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Everything you ever wanted to know 

about Pensions but were afraid to ask! 
 

Some More Definitions – Commutation  

Many pension schemes, particularly the larger Defined Benefit schemes, pay out a lump sum as 
well as a pension upon retirement. The lump sum is normally a multiple of your pension. For 
example, in the NHS the lump sum is 3x your pension. So if you received a pension of £5,000 p.a. 
you would receive a pension of £15,000. The lump sum is tax free. 

However, this facility is being increasingly withdrawn by many schemes. Those schemes now 
offer “commutation” whereby you have to give up part of your pension in order to receive a lump 
sum. (You ‘commute’ part of your pension into a lump sum).  

Tax rules allow you to give up as much as 25% of your pension in return for a lump sum. Currently 
in public sector schemes the “commutation rate” is 12 – i.e. for each £1 of pension you give up you 
receive a £12 lump sum 

In the example above someone who received a £5,000 p.a. pension would receive a £15,000 lump 
sum. Under this new system someone in receipt of a £5,000 p.a. pension would receive no lump 
sum. They would need to give up part of their pension to receive a lump sum. 

If they gave up the full 25% (25% of £5,000 = £1,250) their pension would be reduced to (£5,000 - 
£1250 =) £3,750 p.a. and they would receive a lump sum of (1,250 x 12) £15,000 

Old System: Pension £5,000; Lump Sum £15,000 
New System: Either Pension £5,000; Lump Sum £15,000 or Pension £3,750; Lump Sum £15,000 - or 
anything in between* 
*One is not required to commute the whole 25%, one can commute as much or as little as one prefers 

This adds flexibility and choice to the pension package and the schemes continue to monitor the 
appropriateness of the commutation rates 

Nothing is more important that a decent pension in retirement – 
Pensions, your pay when you retire! 


