Present Value and Compound Interest

In this chapter it is critical that you remember the concepts of compound interest and present value.  Actually, the problems in this chapter are restricted to a single time period.  So, this explanation will also restrict itself to a single time period.  

If you take a principal and put it in the bank for one year, at the end of that year you will still have the principal plus you will also have the interest earned on that principal.  Mathematically:
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In the equation above, FV stands for future value (in this case the 1 means the value after one year), i stands for the interest rate and P stands for the principal.


The significance of the above equation to this chapter is that it predicts how much money will be available to the investor after earning interest for one period.  For example, $1 invested in the U.S. today will be worth (one period in the future):
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Another significant use of the equation is the ability to calculate the value of a contracted payment one period in the future.  In other words, it allows you to calculate the present value of a future payment.  P, the principal amount, is clearly worth P today.  So, all we have to do is solve the equation for P to find the Present Value of the contracted future payment (in this equation, the future payment is FV).  Mathematically, 
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So, if you need to know the value of $1 one time period in the future, you simply substitute $1 in for FV(1) .
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These techniques can be used for more than one time period, but you only need to understand single period calculation in this chapter.
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