RULE OF 78’S

Rule of 78’s – a method used to calculate interest and refunds of interest (finance charges) on short-term loans

Suppose a loan is made for one year and we are going to repay the loan in monthly installments payments.  The “Rule of 78’s” divides the principal into 12 equal parts and one “part” of the principal is repaid each month.  The interest for each month is calculated on the remaining part of the principal.  For example, suppose we borrow $600 at 8% annual interest for one year.  The principal is divided into 12 equal parts ($50 each) and the interest is calculated on all 12 parts for the first month (all $600) but in the second month, the interest is calculated on 11 parts or $550  The interest in the third payment is calculated on 10 parts or $500, and so on.  The sum of all of these “parts” accruing interest is 78:  

(12+11+10+9+8+7+6+5+4+3+2+1).

The interest on each “part” is the same because each part is $50 (the same amount) and the interest rate is fixed.  Again, the sum of all parts accruing interest is 78 so the interest on each “part” is 
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78

 of the total interest for the one-year loan.  Thus, the interest in the first month is 
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78

 of the total interest and the interest in the second month is 
[image: image3.wmf]11

78

 of the total interest, and so on.  Let’s do the calculations on our loan.

Example 1:  

Principal:  $600.00

Rate:  8%

Interest for one year:  $48.00

Amount to be repaid:  $648.00

Monthly payment:  $54.00

Breakdown of the first payment:  Payment?








      Interest?





      Paid on principal?

Breakdown of the second payment:  Payment?






Interest?






Paid on principal?

Breakdown of the third payment:  Payment?






Interest?






Paid on principal?

Breakdown of the fourth payment:  Payment?






Interest?






Paid on principal?

Breakdown of the fifth payment:  Payment?






Interest?






Paid on principal?

Breakdown of the sixth payment:  Payment?






Interest?






Paid on principal?

Breakdown of the seventh payment:  Payment?






Interest?






Paid on principal?

Breakdown of the eighth payment:  Payment?






Interest?






Paid on principal?

Breakdown of the ninth payment:  Payment?






Interest?






Paid on principal?

Breakdown of the tenth payment:  Payment?






Interest?






Paid on principal?

Breakdown of the eleventh payment:  Payment?






Interest?






Paid on principal?

Breakdown of the last payment:  Payment?






Interest?






Paid on principal?

Ex 2:  Suppose we borrow $1,000 at 6% simple interest for one year to be repaid in 12 equal monthly installments.  Assuming the loan follows the Rule of 78's, complete the following data:

Finance Charge:

Installment Price:

Monthly Payment

Interest paid in the first month:

Amount paid on the principal in the first month:

Interest paid in the 10th month:

Amount paid on principal in the 10th month:

Ex 3:  Suppose we borrow $2,000 at a simple interest rate of 
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6%

 for two years to be repaid in 24 equal monthly installments.  Assuming the loan follows the Rule of 78's, complete the following:

Finance Charge:

Installment Price:

Monthly Payment

Interest paid in the first month:

Amount paid on the principal in the first month:

Interest paid in the 20th month:

Amount paid on principal in the 20th month:

Ex 4:  Suppose we borrow money for one year and the finance charge is $536.70.  If we pay off the loan in full with 3 payments remaining (i.e. after 9 months), how much of the finance charge will be refunded if the loan follows the Rule of 78's?

Refund fraction:

Finance charge refunded:

Ex 5:  Suppose we go back to Example 3 (where we borrowed the money for two years) and we pay it off after 18 months.  How much of the finance charge will be refunded?

Finance Charge:

Refund fraction:

Finance charge refunded:

Note:  There is a shortcut to determine the refund fraction.  Suppose "n" is the total number of original payments scheduled and "k" is the number of payments remaining, the following will determine the refund fraction:




Refund Fraction = 
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