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Planners solve many different problems

“Can you teil me where to put my
money so it would grow rapldly?” [s
a question mest often faced by finan-
cial planners. Few people realize,
however, that a competent financial
planner can solve many dlfferent
types of financial problems. Here is
the technique to solve two of the
mlny types of problems routinely
faced.

The basic tools

Most problems require the use of
the following tools:

PMT: Periodic payment, typically
monthly payments, although
an investor may make a one
time lump sum investment.

CV:Compound value, This Is the fu-
ture value of a fixed sum in-
vested today,

CVA:Compound value of an annulty.

investor who invests
funds on an annual basls
may wish to determine the
total value at the end of a
glven period.

CVAF:Compound value annuity fac-
tor. Financlal tables provide

value for easy problem
solving.

PV:Present valnc This Is today's
value of an amount to be
received In the future.

PVA:Present value of an annuity.
Frequently people want to
know what is today's value
of the incomes they expect
to recelve over the several

years,
PVAF:Present value annulty factor.
Financial tables provide this

value.
PVIF:Present value interest factor.
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Problem 1

A young exccutive named Sam
Dunn wants to engage in long-term
tinancial plannlng. He wants to in-
vest $5,000 per year at an effective
annual rate of return (EAR) of @ per-
cent per year for the next 3¢ years,
with the first deposlt beginning at
the end of the year. Beglnnlng at age
60 he wlll tour around the world for
five years, and he will need a large
sum cach year to accomplish that
objectlve. After Sam completes this
tour, he would llke to recelve an an-
nual income of $30,000 per year for
the next 15 years. Assuming an EAR
of § percent for the entlre time perl-
od, what is the maxlmum amount of
capital Sam can spend on his world
tour?

This problem should be broken
down Into four steps.

Step 1
CVA=PMT x CVAF
=$5,000 x 136.30754
=$681,537.70
Sam will have accumulated
$681,537.70 by age 60,

Step 2
The PV of $20,000 annual pay-
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ments for 15 years, starting with
year 36 (age 85) Is:
PVA=PMT x PVAF

= $30,000 x B.06069

- $241,820.7

Step 3

‘The PV of $241,820.70 at age
60, discounted for 5 years, is:
PV=CVx PVIF

=$241,820.70 x .6499315
=~$157,166.90

Step4

Therefore, Sam should be able to
spend Lhe difference between what
he would have at age 60 and the
amount he would need {o generate
curent income starting with age 65.
Speclfleally,

Amount accumulated by age 60=
$681,537.70

Amount nceded to generate In-
come at age 85= $157,166.90

Amount avaliable for world trip=
$524,370.80

Problem IT

One of the most challenging prob-
lems faced by a financlal planner is

the calculation of the present value
of a common atock. The stock is at-
tractive only if it is undervalued;
that [s, the present value exceeds ils
current market price,

Constder the following example.
The Martin Company is currently
paying an annual dividend of $2 per
share, Dividends are expected to
grow at an impressive rate of 14
percent during the next five years,
and thereafter at the rate of 3 per-
cent a year. The rate of discounting
is 12 percent, What Is the present
value of Martin stock?

‘Thus, Martin stock is undervalued
l!h it Is selling for less than $35 per
share.

Solution H

This problen: requires a four-step
solution
Step ]

Calculate the PV of the stock dur-

Ing the perlod when the dividends
will grow at 14 percent:

Year Divs BVIF PV
t $228 893 $2.04
2 260 797 207
3 288 712 20
4 337 6% 214
5 385 567 218
51054
Step2

Calculate the PV of Martin stock

with dividends growing at S percent

per year from year 6 until infinity:

PV (Year5) =~ D5 +r-g

where g= growth rate of dividend at
%

3
PV= $3.85 + (.12-.03)
=3$44.08

Step 3

PV of Martin stock ($44.08) at the
end of 5 years should be converted
into PV of the stock today:

PV (loday)= PV (Year 5) + (1 +

12]
= §$44.08567
=-$24.98

Step 4

PV of Martin stock is the sum of
PVsgarrived at in Steps 1 and 3:
PV= $10.54 + $24.98

-$35.52

Thus, Martin stock is undervalued
I 1t is selling for less than $35 per
share.

This artlcle may not help you
solve your financlal problems, But I
hope that it will help you select the
right financial planner for you.
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