BU233 Week 1 Notes

· Personal financial planning – the process of managing your money to achieve personal economic satisfaction. The process (6 steps) includes:
· Determine your current financial situation
· Develop financial goals
· Identify alternative courses of action
· Evaluate alternatives
· Create and implement a financial action plan
· Re-evaluate and revise the financial plan
· Financial goals vs personal goals – in developing personal financial goals the goals should be
· Realistic
· Specific
· Measurable
· Have a time frame
· Indicate the type of action to be taken
· Personal opportunity costs – include time, effort and health
· Financial opportunity costs – based on time value of money
· 
	Economic and Product Risk (affect everyone)
	Personal Risk (affect the individual)

	· Interest rate risk – Changing interest rates affect your costs when you borrow and your benefits when you invest
	· Risk of death – Premature death my cause financial hardship to family members left behind

	· Inflation risk – rising prices cause lost buying power
	· Risk of income loss – Your income could stop as a result of job loss or because you fall ill or are hurt in an accident 

	· Liquidity risk – some investments may be more difficult to convert to cash or to sell without significant loss in value
	· Health risk – Poor health may increase your medical costs. At the same time, it may reduce your working capacity or life expectancy

	· Product risk – products may be flawed or services may not meet your expectations. Retailers may not honour their obligations
	· Asset and Liability Risk – Your assets may be stolen or damaged. Others may sue you for negligence or for damages caused by your actions



· Consumable product goals – occur on a periodic basis and involve items that are used up quickly such as food, clothing, and entertainment 
· Durable product goals – involve infrequently purchased, expensive items such as appliances, cars, and sporting equipment; these consist of tangible items 
· Intangible purchase goals – Relate to personal relationships, health, education, and leisure
· The life cycle – The stages in the family situation and financial needs of an adult influences your financial activities and decisions
· The Early Career Phase (20s to 30s) – focus on creating an emergency fund, saving for down payment of house or condo and purchasing life insurance, saving for retirement
· The Mid-Career Phase (late 30s to 40s) “up and comers” – focus is on building wealth by paying down mortgage and increasing savings and investments 
· The Peak Accumulation Phase (Mid 40s to 50s) “Wealth Accumulators” – assets are more diversified, retirement programs substantial at this stage, investment portfolio substantial, home equity substantial and may be paid off completely
· The Pre-Retirement Phase (late 50s – early 60s) – early retirement programs, parents may become dependents, wills should be updates and trusts set up of appropriate, critical illness and long term care insurance as well as property and liability insurance should be of concern
· The Retirement Phase – often a gifting phase (one discovers they have more assets than they will be able to consume themselves and dispose of them either before or after death), changes in living arrangements, reduction of expenses although health care costs take larger proportion of budget than earlier years, expenses covered by investment assets and retirement assets, investment goals include safety and growth, insurance needs similar to pre-retirement phase

	Economic Factor
	What it measures
	How it influences Financial Planning

	· Consumer prices
	The value of the dollar; changes in inflation
	If consumer prices increase faster than income = inability to purchase goods and services, thus higher consumer prices also cause higher interest rates

	· Consumer spending
	The demand for goods and services by individuals and households
	Increased consumer spending is likely to create more jobs and higher wages; high levels of consumer spending and borrowing can also increase consumer prices and interest rates

	· Interest rates
	The cost of money; the cost of credit when you borrow; the return on your money when you save or invest
	Higher interest rates make buying on credit more expensive; higher interest rates make saving and investing more attractive and discourage borrowing 

	· Money supply
	The dollars available for spending in our economy
	Interest rates tend to decline as more people save and invest but higher saving (and lower spending) may reduce job opportunities

	· Unemployment rate
	The number of people without employment who are willing and able to work
	People who are unemployed should reduce their debt level and have an emergency savings fund for living costs while out of work; high unemployment reduces consumer spending and job opportunities

	· Housing starts
	The number of new homes being built
	Increased home building results in more job opportunities, higher wages, more consumer spending and overall economic expansion

	· GDP
	The total value of goods and services produced within a country’s borders, including items produced with foreign resources
	Indicates a nation’s economic viability resulting in employment and opportunities for personal financial wealth

	· Trade balance
	The difference between a country’s exports and its imports
	If a country exports more than it imports interest rates may rise and foreign goods and foreign travel will cost more

	· S&P/TSX composite index and other stock market indexes
	The relative value of stocks represented by the index
	These indexes provide an indication of the general movement of stock prices


· Time value of money – the increases in an amount of money as a result of interest earned
· Simple interest: I = P x R x T
· P – amount in savings, R – annual interest rate, T – time period, I - interest
· Compound interest (interest that is earned on previously earned interest) – each time interest is added to the principal, the next interest amount is computed on the new balance
· Ex. $500 on deposit at a 2% annual interest rate for two years will earn 20.20 (500 x 0.02 = 10 the first year, and [500 + 10] x 0.02 = 10.20 the second year – 10.20 + 10 = 20.20)
· Future value – the amount to which current savings will increase on the basis of a certain interest rate and a certain time period
· Calculations typically involve compounding since interest is earned on previously earned interest
· Present value – the current value for a future amount based on a certain interest rate and a certain time period
· PV computations also called discounting allow you to determine how much to deposit now to reach a desired total in the future 
· PV of the amount you want in the future will always be less than the future value
· Annuity – A series of equal amounts (deposits or withdrawals) made at regular time intervals 
· Liquidity – refers to
· The ability to readily convert financial resources into cash without a loss in value 
· The ability to buy and sell an investment quickly without substantially affecting the investment value 
· Bankruptcy – set of federal laws that allow you to either restructure your debts or remove certain debts 
· Short-term financial strategies
· Create and implement a budget
· Pay off credit card debts
· Obtain adequate insurance
· Establish a regular savings program
· Invest in safe, income-producing financial instruments
· Use rental housing: save for home purchase
· Long-term financial strategies 
· Invest in financial instrument for long-term growth
· Select tax-deferred investments
· Pay off consumer debts and home mortgage
· Advantages of preparing a personal financial plan include:
· Increased effectiveness in obtaining, using, and protecting your financial resources through-out your lifetime
· Increased control of your financial affairs by avoiding excessive debt, bankruptcy, and dependence on others for economic security
· Improved personal relationships resulting from well-planned and effectively communicated financial decisions
· A sense of freedom from financial worries obtained by looking to the future, anticipating expenses, and achieving your personal economic goals
· Six steps in the financial planning process:
· Step 1: Develop your financial goals
· Step 2: Determine your current financial situation
· Step 3: Identify alternative courses of action
· Step 4: Evaluate alternatives
· Step 5: Create and implement a financial action plan
· Step 6: Re-Evaluate and revise your plan
· The characteristics of well formulated financial goals – SMART (listed above)
· Alternative courses of action (step 6) include: 
· Continue the same course of action if appropriate
· Expand the current situation – ex. Save larger amount each month
· Change the current situation – ex. Use money market account instead of regular savings account
· Take a new course of action – ex. You may decide to use monthly savings budget to pay off credit card debts 
· Updating a financial plan is necessary because changing personal, economic, and social conditions require you to continually update your knowledge. Adjustments to the plan allow your financial goals to be in line with your current life
· Safety deposit box – private storage area at a financial institution with maximum security for valuables and difficult-to-replace documents
· Access to the contents require two keys – one kept by you other by financial institution 
· [bookmark: _GoBack]A home file and mobile device should be used to keep records for current needs and documents with limited value
· Money management – Refers to day to day financial activities necessary to manage current personal economic resources while working toward long-term financial security. 3 major activities include:
· Storing and maintaining personal financial records and documents
· Creating personal financial statements (balance sheets and cash flow statements of income and outflows)
· Creating and implementing a plan for spending and saving (budgeting) 
· Personal balance sheet (also called net worth statement or statement of financial position) – reports what you own and what you owe. Major components include assets, liabilities, and net worth
· Assets – Cash and tangible property and intangible items with a monetary value 
· Liquid assets – cash and items of value that can be easily converted to cash
· Real estate – includes a home, condominium, vacation property, or other land that a person or family owns
· Personal possessions – major portion of assets for most people including automobiles and other personal belongings (not easily converted to cash)
· Investment assets – funds set aside for long term financial needs 
· Liabilities – amounts owed to others NOW but do not include items not yet due, such as next month’s rent 
· Current liabilities – debts you must pay within a short time (less than a year) including utility bills, tax payments, credit card debts, bank overdraft, lines of credit, and current portion of mortgages 
· Long-term liabilities – debts you do not have to pay in full until more than a year from now including auto loans, educational loans, and mortgages
· Net worth – the difference between your total assets and your total liabilities (A-L=N)
· Insolvency – the inability to pay debts when they are due; occurs when a person’s liabilities exceed available assets 
· Net worth can be increased by:
· Increasing savings (assets)
· Reducing spending (increases assets and may decrease liabilities)
· Increasing the value of investments and possessions (increases assets)
· Reducing your amount of debt (decreases liabilities)
· Cash flow – the actual inflow and outflow of cash during a given time period 
· Income from employment will probably represent your most important cash inflow
· Payments for items such as rent, food, and loans are cash outflows
· Cash flow statement (also called personal income and expenditure statement) – a summary of cash receipts and payments for a period of time such as a month or a year 
· Provides data on income and spending behaviours
· Employment income – inflow of cash to an individual or household
· Common cash inflows include: wages, salaries, commissions, self-employment business income, savings and investment income (interest, dividends and rent), gifts, grants, scholarships, and educational loans, Government payments (CPP, welfare, EI), amounts received from pension and retirement programs, alimony and child support payments
· Take home pay (also called net pay or net income or disposable income) – a person’s earnings after deductions for taxes and other items 
· Discretionary income – money left over after paying for housing, food, and other necessities 
· Fixed expenses – payments that do not vary from month to month. Ex. Rent or mortgage payments, instalment loan payments, cable television service fees, monthly transit cost for commuting to work
· Variable expenses – flexible payments that change from month to month. Ex. Food, clothing, utilities, recreation, medical expenses, gifts, and donations 
· Budget – spending plan for successful financial management. Main purposes of a budget are to help you:
· Spend less than your income
· Understand your sources and uses of cash
· Prioritize and attain your financial goals
· Prepare an emergency fund
· Develop wise financial management habits
· Budget variances – difference between the amount budgeted and the actual amount received or spent 
· Budget deficit – actual spending exceeds planned spending
· Budget surplus – actual spending is less than planned spending
· Creating a budget (7 steps)
· Setting financial goals
· Estimating income
· Budgeting emergency fund and savings
· Budgeting fixed expenses
· Budgeting variable expenses
· Recording spending amounts
· Reviewing spending and saving patterns
· Characteristics of successful budgeting 
· Well planned
· Realistic
· Flexible
· Clearly communicated
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