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Time Value of Money
The concept of time value of money is based on the idea that cash available presently is a lot more worth than a similar amount in the future. This is because between now and the future, the present sum has the potential to earn more money, interest, (Peterson Drake & Fabozzi, 2009). Furthermore, the future is risky; inflation and default risk are two probable risks. Default risk occurs when a borrowed amount is not returned to the lender. Inflation refers to the increase in the prices of goods. Time value of money is also known as present discounted value (Peterson Drake & Fabozzi, 2009). 
Present Value – PV
This is the current worth of a future steam of cash flows or sum of money given a fixed rate of return. Future payments are discounted at a given discount rate down to the present so as to reflect the time value of money. If the discount rate is high, so will be the present value of future cash flows. The knowledge of the present value of money is important because it forms the basis for bond pricing, stock pricing, banking, financial modelling, insurance and pension fund valuation among others (Peterson Drake & Fabozzi, 2009). The knowledge of time value of money is important because it helps investors to know that the worth of investments at present will differ in the future, and hence make the smartest financial moves regarding assets.
The Present Value Formula
If a person decides to invest some amount of money for a given period of time at a given interest rate, they will receive a higher amount than they have at the moment. If another person was told the amount the first person received in future and was required to find out the original amount, he would have to discount the future amount.
The formula for present value is given by
 
 
To discount $10000 at an interest of 5% in 5 years
	=10000 * (1 + 0.05) ^ -5
	=7835.26
PV = present value
FV = future value
i = interest rate
n = no of years
Therefore, you would have to invest $7835.26 today in order to have $10000 in 5 years at an interest of 5%
The relationship between the future value and time is directly proportional. Therefore, a longer period results in a higher amount for a given principle at a given rate. The interest rate is also directly proportional to the future value. Therefore, an investment will earn more at a higher interest.
The Future Value Formula
It is used to calculate the value of a given sum of money at a later time than originally received. Based on the idea of time value for money, it stipulates that an amount now is worth a different amount at a later date. The future value formula expounds on the effect of compounding a sum of money for a certain period at a given rate. The figure will be higher than the current depending on; period and secondly, rate. Rate and time directly influence the future value and so the higher either is, the higher the compounded amount (Peterson Drake & Fabozzi, 2009).
Effects of compound interests on Present and Future Values
For a given asset, there are two possible ways of calculating the Future value.
a) Simple annual interest
b) Compound interest
When planning for an investment strategy, it is best to determine which investment will be worthier in the future. This is because the two methods above of investing would give a different value for the same asset, at the same rate and time.
For example, an asset of $1000 invested at a simple annual interest of 10% for five years would amount to $15000. If the same asset is invested at the same rate compounded, would amount to $16105. Therefore, it’s imperative to choose the investment wisely, so as to maximize profits.
Importance of Time Value of Money
Time value of money is an important concept in finance. This is because it assists investors to compare investment alternatives and solve loans, leases, mortgage, savings and annuities problems. The knowledge that money depreciates as time goes is useful to non-investors too because people can be able to calculate the value of their futures, depending on the financial decisions they make today. For example, savings and retirement plans can be better planned for, by considering the time value concepts. People can also determine the effects of debt on their futures using the same concept. Other areas include home purchase, credit cards and student loans.
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