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These notes cover three methods used to calculate interest on credit accounts.  Each method can result in different interest charges on the account.

Adjusted Balance Method:

Interest is calculated based on the amount owed after the bill has 


been paid each month.


Charges made during the period are added to the balance at the 


beginning of the period.


Payment received is subtracted from this amount in order to find 


the adjusted balance.

FORMULA:  

Principal (P) x Rate (R) x Time (T)*

*The standard practice is to use 360 days in a year for calculating interest.


The interest amount is added to the adjusted balance to find the 


amount owed (the new balance.)

**See attachment “ Example Sheet of Adjusted Balance Method” 

(Information taken from http://www.bangorfederal.com/
Previous Balance Method:


Calculate based on the outstanding balance at the end of the 


previous billing period.


The current billing period does not include charges and payments.


The most expensive method: takes your previous 




balance that you owed last month and multiplies it by your 


monthly interest rate.


Results in lower finance charges than either of the average daily 


balance methods of calculating interest owed.


Current payments (which would lower the loan balance and thus 


the finance charge) are not included in the calculation. 
(www.careonecredit.com/knowledge/cost-of-credit.aspx; www.ca.uky.edu)

FORMULA:

Previous Balance + Interest + Charges –Payment Made = New Balance

Example:  $500.00 + 7.50 + 160.00 – 100.00 = $567.50

Average Daily Balance:


The balance is calculated for each day of the month.


Interest is based on the average daily balance and then added to 


the balance amount on the last day of the billing period in 


order to find the new balance.


This is the most common and one of the most expensive


methods used for calculating the interest charge 


There is no “free period” or “grace period.” (www.ca.uky.edu)
FORMULA:

(1.) Previous Day’s Balance + Charges – Payments Received That Day = Adjusted Balance for the Day.

THEN

(2.) Day 1’s Adjusted Balance  + Day 2’s Adjusted Balance….+ Day 30’s Adjusted Balance / #of Days = Average Daily Balance.

THEN

(3.) Calculate Interest Based on the Average Daily Balance.

THEN

(4.) Add Interest to Last Day’s Balance  = NEW BALANCE

EXAMPLE: Here is how your interest rate is calculated:

May 22 - May 25 (DB of $250.00 x 4 days) = $1,000.00

*May 26: Add $45.00 charge*
May 26 - June 1 (DB of $295.00 x 7 days) = 2,065.00

*June 2: Add $63.00 charge* 
June 2 - June 14 (DB of $358.00 x 13 days) = 4,654.00

*June15: monthly payment of $125.00* 

June 15 - June 21 (DB of $233.00 x 7 days) = 1,631.00

Total = $9,350.00

***$9,350/31 days in the billing period =$301.61 average daily balance
             ***$301.61 x 1.8% monthly interest rate = $5.43
***NEW BALANCE: $9,350.00 + 5.43 = $9,355.43***

(www.ca.uky.edu)
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