news may 
affect them is helpful to investors. During Hasbro’s recall, investors could buy stock 
at a discounted rate. Eventually Hasbro’s stock did rise again and investors who 
purchased shares when the market was low were able to increase their earnings. 

Paying attention to financial market news not only helps guide you in determining 
when and where to invest your money, but it can also alleviate potential fraud. 
Investor education helps investors take responsibility to protect themselves 
from fraud. For example, most investment fraud schemes are built on unrealistic 
promises, such as no-risk investments, guaranteed high returns, and extremely 
consistent returns. If you have a basic understanding of financial market news, 
then you will know that investments are volatile, meaning they change rapidly. 
Overly consistent and improbable returns do not align with market conditions and 
therefore are a first sign of investment fraud. Being aware of what you are investing 
in will equip you with the necessary skills to analyze when an investment may 
seem too good to be true.

If you ever encounter a fraudulent investment issue, you should be aware of 
the agencies that regulate financial markets to protect investors. The Securities 
Exchange Commission (SEC), for example, is an organization created to protect 
US investors by maintaining fair markets. Government and independent agencies 
such as the SEC combat fraud and oversee various financial services industries. 
An economic role for governments exists if individuals do not have complete 
information about the nature of alternative investments or access to 
competitive financial markets. By regulating and ensuring fair markets, 
investors can feel confident in their abilities to grow their funds 
without concern of fraud.
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4. Apply Investment Strategies
Armed with a clear set of investment goals and a basic understanding of financial 
institutions and markets, you are now able to apply investment strategies to 
maximize your earning potential. Comparing various investing strategies will help 
you assess their potential to build wealth. The following are investment strategies 
to consider.

Take Advantage of Diversification and Asset Allocation
It is important to understand the long-term investment potential associated 
with the stock market, especially concerning diversification, risk and reward, 
and investor behavior. Analyzing the characteristics and benefits of various 
investment options in the current economy will enable you to maximize 
earnings, limit risks, and achieve the level of liquidity you need to meet your 
goals. Taking advantage of diversification and smart asset allocation will help 
you on this path. Likewise, you should understand your money personality 
because it will impact your investor behavior—personality triggers such as 
instant and delayed gratification can play a role in how and when investors 
allocate funds.

Diversification means putting your investment dollars in different companies, 
industries, and asset classes. An asset class is a group of investments whose 
prices tend to move similarly, such as stocks, bonds, or cash. If your stocks are 
plummeting, then the value of your bonds and cash will lessen the decrease 
in your overall investment portfolio.

If you have ever heard the phrase “don’t put all your eggs in one basket,” 
then you are familiar with the concept of diversification. It means not to put 
all of your investments into only one plan. For example, imagine you get a 
tip on the stock of an up-and-coming company. You invest everything into 
buying that stock. Six months later, the company loses a major contract and 
the stock is now worth half of what you paid.

Your challenge as an investor is to balance your risk tolerance with earning 
the return you desire. Risk can never be eliminated, but diversification helps 
with this balancing act by spreading the risk among different asset classes 
and industries.

Investment risk is the uncertainty that an investment will not achieve the 
expected return. All investments have some level of risk of loss, as the 
markets hold no guarantees; they can go up or down. One way to manage 
risk is to balance investments by looking at your asset allocation. Asset 
allocation is the process of determining what percentage of your investment 
portfolio should be put into different asset classes, such as cash, stocks, and 
bonds. How you allocate your financial assets will depend on your level of 
risk tolerance and when you will need the money, as Figure 18.2 illustrates.

For Review Purposes Only

DBF_title


C
ha

pt
er

 1
8

Personal Financial Literacy     Unit 5 · Chapter 18 359

Aligning your financial goals with when you need the money and how much 
risk you are comfortable with will determine where you put your money. The 
earlier you get started with your savings and investing plan, the more time 
you have to even out the market fluctuations.

Utilize Dollar-Cost Averaging
Dollar-cost averaging is a strategy of investing a consistent amount at 
regular intervals over a long period of time. You will buy more shares when the 
price is low and less when it is higher, thus averaging the cost of investing in a 
fund over time. This practice reduces the risk of investing a large amount in a 
single investment at a bad time and suffering a big loss. Figure 18.3 illustrates 
how dollar-cost averaging helps smooth out the ups and downs of the market.

FIGURE 18.2

Stocks Bonds Cash

Since stocks historically provide higher 
returns than bonds over time, younger 
investors might do better putting the 
majority of their assets into stocks. Older 
investors tend to allocate a larger portion of 
their assets to bonds, which tend to provide 
an expected, fixed return.
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Create Evaluation Criteria
Many investors employ the services of financial professionals for advice on 
how to get the most out of their money. Some investors like the challenge of 
doing it themselves. Regardless of your strategy, you should educate yourself 
and be able to monitor your own investments. You can do this effectively 
by devising an evaluation strategy for selecting investments that meet the 
objectives of your personal financial plan. Outlined below are strategies for 
evaluating investments.

Monthly 
Investment

Current  
Share Price

Shares 
Purchased

$500 $27.41 18.2

$500 $28.50 17.5

$500 $24.19 20.7

$500 $20.78 24.1

Total Shares 80.5

Bethany took advantage of dollar-
cost averaging, investing $500 each 
month. At the end of four months, she 
had 80.5 shares.

Kyle made a one-time investment 
of $2,000 when the share price was 
$27.41. He owned 72.9 shares at the 
end of four months.

FIGURE 18.3

Monthly 
Investment

Current  
Share Price

Shares 
Purchased

$2000 $27.41 72.9

$0 $28.50

$0 $24.19

$0 $20.78

Total Shares 72.9

Bethany Kyle
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Look at the investment’s performance over time.

Investing is not a sprint. A strong performance in the short run does not 
mean the growth will be consistent going forward.

Read what the financial experts are saying about the investment.

Information from a trusted resource can help you evaluate an investment. 
Although there are many books and magazines to help investors learn 
about the markets, real-time information presented by various websites is 
most current, especially with regard to news and performance information. 
Even if you are not investing in the stock market, understanding what is 
going on in the global financial marketplace will help you make better 
personal financial decisions. Figure 18.4 lists some of the more popular 
investor resources.

Research the fund manager.

What is his or her track record for success?

Use various sources of information to gather data about 
specific investments.

Take the time to regularly read prospectuses, online resources, and 
financial publications. The prospectus is a report with information about 
the fund, such as strategies for achieving their goals, past performance, 
and fees and expenses.

Compare investments using consistent measurements.

Know the criteria such as net asset value, make-up of the fund (stocks, 
bonds, sector), minimum investment, size of the fund, fund rating, past 
performance, and fees and expenses.

Monitor your investment regularly.

The market is always changing, so stay informed on your investments.

 z Morningstar FundInvestor

 z Kiplinger’s

 z The Economist

 z Bloomberg Businessweek

 z Forbes

Print Media

 z Finviz.com

 z Morningstar.com

 z Marketwatch.com

 z SEC’s EDGAR: sec.gov/edgar

 z Bloomberg.com

Websites

FIGURE 18.4
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Types of Investments
How and where to invest your money is an important decision that requires careful 
consideration. The key is to research and learn about investment opportunities so 
that you can build a strong investment portfolio. It is helpful to identify types of 
investments appropriate for different objectives such as liquidity, income, and growth. 

Stocks
Companies can raise capital by selling securities, or negotiable instruments such 
as stocks and bonds. Stocks are units of ownership in a particular company. 
Companies sell shares of stock to raise capital to start up and operate their 
business. Companies may also want to expand their operation, make product 
improvements, develop new products, and update their buildings. A company 
offers its stock for sale through an initial public offering, or IPO. Individuals or 
entities that purchase shares of stock in a company are called stockholders, or 
shareholders. A stockholder has ownership in the company proportionate to the 
number of shares owned.

Owning stock in a public company means that you own a piece of that company, 
but it does not mean that you have any control over how the company is run. 
You have one vote per share in the election of the company’s Board of Directors. 
The management of the company running the day-to-day operations answers to 
the Board of Directors. Because stock prices rise and fall almost on a daily basis, 
investors hope that over many years, the stock they invested in will increase in 
price. Investors who hold for more than 15 years usually succeed in the market, but 
there are no guarantees.

The Stock Market
The stock market is the place where stocks are traded—that is, bought 
and sold. The stock market is made up of various organizations called stock 
exchanges, the two largest being the New York Stock Exchange (NYSE) and the 
NASDAQ. A company’s stock performance is often analyzed by comparing it to 
an index. A stock index is the average price of a group of stocks. Two major 
stock indexes are the Dow Jones Industrial Average (the Dow) and the Standard 
and Poor’s (S&P 500).

The Dow is an index of 30 large, publicly owned companies such as General 
Electric, AT&T, and Disney. The S&P 500 is an index based on 500 large companies 
whose stock trades on either the NYSE or the NASDAQ. The NASDAQ has an index 
of the 100 largest domestic and international non-financial securities listed on 
the exchange.
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Did You 
Know?

The terms “bear” and 
“bull” are used to describe 
how investors see the 
ups and downs of the 
stock market. A bull 
market is the optimistic 
view that stock prices will 
continue to rise and good 
market conditions are on 
the horizon. When stocks 
are down or there is 
pessimism that prices will 
continue to fall, we have 
a bear market.

Source:
wallstreetsurvivor.com
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Types of Stocks
There are many different types of stocks and people tend to choose the ones 
that best meet their investment objectives. Below lists some of the more 
popular stocks available on the market.

Common stock

Common stock is the most basic form of ownership in a corporation. 
The level of ownership is determined by the number of shares owned. 
Common stockholders have voting rights, which means they have a 
proportional authority to vote on matters affecting the company, such as 
who serves on the Board of Directors.

Preferred stock

Preferred stock is more of a fixed-income stock that pays fixed dividends 
to its shareholders. Preferred stockholders usually do not have voting 
rights, but they receive dividends before common stockholders do. If the 
company goes under, preferred shareholders will be compensated before 
common shareholders.

Growth stock

Growth stock companies do not normally pay dividends to their 
shareholders, but rather reinvest earnings back into the company. Growth 
stocks are shares of stock in a company that has earnings that are expected 
to exceed the norm.

Income stock

Income stocks are attractive to the more conservative investor, as they 
are less volatile and pay regular dividends, often increasing steadily.

Blue Chip stock

Blue Chip stock is a descriptor often used for the stock of a well-
established company that pays high dividends, such as General Electric, 
AT&T, and UPS.

Some stocks pay dividends to their shareholders. Dividends are distributions 
of cash or stock as a way of sharing the company’s earnings with its 
shareholders. Most dividends are paid four times a year on a quarterly basis. 
For example, imagine you own 1,000 shares of General Electric stock and the 
company has declared a dividend of $.88 per share for the coming year. That 
means that you would receive a quarterly dividend check of $.22 times the 
number of shares you own. As shown in Figure 18.5, you would receive $220 
each quarter. This is additional income on your investment.

For Review Purposes Only

DBF_title


FIGURE 18.5

$0.22
Quarterly 

Dividend per 
Share

$0.88
Annual 

Dividend per 
Share

÷ 4
Quarters

= x 1,000
Shares

$220
Quarterly 
Dividend 
Payment

=

C
ha

pt
er

 1
8

Personal Financial Literacy     Unit 5 · Chapter 18 363

Sometimes companies want to make their stock affordable for more people 
to buy because companies raise capital by selling shares to investors. For 
example, to attract more investors, a company can announce a stock split. 

A stock split increases the number of shares outstanding without changing 
the total value of outstanding. In other words, the shares available on the 
market are divided in number and cost, but the total value of these shares 
remains the same. Figure 18.6 illustrates an example of how a stock split works.

Jack owns 200 shares of ABC Energy Corp 
stock, which is trading at $80 per share. 
His investment is worth $16,000. When the 
company announces a two-for-one stock split, 
Jack will own 400 shares worth $40 per share. 
His total investment is still $16,000. 

Jack invested for the long-term, so he is happy 
about the split and hopes that the price per 
share will climb back up again, thus increasing 
his overall investment value.

FIGURE 18.6

200 
SHARES 

$80/Share

200 
SHARES 
$40/Share

200 
SHARES 
$40/Share

$16,000 
Stock Value

A two-for-one stock split doubles the number of shares outstanding, but the 
price per share is half of what it was at the time of the split. Often the split 
results in renewed investor interest, which the company hopes will have a 
positive impact on the stock price going forward.
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Quotable

“If you aren’t willing to own 
a stock for 10 years, don’t 
even think about owning it 
for 10 minutes. Put together 
a portfolio of companies 
whose aggregate earnings 
march upward over the 
years, and so also will the 
portfolio’s market value.”

Warren Buffett,  
Businessman, investor, and 
philanthropist
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Investing in the Stock Market
Investors should take a long-term approach to the stock market. Stocks tend to 
be the most volatile investments; that is, their value can fluctuate greatly in the 
short-term making them a risky investment if you do not plan on maintaining 
them for the long-term. However, stock values can go up and down quickly in 
response to the market. There is always risk involved when investing in stocks, 
but over time, stocks have performed better than other types of investments 
overall, making their return on investment a positive one.

Your stock is only worth the market value, or the price the stock would cost 
or sell for in the marketplace. There is no guarantee that your stock will be 
worth at least what you paid for it. Stocks are considered a liquid investment 
because you can sell them at any time for cash. Potential shareholders 
can reduce the risk of losing money on an investment by researching the 
company and their stock performance. 

The important thing to remember is to conduct research before purchasing 
any stocks. There is a wealth of information available for potential investors. 
Some resources include investor publications, company reports, and the 
internet. When researching a stock, investors typically focus on a few 
key areas:

 z Company’s revenues and profitability

 z Current price of the stock and movement up or down

 z Market capitalization, or value of the company’s outstanding shares

 z Company’s balance sheet

 z Company press releases

A good place to get a quick summary of a stock’s recent price and trading 
information is the latest stock quote. Any financial newspaper will publish 
stock quotes, but real-time data is available online. All you need is the 
company’s ticker, or stock symbol. The stock symbol is an abbreviation 
used to identify a particular stock traded on an exchange.

Tech Tools

Up-to-date stock information is available at your fingertips. All you need is a company’s ticker symbol or 
company name. Sites such as Yahoo Finance or eTrade have easy-to-use mobile apps. It is also getting 
easier to track fund performance and make trades right from a mobile device. There are many free apps 
available, and brokers such as Fidelity and UBS have an app that gives customers real-time access to 
their accounts. Check out industry fund-tracking sites and apps such as Morningstar, USA Today Money 
Portfolio Tracker, and Real-time Stocks.

For Review Purposes Only

DBF_title


C
ha

pt
er

 1
8

Personal Financial Literacy     Unit 5 · Chapter 18 365

Buying Stock
Before investing in stocks, it is important to understand the basics of the 
stock market quote. A stock quote is the most recent price information about 
a stock that is traded on an exchange. The amount of information and format 
depends on the media source providing the information. Typical terms and 
abbreviations are defined in Figure 18.7.

52W 
High

52W 
Low Stock Ticker Yield Vol 

00’s High Low Close Net 
ChgDiv % P/E

59.96 46.85 ABC Corp ABC 1.75 3.1 20.9 2496 57.40 56.95 57.20 +0.25

96.45 63.55 DataZip, Inc. DTZ 2.70 3.5 16.5 1952 77.20 76.15 76.40 -0.10

52.25 27.69 Hegel Ideas HGI 1.02 2.1 14.5 6412 47.99 47.00 47.54 +0.24

77.25 55.13 OttoDek OTD 2.30 3.2 168 72.75 71.84 72.74 +0.03

FIGURE 18.7

Stock Quote Print Format

1 The stock’s highest selling price in 
the last 52 weeks

2 The stock’s lowest selling price in 
the last 52 weeks

3 The name of the company

4 The symbol used to identify the 
company on ticker reports

5 Current dividend, or cash amount 
that will be paid to the owner of 
one share of stock

6 Percentage yield is the amount of 
dividends received per share of 
stock compared to the price

7 Price/Earnings ratio is the price 
of a share of stock divided by the 
company’s earnings per share for 
the last 12-month period

8 The volume is the number of 
shares sold (in hundreds)

9 The highest trading price during 
the last trading day

10 The lowest trading price during the 
last trading day

11 The stock’s price at the close of 
business yesterday

12 The net change shows how the 
price has risen or fallen compared 
to yesterday’s closing price

Stock Quote On-Screen Format

It is common to see the latest stock information 
scrolling along the bottom of TV screens during 
news or financial shows. Throughout the trading 
day, these quotes continuously show current, or 
slightly delayed, data.

1 2 3 4 8 9 10 11 125 6 7

MST 5k @ 61.25 1.35

Ticker Symbol Price Traded Change Amount

Shares Traded Change Direction
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Buyers and sellers in financial markets determine prices of financial assets 
and therefore influence the rates of return on those assets. When you 
purchase stock, you will receive a stock certificate, or a legal document that 
represents ownership in that company. The stock certificate can be paper 
or electronic. Stocks are purchased through licensed brokers, or people 
who buy and sell stocks on behalf of others. Stocks can be bought and sold 
directly from the corporation or their agent, through a low-cost online firm, 
or through a financial advisor. The services of a financial advisor can be a 
more expensive option, but managing investments often benefits from 
professional expertise.

Before buying an investment, you should compare the advantages and 
disadvantages of buying and selling through various channels, including 
direct purchase, employer-sponsored retirement plans, investment 
professionals, investment clubs, and online brokerages. Analyze the fees and 
performance of different purchasing channels and educate yourself on the 
intricacies of each. This will ensure you select the right format for purchasing 
your investments to meet your goals.

Calculating Returns
As an investor, you not only need to know how to research a stock before 
you purchase it, but you also should be able to calculate your gains and 
losses—or the return—on your investment.

Investors buy stocks in hopes of growing their money over time. Calculating 
growth is an important part of monitoring an investment. An investor needs 
to know what is referred to as ROI, or return on investment. In other words, 
investors want to know, “how much money did I make?”

There are several factors that go into calculating your ROI. Factors that affect 
the rate of return on investments include the change in value of your initial 
investment, plus dividends earned, minus commissions, fees, or taxes owed. 
Keep in mind that federal, state, and local tax rates vary on different types of 
investments and affect the after-tax rate of return of an investment. Expenses 
of buying, selling, and holding financial assets decrease the rate of return 
from an investment. Figure 18.8 describes how this works. 
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Bonds
Bonds are another way for companies and governments to raise capital. 
While stocks are considered equity or ownership investments, bonds are debt 
investments. A bond is a debt security in which an investor loans money to a 
bond issuer. During the term of the bond, the bond issuer pays the investor a fixed 
interest rate, usually semiannually. When the bond matures, or becomes due, the 
investor is paid the bond’s face value.

The face value is the stated value of a bond when issued, and the amount an 
investor will receive at the bond’s maturity date. The maturity date is when a 
bond will be paid. Governments and corporations issue bonds to raise 
capital to finance their operations. Corporate bonds are generally 
riskier than government bonds because they are secured only by 
the future profits and assets of the company. Municipal bonds—
offered by state, city, and local governments—are also known 
as tax-exempts.

Bonds are given a bond rating, or a grade that indicates 
their credit quality. The ratings range from AAA, the 
highest rating, to C, or junk bonds, which is the lowest.

FIGURE 18.8

Ten years ago, Jessica’s grandparents purchased 100 shares of AiLogic stock for her at $75.69 
per share. The original investment was worth $7,569. Jessica sold her stock for $97.68 per 
share, for a total of $9,768. The change in value, or return, is $2,199; but during those 10 years, 
Jessica earned dividends and paid commissions, fees, and taxes. Calculating her Return 
on Investment takes all of these factors into account:

$20
Commissions 

& Frees

$2,199
Return (Change 

in Value)
+

$2,066
Dividends 

Earned
– –

$638
Taxes on 
Earnings

$3,607
ROI  

Dollars
=

To better understand how this investment performed over time, 
Jessica wants to look at her ROI as a percent: 

48%
Percent  

ROI

$3,607
ROI  

Dollars
÷

$7,569
Original 

Investment
= During those 10 years, Jessica’s investment 

grew an average of 4.8% per year.
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• You own a piece of the company, with voting 
rights

• Stocks may be better for long-term growth, but 
there is  no guarantee

• You share in the company’s success, but if it is not 
profitable, the value of the stock may go down

• If the company goes bankrupt, you may be last to 
get anything

Stocks

• You are a creditor—the company is in debt to you
• Bonds may offer a steady stream of income, but 

yields are often lower than stocks
• Municipal bonds offer a tax-free advantage
• If the company goes bankrupt, debts are usually 

paid first, so you have a better chance of getting 
something

Bonds

FIGURE 18.10
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How Bonds Work
A typical bond pays interest twice per year to the investor based on a fixed 
interest rate, or coupon. Investing in bonds is considered a safe way to 
preserve the capital invested, while earning a return, or yield. The yield is 
the income earned on an investment expressed annually as a percentage. 
Figure 18.9 illustrates how much a three-year, $1,000 bond is expected 
to return.

FIGURE 18.9

$60
Annual  

Dollars Earned

$1,000
Bond’s Face 

Value
x

6%
Annual 

Fixed Rate
=

$180
Total Dollars Earned at 

Maturity in 3 Years

$60 x 3 years = $180

Each semi-annual payment would be $30. The expected three-year yield would  
equal 18% as long as the bond price remains at $1,000. 

A bond holder can hold the bond until maturity or sell it to someone else. 
Bond prices are inversely related to interest rates. When rates go up, bond 
prices go down. If a bond is sold at less than face value, it is sold at a discount. 
A bond traded at premium is sold for more than face value.

Investing in bonds can provide stability to any portfolio. The return on this 
type of investment is normally slow and steady. Over long periods of time, 
stocks generally outperform bonds, but having bonds as part of your overall 
portfolio can provide some safety in a volatile market.

Distinguishing Bonds from Stocks
As a stockholder, you own a piece of the company you are investing in. 
However, as a bond holder, you are a “loaner,” or a creditor of that company. It is 
not a matter of which is best, but rather which one works best for your financial 
goals. Figure 18.10 lists general comparisons of investing in stocks versus bonds.
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Seeking expert advice for 
investing can be beneficial 

in helping you select the 
best investment path for 

your financial goals.
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Mutual Funds
A mutual fund is a managed collection of cash, stocks, bonds, and other 
securities. Each investor owns shares of the fund. The mutual fund company 
charges fees to manage the fund. Most mutual funds are an open-end fund, or 
do not have a restriction on the amount of shares the fund can issue. If the fund 
management feels that total assets of the fund have become too large, the fund 
can be closed to new investors. A closed-end fund only issues a certain number of 
shares and no new ones as investor demand grows.

CareerConnections

Securities, Commodities, and Financial Services 
Sales Agents
Securities, commodities, and financial services sales agents connect buyers and sellers 
in financial markets. They sell securities to individuals, advise companies in search 
of investors, and conduct trades. They typically provide advice on the purchase of 
securities, buy and sell stocks and bonds, and monitor financial markets and the 
performance of individual securities. Types of securities, commodities, and financial 
services sales agents include brokers, investment bankers, investment banking sales 
agents and traders, floor brokers, and financial services sales agents.

Most professionals in this field generally must have a bachelor’s degree to get an 
entry-level job. Courses in business, finance, accounting, or economics are important, 
especially for larger firms. Many firms hire summer interns before their last year 
of college, and those who are most successful are offered full-time jobs after they 
graduate. Brokers and investment bankers must register as representatives of their 
firm with the Financial Industry Regulatory Authority. To obtain the license, potential 
agents must pass a series of exams.

The median annual wage for securities, commodities, and financial services sales 
agents is $67,310. Many securities and commodities brokers also earn a commission 
based on the monetary value of the products they sell.

bls.govSource: 
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Index Funds Funds that aim to achieve a return that meets a particular market index, which is a 
measurement that tracks the performance of a group of stocks

Income Funds Funds that invest in stocks and pay regular dividends

Growth Funds Funds that may not pay regular dividends, but are considered to have the potential for large 
gains

Sector Funds Funds that specialize in a particular industry segment, such as financial, technology, consumer 
products, or healthcare

FIGURE 18.11

Notable 
Quotable

“Mutual funds were created 
to make investing easy, 
so consumers wouldn’t 
have to be burdened with 
picking individual stocks.”

Scott Cook,  
Founder of tax software firm Intuit
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Types of Mutual Funds
Mutual funds can be an excellent addition to your investment portfolio, which 
is the collection of all of your investments through which you hope to grow 
your money. There are many different types of mutual funds to choose from.

Money Market Funds

A money market fund invests in short-term securities, such as US 
Treasury bills. They provide liquidity, as most have a maturity of one year 
or less. Although the return is higher than a traditional savings account, 
inflation tends to erode those gains over time.

Fixed Income Funds

A fixed income fund invests in fixed income investments, such as bonds 
or CDs. Bond funds usually focus on a particular category or sector. A 
sector is an industry or market that shares the same or similar products 
or services, such as utilities, natural resources, or technology. Examples of 
fixed income funds include municipal bonds, corporate bonds, US Treasury 
bonds, and short-term or long-term bonds. Bond funds can be a good 
investment for income generation, preserving the original capital invested, 
and as a hedge against a volatile stock market.

Equity Funds

An equity fund invests in stocks. Over the short term, stocks can rise and fall 
dramatically, following the health of the economy and the demand for goods 
and services. If you look at the long term, stocks have outperformed other 
types of investments. Figure 18.11 defines several common equity fund types.

Balanced Funds

A balanced fund combines stock, bonds, and sometimes a money market 
component into one portfolio. A balanced fund is attractive to the investor 
who is looking for gains, but at the same time wants to even out the 
volatility of the stock market.
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Did You 
Know?

There are approximately 
9,000 mutual funds in the 
United States and 77,000 
globally.

Source:
cnnmoney.com
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How Mutual Funds Work
A mutual fund manager pools investors’ money and invests in stocks, 
bonds, money market instruments, other securities, or some combination 
of investments to provide the most growth of the fund. The investors 
are like shareholders of the mutual fund company. You can invest in the 
fund by contacting the fund company directly or through brokers, banks, 
financial planners, or insurance companies. Investments can be made at 
will or through automatic periodic investments from your paycheck or bank 
account, taking advantage of dollar-cost averaging.

Income from your mutual fund investment can be earned through dividends, 
capital gains distributions, and through the increase in the value of the fund.

1. Dividends:

A fund can earn dividends on the stocks and interest on the bonds. The 
fund passes the dividend or interest to its investors, minus expenses.

2. Capital gains distributions

When the fund sells a security that has increased in value, the fund has 
what is called a capital gain. The fund distributes that gain to its fund 
investors, usually at the end of the year.

3. Increase in fund value

The Net Asset Value (NAV), or book value, of the fund is the market value 
of the fund’s portfolio minus any expenses or liabilities. The book value 
can also be expressed as the price per share. The per share value of your 
investment in the fund can increase as the NAV increases. 

It costs money to run a mutual fund company. Those costs are passed on to 
the shareholders in the form of fees and expenses. Investors can reduce costs 
by investing in a no-load fund, or a mutual fund that does not charge a 
commission or sales charge. Mutual funds are not guaranteed by the FDIC or 
any other government agency.
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Advantage Upside Downside

Professional 
Management

A full-time manager researches, makes, and 
monitors the fund’s investments. If you make 
money, the fund management makes money, 
so they are working to get the best return on 
your investment.

Fund management charges service fees, 
which are due even if the fund is not doing 
well. Monitor and question the fees. Mutual 
funds are not insured by the FDIC or any other 
government agency.

Simplicity The minimum investment is usually pretty 
small. You can also set up automatic 
investments right from your pay or bank 
account.

If you set up automatic investments, you will 
likely want to consistently monitor both your 
mutual fund account and bank account.

Economies of 
Scale  

The transaction costs for buying and selling are 
lower for the fund managers because they are 
trading large amounts of securities at a time.

That cost is passed on to you.

Diversification With the fund made up of many different 
investments, risk is spread around. This is 
known as diversification. Losses in some are 
offset by gains in others. The more stocks and 
bonds in the fund, the less of an impact the 
poor performance of any one of them can have 
on your investment.

Too much diversification “dilutes” the overall 
impact of good returns. If more shares are 
issued, your return can be diluted further by 
reducing your proportional ownership in the 
fund.

Liquidity You can convert your shares into cash at any 
time.

Even though you can convert your shares into 
cash at anytime, if you’ve designated your fund 
for retirement and you take money out early, 
your long-term financial goals will be disrupted.

Capital Gains 
Distributions

Funds may pass on the long-term gains in the 
form of distributions at a lower tax rate than 
normal income tax.

Gains are taxable.

FIGURE 18.12
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Why Invest in Mutual Funds?
Many people do not have enough money to invest in their own diversified 
portfolio of stocks and bonds, but a mutual fund provides instant 
diversification as well as many other advantages. While these advantages 
have an upside, there are some downsides to consider when investing in 
mutual funds, as Figure 18.12 explains.
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Precious Metals Rare and highly valuable metals such as gold, silver, and 
platinum

Commodities Raw materials or agricultural products that can be bought 
and sold in bulk, such as petroleum, natural gas, beef, coffee, 
wheat, and other grains or fruits

Hedge Funds A pool of investments not regulated by the Securities 
Exchange Commission (SEC), which is an organization 
created to protect US investors by maintaining fair markets, 
that are made using large amounts of borrowed money in 
high-risk ventures with a goal of realizing large capital gains 

Real Estate Property consisting of land or buildings

Collectibles Any item valued and sought by collectors because of its 
quality or rarity, including art, antiques, stamps, coins, or 
classsic cars

FIGURE 18.13
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Alternative Investments
While stocks, bonds, and mutual funds are the most common types of investments, 
there are alternative investments that you may also consider. There are many types of 
investments that can be classified as alternative. An alternative investment is any 
investment that does not fit into the basic asset classes of stocks, bonds, mutual funds, 
and cash. Some examples of these types of investments are explained in Figure 18.13.

Alternative investments can be considered a store of value, but not an appropriate 
source of cash flow in retirement. There are many challenges to investing in 
alternatives, such as real estate and collectibles. Real estate values are greatly 
affected by downturns in the economy, and are very hard to convert to cash 
quickly. An option for investing in real estate is a real estate investment trust, which 
is a closed-end fund that buys and sells real estate assets.

Many individuals who invest in collectibles, like art, usually have a passion for 
the items, but also must have extensive knowledge about their worth. Investing 
is an excellent way to build wealth, but making poor decisions can lead to 
financial disaster. It is important to be an educated investor by not only doing the 
necessary research, but also by monitoring the progress of investments within the 
financial markets.

For Review Purposes Only

DBF_title


Unit 5 · Chapter 18     Personal Financial Literacy374

18 ·  Investment Strategies

Factors Affecting Investments
Part of your investment strategy should be a plan to allocate your financial assets 
among the different classes of stocks, bonds, mutual funds, and cash. There is plenty 
of information available about how best to invest and build wealth for retirement, but 
many people admit they do not know enough about making the right investment 
decision. A good place to start is by investigating the factors that affect the financial 
markets and the value of investments.

Your investment strategy should take into account the many economic factors 
affecting the market, such as inflation, interest rates, employment outlook, and 
projected economic growth.

Inflation
When you are looking to grow an investment, you need to at least beat inflation to 
be ahead. Inflation reduces purchasing power as prices increase. The same is true 
about investments. For example, if you are earning 10 percent on your money and 
inflation is 3 percent, then your real growth is 7 percent. Likewise, you should be 
aware of other financial risks, including deflation and recessions, and investigate 
how the factors will affect the value of your investments.

Interest Rates
When interest rates are low, businesses and individuals are more willing to spend 
since borrowing is less expensive. When rates climb, businesses tend to pull back 
on spending. This can cause earnings and stock prices to fall. If interest rates rise, 
bond prices fall, and as rates fall, bond prices increase.
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as Talia graduated college a few years ago and has been steadily contributing to a 401(k) 
through her place of employment. But she wants to build her potential wealth even 
more and is interested in comparing investing strategies to help her accomplish her 
long-term financial goals of retiring at age 65, having a paid-for primary residence, and 
funds left to purchase a vacation house. The only problem is she doesn’t know where 
to start. She has heard from friends that she should get into the stock market, but she 
knows nothing about buying and selling investments.

What investing strategies should Talia consider? How can Talia buy and sell 
investments? How might the long-term investment potential associated with 
the stock market influence Talia’s financial goals? For example, how might 
diversification, risk and reward, and investor behavior ultimately impact her 
investments?
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Go Figure

If you decide to invest your money, you will need to understand how to evaluate returns on 
your investments. Read Tom’s story below and help him figure out which investment is offering 
the best return.

Over the past few years Tom has neglected to do a thorough review of his investments. He 
puts 10% of his income into a matching 401(k) at work. That account is doing well. He has four 
months of expenses in a regular savings account for his emergency fund. It is the start of a new 
year, and the investments he needs to analyze are as follows:

• Four years ago, Tom inherited 1,050 shares of Proctor & Gamble stock from his 
grandmother valued at $62.85 at that time. The current trading price is $80.56 per 
share. The stock is scheduled to pay out a $.66 per share dividend quarterly this year. 

• Three years ago, Tom purchased 200 shares of Verizon stock for $44.91 per share, and it 
is trading for $45.93 per share today with a $.51 per share quarterly dividend expected 
this year. 

• Three years ago, Tom purchased 100 shares of Disney for $44.50 per share, and it is 
worth $118.60 per share today, with an expected quarterly dividend of $.66 per share. 

Because of the volatility of the market, Tom took a big loss on a stock recently. He is concerned 
that the Verizon stock is not making him any money.

Your Turn

Using the information presented above, calculate which of the three stocks is providing the 
highest rate of return on Tom’s investment. Do you think Tom should sell the Verizon stock? 
Why or why not?

Employment Outlook
The unemployment rate is the percentage of the workforce that is not employed, 
but wants to be and is seeking employment. If the rate is high, then consumer 
confidence in the economy suffers. Additionally, the government has the financial 
burden of providing unemployment benefits.

Projected Growth
Economic growth accompanies the financial markets. An economic downturn can 
negatively impact the stock market, and healthy financial markets contribute to a 
strong and efficient economy.
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In this chapter, you learned about the benefits of investing and how to evaluate different types 
of investments. From stocks and bonds to mutual funds, you should take inventory of your 
investment options, conduct research, and develop evaluation criteria before entering into an 
investment. It is also helpful to keep up with financial market news so you can analyze how 
changes in the economy may impact your personal investments.

Instructions
Demonstrate your knowledge of this chapter 
by completing the following review activities.

Note: If you do not have access to the eText 
of this book, Chapter Review worksheets 
should be provided by your instructor.

Define Key Terms 
Apply your knowledge of the chapter 
reading by defining key vocabulary terms.

Test Your Knowledge
Test your knowledge of the chapter reading 
by answering short answer questions.

Read and Write
Review Dollar Dilemmas about Talia, who 
is interested in expanding her investment 
portfolio. Apply what you have learned by 
writing an essay guiding her in how to buy 
and sell investments, as well as analyze the 
impact investment choices will have on her 
long-term financial goals.

Listen and Speak
Apply your knowledge of the chapter by 
researching and presenting on investment 
types and strategies to showcase how 
investments can impact your overall 
financial plan.

Create and Design
Use what you have learned in this chapter to 
compare and evaluate the returns on stocks, 
bonds, and mutual funds to guide you in 
making sound investment choices.
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Key Terms

403(b)
457(b) plan
defined benefit plan 
defined contribution plan
hardship distribution
individual retirement 

account
one-participant 401(k)
pension plan 
Roth IRA
simplified employee 

pension
Traditional IRA
vesting

Planning for 
Retirement
Although retirement may seem like a faraway reality, the planning 
you do today will dramatically affect your lifestyle in the future. 
The earlier you start investing, the more time your money has 
to compound and grow. Understanding the costs you will 
have in retirement and the sources of income you will need 
to cover expenses is the first place to start when preparing a 
retirement plan.

Objectives
After reading this chapter, you will be able to:

 ; Identify the costs of retirement

 ; Demonstrate the importance of saving for 
retirement

 ; Identify sources of income during retirement

Chapter 19  

For Review Purposes Only



C
ha

pt
er

 1
9

Pl
an

ni
ng

 fo
r R

et
ire

m
en

t

Unit 5 · Chapter 19     Personal Financial Literacy378

Costs of Retirement
Investing in your future means preparing yourself financially for retirement. When you 
retire, you remove yourself from an active working life. However, you will still need 
money to provide for your needs and wants. It is important to save early to achieve 
financial security in retirement. For example, imagine the following scenario. Danielle 
starts saving for retirement at age 25 and contributes 8 percent of her $50,000 salary 
annually. By the time she reaches age 65 she will have $946,406 dollars. Jason has the 
same salary as Danielle but waits 10 years later than her to start saving. At age 35 he 
starts contributing 8 percent of his salary annually into a retirement account. His total 
account value at age 65 will be significantly less than Danielle’s at $427,073. This is 
because earnings compound over time and the earlier you begin saving, as Danielle 
did, the more time your money has to compound and grow. 

The consequences of delaying investment for retirement can mean you do not have 
enough money to live on and may need to return to the workforce to provide for all 
of your living expenses. The US Bureau of Labor Statistics projects that by 2024, the 
labor force growth rate for people aged 65–74 will increase 55 percent—for aged 75 
and older the number is expected to be 86 percent. There are many reasons retired 
individuals return to work. If you retire early, you could have upwards of 30 years of 
expenses ahead of you. That is a long time to preplan sources of income for and some 
people find that returning to work on a part-time basis alleviates financial stress. Some 
retirees return to work for a sense of personal satisfaction—their jobs provide a sense 
of purpose and community engagement they value. Regardless of what age you 
choose to retire, you will need to think carefully about how to strategically prepare for 
your costs.

It is also important to save at a sufficient level to achieve financial security in 
retirement. For instance, contributing $100 annually into a retirement account over 
the course of 30 years is a helpful and steady contribution, but it is unlikely it will be 
sufficient in covering your living expenses in full. Part of planning for retirement is 
projecting your expenses and identifying sources of income that will pay for those 
expenses. You will need to analyze how much you are spending now and how that will 
evolve as your life progresses. Starting early and saving a sufficient level of income is 
necessary to build a healthy financial future.
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Understanding and identifying your costs of retirement will help you plan today for a 
secure tomorrow. To identify your costs of retirement, you should follow the steps below:

1. Investigate long-term financial goals

2. Investigate long-term needs

3. Evaluate living expenses, including housing, health care, and long-term care 
expenses

Long-term Financial Goals
Your financial goals continue to drive your personal financial plan long into 
retirement. By defining SMART goals for your retirement, you can work backwards 
by putting processes in place today to secure the likelihood of achieving 
those goals.

For example, if your goal is to own a vacation home by age 65 so you can spend 
the majority of your days in retirement there, you will need to use that long-term 
goal to plan your savings and investing strategies. In the case of this long-term 
goal, you would ask yourself the following questions today to plan accordingly:

 z How much do I plan on paying for a vacation home? 

 z How will I get the money to pay for it? 

 z What savings and investing tools should I utilize to help me grow my money?

 z How much money do I need to contribute annually to a savings and 
investing account to have enough to pay for the house?

By thinking through your long-term financial goals for retirement while you are 
younger, you can maximize the time you have to save and grow your funds—
ultimately allowing you to reach your long-term goals.

Tech Tools

Retirement planning doesn’t have to be intimidating or difficult. With the right tools, planning for 
retirement can be an easy addition to your overall financial plan. Utilizing mobile apps and online 
calculators can help you stay on track with your financial goals, plan your long-term needs, and 
estimate the costs of retirement. Check out the following resources to get started:

Retirement Planner App (play.google.com/store/apps) 
Use this app to compare different investment tools, such as a Traditional 401(k) and Roth 401(k), to 
determine which option is best for you.

AARP Retirement Calculator (aarp.org) 
This calculator can help you develop a snapshot of your financial future.

Personal Capital (personalcapital.com) 
This app allows you to track everything about your financial life, including your retirement investments.
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Long-term Needs
Needs are things that are essential to your existence. No matter your financial 
condition in retirement, you will need food, shelter, and clothing. These items 
are necessary for maintaining life, and unless these needs are met, there is little 
necessity for any other things. In contrast, wants are things that you might wish 
to have, but not having them will not threaten your existence. Just as you would 
account for needs and wants in your budget today, so too should you contemplate 
them in retirement.

Many retirees find certain needs decrease, such as spending less on clothing or 
cutting back transportation costs by downsizing vehicles. However, some people in 
retirement increase their budgets to account for leisure activities such as eating out 
and traveling.

Regardless of how you choose to balance your needs and wants in retirement, you 
should plan on spending your income first on addressing your needs. Whatever 
funds are left can then be distributed to your prioritized wants.

Go Figure

Calculating your retirement costs is an essential component of building your long-term financial 
plan. You will need to know your sources of income and the total amount of retirement funds 
necessary to maintain your standard of living.

Andre wants to figure out how much money he will need in retirement. He currently earns an 
annual income of $30,000 and he lives comfortably on that income, being able to provide for all of 
his needs while saving for some wants. He is 25 years old and doesn’t plan on retiring until age 65. 
He anticipates he will live 25 years after he retires.

Your Turn

Using an online retirement calculator, such as the one found at bankrate.com, help Andre 
calculate how much money he will need in retirement. Assume an annual inflation rate of 3% 
and an annual yield of 7.5%. 
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Living Expenses
Your living expenses will likely evolve based on when you decide to retire. People 
who retire early may still have comparable living expenses to when they were 
working. However, some people choose to downsize living expenses by moving 
to smaller homes, condominiums, apartments, or senior living communities. Not 
only does this reduce household maintenance costs, it can also decrease monthly 
housing payments for people who were carrying a mortgage prior to retiring.

The greatest living costs retired individuals account for is health care and long-
term care expenses. Using retirement savings plans and health savings accounts 
are often necessary to address growing health care and long-term care issues that 
happen as people age. In fact, according to Fidelity, couples need approximately 
$275,000 in retirement to provide for health care expenses. This number factors 
in couples who retire at age 65, will live between ages 86–88, and have access 
to Medicare insurance coverage. If you are years away from retirement, you can 
expect this number to steadily increase. 

Some people also choose to purchase long-term care insurance to help pay for 
costs in the event they are no longer able to perform daily activities such as feeding 
or bathing themselves. Long-term care, whether provided in a person’s home or at 
a nursing home, is expensive. Without proper planning, long-term care expenses 
can quickly use up a person’s savings. In assessing how much money you will 
need in retirement, you should think through how long-term care could 
affect the amount of money you require.

Given the high costs of health care and long-term care in 
retirement, how do you plan for such expenses and ensure 
you have enough money to live comfortably? The key 
is to diversify your sources of income through Social 
Security, employer-sponsored retirement accounts, and 
individual savings.
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Sources of Income During 
Retirement

To support yourself through retirement, you will have to rely on some type of 
retirement income, savings, and investments. Comparing various investing strategies 
for their potential to build wealth will help you plan now for your future expenses. 
For instance, although many people plan to use Social Security benefits as a primary 
source of income in retirement, even when you are eligible to collect benefits, they 
may still not be enough to see you through retirement.

It is in your best interest to also make a plan for saving and investing your own funds 
so that you are fully prepared to support yourself financially when the time to retire 
comes. Outside of Social Security, people often utilize employer-sponsored plans 
and individual savings as long-term retirement investments.

The reasons to invest today include the ability to remain self-sufficient through 
retirement; the means to maintain your standard of living; and, if you decide to 
someday have a family, the possibilities of easing the financial stress on the next 
generation, especially if you are in a situation requiring expensive long-term care.
Predicting what will happen decades into the future is near impossible—Social 
Security benefits may wane, your family situation may evolve, and your career may 
experience ups and downs. However, you can counteract the uncertainty of the 
future by saving and investing money throughout your life.

Do
lla

r D
ile

m
m

as Noah is in his mid-30s and trying to formulate a retirement plan. He realizes he 
probably should have started saving for retirement before now, but he figured that 
Social Security benefits would be enough to cover any expenses. However, he recently 
talked to his friends about what they plan to do when they retire and he realized that 
almost everyone he knows is planning extra sources of income beyond Social Security.

Noah is unsure how to move forward. He knows he should do something else besides 
count on Social Security, but he isn’t sure what he should do or how much to save to 
make up for time lost.

In addition to Social Security, what sources of income can Noah consider for 
retirement? For example, how might employer-sponsored plans and individual 
savings help him? What long-term needs should Noah investigate when 
planning for retirement? How can Noah identify his costs of retirement?
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Social Security
A primary source of income during retirement is Social Security. Throughout 
your working life you will pay Social Security tax, which is tax on income paid by 
both the employee and the employer to fund the Social Security system. As an 
employee, you pay 6.2 percent into Social Security. The system works by having 
workers pay into it so that when they reach retirement age they can collect 
benefits in the form of monthly payments to live on. The amount of Social Security 
benefits you receive in retirement varies based on individual factors, such as how 
long and how much you have paid into the system, and whether you are eligible 
for disability or survivor benefits in addition to retirement benefits.

At age 67, you become eligible to receive your full Social Security benefits. While you 
can choose to retire at age 62, your benefits will be reduced a fraction of a percent for 
each month before your full retirement age. For example, if you retire at age 62—60 
months before the full retirement age—a $1,000 monthly benefit would be reduced 
by 30% to $700. A $500 spouse’s benefit would be reduced 35% to $325.

While Social Security benefits can provide a helpful source of income during 
retirement, you should not expect it to cover all of your living expenses. To maintain 
the standard of living you set for yourself throughout your working life, you will 
likely need additional sources of income beyond Social Security to live comfortably. 
If you have started early and saved often, employer-sponsored plans and personal 
savings and investment options can offset your Social Security benefits.

Employer-Sponsored Plans
There are generally two categories of employer-sponsored plans: defined 
contribution plans and defined benefit plans. A defined contribution plan is 
one in which an employee and employer contribute funds but the employee is 
responsible for the investment risk. When you are ready to retire, you would receive 
the balance of your account, which fluctuates based on market conditions. A 
defined benefit plan is one in which the amount of benefits paid to an employee 
after retirement is fixed in advance in accordance with a formula given in the plan. 
Under this type of plan, employees can expect the same monthly payment for the 
remainder of their retirement while the employer bears the investment risk.

Regardless of which type of employer-sponsored plan you take advantage of, if 
you leave your place of employment, you do not need to be concerned with losing 
your investments as plans can be “rolled over.” This means that you can move the 
funds from your employer-sponsored plan to a new account, as long as you follow 
the guidelines for doing so. There are parameters that you need to follow and there 
may be consequences in the form of fees and penalties if you do not adhere to the 
rollover regulations. Because regulations continually change, it is best to check with 
the US Securities and Exchange Commission at Investor.gov before moving any 
funds upon leaving a place of employment.
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Defined Contribution Plans
The most popular defined contribution plan is a 401(k) with matching funds. 
This type allows employees to have a percentage of their salary deducted 
from their paycheck each pay period and invested. In a traditional 401(k) plan, 
investors pay taxes on contributions and earnings only when the funds are 
withdrawn in retirement. This is known as a tax-deferred account. An employer 
may also offer a Roth 401(k) plan, which functions similarly to a traditional 
401(k) except that contributions are not tax-deferred. However, income you 
may earn on a Roth 401(k), such as through dividends or interest, is tax-free.

If you use your 401(k) funds before the age of 59 ½, you may be subject to a 
10 percent tax unless you qualify for an exception. This is true even if you are 
eligible for a hardship distribution, which acknowledges an immediate 
and heavy financial need. Hardship distributions do not qualify for debt 
from consumer purchases of wants, such as a new television or boat, but 
rather for medical care expenses and funeral arrangements. This is because 
401(k) plans are specifically designed for long-term savings. The penalty tax 
serves as dissuasion for investors to withdraw their funds before they reach 
retirement age. 

Another type of employer-sponsored retirement plan is a 403(b), which is 
designed specifically for employees of public schools and some nonprofit 
organizations. It functions in the same way as a 401(k) in that it allows 
investors to place some of their salary into an individual retirement account 
directly from their paycheck. Like a 401(k), if an investor withdraws funds 
before the age of 59 ½, a 10 percent penalty fee applies.

Individuals who are employed by the state or local government may be 
offered a 457(b) plan. For instance, civil servants such as police officers 
and firefighters may be eligible for a 457(b) plan. This type of plan operates 
similarly to a 401(k) and 403(b) plan but is specifically designated for the 
government sector.

The percentage set aside for defined contribution plans flow directly into a 
special retirement account made up of different types of investments, such 
as stocks, bonds, and mutual funds. In addition, most companies contribute 
matching funds, or an additional percentage added to the amount an 
employee contributes.
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The sooner you can take advantage of those matched funds, the better. It 
can be like “free” money. Employer matching contributions to employer-
sponsored retirement savings plans can greatly affect participating 
employees. For example, if your employer offers a matching fund of 4 
percent and you contribute 4 percent, your total contributions would be 8 
percent. The matching employer percentage can double your contributions, 
getting you that much closer—and quicker—to your long-term savings 
goals. If an employer offers matching funds, take advantage of it and 
maximize your contributions to receive the full match.

Defined Benefit Plans
In addition to defined contribution plans, you may also be eligible for 
defined benefit plans depending on your employer. The most common of 
these is known as a pension plan.

A pension plan is an arrangement made with an employer to pay money 
to an employee after retirement. Under a pension plan, a formula is used to 
determine the quantity of benefits an employee receives upon retirement. 
Factors of the formula include your salary and length of time you have been 
with the employer.

A vesting schedule is a common term used to describe defined benefit 
plans because the duration of time you work for an employer factors into 
how much of your retirement benefits belong to you. Vesting refers to an 
employee’s inalienable rights to money contributed by an employer to a 
pension fund or retirement plan especially in the event of termination of 
employment prior to the normal retirement age. For example, if you only 
work for an employer for one year, you may not be fully vested into the 
employer-sponsored pension plan. This means you do not have the rights 
to the money contributed. In fact, many vesting schedules don’t enable an 
employee to be fully vested until 10 years—that means staying with the 
same employer for that time period. Once you become fully vested, you own 
your contributions even if you leave the company.

In previous years, pension plans were a staple of employment opportunities. 
In fact, in the 1980s, 60 percent of workers in the private sector had a defined 
benefit pension plan as their only retirement account. Fast forward several 
decades and now only 4 percent of workers can claim that same position. 
While there are some industries that still offer employees defined benefit 
pension plans, such as the airline sector, it is a dwindling retirement option 
that may phase out completely in the coming years.

For Review Purposes Only

DBF_title


Did You 
Know?

In 1875, the American 
Express Company 
established the first 
private pension plan in 
the United States.

Source:
ebri.org/publications

Unit 5 · Chapter 19     Personal Financial Literacy386

19 · Planning for Retirement

Individual Savings
While Social Security benefits and employer-sponsored retirement plans are 
helpful sources of income during retirement, you can also rely on your individual 
savings to provide a comfortable standard of living.

An individual retirement account, or IRA, is an investment tool with tax 
advantages that individuals use to save funds for retirement. Some IRAs allow you 
to contribute income before taxes are deducted in a tax-deferred account, thus 
lowering taxable income for that year. Tax deferred means that the earnings on an 
investment are not taxed until a later date, likely when you withdraw those funds 
during retirement. Although there are different types of IRAs to choose from, the 
most common are Traditional and Roth IRAs. 

A Traditional IRA allows you to receive a tax deduction on your contribution, 
reducing your taxable income for that year. The earnings are not taxed until you 
start withdrawing funds after age 59 ½. A Roth IRA allows your money to grow 
tax-free even though your contributions are not tax deductible. In other words, you 
pay no taxes on the funds withdrawn at retirement after age 59 ½. 

If you become an entrepreneur and are self-employed, you may consider other 
options for retirement plans, such as a one-participant 401(k), sometimes called 
an individual 401(k), or a simplified employee pension (SEP). A one-participant 
401(k) follows the same guidelines as other 401(k) plans. The primary difference 
is that this plan is designated only for owners of a business who do not have 
employees. For example, a freelance photographer might consider opening a one-
participant 401(k) plan.

Another option for self-employed entrepreneurs is a SEP, which is available 
to businesses of any size. With a SEP, only the employer can contribute. The 
contribution limit is up to 25 percent of an employee’s pay. For example, imagine 
the freelance photographer’s business is growing and he decides to open a studio 
and hire two employees. He can provide retirement savings to himself and his two 
employees through a SEP.

One of the greatest advantages to using individual savings as a primary source 
of income during retirement is that you have greater control over your money. 
You can choose when, how, and where to invest when you rely on your individual 
savings to get you to retirement. Individual savings can create self-sufficiency and 
provide you with the funds you need to secure a happy and healthy retirement. 
Taking a three-pronged approach by planning for Social Security, employer-
sponsored retirement plans, and individual savings will ensure you are well 
protected against the change from working to retirement.
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CareerConnections

Benefits Specialists
Benefits specialists administer an organization’s benefits programs, which include 
retirement plans, leave policies, wellness programs, and insurance policies such as 
health, life, and disability insurance. They research and analyze benefits plans, policies, 
and programs and make recommendations based on their analysis. They frequently 
monitor government regulations, legislation, and benefits trends to ensure that their 
programs are current, legal, and competitive.

Employers typically require that benefits specialists have a bachelor’s degree. Many 
specialists have a degree in human resources, business administration, finance, 
communication, or a related field. Benefits specialists in the professional, scientific, and 
technical services industries earn the highest median annual salary of $66,000 while 
health care and social assistance specialists earn $57,000.

bls.govSource: 
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In this chapter, you learned about the costs of retirement. By planning for housing, health care, and 
living expenses you can fully prepare yourself for future expenditures. Identifying and diversifying 
sources of income is also a helpful strategy in preparing for retirement. Combining Social Security 
benefits with employer-sponsored retirement plans and individual savings will ensure you are able 
to meet your needs and wants when ready to retire.

Instructions
Demonstrate your knowledge of this chapter 
by completing the following review activities.

Note: If you do not have access to the eText 
of this book, Chapter Review worksheets 
should be provided by your instructor.

Define Key Terms 
Apply your knowledge of the chapter 
reading by defining key vocabulary terms.

Test Your Knowledge
Test your knowledge of the chapter reading 
by answering short answer questions.

Read and Write
Review Dollar Dilemmas about Noah, 
who would like to increase his retirement 
savings. Apply what you have learned by 
writing an essay about how he can plan 
for his long-term needs and estimate costs 
of retirement.

Listen and Speak
Apply your knowledge of the chapter by 
researching and presenting on one source 
of income during retirement.

Create and Design
Use what you have learned in this chapter 
to develop strategies to help you reach 
long-term financial goals in retirement.
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Key Terms

automobile insurance 
claim
claims adjuster
contract
copayment
coverage limit 
deductible
disability insurance 
indemnity
insurance agent
insurance grace period
insurance policy 
insurer
insured
liability insurance
life insurance
lifetime limit
long-term care insurance
policy limit 
premium
property insurance
term life insurance
underwriter
whole life insurance

Chapter 20  
Risk Management 
and Insurance
No matter how careful you may plan, you cannot always predict 
everything that will happen. That is why managing risk through 
insurance is an important aspect in maintaining personal finances. 
Risk can lead to potential loss of assets or earning potential, 
making it imperative to develop risk management strategies to 
protect yourself.

Objectives
After reading this chapter, you will be able to:

 ; Apply risk management strategies

 ; Define insurance terminology

 ; Explain the costs and benefits of different 
types of insurance
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Risk Management  
Individuals and businesses need to protect their assets from the possible high cost of 
loss. Because of the many types of loss that can happen over time, risk management is 
an important component of any financial plan. Whether you are a business owner or 
an individual trying to protect what you own, understanding how to manage risk will 
allow you to take steps that reduce the financial impact of potential losses.

No matter how careful you are, bad things sometimes happen. You may lose 
something of value, or you may be the victim of theft. You may get sick and need an 
expensive medical procedure, or your car might be damaged by another vehicle. You 
cannot always prevent these things from happening, but you can have a plan in place 
to deal with the loss. The most common way people plan for loss is through insurance.

Purpose of Insurance and Risk 
Management

The purposes of insurance and risk management are to transfer the risk of loss 
and to protect assets. Risk can lead to potential loss of assets or earning potential. 
For example, Cara just got her first driver’s license and has not yet been added to 
her family’s car insurance policy. It may not seem like a big deal for Cara to take 
the family car to run an errand, but if she gets into an accident and is not covered 
by the insurance policy, the insurance company won’t pay to fix the car. If she hits 
someone else, they could sue Cara’s family for negligence. 

Many assets are at risk in this scenario—car, family home, accounts and 
investments, and future earnings. Identifying risk as potential loss of assets or 
earning potential can provide insight into how to properly protect yourself 
from losses.
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Risk Management Strategies
Individuals vary with respect to their willingness to accept risk. Most people are 
willing to pay a small cost now if it means they can avoid a possible larger loss later. 
A strategy to manage risk should be a key component to your financial plan. Risk 
management is identifying potential risk to your assets and ways to handle those 
risks by avoiding, reducing, retaining, and transferring.

Avoid

If possible, avoid the risk altogether. If you are afraid of having your car stolen or 
that someone will crash into it, you could avoid parking it in high-risk areas.

Reduce

Take steps to reduce the risk. Remember to lock your doors or install a security 
alarm at your house. Keep your personal items locked up when leaving them in 
a public place, such as a gym. Wear a seatbelt and do not exceed the speed limit. 
These measures minimize potential loss.

Retain

Take responsibility and retain the risk, paying for any losses yourself. This is often 
called self-insurance. There are some circumstances in which self-insurance is 
appropriate. For example, if you get into a very minor car accident, you could 
decide to pay for the repairs yourself instead of using your insurance if filing a 
claim would increase your premium. When determining whether or not to self-
insure, people must weigh the cost and benefits of insurance coverage.

Transfer

When it comes to covering potentially big losses, most people choose to transfer 
the risk to an insurance company. Insurance companies agree to pay for part of 
the expense of the loss in exchange for you purchasing coverage.

The strategy taken to manage risk depends on the asset you want to protect.  
Figure 20.1 highlights different assets and potential risks associated with them.

Asset Possible Loss

Car, Boat, or RV Damage to the car, property, another’s property, liability for injury to another person, or 
theft of the vehicle

House Damage to property or personal belongings as a result of fire, hurricane, tornado, flood, or 
theft, or injury to a person while on your property

Personal Property Fire, flood, or theft of your belongings as a renter

Your Income If you die or are disabled and cannot work, and your family depends on your income

Your Money Medical costs, identity theft

FIGURE 20.1
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Insurance Basics
The concept of insurance is to provide customers peace of mind by having insurance 
companies assume risk of loss. The insurance company is the insurer, and the 
individual or business covered is the insured. Insurance companies use the payments 
of many to cover the losses of a few. To understand the foundation of insurance, it is 
helpful to understand routine terminology used. Figure 20.2 provides an overview of 
insurance terminology.

Tech Tools

Managing your insurance needs on the go is easy with modern technology. Most major insurance 
companies offer smartphone apps that enable drivers to capture information about an accident, record 
the parties involved, photograph the damage, identify the location using the phone’s GPS feature, and 
in some cases, begin the claims process.

Check out Allstate Mobile, Geico GloveBox, and State Farm Pocket Agent.

Terminology Definition

Premium An amount paid each year for insurance coverage

Deductible An amount that represents part of the repair cost or medical cost 
that you are responsible for

Copayment A specific amount, often referred to as a co-pay, that an insurance 
carrier expects you to pay for medical services, such as doctor office 
visits, procedures, and filling prescriptions

Policy limit The terms for coverage limits and costs, deductible amounts, 
exclusions, and conditions

Limits of coverage The maximum dollar amount under each type of coverage the 
insurance will pay

Grace period A set period of time after a premium is due in which you can still 
make payment without losing insurance coverage

Lifetime limit A cap on the benefits you can receive in your lifetime from an 
insurance provider 

FIGURE 20.2
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Insurance Policies
When entering into an insurance policy, you agree to a contract, which is an 
enforceable agreement or promise between the insurer and insured about the 
scope of coverage. This is known as an insurance policy and it details the terms 
and conditions of insurance coverage. A policy can cover medical expenses, part of 
lost income, and payments to others on your behalf when you damage someone 
else’s property or injure them. An insurance policy can be purchased online or 
directly through an insurance agent. An insurance agent is a licensed individual 
who sells and services policies on behalf of an insurance company.

For an insurance company to write a policy, you must first complete an insurance 
application. Most applications will ask you for background information on yourself and 
your coverage needs. For instance, if you are seeking health insurance, an application 
may ask you to provide a health history, your current health status, and any injuries or 
serious illnesses you have had. To obtain a policy, the insured person must also have 
an insurable interest in what is being covered. An insurable interest means that the 
loss or damage to the insured item or person would cause the policyholder to suffer a 
personal loss. For example, you cannot insure your neighbor’s house. 

An insurance contract can increase the probability or size of a potential loss because 
having insurance can result in a person taking more risks. Policy components 
such as deductibles and copayments are cost-sharing features that encourage the 
policyholder to take steps to reduce the potential size of a loss. People may be 
required by governments or by certain types of contracts, such as home mortgages, 
to purchase some types of insurance. For example, all states require drivers to carry 
auto insurance. While penalties for driving without insurance vary from state to state, 
most states often apply heavy fines and suspend a driver’s license. Before entering 
into an insurance contract, it is important to be aware of the functions of the agency 
or agencies that regulate insurance in your state of residence.

Loss of tangible items, such as cars and property, can be estimated relatively 
easily, but predicting the cost of being sued and held liable for something is more 
complex. Liability insurance is a type of insurance that protects a business or 
individual from the risk of being held legally liable for the injuries of others.
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Insurance Costs
The party that is covered under the policy pays an amount each year for the 
coverage, called a premium. The premium is determined by insurance professionals 
called underwriters. An underwriter analyzes the risks of insuring particular 
assets or people and uses that information to set the premium price. Insurance 
companies base a policy’s premium and its terms and conditions on the type of risk 
involved. The greater the risk, the higher the premium or cost. 

Depending on circumstances, your premium might be different from someone 
else’s for the same type of coverage because individual actions and circumstances 
can affect insurance coverage and cost. To determine the level of risk, the insurance 
underwriter takes many factors into account when writing a policy. For example, 
underwriters consider the following factors when determining the cost of 
automobile insurance.

Age of the Driver

Drivers who are under 25 years old and over 65 years old may be subject to 
higher premiums because research shows that drivers in these age brackets 
cause greater risk on the road. 

Sex of the Driver

Gender is factored into a premium and, in general, women tend to pay less 
for car insurance than men do. This factor is influenced by the types of cars 
commonly chosen by men, how often each gender is in accidents, risky driving 
behaviors, and how many miles each gender drives. Statistically, these influences 
are in women’s favor.

Driving Record

Your past driving behavior is often used as a predictor of your future driving behavior. 
This means that if you have a series of accidents, tickets, or risky actions, an insurance 
company will factor that in when deciding to insure you and for how much.

Geographic Location

Sometimes your physical location can have an impact on the cost of coverage. 
For example, if you live in a rural area with few drivers your car insurance is likely 
to be less expensive because there is less risk of accidents. However, if you live 
in a highly populated urban area, expect the opposite to be true—your auto 
insurance will likely cost more.

Type of Vehicle

The make, model, age, and mileage of a vehicle all impact how an insurance 
provider calculates a premium. A common misconception is that a newer vehicle 
will be more expensive to insure than an older vehicle, but because newer cars 
are often equipped with robust safety features this actually lowers your risk of 
accidents, which in turn lowers your car insurance.
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Deductible

The higher the deductible you have, the lower your auto insurance rate will 
be. This is because you take on more risk if you get in an accident. You would 
be responsible for paying more out of pocket than if you selected a lower 
deductible. For example, if you have a deductible of $1,000 and get in an 
accident causing $950 in damages, you would have to pay the $950. If you had a 
lower deducible of $500, you would only be responsible for paying the $500 and 
not the full $950. It is a trade off—to get a lower deductible you will have to pay a 
higher insurance rate.

The costs of insurance premiums are calculated based on statistics about risk, 
asset replacement cost, demographics, and other factors. The statistics used 
to determine insurance risk levels are compiled and analyzed by experts called 
actuaries. An actuary uses demographics, accident data, and geographic 
information to estimate the cost of risk. If you are considered a high risk, you will 
probably pay a higher premium. However, people can lower insurance premiums 
by behaving in ways that show they pose a lower risk. 

When determining the types of insurance you may need you should analyze 
the likelihood of something happening. For example, probability quantifies 
the likelihood that a specific event will occur, usually expressed as the ratio 
of the number of actual occurrences to the number of possible occurrences. 
Understanding the probability of an event occurring, such as a car accident, illness, 
or injury, can help you decide what type of insurance coverage you may need.

One thing to keep in mind when assessing your probability of risk is that judgment 
regarding risky events is subject to errors because people tend to overestimate 
the probability of infrequent events, often because they’ve heard of or seen a 
recent example. For instance, many people may be afraid of flying because of 
airplane crashes but the likelihood of that happening is far less than getting into an 
accident while driving a car, which is something people do on a daily basis without 
much thought.
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Covering a Loss
When you suffer a loss, you file a claim with your insurance company. A claim is 
a request for payment for a loss based on the terms of the policy. When you file a 
claim, a claims adjuster will investigate your claim.

Claims are reviewed by the insurance company and paid to the insured after 
approval. The claim is based on the principle of indemnity. Indemnity, with regard 
to insurance, means to return you to the condition you were before the loss. For 
example, if you own a four-year-old car and you get into an accident resulting in a 
total loss, you will not be compensated for a brand-new car. Payment on your claim 
will be based on the value of your car at the time of the accident.

CareerConnections

Insurance Underwriter
Insurance underwriters decide whether to provide insurance, and under what 
terms. They evaluate insurance applications and determine coverage amounts and 
premiums. Underwriters are the main link between an insurance company and an 
insurance agent.

Underwriters analyze the risk factors appearing on an application. For instance, if an 
applicant reports a previous bankruptcy, the underwriter must determine whether 
that information is relevant to the policy being applied for. The underwriter would 
likely consider how far in the past the bankruptcy occurred and how the applicant’s 
financial situation has changed since the applicant filed for bankruptcy. Insurance 
underwriters must achieve a balance between risky and cautious decisions. If 
underwriters allow too much risk, the insurance company will pay out too many 
claims. But if they don’t approve enough applications, the company will not make 
enough money from premiums.

Employers prefer to hire candidates who have a bachelor’s degree. However, 
insurance-related work experience and strong computer skills may be enough 
for some positions. Certification is generally necessary for advancement to senior 
underwriter and underwriter manager positions. The median annual wage for 
insurance underwriters is approximately $67,000.

bls.govSource: 
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Identify the Risk Assess the Risk Prioritize the Risk Address the Risk

Damage to or Theft 
of Car

Possible

Car is always locked and parked in 
safe place

Always wear seatbelt and never 
text while driving

High

No loan on the car, but could not 
afford to replace

Reduce and Transfer

Buy auto insurance

Loss or Theft of 
Belongings

Possible

Live in apartment with security

Medium

Would not be able to assume the 
replacement costs

Transfer

Buy renter’s insurance

Costly Medical Bills Unlikely

Live healthy lifestyle

Medium

Required by law to have basic 
health insurance plan

Reduce and Transfer

Sign up for employer-sponsored 
health coverage

Damage to 
Electronics

Unlikely

Very careful with electronics

Low

Some items covered by warranty

Retain

Pay for replacements as needed

FIGURE 20.3
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Evaluating Insurance Needs
While formulating a risk management plan, you need to evaluate just what it is you 
need to protect. Your risk management plan should identify, assess, prioritize, and 
address the risks of potential loss to your assets. 

1. Identify
Identify the potential risks of loss in your life, such as damage to your 
automobile, a fire in your apartment building, medical costs from illness or 
injury, or dropping your smartphone in the pool.

2. Assess
Once you have identified potential risks, you should decide how serious 
they are. Look at your normal behavior and estimate whether it is possible or 
unlikely that a loss might occur.

3. Prioritize
Consider the consequences of potential losses. Rate the impact a loss would 
have on your financial position as high, medium, or low.

4. Address
Based on your evaluation, decide whether you will avoid, reduce, retain, or 
transfer the risk.

Examples of evaluating your asset protection needs are provided in Figure 20.3.
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FIGURE 20.4

Coverage Age 16–22 Age 22–30 Age 30–50 Age 50–65 Age 65+

Cell Phone 
Insurance Can be expensive 

to replace if lost or 
damaged

Can be expensive 
to replace if lost or 
damaged

Automobile 
Insurance Need to be on an 

adult’s policy If 
under age 18

Auto liability is 
mandatory in most 
states

Health/Dental 
Insurance May be adjusted 

when Medicare is 
added

Renters/
Homeowners 
Insurance

Covers replacement 
cost of personal 
belongings if you 
rent

With a mortgage, 
you must protect 
your home

Life Insurance
Covers student loan 
debt in event of 
passing

Protects family from 
loss of income in 
event of passing

Protects family from 
loss of income in 
event of passing

Disability 
Insurance Protects income 

source in event of 
injury or illness

Protects income 
source in event of 
injury or illness

Long-term Care 
Insurance Give serious 

thought to long-
term care insurance 
as cost increases 
past age 50

Consider  
having in place 
if savings are not 
enough to  
accept the risk
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Risk Management Timeline
When you are young and just starting out, you may not own much and your health 
care cost is usually minimal. As you start a family and acquire more assets, such as a 
car, house, and furnishings, risk management becomes more complex. When you 
enter retirement, your investments will be a major source of financial support and 
managing health care can become a primary concern. For these reasons, insurance 
needs change over time. 

People choose different amounts of insurance coverage based on their willingness to 
accept risk, as well as their occupation, lifestyle, age, financial profile, and the price of 
insurance. Figure 20.4 illustrates various insurance needs at different stages of life.
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Policy Limits and Conditions
Insurance policies are not unlimited—they carry certain limits and conditions 
that consumers should consider before entering into a contract with an insurance 
company. A policy limit includes the terms for coverage limits and costs, deductible 
amounts, exclusions, and conditions. For instance, you should consider the 
following factors when assessing policy limits.

Coverage Limits

The coverage limit is the maximum dollar amount under each type of coverage 
the insurance will pay. This is important to assess because if your coverage limit is 
low, it may not provide funds to cover the loss of your assets in full.

Coverage Costs

Check the policy for the cost of each type of coverage so that if you have to make 
changes, you will understand the effect on the total premium.

Deductible Amounts

Know what your responsibility will be in the event of a claim. If you are in an 
accident and you have a $500 collision deductible, you have to pay the first $500 
of the repair cost.

Exclusions

Know what events will be excluded, or not covered. An example would be 
specific driver exclusions or if you were engaging in drag racing. These items 
would be listed in an exclusions section of your insurance policy.

Conditions

Policy conditions might include cancellation provisions or procedures for filing 
a claim.

Grace Period

Check to see if your policy has an insurance grace period, which is a set 
period of time after a premium is due in which you can still make payment 
without losing insurance coverage. 

Lifetime Limits

Understand that some policies may carry a lifetime limit, 
which is a cap on the benefits you can receive in your 
lifetime from an insurance provider. For example, you 
may have a lifetime limit of $1 million dollars for a health 
insurance policy. If you exceed that number then the 
insurance company will no longer pay for the expenses.
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1
Gather Information  

at the Scene

2
Contact Insurance  

Company

3
Save All Documents  

from the Incident

Note time, location, or any 
physical injury

Photograph or note damage at 
the accident scene

Get witness statements

Exchange information with the 
other party

Call your insurance agent

Provide your insurance policy 
information

Share the accident details 
gathered at the scene

Confirm police report

Save any auto repair and 
medical bills

Document any lost wages if 
applicable

Obtain a copy of the police 
report

FIGURE 20.5
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Insurance Claim Settlement Process
Accidents happen, no matter how careful you are. When they do happen, you 
need to file a claim with your insurance company. In the case of a car accident, 
for example, the key is to stay calm and assess the immediate situation. If 
medical attention is needed, call 911. Contact the local police to help process 
the incident. To start the insurance claim settlement process, follow the 
guidelines outlined in Figure 20.5.

It is important to always give a truthful account about an accident. Stick to the 
facts, never lie about injuries, and do not admit liability. Beyond the police and 
your agent, do not talk to anyone about the accident. Let the police and insurance 
investigators sort out the details.

Your insurance company’s claims adjuster will review the damage and all of the 
available information to determine fault and then provide a cost estimate for the 
claim, with instructions on how to proceed. It is important to follow up with your 
insurance agent to ensure the settlement process progresses.

As a consumer, you should be aware of insurance fraud and ensure you only file 
claims that are reasonably warranted. Insurance fraud is when a person files a false 
claim. For example, faking a car accident and filing an insurance claim is considered 
insurance fraud. People often commit insurance fraud for financial gain but the 
consequences can be grave. Insurance fraud is illegal and depending on the 
severity of the fraudulent claim, consequences range from fees to felony charges 
and jail time.

For Review Purposes Only

DBF_title


C
ha

pt
er

 2
0

Personal Financial Literacy     Unit 6 · Chapter 20 403

Types of Insurance
Transferring risk to an insurance company is a good option when you cannot—or do 
not wish to—avoid, reduce, or retain the risk of loss. There are many different types 
of insurance policies to choose from that can cover all aspects of life. For example, 
common insurance options include automobile, health, homeowner, renter, whole and 
term life, long-term care, and disability. In addition to privately purchased insurance, 
some government benefit programs provide a social safety net to protect individuals 
from economic hardship created by unexpected events.

Regardless of which type of insurance you consider as part of your overall financial 
plan, insurance companies can provide peace of mind in protecting what and who is 
important to you.

Health Insurance 
Health insurance provides funds to pay for health care in the event of illness and 
may also pay for the cost of preventive care. It is one of the most important types 
of insurance to purchase because health care is expensive. People obtain personal 
insurance, including health insurance, because even a basic hospital visit can cost 
thousands of dollars that, without insurance, you would be responsible for paying. 
Before exploring your health insurance options, it is important to understand the 
terminology you will likely encounter. Figure 20.6 defines common terms used in 
the health care insurance industry.

Copayment A specific amount, often referred to as a co-pay, that an insurance carrier expects you to 
pay for medical services, such as doctor office visits, procedures, and filling prescriptions

Deductible A specific amount that an insurance carrier expects you to pay for medical services each 
year before your insurance begins paying for claims

Eligibility Date The date on which you become eligible for insurance benefits, such as a 30-day waiting 
period after new employment begins

Employee 
Contribution

The portion of the premium for an employer-sponsored health insurance plan that you, 
the employee, is responsible for paying

Health Maintenance 
Organization (HMO)

An organization offering access to a network of healthcare providers to their members, 
who must coordinate their care through the providers within the network

Primary Care 
Physician (PCP)

A physician chosen by the insured person to provide primary care, who refers the insured 
to medical specialists if needed

Preferred Provider 
Organization (PPO)

An organization offering access to a network of healthcare providers to their members 
and non-members, who may coordinate their care through the providers outside the 
network

FIGURE 20.6
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Many employers, even if they are not mandated to do so by law, offer some type 
of health insurance benefit to their employees. If your employer does not provide 
this benefit, you still need to purchase insurance. Although health insurance can 
be expensive, it can be even more costly to have to pay out of pocket for health 
expenses if you do not have insurance. The Affordable Care Act was signed into 
law in 2010 to reform the health care industry. It mandates that everyone who can 
afford it must obtain and maintain health insurance. Subsidized coverage becomes 
available to those who cannot obtain insurance otherwise. Figure 20.7 outlines the 
costs and benefits of different types of health insurance.

Group Health Plans

Source Costs Benefits

Employers, 
unions, trade 
associations

• When employees leave their place of 
employment, they lose health care 
coverage. Switching jobs or losing a job 
can mean significant health care costs if 
you do not yet have a new policy.

• Because employers control the coverage, 
they can decide to decrease offerings or 
discontinue coverage at their discretion.

• Large health insurance companies that 
manage group health plans can often 
negotiate with doctors, hospitals, and other 
health care providers to obtain lower health 
care prices for their policyholders.

• Group health plans protect employees by 
keeping them healthy and safe. This in turn 
protects the employer by ensuring their labor 
force is productive.

Private Health Plans

Source Costs Benefits

Insurance 
companies

• Paying for private health plans can be more 
expensive than being covered through an 
employer-sponsored plan.

• Because private health plans are expensive, 
policyholders often pick and choose 
coverage that they think will be most 
useful. This can lead to gaps in coverage 
that could be costly if you face a health 
care need that is not included in your plan.

• In private health plans, you have control over 
the specific type of coverage you need. You 
may even have more flexibility in selecting 
providers, specialists, and doctors that best 
suit your situation.

Government Health Plans

Source Costs Benefits

Government 
agencies and 
programs

• Some government health plans limit 
options for policyholders in terms of 
treatments and providers that are covered.

• Not everyone is eligible for a government 
health plan. Citizens must meet certain 
parameters to qualify, including income, 
needs, and family circumstances

• Programs such as Medicaid provide health 
insurance for individuals who are not able 
to get employer coverage or afford out of 
pocket costs of a private health plan.

• Medicare provides coverage to citizens age 
65 and older, and for individuals who qualify 
for disability insurance.

FIGURE 20.7

Types of Health Insurance Plans
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Choosing the right health insurance depends on your needs, circumstances, and 
preferences. Be sure to investigate the requirements for health insurance coverage 
and compare policies offered by different providers operating in your region of 
the country. It is often helpful to summarize the terms of a health insurance plan 
you are considering to ensure you understand the requirements and limits of 
the coverage.

Supplemental Health Plans*

Source Costs Benefits

Insurance 
companies

• Supplemental plans are intended as a 
complement to an existing health care 
plan. Policyholders who view supplemental 
plans as a primary source of coverage will 
find they are underinsured.

• People obtain personal supplemental 
insurance, such as cancer insurance, because 
it covers costs that extend beyond a common 
health plan. For example, cancer insurance 
can help pay for experimental treatment 
expenses or fees associated with traveling to 
and from treatment facilities.

*Includes insurance coverage such as cancer insurance

Do
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m
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as Silas just accepted a new job but is disappointed because his employer does not 
provide health, life, or disability insurance benefits. He knows he needs health 
insurance because he doesn’t want to have to pay out of pocket if he faces a medical 
emergency, plus he needs routine health care expenses covered like annual doctor 
visits. The problem is that he has never purchased health care insurance before and is 
clueless on where to start.

He’s also unsure of whether or not he needs life and disability insurance. He is young 
and doesn’t foresee any injuries or illnesses in the immediate future. But he doesn’t 
want to be underinsured and face financial hardship if something were to happen. For 
instance, he’s heard about term and whole life insurance, but doesn’t understand the 
differences between them or when he should purchase them.

If you were Silas, which risk management strategies would you consider? What 
insurance terminology should Silas understand before purchasing insurance? 
What are the costs and benefits of different types and sources of health, life, and 
disability insurance he should consider?
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Disability and Long-Term Care Insurance 
People obtain personal insurance because the cost of long-term health care, 
especially for the elderly, can have a substantial impact on an individual’s or family’s 
savings. To meet this need, people can purchase long-term care insurance, 
which is a policy that covers at-home, assisted living, and nursing home care.

People also obtain personal insurance to protect against injury or illness. 
Disability insurance is income insurance that provides funds to replace income 
lost while an individual is ill or injured and unable to work. Many people think 
disabilities are caused by accidents on the job, but the majority of disability 
absences from work are due to illnesses. Figure 20.8 explains the costs and benefits 
of disability and long-term care insurance.

Insurance 
Type Costs Benefits

Disability Benefits typically last for a specific number of 
years. This can be problematic if your illness or 
injury extends beyond the coverage period.

A typical plan offers up to 60 percent of your gross 
salary. This enables you to pay bills, manage daily 
expenses, and maintain a comfortable standard of 
living despite illness or injury.

Long-term 
care

If you never end up needing long-term care then 
you will have paid into coverage that you won’t 
actually use.

Long-term care can be expensive and subject to 
premium increases.

If you do require long-term care, insurance 
provides support when you are unable to perform 
daily tasks such as walking, eating, and bathing. 

Long-term care insurance can help support elderly 
in a variety of settings including in their home, a 
nursing home, or assisted living environments.

FIGURE 20.8

Life Insurance
Life insurance protects against the loss of income that would result if the insured 
person dies. The amount of insurance needed should cover a family’s existing debt 
and monthly expenses for a reasonable period of time. People obtain personal 
insurance, including life insurance, because benefits are paid to the insured’s 
beneficiaries in the event of the policyholder’s death. These payments can be used 
to replace wages lost when the insured person dies. 

The most common type of life insurance is term life insurance, which offers 
coverage for a specified amount of time, such as 30 years, for a fairly low premium. 
An important cost of term insurance is that coverage is only for a specific period 
of time. When the term ends, a policyholder is no longer covered. However, the 
benefit of term insurance is that it is often more affordable than other types of life 
insurance. If you want life insurance but would prefer to keep your premium low, 
term life insurance provides a beneficial option to balance cost with coverage.
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Did You 
Know?

If a worker puts away 10% 
of his or her income each 
year, then simple arithmetic 
shows that one year of 
complete disability could 
wipe out the 10 years of 
principal saved.

Source:
protectyourincome.com
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Another type of life insurance is whole life insurance, which covers the insured 
for their entire life and not just for a specified time. Whole life insurance also has 
a savings or investment component, accumulating cash value over time. The 
insurance company invests the premium on your behalf. However, as an investment, 
whole life is not your best option. The cost of whole life insurance is that premiums 
are higher than a term policy and you will likely do better investing on your own. 
The benefit of whole life insurance is that coverage extends your entire life; you are 
not locked into coverage for only a specific time period as with term life insurance.

Property Insurance
Property insurance, including renters’ insurance, pays for damage or loss to the 
insured’s property and often includes liability coverage for actions of the insured 
that cause harm to other people or their property. There are many reasons to 
obtain property insurance coverage, as explored in Figure 20.9.

FIGURE 20.9

Types of Property 
Insurance

Reasons for Obtaining Coverage

Homeowners’ Insurance To financially protect yourself from property damage caused by 
fire, theft, or accidents

Renters’ Insurance To financially protect yourself against fire or theft when renting 
a property

Personal Liability Insurance To financially protect yourself in the event someone gets injured 
on your property

Flood Insurance To financially protect yourself from water damage to your 
property caused by flooding

Earthquake Insurance To financially protect yourself in the event of a natural disaster 
such as an earthquake

Homeowners’ insurance covers losses to property, such as damage from fire, theft, 
and accidents. Personal liability insurance is often included as part of a homeowners’ 
plan. You will want to verify that personal liability insurance is included because it 
covers injury to someone else on your property. For instance, if someone trips and 
falls down the stairs in your home, personal liability insurance ensures you will not be 
responsible for paying the injured person’s medical expenses.

The factors that influence the cost of homeowners’ insurance are where you live 
and the size, structure, and market value of your home. For instance, if you live in 
an area of high crime, you will likely pay a higher cost for homeowners’ insurance. 
If you have a home mortgage, it is mandatory to have homeowners’ insurance. 
Since you do not technically own the home until the mortgage is paid off, the bank 
requires you to insure it.
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Did You 
Know?

According to the Federal 
Emergency Management 
Agency, 64% of homes 
are underinsured in the 
United States.

Source:
FEMA
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The benefits of homeowners’ insurance are plentiful. It protects yourself financially 
from damage caused to your property. If your home burns down in a fire, for 
example, your insurance would help pay for the costs of rebuilding your home and 
correcting the damages that occurred. However, there are costs to homeowners’ 
insurance that should be considered. Many people assume that damages caused 
by natural disasters are automatically covered in their insurance policy but this isn’t 
always the case. Earthquake and flood damage are usually supplemental insurance 
plans and would need to be purchased in addition to a regular homeowners’ 
insurance policy.

Renters’ insurance covers the loss of personal belongings inside the property you 
are renting due to events such as a fire or burglary. Your policy should cover the 
replacement costs of your possessions. However, the more items you insure, the 
higher the premium will be. Factors that influence the cost of renters’ insurance 
include where you live, the amount of coverage needed, and your credit history. 
Like homeowners’ insurance, if you live in a high-crime area, your renters’ insurance 
will be more expensive than low-crime areas.

The benefit of renters’ insurance is that your personal belongings can be replaced 
in the event they get damaged in a situation covered by your policy. Some renters 
assume that insurance is unnecessary and that it is their landlord’s responsibility to 
replace damaged belongings, but this isn’t always true. You should protect yourself 
by determining what the property owner covers first and then obtaining renters’ 
insurance to fill in any gaps.

Homeowners and renters can purchase additional insurance for specific items not 
covered under a policy. For example, people might obtain flood or earthquake 
insurance if they live in a geographic area where natural disasters are common and 
often cause damage to property. 
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Automobile Insurance
Automobile insurance covers losses due to an accident involving vehicles. The 
most common reason people obtain car insurance is to pay for the replacement 
or repair of an expensive asset. Besides the car itself, there are other things auto 
insurance will cover, such as damage to another’s property or bodily harm to others 
incurred in an accident. 

Before purchasing car insurance, you should know how to read and understand 
an auto insurance policy. Once you understand the basics of the policy, you will 
need to balance the cost of the policy with the coverage benefits you will receive. 
Costs are determined by a number of factors, including a driver’s age, gender, 
driving record, location, and vehicle. Younger and older drivers tend to pay more 
in automobile insurance because they are statistically more prone to accidents 
than other age brackets. Although automobile insurance can be expensive, the 
benefits drivers receive from it are significant. If you had to pay out of pocket to 
cover injuries or damage to a vehicle, the costs could put you into debt. Insurance 
ensures that all parties involved in a vehicle incident are financially protected. 
There are several common types of auto coverage to consider. 

Liability
Liability coverage protects you if you are at fault for an accident and you hurt 
someone or someone’s property. This coverage does not cover your injuries 
or damage to your property, but someone else’s. There are two components 
of this type of coverage: bodily injury and property damage liability.

Automobile liability insurance has set limits. Payment on a claim is split 
between three accident categories, each with a certain dollar limit. The 
example in Figure 20.10 illustrates a 100/300/25 liability limit.

FIGURE 20.10

Per Person Bodily Injury Limit Per Accident Bodily Injury Per Accident Property Damage  
Liability Limit

$100,000 $300,000 $25,000
The maximum amount that will be 
paid for any one person’s bodily injury 
liability losses from an accident

The maximum amount that would be 
paid for all bodily injury liability losses 
from an event or accident

The maximum amount paid for all 
property damage liability losses from 
an accident

Most states require drivers to have liability insurance to register their cars. In 
some states, if you do not have coverage, or buy it and then cancel it after 
you register your car, the insurance company will notify the Department of 
Motor Vehicles and your registration and driver’s license can be suspended. It 
is important to know the legal minimum amounts of auto insurance coverage 
required in your state of residence and the recommended optimal amounts.

For Review Purposes Only

DBF_title


Unit 6 · Chapter 20     Personal Financial Literacy410

20 ·  Risk Management and Insurance

Collision
Collision insurance pays for repairs to your car regardless of who was at fault. 
Collision coverage usually has a deductible. A deductible is the amount of a 
repair cost that you are responsible for. The insurance company pays the rest. 
The higher the deductible, the lower your premium will be.

Comprehensive
Comprehensive insurance handles physical damage not covered by collision 
insurance. This could include damage to your car from theft or vandalism, or 
damage from events such as flood or fire. This type of insurance usually has a 
deductible equal to or lower than collision insurance.

Personal Injury Protection
Personal injury protection covers medical payments for you and your 
passengers, regardless of who is at fault in an accident. There is usually a 
deductible for this type of coverage.

Uninsured/Underinsured Motorist
Uninsured/underinsured motorist insurance protects you, your passengers, 
and your car in case of an accident with a driver who has no or insufficient 
insurance, or who leaves the scene of an accident.

Towing/Rental Car Coverage
Towing and rental car coverage pays for the towing costs if your car is non-
operational. It will also sometimes cover all or part of the cost of a rental car.

Once you are familiar with car insurance language, you can start requesting 
policy quotes. A policy quote is an estimate of the premium you would pay for 
specific insurance coverage. It is up to you to read the entire policy quote and get 
clarification on anything you do not understand. 

To get an accurate quote, gather all of the information requested by the 
insurance company. When shopping for insurance quotes, be prepared with the 
following information:

 ; Contact information

 ; Driver’s license number and how long you have held your license

 ; The year, make, model, and any special features of the car, such as antitheft 
options

 ; Whether or not you lease the car, own free or clear, or still make payments

 ; Your driving record

 ; Any accidents or other claims you may have had and who was at fault

 ; Current insurance, coverage, and policy expiration date
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In choosing the right insurance policy, determine the coverage you need, compare 
policies from different providers, and always look for ways to reduce cost.

1. Determine the coverage needed.

The appropriate amount of coverage depends on the value of your vehicle, 
whether you have a loan on the car, and the amount of money you can afford to 
pay out of pocket. If a claim is above the coverage limits, you will be personally 
responsible for the amount that exceeds the coverage.

2. Compare different policies.

When looking at different policies, you want to compare price, coverage, and 
any exclusions. When you shop for different quotes, make sure that you are 
comparing similar policies. You will want to consider the quality of service you 
will receive from the insurer and review their reputation.

3. Find ways to reduce cost.

In addition to shopping for the best price, maintaining a good driving record can 
mean lower premiums. Cost-reducing measures include the following:

 z Practice safe driving habits and avoid traffic violations

 z Drive a car that is less expensive to repair or replace

 z Purchase your policy online

 z Choose higher deductible amounts

 z Bundle your insurance policies, using the same company for most or all of 
your insurance needs

 z Autopay your premiums or pay the entire year’s premium up front
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Supplemental Insurance
While health, life, disability, long-term care, property, and auto insurance are the 
most common types of risk protection people seek, there are also supplemental 
insurance options to consider. 

Extended Warranties

Purchasing an extended warranty at the time of sale, such as when buying a 
car, can often add hundreds if not thousands of dollars on top of the base price. 
However, the extra money spent up front can be a benefit later on if the vehicle 
gets damaged and the warranty covers repair costs. 

Mortgage Protection Life Insurance

When someone dies and leave behind a mortgage, the cost of maintaining 
monthly payments can overwhelm loved ones. In such cases, mortgage 
protection life insurance provides the benefit of paying for the deceased person’s 
mortgage upon their passing.

Accidental Death and Dismemberment Life Insurance

Life insurance can be costly, but accidental death and dismemberment life 
insurance offers an affordable entry point into life insurance with the benefit of 
being financially covered in the event of an accident.

Car Loan Payoff Coverage

If you owe more on a loan than what your vehicle is worth, this type of 
supplemental insurance provides coverage beyond the cash value of your car. 

Debt Cancellation Coverage

Instead of life insurance, some people consider debt cancellation coverage, 
which essentially excuses a person’s debt under certain situations, such as death 
or disability.

Credit Life Coverage

In contrast to debt cancellation coverage, this type of insurance provides 
coverage to pay off a person’s debts after they die.
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Go Figure

When determining your insurance needs, you can use math to budget for various insurance 
costs. For example, Janelle is in the process of evaluating her risk management plan. She is 
reviewing her budget because she would like to be able to save more money. Janelle rents an 
apartment with a friend in a safe area with security and covered parking. She received some 
furniture from her parents but purchased a new bedroom set and a TV. She also has a laptop 
and smartphone. Consider her insurance plans below:

Insurance Coverage Cost

Auto Policy through insurance company:  
$250 collision deductible; $250 comprehensive deductible; 
100/300/100 liability limits; no towing/rental limit

$1,900/year

Renters’ Policy through insurance company:  
$25,000 with $200 deductible

$238/year

Health/Dental Plan through work; employee contribution is 25% of 
premium

$66.85/biweekly pay 
period

Life $25,000 through work; Janelle purchased an additional 
$200,000 term policy after college

$200,000 policy is 
$338/year

Smartphone Replacement of phone with $100 deductible Additional $8/month 
added to bill

Your Turn

Help Janelle evaluate her insurance costs and see where she might be able to make some 
cuts. To achieve this, calculate the monthly cost of each type of insurance and the total 
insurance expense that she pays each month.
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In this chapter, you learned about risk management strategies and purchasing insurance. 
Understanding insurance terminology is an important aspect in selecting the right risk protection 
for your assets. You also explored the costs and benefits of different types of insurance, as well as 
how to differentiate when insurance is needed.

Instructions
Demonstrate your knowledge of this chapter 
by completing the following review activities.

Note: If you do not have access to the eText 
of this book, Chapter Review worksheets 
should be provided by your instructor.

Define Key Terms 
Apply your knowledge of the chapter 
reading by defining key vocabulary terms.

Test Your Knowledge
Test your knowledge of the chapter reading 
by answering short answer questions.

Read and Write
Review Dollar Dilemmas about Silas who 
is exploring risk management strategies 
by purchasing insurance. Apply what you 
have learned by writing an essay explaining 
insurance terminology and the costs and 
benefits of different types and sources 
of insurance.

Listen and Speak
Apply your knowledge of the chapter by 
identifying and applying risk management 
strategies including avoiding, reducing, 
retaining, and transferring risk.

Create and Design
Use what you have learned in this chapter 
to prepare a risk management plan.
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Consumer Bill of Rights
consumer protection law
pharming
phishing
Ponzi scheme 
private information 
redress
small claims court

Consumer 
Protection
Schemes and scams are abundant in the digital world we live in—
and they can be costly to your personal finances. Learning how to 
recognize common scams to protect yourself and prevent identity 
theft is a valuable skill to have.

Objectives
After reading this chapter, you will be able to:

 ; Recognize common identity theft schemes 
and scams

 ; Identify ways to reduce the risk of identity 
theft

 ; Understand how to use consumer protection 
agencies

Chapter 21  
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Identity Theft
With so many people conducting their financial business online, there is increased 
opportunity for hackers and thieves to try and gain access to others’ money. Identity 
theft is when private information, such as your name or Social Security number, is 
stolen and used without permission, usually to commit financial fraud. Fraud is deceit 
or trickery, usually for financial or personal gain. Identity thieves often use cyberspace 
to find and steal identities because a great deal of information is available on the web.

Loss of assets, wealth, and future opportunities can occur if an individual’s personal 
information is obtained by others through identity theft and then used fraudulently. 
By managing your personal information and choosing the environment in which it is 
revealed, you can accept, reduce, and insure against the risk of loss due to identity theft.

Schemes and Scams
Identity thieves can be very clever. As a consumer, you should familiarize yourself 
with common schemes and scams so that you can recognize them if you ever 
encounter them. Eight common schemes and scams are listed below.

1. Phone Calls
Identity thieves may contact you by phone, pretending to work for legitimate 
companies or institutions you trust. They may also pretend to be a friend 
or acquaintance to obtain private data. Since your trust has already been 
established, it does not seem suspicious when they ask for information, such 
as account passwords, Social Security numbers, or home addresses.

2. Phishing
When thieves send out emails asking for private information, it is known 
as phishing. These emails try to trick a recipient into interacting with the 
sender. Email phishing scams involve thieves posing as a service provider or 
a credible company. Emails may claim there is a problem with your account 
and that to resolve it, you must provide private data. Phishing emails may 
contain a link that downloads malicious viruses to your computer if clicked. 
The viruses can steal information stored on your computer or record 
keystrokes as you type banking or credit card logins and passwords, thus 
giving the culprits access to your accounts.
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3. Pharming
Identity theft can also occur through pharming, which is when criminals try 
to get your personal data through websites that look real and legitimate but 
are actually fake. For example, if you went to a store’s website to shop online, 
a pharming scam would redirect you toward a look-a-like website. If you 
enter any personal information while on the fake site, such as a credit card 
number, the thief now has your data.

4. Public Computers
If a person uses a public computer and leaves without signing out of private 
accounts, anyone using the computer next may have access to that person’s 
private information. You should also be careful with unsecured Wi-Fi when 
in a public space, such as your local coffee shop. Hackers may be watching, 
looking for ways to access your private information. 

5. Texting
Similar to email phishing, texting scams are when you receive a text message 
with a link to click on. Usually the offers in the message are enticing, such as 
“you have won a free vacation.” Clicking on the link may download malicious 
viruses to your phone that will steal information you have saved.

6. Jobs
If an advertisement for a job sounds too good to be true, chances are it 
probably is. That is because criminals can use the enticement of employment 
to not only gather personal data, but also collect money for paid “training” 
or “certification” that promises you a job upon completion. The catch is once 
you pay the money for the “training,” there is no job and no way to get your 
money back.

7. Pyramid
Pyramid schemes often disguise themselves as legitimate business and 
investing opportunities, but they are misleading. A person pays into the 
investment with the promise of returns but only if they recruit other 
people to invest. Sustaining continual recruits becomes impossible 
and people lose the money they originally invested.

8. Home Renovation
Home renovation scams can take on a number of 
different approaches. One of the most common ones 
is a contractor who asks to be paid in full up front 
before renovation work begins. The contractor may 
take the money and never return to complete the 
agreed upon work.
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Ways to Protect Personal Information
Identity thieves are after your private information so they can gain access to your 
accounts. Private information is data that could identify who you are. The most 
important way to protect your personal information and reduce the risk of identity 
theft is to not share information, especially online. Information, such as the items 
listed below, should not be shared.

 z Full name

 z Social Security number

 z Birth date

 z Address

 z Phone number

 z Account passwords

 z Credit card numbers

 z Bank account numbers

 z Any private 
information

Protecting your identity online is very important because the nature of the internet 
makes it easy for thieves to steal private information and passwords. Passwords are 
words or a sequence of characters that must be input to gain access to something. 
They are like locks that keep your private information safe. Be proactive and learn 
how to protect all of your account information. Identity theft protection measures 
include the following strategies to control personal information:

 z Secure sensitive financial data by creating strong passwords.  
See Figure 21.1 for how to create a strong password.

 z Never give your passwords to other people, including your friends.

 z Do not share private information about yourself.

 z Use care when participating in online commerce because online 
transactions and careless handling of documents can make consumers 
vulnerable to privacy infringement and identity theft.

 z Be careful of what information you share on social networking sites, even if 
you think you are interacting only with friends.

 z Recognize and avoid phishing and pharming practices.

 z Monitor your online accounts frequently because consumers are often the 
first to notice instances of identity theft.

 z Properly dispose of sensitive documents by shredding unnecessary papers 
that contain your private information.

 z Report any questionable activities on your accounts.

 z Always log out of your private accounts when finished using them.
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Cyber criminals want to use your identity to engage in illegal activities. Figure 21.2 
illustrates the ways in which criminals use your private information.

1. Don’t use any self-identifying facts, like your name, nickname, or birth date.

2. Avoid using obvious facts about yourself, such as your pet’s name.

3. Make passwords of at least eight characters.

4. Include a combination of numbers, symbols, and letters.

5. Change your passwords every few months.

6. Create passwords that you will remember.

FIGURE 21.1

How to Create a Strong Password

FIGURE 21.2

Type of 
Information Criminal Use of Information

Banking Gain access to your bank accounts

Credit Take out a loan in your name

Open credit card accounts in your name

Personal Seek medical assistance using your name

Open utility accounts in your name

Take over your email account and send unsolicited messages

Despite consumer warnings not to share private information, there may be some 
instances where entities have a right to request certain personal financial data. For 
instance, a government agency or business may ask for your private data. However, 
it is required by law for them to disclose that it is optional for you to share your 
information, how the data will be used, and what law requires you to 
share. You may be required to provide private information when doing 
any of the following activities:

 z Applying for a driver’s license

 z Filling out paperwork for a new job

 z Preparing tax information

 z Applying for a bank loan

 z Opening a new bank account

For Review Purposes Only

DBF_title


Unit 6 · Chapter 21     Personal Financial Literacy420

21 · Consumer Protection

Victims of Identity Theft
The most important thing to do if you think your identity may have been stolen is 
to act right away. Federal and state entities and regulations provide some remedies 
and assistance for victims of identity theft by protecting consumers from forms of 
fraud or abuse. For instance, the Federal Trade Commission’s Bureau of Consumer 
Protection collects complaints using formal consumer complaint procedures and 
conducts investigations to stop unfair, deceptive, and fraudulent activities. You can 
also seek out state consumer protection agencies by visiting usa.gov and locating 
your state or territory. Depending on the type of consumer dispute, the use of 
small claims court may be necessary to resolve the issue. A small claims court 
is a special court intended to simplify and expedite the handling of small claims 
on debts.

Despite the numerous entities in place to protect consumers from fraud and 
abuse, it is up to you to seek them out and report fraud. The quicker you respond 
to the threat, the faster you can prevent financial damage. To do so, you need 
to understand how to use consumer protection agencies to research and report 
fraud. Government agencies that can assist you in reporting fraud are listed in 
Figure 21.4. Reviewing agency websites will help you research common frauds so 
you can identify them right away if you ever encounter them.

In addition to reviewing the consumer protection agencies in Figure 21.4, you 
should also familiarize yourself with the process provided by the Federal Trade 
Commission (FTC). The FTC outlines the following steps to resolve and recover from 
fraud and identity theft.

1. Call any companies where you believe fraud has taken place.

2. Place a fraud alert and get a copy of your credit reports.

3. Report your incident to the Federal Trade Commission.

4. File a report with your police department. 

Tech Tools

Identity thieves often fool consumers with savvy schemes and scams enticing them into sharing 
personal information or money. As a consumer, you need to be aware of current scams and how to 
recognize them to avoid financial compromises. The Federal Trade Commission can help you on this 
mission by providing scam alerts. Visit the FTC’s website at consumer.ftc.gov and enroll in their email 
scam alerts to get notifications on the most recent scams sent directly to your inbox. The website also 
allows you to research previous frauds, review best practices for reporting fraud, and see the latest 
news on consumer protection information.
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Depending on what information was compromised, you may need to close new 
accounts that were opened in your name or work with your bank to get charges 
you did not make removed from your accounts. For a complete list of steps to take 
to repair potential damage, as well as resources to research fraud, visit the Federal 
Trade Commission’s website at identitytheft.gov.

An important aspect of managing your personal finances is protecting your private 
information. So much of your financial information is accessible digitally. There are 
many tools in place to help consumers deal with identity theft, but the first step 
is to report it immediately so that your identity can be protected. Many times, if a 
case of identity theft is reported quickly, it is easier to undo the damage.

Protecting Your Financial Plan
Part of keeping your overall financial plan intact is practicing smart consumer 
choices. Throughout your financial life, you will face instances where you will need 
to make decisions. How you respond can alter your financial plan. For example, you 
may encounter times when you need to sign a contract, are tempted by gambling 
or playing the lottery, want to shop online, or place your money into a promising 
investment. Understanding the consequences—both good and bad—of decision-
making in these scenarios can help you personally protect your financial health.

Contracts
Financial contracts are often tied to consumer purchases. For example, cell phones, 
cable and satellite plans, and gym membership fees are all grounded in contractual 
agreements. A contract is legally binding when two parties agree to an offer in 
which items of value are exchanged. For example, you pay a gym membership fee 
in exchange for access to the gym’s facilities.

A well-written contract protects all parties involved. However, you should be 
aware and understand what you are legally agreeing to. If you sign a cell phone 
contract and agree to pay $50 every month for the next two years, you are legally 
responsible for upholding your agreement.

Gambling
Some people choose to spend their money gambling, which is to play a game for 
money. People use gambling to bet on a certain outcome in the hopes of getting 
more money. For instance, casinos offer a variety of games, from slot machines to 
poker, that entice consumers in with the lure of winning big. Playing the lottery has 
a similar draw.

However, you should understand the negative consequences of gambling and 
playing the lottery because choosing to partake in these activities on a compulsive 
basis may cause damage to your overall financial plan. In fact, an estimated 
$500 billion is spent annually on gambling. If a person is spending significant 
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portions of income on gambling endeavors, it limits the funds left to provide for 
necessary living expenses. The addictive quality to gambling is also of concern. 
Approximately 2.5 million adults suffer from compulsive gambling while nearly 15 
million adults are considered at risk of becoming problem gamblers. While it may 
seem entirely innocent to place bets and play the lottery for fun, be aware of the 
negative consequences so you can avoid letting wagers limit your financial growth. 

Online Commerce
Engaging in online commerce is routine for many consumers today. From buying 
clothes to books and household items, shopping online is a mainstream form of 
commerce. However, it is helpful to identify the pros and cons of online commerce 
and how to conduct transactions safely.

The advantages of online commerce include easy access to goods, often shipped 
directly to your door in a matter of days. The convenience and ease of use is a 
significant benefit for many consumers. Drawbacks include the risk of identity 
theft as personal information such as credit card numbers are used in electronic 
transactions. To conduct transactions safely, you should verify the seller before 
making any purchases. It is not unusual for thieves to operate a website that looks 
legitimate but is only used to collect money from buyers without ever sending the 
purchased goods. Online reviews and the Better Business Bureau ratings can help 
you analyze the credibility of an online commerce seller before buying, as well as 
report any concerning issues you experienced.

Investing
It is likely you will want to invest your money to build wealth over time. While there 
are plenty of legitimate investments in the financial market, there are also financial 
schemes and questionable and illegal practices you will want to avoid. A common 
one is known as a Ponzi scheme. A Ponzi scheme is an investment swindle in 
which some early investors are paid off with money put up by later ones in order to 
encourage more and bigger risks.
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To avoid financial schemes, you will want to identify warning signs of investment 
fraud. For example, a telltale warning of investment fraud is when you are 
promised exaggerated returns. If an investment seems too good to be true, 
it probably is. You should also apply smart consumer skills by conducting 
comprehensive research on the investment opportunity to ensure there are no 
questionable or illegal practices taking place. Use reputable government and 
industry sources to locate background information about a person who sells 
investments or provides investment advice.

When consumers are victims of investment fraud, they should follow the recovery 
checklist provided by the Financial Industry Regulatory Authority, which is shown 
in Figure 21.3.

Do
lla

r D
ile

m
m

as An acquaintance of Nolan talked him into investing funds into a rising investment 
firm. He was promised generous returns every quarter. At first, everything was 
going great with the investment. He was receiving his returns as promised and was 
so pleased that he told his friends and family about the firm and had them invest 
their money too. But now a year has gone by and Nolan and his friends are no longer 
receiving returns. When he tries to contact the firm, Nolan keeps getting redirected 
with no clear answers about where his money is.

After doing some online research through the US Securities and Exchange 
Commission, Nolan is worried he may be in the middle of a Ponzi scheme. He has never 
been part of an investment fraud before and doesn’t know what to do.

What characteristics might Nolan have used to recognize he was in a common 
Ponzi scheme? What consumer protection agencies can Nolan use to research 
and report fraud? What steps should Nolan take to recover from fraud? What 
can he do in the future to avoid financial schemes such as Ponzi schemes and 
other questionable and illegal practices?

finra.orgSource: 

1. Create an investment fraud file

2. Know your rights

3. Report fraud to regulators

4. Report fraud to law enforcement

5. Consider your options

6. Follow up

FIGURE 21.3

Recovery Checklist for Victims of Investment Fraud
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Consumer Protection Laws
Governments establish laws and institutions to provide consumers with information 
about goods or services being purchased and to protect consumers from fraud. These 
are known as consumer protection laws and their primary purpose is to ensure your 
financial safety. Laws and regulations exist to help protect consumers from unsafe 
products, unfair practices, and marketplace fraud. 

While agencies and laws are in place to protect consumers, it is also up to consumers 
to protect themselves. Within an economic system, consumers have rights and 
responsibilities. In the United States, these rights and responsibilities are captured 
in the Consumer Bill of Rights, a list of eight consumer rights outlining economic 
responsibilities designed to create a fair marketplace. The bill was initiated in 1962 
with the first four in the list below and later expanded into the additional four by the 
United Nations Guidelines for Consumer Protection. Today these eight total rights 
highlight important responsibilities for consumers in our economic system. Rights 
and responsibilities vary within different economic systems, but most mixed and 
market economies generally follow similar features as the US Consumer Bill of Rights. 
For example, The European Union Consumer Rights Directive enables European 
consumers to be better informed and protected when buying products and services.

Go Figure

When thinking about how to protect your financial health, it is helpful to understand any 
contractual agreements you enter. For instance, memberships, cell phone agreements, and cable 
television plans are all consumer purchases tied to financial contracts. Using math, you can account 
for these expenses in your overall budget. For instance, review Malia’s story below and help her 
create a budget based on her contractual agreements.

Malia is moving out on her own for the first time and is 
taking responsibility for a number of new expenses. She 
currently earns $1,200 per month. Her rent is $550 per month 
and she usually spends another $400 on food and utilities. 
She would like to make the following consumer purchases.

Cell phone $55/month

Gym membership $25/month

Cable television $75

Internet $50

Your Turn

Using the information above, create a budget for Malia. Based on Malia’s income and expenses, 
can she afford to enter into contractual agreements for a cell phone, gym membership, cable 
television, and internet services? Why or why not? 
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The right to safety

You have the right to be protected against products, services, and production 
processes that may be hazardous to your health. As a consumer, you also have 
the responsibility of safely using products by following the directions and 
warning labels. If you do encounter an unsafe product, it is your responsibility to 
report it to the appropriate agency to ensure the problem gets resolved.

The right to be informed

You have the right to be given all of the facts so that you can make informed 
consumer choices free of deception. Your responsibility resides in conducting 
thorough research before making a purchase—review credible resources, 
evaluate what you learn, and check multiple sources to verify accuracy 
of information.

The right to choose

You have the right to select from a range of products and services at competitive 
and fair prices to satisfy your consumer needs. Responsibilities of consumers 
include managing their choices to effectively meet their budget and needs. 
While you may have plenty of choices, it is important to keep within the 
spending parameters you have set for yourself and to choose products and 
services that genuinely meet your needs. 

The right to be heard

You have the right to voice your opinion on government policy and in the 
development of products and services. If you see an unjust situation, it is your 
responsibility to communicate your observations to governmental agencies and 
learn how to follow the appropriate channels of communication to voice your 
ideas and opinions.

The right to satisfaction of basic needs

You have the right to basic goods and services that are essential to living, such 
as health care, education, food, clothing, and shelter. Consumers are responsible 
for weighing their needs and wants and making choices to support their 
essential needs first and foremost.

The right to redress

You have the right to redress, which means to set a wrong 
right. This includes compensation for misrepresentation and 
unsatisfactory goods and services. While redress can help 
correct a dispute, it is the responsibility of consumers 
to navigate and respect the redress process. Making 
unrealistic claims or disputes, for example, would not be 
a good use of the right to redress.
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The right to consumer education

You have the right to develop knowledge and skills to help you make positive 
choices, and the right of awareness of consumer protection laws and agencies 
that can help you. This right is only as effective as the consumer’s willingness to 
seek out credible information. It is the responsibility of consumers to maintain 
their educational knowledge.

The right to a healthy environment

You have the right to live and work in a non-threatening environment that is 
healthy for the present and future generations. Consumers contribute greatly to 
environmental impact. As such, it is consumers’ responsibilities to take personal 
actions to protect the environment, such as recycling items instead of throwing 
them away and respecting natural resources.

You should utilize consumer protection laws, resources, and agencies because they 
are in place to protect you. Figure 21.4 outlines a few of the key resources. The agencies 
listed in Figure 21.4 are sources of assistance in resolving consumer disputes. You can 
research the websites of each to find credible sources of up-to-date information about 
consumer rights and responsibilities. In addition to many of the federal and national 
resources below, individual states have securities boards or commissions designed 
to protect consumers, such as the Texas State Securities Board and the California 
Department of Business Oversight.

CareerConnections

Financial Examiner
Financial examiners ensure compliance with laws governing financial institutions and 
transactions. They review balance sheets, evaluate the risk level of loans, and assess 
bank management. They typically work in one of two main areas: risk assessment or 
consumer compliance.
Financial examiners working in consumer compliance monitor lending activity to 
ensure that borrowers are treated fairly. They ensure that banks extend loans that 
borrowers are likely to be able to pay back. They help borrowers avoid predatory 
loans—loans that may generate profit for banks through high interest payments but 
may be costly to borrowers and damage their credit scores. Examiners also ensure 
that banks do not discriminate against borrowers based on race, ethnicity, or other 
characteristics.
Financial examiners typically need a bachelor’s degree that includes some coursework 
in accounting. Entry-level examiners are trained on the job by senior examiners. The 
median annual wage for financial examiners is $79,000. Examiners working in the 
federal government earn salaries greater than $100,000.

bls.govSource: 
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Resource Type Purpose and Features Learn More

Equal Credit 
Opportunity Act

Law Prohibits credit discrimination on the basis of race, 
color, religion, national origin, sex, marital status, 
age, or because you get public assistance

consumer.ftc.gov

Consumer Financial 
Protection Bureau 

Agency Protects borrowers and provides information about 
credit issues

consumerfinance.gov

Fair Debt Collection 
Practices Act

Law Protects all consumers from intimidation or 
deception at the hands of debt collectors 

ftc.gov

Securities Investor 
Protection 
Corporation 

Agency Oversees the liquidation of member broker-dealers 
that close when the broker-dealer is bankrupt or in 
financial trouble, and customer assets are missing

sipc.org

Credit Card 
Accountability 
Responsibility and 
Disclosure Act

Law Lenders must make the credit card rates easy for 
customers to understand

ftc.gov

Securities and 
Exchange 
Commission

Agency Protect investors; maintains fair, orderly, and efficient 
markets; and facilitates capital formation

sec.gov

Financial Industry 
Regulatory 
Authority

Agency Protects investors and market integrity through 
effective and efficient regulation of broker-dealers

finra.org

North American 
Securities 
Administrators 
Association

Agency Protects consumers who purchase securities or 
receive investment advice; membership consists 
of state, provincial, and territorial securities 
administrators 

nasaa.org

FIGURE 21.4
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In this chapter, you learned about identity theft and common schemes and scams to watch out 
for. Understanding consumer protection laws and the agencies in place to help you combat 
fraudulent activities is an important part in building a sound financial future. Acting quickly is key 
to dissolving potential financial disputes.

Instructions
Demonstrate your knowledge of this chapter 
by completing the following review activities.

Note: If you do not have access to the eText 
of this book, Chapter Review worksheets 
should be provided by your instructor.

Define Key Terms 
Apply your knowledge of the chapter 
reading by defining key vocabulary terms.

Test Your Knowledge
Test your knowledge of the chapter reading 
by answering short answer questions.

Read and Write
Review Dollar Dilemmas about Nolan, who 
is worried he invested in a Ponzi scheme. 
Apply what you have learned by writing 
an essay about how he can recover from 
investment fraud.

Listen and Speak
Apply your knowledge of the chapter by 
preparing a presentation on the rights 
and responsibilities of consumers in an 
economic system.

Create and Design
Use what you have learned in this chapter 
to identify ways to protect your personal 
information and reduce the risk of identity 
theft.
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trustorEstate Planning

While most people prefer to avoid thinking about death, it is a part 
of life and also a factor to consider in a financial plan. Preparing 
for death or disability by creating an estate plan ensures that 
assets are distributed accordingly. Tools such as wills and trusts 
enable deceased individuals to allocate their wealth according to 
their wishes.

Objectives
After reading this chapter, you will be able to:

 ; Explain the importance of wills

 ; Understand identification and designation of 
beneficiaries

 ; Explain the importance of guardianship of 
minor children

Chapter 22  
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What is Estate Planning?
Estate planning is preparing for what to do with your assets in the event of death. 
An estate includes the assets and liabilities left by a person at death. If you have 
spent many years building your assets, an estate plan designates exactly what should 
happen with your wealth. There are some common purposes driving the creation of an 
estate plan, which will be explored throughout this chapter.

People create estate plans to achieve the following:

 z Identify how money and property will be distributed upon death

 z Establish a power of attorney and medical directive

 z Name guardianship of minor children

 z Designate beneficiaries

 z Create a will, living will, or trust

The purpose and value of estate planning is to empower you to ensure your assets are 
used as you designate and that your final wishes are respected. This becomes especially 
important if a person with minor children dies. Guardianship is when one person is 
responsible for the care of the person or property of another. If an estate plan does not 
designate guardianship of minor children in the event of a parental death, the court 
determines a guardian. While the court factors in the best interests of the child, the 
guardian they select may or may not be in line with the wishes of the deceased. This is 
why naming a guardian of minor children is a vital piece to building an estate plan.

It is sometimes helpful for individuals or households to consult with an attorney for 
financial advice or representation when creating an estate plan. While there are simple 
estate planning forms available online, they may not be the most current or thorough 
tools available. For consumers with complex estates, extensive assets, and specific 
ways they would prefer to designate their property and money, the resources of a 
financial professional can be valuable. 
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Another reason households choose to seek financial advice is that creating a plan for 
one’s death can often be overwhelming—most people do not like to think about their 
own mortality. This can render some people incapable of starting an estate plan on 
their own even though it is a necessary component to building long-term financial 
health. In fact, more than 60 percent of Americans do not have an estate plan in place. 
Even though planning for death is difficult, creating a plan enables your loved ones 
to continue on a trajectory of positive personal finance. Without an estate plan, it can 
be difficult—and even burdensome—for family and friends to sort out the estate of a 
deceased person.

CareerConnections

Lawyers
Lawyers advise and represent individuals, businesses, and government agencies on 
legal issues and disputes. Lawyers, also called attorneys, act as both advocates and 
advisors. As advocates, they represent one of the parties in a criminal or civil trial by 
presenting evidence and arguing in support of their client. As advisors, lawyers counsel 
their clients about their legal rights and obligations and suggest courses of action in 
business and personal matters. All attorneys research the intent of laws and judicial 
decisions and apply the laws to the specific circumstances that their clients face.

Lawyers can work in different industries and specialize in particular legal fields. For 
instance, a lawyer may choose to specialize in estate planning, helping clients analyze 
estate planning tools and establish a will or trust. To become a lawyer, you have to 
have a law degree and must also typically pass a state’s written bar examination. The 
median annual wage for lawyers is $118,000 and employment of lawyers is projected 
to grow 8 percent in the next decade.

bls.govSource: 

Working with an estate planning 
lawyer enables people to navigate 
the complexities of distributing 
assets upon death.
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Estate Planning Tools
There are a number of estate planning tools at your disposal when you are ready to 
add an end-of-life plan to your overall financial strategy. Figure 22.1 illustrates the most 
common estate planning tools people utilize.

FIGURE 22.1

Power of Attorney 
To get started with an estate plan, you will need to think about what person 
you would designate as your power of attorney. Power of attorney is a legal 
instrument authorizing a person to act as the attorney or agent of the grantor. 
The primary function of a power of attorney is to manage the financial and legal 
aspects after a person’s passing. Powers of attorney play an important role in estate 
planning because they gain control and oversee financial decisions that need to be 
made regarding your estate. 

You may also need to consider a durable power of attorney for health care. This 
person would be responsible for making health-related decisions on your behalf 
in the event you are incapable of doing so. A living will, also known as a medical 
directive, is often created for this purpose. A living will is a document that the 
signer requests to be allowed to die rather than be kept alive by artificial means if 
disabled beyond a reasonable expectation of recovery. A living will is an important 
piece to an estate plan because without it, your loved ones will not know what 
your wishes are. For instance, it is possible that a person without a medical directive 
who wishes not to be kept alive using artificial means may have the opposite 
outcome occur. The more thorough you are in specifying your exact wishes when 
recovery is not expected, the more likely your final wishes will be carried through. 
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that 32% of respondents 
would prefer to get a root 
canal than to plan a will. 
While planning for death 
is not an ideal activity, 
it is a necessary one to 
ensure financial health.
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Beneficiaries
When planning your estate, you will need to identify the individuals and charitable 
organizations that are potential beneficiaries of your personal property and 
assets. A beneficiary is the person designated to receive the income of an 
estate. Beneficiary identification is important to an estate plan because without 
designation of beneficiaries your assets may not go to the people you want them 
to. As your life circumstances evolve, it is also important to update your beneficiary 
designations to ensure the right people will inherit your assets.

For example, take the case of Simon who divorced from his first wife five years 
ago. While he and his first wife never had any children, he happily remarried last 
year and has one child with his new wife. Simon and his first wife created an estate 
plan when they first got married and designated each other as beneficiaries on 
their individual retirement accounts. Simon passes away unexpectedly and leaves 
behind a hefty retirement plan. The only problem is that he never updated his 
beneficiary designation when he got remarried. His first wife is still listed as his 
beneficiary and is therefore given Simon’s assets upon his passing, leaving his 
second wife and new child without the assets.

This case demonstrates the importance of maintaining accurate beneficiaries 
because the persons you designate in your estate plan to receive your assets 
after your death will hold true regardless of how your personal circumstances 
evolve. It is up to you to keep current and accurate beneficiary designations as 
your life changes.

Go Figure

While creating an estate plan may not be the most desirable activity to complete, it is an important 
one in ensuring your assets are distributed the way you desire. There are several ways you can go 
about starting an estate plan. For example, Jessica started by educating herself on the difference 
between wills and trusts. She then met with a lawyer to seek financial advice. Because her estate is 
somewhat complex, she decided that using the skills of a professional to help her create an estate 
plan would be the right choice for her. The lawyer’s fee is $2,700 and she factors that new expense 
into her budget.

Your Turn

Think about what type of estate planning tools make the most sense for you. Research and 
gather information on the cost of each option. Select one and work the new cost into your 
budget as a variable expense. How does the integration of this cost affect your budget? What 
other budget categories can you recalculate to pay for the cost of an estate plan?
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as Courtland is in his late twenties and he just purchased his first home. He has been 
steadily saving into his 401(k) plan since he started his job out of college. He also has 
an emergency fund saved with 12 months of expenses and an opportunity fund that is 
growing each month.

Lately he’s been wondering what would happen to all of his accounts and his home 
if he happened to die. He also wonders what would happen if he were injured in an 
accident and unable to manage his own finances—who would help him? He knows he 
needs to do something, but he’s unsure what action he should take.

How would identifying and designating beneficiaries help Courtland? Why 
might a living will or medical directive be important for Courtland to consider? 
How might he benefit by consulting with an attorney for financial advice?

Wills
After identifying who will serve as the power of attorney and beneficiary, some 
people move forward with an estate plan by creating a will. A will is a legal 
declaration of how assets are to be distributed according to a person’s final wishes.

Wills are important because they clearly communicate what should happen with 
your assets after your death. Beneficiaries will have an easier time managing a 
deceased person’s estate when a will is present. Most wills include beneficiary 
designations, guardianship of minor children, and an executor. An executor is the 
person appointed to execute a will. Executors handle items such as making sure 
the funeral is paid for, any past-due bills are accounted for, and that taxes are up-to-
date. Their general role is to ensure debts of the deceased are paid for and that the 
remaining assets are distributed according to the deceased person’s wishes.

To create a will, some people utilize do-it-yourself templates available for a low cost 
online. Others choose to seek out professional advice by meeting with a lawyer. 
How you approach developing a will is dependent on your financial situation. 
The more assets you have, the greater likelihood that you may benefit by having 
a lawyer prepare your will. Once a will is drafted, it needs to be signed in front of 
witnesses to verify its authenticity and make it legal. An example of a will is shown 
in Figure 22.2.
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In Benjamin Franklin’s 
will, he specified that 408 
diamonds be left to his 
daughter but with one 
very specific condition—
that they never be turned 
into jewelry so as not to 
support “the expensive, 
vain, and useless fashion 
of wearing jewels in this 
country.”
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When a person dies without a valid will, the state in which the person resides 
will identify how money and property will be distributed. This situation is not in 
the best interest of the deceased individual or the loved ones he or she leaves 
behind. Relying on the state government to distribute assets may mean that 
they do not get distributed in the most ideal way. Every state varies in how they 
handle distribution of assets so it is important to familiarize yourself with your 
state’s intestate succession laws, which are the laws put in place to manage the 
distribution of assets when a person does not have a will.

Last Will and Testament of
Tabitha S. McCaul

I, Tabitha S. McCaul, of 16 Summers Street, Tempe, Arizona, declare that this is my Last Will and 
Testament.

Article 1
Preliminary Declarations

I revoke all prior wills and codicils.
I have two living children, named Paul J. McCaul and Alexander S. McCaul.

Article 2
Special Bequests and Devices

I give my family photographs and family documents to my son, Alexander S. McCaul.
I give my jewelry to my granddaughter, Megan K. McCaul.

Article 3
Distribution of Reside of the Estate

I give, devise and bequeath all of the residue and remainder of my Estate, after payment of all my 
just debts, expenses, taxes, administration costs and individual devises and bequests, equally to my 
Children.

If there exist no such surviving beneficiary, then my estate shall pass to my heirs in accordance 
with the laws of intestate succession in the State of Arizona.

Article 4
Executor and Administrative Powers

I nominate Alexander S. McCaul to serve as Executor of my Estate. If Alexander S. McCaul fails 
or is unable to serve as Executor of my Estate, I nominate Paul J. McCaul.

On this 20th day of October, 20XX, I hereby sign this document and declare it to be my last Will.

Tabitha S. McCaul

First Witness

Signature Pint Name

Second Witness

Signature Pint Name

FIGURE 22.2

For Review Purposes Only

DBF_title


Unit 6 · Chapter 22     Personal Financial Literacy436

22 · Estate Planning

When a person dies, probate court may get involved. Probate court is a court that 
has jurisdiction chiefly over the probate of wills and administration of deceased 
person’s estates. In other words, probate exists to process the terms of an estate 
and the court provides a venue for completing this action. Administration of a 
will through probate includes verifying the will, cataloging the deceased person’s 
personal property, and reviewing the distribution of assets to beneficiaries.

Trusts
Some people choose to select a trust in addition to or in place of a will. A trust is a 
property interest held by one person for the benefit of another. One reason people 
choose to create a trust instead of a will is that it avoids probate court, which can 
often be a lengthy and public process. Trusts operate by creating an agreement 
between three parties, as shown in Figure 22.3.

Tech Tools

If you prefer a do-it-yourself approach to creating an estate plan, there are numerous online resources 
available that make developing a will simple. From printable templates to online software, technology 
resources make it easy for consumers to designate beneficiaries and outline how they wish their assets 
to be distributed. For instance, visit Rocket Lawyer (rocketlawyer.com) or Legal Zoom (legalzoom.com) 
to explore online estate planning options.

Trustor Trustee Beneficiaries Trust+ + =

FIGURE 22.3

The trustor is the person who creates the trust. The trustee is the legal person to 
whom property is committed to be administered for the benefit of a beneficiary. In 
essence, the trustee is in charge of managing the trust’s assets for the beneficiaries. 
As you learned earlier, the beneficiary is the person who will receive the estate’s 
assets. A person who decides to form a revocable living trust can name themselves 
as all three parties, with a successor trustee in the event the person becomes 
incapacitated. However, in an irrevocable living trust, the trustor typically cannot 
also name himself as the trustee. People who use irrevocable living trusts often do 
so to transfer wealth to the next generation.
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In this chapter, you learned about the importance of creating an estate plan. Naming a power of 
attorney, designating beneficiaries, and choosing between a will and trust are good first steps 
in putting an end-of-life plan in place. Although many people do not enjoy planning for the 
unexpected, a well-developed estate plan can alleviate stress and burden on loved ones in the 
event of death.

Instructions
Demonstrate your knowledge of this chapter 
by completing the following review activities.

Note: If you do not have access to the eText 
of this book, Chapter Review worksheets 
should be provided by your instructor.

Define Key Terms 
Apply your knowledge of the chapter 
reading by defining key vocabulary terms.

Test Your Knowledge
Test your knowledge of the chapter reading 
by answering short answer questions.

Read and Write
Review Dollar Dilemmas about Courtland 
who is worried about his end-of-life plan.  
Apply what you have learned by writing an 
essay evaluating how he might create an 
estate plan.

Listen and Speak
Apply your knowledge of the chapter 
by presenting on the importance of 
estate planning.

Create and Design
Use what you have learned in this chapter 
to research and create a plan for how to 
develop a will in your state of residence.
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annual percentage yield
The amount of earnings on an account expressed as a 
rate

annuity
A fixed series of deposits or a fixed series of payments 
received

apprenticeship
An arrangement in which you learn an art, trade, or job 
under another, more experienced person

aptitude
Natural ability to learn or do something

assessed value
The value assigned to a property for tax purposes

asset
Something you own, such as a car, investment accounts, 
bank accounts, a home, or an electric guitar

asset allocation
A strategy that attempts to balance risk and reward 
by selecting among different types of investments 
according to the investor’s risk tolerance, goals, and 
investing time frame

asset class
A group of investments whose prices tend to move 
similarly, such as stocks, bonds, or cash

associate’s degree
A degree granted after a two-year course of study, 
especially by a community or junior college

attitude
A person’s mental position

auto lease
A legal contract that gives you the use of a vehicle for 
a fixed period of time for an agreed upon amount of 
money each month

automated clearing house
The nationwide electronic payment network created in 
the 1970s that allows the actual clearing of electronic 
payments between financial institutions

automobile insurance
Covers losses due to an accident involving vehicles

B
bachelor’s degree

A degree given to a student by a college or university 
after four years of study

balance transfer fee
A fee charged when a consumer transfers a balance 
from one credit card to another

balanced fund
A fund that combines stock, bonds, and sometimes a 
money market component into one portfolio

401(k) deduction
An employee’s contribution to the employer-sponsored 
401(k) retirement plan by having a percentage of their 
salary deducted from their paycheck each pay period 
and invested

401(k)
An employer-sponsored retirement plan, sometimes 
with matching funds

403(b)
A retirement plan designed specifically for employees of 
public schools and some nonprofit organizations

457(b) plan
A retirement plan designed specifically for people 
employed by the state or local government 

501(c)(3) organization
An organization that has been approved by the IRS as 
tax-exempt and is not required to pay some federal 
taxes

529 college savings plan
A plan that provides flexibility in saving for tuition 
expenses, mandatory fees, and other postsecondary 
costs

529 pre-paid tuition plan
A plan that allows you to purchase credits or units of 
tuition from participating postsecondary institutions at 
the current cost

A
ability

A quality and skill necessary to accomplish something

accountancy firm
A firm that provides accounting, tax, and auditing 
services for a fee

acquisition fee
The fee for initiating a car lease

active listening
Being fully engaged in the communication process, 
concentrating, and participating

adjustable-rate mortgage
A mortgage where the interest rate is “adjusted” 
periodically based on financial market conditions

alternative investment
Any investment that does not fit into the basic asset 
classes of stocks, bonds, mutual funds, and cash

annual fee
A one-time activation fee when opening your credit 
card account, and sometimes a yearly fee

annual percentage rate
An annual percentage rate of interest charged against 
purchases, from the date of purchase
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bank
A commercial or investment financial institution. 
Commercial banks accept deposits, process payments, 
and make loans. Investment banks offer services in 
buying and selling securities and help companies go 
public with their stock.

bank reconciliation
Process that interprets the difference between what 
the account holder’s records show as available cash and 
what the bank statement shows as a balance

bank statement
Issued periodically to the account holder, which includes 
the balance in their account and the deposits into and 
withdrawals from it

banknote
A piece of paper currency issued by a country’s central 
bank

bankruptcy
A legal status or procedure for an individual or entity 
that cannot repay its debts

barter
The exchange of goods and services for other goods 
and services without using money

behavior
The way in which people conduct themselves

beneficiary
The person designated to receive the income of an 
estate

benefit
Non-monetary compensation such as medical and 
dental benefits, life insurance, pension, company car, 
and paid time off for sickness or vacation

Blue Chip stock
A descriptor often used for the stock of a well-
established company that pays high dividends, such as 
General Electric, AT&T, and UPS

body language
The gestures, movements, and mannerisms by which a 
person communicates with others

bond rating
A grade that indicates bond credit quality

bonus
Money or an equivalent given in addition to an 
employee’s usual compensation

book value
Also known as Net Asset Value and can be expressed as 
the price per share

brokerage firm
A firm that brings buyers and sellers of stock and other 
securities together and facilitates transactions for a fee

budget
A detailed estimate of income and expenses for a 
specific period of time

budget estimate
A projection of income and expenses

budget variance
Difference between the amounts in your budget and 
the actual amounts received as income or spent for 
expenses

Bureau of Engraving and Printing
Agency responsible for printing paper money

business cycle
Period of growth and contraction measured by GDP

business financial plan
Holds a similar purpose to a personal financial plan in 
that its primary objective is to devise a strategy for how 
a company will spend, save, and invest their funds for 
maximum profitability

business model
A plan for making a profit

business plan
A series of documents that serve as a blueprint for 
building a business

business profit
The financial gain calculated by the difference between 
the amount earned and the amount spent by a self-
employed person operating a business

business-to-business market
Businesses selling products to other businesses

business-to-consumer market
Products sold directly to consumers 

buying power
The amount of money that a person has available to 
spend; often referred to as purchasing power

C
capital gain

The profit from the sale of a stock

capitalization cost
The price the lease company pays the dealer for the 
vehicle

capitalized
When accrued interest during a loan deferment or 
forbearance is added to your principal

career
A profession for which one trains and is undertaken as a 
permanent calling

career plan
A list of structured actions and career goals to map out 
your future work success
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cash
Currency that is paper money

cash advance fee
A fee charged when a consumer uses their credit card at 
the ATM to obtain cash

cash flow
A snapshot of the money coming in and money going 
out of a budget

centrally planned economy
An economic system where the government takes 
charge of all economic decisions

certificate of deposit
A low-risk and therefore low-return investment that 
usually pays a higher interest rate than a traditional 
savings account

certification
Official approval to do something professionally or 
legally

chargeback/retrieval fee
A fee that applies to a merchant when a cardholder or 
issuing bank disputes a transaction

charitable contribution
Goodwill donation, usually of money, voluntarily made 
on an individual’s behalf to an organization

charitable giving
The act of donating money, time, resources, and other 
assets to an organization or company without expecting 
anything in return. In essence, it is providing a gift to an 
institution without expecting to be repaid.

check
A written, legal document that orders your bank to 
pay a sum of money out of your account to a specified 
person or business

checkbook register
A booklet form that is used for the purpose of tracking 
and balancing a bank account

checking account
A deposit account that allows for deposits and 
withdrawals

ChexSystems
A database that banks use to determine if potential 
customers are too great of a risk

claim
A request for payment for a loss based on the terms of 
the policy

claims adjuster
Someone who investigates an insurance claim

closed-end credit
An agreement or contract that states the repayment 
terms, such as the number of payments, the interest 
rate, and the monthly payment

closing cost
Numerous expenses incurred by buyers and sellers 
during the completion of a real estate sale; for example, 
attorney fees, document costs, escrow fees, real estate 
commission, and title costs

coin
A flat piece of metal issued by a governmental authority 
as money

collateral
A piece of property that can be sold by the lender to 
recover all or part of a loan if the borrower fails to repay

collection agency
A business that has the right to represent the creditor 
and can go after your assets to pay off the debt

commission
A fee paid to an agent or employee for transacting a 
piece of business or performing a service

common stock
The most basic form of ownership in a corporation

communication management
Pre-established channels of communication that 
help guide employees on how, when, and where 
communication takes place

competition
Two or more businesses try to achieve profits by 
influencing consumers to purchase their products

compound interest
Interest earned on the principal and on the accumulated 
interest earned over time

conflict resolution
The process of managing disagreements within a group 
to ensure productivity can continue

consumer
A person who purchases the goods and services 
businesses offer

Consumer Bill of Rights
List of eight consumer rights outlining economic 
responsibilities designed to create a fair marketplace

consumer protection laws
Laws to provide consumers with information about 
goods or services being purchased and to protect 
consumers from fraud

consumption
Using up goods and services

contract
An enforceable agreement or promise between the 
insurer and insured about the scope of coverage

cooperative
A type of business that is owned and managed by 
members of a group who benefit from services the 
business provides
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cooperative banking
When members of a bank are also owners and have a 
role in how the organization services members

copayment
A specific amount, often referred to as a co-pay, that 
an insurance carrier expects you to pay for medical 
services, such as doctor office visits, procedures, and 
filling prescriptions

corporation
A business owned by stockholders who share in profits 
and losses

cosigner
Another individual—such as a parent, guardian, or 
trusted adult—that has a strong credit score and credit 
history that provides the lender with assurance that the 
loan will be paid back on time and in full

cost of living
The amount of money needed to sustain a certain 
standard of living in the location of a job

cost-benefit analysis
Comparing the costs and benefits of a decision to 
determine the best course of action

cover letter
A letter sent with a resume to explain the reason for it or 
to provide more information about it

coverage limit
The maximum dollar amount under each type of 
coverage the insurance will pay

credit
Money that a financial institution or business will allow 
someone to use to obtain goods or services before 
payment, with the understanding that the money will 
be paid back in the future

credit card
Allows the cardholder to use funds from a credit card 
company up to a certain limit and with specific rules for 
paying back the money

credit card company
A company that issues credit cards to consumers and 
services their accounts

credit report
Record of the financial and credit history of a consumer

credit score
A numerical summary of the information contained on a 
consumer’s credit report

credit union
A cooperative financial institution, similar to a bank, 
usually controlled by its members

creditor
An institution that lends money

cryptocurrency
Digital currency that is not regulated by any central 
authority and allows individuals to exchange funds with 
anonymity

cultural practice
A standard or shared expectation within a social group

culture
A person’s beliefs, values, and practices

currency
Money

D
daily batch fee

A fee that is charged when a merchant settles daily 
transactions with a credit card processor

debit card
Money is deducted directly from the consumer’s 
checking account when a purchase is made

debt
Money owed to an individual or institution

debtor
Receiver of borrowed money

decision-making process
Choosing between two or more options or courses of 
action

deductible
An amount that represents part of the repair cost or 
medical cost that you are responsible for

deferment
Being temporarily excused from making payments on 
a student loan due to a shift in circumstances, such as a 
financial hardship, job loss, or participation in a service 
program like AmeriCorps; during a period of deferment, 
you are typically not expected to pay interest on your 
loan

deficit
A negative cash flow or spending more money than is 
coming in 

defined benefit plan
A type of retirement plan in which the amount of 
benefits paid to an employee after retirement is fixed in 
advance in accordance with a formula given in the plan 

defined contribution plan
A type of retirement plan in which an employee 
and employer contribute funds but the employee is 
responsible for the investment risk

deflation
Decrease in prices and increase in the value of money

delayed gratification
Resisting temptation for an immediate purchase in 
order to reap the rewards later
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demand
The amount of goods that consumers want

demographic
Statistical data about the population, such as gender, 
age, education level, the availability of a particular 
skilled labor, salary levels, and marital and family status

dependent
Someone relying on another for financial support

deposit
Money placed in an account in a bank or other financial 
institution using a deposit slip or direct deposit

digital communication
Thoughts and ideas expressed using digital platforms

direct deposit
A method of payment in which money is transferred to 
the payee’s account without the use of checks or cash

direct sales model
Employees of a business sell a product directly to a 
consumer

disability insurance
Income insurance that provides funds to replace income 
lost while an individual is ill or injured and unable to 
work

discount rate
The percentage charged on each transaction processed 
to a merchant

discretionary income
The amount of money left after paying all current 
necessities, such as rent, food, and clothing

disposable income
Gross pay minus applicable taxes

disposition fee
The fee paid if you decide not to purchase the car at the 
end of the lease

diversification
A risk management technique that includes owning a 
variety of investments among various asset classes

dividend
A portion of a corporation’s income

doctoral degree
The highest academic degree

dollar-cost averaging
A strategy of investing a consistent amount at regular 
intervals over a long period of time

down payment
A cash payment to the seller of a good

E
e-commerce

Selling of products through the internet

economic analysis
The study of how scarce resources are distributed

economic development incentive
Government-provided benefit to specific businesses 
that will fulfill a government agenda

economic growth rate
Changes of a country’s GDP over a duration of time

economic indicator
A sign of the health of the economy

economic system
An organized way in which a state or nation distributes 
its resources and provides goods and services to the 
community

economics
The science of how individuals, businesses, and 
governments make decisions about satisfying unlimited 
wants with limited resources

economy
An economic system that encompasses the production, 
distribution, and consumption of goods and services

electronic funds transfer
The transfer of funds from one financial account to 
another

Electronic Funds Transfer Act
An act developed to protect consumers engaging in 
electronic fund transfer

emergency fund
Consists of three to six months of expenses that can 
help offset unexpected events, such as a car breakdown 
or phone loss

emotion
A state of feeling, such as happy, sad, scared, content

employment portfolio
A collection of work samples

entrepreneur
A person who organizes, operates, and assumes the risk 
for a business venture

equilibrium
The point at which the law of supply and demand 
intersect, indicating the amount of products produced 
is equal to the demand for the products

equity
The difference between the amount of money owed on 
a property and what the property is worth

equity fund
A fund that invests in stocks

escrow
Money taken by the lender from monthly mortgage 
payments to be used for a specific expenditure, such as 
property taxes and homeowners insurance
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estate
The assets and liabilities left by a person at death

estate planning
Planning for what to do with one’s assets in the event of 
death

ethics
Moral principles of conduct

exchange rate
The amount one currency is worth in another form of 
currency

executor
The person appointed to execute a will

exemption
Money an individual can subtract from their adjusted 
gross income for a dependent

expansion
A business cycle in a period of growth

expedited card replacement fee
A fee charged when a consumer needs to replace a card, 
due to wear and tear or loss of card

expense
The amount of money you need to pay for or buy 
something

export
A good that is shipped out of a country

F
Federal Deposit Insurance Corporation

Agency created by Congress to provide insurance for 
depositors’ accounts up to a value of $250,000

federal income tax
The amount of federal tax on earnings imposed by the 
IRS based on tax tables

Federal Insurance Contributions Act
A federal tax used to fund the public service programs 
Social Security and Medicare

Federal Reserve System
The central bank of the United States whose primary 
function is to regulate and stabilize the financial system

Federal Work-Study Program
Provides opportunities for students with financial need 
to gain part-time employment to help pay for education 
costs

fiduciary responsibility
The responsibility of financial planners to put the needs 
of their clients first and act in a trustworthy way to 
protect and manage their clients’ money

filing system
An organized method of storing information

financial advisory
A professional that offers advice and money 
management services, such as investing, insurance, 
college savings, mortgages, taxes, retirement, and 
estate planning, to their clients

financial exchange
The transfer of money between individuals or 
businesses; often referred to as medium of exchange

financial planner
A professional who can help you plan and manage your 
financial future

financial service
Economic service provided by a range of organizations 
that manage money, such as banks, insurance 
companies, credit unions, investment companies, credit 
card companies, and real estate companies

financial statement
Documents that provide a snapshot into an individual’s 
overall financial health

financial timeline
A display including a series of SMART goals or events in 
chronological order to map out personal finances over 
the course of one’s life

fiscal policy
The policy the government creates in regards to 
economic tax and spending levels

fixed asset
Things you own that are designated for long-term use, 
such as retirement accounts, bonds, or stocks

fixed expense
Money spent on something that remains the same 
amount each month, such as rent, cell phone payment, 
cable bill, car insurance, and a car payment

fixed income fund
A fund that invests in fixed income investments, such as 
bonds or CDs

fixed-rate mortgage
Mortgage with an interest rate that remains constant for 
the term of the loan

forbearance
Being temporarily excused from making payments on 
a student loan due to a shift in circumstances, such 
as a financial hardship, job loss, or participation in a 
service program like AmeriCorps; during a period of 
forbearance, you are typically expected to pay interest 
on your loan and you may choose to pay as the interest 
accrues or capitalize it into your principal

foreign transaction fee
A fee charged to pay a non-US retailer
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Form 1040
A comprehensive income tax form for persons with a 
taxable income greater than $100,000, with income that 
may extend beyond W-2 earnings, such as through self-
employment or being a shareholder in an S-corporation

Form 1040A
An income tax form that is shorter than Form 1040 and 
for persons who earn less than $100,000 and may have 
dependents

Form 1040-EZ
A simple income tax form that can be used by anyone 
who has an income of less than $100,000 and is not 
claiming dependents

Form 1099-INT
A form given to an individual from his or her financial 
institution on any earned interest accrued on accounts

Form 1099-MISC
A form filed for any person that has received income of 
$600 or higher outside of a W-2 job

Form I-9
An employment eligibility verification form

Form W-2
A form that reports an employee’s annual wages and 
the amount of taxes withheld from paychecks

Form W-4
A form specifying the number of allowances in your 
Employee’s Withholding Allowance Certificate

franchise model
An entrepreneur grants another business owner the 
right to use the owner company’s name

fraud
Any wrongful or criminal act that results in financial or 
personal gain

Free Application for Federal Student Aid (FAFSA)
An application submitted to the US government that 
makes you eligible for federal student loans, grants, 
work-study programs, and military benefits

free market
The ability of an economy to operate by having open 
and free competition among businesses

freemium model
A company provides goods or services for free but later 
charges for extra features

future value of a lump sum
A calculation showing how large a single sum of money 
will become at the end of a specified period of time

future value of an annuity
A calculation showing the future value of a series of 
deposits over a specified period of time

G
globalization

The process by which businesses or other organizations 
develop international influence or start operating on an 
international scale 

goal
Something that you strive to achieve over a certain 
amount of time

good
A tangible item that is produced and sold to customers, 
such as clothing or groceries

government bond
An interest-bearing certificate of public or private 
indebtedness, such as a Series EE Bond or Series I Bond

government market
When businesses sell products to the government 

grant
Funds typically given by the federal or state government 
that you are not required to pay back

gross domestic product
Total monetary value of goods and services produced in 
a country during one year

gross income
All of the income an individual receives in a year

gross pay
Amount of money an individual earns before any payroll 
deductions

growth stock
Shares of stock in a company that has earnings that are 
expected to exceed the norm

guardianship
When one person is responsible for the care of the 
person or property of another

H
hardship distribution

A withdrawal made from a 401(k) that acknowledges an 
immediate and heavy financial need

health insurance
A specific type of insurance that covers medical care

health insurance deduction
An employee’s obligation toward the cost of the health 
plan they are covered under

high-yield savings account
An account that pays larger interests than the other 
types of savings accounts

humanitarian aid
Charitable assistance that contributes life-saving 
support like food, water, and shelter in the case of an 
emergency, such as a hurricane, earthquake, or war
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hyperinflation
A drastic increase in price and fall in the purchasing 
value of money

I
identity theft

When a thief has access to your private information and 
uses it to commit fraud

import
A good that is brought into a country

impulse buying
The buying of goods without prior planning

income
The amount of money received from earnings from a 
job or business, an allowance, gifts, interest on savings, 
or proceeds from selling items you don’t need anymore

income and expense record
Serves as a cash flow management tool to document 
how money is used and saved

income statement
Illustrates cash inflows and outflows for a specific 
period; also known as cash flow statement

income stock
An attractive stock for the more conservative investor, 
as they are less volatile and pay regular dividends, often 
increasing steadily

income tax
Tax on the net income of an individual

indemnity
With regard to insurance, means to return you to the 
condition you were before the loss

individual retirement account
An investment tool with tax advantages that individuals 
use to save funds for retirement

inflation
Increase in the price of goods and services

inflation rate
Changes in inflation that are recorded over time 

inheritance
To come into possession of or to receive something of 
value, usually money or property

initiative
The power or opportunity to act or take charge before 
others do and with the ability to problem solve

installment loan
A loan repaid in increments over time

instant satisfaction
The need for an immediate gratification

insurance
A way to transfer the risk of loss

insurance agent
A licensed individual who sells and services policies on 
behalf of an insurance company

insurance company
A business that sells coverage in the form of a contract 
or policy that provides compensation or replacement in 
the event of loss

insurance grace period
A set period of time after a premium is due in which you 
can still make payment without losing insurance coverage

insurance policy
A contract that details the terms and conditions of 
insurance coverage

insured
Individual or business covered in an insurance policy

insurer
Insurance company issuing a policy

interest
Amount of money earned on the principal 

interest inventory
A test or research activity designed to help an individual 
find a suitable career path

interest rate
A percentage of a loan that is charged to the borrower 
incrementally

intermediary
A business that sells goods without being involved in 
the creation of the products

Internal Revenue Service
The US federal government agency that collects taxes 
and enforces tax law

internet gateway fee
A fee that applies when an internet payment gateway is 
used

intestate succession law
Laws put in place to manage the distribution of assets 
when a person does not have a will

investing
Using money to create wealth over time, achieved 
through investment vehicles such as stocks, bonds, and 
mutual funds, among others

investment company
A firm that invests in stocks, bonds, and other securities 
on behalf of their clients and manages client accounts

J
job

A specific duty, role, or function

job outlook
A forecast of what employment opportunities for a 
particular occupation will be in the future
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L
labor cost

The cost of wages paid to employees

labor force
Members of a population who are willing and able to 
work

landlord
The person or company you rent a property from

late fee
A fee charged when a consumer does not pay their 
monthly minimum amount due on time

law of demand
The higher the prices of a product, the less demand 
there will be for that product

law of supply
The higher the price for a product, the higher the supply 
will be for that product

lease
A legal agreement allowing one party to rent property 
from another, stating the terms and conditions of 
occupancy

liability
What you owe, such as a car loan, school loans, or a cell 
phone contract

liability insurance
A type of insurance that protects a business or 
individual from the risk of being held legally liable for 
the injuries of others

license
A document provided by a competent authority 
granting permission to engage in a business or 
occupation

life insurance
Protects against the loss of income that would result if 
the insured person dies

lifetime limit
A cap on the benefits you can receive in your lifetime 
from an insurance provider

limited liability company
A type of ownership that joins elements of a corporation 
and a partnership

liquid asset
Things you own that can be converted to cash much 
more quickly than fixed assets and often include money 
in savings and checking accounts or cash on hand

living will
A document in which the signer requests to be allowed 
to die rather than be kept alive by artificial means if 
disabled beyond a reasonable expectation of recovery

loan
A borrowed sum of money

loan agency
An agency, also known as a savings and loan company, 
that functions in a similar capacity to banks and credit 
unions but focuses more heavily on mortgages

loan application package
Loan application and accompanying paperwork

local income tax
A tax supporting local city and country services such as 
road maintenance and police and fire departments

long-term care insurance
A policy that covers at-home, assisted living, and nursing 
home care

long-term goal
A goal that you expect to achieve over a longer period 
of time, such as one year and beyond

long-term liability
Debt that extends a consumer’s obligation into the future

M
macroeconomics

The study of large-scale economic factors that indicate 
the condition of the economy

manufacturer
A business that uses raw materials to create goods

market economy
An economy in which most goods and services are 
produced and distributed through free markets

master’s degree
The first level of graduate study after having completed 
a bachelor’s degree

maturity date
The lifespan of a security, or the termination date of a 
savings or investment

Medicaid
A health insurance program for low-income individuals 
and people with limited resources

Medicare tax
Tax on income used to pay for the Medicare (health) 
program provided to individuals over the age of 65 or 
individuals with a disability

medium-term goal
Goals that fall in between short- and long-term goals, 
often taking longer than a few months to achieve but 
not necessarily years

merchant
People or companies involved in the trade of services or 
goods

mileage overage cost
The expense per mile for the miles driven over the 
yearly allowance, which is usually a maximum of 12,000 
but can be increased with a higher monthly payment
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minimum wage
A wage fixed by legal authority or by contract as the 
least that may be paid either to employed persons 
generally or to a particular category of employed 
persons

mixed economy
An economic system that incorporates elements of both 
market and centrally planned economies

mobile payment system
A payment that takes place via a mobile device

monetary asset
An asset that is easily convertible into a fixed amount of 
cash, such as money you have in the bank or investment 
accounts

monetary policy
The processes of a centralized bank controlling the 
supply of money

money market account
An account that combines features of a checking and 
savings account

money market fund
A fund that invests in short-term securities, such as US 
Treasury bills

money personality
A set of distinctive traits and characteristics that 
influence a person’s financial propensity

monopolistic competition
When many businesses in a market are selling products 
that are slightly different from one another

monopoly
A market structure where a single business has exclusive 
control of a market

mortgage
A type of loan that is secured by real estate property as 
collateral

multiplier effect
A concept in economics where putting resources into 
an economy creates a ripple effect, which increases 
employment and the output of goods and services

mutual fund
A managed collection of cash, stocks, bonds, and other 
securities

N
National Credit Union Association

Regulates and supervises the credit union system 
to promote confidence in the national system of 
cooperative banking

need
Something that is essential, regardless of your financial 
condition, such as food, shelter, and clothing

Net Asset Value
The market value of the fund’s portfolio minus any 
expenses or liabilities; also called book value

net pay
The amount of an employee’s gross pay that remains 
after deductions, such as taxes and retirement 
contributions, are made; also known as take-home pay

net worth
When you add up the value of all of your assets and 
subtract your liabilities

net worth statement
A document showing your assets minus liabilities

networking
The cultivation of productive relationships for 
employment or business

no-load fund
A mutual fund that does not charge a commission or 
sales charge

nominal interest rate
The percentage that money is growing over time; also 
known as annual percentage rate

non-monetary asset
An asset that is more difficult to convert to cash and its 
value often relies on economic conditions

non-sufficient funds
A term used to indicate that a transaction cannot be 
honored because of insufficient funds available

nonverbal communication
The process of using facial movements and gestures to 
transmit a message through physical expressions

O
oligopoly

A market structure where a small number of businesses 
have control of a market

one-participant 401(k)
A retirement plan following the same guidelines as a 
401(k), but designated only for owners of a business 
who do not have employees

online banking
A digital way of making financial transactions with 
banks or other financial institutions

online savings account
An account provided by an internet bank

open-end credit
Loans made on a continuous basis as purchases are 
made; also known as revolving credit

opportunity cost
An economic concept that represents the benefits you 
could have received by choosing the alternative
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opportunity fund
Money set aside for use in future events that may 
benefit you

organizational design
The way a company’s mission relates to its structure

overtime pay
When an employee receives additional pay at one and 
one-half times the regular rate of pay for work that 
exceeded the typical 40-hour workweek

P
paper money

Currency that consists of government notes and 
banknotes

partnership
A form of business owned by two or more 
entrepreneurs who share management and profits

passbook savings account
An account that allows depositors to freely deposit and 
withdraw funds while mainlining a record in a physical 
paper book

passive listening
Hearing but not necessarily listening

pay stub
An attachment to an individual’s paycheck that shows 
the amount earned and details the payroll deductions

pay yourself first
To pay into your savings first, and then learn to live on 
the remainder of your take-home pay

payday loan
Unsecured loan that is short-term until the debtor 
receives his or her next paycheck

payment terminal
The device a merchant uses to process debit, credit, and 
smart card transactions

payroll deduction
An amount taken out of pay for taxes such as federal 
income tax, state income tax, Social Security tax, and 
Medicare tax

payroll tax
Tax deducted from an individual’s paycheck, such as for 
Social Security and Medicare

pension plan
An arrangement made with an employer to pay money 
to an employee after retirement

per capita GDP
The GDP of a country divided by the total population of 
the country

perfect competition
A theoretical market structure where many businesses 
sell identical products

periodic expense
An expense that occurs on occasion but typically for the 
same amount of money

personal financial plan
A strategy for how you will spend, save, and invest your 
money today and into the future

personal responsibility
To hold yourself accountable for decisions you make

pharming
When criminals try to get your personal data through 
websites that look real and legitimate but are actually 
fake

phishing
When thieves send out emails asking for private 
information

PIN debit transaction fee
A transaction fee that applies when you process debit 
cards that require the cardholder to enter his or her PIN

policy limit
The terms for coverage limits and costs, deductible 
amounts, exclusions, and conditions

Ponzi scheme
An investment swindle in which some early investors 
are paid off with money put up by later ones in order to 
encourage more and bigger risks

postsecondary education
Education that occurs after high school

postsecondary plan
A plan that includes topics such as application 
requirements; testing requirements; certification 
requirements; associated deadlines; associated 
costs, including living expenses; job prospects and 
opportunities; beginning earnings; expected future 
earnings; and resumes and cover letters

power of attorney
A legal instrument authorizing one to act as the 
attorney or agent of the grantor

pre-qualification
The process by which a loan officer of the lending 
institution analyzes a borrower’s credit information and 
makes an initial assessment as to how much debt the 
borrower can afford

predatory lending
The practice of lenders purposefully deceiving 
borrowers during the loan process

preferred stock
A fixed-income stock that pays fixed dividends to its 
shareholders

premium
An amount paid each year for insurance coverage
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present value of a lump sum
A calculation showing the value today of a single sum of 
money to be paid at a specified date in the future

present value of an annuity
A calculation showing the current value of a stream of 
payments to be received in the future, given a specified 
rate of return

principal
Amount of money you save or invest 

private information
Data that could identify who you are

private lender
Lenders not associated with the US government and 
that are typically banks, credit unions, or credit card 
companies that specialize in providing loans

probate court
A court that has jurisdiction chiefly over the probate of 
wills and administration of a deceased person’s estates

product
Anything that can be bought or sold to meet a 
customer’s want or need

productivity
A measure of economic output in terms of a worker’s 
input

property insurance
Pays for damage or loss to the insured’s property and 
often includes liability coverage for actions of the insured 
that cause harm to other people or their property

property tax
Tax applied to personal property

purchase price
The amount of money you agree to pay for the car

Q
qualified charitable organization

Designated by the government and typically a 501(c)(3) 
organization, such as churches and other religious 
organizations, tax-exempt educational organizations, 
tax-exempt hospitals and some medical research 
organizations, government agencies such as a state 
or division of a state, some private foundations that 
distribute the contributions they receive to public 
charities, and some membership organizations that 
receive more than a third of their contributions from the 
general public

R
real estate company

A company in which licensed agents perform tasks 
such as helping homeowners price their homes for sale, 
manage the property sale, show homes to prospective 
buyers, and market properties

real interest rate
Expresses the rate of return on savings, taking into 
account the effect of inflation, by subtracting the rate of 
inflation from the nominal interest rate 

recession
Period of decline in a business cycle

redress
To set a wrong right

rent
A fixed periodical return made by a tenant or occupant 
of a property to the owner for the possession and use of 
the property

renters insurance
Protects your belongings in the property you are 
renting in an event such as a fire or burglary

resume
A written document used to showcase a person’s skills, 
education, and prior employment experiences

retailer
A business that buys products from wholesalers and 
then increases the price of the goods to resell them to 
consumers

retirement
When you withdraw yourself from an active working life

returned payment fee
A fee charged when a consumer attempts to pay their 
credit card bill with a check or debit card that is returned 
unpaid due to insufficient funds

revenue
Income earned by a business 

reward
The returns, or earnings, on an investment

risk
The possibility that an investment will lose value

risk tolerance
A measure of how much risk you can handle as an 
investor. A person’s tolerance for investment risk can 
change depending on factors such as life circumstances, 
financial goals, and economic conditions

Roth IRA
An investment tool that allows your money to grow 
tax-free even though your contributions are not tax 
deductible

routing number
A nine-digit code on a check that’s based on the bank 
location where the account was opened

Rule of 72
A simplified formula to determine the number of years 
required to double your money at a given interest rate
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S
salary

Fixed compensation paid regularly for services

sales tax
Tax applied on the sale of goods and services that is 
usually calculated as a percentage of the purchase price 
and collected by the seller

savings
The amount of money put aside for future use

savings account
An account that provides security for depositors’ money, 
and pays very modest interest

savings plan
A plan to manage spending and achieve financial goals

scarcity
The understanding that our needs and wants are 
unlimited, but we have limited resources such as money 
and time

Schedule A form
The form you use to account for and submit your 
itemized deductions to the government on your taxes

scholarship
Funds for school that you are not required to pay back; 
often described as “free money”

secured loan
A loan that requires collateral

Securities and Exchange Commission
Regulatory organization created to protect US investors 
by maintaining fair markets

security
An instrument of investment

self-assessment
A process by which you examine and learn more about 
yourself

self-employment
Earning income directly from one’s own business, trade, 
or profession rather than as a specified salary or wages 
from an employer

Series EE Bond
A type of government bond that can be purchased for a 
minimum of $25 and maximum of $10,000 per calendar 
year; pays interest for up to 30 years

Series I Bond
A type of government bond that can be purchased for 
a minimum of $25 and maximum of $10,000; annual 
interest rate created from a fixed rate and a semiannual 
inflation rate, which protects against inflation

service
The performance of a particular task in exchange for 
money

service contract
A written agreement for the supply of services at a fixed 
rate

short-term goal
A goal that you expect to achieve in the near future, 
such as in a day, within a week, or possibly within a few 
months

short-term liability
Immediate debt owed 

simple interest
A method of calculating interest, determined by 
multiplying the principal (the original deposit or 
investment) by the annual interest rate, and then 
multiplying that result by the time, or number of 
periods, the money will be held to grow

simplified employee pension
A retirement plan for self-employed entrepreneurs 
with a business of any size in which the employer can 
contribute up to 25 percent of an employee’s pay

small claims court
A special court intended to simplify and expedite the 
handling of small claims on debts

smart card
A payment card embedded with a computer chip that 
essentially functions like a mini-computer

SMART goal
A goal that is Specific, Measurable, Achievable, Results-
focused, and Time-bound

social pressure
The feeling that one has to do the same things as his or 
her peers in order to be liked and respected

Social Security Administration
The federal agency that regulates the Social Security 
system

Social Security tax
Tax on income paid by both the employee and the 
employer to fund the Social Security system

sole proprietorship
A business owned and operated by a single individual 

standard English
The set of uniform and commonly accepted rules 
governing spelling, grammar, pronunciation, and 
vocabulary

standard of living
A term used to describe the level of wealth, material 
goods, and necessities considered to be essential to an 
individual or group in a particular geographic area

state income tax
The amount of tax on earnings at the state level based 
on percent of income
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statement savings account
The most common type of savings account where 
depositors are issued regular statements detailing 
account activity

stock
A share in ownership and a claim to a portion of a 
corporation’s profits

stock index
The average price of a group of stocks; the two major 
stock indexes are the Dow Jones Industrial Average (the 
Dow) and the Standard and Poor’s (S&P 500)

stock market
The place where stocks are traded

stock symbol
An abbreviation used to identify a particular stock 
traded on an exchange

stockholder
Individuals or entities that purchase shares of stock in a 
company 

store card
A plastic card that can be used to purchase goods in a 
particular store that are paid for at a later time, similar to 
a credit card

store of value
The principle that money is an asset that holds its value 
over time and can be used for future transactions

strength
Beneficial quality or attribute

student loan
Funds that you borrow from public or private institutions 
to help you pay for postsecondary education

subscription model
Customers pay an upfront subscription price for a 
product

subsidized loan
A loan in which the federal government pays 
the interest for you while you are in school if you 
demonstrate financial need

supply
The amount of goods that is available to consumers

surplus
Positive cash flow or when an individual has excess 
cash to pay down debt, invest, pay for education, boost 
retirement, and handle financial emergencies

T
tax

Mandatory payment to the government to support 
public goods and services

tax credit
Money that can be subtracted from taxes owed

tax deduction
A reduction of taxes paid on gross income

tax liability
Amount of tax an individual owes

taxable income
The amount of money that an individual’s tax 
calculations are based on

term life insurance
Coverage for a specified amount of time, such as 30 
years, for a fairly low premium

time management
The analysis of how working hours are spent and the 
prioritization of tasks in order to maximize personal 
efficiency in the workplace

time value of money
The idea that money today is worth more than it will be 
in the future because it has the potential to earn interest

tip
Money given on top of a wage; also referred to as gratuity

title loan
A short-term loan in which the debtor uses a car title as 
collateral

trade school
A school that prepares students for a specific job as 
opposed to providing a general education such as a 
bachelor’s degree

trade-in value
The value of the car you are trading in, used as part of 
the payment for the purchase of a new one

traditional economy
An economic system where long-established customs 
and cultural values guide personal finance and 
economic decisions

Traditional IRA
An investment tool that allows you to receive a tax 
deduction on your contribution, reducing your taxable 
income for that year

training
The action of teaching a person a particular skill or 
behavior

transaction fee
A fee charged to process individual transactions, 
whether approved or declined

transfer payment
A payment made from the federal government to 
individuals without the exchange of goods or services; 
commonly associated with social welfare programs

treasury bill
A type of US government bond with terms ranging from 
a few days to 52 weeks, sold at a discount from the face 
value
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treasury bond
A type of US government bond with a fixed rate of 
interest every six months and reaches maturity in 30 
years

treasury note
A type of US government bond with maturity of not less 
than one year or more than ten years; sold in increments 
of $100 with a minimum purchase of $100

trust
A property interest held by one person for the benefit of 
another

trustee
The legal person to whom property is committed to be 
administered for the benefit of a beneficiary

trustor
The person who creates the trust

U
underwriter

A professional that analyzes the risks of insuring 
particular assets or people and uses that information to 
set the premium price

unearned income
Income that is not gained by labor, service, or skill

unemployment rate
The percentage of the total labor force that is not 
employed but wants to be

unit of measure
The common value amount of goods and services

United States Department of Treasury
A federal agency that promotes economic success by 
providing financial security in the United States

United States Mint
Produces coins used for circulation

unsecured loan
A loan that does not require collateral

unsubsidized loan
A loan in which you are required to begin paying 
interest immediately, even while you are a student

V
value

A principle or standard that you believe is important to 
live and work by

variable expense
Money spent on something that fluctuates from month 
to month

verbal communication
The process of using spoken language to transmit a 
message through listening and speaking

vesting
An employee’s inalienable rights to money contributed 
by an employer to a pension fund or retirement plan, 
especially in the event of termination of employment 
prior to the normal retirement age

visual communication
The process of using graphic representations and signs 
to transmit a message through sight

W
wage

Payment of money for labor or services usually 
according to a contract and on an hourly, daily, or 
piecework basis

wage garnishment
A legal action that a creditor can take to collect what is 
owed to them by withholding a certain amount of your 
wages to satisfy the debt

want
Something that you might wish to have, but not having 
it will not threaten your existence, such as a new 
television, video games, and taking a vacation

warranty
A written guarantee of the integrity of a product and 
the seller’s responsibility for the repair or replacement of 
a product if it malfunctions

weakness
Area in need of improvement

whole life insurance
Covers the insured for their entire life and not just for a 
specified time

wholesaler
A merchant middleman who sells chiefly to retailers, 
other merchants, or industrial, institutional, and 
commercial users for resale or business use

will
A document that explains a person’s final wishes upon 
death and is often included as part of estate planning

withdrawal
Money removed from an account either electronically or 
by writing a check

withholding allowance
Factors, such as marital status, number of dependents, 
and number of jobs held, that determine how much tax 
will be withheld from each paycheck

written communication
The process of using words to convey a message 
through reading and writing
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401(k)  183
401(k) deduction  183
403(b)  384
457(b)  384
501(c)(3) organization  345

A
abilities  53
accountancy firm  217
acquisition fee  303
active listening  129
adjustable-rate mortgage  311
alternative investment  373
annual fee  262
annual percentage rate  261
annual percentage rate (APR)  262
annual percentage yields  250
annuity  234
apprenticeship  61
aptitudes  54
assessed value  309
asset allocation  353
asset class  353
assets  18
associate’s degree  52
attitude  39
auto lease  303
automated clearing house  266
automobile insurance  409

B
bachelor’s degree  52
balanced fund  370
balance transfer fee  262
bank  216
banknote  87
bank reconciliation  206
bankruptcy  295
bank statement  205
bartering  140
behavior  39
beneficiary  433
benefits  56
Blue Chip stock  362
body language  130
bond rating  367
bonus  99

book value  371
brokerage firm  217
budget  19
budget estimate  196
budget variance  196
Bureau of Engraving and Printing  91
business cycles  152
business financial plan  17
business model  111
business plan  108
business profit  99
business-to-business (B2B) market  113
business-to-consumer (B2C) market  113
buying power  103

C
capital gain  101
capitalization cost  303
capitalized  324
career  48
career plan  67
cash  92
cash advance fee  262
cash flow  19
centrally planned economy  140
certificate of deposit  219
certification  50
chargeback/retrieval fee  264
charitable contributions  200
charitable giving  338
check  93
checkbook register  206
checking account  218
checking accounts  205
ChexSystems  272
claim  398
claims adjuster  398
closed-end credit  278
closing costs  311
coins  87
collateral  281
collection agency  294
college savings plans  331
commission  98
common stock  362
communication management  134
competition  145
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compound interest  231
conflict resolution  81
Consumer Bill of Rights  424
consumer protection laws  424
consumers  32
consumption  11
contract  395
cooperative  122
cooperative banking  215
copayment  394
corporation  118
cosigner  305
cost-benefit analysis  40
cost of living  58
coverage limit  401
cover letter  70
credit  92
credit card  92
credit card company  216
creditor  277
credit reports  287
credit score  288
credit union  217
cryptocurrency  93
cultural practice  41
culture  41
currency  86

D
daily batch fee  264
debit card  93
debt  92
debtor  277
decision-making process  29
deductible  394
deferment  324
deficit  178
defined benefit plan  383
defined contribution plan  383
deflation  149
delayed gratification  37
demand  143
demographics  65
dependent  28
deposit  205
digital communication  131
direct deposit  93

direct sales  111
disability insurance  406
discount rate  264
discretionary income  198
disposable income  198
disposition fee  303
diversification  353
dividend  101
doctoral degree  52
dollar-cost averaging  359
down payment  281

E
e-commerce  35
economic analysis  109
economic development incentives  156
economic growth rate  148
economic indicators  146
economics  11
economic system  139
economy  11
electronic funds transfer  93
Electronic Funds Transfer Act  223
emergency fund  22
emotions  39
employment portfolio  76
entrepreneur  106
equilibrium  145
equity  309
equity fund  370
escrow  311
estate  430
estate planning  20
ethics  16
exchange rate  166
executor  434
exemption  184
expansions  152
expedited card replacement fee  262
expense  19
export  147

F
Federal Deposit Insurance Corporation  215
federal income tax  182
Federal Insurance Contributions Act  180
Federal Reserve System  91
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Federal Work-Study Program  332
fiduciary responsibility  23
filing system  210
financial advisory  217
financial exchange  86
financial planner  23
financial services  214
financial statements  205
financial timeline  248
fiscal policies  156
fixed assets  208
fixed expense  199
fixed income fund  370
fixed-rate mortgage  311
forbearance  324
foreign transaction fee  262
Form 1040  187
Form 1040A  187
Form 1040-EZ  188
Form 1099-INT  186
Form 1099-MISC  186
Form I-9  176
Form W-2  186
Form W-4  175
franchise  111
fraud  260
Free Application for Federal Student Aid (FAFSA)  319
free market  141
freemium  111
future value of a lump sum  234
future value of an annuity  234

G
globalization  164
goals  4
goods  32
government bonds  87
government market  114
grants  326
gross domestic product  146
gross income  184
gross pay  178
growth stock  362
guardianship  430

H
hardship distribution  384
health insurance  57

health insurance deduction  183
high-yield savings accounts  251
humanitarian aid  338
hyperinflation  149

I
identity theft  223
import  147
impulse buying  37
income  19
income and expense record  19
income statement  207
income stocks  362
income tax  173
indemnity  398
individual retirement account  386
inflation  88
inflation rates  149
inheritance  102
initiative  68
installment loans  279
instant satisfaction  37
insurance  20
insurance agent  395
insurance company  217
insurance grace period  401
insurance policy  395
insured  394
insurer  394
interest  101
interest inventory  53
interest rate  150
intermediaries  111
Internal Revenue Service  175
internet gateway fee  264
intestate succession laws  435
investing  20
investment company  217

J
job  48
job outlook  63

L
labor costs  65
labor force  150
landlord  306
late fee  262
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law of demand  144
law of supply  144
lease  306
liabilities  18
liability insurance  395
license  50
life insurance  406
lifetime limit  394
limited liability company  121
liquid assets  208
living will  432
loan  150
loan agency  217
loan application package  313
local income tax  182
long-term care insurance  406
long-term goal  7
long-term liabilities  209

M
macroeconomics  146
manufacturers  111
market economy  141
master’s degree  52
maturity date  219
Medicaid  181
Medicare tax  181
medium-term goals  7
merchants  264
mileage overage cost  303
minimum wage  97
mixed economy  142
mobile payment system  270
monetary assets  19
monetary policy  157
money market account  252
money market fund  370
money personality  37
monopolistic competition  154
monopoly  153
mortgage  311
multiplier effect  66
mutual fund  369

N
National Credit Union Association  215
needs  9
Net Asset Value  371

net pay  178
networking  76
net worth  18
net worth statement  18
no-load fund  371
nominal interest rate  238
non-monetary assets  19
non-sufficient funds  263
nonverbal communication  130

O
oligopoly  154
one-participant 401(k)  386
online banking  221
online savings accounts  251
open-end credit  278
opportunity cost  31
opportunity fund  199
organizational design  110
overtime pay  97

P
paper money  87
partnership  116
passbook savings account  251
passive listening  129
payday loans  281
payment terminal  265
payroll deductions  172
payroll tax  173
pay stub  178
pay yourself first  197
pension plan  385
per capita GDP  147
perfect competition  154
periodic expense  200
personal financial plan  16
personal responsibility  16
pharming  417
phishing  416
PIN debit transaction fee  264
policy limit  394
Ponzi scheme  422
postsecondary education  52
postsecondary plan  333
power of attorney  432
predatory lending  281
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preferred stock  362
premium  394
pre-paid tuition plans  331
pre-qualification  302
present value of a lump sum  235
present value of an annuity  235
principal  101
private information  418
private lenders  322
probate court  436
product  32
productivity  151
property insurance  407
property tax  173
purchase price  305

Q
qualified charitable organization  345

R
real estate company  217
real interest rate  238
recessions  152
redress  425
rent  102
renters insurance  306
resume  70
retailers  112
retirement  20
returned payment fee  262
revenue  161
reward  353
risk  353
risk tolerance  353
Roth IRA  386
routing number  268
Rule of 72  236

S
salary  98
sales tax  173
savings  20
savings account  219
savings plan  244
scarcity  11
schedule A form  347
scholarships  327
secured loans  281

Securities and Exchange Commission  226
security  88
self-assessment  54
self-employment  99
Series EE Bonds  87
Series I Bonds  87
service  32
service contract  34
short-term goal  6
short-term liabilities  209
simple interest  231
simplified employee pension  386
small claims court  420
smart card  265
SMART goals  5
social pressure  39
Social Security Administration  181
Social Security tax  180
sole proprietorship  114
standard English  129
standard of living  11
state income tax  182
statement savings accounts  251
stock  118
stockholders  361
stock index  361
stock market  361
stock symbol  364
store card  266
store of value  89
strengths  55
student loans  322
subscription  111
subsidized loans  323
supply  143
surplus  178

T
taxable income  184
tax credit  185
tax deduction  184
taxes  158
tax liability  175
term life insurance  406
time management  69
time value of money  232
tip  96
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title loan  281
trade-in value  305
trade school  61
traditional economies  140
Traditional IRA  386
training  50
transaction fee  264
transfer payments  100
treasury bills  88
treasury bonds  88
treasury notes  88
trust  436
trustee  436
trustor  436

U
underwriter  396
unearned income  102
unemployment rate  57
United States Department of Treasury  91
United States Mint  91
unit of measure  90
unsecured loans  281
unsubsidized loans  323

V
values  8
variable expense  200
verbal communication  129
vesting  385
visual communication  131

W
wage  96
wage garnishment  294
wants  9
warranty  34
weaknesses  55
whole life insurance  407
wholesaler  112
will  20
withdrawal  205
withholding allowances  175
written communication  129
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Stageoflife.com 9; bls.gov/ooh/business-and-financial/accountants-and-auditors.htm 10; bls.gov/ooh/
business-and-financial/financial-analysts.htm 19; research.stlouisfed.org/publications/page1-econ/2017-04-03/
advertising-dollars-and-decisions 31; bls.gov/ooh/business-and-financial/personal-financial-advisors.htm 32; 
psychologytoday.com/blog/inside-the-consumer-mind/201302/how-emotions-influence-what-we-buy 39; web.
archive.org/web/20070623215748 49; nordicity.com/home/newsdetail/id/16 50; bls.gov/ooh/math/actuaries.
htm 58; bls.gov/ooh/personal-care-and-service/animal-care-and-service-workers.htm#tab-4 and https://www.bls.
gov/ooh/healthcare/veterinarians.htm#tab-1 59; nces.ed.gov/pubs2017/2017075.pdf 61; bls.gov/ ooh/business-
and-financial/accountants-and-auditors.htm#tab-1 67; inc.com 72; business2community.com 72; federalreserve.
gov/newsevents/press/other/2016-payments-study-20161222.pdf 93; treasury.gov/resource-center/faqs/Currency/
Pages/denominations.aspx 93; statista.com/topics/789/wages-and-salary/ 94; bls.gov/ooh/business-and-financial/
appraisers-and-assessors-of-real-estate.htm 94; statista.com/topics/789/wages-and-salary/ 98; dealsunny.
com/blog/entrepreneurship-infographic 109; pewresearch.org/fact-tank/2016/09/01/8-facts-about-american-
workers 112; census.gov/eos/www/naics/ 113; smallbusiness.chron.com/five-areas-government-regulation-
business-701.html 118; bls.gov/ooh/business-and-financial/cost-estimators.htm 120; starbucks.com/about-us/
company-information/starbucks-company-timeline 120; dealsunny.com/blog/entrepreneurship-infographic 129; 
bls.gov/ooh/media-and-communication/reporters-correspondents-and-broadcast-news-analysts.htm#tab-1 141; 
nam.org/Newsroom/Top-20-Facts-About-Manufacturing 144; quora.com/How-do-I-explain-the-supply-curve-
simply 144; businesstiptop.com/demand-curve 144; britannica.com/ topic/supply-and-demand 145; ft.com/
content/503138a0-ec22-11e5-888e-2eadd5fbc4a4 145; cia.gov/library/publications/the-world-factbook/
rankorder/2004rank.html 148; tradingeconomics.com/united-states/gdp-growth 148; nber.org/cycles.html 149; 
financeandcareer.com/http://financeandcareer.com/what-is-the-business-cycle-and-how-does-it-work 152; 
statista.com/statistics/267161/market-share-of-search-engines-in-the-united-states 153; federalreserve.gov/
aboutthefed/files/pf_3.pdf 157; ftc.gov/tips-advice/competition-guidance/guide-antitrust-laws/antitrust-
laws; hg.org/article.asp?id=6025 160; bls.gov/ooh/business-and-financial/tax-examiners-and-collectors-and-
revenue-agents.htm 173; nerdwallet.com/blog/taxes/federal-income-tax-brackets 174; ssa.gov/news/press/
factsheets/basicfact-alt.pdf 180; irs.gov/taxtopics/tc751 180; ssa.gov/https://www.ssa.gov/pubs/EN-05-10024.
pdf 180; ssa.gov/pubs/EN-05-10024.pdf 181; ssa.gov/pubs/EN-05-10024.pdf 182; irs.gov/pub/irs-pdf/i1040tt.
pdf 189; blog.shoeboxed.com 190; creditdonkey.com 197; bls.gov/ooh/business-and-financial/budget-analysts.
htm 199; federalreserve.gov/ 2015-report-economic-well-being-us-households-201605.pdf 201; nerdwallet.
com/blog/banking/online-bill-pay-what-it-is-why-you-should-use-it 220; creditcards.com/credit-card-news/
online-mobile-banking.php 223; bls.gov/ooh/management/financial-managers.htm#tab-1 225; fool.com/
retirement/general/2016/01/26/20-retirement-stats-that-will-blow-you-away.aspx 233; fool.com/retirement/
general/2016/01/26/20-retirement-stats-that-will-blow-you-away.aspx 234; bls.gov/ooh/business-and-financial/
accountants-and-auditors.htm#tab-2 236; statisticbrain.com 246; timothysykes.com 252; bls.gov/ooh/business-
and-financial/market-research-analysts.htm 253; onsumer.findlaw.com/credit-banking-finance/usury-laws.
html 261; aba.com/Pages/default.aspx 261; aba.com/Consumers/Pages/CreditCardFactsTips.aspx 262; tsys.com/
solutions/products-services/merchant/merchant-support/merchant-basics/merchant-account-fees-defined/ 264; 
ehsib.com/english/cd/uc/card.jsp 265; thefinancialbrand.com 267; allbusiness.com/the-benefits-of-electronic-
funds-transfer-13624860-1.html 267; statisticbrain.com 268; jpmorgan.com/jpmpdf/1320725121878.pdf 270; bls.
gov/ooh/business-and-financial/loan-officers.htm 271; randomhistory.com 277; valuepenguin.com/average-
credit-card-debt 282; bls.gov/ooh/office-and-administrative-support/financial-clerks.htm#tab-2 284; Census 
Bureau 289; Retailingtoday.com 303; factslide.com 304; Experion.com 309; National Association of Realtors 313; 
bls.gov/ooh/business-and-financial/purchasing-managers-buyers-and-purchasing-agents.htm#tab-1 315; nces.
ed.gov/pubs2017/2017075.pdf 318; fafsa.ed.gov/ooh/business-and-finahelp/before003.htm 321; studentloanhero.
com/student-loan-debt-statistics 323; bls.gov/ooh/business-and-financial/fundraisers.htm 325; debt.org/ 
students/scholarships-and-grants 327; philanthropyroundtable.org/almanac/statistics 338; learnhowtobecome.
org/volunteer-and-nonprofit-careers/ 339; time.com/4857777/generosity-happiness-brain 339; theguardian.com/
science/2008/mar/21/medicalresearch.usa 339; bls.gov/ooh/business-and-financial/training-and-development-
specialists.htm#tab-1 344; charitynavigator.org/index.cfm?bay=content.view&cpid=42 345; thebalance.com/
tax-deductions-for-charitable-donations-2501942 345; dividend.com/dividend-education/the-7-most-famous-
product-recalls-how-did-stock-prices-react 356; wallstreetsurvivor.com 362; bls.gov/ooh/sales/securities-
commodities-and-financial-services-sales-agents.htm#tab-1 369; cnnmoney.com 371; bls.gov/careeroutlook/2017/
article/older-workers.htm 378; money.cnn.com/2017/08/24/retirement/health-care-cost-retirement/index.
html 381; The US Department of the Treasury 383; The Motley Fool(fool.com) 384; money.cnn.com/retirement/
guide/pensions_basics.moneymag/index7.htm 385; ebri.org/publications/facts/index.cfm?fa=0398afact 386; 
bls.gov/ooh/business-and-financial/compensation-benefits-and-job-analysis-specialists.htm#tab-5 387; dmv.
org 397; bls.gov/ooh/business-and-financial/insurance-underwriters.htm#tab-1 398; protectyourincome.com 407; 
FEMA 408; safesmartliving.com/identity-theft-statistics 417; ftc.gov 420; csoonline.com 421; rehab-international.
org/gambling-addiction/gambling-addiction-statistics 422; finra.org/investors/highlights/recovery-checklist-
investment-fraud 423; consumerssa.com/consumer-rights 426; 
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bls.gov/ooh/business-and-financial/financial-examiners.htm#tab-1 426; bls.gov/ooh/legal/lawyers.htm#tab-1 431; 
usatoday.com/story/money/personalfinance/2015/07/11/estate-plan-will/71270548 431; christopherbjohnson.
com /2016/04/27/five-estate-planning-statistics 433; ranker.com/list/weird-celebrity-wills/jessica-defino 435; 
commons.wikimedia.org/wiki/File:Benjamin_Franklin.PNG 435

For Review Purposes Only

DBF_title


For Review Purposes Only


	Table of Contents
	Introduction
	Unit 1	Plan
	Chapter 1	Goal Setting
	Chapter 2	Components of a Financial Plan
	Chapter 3	Personal Values and Decision Making

	Unit 2	Earn
	Chapter 4	Career Opportunities & Earning Potential
	Chapter 5	Forms of Financial Exchange
	Chapter 6	Entrepreneurship
	Chapter 7	Economics of Earning

	Unit 3	Manage
	Chapter 8	Managing a Paycheck and Taxes
	Chapter 9	Creating a Budget
	Chapter 10	Financial Institutions and Services
	Chapter 11	Time Value of Money

	Unit 4	Save & Spend
	Chapter 12	Savings Strategies and Accounts
	Chapter 13	Cash Management Tools
	Chapter 14	Credit and Borrowing
	Chapter 15	Major Purchases
	Chapter 16	Paying for Education and Training
	Chapter 17	Charitable Contributions

	Unit 5	Invest
	Chapter 18	Investment Strategies
	Chapter 19	Planning for Retirement

	Unit 6	Protect
	Chapter 20	Risk Management and Insurance
	Chapter 21	Consumer Protection
	Chapter 22	Estate Planning

	Glossary
	Index
	Source Credits



