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1. Definition:

o Time Value of Money (TVM) is a financial concept that states that a sum of money
today is worth more than the same sum in the future due to its potential earning
capacity.

2. Key Components:

Present Value (PV): The current value of a future sum of money.

O

Future Value (FV): The value of an investment at a specific time in the future.

(e}

Interest Rate (r): The rate at which money grows over time.

o

Time Period (n): The length of time an investment is held or a loan is outstanding.

o

3. Importance:

o Understanding TVM helps individuals and businesses make informed financial
decisions by comparing the value of money at different points in time.

o It is crucial for determining the profitability of investments, evaluating loan options, and
assessing the cost of delaying payments.

4. Applications:

o Investment Decisions: TVM helps in assessing the potential returns of different
investment opportunities.

o Loan Repayment: It helps borrowers understand the total cost of borrowing and the
impact of interest rates on loan payments.

o Retirement Planning: TVM is used to calculate how much money needs to be saved
currently to achieve a desired retirement fund in the future.

5. Formulas:

o Future Value: FV =PV * (1 +r)™n

o Present Value: PV =FV /(1 +nr)"n

o Compound Interest: A = P(1 + r/n)(nt) Where A is the amount, P is the principal
amount, r is the interest rate, n is the number of compounding periods per year, and t

Is the time in years.
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6. Factors Affecting TVM:

o Interest Rates: Higher interest rates lead to higher future values and lower present
values.

o Time Horizon: The longer the time period, the greater the impact of compounding on
future values.

o Inflation: Inflation reduces the purchasing power of money, affecting both present and
future values.

7. Conclusion:

o Time Value of Money is a fundamental concept in finance that underpins various
financial decisions. By considering the TVM principles, individuals and businesses can
make sound financial choices that maximize their wealth and minimize risks.
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