What does “rate of return” mean?

And investment’s rate of return includes income from interest and dividends, as well as any increase or decrease in the asset’s principal value.  

For example imagine you own a mutual fund that generates $1000 a year in dividends.  Imagine also that stock prices are currently rising, so that over the next year the market value of the mutual fund rises 10%.  The yearly total rate of return would include both of theses aspects:  the $1000 dividends and the capital gain of 10%.

It is the total rate of return on an investment, as opposed to its so called yield or income – such as rent (for real estate) or dividends (for stocks) that interests us most in choosing stocks.

Total rate or return allows us to gauge how well an investment is doing and what effect it is having on our net worth.

Does a high rate of return really make that much difference?  And, does a higher rate of return affect my savings substantially?

Absolutely!!  And as the time frame becomes longer, the effect is bigger and bigger.  Remember how inflation works?  Well rate of return works the same way, but it makes your money grow, instead of what inflation does, which is to shrink your money.

Here’s one example:  if you give a baby $2,000 when he is born and the money is invested, and the money has a total rate of return of 11%, how much money do you think the baby will have when he is 65 years old?  The answer is $1,766,134.  As you can see, the effect is dramatic.

I don’t have a lump sum available, just a little money I try to save every year.  Does that approach do me any good?

Absolutely!!  Especially if you start early.  Here’s a example: If a 22-year old invests just $2000/year at 12% total annual return for 6 years, then leaves the money until retirement at age 65, he will have $1,200,000.  But if the same person waits until age 28 to begin, he will have to invest $2,000/year for 37 years to reach $1,200,000.  Six years of interest makes that much difference.  Wow!

