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OOO00O OO0 Thelnterest Rate: Converting Cash Across Time By depositing money into a savings account,
we can convert money today into money inthe future with no risk. Similarly, by borrowing money from the bank,
we can exchangemoney in the future for money today. The rate at which we can exchange money todayfor money
in the future is determined by the current interest rate. In the same way thatan exchange rate allows us to convert
money from one currency to another, the interestrate allows us to convert money from one point in time to
another. In essence, an inter-est rate is like an exchange rate across time. It tells us the market price today of
moneyin the future. Suppose the current annual interest rate is 7%. By investing [J 1 today we can con-vert this [ 1
into O 1.07 in one year. Similarly, by borrowing at this rate, we can exchangel 1.07 in one year for [ 1 today.
More generally, we define the interest rate, r, for agiven period as the interest rate at which money can be borrowed
or lent over thatperiod. In our example, the interest rate is 7% and we can exchange 1 dollar today for(1 + .07)
dollars in the future. In general, we can exchange 1 dollar today for (1 + r)dollars in the future, and vice versa. We
refer to (1 + r) as the interest rate factor forcash flows; it defines how we convert cash flows across time, and has
units of "0 in oneyear/O today." As with other market prices, the interest rate ultimately depends on supply
anddemand. In particular, at the interest rate the supply of savings equals the demand forborrowing. But regardless
of how it is determined, once we know the interest rate, wecan apply the Valuation Principle and use it to evaluate
other decisions in which costsand benefits are separated in time. Think of this amount as the opportunity cost of
spending [J 100,000 today: The firm givesup the [1 107,000 it would have had in one year if it had left the money in
the bank.
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