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In class, I misinterpreted this problem. I thought that the choice was between buying the 
business or investing the money in a savings account. If the question is simply: is the business 
worth its purchase price, then I agree with the textbook analysis.

However, what would happen if we put the $630,000 in a savings account that earned 2.8% 
annual interest, compounded continuously?

788174.7422-630000=158174.7422
After 8 years, we have earned $158,175 above our 
initial investment.
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If we buy the business, we earn $75,000 per year, 
plus 2.8% interest compounded continuously.
This calculation becomes messy, because we must 
add $75,000 to our earnings at the end of the first 
year, and then calculate the continuously 
compounding interest for year 2. Then, we repeat 
this process with a new principal for year 3, 4, 5, 6, 
7, and 8. We must also take into account that we 
not only have the cash earned, but we still own the 
business.

   261-006N Page 6    


