BONUS CHAPTER: MANAGE YOUR LIABILITIES

Liabilities are financial obligations or debts that an individual or organization owes to others.
They are typically categorized into current (short-term) and non-current (long-term) liabilities.

Liabilities significantly impact financial goals by influencing your cash flow, financial flexibility,
and ability to save or invest. While liabilities are a normal part of financial management, excessive
or poorly managed debt can hinder your progress toward achieving financial independence,
security, and long-term aspirations.

Evaluating your liabilities involves systematically reviewing all your financial obligations to
understand their impact on your financial health. This process helps you prioritize repayments,
plan better, and take actionable steps toward financial freedom.

Categories of Debt and Liabilities
1. Current Liabilities (Short-Term Obligations)
These are debts that are due within one year.
a. Financial Liabilities
¢ Credit Card Debt: Balances owed on credit cards.
¢ Short-Term Loans: Loans or advances that must be repaid within a year.
¢ Overdrafts: Negative balances in bank accounts.
b. Operational Liabilities
¢ Accounts Payable: Money owed to suppliers for goods or services.

¢ Accrued Expenses: Expenses that have been incurred but not yet paid (e.g., utility bills,
wages).

e Taxes Payable: Income tax, sales tax, or VAT owed to the government.
c. Other Current Liabilities

¢ Unearned Revenue: Money received in advance for services or products yet to be
delivered.

¢ Current Portion of Long-Term Debt: The amount of long-term debt due within the

next year.
2. Non-Current Liabilities (Long-Term Obligations)
These are debts that are due over a period longer than one year.
a. Financial Liabilities

¢ Mortgages: Loans secured by property, often lasting 15-30 years.



¢ Long-Term Loans: Business or personal loans with extended repayment periods.
¢ Bonds Payable: Debt securities issued by organizations to investors.
b. Operational Liabilities

o Deferred Tax Liabilities: Taxes owed due to temporary differences in accounting
methods.

¢ Pension Obligations: Commitments to provide retirement benefits to employees.
c. Other Non-Current Liabilities
¢ Lease Liabilities: Long-term rental agreements for property, equipment, or vehicles.

¢ Environmental Obligations: Costs associated with environmental cleanup or
compliance.

3. Contingent Liabilities
These are potential liabilities that depend on the outcome of a future event.
o Lawsuits: Amounts that may need to be paid if the lawsuit is lost.
¢ Guarantees: Commitments to cover someone else’s debt if they fail to pay.
¢ Warranty Liabilities: Costs of repairing or replacing defective products.
4. Personal Liabilities
a. Debts
¢ Student Loans: Borrowed funds to pay for education.
¢ DPersonal Loans: Borrowed money for personal use, often unsecured.
e Car Loans: Loans used to finance vehicle purchases.
b. Family and Household Liabilities
¢ Child Support Payments: Ongoing financial support for children.
e Medical Bills: Unpaid healthcare expenses.
¢ Home Equity Loans: Borrowing against the equity of a home.
5. Business-Specific Liabilities
a. Operational Liabilities
e Trade Payables: Amounts owed to suppliers for inventory or services.
o Employee Benefits Payable: Unpaid salaries, bonuses, or accrued leave.
b. Financial Liabilities

e Lines of Credit: Borrowing arrangements with banks.



¢ Debt Issuance Costs: Fees associated with borrowing funds.
c. Regulatory Liabilities
¢ Compliance Penalties: Potential fines or penalties for regulatory violations.
Examples in Context
Personal:
o Mortgage on your home (long-term liability).
o Credit card bill for recent purchases (current liability).
Business:
o Accounts payable for raw materials purchased.
o A 10-year bond issued to fund expansion.
How does Debt Affect You?
Proverbs 22:7
The rich rule over the poor, and the borrower is slave to the lender.

1. Reduced Disposable Income

¢ Impact: Liabilities require regular payments, such as loan installments or interest, which

reduce your available income for savings or discretionary spending.

o Example: A high mortgage payment might leave little room to save for retirement or invest in a

business.

2. Increased Financial Stress

¢ Impact: High liabilities can lead to financial anxiety, especially if income is insufficient to

cover repayments.

o Example: A person with significant credit card debt may struggle fo cope with unexpected expenses,

like medical emergencies.

3. Limitation on Savings

e Impact: Regular liability payments can delay or reduce your ability to save for financial

goals.

o Example: A student loan may prevent someone from building an emergency fund or saving for a house

down payment.

4. Higher Risk Exposure

¢ Impact: A high level of liabilities increases financial vulnerability during economic

downturns or personal income disruptions.



o Example: Losing a job while carrying substantial car and credit card debt may lead to defanlt or

1epossession.
5. Hindered Wealth Building

o Impact: Interest on liabilities often exceeds returns from savings or investments, slowing

wealth accumulation.

o Example: Paying 18% interest on credit card debt while earning 5% from investments creates a

negative net return.
6. Opportunity Cost

e Impact: The money used for liability payments could otherwise be invested in
opportunities that grow wealth.

o Example: Instead of paying off a high-interest personal loan, that money could fund a business or
higher education.

7. Restriction on Borrowing Capacity
e Impact: High existing liabilities can reduce your ability to take on new, productive debt.

o Example: A high debt-to-income ratio may prevent you from qualifying for a mortgage or business
loan.

8. Impaired Financial Goals Timeline

o Impact: Liabilities can delay achieving financial goals due to extended repayment
periods.

o Example: A person burdened with medical debt may need more time to save for their child’s education.
9. Negative Impact on Credit Score

o Impact: Missing payments or carrying high balances can damage your creditworthiness,
making it harder to secure affordable financing in the future.

o Example: Poor credit can lead to higher interest rates on loans or rejection for necessary credit facilities.
10. Reduced Investment Potential

o Impact: Liabilities consume funds that could otherwise be invested to generate income
or capital growth.

o Example: Paying a personal loan prevents an individual from investing in a stock portfolio that conld

yield better returns over time.
Illustrative Examples
1. Case of a Young Professional:

o Liability: §40,000 student loan.



o Impact: Limits ability to save for a house down payment.

o Strategy: Increase income through freelancing, allocate 20% of income toward

repayment, and refinance for lower interest.
2. Case of a Small Business Owner:
o Liability: $100,000 business loan.
o Impact: Reduces profit reinvestment potential.

o Strategy: Increase cash flow by optimizing operations, renegotiate loan terms,
and prioritize high-margin projects.

Debt and Liabilities Evaluation
Here's a step-by-step guide to evaluating your liabilities:
1. Categorize Your Liabilities
Start by listing all your liabilities and organizing them into categories:
¢ Current Liabilities (Short-Term): Debts due within one year.
o Examples: Credit card balances, utility bills, short-term loans.
¢ Non-Current Liabilities (Long-Term): Debts due over a longer period.
o Examples: Mortgages, car loans, student loans.
o Contingent Liabilities: Potential obligations that depend on future events.
o Examples: Pending lawsuits, loan guarantees.
2. Gather Relevant Information
For each liability, gather the following details:
e Type of Liability: Is it personal or business-related? Is it current or long-term?
¢ Creditor Details: Whom do you owe? (e.g., bank, credit card company, family member)
¢ Outstanding Balance: How much is left to repay?
¢ Interest Rate: How much interest are you paying annually?
e Repayment Terms: What is the monthly payment amount, and when is it due?

o Total Repayment Amount: What will you pay over the lifetime of the liability
(including interest)?

o Collateral: Is the debt secured by an asset, like a home or car?
3. Calculate Your Total Liabilities

Add up all your liabilities to get a clear picture of your total debt. Divide this into:



e Short-Term Liabilities Total

¢ Long-Term Liabilities Total
4. Analyze Your Debt-to-Income Ratio (DTT)
Your DTT is a key indicator of your financial health.

¢ Formula:

DTI — Total Monthly Debt Payments « 100
Total Monthly Income

Benchmark:
o A DTI below 36% is considered healthy.
o Anything above 50% indicates financial stress.
5. Assess Interest Rates and Prioritize Repayment

¢ High-Interest Liabilities: Focus on paying off liabilities with high interest rates (e.g.,
credit card debt) first to reduce overall costs.

o Low-Interest Liabilities: For lower-interest liabilities (e.g., student loans), stick to
regular payments unless extra payments won’t incur penalties.

6. Evaluate the Impact on Your Financial Goals
For each liability, ask:
e Does this liability hinder my ability to save or invest?
o Isitaffecting my ability to achieve key financial goals (e.g., buying a house, retiring)?
e How can I restructure or renegotiate this liability to align with my goals?
7. Identify Contingent Liabilities
e Review potential liabilities like lawsuits or loan guarantees.
o Assess the likelihood of these liabilities becoming actual obligations.
o Create a contingency fund or plan to address them if they materialize.
8. Plan an Actionable Strategy
For each liability, develop a plan:
¢ Consolidation: Combine debts into a single loan with lower interest.

e Negotiation: Work with creditors to reduce interest rates or extend repayment petiods.



¢ Extra Payments: Allocate surplus income to pay down liabilities faster.

¢ Cut Expenses: Redirect funds from non-essential expenses toward debt repayment.
9. Regularly Monitor and Reassess

o Track your liabilities monthly or quarterly to measure progress.

¢ Adjust your repayment strategy based on changes in your income or expenses.

Liability Evaluation Template

Liability Creditor Balance $ Interest Monthly Repayment Priority Due Date Grace Action Plan
Type Rate (%) Payment $ Term Period
Credit Card Bank A 100,000 20% 10,000 12 Months High 2025-01-01 None Pay off
Debt aggressively
to avoid high
interest.
Mortgage Bank B 5,000,000 % 50,000 15 Years Medium 2039-12-31 6 months Consider
refinancing
for a lower
interest rate.
Car Loan Auto Finance 800,000 12% 15,000 4 Years High 2028-06-01 1 month Pay early to
Co reduce
interest paid.
Student Loan Govt 300,000 5% 5,000 10 Years Low 2033-05-15 2 months Explore
Program forgiveness
or
refinancing
programs.

The above analysis is best done on Microsoft Excel or Google Sheets
Key Metrics to Consider
1. Debt Service Coverage Ratio (DSCR):

o For businesses or individuals with multiple cash inflow streams:

Net Operating Income
Total Debt Service

DSCR =

o A DSCR > 1 indicates sufficient income to cover liabilities.
2. Asset-to-Liability Ratio:

o Helps determine financial stability:

Total Assets
Total Liabilities

Asset-to-Liability Ratio =

o A ratio > 1 indicates that assets exceed liabilities.



