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September	2017	was	a	relatively	uninteresting	month	for	the	South	African	economy.		As	we	approach	the	ruling	party’s	elective
conference	in	December	the	front	pages	were	dominated	by	political	news.		We	would	expect	this	to	intensify	over	the	next	few
months	and	we	think	that	there	will	be	quite	a	lot	of	mud	slung	about	between	the	possible	candidates.
	
The	 biggest	 news	 in	 the	 economy	 was	 the	 fact	 that	 interest	 rates	 were	 left	 unchanged.	 	 Many	 economists	 forecast	 that	 the
Monetary	Policy	Committee	(“MPC”)	were	in	a	position	to	cut	rates	by	a	quarter	percent	but	the	MPC	decided	to	be	prudent	and
hold	 interest	 rates	 whilst	 the	 currency	 was	 weakening.	 	 They	 felt	 that	 a	 weak	 currency	 posts	 the	 biggest	 risk	 to	 the	 current
inflation	outlook.		Economists	are	pretty	confident	that	there	will	probably	be	one	more	rate	cut	before	the	end	of	the	year.
	
Inflation	was	reported	at	4.8%	year	on	year.		The	reported	number	is	well	within	the	targeted	bracket	and	thus	isn’t	placing	any
pressure	on	the	MPC	to	change	rates.
	
The	JSE	came	off	 its	 record	highs	closing	down	by	 just	under	2%,	driven	by	 losses	across	all	 sectors.	 	This	wasn’t	unexpected
after	a	very	good	run	in	the	previous	two	months.	 	For	a	few	years	 the	JSE	has	almost	operated	as	 two	different	stock	markets.
	There	are	the	large	multinational	shares	that	earn	most	of	their	revenues	abroad	which	have	all	been	trading	at	high	valuations.	
You	then	have	the	local	companies	who	have	predominantly	South	African	clients.		These	local	companies	are	often	referred	to
as	RSA	Inc	and	are	trading	on	very	low	valuations	with	the	concerns	around	the	South	African	economy.		Many	asset	managers
are	starting	to	see	some	value	in	the	local	companies.
	
The	drop	in	the	JSE	was	slightly	surprising	when	you	consider	how	many	Rand	hedges	are	listed	on	the	JSE.		August	was	a	very
poor	month	for	the	Rand	with	global	tensions	heightened	amongst	with	mud	slung	between	North	Korea	and	the	United	States	of
America.		Added	to	this	it	is	becoming	evident	that	many	developed	countries	are	going	to	hike	their	interest	rates	before	the	end
of	the	year.		The	combination	of	these	two	factors	saw	a	flood	of	money	from	emerging	markets	into	the	development	markets,
causing	 the	 Rand	 to	 devalue	 quite	 significantly.	 	 The	 surprise	 in	 the	 JSE	 was	 that	 the	 Rand	 hedges	 didn’t	 strengthen	 on	 the
currency	weakness.
	
Just	this	past	week	we	have	seen	the	headline	that	the	Finance	Minister,	Malusi	Gigaba,	has	prompted	government	to	dip	into	the
National	Revenue	Fund	to	give	SAA	a	R3bn	bailout	to	help	stave	off	a	default	on	its	debt	obligations	to	Citibank.		The	national
airline	is	a	clear	example	of	how	not	to	run	a	company	and	this	is	just	the	latest	in	a	long	sequence	of	many	bailouts.		R3bn	is	a
very	big	number	and	to	put	that	into	context	we	give	the	following	example.		If	you	had	to	receive	R1m	each	and	every	week	it
would	 take	 you	 19	 years	 and	 3	months	 before	 you	 have	 received	 R1bn	 in	 total.	 	 The	 poor	management	 and	 poor	 corporate
governance	at	many	of	our	State-Owned	Enterprises	is	costing	the	country	a	huge	amount	of	money.		Money	that	could	be	used
for	better	purposes	such	as	education	and	health	care.
	
We	remain	cautious	going	into	the	rest	of	this	year	as	we	don’t	know	what	is	going	to	crop	up	as	the	ANC	leadership	race	heats
up.		The	large	global	credit	ratings	agencies	will	be	issuing	their	next	credit	report	shortly	after	the	elective	conference	and	there
is	no	doubt	that	the	outcome	of	that	conference	could	determine	whether	or	not	we	get	knocked	further	into	junk	status.
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COMPOUNDING	OF	INVESTMENT	RETURNS
	
A	few	years	ago	Investec	had	a	television	advertisement	that	revolved	around	a	peasant	who	saved	the	emperor’s	daughter.		The
emperor	was	so	thankful	that	he	offered	the	peasant	anything	he	wanted.		He	was	a	wise	peasant,	so	he	asked	the	emperor	for	a
grain	of	rice	on	the	first	square	of	a	chess	board,	and	then	to	double	it	each	square	thereafter.
	
One	 grain	 becomes	 two,	 then	 four,	 eight,	 16,	 32,	 64	 and	 so	 on	 –	 each	 square	 being	 double	 the	 one	 before.	 	 The	 second-last
square	is	two	to	the	power	of	62,	and	the	final	square	is	double	that	(two	to	the	power	of	63).		There	was	not	enough	rice	in	the
entire	world	to	cover	that	number.		What	the	story	(and	the	television	advertisement)	seeks	to	demonstrate	is	the	incredible	power
of	compounding.	
	
Albert	Einstein	famously	said	that,	“Compound	interest	 is	 the	eighth	wonder	of	the	world.	 	He	who	understands	it,	earns	it.	 	He
who	doesn’t,	pays	it.”
	
In	our	financial	 theory	for	 this	month	we	look	at	compounding	of	 investment	returns	and	how	the	power	of	compounding	can
benefit	you	in	the	long	run.		The	example	of	the	emperor	and	the	peasant	is	quite	extreme	as	it	is	unrealistic	to	expect	to	receive	a
100%	return	each	year	on	any	investment.		100%	would	be	the	rate	earned	if	your	investment	doubled	each	year	–	the	same	rate
of	growth	as	the	amount	of	rice	in	the	story.		There	are	fortunately	many	other	great	stories	about	compounding	and	it	is	quite	an
easy	concept	to	demonstrate	with	some	graphs.
	
The	Lenape	Native	Americans	and	Peter	Minuit
	
Peter	Minuit	was	the	director	of	the	Dutch	colony	of	New	Netherland	and	he	is	generally	credited	with	orchestrating	the	purchase
of	Manhattan	 Island	 for	 the	Dutch	 from	 the	Lenape	 tribe.	 	 It	 is	 commonly	believed	 that	Minuit	 purchased	Manhattan	 loads	of
trinkets	worth	 $24.	 	 The	Lenape	 tribe	 have	 often	 been	 ridiculed	 as	 the	 island	 eventually	 became	 the	 heart	 of	New	York	City,
boasting	some	of	the	most	expensive	real	estate	in	the	world.
	
Warren	Buffett	commented	on	the	benefit	of	compounding	in	his	1964	Buffett	Partnership	letter,	demonstrating	that	the	Lenape
tribe	may	have	 come	out	 better	 off	 than	 the	Dutch	 after	 the	 trade.	 	He	wrote,	“This,	 of	 course,	 is	 the	 saga	 of	 trading	 acumen
etched	into	history	by	the	Manhattan	Indians	when	they	unloaded	their	island	to	that	notorious	spendthrift,	Peter	Minuit	in	1626.	
My	 understanding	 is	 that	 they	 received	 $24	 net.	 	 For	 this,	 Minuit	 received	 22.3	 square	 miles,	 which	 works	 out	 to	 about
621,688,320	square	feet.		While	on	the	basis	comparable	sales,	it	is	difficult	to	arrive	at	a	precise	appraisal,	a	$20	per	square	foot
estimate	seems	reasonable	giving	a	current	land	value	for	the	island	of	$12,433,766,400	($12.5	billion).		To	the	novice,	perhaps
this	sounds	like	a	decent	deal.		However,	the	Indians	have	only	had	to	achieve	a	6.5%	return	to	obtain	the	last	laugh	on	Minuit.	
At	6.5%,	$24	becomes	$42,105,722,800	($42	billion)	in	338	years,	and	if	they	just	managed	to	squeeze	out	an	extra	half	point	to
get	to	7%,	the	present	value	becomes	$205		billion.”	
	
Had	they	invested	the	money	for	338	years,	the	Lenape	tribe	would	be	able	to	repurchase	the	entire	island	with	all	its	buildings.
	
What	is	Compound	Interest?
	
Compound	interest	is	the	addition	of	interest	to	the	principal	sum	of	a	loan	or	deposit,	or	in	other	words,	interest	on	interest.	It	is
the	result	of	reinvesting	interest,	rather	than	paying	it	out,	so	that	interest	in	the	next	period	is	then	earned	on	the	principal	sum
plus	previously-accumulated	interest.
	
The	 important	 thing	with	compounding	 is	earning	 interest	on	 interest.	 	By	reinvesting	 the	 interest	earned	you	grow	the	balance
that	 is	 used	 to	 calculate	 the	 next	 interest	 income.	 	The	 alternative	 is	 simple	 interest	where	 the	 interest	 is	 only	 calculated	 on	 the
principal	sum	invested.
	
Simple	Interest
Assume	that	your	grandparents	deposited	R10	into	an	investment	account	in	1947	paying	out	9%	a	year.		If	they	received	simple
interest	they	would	have	received	90c	each	and	every	year.		The	value	of	the	investment	70	years	later	would	be	R73.
	
Compound	Interest
If	the	investment	however	earned	compound	interest	than	the	value	of	the	investment	would	be	R4	167.30	–	just	under	60	times
higher.
	

The	Benefit	of	Compound	Interest
	
We,	 at	 Magwitch,	 consistently	 use	 the	 following	 example	 when	 presenting	 to	 large	 groups.	 	 In	 our	 minds	 it	 is	 probably	 the
simplest	demonstration	of	how	compounding	can	grow	your	wealth.
	
Lets	 assume	we	 have	 3	 individuals	 -	 Tom,	Dick	 and	Harry.	 	 Each	 one	 of	 them	has	 a	 40	 year	 investment	 time	 frame	 but	 they
approach	 their	 savings	differently.	 	Tom	 is	 an	early	 starter	 and	he	 invests	R500	a	month	 for	 the	 first	10	years	of	his	 career,	 at
which	 point	 he	 stops	 contributing	 to	 his	 investment	 (R60	 000	 invested).	 	Dick	 is	 similar	 to	 the	 average	 South	African	 and	 he
doesn’t	 contribute	 at	 all	 to	 his	 investment	 within	 the	 first	 10	 years	 but	 then	 consistently	 contributed	 R500	 a	 month	 for	 the
remaining	 30	 years	 of	 his	 career	 (R180	 000	 invested).	 	Harry	 is	 the	 typical	 procrastinator.	 	He	 didn’t	 consider	 or	 think	 about
investing	until	he	was	only	20	years	from	retirement.		He	knew	he	was	in	trouble	so	he	decided	to	contribute	R3	000	a	month	for
the	last	20	years	(R720	000	invested).
	
If	we	 assume	 a	 13%	 pa	 investment	 return	 the	 3	 individuals’	 investments	would	 have	 grown	 as	 demonstrated	 in	 the	 following
graph.
	

Tom	has	by	far	the	highest	value	even	though	he	contributed	the	lowest	amount.		He	has	been	able	to	take	the	best	advantage	of
compounding	due	to	the	length	of	time	of	his	investment.		Harry	has	overtaken	Dick	but	needed	to	put	a	lot	more	in	to	achieve
that.		If	we	had	to	extend	another	year	(and	assuming	Dick	and	Harry	continued	contributing	the	investments	would	have	grown
as	follows:
	

	
If	there	was	another	year	Harry’s	investment	would	have	grown	by	R300k	less	than	Tom’s	investment.		Harry’s	growth	includes
the	R3	000	per	month	that	he	is	contributing	yet	he	will	never	catch	up	to	Tom.
	
Using	Compounding	to	Become	a	Millionaire
	
The	 only	 way	 to	 increase	 your	 wealth	 is	 to	 spend	 less	 than	 you	 earn.	 	 From	 there	 you	 save/invest	 what	 is	 left	 over	 and	 let
compound	 interest	work	 its	magic.	 	 In	 the	 previous	 example	we	 saw	how	Tom	benefited	 the	most	 because	 his	 investment	was
over	the	longest	period.		When	you	start	your	investment	greatly	influences	your	ultimate	outcome.
	
We	believe	 that	 anyone	 can	become	a	millionaire,	 it	 just	 depends	when	you	 start	 saving	 and	how	much	you	 save.	 	The	graph
below	demonstrates	how	much	you	need	to	save	per	month	based	on	your	current	age	in	order	to	reach	R1	million	by	age	65.	
We	have	once	again	used	a	13%	rate	of	return.
	

If	 you	 start	 saving	 at	 age	 20	 you	will	 be	 a	millionaire	 at	 age	 65	 by	 just	 putting	R32.29	 away	 per	month.	 	Over	 45	 years	 that
would	 mean	 you’ve	 invested	 R17	 436.60	 but	 your	 investment	 is	 worth	 R1	 000	 000.	 	 The	 longer	 you	 wait	 before	 you	 start
saving,	the	more	you	need	to	put	away.		Someone	saving	for	just	the	last	5	years	of	their	lives	would	need	to	invest	R11	919.74
per	month	 to	 reach	an	 investment	value	of	R1	000	000	at	age	65.	 	They	would	have	 invested	R715	184.40	over	 the	 five	year
period.
	
How	People	are	Negatively	Affected	by	Compounding
	
As	Einstein	wrote	people	can	be	affected	either	positively	or	negatively	by	compounding.		The	most	obvious	example	of	this	is
the	 use	 of	 credit	 cards	 and	 other	 debt	 to	 make	 purchases	 with	 the	 bank’s	 money.	 	 The	 bank	 charges	 you	 interest	 on	 these
facilities,	generally	at	a	rate	far	higher	than	you	can	earn	on	an	investment.		People	get	into	a	debt	cycle	where	large	portions	of
their	credit	 card	 instalments	are	 settling	 interest	 as	opposed	 to	 reducing	 the	outstanding	capital	owing.	 	This	 is	why	 it	 is	 always
advisable	to	avoid	short	term	debt	as	you	end	up	paying	more	for	those	shoes,	the	fridge	etc	that	you	didn’t	really	need	to	buy
this	month.
	
The	other	way	people	 are	 affected	by	 compounding	 is	 the	negative	 impact	 of	missed	opportunity.	 	 If	 you	 are	 in	 a	 position	 to
have	an	investment	grow	for	a	long	period	of	time	and	then	you	withdraw	that	 investment	you	will	miss	all	 the	future	growth.	
The	most	common	example	we	see	in	this	regard	is	the	withdrawal	of	retirement	savings	benefits	when	changing	jobs.		Firstly	the
amount	gets	affected	by	tax	and	secondly	you	will	end	up	with	less	at	retirement	age.		R10	000	withdrawn	at	the	age	of	30	would
have	been	worth	just	under	R1m	at	age	65	if	it	had	been	transferred	to	the	new	employers	fund	or	to	a	preservation	fund.
	
	
We	are	always	very	passionate	about	how	 long	 term	 investing	can	make	you	wealthy.	 	You	need	 to	understand	 the	benefits	of
compounding	 and	 take	 advantage	 of	 compounding.	 	 Due	 to	 compounding	 we	 believe	 that	 time	 in	 the	 market	 is	 far	 more
important	 than	 timing	 the	market.	 	We	 suggest	 that	 you	 start	 saving	 as	 soon	 as	 possible	 in	order	 to	maximise	your	wealth	 and
leave	it	to	grow	for	as	long	as	possible.
	
The	above	mentioned	examples	have	been	simplified	to	allow	you	to	understand	the	benefits	of	compounding	and	how	it	works.	
For	 this	 purpose	we	 have	 not	 taken	 into	 account	 tax	 and	 inflation.	 	You	will	 however	 always	 be	 better	 off	 having	 saved	 and
benefited	from	compounding	than	not	having	saved	at	all.
	

	

ABOUT	MAGWITCH

	
Magwitch	Securities	is	a	Financial	Services	Broker	offering	the	following	products	as	a
comprehensive	financial	solution	to	both	individuals	and	businesses:

	
• Employee	Benefits • Retirement	Planning • Money	Market
• Medical	Aid • Investment	Planning • Investments
• Risk	Benefits • Estate	Planning • Treasury	Management
• Short	Term	Insurance • Foreign	Exchange • Trust	Administration
	
t:	011	453	3048 f:	011	453	0715 www.magwitch.co.za

	
Magwitch	Securities	Proprietary	Limited	is	an	authorised	financial	services	provider,
registered	with	the	Financial	Services	Board	-	FSP	number	26829

	
	
	
Disclaimer:	Although	every	 effort	 has	been	made	 to	 ensure	 the	 accuracy	of	 the	 content	of	 this	newsletter,	Magwitch	Securities
(Pty)	Ltd	 accepts	 no	 liability	 in	 respect	 of	 any	 errors	 or	 omissions	 contained	 herein.	The	 contents	 of	 this	 newsletter	 cannot	 be
construed	as	financial	advice	and	does	not	confer	any	rights	whatsoever,	enforceable	against	any	party	and	does	not	replace	any
legal	contract	or	policy	which	may	be	subject	to	terms	and	conditions.
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