3E – 5.2: Compound Interest

There are two types of interest...

1. Simple Interest
Investment with 4% per year interest

Year
Interest
Amount

0


700

1
28

728

2
28

756

3
28

784

4
28

712

5
28

840

2. Compound Interest
Investment with 4% interest per year, 

compounded annually.

Year
Interest

Amount

0
 


$700.00 

1
$28.00 
 
$728.00 

2
$29.12 
 
$757.12 

3
$30.28 
 
$787.40 

4
$31.50 
 
$818.90 

5
$32.76 
 
$851.66 

Which type of interest earns you the most money?  ____________________________

When calculating compound interest, banks add __________________ interest to your savings or investment.  For the next period of time, they calculate interest on the ____________________ plus the _____________.

You earn more money because you are earning interest on the _____________ they have already given you.

Junior invests $2000 in a bank account that pays 3% interest per year, compounded annually for 3 years.

a) Determine how much money he will have after 3 years by completing the chart

	Year
	PV – Present Value
	I – Interest in $

I = PV x r x t

(don’t forget r must be a decimal)
	Future Value

	1
	$2000


	
	

	2
	
	
	

	3
	
	
	


Go to the following website.  

http://www.mortgage-a.com/mortgage_financial_calculators/calculator.htm 

Enter the values show in the image below.
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Click CALCULATE on Future Value and you should get the same answer that you got by completing the table. Isn’t this much easier!!!!

Ms. Thangaraj deposits $5000 in the bank. She earns 4.5% interest a year, compounded annually.  She leaves the money in the bank for 3 years, how much will she have after 3 years?
(You should get $5705.83 with the online financial calculator)

Fill out the table to see if you get the same answer.

	Year
	PV – Present Value
	I – Interest in $

I = PV x r x t

(don’t forget r must be a decimal)
	Future Value

	1
	$5000


	
	

	2
	
	
	

	3
	
	
	


INTEREST IS NOT ALWAYS COMPOUNDED ANNUALLY; IT CAN BE COMPOUNDED SEMI-ANNUALLY, MONTHLY, QUARTERLY…
	
	Method of Compounding

	
	Daily
	Monthly
	Quarterly
	Semi-Annually
	Annually

	Number of Times Interest in calculated in 1 year
	
	
	
	
	


Fill in the blanks with the missing terms.

Monthly compounding results in interest being paid 
______________ in 1 year.









______________ in 2 years.









______________ in 3 years.

Quarterly compounding results in interest being paid 
______________ in 1 year.









______________ in 2 years.









______________ in 3 years.

Semi-Annually compounding is interest being paid 
______________ in 1 year.









______________ in 2 years.









______________ in 3 years.

Remember Ms. Thangaraj who deposited $5000 in the bank and earned 4.5% interest a year, compounded annually. If she leaves the money in the bank for 3 years, she will have $5705.83. What if Mr. Walker also deposited $5000 and earned 4.5% interest a year. His account has interest compounded monthly though! Calculate how much he will have after 3 years using the financial calculator.
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Will Mr. Walker have more or less money than Ms. Thangaraj?
Practice:  

1. Calculate the future value of $5000 invested at 8% compounded annually for 10 years.

(Ans:10794.62)
2. Calculate the future value of $10 000 invested at 6% compounded semi-annually for 5 years.

(Ans: 13439.16)
3. Calculate the future value of $100 invested at 0.5% compounded monthly for 10 years.

(Ans: 105.13)
4. Calculate the future value of $1 million invested at 12% compounded quarterly for 40 years.

(Ans: 113228551.83)
5. What do you notice about the interest rates when you invest more money?

