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WHAT COMPOUNDING CAN DO FOR YOU – In this article we aim 

to provide an illustrated explanation on the amazing power of compound interest. 

 

'Compound interest is the eighth wonder of the world. He who understands it, earns it. He who doesn’t, 
pays it.'  – Albert Einstein 

 
WHAT IS COMPOUNDING? 
 
Compound interest is one of the principal financial benefits freely available to investors and is something anyone can access 
by opening a simple investment or savings account. In simple terms, compound interest can be thought of as ‘interest on 
interest’ - the interest on a sum of money is added to the original amount, so that the interest also earns interest. Given time, 
compounding can enhance the future value of your investment by many multiples! 
 

HOW DOES COMPOUNDING ACTUALLY WORK? 
 

The impact of compounding depends on: 
➢ The amount invested 
➢ The investment term   
➢ The growth rate 
➢ The compounding frequency * 

 
* The more frequently interest is added to the original investment amount, the greater the impact of compounding. For example, daily compounding means that 
you earn returns each day on the original amount that you invested, as well as on the additional returns that are added to your investment on a daily basis. This 
has a greater impact than compounding monthly, which has a greater impact than compounding annually. 

  
Practical example: An investment of R100 000 for 5 years at an annually capitalised return of 10%. 

PERIOD INVESTMENT VALUE RETURN RATE @10% TOTAL AMOUNT 

1st YEAR R100 000 R10 000 R110 000 

2nd YEAR R110 000 R11 000 R121 000 

3rd YEAR R121 000 R12 100 R133 100 

4th YEAR R133 100 R13 310 R146 410 

5th YEAR R146 410 R14 641 R161 051 

 
Over 30 years your R100 000 would grow to R1 744 940 = a gain of R1 644 940. If your returns had not been added to the 
original amount and thus reinvested to grow, but instead you spent the annual interest, the total gains from your investment 
would have equated to only R300 000 (R10 000 per year for 30 years). Since you would have spent this R300 000, you would 
only have the original R100 000 still invested. Interestingly, the same investment would be worth R1 983 739, had the interest 
been compounded (added to the investment) on a monthly basis. 
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PRACTICAL EXAMPLES OF THE AMAZING POWER OF COMPOUND INTEREST. 
 

Example 1: WHEN YOU START SAVING HAS A SIGNIFICANT IMPACT ON HOW MUCH YOU ULTIMATELY SAVE 
 
The chart below shows three investors that began saving at different stages of their lives and attempts to emphasize the impact 
of what harnessing the power of compounding can contribute towards your savings over the long term. 
 
In the example, we have assumed an investment of R10 000 per annum by each investor, an annual return of 10% and a 
retirement age of 65.  
 
The first investor is Jean, who invests for 10 years – from age 25 to 35 – and then retains the investment until retirement. The 
second investor, Peter, delays saving for retirement until age 35 and then saves R10 000 per annum for 30 years. The last 
investor, Ryan (the ideal investor) contributes steadily, at the same level of R10 000 per annum, towards his retirement for his 
entire career.  
 
The outcome is that if you consistently contribute towards retirement throughout your entire career, like Ryan, you will be far 
more financially secure than someone who delays saving. However, the exercise also highlights the importance of contributing 
towards your retirement early in your career, like Jean, who contributed to his investment for only 10 years early in his career 
and ends up with more wealth than Peter, who saved for 30 years later in life. 
 
Summary:  

➢ Jean, who invests R10 000 per year, from age 25 to 35 (10 years only), ends up with R3 059 084 at retirement. 
➢ Peter, who invests R10 000 per year, from age 35 to 65 (30 years), ends up with R1 809 434 at retirement. 
➢ Ryan, who invests R10 000 per year, from ages 25 to 65 (40 years), ends up with R4 868 518 at retirement 
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Example 2: RE-INVESTING DIVIDENDS 
 
Dividend reinvestment, can achieve many of the same benefits that the compounding of interest offers. When you reinvest 
dividends into the market by purchasing more shares with the accumulated dividends, you should ultimately also increase your 
wealth exponentially over time.  
 
If you were to invest R100 000 in a dividend stock that had an average annual return of 12% (a total of stock price appreciation 
of 10% plus dividend yield of 2%) and you reinvested the dividends, in 30 years that investment would equate to R2 995 992. 
However, if you invested R100 000 in a non-dividend paying stock with the same annual return over the same amount of time, 
your total investment would equate to only R1 744 940. That’s a substantial difference of R1 251 052! 
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Example 3: HOW MUCH YOU NEED TO SAVE TO GET TO R10m AT RETIREMENT 
 
To emphasise the importance of early saving towards retirement, we’ve created a useful chart showing how much you would 
have to save (monthly) beginning at different stages of your life to ensure a comfortable retirement.  
 
We assume a 10% annual rate of return, compounded monthly, to illustrate the required monthly contributions to accumulate 
a retirement fund of R10 million, starting at different ages. 
 
So, if you are 20 years old, and you want to retire with R10m, you should be saving R946 per month. If you start at 35 years 
old, the monthly saving requirement jumps to R4 387. As shown below, your required contribution escalates incrementally, 
the later you start saving towards retirement. 
 

 

 

 
WHEN COMPOUND INTEREST IS YOUR ENEMY? 
 

When it comes to loans, we all know that the interest that is continually added to the initial principal can be hard to stomach.  
 
Although it is unlikely that you will experience compounded interest on a loan, unless for some reason your monthly repayment 
is lower than the monthly interest capitalization (which should never be the case as the loan will never be settled), it is critical 
to understand the treatment and impact of interest on loans.     
 
The primary reason for the significant total amount that is ultimately paid on any loan over the loan term, is that the interest 
is added to the capital on a monthly basis (in most instances), while your repayment is first allocated to the settlement of this 
interest with only the balance ultimately being allocated to the actual settlement of the primary debt.  
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One way to combat the negative effects of this interest is to repay slightly more than the minimum required repayment each 
month. For small loans like credit cards, it is ideal to pay off the total as soon as possible. However, for large debts like a home 
loan, the payment of slightly more than the minimum each month will lead to very significant savings over time. 
 
Practical example: A home loan of R3 000 000 for 20 years at Prime (10.25%). 
 
The original repayment on a home loan of R3 000 000 at Prime for 20 years would amount to a monthly payment of R29 449.30 
(240 payments). By simply increasing the monthly payments by roughly R2000 (increase of 8.66%) or R5000 (increase of 
18.85%), the number of monthly payments is significantly reduced to 190 and 155 respectively. Another way of looking at it is 
the total payments based on the original plan amount to R7 067 832. By increasing the monthly payments, you will save R997 
859 (total payment R6 069 973) or R1 647 073 (total payment R5 420 759) respectively. 
 

 

 
HOW DO YOU ENSURE COMPOUNDING WORKS FOR YOU? 
 

To benefit from compounding, you first have to start saving and the sooner you start the better. You have to be 
disciplined and ensure that you don’t spend your investment returns before you reach your savings goal.  
 
Salient points: 
 

1. Start early. 
2. Small differences in costs and returns matter. 
3. Consider increasing your savings with at least the inflation rate annually. 
4. Don’t squander your inheritance or investment returns. 
5. Over time, regular saving of quite small amounts can accumulate to an astonishingly large sum of money. 
6. Time and patience are the friends of compounding (and therefore of investing). 
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