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[bookmark: _GoBack]Time Value of Money: 
Compounding Periods

1) Thus far, we have solved all of our problems assuming that interest is compounded annually.

Many contracts, however, require that payments be made semiannually, monthly, daily, or even continuously.
· Most bonds pay semiannual interest
· Stocks pay quarterly dividends
· Most consumer loan payments are made monthly
· Some savings accounts compound interest daily or continually


b) Will the future value be larger or smaller if we compound an initial amount more often than annually, for example, every 6 months, or semiannually, holding the stated interest rate constant?  Why?








c) The quoted, or nominal, rate is merely the quoted percentage rate of return.  It must include some statement as to how compounding is calculated.
· inom = 8%, quarterly
· inom = 8%, daily interest (365 days)

d) The periodic rate is the rate charged by a lender or paid by a borrower each period 
· periodic rate = inom / m, where m is the number of compounding periods per year
· Examples:
· 8 percent quarterly: 


· 8 percent daily interest:  



e) The effective annual rate (EAR) is that rate of interest which would provide an identical future dollar value under annual compounding.





2) What is the effective annual rate corresponding to a nominal rate of 
10 percent, compounded semiannually?  Compounded quarterly?  Compounded daily?






3) What is the monthly payment on a $100,000, 30-year mortgage at 4.75 percent interest?  









4) Suppose you deposit $100 per month in an account paying 3 percent interest compounded quarterly.  How much will you have in your account at the end of 20 years?  
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