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The “Magic” of Compounding
It may seem too good to be true. Even Albert Einstein allegedly called compounding "the
greatest mathematical discovery of all time." There's no sleight of hand involved, but—as with
most "magic"—what is really going on is a lot simpler than you might think.
Here's how it works:
You save money in your retirement plan. The money you save earns money. The money your
money earned earns more money. And so on…
Yes—it really is that simple. The really great thing is, the longer you save, the better
compounding works for you because compounding needs time to work. In fact, saving a little
for a long time generally adds up faster than saving a lot for a short period of time—and it's a
lot easier, too.
Here is a quick example: Assume you save $100 a month (that's only about $25/week). At the
end of a year, you could have $1,212.96, even assuming a 2% rate of return. Keep saving
$100/month, and after five years, you could have more than $6,300! That's right, you’d have
set aside $6,000, and the rest is the cumulative
effect of earnings on your savings. That is the
"magic" of compounding—and it will work for
you in your retirement savings plan.
However, it doesn't stop there. That savings of
$1,000/year can keep growing for you, and the
longer you let it grow, the faster it will add up.
Now, you may not earn 2% every year—or
even in any year, depending on when you start
and where you choose to invest. You could earn more at times, and at times, less. However, in
a very real sense, time is money when it comes to saving for retirement, and the impact over
time is nothing short of magical.
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