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Knowledge Management in Achieving
Personal Financial Freedom — Part Three

KP Bose Dasan

In this part I intend to cover some points on judgment and decision-making
in personal finance. How solid are your decisions in creating your pathway
to financial freedom. In part one we covered the fundamental rule of the
three way process to determining your personal financial freedom number.
The income desired to live in the future is determined by the capital
accumulated and the rate of return you earn on your capital. Of course in
getting there, time horizon is a major factor and the income saved to channel
into investments has a deep impact. We all have different earning capacities
and different capacity to save. The seven step process of George S Clason, in
his book “The Richest Man in Babylon” showed the discipline and patience
and good sense required in achieving your goals. In Part 2 we covered the
simple process a young person takes to save and the tax provisions that
contribute to earning a portfolio return of 9% over a time horizon of 20 years.
We demonstrated how someone earning RM 5,000 a month can actually save
up to RM 2.5 million by the time he or she retires in a 20-year time horizon.
That would form a very small percentage of the population. But thank God
the government servants and the politicians have the security of their
pensions.

Sound decision-making and judgment comes from a dedicated approach.
Wide reading on the subject must be followed by understanding what has
been written or said and forming cognitions and realizations on the subject.
These cognitions will give you a certainty that contributes to good judgment.
Wisdom then follows. Duplication with understanding and cognitions come
from intensive study. And I would add writing. It has been my experience
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that teaching and writing contributes to fuller understanding of a subject. It is
sad that this is not adequately employed in our schooling system.

Cognitions are therefore important. Here I share 4 cognitions that has
contributed to my knowledge of personal finance.

Cognition 1: Deciding which is better: to rent or buy

From Renter’s Perspective
RM 100,000 in hand but chooses
to rent at RM 2,000 p.m.

To Rent or Buy -
Computation

Total rent paid: 25 * 12 * 2000 =
RM 600,000

Future Value of RM 100,000
invested in a portfolio of shares
and bonds at:

Case: Property price — RM
500,000. Down payment 20% -
RM 100,000

Interest rate: 3.5% p.a. monthly
rest Term: 25 years. Monthly

From Owner-Occupier
perspective. RM 100,000
put down as down payment
Total loan Repayment: 2,002 * 12
* 25 = 600,600. Carrying cost of
property: RM 500 per month * 12
* 25 years = 150,000.

FV of Property after 25 years:

mortgage payment: RM 2,002

FV after
25 years

Net CF
Position
FV less
600,000

(-435,940)

FV after
25 years

Net CF
Position

FV less DP
100,000 less
600,600 less

Pitfalls: The economic
topography of 25 years into
the future. Hard to know.

Adjustable mortgage rates.

164,060

Income sustainability over 25 338,635  (-261,365) 150,000 =
years. 3 1,046,888 + 196,283
Note: Affordability and - sl s
i 4 1,332,918 +482,318
courage seems important.
After 25 years the renter may 5 1,693,177 +842,577

Final Verdict: the numbers
show Buying is better.

There is risk throughout our
lives. But this risk is worth
taking.

Valuer’s advice: Right location
Right property. Professional
advice pays.

have another 25 years to go.
Another RM 600,000 to be
found. And No Inheritance
for the next generation.

Managing property is not
everybody'’s cup of tea. But the
psychological value of ownership
and leaving a legacy is not
quantifiable. This inheritance may
become the source of future
down payments

by KP BOSE DASAN

In this example keeping all variables the same it worked out that in terms of
numbers owning a property is more valuable to an individual. After 25 years
the renter has a net cash flow of RM 84,847 while the owner has a net cash
flow of RM 842,577. And the renter has to incur another RM 600,000 for the
following 25 years while the owner has a paid up property for the next 25
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years. And the owner can leave an inheritance to his next of kin. This was
my cognition that had concluded the debate. To buy is definitely preferred.

There is no contest. Owning is better. But some doubt continues. Risk and
the capacity to meet liabilities and cash flow commitments are amongst the
many reasons. Human weakness in the form of greed and fear pervades the
investment world. Markets create ebbs and flows. The best time to have
invested is often after a major crisis. But many are entrapped by fear and the
noise the media makes. Only independent thinking people can silence the
noise of the media and take independent action. During a boom people flow
with the flow only to get in at the top when a market correction is imminent.
Some overextend their resources and get caught with the banks through their
high leveraged debt. Bubbles come and go giving opportunities every ten
years or so.

So this certainty about buying versus rent evolved from crunching the
numbers and seeing it clearly that owning is clearly better. But we must act
knowing the risks involved. Now if anyone approached me with some fancy
proposition I am able to have the judgment on whether to proceed with that
offer. Of course one must be prepared to take calculated risks.

Cognition 2: Difference between amortization and compounding and its
impact on investment.
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Difference between amortization and compounding

A good use of debt:
Difference between

Compounding of a capital sum
and the liquidation of a capital
sum, as in amortization of a
capital sum.

The wrong method of calculation of the
net gain is:

The difference in interest rates 7.5% less
cost of 5% = 2.5% applied to capital sum
of RM 200,000, which would give a gain
of: RM 327,723

Less the RM 200,000 borrowed | am left
with a Net Gain of :

RM 127,723

Not that exciting after 20 years.

The Reason: Amortization is
different from Compounding

ASB is meant to be an income fund. No
capital appreciation of the units. But a
shrewd investor will re-invest and after
20 years, enjoy the perpetual income.
RM 849,570 * 7.5% - RM 63,717 p.a.

Case: If a fund manager gives
you a steady consistent return of
say, 7/ 8% p.a. and a bank is
prepared to lend you a sum of
say RM 200,000 for 20 years at 5
% p.a., would you benefit from
taking the loan and investing it.
Sounds Good.

Net Nominal Return =

RM 849,570 less RM 316,800 =
RM 532,770

A cool Half-a-million Net Gain per
individual. FREE

That is the wondrous job a good fund
manager can do for you.

Moral of the story:

* Find a good fund manager

*  Find a willing banker

*  Re-invest the returns

KP Bose — Trainer/Educator
= Tax and Financial Planning

kpbose@gmail.com

Loan Amortization:

PV =200,000 Int./yr=5% p.a.
Term: 20yrs, Payment per month =
RM 1,320 Total Payment to bank=
1,320 *12 * 20 =RM 316,800
Compounding

Future Value of Investment:
PV= 200,000, I/yr = 7.5%p.a., N=20
yrs. FV =RM 849,570

Killer Assumptions:
The fund manager continues to
give you 7/8% per annum for
the 20 years
Loans from bankers is not a
problem.
For compounding to take place
the returns/dividends/profits
must be re-invested
Patience and discipline

Typically, the investors take the dividends
out each year and therefore no
compounding takes place. Losing out on
a perpetual income of RM 5,309 per
month. What a legacy!

This cognition is mind-blowing. The faulty calculation that I did was to take
the compound return and deduct the cost of borrowing and apply that
differential return on the capital invested. So (7.5% - 5%) or 2.5% applied to
RM 200,000 over 20 years gave a gain of just RM 127,723. That was wrong
because you cannot equate an amortization formula with a compounding
formula. Amortization is a liquidating formula where principal and interest is
paid and the capital borrowed comes to zero at the end of the term.
Compounding with re-investment of returns has a geometric progression. It
accumulates to a very large figure as interest is earned on interest and there is
no liquidation of principal. It is a completely different formula. This is a
cognition of great impact. Now as long as I have a good fund manager and as
long as I am prepared to be patient and disciplined to reinvest my returns I
will confidently borrow a capital sum and invest it.
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That is the reason the state sponsored Amanah Saham Bumiputra (ASB) has
received such wide acceptance. Banks were willing to lend to borrowers who
invested it in ASB. Many fund managers claim to do just as well and so it is
not just ASB members who will benefit. This opens the floodgates to
personal financial freedom.

Cognition 3:

Rule of 72:

Given a certain interest rate
how long does it take to
double your money. For e.g. if
you have RM 10,000 in a bank
deposit account giving you an
interest rate of 3% p.a. It will
tale 72/3 = 24 years for it to
double to RM 20,000.

Q: In that 24 years can you
think of other ways to
make that RM 10,000.

Passive investors are
absorbing inflation risk. If
returns are below the 4%
rate p.a. your money has
not grown in real terms.
Where do we put our
money to earn more than
4%. Good question

Financial Rules of 72 and 78

Using Rule of 72 to look at the
effect of Inflation. If inflation rate
is 3%, then in (72/3) 24 years the
ringgit will depreciate by half. In
purchasing power terms your
ringgit is now only worth 50 sen.
Never be a short-term borrower

or Long-term Lender they say.

Robert Kiyosaki, famed author of
“Rich dad Poor dad” had written

the ills of inflation is not so much
the CPI inflation rate but the
debasement of the currency due
to increase in money supply.

If the money supply has
increased by 50% over say 10
years, the value of your RM
10,000 deposit is now only 6,667;
a depreciation of 33%. The
depreciation rate is 3.97% p.a. As
money supply is increased your
savings value is being
depreciated.

Rule of 78:

Also known as the sum of digits
method in accounting. it states
that total interest will be
allocated in this fashion: a
higher portion of the interest
will be allocated to the earlier
period of the loan cycle. For
e.g.1to 12 added in ayear
gives the number 78. So 12/78
of the year’s interest will be
allocated to the first month,
while only 1/78 of the total
interest is allocated to the 12t
month. If you choose to repay
the loan in 6 months, you will
be entitled to an interest
rebate of only 21/78 = 27% of
the total interest. But you had
paid back in 6 months. Rightly
the rebate should be 50% of
the interest.

by KP Bose Dasan

There were massive cognitions when I learned about these simple financial
rules. How long does it take to double your money? Divide the interest you
are earning into 72. That’s when you realize, at the rates offered by banks
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you will take 24 years or more to double your money. You don’t need a
calculator to figure this, just simple math’s division. Then you realize that if

inflation is 4% your money has not grown in real terms. There is no increase
in purchasing power. Conversely your money has depreciated by 50% over
the 24 years. Then there is the added problem of increase in money supply
which has devalued your nominal savings. As shown your nominal savings
remain the same amount but with increase in money supply the value of your
savings has depreciated. It may look like the same as the CPI measure. For a
given supply of goods and services if money supply has increased the price
level changes. To keep purchasing power the same the quantity of goods and
services must increase by the same percentage, to keep unit prices the same.

The cognition is savers in fixed income vehicles where the interest rate and
inflation rate are close, gain nothing in terms of growth in purchasing power.
That is contrary to the view of investing to gain a higher future value only to
have it devalued by inflation and increase in money supply. Therefore it is
wise to have a certain amount of your portfolio invested in variable return
assets to hedge against inflation. That is the reason why an equity or share
portfolio is important to grow your money. Property investment and few
other assets that can hedge against inflation is required in your portfolio.
There is also the realization that most investors are risk averse. So they
mistakenly believe that fixed income securities are safe. But they do not
realize that inflation and increase in money supply erodes their value. You
will not achieve your goals with a zero sum game like this. All you have
received is security of principal that your money is safe in the bank. It is not
easy to rob a bank and anyway there is bank deposit insurance to protect you
up to RM 250,000. Not sure if that amount has changed perhaps to 500,000.
This cognition puts asset allocation as an important component of investment
management.

The rule of 78 is another interesting financial practice. Finance companies
use the sum of digits method to calculate interest allocation. Interest is
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calculated based on the simple interest formula. The total interest is added to
the principal borrowed and this total sum is divided by the number of months
to determine the monthly payment. First you realize that this is different

from the amortization formula. If you borrow say RM 100,000 at 4% simple
interest rate for 5 years, the monthly payment is determined as follows. RM
100,000 * 4% * 5 = 20,000. You add this total interest to principal borrowed
=120,000. When divided by (5* 12) 60 months, you get a monthly payment
of RM 2,000. You realize that you have been charged the full interest for the
full term, unlike the amortization formula. If you borrowed the same RM
100,000 at 4% over 5 years, under amortization your monthly payment
would be only, RM 1,842. This is additional interest payment of RM 9,480
under simple interest. Why would we pay so much more? This is a massive
cognition.

Finance companies I suppose, have the agreement of the regulators to charge
such an interest as it is deemed too risky and so the higher interest. The
cognition is one should find an amortization type loan or a personal loan.

The rule of 78 determines how interest is allocated. As in the chart above
even though you pay back within half the term the interest rebate is only 27%
because a higher interest amount is allocated to the earlier period using the
sum of digits method. Can you see how much you could have saved? This is
an important cognition.

Cognition 4: Why the rich get richer; the contributions of Robert
Kiyosaki, author of Rich Dad Poor Dad and Cash Flow Quadrant.
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Contributions of Robert Kiyosaki — by KP Bose Dasan
“Rich Dad Poor Dad” “Cash Flow Quadrant”
Accelerators

Why the rich get richer == [

Employment
Self-employed

Business — Real

Estate — Paper Assets

Job oPM
Entity Selection
OPT
Tax Laws
Savings You Charity
Get Out of Debt You Own a System & OPM -$1:$9 (Leverage)

Entity Selection
Tax Laws

Personal Have
Residence A Job
Mutual Funds

People Work for You

Depreciation

Equities *Passive Loss
EPF Tax Exempt

Hedge Funds
The E&S are in the Options

rat race trying to ::;:F:)MS

get out. s

Most highly taxed You Own Money Works The rich believe in money
rou A Job for you working for you.

The power of thought. Do you say, "l can’t afford it or How can | afford it.” What are your family
discussions — Study hard. Get good grades. Find a good company to work for, or find a good

company to own. Financial literacy and good financial habits have to be nurtured.

This author has blown my mind away. He has given me financial wisdom,
for which I am eternally grateful. I started with “If you want to be rich and
happy don’t go to school.” Why? In school they teach you only what is right
but in life the lessons are learnt by getting many things wrong. You have to
allow yourself mistakes and learn from the mistakes. Life is the teacher. In
“Rich Dad Poor Dad”, he made us realize how the rich think and act. His
book “The Cash Flow Quadrants” also made a great impact. Life is seven-
tenths work and your work can be classified into four general categories that
has specific cash flow behavior. You are an employee, a self-employed
professional or proprietor, a business owner, or an Investor, deriving income
from your investments. But the key cognition is the principle of Accelerators
that favor Business owners and Investors. The laws of business finance
seems to favor businesses and investors. The concept of using OPM, (other
people’s money), and OPTII, (other people’s time ideas and influence),
establishes the simple principle of leverage. This is a very powerful
cognition. Leverage if used sensibly definitely contributes to accelerated

8
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growth which people in employment and self-employment do not enjoy.
These employee and self-employed categories take the long hard road to
personal financial freedom. They have to save, pay high taxes on income,
pay-up their debt, make careful investments and hopefully derive enough
cash flow to go financially free.

The business owners and Investors have favorable tax treatment. For
example their business corporation is a separate tax entity and can be
disposed of as a capital asset. Malaysia has no capital gains tax and so the
capital receipt is not taxable. Every ringgit of income earned is taxed but
capital gains are not taxable. The only capital gains tax we have is the Real
Property Gains Tax.

Other accelerators in terms of deductions and exemptions are available to
business units. The business owners and investors are still entitled to
Personal Relief as taxation is finally upon the individual. Recently
companies are being taxed on a single tier basis. So some tax advantages
have been removed. Dividends are now received as after-tax payments.
Shareholders therefore pay tax on their dividends at the corporate tax rate.
As a tax consultant I can rattle off many more advantages of business
ownership, but that will be another article.

Once an author on insurance wrote “begin with the end in view”. He was
saying that upon retirement or withdrawing from business you must have an
asset in hand to dispose. So annual income must be commuted into a capital
sum to be received as capital which is not subject to tax.

A major cognition to realize is that capital gains are not taxed while income
earned is taxed fully. An employee cannot sell himself but a business owner
can sell his business or sell part of his equity. This is a whole subject by
itself.

Robert Kiyosaki’s cash flow quadrants makes complete sense under the
Malaysian tax environment, as in Malaysia there is no Capital Gains Tax.

9
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There is no Estate Duty either. The only sin therefore is to die poor and leave
no assets to the next generation.

Conclusion:

This is an academic journal but my topic is very much an everyday thing.
People aspire to personal financial freedom. My thirty forty years
involvement in the subject tells me this is a subject like the Pacific Ocean. It
is mired in good and bad decisions just like good and bad weather over the
ocean. | have given just four areas where so much understanding is required.
Before good judgment can come there is the duplication with understanding
and cognitions and realizations. I have showed how deep the subject can go.
In the investment world there is still tremendous uncertainty. Market
volatility is difficult to handle. Long term consistent gain is difficult to
achieve. There was an important cognition as regards investment. You can
achieve all the gain in paper but it is only when you withdraw or liquidate
your investment that your actual gain is determined. If the price at which you
bought goes up sky high but you held it without taking profit and when you
sell the price has come down to your purchase price you have zero return,
other than any dividends along the way. So logic tells me that there must be a
method to keep your gains and not let the volatility bring you back to zero
again. Asset allocation is an important strategy as fixed income securities are
subject to inflation and increase in money supply devaluation. Typically a
longer time horizon gives you a better chance of achieving your goals.
During that longer time period deep learning and more cognitions and
realizations of financial behavior will help. By far the individual personality
of frugality and thrift and keeping emotions in check contributes a lot to
favorable outcomes.

10



Asian Journal of Knowledge Management Vol. 7 No. 1: 2020

The journey to personal financial freedom is a long hard road but there are
surer pathways with knowledge rather than emotion and being subject to
hearsay, rumors and market noise. May you study well and embark on this
journey whose great utility is realized only when you get old.
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Call for Paper

Asian Institute of Knowledge Management would like to invite researchers,
scholars, academicians, professionals, industry experts and management
consultants from all over the world to publish their work in our journal
(ISSN: 2289-6287) on any topic relevant to aim & scope of the journal
includes:

Knowledge Management Input

¢ Knowledge management enablers;

e Learning and eLearning;

e Trust and culture;

e Talent;

e Leadership skills and manager skills;
¢ Information technology support; and
¢ Business strategy

Knowledge Management Process
Knowledge creation:

e Knowledge creation process; and
e Strategic creation and strategic plan

Knowledge conversion:

e C(ritical & emotional thinking;

e Business analytical skills;

e Management analysis; and

e Human resource management skills
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Knowledge communication and sustainability:

e Marketing communication mix;

e Entrepreneurship skills and communication mix;

e Customer relation & communication mix;

e Economic resource planning;

e Enterprise resource planning; and

e (Corporate governance and corporate social responsibility

Knowledge change:

e (Change management;

¢ Risk management;

e Re-inventing & re-engineering; and
e Re-skills and re-engaged

Knowledge Management Outcome
Organization performance:

e Financial measurement;

e Balance scorecard;

e Benchmarking;

e Competitive advantage; and
e Productivity

The use and applications of knowledge management
Knowledge-based economy and development:

o Efficient use of existing & new knowledge;

e Effective creation, dissemination and processing of information;
e Effective system of firms and research centers; and

e Creation, sharing and transferring of knowledge
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Knowledge management in the energy Sector:

e New resource revolution;
e Renewable energy development; and
e Energy Innovation

Knowledge management in the public sector:

e Public sector structural change;
e Fiscal Management and issues; and
e Knowledge public services.

Knowledge management in the service sector:

e Knowledge management in accounting practices;

¢ Knowledge management in management consulting;

e Knowledge management in financial services; and

¢ Knowledge management in private healthcare services

Knowledge management in human resource management:

e Knowledge talent management;
e Knowledge sharing; and
e Knowledge transfer

Knowledge management in general:

e Knowledge customer management;

e Knowledge financial management;

e Knowledge innovation management;
e Knowledge technology management;
e Knowledge project management; and
e Knowledge wealth management.
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