
TIME VALUE OF MONEY AND PRESENT

The time value of money (TVM) is the concept that money available at the present time is worth more than the identical
sum in the future due to.

Taking advantage of the lower introductory rate, they aren't worried that the rate will reset much higher
because they won't have the mortgage long enough to pay the higher rates. Opportunity Cost and Time Value
of Money Time value of money varies and involves an opportunity cost. Now, even if this promise is from
someone or an entity you trust implicitly, chances are more that the second option is a raw deal. It also
depends on whether we are working with an interest rate or a discount rate. It is the money you have currently
that is equal to a future one-time disbursal or several part-payments â€” discounted by a suitable rate of
interest. It applies to both lumpsum as well as recurring investments like SIP. One reason for this is inflation
and another is possible earning capacity. If the interest rate is high, time duration is longer and compounding
periods are more frequent, the present value is lower and vice versa. Basically, the time value of money
validates that it is more beneficial to have cash now than later. There are several basic equations that represent
the equalities listed above. The payments or receipts occur at the end of each period for an ordinary annuity
while they occur at the beginning of each period for an annuity due. If you are using a financial calculator or a
spreadsheet , you can usually set it for either calculation. More than financial principles, this is basic instinct.
The following year, it adjusts again depending on what T-bill rates are then, and so on until the loan matures.
This is the future value. For example, a monthly rate for a mortgage with monthly payments requires that the
interest rate be divided by 12 see the example below. In addition to the interest rate, it factors in fees, points
and other costs associated with your debt. Compound interest, however, is calculated by adding the interest
accrued up until certain intervals during the life of the loan or investment in a way that can significantly
increase the future value. For instance, if you invest Rs. The APR makes it clear what the real cost is to you,
so comparing APRs for different debt products can help you identify those with a lower total cost for your
TVM calculation. For example, bonds can be readily priced using these equations. When that happens, the
mortgage rate can jump higher suddenly depending on how much interest rates have increased since he first
took out the loan. Moreover, there is always a risk that the borrower might delay even more or not pay at all in
the future. They are well-researched and have generated good returns historically. A typical coupon bond is
composed of two types of payments: a stream of coupon payments similar to an annuity, and a lump-sum
return of capital at the end of the bond's maturity â€”that is, a future payment. These equations are frequently
combined for particular uses. The loan is designed to attract borrowers who may not otherwise be able to
afford a fixed-rate mortgage and who then pin their hopes on interest rates remaining low once the interest rate
begins to adjust to market value. That's why it's important to look closely at the type of interest you're paying
and how it may change over the long term while also seeking to make strong returns to bolster the time value
of your money. Fixed rate refers to an interest rate that will not change over time. For an annuity that makes
one payment per year, i will be the annual interest rate. The following formulas are for an ordinary annuity.
Time value of money relationships In any time value of money relationship, there are following components:
A value today called present value PV , A value at some future date called future value FV , Number of time
periods between the PV and FV, referred to as n, Annual percentage interest rate labeled as r, Number of
compounding periods per year, m, An annuity payment only case of annuities , PMT. The choice of the
appropriate rate is critical to the exercise, and the use of an incorrect discount rate will make the results
meaningless. Interest Interest is charge against use of money paid by the borrower to the lender in addition to
the actual money lent. The two formulas can be combined to determine the present value of the bond. Another
reason is that when a person opts to receive a sum of money in future rather than today, he is effectively
lending the money and there are risks involved in lending such as default risk and inflation. See compound
interest for details on converting between different periodic interest rates. An APR is helpful in TVM
calculations because it is a rate that reflects what it will actually cost you to borrow money from a credit card,
mortgage or other loan on a yearly basis. The solutions may be found using in most cases the formulas, a
financial calculator or a spreadsheet. TVM and Compounding Periods 1. In the case of the standard annuity
formula, there is no closed-form algebraic solution for the interest rate although financial calculators and
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spreadsheet programs can readily determine solutions through rapid trial and error algorithms. Inflation is the
decrease in purchasing power of money due to a general increase level of overall price level. For an income or
payment stream with a different payment schedule, the interest rate must be converted into the relevant
periodic interest rate. Note that, with compound interest, the future value is higher than it is when calculated
with simple interest.


