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IMPORTANT NOTICE

The term “financial advisor” is used here in a general and 
generic way to refer to any duly authorized person who works 
in the field of financial services, including the following:

· Investment brokers
· Mutual fund brokers
· Scholarship plan dealers
· Exempt market dealers
· Portfolio managers
· Investment fund managers
· Life insurance agents
· Financial planners (F.Pl.)

Copyright © 2016 CFA Montreal. All rights reserved.
Reproduction in whole or in part without written permission of 
CFA Society Montreal is prohibited.
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We save and invest to accumulate wealth so as 

to achieve an appropriate standard of living in 

retirement. Many factors affect the accumulation 

of wealth. Three of these factors are discipline 

(saving consistently), time (how long we save), 

and investment performance (what periodic 

return is achieved on average). Einstein called 

compounded interest the “most powerful force 

in the universe” and with good reason. Wealth 

accumulation not only increases with time and 

with greater returns, but it also increases at an 

accelerating pace.

THE IMPACT 
OF TIME AND 
PERFORMANCE

A Simple Example 
Let’s consider a single investment of $1,000 invested for four 
years at an annual rate of return of 3% or 6%. At this point, 
we do not care whether the return comes from interest, 
dividends, or capital gains. Let’s assume it consists of interest. 
The following table shows how the value of the investment 
increases after each year.

 YEARLY RETURN = 3%  YEARLY RETURN = 6%

Time Capital Interests Capital Interests

Now $1,000 $1,000

Year One $1,030 $30 $1,060 $60

Year Two $1,060.90 $30.90 $1,123.60 $63.30

Year Three $1,092.73 $31.83 $1,191.02 $67.42

Year Four $1,125.51 $32.78 $1,262.48 $71.46
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The power of compounded returns implies that, as time 
passes, the investor not only collects interest income on the 
initial amount of capital invested but will also collect interest 
income on all interest payments accumulated in previous 
years. For example, when the investment return is 3%, the 
yearly interest income increases from $30 in year one to 
$30.90 in year two, $31.83 in year three and then $32.78 in 
year four. Not only does interest income increase with time 
but it also rises at an increasing pace. If the yearly return is 
6%, the power of compounded interest is proportionally more 
significant. Twice as much return implies more than twice the 
accumulation of capital.

A MORE COMPLETE EXAMPLE

Let’s now consider the more realistic example of a periodic 
investment of $1,000 a year (made at the beginning of the 
year) at an annual rate of 3% over 10 years. In this case, the 

final wealth would be $11,808 and it can be attributed to two 
components:

•  $10,000 resulting from 10 capital contributions of $1,000 
(84.7% of final wealth); and

•  $1,808 resulting from the interest income accumulated over 
10 years (15.3% of final wealth).

The power of compounded returns also implies that the 
share of total wealth accounted for by the accumulation of 
investment income will increase when returns are higher. 
Furthermore, this share will increase even faster with the 
passage of time. The two following figures illustrate the 
impact of compounded returns on final wealth for three 
horizons (10, 20, and 30 years) and two levels of investment 
returns (3% and 6%). We maintain our assumption of a $1,000 
yearly investment. 

The first bar chart shows that, if the 
annual investment return is 3%, the 
proportion of the final wealth provided 
by the accumulation of interest income 
increases from 15.3% ($1,808 over $11,808) 
when the investment horizon is 10 years 
to 38.8% ($19,003 over $49,003) when the 
investment horizon is 30 years.

The second bar chart shows that the 
effect of compounded returns is enhanced 
when returns are higher. For example, if 
the annual investment return is 6%, the 
final wealth provided by the accumulation 
of interest income increases from 28.4% 
($3,972 over $13,972) when the investment 
horizon is 10 years to 64.2% ($53,802 over 
$83,802) when the investment horizon is 
30 years.

SOURCES OF ACCUMULATED WEALTH AT 3% RETURN

SOURCES OF ACCUMULATED WEALTH AT 6% RETURN
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There is also another important takeaway from these 
examples. We have shown that, when the investment horizon 
is 30 years, the investor will accumulate $49,003 if the 
investment return is 3%. If the investor starts the savings plan 
10 years later (and reduces the investment horizon to only 20 
years), she will need to invest $1,771 a year (instead of $1,000) 
to achieve the same final wealth of $49,003. If the investment 
return is 6%, the amount of annual savings required climbs to 
$2,149.

Saving early and regularly is paramount to 

achieve a better standard of living in retirement. 

The power of compounded returns increases 

with the average level of return on investment. 

Furthermore, this principle applies whether the 

source of return is interest, dividends, or capital 

gains. The saving effort required from investors 

increases significantly if saving starts later in 

life. Although realizing a greater rate of return on 

investment is desirable, the achievable return is 

determined by economic and market conditions 

but also by the investor’s investment policy (how 

the portfolio is allocated and adjusted over time).


