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Interest

1. Simple interest 

• Simple interest is computed only on original sum (principal), not on prior interest 
earned and left in the account.

• A bank account, for example, may have its simple interest every year: in this case, an 
account with $1000 initial principal and 20% interest per year would have a balance 
of $1200 at the end of the first year, $1400 at the end of the second year, and so on.

Lecturer Marwa Mohammed 3



• Simple interest is calculated using the principal only.

Simple interest = (principal)(number of periods)(interest rate)                 [4]

I = Pni

Example:

Green Tree Financing lent an engineering company $100,000 to retrofit an
environmentally unfriendly building. The loan is for 3 years at 10% per year simple
interest. How much money will the firm repay at the end of 3 years?

Solution:

Total interest = $100,000(3)(0.10) = $30,000

Total due= 100,000 + 30,000 = 130,000$
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Interest

2. Compound Interest

• Compound interest arises when interest is added to the principal of a deposit or 
loan, so that, from that moment on, the interest that has be ended also earns 
interest. This addition of interest to the principal is called compounding.

• A bank account, for example, may have its interest compounded every year: in 
this case, an account with $1000 initial principal and 20% interest per year would 
have a balance of $1200 at the end of the first year, $1440 at the end of the 
second year, and so on.
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• Compound interest is the interest accrued for each interest period is 
calculated on the principal plus the total amount of interest accumulated in all 
previous periods. 

Compound interest = (principal + all accrued interest)(interest rate)

The interest It for time period t may be calculated using the relation

[5]
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Example 
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