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‣  Let’s do some money talk…


‣ If your friend wants to borrow £1000 from you, and promise to pay back £1000 in five years, 
will you be happy to do that?


‣ Time is valuable! Inflation, risk-free assets, etc.


‣ The value of time, in the simplest form, is the rate of return, r


‣ Therefore, for every amount of money in the future, if we want to make meaningful 
comparisons, we would like to use a common benchmark — usually the present value of that 
amount
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Time Value of Money



‣ Compounding is the process whereby interest is credited to an existing principal amount as well 
as to interest already paid. 


‣ Compounding thus can be construed as interest on interest—the effect of which is to magnify 
returns to interest over time, the so-called “miracle of compounding.”


‣ Albert Einstein once said: “Compound interest is the eighth wonder of the world. He who understands it, 
earns it; he who doesn't, pays it”.


‣ Compounding has always been one of Warren Buffet’s investment principle: “My wealth has come from a 
combination of living in America, some lucky genes, and compound interest.”
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Compounding



‣ If I take out a loan of 300,000 GBP, with interest rate of 6.5%, how much will I pay back in 
total after 10 years if interests rates are accrued annually? monthly? daily? What about paying 
back after 20 years? 30 years?
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Buying a House?



‣ Suppose interest is accrued annually:


‣ 10 years: A=300,000(1.065)10                     A ≈   519,874


‣ 20 years: A=300,000(1.065)20                     A ≈   905,727


‣ 30 years: A=300,000(1.065)30                     A ≈ 1,580,367


‣ Suppose you plan to pay back in 30 years:


‣ Interest accrued annually: A=300,000(1.065)30                      A ≈   1,580,367


‣ Interest accrued monthly: A=300,000(1.065)360                     A ≈   1,607,643


‣ Interest accrued daily:     A=300,000(1.065)10,950                  A ≈   1,611,956
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Buying a House?
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Quiz Question
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Concept Questions
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