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The power of “compound interest” is a concept that has been around for a long time, and its benefits can be applied to a number
of strategies designed to help accumulate wealth over time. The secret is to start early, and let time work its magic. In this
article, we share some ideas that leverage the power of uninterrupted compounding to help our clients accumulate wealth at an
early age.

Example of compound interest

Let’s review the basics of compound interest by looking at two 25-year-old investors who make different decisions about
contributing to their 401(k).

Investor A contributes $19,000 to his 401k for the next 15 years, and then stops contributing.
Investor B decides she can’t afford to contribute to her 401k right now and waits until she is 35 before contributing. She
then contributes $19,000 for 30 years, twice as long as Investor A.

 If we assume that each investor earns 5% interest per year, who will have more money at age 65?

If you guessed Investor A, you are correct. Even though Investor A contributed only half of the amount that Investor B did,
Investor A ends up with $125,120 more than Investor B, thanks to having those 10 additional years of uninterrupted
compounding.

It’s not always about how much you contribute...but how early
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Ideas to leverage uninterrupted compounding

Listed below are three ideas designed to leverage the power of uninterrupted compounding to help build wealth at an early age.

1 | Fund a Roth IRA for your children and/or grandchildren

Many of our clients – regardless of their income level – use Roth IRAs or Roth 401(k)s as part of their wealth accumulation plan.
In these accounts, after-tax money is contributed, growth is tax-free, there is no required minimum distribution, and when (or if)
you do withdraw the money, qualified distributions are tax-free.

You can also use a Roth IRA to help your child or grandchild take advantage of uninterrupted compounding. Assuming your
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child or grandchild earns an income (from a summer job, for example), you can contribute to a Roth IRA in their name up to their
earned income amount. The chart to the right shows how that early investment can grow over time, assuming a 5% rate of
return.

Child Roth IRA

Age Year Child's Income Contribute Return Dollar Amount
12 2 $500 $500 5.00% $1,051
14 4 $1,500 $1,500 5.00% $3,709
16 6 $3,000 $3,000 5.00% $9,189
18 8 $5,000 $5,000 5.00% $19,331
20 10 $15,000 $6,000 5.00% $33,088
22 12 $70,000 $6,000 5.00% $48,779
24 14 $80,000 $6,000 5.00% $66,079
26 16 $90,000 $6,000 5.00% $85,152
28 18 $100,000 $6,000 5.00% $106,180
30 20 $110,000 $6,000 5.00% $129,363

Assumptions:

5% straight-line annual returns
$7,000 maximum contribution to Roth IRA if you’re under age 50. $8,000 if 50 or older (Tax Year 2023 IRS Law)
Child begins full-time work at age 22 earning a salary, grown by $6,000 annually
Assumes Modified AGI falls within income limitation for Roth Contribution

 

2 | Be strategic about college funding

With the average cost of a private university being upwards of $300,000 by the time a newborn is in college (in today’s dollars),
uninterrupted compounding becomes extremely important. In a previous article, we discussed the benefits of 529 College
Savings Plans.

In addition to starting these contributions as soon as possible, it might make sense to explore ideas to put as much money to
work as soon as possible. For example, potentially using some of your “lifetime exemption” to make a 5-year lump sum
contribution, or overfunding your first child/grandchild’s account knowing that 529 accounts are portable.

Your Mesirow wealth advisor can help you decide which options make the most sense for you and your family.

3 | Stay invested, in good markets and in bad

Staying invested – in good markets and in bad – is vital to leverage uninterrupted compounding. Missing just a few days of good
market returns can drastically affect your performance.

Staying invested goes well beyond just being able to stomach gyrations in the market (and your account balance). Asset
allocation, debt management, insurance, and cash flow management all play a role in helping to ensure that your financial plan
can stay on track during different market environments.

A solid financial plan can help create the infrastructure to weather the unexpected, such as a break in income due to death or
illness of a family member, or a short term increase in cash needs. By planning ahead, you can eliminate the need to draw from
your investment portfolio and interrupt the compounding, potentially at an inopportune time.

In summary

The power of uninterrupted compounding is not a new concept, but it is a proven one. Applying this concept as part of a strategic
wealth management plan allows our clients to help achieve the goals they wish to accomplish. We gave just three examples
above. We recommend you speak with your Mesirow wealth advisor about how you can leverage these ideas as port of your
financial plan.
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