CHAPTER 5:
INTEREST RATES
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The major source of the deception:

Annual Percentage Rates {APRs)

« The APH is the anmual rabe that is guoted by kow

« Bist the APR is not actually & uieful amnual rate, despite jis
name, It uses imple, rather than compound, interest.

) The APR js simply the pevigdic rate times the number of

||r_ BEiQHs.

« Example: 1086 APR with monthly compowendng aaly means the
manthiy rate is 10/12% per manth, or A3335%/' month.
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Cash flows and rates

= Lig urvtdl mow, you have been given example where the
cash flows and the rate have the same time pasiad.

Annidal CF5 with annuad rates, manthéy CFs with
mcathly rates, &0 Simple erdisgh,
= Pbamy probl vy gred cad, S8y, Ecethly CFS, bt am
annual rage, How da you hand®e this?
fhe goad: makch the peniodic cash flows with the
| effective perlodic rate.
= Saunds anple, but Can be deceptive
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Matching up time frames

+ Agaln sary your rate is 1% APE with monthly
compounding, |.e. 10/12%,/month.

+ What if wour cash Bows are annugl?

« You CAR MOT past plag in 1098 52 o rate,

+ You MILIET find the CAR, o Efecties Anpuial Rate,

- T riake Thereds Ewen meare oorrfuing, tha DAR e a'en called the
Anmml Parcanisgs Tk, or 85,

* This takes the periodic rate and COMPOUMDS it, to
mua ke am anmial rabe.
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APRs and annual CFs: compound up to EAR

= Il yomu have anniaal OFs and your rate s 100 AFR...
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EARs and non-annual CFs: go down to
periodic rate

= If your EAR is 10% and youwr CFs are._..
- Semi-annual:
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Loan Shark

= You can borrow S500 fram Johinny Roast Beef in
exchange for paying SESD next week, What i the
APR and EAR of this transaction?
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Maortgage Loans: 3 Basic Types

« Irfmrest-Oinly: Inbevail is paid gery panicd; pdincipal is paid af
expration {if o sl Frequently used during the hoasrg
Bibibilie. Mol honds e eampdes of intenest-only loans, atso.
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- Bimaorteed: Each payenend conlaine some princpsl and sams
et When yods make the last paygment, your balanoe h||3
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¢ Partially Amcatied . Ala knaws & @ “balloon” mongage. &
*1723 talloon” would be & 30-pear morigsge where you meke
menthly paymants foe 7 years, than pay off the prindgal
habince of the remaring 13 years, esally by refinamcing
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Decisions, Decisions

* You are looking at two Svings sLoounts, One pays 5.25%, with
deily compourding. The other pays 5.3% with semearinual
compaunding. Which accownt should vaw wse?

» First account:

*EAR = {1 + .0525/365)™5 ~ 1= 5,.39%
» Second account:

*EAR = {1+ .053/2F -1=537%

= Chionse the first account, #ven though it has the lower quated
rate,
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ALR = 207 212 = 2407,

More on APR/EAR

+ The comoept of conmerting AFRs and EARS info the rate nerdad
Lo sobee @ problem rigs up marry students,

» To spe a comprebensiwe list af caloulatons, 228 "EAR ¥ APR™ 6n
Carmien.

Amortized Loans: Fixed PMT APR= q?" |

o 1 ke payrment is fised, than the loan is ie an annuity: LC
sae the “Finding the Payment ™ slide disoussed earber

- The 5207.58 paid each month will be part principal and
part interest

- W=60; 1'f=.T5,PV=10,000; PMT= -20758; F¥=0
« The amortization schedule looks like This:
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Amortized Loans: Fixed PMT (cont'd)

= How about a morigage loan? Assume a 30-year fixed
mortgage at §% for S300,000.
= N=360; |/Y-0.5:PV=300,000: Fv-0
CFT FkIT= -1 83,65

Partially Amortized Loans: Example
« ¥ou barros 5400, 000 on a house with a 7723 ballean
martgags &t 5.5% APR with monthly compounding,
« Whiat is wouir meathily paymenl? 1T will he based on g 30-
year marigage: N=360, IY=0.458333, Py=400,000, V=0
g :::‘:I e e :“"'L . « {PT PRFAT= -2, 271,156
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Calculating Loan Payments

* You need & 30-yearn, lized-rabe morkgage 1o buy @ mew home o
& 240,000, Your morigage bank will lend you the moaey a1 a
E35% APR. [APH s Annual Percentage Bate. To get the monthly
rate, divide 6.35% by 132.). However, you can afford monthly
paymnanits af anly 51,150, 53 wou offer to pay off sny remaining
lan balanca at the end of the loan in the form of a single

Buy Vs. Lease

» After deciding to buy a new can, you can either lease the car or
purchasait on a 3-year laan, The car costs 532,000, The lease
offer is far 5450ymanth far 36 months, with only 599 due up
front. If you buy the car with a 2-year koan, the 47H is 7% You
hederwe that in 3 years the car will be warth 523,000, Shauld
yau buy or lease f
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