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Session 4 Discussion: Simple and Compound Interest and Time Value of Money
Question 1: Differences Between Simple Interest and Compound Interest
In the context of loans, interest refers to the money charged for borrowing money (Picardo, 2019). Interest is usually paid by a borrower to the lender at the end of the loan period, and this payment is calculated as a part of the principal, which is the initial amount of the loan offered to the borrower (Corporate Finance Institute, 2021). Of the two types of interest, simple interest is calculated on the original fixed principal amount, and the interest that accumulates over time is not added to the principal (Corporate Finance Institute, 2021). Conversely, compound interest is calculated on the principal amount and also on the accumulated interest of previous periods and can thus be regarded as “interest on interest” (Picardo, 2019). For instance, the compound interest for the first year is calculated as a portion of the original interest amount, but for the second year, the compound interest is calculated on a revised principle, which is the original principal added to the interest for the first year, and so on for subsequent years (Corporate Finance Institute, 2021). On the other hand, simple interest for all the subsequent years is calculated on the fixed original principal amount.
As such, the two interests have different formulas for calculation. For Simple Interest: Simple interest=P ×i × n (Picardo, 2019)
Where, 
P is the Principal
i is the interest rate
n is the term of the loan​

For compound interest: Compound interest = [P (1+i) n] −P (Picardo, 2019) 
Where P is the principal
 i is the interest rate in percentage
n is the number of compounding period, e.g., in years
Question 2: Differences Between Future Value and Present Value of Money
Present value refers to a certain amount of money that must be invested to achieve a specific desired amount in the future (Boyte-White, 2019). The future value, therefore, is the amount which an individual will get after a certain time on investing the cash on hand, which is the present value, for a certain period of time (Wall Street Mojo, 2021). As such, the present value helps in making decisions on investment, which are based on the current value (Wall Street Mojo, 2021). Thus, the present value is the current value of the cash flows (Wall Street Mojo, 2021). Conversely, the future value is the value of the future cash flows after a certain period of time (Wall Street Mojo, 2021). Therefore, when calculating present value, the effect of inflation is not considered, while inflation is considered for the future value (Wall Street Mojo, 2021). Additionally, the calculation of the present value takes into account both the discount and interest rates, while the future value calculation only considers the interest rate (Wall Street Mojo, 2021). Thus, the present value (PV) = FVn/(1 + i)n
Where PV = the value today (t = 0) of a cash flow
FVn =the future value at the end of period n
“i” is equal to the discount rate, which is the interest rate per period
n = the number of periods, which can be years, quarters, months, days, or some other unit of time
For the future value, FVn =PV x (1 +i)n 
Where FVn = future value of an investment at the end of period n
PV = original principal (Po)’ this is often called the present value or PV
n = the number of the period; a period can be a year, a quarter, a month, a day, or some other unit of time
(1 + i)n = the future value factor

The term (1 + i)n is the future value factor
Question 3: Considerations to be Taken when Considering “Time Value of Money”
The time value of money is a concept that the money you have now is worth more than the identical sum in the future due to its potential earning capacity (Fernando, 2021). Fundamentally, the money at hand can be used to earn more in the future. Therefore, since money can earn interest, any amount of money is worth more the sooner it is received (Fernando, 2021). In consideration of the time value of money, several factors have to be kept in mind, which are: the time duration involved (number of months, years), the annual interest rate (or discount rate, depending on the calculation), the cash at hand (present value), payments (If any exist; if not, payments equal zero.), and the future value (the dollar amount you will receive in the future) (Myers, 2019). Therefore, the present value and future value can be considered variations of the time value of money calculations, as well as the net present value (Myers, 2019). Additionally, money is subject to inflation, which progressively diminishes the spending power of the currency over time, making it worth a lesser amount in the future (Myers, 2019). Also, there is always the risk of not actually receiving the dollar in the future, whereas, if you hold the dollar now, there is no risk of this happening, and getting an accurate estimate of this last risk isn’t easy; hence, it is harder to use in a precise manner (Myers, 2019). This supports the time value of money concept that the cash at hand is more important.
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