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Preface

The twentieth century has brought individuals the benefits of many new savings,
credit, insurance, and investment options. Now more than ever, making sound
financial decisions is exceedingly complex, even when compared with just 15 or
20 years ago. A solid understanding of the concepts and principles of personal
finance is vital. Personal Finance, Sixth Edition, provides a comprehensive exami-
nation of these principles and offers solid strategies for successful management
and planning. This edition has been thoroughly revised to reflect the most recent
changes in our economic environment and describes the most up-to-date options
available for readers as we transition into the next century. The new
Garman/Forgue Personal Finance Web site, for example, offers exercises and expe-
riences that parallel the text and offer the industry’s best opportunities for learn-
ing on the Internet.

For a person to achieve financial success, he or she must plan, analyze, and
control financial resources. This involves developing the knowledge and skills
necessary to take advantage of favorable financial opportunities, resolve personal
financial problems, achieve self-satisfaction, and strive toward financial security.
This book is not about “headlines” and “highlights.”

Competence and confidence are the two broad goals that underlay our efforts
in writing Personal Finance. To develop competence in personal finance, the
reader needs a text wide in scope. We have worked to make Personal Finance the
most comprehensive and thorough textbook available. To help the reader
become a lifelong skillful manager of personal finances, we take a how-to
approach, explaining, for example, how to manage cash, determine personal
credit limits, reduce income taxes, buy a car, calculate an affordable home mort-
gage loan, select an insurance agent, project life insurance needs, choose a life
insurance policy, select a stockbroker, compare mutual fund investments, and
project the anticipated return on an investment. We outline step-by-step proce-
dures for the more complex financial activities, such as developing a total per-
sonal financial plan, planning and reconciling a 12-month budget, calculating
personal income taxes, determining how much life insurance is needed, and fig-
uring how much money will be needed for retirement.

To develop confidence in the area of personal finance, the reader needs to be
led through, not simply to, the material. We aim to acquaint the reader with the
subject matter logically and to offer no surprises. For students in personal finance
with little background in finance, economics, or mathematics, our text offers
clear explanations and instructions. Numerical examples are always explained
parenthetically, and the benefits and costs of different personal finance decisions
are examined closely. Key words and concepts—which are printed in boldface
type—are clearly and completely defined when they first occur and often again
in later chapters. Instructors who assign chapters out of sequence will find this
feature particularly convenient.

Xvii
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More than 130 tables, charts, and illustrations support the text, including
facsimiles of forms that are used in personal finance, such as checks and up-to-
date income tax tables. Beginning- and end-of-chapter pedagogical materials are
all designed to develop the reader’s confidence in the area of personal finance.

As an aside, the Houghton Mifflin Company is pleased to report that Personal
Finance is the required text for the first of a two-part examination process for the
certification program, Accredited Financial Counselor, sponsored by the Associ-
ation for Financial Counseling and Planning Education.*

We have thoroughly enjoyed the challenge of updating and revising Personal
Finance. 1t is popular with students because of the informal writing style and
with instructors because it is so readable that students come to class prepared.
We have again aimed to keep the narrative conversational and yet clear and con-
cise. Responding to the comments and suggestions of both users and nonusers,
we have added more topics, reorganized chapters for a better flow, highlighted
important topics in special boxed features, updated and expanded use of Inter-
net Web site exercises, and updated all tables and figures, as well as improved the
overall pedagogy.

The new Personal Finance course links the Web site that accompanies this
text and brings our package into full interface with the Internet. Developed in
tandem with Courseworks Publishing, Inc., the Courselinks site provides both
students and instructors with a wealth of supplemental materials to enhance
learning and aid in course management. Included among the features of the
Courselinks site are

¢ PowerPoint Chapter Outlines for instructor use as class notes.

» Regularly updated lists of supplemental Web sites for additional reading and
enhancement of understanding the world of personal finance.

e Many of the applied mathematics problems from the text with links to the
appropriate calculator or worksheet to be used to answer the problem.

e FEach of the Exploring the World Wide Web exercises from the text with links
to the appropriate external Web site for completing the exercise.

e Multiple-choice quizzes that are instantly graded to provide feedback to stu-
dents on their mastery of personal finance concepts.

e Sites for students and instructors to share insights, questions, and informa-
tion with fellow students and faculty.

e Many of the formulas and worksheets from the text plus present and future
value calculators for doing all of the mathematical computations illustrated

in the text.

For more information, contact Accredited Financial Counselor Program, The Association for
Financial Counseling and Planning Education, 6099 Riverside Drive, Suite 100, Dublin, OH
43017; telephone (614) 798-4107; fax (614) 798-6560; e-mail: request@afcpe.org; Internet:
www.afcpe.org.
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Topical Treatment

To keep pace with changes in the financial services industry and to provide a
complete perspective on personal finance, we have added a number of current
topics, such as

The effect of work decisions on success in personal finance

Flexible spending accounts that offer tax sheltering

Hope scholarship and lifetime earning credits

Maximization of the benefits from a tax-sheltered retirement account
The relationship between financial planning and budgeting

Smart card and stored-value cards

How much to save

Prioritization of wants

New vehicle leasing regulations

Evaluation of your decisions as a guide for future purchasing behavior
Second mortgage loans

Price-to-Sales ratio

Inflation-indexed savings bonds

The Roth IRA

Cash-balance pension plans

Strategies to legally avoid overpayment of income taxes

Survivorship life insurance

New alternative mortgage loans

The proper forms of asset ownership (discussed in all appropriate chapters)
Disability income insurance

Bond premiums and discounts

How a sideline business can reduce income taxes

We have also expanded coverage on more than 40 topics, including
Financial tasks and challenges of divorced and remarried persons
Advice on how to get out of debt
Managing educational loan debts
Resolving the dilemma of long-term health care
Maintaining health care coverage when changing jobs
Hidden hazards of decreasing premium life insurance

The tax-planning principles of estate planning
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Organization

We have retained the successful format of the fifth edition, with some improve-
ments:

* Chapter 1, “The Importance of Personal Finance,” has been strengthened by
the addition of a new section on “How Work Decisions Affect Success in Per-
sonal Finance,” based on material that was formerly in a separate chapter on
careers.

e The “Managing Taxes” and “Estate Planning” chapters have been revised to
emphasize all the tax-planning principles of estate planning.

Boxed Features

“Tax Considerations and Consequences,” a boxed feature in every chapter,
focuses on the key tax aspects of the subject at hand. Other boxed features pro-
vide basic personal financial advice or knowledge. “How to . . .” boxes offer con-
crete information on how to carry out a specific financial task, whereas “Did You
Know?” and “What if . . .” boxes relay interesting anecdotes and information
intended to increase the reader’s overall knowledge.

There are more than 100 boxed inserts, including new ones on

e How to Search for Investments on the Internet

e Did You Know? Buying a Home Can Reduce Income Taxes Because Interest
and Real Estate Taxes Are Tax-Deductible

e How to Calculate Taxable and Tax-Exempt Yields

e How to Keep Your Money Safe

e How to Discuss Personal Finances

e Did You Know? You Can Do Banking from Home

e How to Manage if You Become Overindebted

¢ Did You Know? About Direct-Investment Plans and DRIPs

e Did You Know? How Most Investors Select Stocks

¢ Did You Know? That Zero-Coupon Bonds Pay No Annual Interest
e How to Get at Your Qualified Retirement Funds Early

e How to Use Advance Directives

e How to Investigate a Brokerage Firm and Its Sales Representatives

Decision-Making Worksheets

New decision-making worksheets designed to help students solve personal
finance problems by following a step-by-step procedure include

e Should You Buy or Rent (Based on Costs for the First Year)?

e Estimating Retirement Needs in Today’s Dollars
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Tables and Figures

We have updated all tables and figures and added several new ones, including
* Rule of 72

* Budgets and Financial Statements

¢ C(Classifying Annuities

¢ The Value of Tax-Sheltered Contributions

Internet Addresses

Every chapter offers Internet addresses for businesses, nonprofit organizations,
and government agencies useful to the student of personal finance. Web sites are
indexed for convenience.

End-of-Chapter Pedagogy

The end-of-chapter pedagogy has been revised to give more specific direction for
a serious study of personal finance.

* Financial Math Questions are collectively designed to review every key math
concept in personal finance.

* The new Exploring the World Wide Web of Personal Finance exercises let stu-
dents and faculty apply chapter concepts using calculators and the vast
resources of the Internet.

* Money Matters: Life-Cycle Cases can be used intermittently or in a logical
series. We've included the popular Harry and Belinda Johnson case study of
a young family from previous editions as well as a case study that follows the
Hernandez family from midlife into retirement.

The contents have been arranged so that as each new topic is introduced, it is
fully explained and its fundamentals are thoroughly examined before com-
mencing further study. For example, Chapter 13, “Investment Fundamentals
and Portfolio Management,” precedes chapters on specific types of investments.
In addition, not only does each chapter follow an overall logical sequence but
each is also a complete entity. Thus, the chapters can be rearranged to follow any
instructor’s developmental sequence without losing students’ comprehension.
Part 1 provides an introduction to financial planning. Chapter 1 discusses
what will be gained from the study of personal finance, describes the goals of
financial planning, and helps the reader understand the economic environ-
ment so he or she can succeed financially by forecasting the state of the econ-
omy and understanding how work decisions affect success in personal finance.
In Chapter 2, we explain how to plan financially over one’s lifetime, and we
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review the types of financial records and statements that are pertinent to suc-
cess in effective personal financial management, such as tax records and docu-
ments, balance sheets, and income and expense statements. In Chapter 3, we
take the student through all phases of personal income taxation—especially
how to legally avoid taxes—and we give advice on how to successfully win an
audit with the IRS. “Managing Taxes” offers sufficient detail to enable a reader
to adequately and accurately fill out an income tax form. Expanded coverage
illustrates the 13 principles of effectively reducing tax liability.

Part 2, comprising six chapters, discusses the specifics of managing expendi-
tures. Chapter 4 takes a cash-flow approach to the subject of budgeting. It pro-
vides basic information about money and then illustrates a complete financial
plan before examining the specifics of budgeting and cash-flow management
(goal setting, organizing, decision making, implementing, controlling, and eval-
uating). Chapter S examines the new concept of cash management, which
involves making effective use of today’s changing financial services industry to
earn maximum interest on all one’s money. Chapter 6 discusses credit use and
credit cards, including new legal protections that are available, and Chapter 7
treats the subjects of the planned use of credit, non—credit-card borrowing, and
what happens should one become overextended using credit. We cover auto-
mobiles and other major expenditures in Chapter 8, discussing several ways to
save money when purchasing goods and services, detailing the several steps in
the planned buying process, with emphasis on automobile purchases, and show-
ing how to compare leasing with financing. Chapter 9 focuses on the housing
expenditure, covering all aspects in the home-buying process, including new
methods of financing, as well as renting (especially because renting is sometimes
the wiser choice), and we provide information on both refinancing and selling a
home.

Part 3 emphasizes income and asset protection. Chapter 10 thoroughly
explains the concepts fundamental to understanding risk management, insur-
ance, and how to purchase coverage. It emphasizes automobile and home-
related property and liability coverage. Chapter 11 takes a new approach to
health care planning that recognizes that most people’s health insurance is really
a health care plan; thus we have strengthened coverage on health maintenance
organizations, preferred provider organizations, and managed care systems.
Chapter 12 covers all the key concepts in term and cash-value life insurance,
including single-premium life insurance and universal life insurance.

Part 4 contains five separate chapters on investment fundamentals and port-
folio management, stocks and bonds, mutual funds, buying and selling securi-
ties, and real estate and advanced portfolio management. Because the topic of
investments is too complex to treat superficially, this chapter-by-chapter break-
down offers instructors more flexibility in deciding which topics to teach.
Importantly, Chapter 13 is a comprehensive study of investment fundamentals
for those instructors who have time to teach only one chapter from Part 4. In
each chapter, we provide enough detail for the reader to decide which invest-
ment alternatives are most suitable. We also offer specific guidelines on when
each investment should be sold.

Part 5 concludes the text with two valuable chapters on financial planning
for the future. Chapter 18 examines how to develop and implement a plan for a
secure retirement, and Chapter 19 reviews the tax-planning principles of estate
planning, with coverage on wills and trusts.
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Students will find the four appendixes in Personal Finance useful beyond the
course. Appendix A has more than two dozen key illustrations on how to use the
present and future value tables. Appendix B permits students to accurately esti-
mate Social Security benefits: retirement, survivor’s, and disability. Appendix C
explores careers in personal financial planning and counseling. Appendix D
offers a concise explanation on using a financial calculator for personal finance
decision making. The Glossary defines all key terms listed at the end of each
chapter.

These supplements are available with Personal Finance, Sixth Edition:

e [Instructor’s Resource Manual with Test Bank

* Study Guide (with three sets of sample test questions)
e A computerized Test Bank

e Over 70 Color Transparencies

e PowerPoint Slides

¢ Garman/Forgue Personal Finance Web site

The Instructor’s Resource Manual with Test Bank, written by Professor Linda
Gorham of Northeastern University and Berklee College of Music, has six com-
ponents: suggested course outlines to emphasize a general, insurance, or invest-
ments approach to personal finance; detailed outlines for each chapter; outside
research projects and class assignments; and answers and solutions to all end-of-
chapter questions and problems. The manual also includes a test bank of more
than 2200 questions, with the correct answers identified as well as textbook
pages on which the responses can be found. Nearly 130 transparency masters are
included that illustrate almost all text tables and figures as well as many boxed
features and formulas.

A completely revised Study Guide, written by the authors, requires students to
define 20 important terms from each chapter and provides three sets of sample
examinations for each chapter. Each exam consists of true—false, matching, mul-
tiple-choice, and completion questions, plus some applied math problems. Cor-
rect answers are provided at the back of the Study Guide chapters.

A computerized version of the Test Bank in the Instructor’s Manual with Test
Bank is also available to instructors. The new program is very user-friendly and
permits editing of test questions.

Color Transparencies are available to adopters of 50 copies or more of Personal
Finance. These transparencies—which include selected tables, figures, formulas,
and boxed features from the text—illustrate the most commonly taught con-
cepts in personal finance.

PowerPoint Slides are a new supplement for this edition. Dr. Susan Jenkins and
Janiel Nelson of Idaho State University have created over 450 slides that outline
the text and include a selection of the text art. These slides are a valuable asset
for use in the classroom, both as presentations and as PowerPoint Chapter Out-
lines for instructor use as class notes.

The new Courselinks Personal Finance Web site includes downloadable Power-
Point slides, links to the sites required to work through the World Wide Web
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exercises, links to additional web resources, self-testing quizzes that are instantly
graded, and online access to formulas and worksheets. The new Garman/Forgue
Personal Finance Web site enhances and extends the scope of the text.

We would particularly like to thank the members of our Advisory Board, who pro-
vided helpful suggestions and criticisms during the preparation of this edition:

Bala Arshanapalli, Indiana University Northwest; Anne Bailey, Miami University;
Richard Bartlett, Muskingum Area Technical College; John ]. Beasley, Georgia
Southern University; Kim Belden, Daytona Beach Community College; Pamela J.
Bennett, University of Central Arkansas; Daniel A. Bequette, Hartwell College;
Peggy S. Berger, Colorado State University; David Bible, Louisiana State
University in Shreveport; George Biggs, Southern Nazarene University; Susan
Blizzard, San Antonio College; Anne Bunton, Cottey College; Anthony J.
Campolo, Columbus State Community College; Chris Canellos, Stanford
University; Diana D. Carroll, Carson-Newman College; Gerri Chaplin, Joliet
Junior College; Steve Christian, Jackson Community College; Carol M. Cissel,
Roanoke College; Thomas S. Coe, Xavier University of Louisiana; Edward R.
Cook, University of Massachusetts—Boston; Kathy Crall, Des Moines Area
Community College; Ellen Daniel, Ed.D., Harding University; Carl R. Denson,
University of Delaware; A. Terrence Dickens, California State University; Charles
E. Downing, Massasoit Community College; Gregory J. Eidleman, Alvernia
College; Evan Enowitz, Grossmont College; Judy Farris, South Dakota State
University; Fred Floss, Buffalo State College; Paula G. Freston, Colby Community
College; H. Swint Friday, University of South Alabama; Wafica Ghoul, Detriot
College of Business; Joseph D. Greene, Augusta State University; Jeri W. Griego,
Laramie County Community College; Michael P. Griffin, University of
Massachusetts—Dartmouth; Andrew Hawkins, Lake Area Technical Institute;
Janice Heckroth, Indiana University of Pennsylvania; Diane Henke, University
of Wisconsin—Sheboygan; Jeanne Hilton, University of Nevada; Laura Horvath,
University of Detroit Mercy; David Houghton, Northwest Nazarene College;
Roger Ignatius, University of Maine—Augusta; James R. Isherwood, Community
College of Rhode Island; Marilyn S. Jones, Friends University; Andrew H.
Lawrence, Delgado Community College; Charles J. Lipinski, Marywood
University; Diane R. Morrison, University of Wisconsin—La Crosse; Oris L.
Odom, II, University of Texas at Tyler; Angela J. Rabatin, Prince George’s
Community College; Gwen M. Reichbach, Eastern Michigan University; Edmund
L. Robert, Front Range Community College; Clarence C. Rose, Radford
University; David E. Rubin, Glendale Community College; Marilyn K. Skinner,
Macon Technical Institute; Rosalyn Smith, Morningside College; Edward
Stendard, St. John Fisher College; Eugene Swinnerton, University of Detroit
Mercy; Lisa Tatlock, The Master’s College; Stephen Trimby, Worcester State
College; John W. Tway, Amber University; Jon D. Wentworth, Southern
Adventist University; Gloria Worthy, State Technical Institute—Memphis; Alex R.
Yguado, L.A. Mission College; Robert P. Yuyuenyongwatana, Cameron
University; Martha Zenns, Jamestown Community College; Larry Zigler,
Highland College; Virginia S. Zuiker, University of Minnesota.
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We would also like to thank our reviewers, who offered helpful suggestions and
criticisms to this and previous editions. We especially appreciate the assistance
of:

Dori Anderson, Mendocino College; Robert E. Arnold, Jr., Henry Ford
Community College; Hal Babson, Columbus State Community College; Rosella
Bannister, Bannister Financial Education Services; Robert Blatchford, Tulsa Junior
College; Paul L. Camp, Galecki Financial Management; Anthony J. Campolo,
Columbus State Community College; Andrew Cao, American University; Gerri
Chaplin, Joliet Junior College; Charlotte Churaman, University of Maryland;
Patricia Cowley, Omni Travel; Joel J. Dauten, Arizona State University; Elizabeth
Dolan, University of New Hampshire; Sidney W. Eckert, Appalachian State
University; Jacolin P. Eichelberger, Hillsborough Community College; Don
Etnier, University of Maryland, European Division; Vicki Fitzsimmons,
University of Illinois; Elizabeth Goldsmith, Florida State University; Hilda Hall,
Surry Community College; Janice Heckroth, Indiana University of Pennsylvania;
Roger . Hill, University of North Carolina—Wilmington; Naheel Jeries, lowa
State University; Peggy D. Keck, Western Kentucky University; Joan Koonce,
University of Georgia; Eloise J. Law, State University of New York at Plattsburgh;
Jean Lown, Utah State University; Janet K. Lukens, Mississippi State University
Cooperative Extension Service; Ruth H. Lytton, Virginia Tech; Kenneth Marin,
Aquinas College; Kenneth Mark, Kansas City, Kansas Community College; Julia
Marlowe, University of Georgia; Jerald W. Mason, Texas Tech University; Billy
Moore, Delta State University; John R. Moore, Navy Family Service Center,
Norfolk; Steven J. Muck, El Camino College; Randolph J. Mullis, University of
Wisconsin at Madison; Donald Neuhart, Central Missouri State University;
William S. Phillips, Memphis State University; Carl H. Pollock, Jr., Portland State
University; Mary Ellen Rider, University of Nebraska; Eloise Lorch Rippie, lowa
State University; Michael Rupured, University of Georgia; Barry B. Schweig,
Creighton University; Elaine D. Scott, Bluefield State University; Wilmer E.
Seago, Virginia Tech; Peggy Schomaker, University of Maine; Horacio Soberon-
Ferrer, University of Florida; Mary Stephenson, University of Maryland at College
Park; Francis C. Thomas, Personal Finance Specialist, Port Republic, NJ; Jerry A.
Viscione, Boston College; Stephen E. Wagner, Attorney at Law, Blacksburg,
Virginia; Rosemary Walker, Michigan State University; Robert O. Weagley,
University of Missouri—Columbia; Grant J. Wells, Ball State University; and
Dorothy West, Michigan State University.

In addition, we wish to thank the many students who had the opportunity
to read, critique, and provide input for various components of the Personal
Finance project.

Celia Hayhoe (University of Kentucky) reviewed all the financial math ques-
tions. Jing-jang Xiao (University of Rhode Island) prepared the financial calcu-
lator appendix.

Bonnie Binkert, editor-in-chief of Houghton Mifflin’s College Division, has
been a superlative editor who demanded nothing less than excellence in every
aspect of this project; she led by example. This edition of Personal Finance was
blessed with the tough questioning and careful editing of Kathryn Dinovo,
Bernadette Walsh, and Jill E. Hobbs. The text and the ancillaries have been
unquestionably strengthened by all these contributions. We would also like to
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thank Linda Gorham for her contributions to the IRM and Susan Jenkins and
Janiel Nelson for their work on the PowerPoint slides. We are deeply apprecia-
tive of the generous assistance given by all.

A project of this dimension would never have been completed without the
patience, support, understanding, and sacrifices of our friends and families dur-
ing the book’s development, revision, and production. Thanks are also offered to
those who have supported our work on this project—for Tom: Lucy Garman; for
Ray: Gary Forgue, Joe Forgue, and Irene Leech.

Finally, we wish to thank the hundreds of personal finance instructors
around the country who have generously shared their views, in person and by
letter, on what should be included in a high-quality textbook and ancillary
materials. We've listened and have attempted to meet those needs in every way
possible because we share the strong bias that students need to study personal
finance concepts thoroughly and learn them well so that they may apply them
effectively and successfully in their personal lives.

E. Thomas Garman Raymond E. Forgue
tgarman@vt.edu rforgue@pop.uky.edu
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