MN-1501 Finance for Business
Seminar 6 Suggested Solutions

1. FV = PV*(1+R)T = 500*(1+11%)4 = 759.04

2. PV= FV/(1+R)T = 350/(1+12%)6 = 177.32

3. PV=FV {1/ (1+i/m) ^nm}
PV= Present Value

FV=Future Value

I=Interest rate

N= Number of Years

M= Number of Compounding Annually
PV= 50,000 {1/ (1+.095/12) ^5×12}

PV= $ 31, 152.64

Concept: So, $50, 000 to be received after 5years, $31,046.07 have to be deposited in Bank

4. PV= FV1 / (1+i) ^1 + FV2/ (1+i) ^2 + FV3 /(1+i) ^3 +………..+ FVn /(1+i) ^n

   PV= 1000 /(1+.10) ^1 + 2000 /(1+.10) ^2 +3000 /(1+.10) ^3

PV= 4,815.93

5. FV= PV (1+i/m) ^nm
FV= 50,000 (1+.135/12) ^10×12

PV= 191,423

Concept: So, today’s $50, 000 and to be received $191,423 after 5 years of the same policy has equal value.

6. FV= PV (1+i) ^n-1 + PV (1+i) ^n-2 + PV (1+i) ^n-3 +…….. + PV (1+i) ^0

    FV= 100 (1+.10) ^3-1 + 200 (1+.10) ^3-2 +250 (1+.10) ^3-3

    FV= 121+220+250

    FV= 591
7. FV= PV (1+i) ^n + PV (1+i) ^n-1 + PV (1+i) ^n-2 +…….. + PV (1+i) ^1

FV= 100 (1+.10) ^3 + 200 (1+.10) ^3-1 +250 (1+.10) ^3-2

FV= 133+242+275

    FV= 650
8. The key element in determining the time value of money is the interest rate. The change in the value of money as time changes is called the time value of money.

Depending on the interest rate, the future value or current value of the money is determined.

9. The nominal or stated annual rate is the annual contractual rate of interest charged by a lender or promised by a borrower.

For Example, Jk Trade International has taken a loan of $ 100,000 from HSBC for 5 Years at an interest rate of 12%. Here, the annual rate is 12%

10. Formula for calculating effective or true annual rate:
The Effective Annual Rate (EAR) is the rate of interest that factors in compounding interest (interest charged on interest) over a given period.

EAR = (1+i/m) ^m-1

For Example, if the nominal interest rate is 12%, what will be the effective annual rate (EAR)?

EAR= (1+.12/1) ^1-1
=1.12-1

= 0.12   =12%

11. The main similarities between the annual rate and effective annual rate (EAR) are nominal and effective interest rates are always equal in annual compounding.

The main difference between the annual rate and the effective annual rate (EAR) is that the effective interest rate increases when the number of compounding increases.

12. Simple interest is interest that is charged only on the principal amount of money.

In simple interest, interest is charged on principal money at the same rate every year.

13. Compound interest is the interest computed on the principal and any interest earned that has not been paid or withdrawn.

Compound interest is the addition of interest to the principal sum of a loan or deposit, or in other words, interest on interest. It results from reinvesting interest rather than paying it out, so interest in the next period is earned on the principal sum plus previously accumulated interest.


14. The formula for calculating compound interest is

CI= P (1+i) ^n-P

Here,

CI=Compound Interest

P=Capital

I= Interest Rate

N=Year

An example will help to explain the situation:

What will be the amount of compound interest if $1000 is deposited in the bank for 3 years at 10% interest per annum?

Let’s use the above formula to find out the compound interest

CI= 1000 (1+.10) ^3-1000

CI= 331

Here the compound interest is $331


15. We calculate the annual compound interest rate from the following example:


FV=PV (1+i) ^n

 

16. The top 3 differences between simple interest and compound interest are as follows:

Simple interest is the interest charged on the principal amount at a fixed rate every year. On the other hand, compound interest is the addition of interest to the principal sum of a loan or deposit, or in other words, interest on interest.
In the case of simple interest, interest is charged only on the principal amount. On the other hand, compound interest is always charged at a fixed rate on the principal plus interest in compound interest.
In the case of simple interest, the amount of interest is comparatively less. On the other hand, in the case of compound interest, interest is higher than simple interest.
