
Since a person who has moneyhas certain

advantagesover a person who doesnôt,

people are willing to pay for that advantage

(as afunction of time)

Clearly then, money has time value



Time value of money leads to equivalence:

Different sumsof money at different times

can be considered to be equalto each other 

(at a certain interest rate)



Let P = present sum

F = future sum

i = interest rate

n = no. of interest periods

For P=$1,000   i=20%/yr   n=1 yr

Thus, $1,000 now = $1,200 1 yr from now

F= 1,000 + 1,000(0.20) =$1,200



Simple interest: interest rate applies to 

principal only%

Compôd interest: interest rate applies to 

principal andaccrued interest



Example: Determine the amt available
in 3 years  if $ 10,000 is deposited now
at 20% per year (a) simple and,
(b) Compound interest

Solution:

F = principal + interest

= 10,000 +10,000(3)(0.20)

= $16,000

(a) Simple interest

= P + P(n)(i)



Example: Determine the amt available
in 3 years  if $ 10,000 is deposited now
at 20% per year (a) simple and,
(b) Compound interest

Solution:

F1 = 10,000+10,000(0.20) = 12,000

(b) Compôd interest

F2= 12,000+12,000(0.20) = 14,400

F3= 14,400+14,400(0.20) = $17,280



Interesting Fact:

For example, at 12% per year, a sum  P, (say $4,000) will 

increase to 2P(i.e. $8,000) in approximately 6 years.

Dividing ô72ô by the compound interest rate
provides a rough estimate of the time required
for money to double in value


