Money plus time equals interest
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If I offered to give you $100 either now or five years from today, which would you prefer? Either would be nice, of course, but from the economic perspective you should choose to take the money now. To explain why this is so, we must learn about the time value of money and a related concept: the Rule of 72.

The key to understanding why $100 now is preferable to $100 in five years is the idea that money can be invested (in lots of places, such as banks, stocks and bonds) to earn interest. Interest can be thought of as the rental fee for money, the payment made when money is used by someone else.

When you borrow, you pay interest to the lender. When you save and invest, or when you lend, your bank, for example, pays you interest for the use of your money. Interest is usually expressed as a yearly percentage. For example, 6 percent interest on $100 means $106 at the end of the year.

The time value of money refers to this idea that the earning of interest means that a dollar invested today will be worth more than a dollar in the future. If you choose to take the $100 now, you can turn it into more than $100 in five years. If you decide to wait five years for the $100, you would lose out on the interest that $100 could have earned for those five years.
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Just how much could that $100 invested today turn into in five years? We call that the future value of money. It depends upon the interest earned. You might be surprised to learn that the total at 6 percent yearly will be greater than $130. (You would come up with $130 if you multiplied the $6 profit we earlier determined for the first year by the five years and added it to the original $100.)

This is due to compounding, another important idea. This means that your previous interest earns interest, along with your original sum, which we call the principal. Thus, during the second year, you're earning interest on $106, not just on $100. This gives you $112.36 after the second year, and then you earn 6 percent on the $112.36 after the third year, and so on it goes. Your total for five years will be $133.82.

The $133.82 future value of $100 in five years at 6 percent interest may not seem like you are getting rich quick -- and you aren't. But what about bigger amounts of money and longer periods of time? You can turn every $1,000 invested at 6 percent yearly into $4,000, or quadruple your money, in 24 years. How did I know?

That is where the Rule of 72 mentioned earlier comes in. If you know the yearly interest rate, dividing that percentage into 72 will give you the approximate number of years it takes an amount to double. So, because 72 divided by 6 is 12, it takes 12 years for your money to double at 6 percent. After twelve years, your $1,000 has turned into $2,000. Then your $2,000 doubles into $4,000 in the next twelve years.

The Rule of 72 is a short-cut for the multiplying and adding process we did earlier. It helps us see that the future value of our invested money is much bigger when we earn a little extra yearly interest. For example, the Rule of 72 tells us that $1,000 doubles every 9 years at 8 percent interest (72 divided by 8 equals 9), and it doubles every eight years at 9 percent interest (72 divided by 9 equals 8).

* * *

The Rule of 72 also can help us understand inflation.

At 4 percent yearly inflation, prices on average rise 4 percent yearly. We barely notice. But the Rule of 72 helps us see that this means that average prices double in 18 years (72 divided by 4 equals 18). When older people talk about low prices in the "good old days" of the past, they are not kidding! Of course, incomes tended to be lower in the past, too.

What does all this have to do with your life? There will be lots of things you want to save for in the future. You'll be wanting to afford a car, college, a house and the expenses of the children you may have someday, for example. The money you save when you are young has a future value of many more dollars than you originally saved, which can be a big help in making your dreams become realities.

You have probably been told since you were very young that saving is a good thing. Knowing about money's time value and the Rule of 72 can help you see just how good it can be. As we saw with our examples, earning a higher yearly interest rate makes a big difference. The other big factor is the number of years you leave your invested money to grow, so it can double again and again. The younger you are, the more it is true that time is on your side. Now, go save some money and invest it for your own future.

Think about it

-- What do we mean by the time value of money?

-- Why is getting $100 now better than getting $100 in the future?

-- What is the future value of $100 in three years at 10 percent yearly?

-- What is compounding?

-- What does the Rule of 72 help us to figure out?

-- Use the Rule of 72 to determine how many years it will take $1,000 to become $2,000 at 3 percent, 4 percent, 6 percent and 12 percent yearly.

-- Explain how knowing about the time value of money and the Rule of 72 can help you make important decisions in your life.

* * *

