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DEATH LUMP SUMS:
DEFINED BENEFIT SCHEMES

What is a defined benefits lump sum death benefit?

Broadly a defined benefits lump sum death benefit is one that is paid from a defined benefits
arrangement (such as a final salary scheme) following the death of a member. A common
example of this type of lump sum is where a member dies whilst still in employment and their
pension scheme pays out a lump sum of a multiple of their salary following their death, e.g. 4
times salary.

When can a defined benefits lump sum death benefit be paid?

If the person died on or after 6 April 2011 a defined benefits lump sum death benefit can be paid
whatever age they were when they died.

If they died before their 75th birthday the defined benefits lump sum death benefit must be paid
within two years of the earlier of the following dates:

e The date the pension scheme administrator first knew of the member’s death, or

e The date the scheme administrator could reasonably have been expected to know of the
member’s death.

If they were 75 or over when they died this two year time limit for paying the lump sum does not
apply.

Who can receive a defined benefits lump sum death benefit?

The tax rules do not set any conditions on who can be paid this type of lump sum. However the
rules of the pension scheme may limit to whom the benefit can be paid.

How much can be paid as a defined benefits lump sum death benefit?

The tax rules do not set a limit on how much can be paid as a defined benefits lump sum death
benefit. However the rules of the pension scheme may set a limit on how much it will pay out.

How is a defined benefits lump sum death benefit taxed?
It depends on how old the member was when they died.

If the member was under 75 when they died this lump sum will be tax free unless the lifetime
allowance charge is payable (see below).

If the member was aged 75 or more the lump sum will be taxed at 55 per cent. So if a £100,000
lump sum is payable the amount of tax due is £55,000. The name of the tax charge is the ‘special
lump sum death benefits charge’. The scheme administrator is responsible for paying this tax.
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Where a defined benefits lump sum death benefit is a paid in respect of a member who
died aged 75 or over who is responsible for paying the tax due?

The special lump sum death benefits charge is due on any defined benefits lump sum death
benefit paid in respect of a member who died aged 75 or over. The rate of the special lump sum
death benefits charge is 55 per cent. The scheme administrator is responsible for paying this tax
charge. The person who received the lump sum is not liable to this tax charge. The scheme
administrator can deduct the tax due before paying the lump sum.

Is a defined benefits lump sum death benefit tested against the lifetime allowance?

It depends on how old the member was when they died.

If the member was aged under 75 when they died the lump sum will be tested against the lifetime
allowance. If the total benefits taken in respect of the member are more than their lifetime
allowance the excess is liable to the lifetime allowance charge. The tax rate of the lifetime
allowance charge will be 55 per cent. The lifetime allowance is £1.8 million. It is reducing to £1.5
million on 6 April 2012.

If the member was aged 75 or over when they died, the defined benefits lump sum death benefit
is not tested against the lifetime allowance.

Is Inheritance Tax due on payment of a defined benefits lump sum death benefit?

Inheritance tax will not normally apply.
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