
The
RANDS 
of time
If you’re lucky enough to

get a bonus this year, you

could blow it on nice-to-haves

– like a new mountain

bike or a Louis Vuitton

handbag. But if you’re smart,

you’ll use it to build your

wealth, says Jackie Cameron

You will set that bonus aside in a growth 
asset and, for now, pretend you never 
got that money.

If you leave it for long enough, your lump 
sum will grow to the point that it will start 
regularly generating bonuses for you of 
the size you are getting this year – all on its 
own. In time, you will be able to buy a fleet 
of smart bicycles and a whole designer-
label wardrobe, if you want. However, I’m 
willing to wager that the wealth-building bug 
will bite when you see how you can boost 
your bonus, and you will want to watch your 
investments continue to grow exponentially.

You probably think that this sounds like the 
sales spin for new magic dragon-seed toys 
that spawn their own fantasy kingdom. Or the 
advert for one of those if-it-sounds-too-good-
to-be-true-it-probably-is investment schemes.

But it’s not. The reason the size of your 
money pot will expand dramatically is 
because you will put to work what Albert 
Einstein called the eighth wonder of the 
world: compounding.

The genius who discovered relativity 
famously said this about the concept: “He 
who understands it, earns it. He who doesn’t, 
pays it.” 

BACK TO SCHOOL MATHS
On the surface, compounding is fairly easy 
to understand. Like most of us you probably 
learnt about it in your maths class at school, 
comparing compound interest to simple 
interest.

Your teacher probably told you: If you 
earn 10% each year on R100 you will have 
R110 at the end of the first year, R120 at the 
end of the second year, R130 at the end of the 
third, and so on. So, every year you get R10 
added to your R100 initial investment.

If, however, you earn compound interest 
on your money, you will apply 10% to a sum 
that gets bigger and bigger every year. This 
means you will magnify your returns.

So, the calculation would look like this: 
At the end of year one you will have R110, at 
the end of year two you will have R121 (10% 
of R110 = R11); at the end of year three you 
will have R133.10. The more you repeat the 
calculation the wider the gap between what 
you would earn in simple interest and what 
you get if you apply compounding.

Although we can get the theory, it’s difficult 
for many of us to grasp the enormity of how 
compounding turbo-charges returns. If you 
look at computer-generated compound 
interest tables and graphs, you will see that 
this phenomenon needs some time to work 
– and then growth reaches a point at which it 
suddenly explodes.

Ian Beere, a Certified Financial Planner 
at Netto Invest in Cape Town, says your 
investment can reach a critical point at which 
it can grow faster than you can put money 
into it. This point depends on how much 
money you invest and the percentage at 
which you are compounding returns.

TAKE OUT YOUR CALCULATOR
As a rough guide: if you earn R300 000 a 
year and set aside 15% (R45 000) of it in a 
Retirement Annuity or unit trust, after investing 
monthly for about six years your investment 
could also be generating a return of R45 000 
a year. And this amount will keep going up.

“The investment starts adding to itself. 

It grows faster than the amount you put in. 
Compounding will produce returns that are 
much higher than the sums you are investing,” 
says Beere.

Even if you don’t add to your money pot, 
you can allow compounding to work for you 
by not touching your savings. The returns 
won’t be as dramatic, but they will still be 
impressive.

Beere cites the example of someone who 
is ready to retire at 60 but does not start using 
his or her retirement savings until they reach 
the age of 65.

That six years of giving compounding 
time to work its miracles can easily boost the 
investment by as much as 25%, depending 
on where funds are invested. The individual 
will be significantly better off when it is time 
to start drawing a pension, purely as a result 
of deciding not to touch his or her money, 
says Beere.

Equally importantly, we often fail to grasp 
that compounding can work against us. 
For example, if we borrow money and are 
charged compound interest, our repayments 
get exponentially larger. Investment costs 
eat into our returns, too, with compounding 
doing their work for the party that is collecting 
these expenses.

Another feature of compounding that 
can be hard to fathom is how very small 
percentages can make a difference to an 
overall return. As Logan Naidu, a Durban-
based Certified Financial Planner, explains  
to clients: a 1% difference in the fees you’re 
charged has a big impact on how much you 
need to save.

If at 55 you have ten years to accumulate  
R5 million to live off in retirement, you 
would have to save about R17 500 a month 
if your investment is costing 1% per annum. 
You would have to increase this amount by 
almost R800 a month if your expenses are 
an annual 2% – if you are to achieve your 
financial goal.

A GET-RICH-QUICK FIX?
It’s not a get-rich-quick fix. It needs time to 
harness its power. If you start early enough, 
you can use it to build significant wealth as  
an ordinary salary earner, explains Naidu. If 
you want R5 million when you retire at age 
65, and you start putting compounding to 
work as soon as you earn a regular income, 
all you need to set aside is R200 to R300 a 
month.

If you wait until you are about 30 years 
old to start working on building a R5-million 
lump sum, you will need to save about R450 
to R600 each month. A 45-year-old with about 
20 years to retirement would have to save 
R3 200 to about R3 800 each month to reach 
the goal of amassing R5 million to live off in 
retirement. Naidu’s figures assume fees of no 
more than 2%.

Of course, you could buy some smart 
cycling gear or even a vintage collectable 
handbag with that annual bonus. You will 
enjoy using your purchase. You might get 
some cash back if you decide to sell later. It’s 
unlikely, though, that you will get anywhere 
near what you could enjoy if you make a 
small money sacrifice now for big wealth 
gains later.

Your choice is this: blow your bonus on 
one must-have accessory now, or 10 treats 
later? I know which one I’d take.
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