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To: Trustees of OTA Master Trust
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Date: 15 April 2021

Small Pension Pots at OTA Master Trust
This paper has prepared by Kit Taylor and is addressed to the Trustees of OTA Master Trust (‘the Trust’). The purpose of this paper is to provide details on small pension pots and answer questions raised by the Trustees. 
This paper will cover:
· The background behind the increasing number of small pension pots.
· The problems associated with small pension pots.
· The impact of the Trust’s charges on small pension pots.
Background to small pension pots
The term ‘small pension pot’ is assumed to mean a deferred pension savings account with a value of less than £1000. An active pension pot may have a value of less than £1000 but would not be considered to be a small pension pot. This is because contributions will continue to be paid, and the value of the pot will grow. A ‘small pension pot’ is one which has a low value, and which no longer receives contributions.
Over recent years the number of small pension pots across all pension providers has been increasing. There are two reasons behind this rise; the introduction of auto-enrolment, and an increase in deferred members.
The introduction of auto-enrolment has lead to a large increase in the number of employees enrolled in workplace pension schemes. While historically only higher-paid employees had pension pots, now all employees are eligible. This has led to an influx of members who are earning a lower salary and therefore making relatively small pension contributions.
Alongside the increasing number of members, pension schemes are also seeing a rise in deferred members. Lower-paid employees, whose numbers have increased due to auto-enrolment, are more likely to move jobs. The deferred pots they leave behind are often small, because they haven’t been in force for long, and the contributions were relatively small. The current economic uncertainty has led to greater unemployment. This has further contributed to the rise in deferred members. 
Increase in small pension pots at OTA Master Trust
The Trust has seen significant increases in the number of small pension pots. The graph below shows the number of pension pots held in the Trust, for each of the last five years, split by active and deferred. This shows that while the number of active pots has increased slightly since 2016, the number of deferred pots has increased at a much faster rate. At the end of 2020, almost half of the Trust’s pots were deferred.  If the trend continues, deferred pots will soon outnumber active pots. 

The graph above shows the increase in deferred pots of all sizes. At the end of 2020 the proportion of all the Trust’s pots which would be classed as a ‘small pension pot’ was 42%.
Issues with small pension pots
Small pension pots can be problematic for both the Trust and the scheme member. 
A member may feel that the pot is too small to contribute to their retirement, and there is a risk of the pot being forgotten , particularly if it relates to  a short time with an employer.
Monthly charges are taken from each pot to cover the Trust’s costs. Depending on the charging structure, the charges levied on small pots, may not cover all the Trust’s costs. Where the charges include a fixed charge, these fixed charges will have a more significant impact on small pots and could even reduce them to zero. This is considered in more detail in the next section. This will lead to unhappy members with no funds available for retirement. It can also put the financial stability of the Trust at risk. Depending on how the charges are calculated, those taken from small pension pots may not cover all the costs.
Impact of charges on small pension pots
As mentioned in the previous section the charges need to cover the Trust’s costs associated with providing the pension scheme.
The current charging structure for the Trust is:
 £16 annual flat-fee and 0.25% annual management charge (AMC), both deducted monthly.
For small pension pots this charging structure could erode the value of pot to zero before retirement. The table below gives example of what the value of the pot would be at retirement (age 68) for a deferred member aged 22.
	Value at age 22
	Value at retirement

	£100
	£0

	£500
	£200

	£1000
	£1500



This shows that for small pension pots, the charges levied will outstrip any fund growth and result in a decreased fund value or even no value at retirement.
The current charging structure was chosen to ensure that the Trust’s expenses are covered. The expenses for the Trust are administrative costs which are a flat fee per member, and investment costs which vary by pot size. Therefore, setting the charges to be a mix of a flat fee and a set percentage of the pot size aims to reflect the actual expenses of the scheme. 
The percentage charge means that larger pots will incur higher charges. This reflects the high investment costs associated with these pots.
The flat fee charge is the same for all members. It is this part of the charges that results in small pension pots being eroded in value, because it will be a relatively significant percentage of the small pots. 
We have considered alternative charging structures used by other Master Trusts. However, there are disadvantages associated with these structures are indicated below:
· Percentage charge only - this wouldn’t erode pots to zero but the Trust wouldn’t cover its administrative costs on small pots. This would result in larger pots having to subsidise small pots.
· Flat fee only – this would ensure administrative costs were covered on pots of all sizes. It would have the problem of eroding the value of small pension pots, and the investment expenses on large pots might not be covered.
Given the challenges that small pension pots present, we recommend that the board considers performing a charging review. While the review in 2017 showed that the charging structure would be sufficient until 2027 this was based on the assumption that deferred pots would account for 40% of all pots in the scheme. Given that currently almost 50% of pots are deferred and we expect to see that proportion increasing, the assumption used in the review does now hold. 
Summary
A small pension pot is a pot belonging to deferred member where the value is less than £1000. The number of small pension pots is expected to increase. 
Small pension pots can pose a problem for both the member and the Trust. The trustees may want to review the current charging structure given the increasing number of small pension pots to ensure that costs are covered and the charging is fair to members.

If you would like any more information on the subject please do contact me on XXX-XXXXXX.
Kit Taylor


Q2.
i)
The trustees have varying backgrounds but should all have some knowledge of pension schemes. For that reason I used words such as member, deferred and active.
I kept the language simple and clear, for example giving the definition of a small pension pot.
I avoided including too many figures due to the varying backgrounds of the trustees. Instead I used graphs and tables to present the figures that I believed helped with the explanations.
Similarly, I avoided providing too much detail that might not be easily understood, for example the details of the pension charges review.

ii)
I excluded details from pension charges review. In particular I did not list all the assumptions used in the modelling. This level of detail was not appropriate for the paper which only provided a high level discussion on the current charging structure. I also excluded the details on the administrative cost and levy as these figures may be out of date as the review was conducted in 2017.
I decided to exclude the modelling data for policies deferred at age 40. I felt that it was unnecessary to include that in addition to the data for deferred at age 22. 
iii)
I chose to use a bar chart to display the number of active and deferred pots. I wanted to show the trend of increasing deferred pots over time and the bar chart shows this clearly.
I used a table to display the effect of charges on the policy deferred at age 22. The table allows the trustees to easily and clearly see the impact on the pension pot for different starting pot values. While I could have used a chart to display this data I felt that the table was more appropriate for the size of the data set, and made it easier to compare.

Pension savings accounts
Active pots	2016	2017	2018	2019	2020	28104	28861	29752	30628	30714	Deferred pots	2016	2017	2018	2019	2020	10396	14014	21998	24497	30536	Year
Number of accounts
