INSTALLMENT LOANS

Installment Loan – a loan repaid with regular payments

Finance Charges – interest associated with an installment loan (also, carrying charges)

Basic Installment Loan – a loan with a specified number of fixed payments (e.g. a car loan)

Open-end Loan – a loan without fixed payments (e.g. a credit card)

Cash Price – price of an item if paid-in-full at the time of purchase (sticker price or list price)

Down Payment – the part of the cash price that is paid at the time of purchase

Amount Financed – the cash price less the down payment

Installment Payment – amount paid each period (including interest – e.g. a monthly car payment)

Installment Price – the total paid including the down payment, all installment payments, and 

                                 finance charges

Ex 1:  If you purchase a car with a $2,000 down payment and 48 payments of $235.42, what is the installment price of your car loan?

Ex 2:  If the installment price of a large-screen, projection television is $3,517.29 and you have $700 for your down payment, what are the installment payments if you finance the television over 2 years (24 payments)?

Example 3:  Suppose we buy a machine to print our Business Math hats and the cash price is $6,000.  If the annual finance charge is 6% assessed on the total amount each year and we are going to pay it off in 36 monthly installment payments, what is the finance charge?  What is the installment price?  What are the monthly installment payments if we put nothing down?

Ex 4:  If we put $1,000 down and all else is the same, what is the finance charge?  What is the installment price?  What are the monthly installment payments?

ANNUAL PERCENTAGE RATES  (APR)

Suppose on January 1st of this year, we had borrowed $1,000 for one year and the interest (finance charge) was $80.  This means we paid an annual interest rate of 8% on the $1,000.  If we did NOT repay this with installment payments, we would have to go to the bank on January 1st of next year and give the bank $1,080.  It is important to note that we had "use" of the full $1,000 for the entire year.  Now suppose that on January 1st of this year, we had walked into another bank to borrow the same $1,000 @8% and we are going to repay this loan with installment payments.  The finance charges would still be $80, the installment price would be $1,080, and our monthly payment would be $90 (determined by dividing the installment price by 12).  Since, on February 1st, we have to make a payment which includes interest AND principal, we really no longer have the $1,000 at our disposal and we will not for the next 11 months.  In fact, the amount that we really have for our use decreases each month because each payment contains interest and principal.  Incredibly, as the months pass, we are still paying 8% on the entire $1,000 although we do not have all of it to use.  Therefore, we actually are paying MORE than 8%.  As it applies to installment loans, APR (annual percentage rate) is the annual simple interest rate equivalent that is being paid on the unpaid balance.

To calculate the APR (which is much higher than 8%), we have two approaches.  The first way is to use a formula called the constant ratio formula.  This formula only gives us an approximation for the APR; however, it is useful and it is as follows:


Approximate APR = 
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TIP:  The "number of payments per year depends on how often you pay, not how long.  For example: if you pay monthly, the "number of payments per year" would be 12 even if the loan was only for 10 months.

For our first example, this would look like:


Approximate APR = 
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As you can see we are actually paying a rate much higher than 8%.

Ex 2:  Suppose we borrow $5,000 for 3 years at an annual rate of 9%.  What is the APR if the loan is repaid with monthly installment payments?

Principal: 




Finance Charge:

Installment Price: 

Monthly Payments:  

Approximate APR:  

There is another way to calculate the APR using the Tables on pages 415 through 417 and this is a two-step process.  

Step #1:  Find the interest per $100 using the following formula



Interest per $100 = 
[image: image3.wmf]Finance charges    100

Total amount financed

´


For our Example 2, this would be:  Interest per $100 = 
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Step #2:  On the pages of tables, find the row that corresponds to the number of payments we will make (for our example, it's 36) and read across until you come to the number that is closest to our answer of 27 from Step #1.  The closest number in that row is 27.01.  Now, read up that column to the rate at the top of it and we see that our APR is about 16.25%.

Ex 3:  Suppose you bought a large-screen television for $2,500 and your monthly installment payment for two years is $126.04.  If there was no down payment, what is the APR (using the Tables)?  
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