Question
· Loan amount: $1,000
· Redeemable in 5 years at: $1,250
· Interest rate: 5.9% per year payable
· Total finance cost = interest + redemption premium
1: Calculate total finance cost
· Annual interest = $59 × 5 years = $295
· Redemption premium = $1,250 − $1,000 = $250
· Total finance cost = $295 + $250 = $545
 2: Spread finance cost over 5 years using constant rate of return
· The relevant constant rate of return = 10% per year
· This ensures the same percentage of returns is applied each year to the balance.
 3: Allocate finance cost over 5 years
	Year
	Balance at Beginning of Year
	Finance Cost for Year (10%)
	Cash Paid During Year
	Balance at End of Year

	1
	1,000
	100
	(59)
	1,041

	2
	1,041
	104
	(59)
	1,086

	3
	1,086
	109
	(59)
	1,136

	4
	1,136
	113
	(59)
	1,190

	5
	1,190
	119
	(59 + 1,250)
	0


4: Explanation of columns
1. Balance at Beginning of Year – The outstanding loan amount at the start of the year.
2. Finance Cost for Year (10%) – Interest for the year based on a 10% constant rate of return on the balance.
3. Cash Paid During Year – Actual cash interest paid (5.9% × $1,000 ≈ $59) plus redemption in the final year.
4. Balance at End of Year – Remaining balance after accounting for the cash paid.

 This method shows how to spread both interest and redemption premium over the life of the loan to calculate a constant rate of return.
