
MONTHLY PENSION VS. LUMP SUM  
COMMUTED VALUE:  

WHICH OPTION IS BEST FOR ME? 
Introduction

Good news! As part of the many years devoted to your employer, you have accumulated a substantial defined 

benefit pension. The downside? As you prepare for retirement, you are presented with a document, which 

outlines multiple, and sometimes confusing, options regarding your pension. Should you leave your pension 

with your employer and benefit from a monthly, predetermined amount or transfer the lump sum commuted 

value to the financial institution of your choice? If you choose to benefit from your pension, which option is 

best for you? Are you leaving money on the table by choosing one versus another? Maybe.

The decision around selecting the best option for you does not need to be a complex one. However, it 

does require that you dedicate time to analyzing each option and conducting some basic due diligence 

on your employer and their ability to continue to fund the plan in the future. The first step in this process 



entails reviewing the provided document and finding out the date by which you must make your decision. 

Many pension plans will automatically pay the lifetime pension to a member as a default option when no 

instructions are received by their deadline. As this is an important and irreversible decision, make sure you 

do not leave it to last minute. 

With the deadline to submit your pension instructions in mind, you are then presented with two tasks:

1.	 Determine – mathematically – whether it is best to benefit from the monthly pension or to transfer the 

lump sum commuted value; and

2.	 Consider other qualitative factors in making that decision. For example, do you find comfort in knowing 

that you will receive a monthly pension for life? If so, you might value that versus having to invest the 

commuted value and bear the risk of producing a positive return annually.

 The Mathematical Analysis

Although it might sound complicated, the mathematical analysis is actually quite simple. It involves a side-by-

side comparison between the annual stream of income you expect to receive from your pension (including 

indexing if your pension provides for it) versus the annual income you can expect from your investment 

account after you have transferred the commuted value and invested the funds at a conservative rate of 

return. The option that provides the highest annual income throughout your retirement is the better option. 

For example, Sally Smith is 41 years old and is leaving her employer. She has the option to stay in the pension 

plan or take the commuted value of $830,647. Her base pension amount is estimated to be $34,957 per year 

starting at age 60 with a bridge amount payable to age 65 of $2,527 per year (indexed to inflation).



The commuted value option allows her to transfer $314,612 to a locked-in retirement account and $516,035 

is payable to her as a cash lump sum, which is included as taxable income in the year she receives it. She has 

$40,000 RRSP room available, which she will use to offset some of her taxable income in that year. 

Assuming a net rate of return of four per cent, the mathematical analysis projects that Sally would receive a 

cumulative amount of approximately $44,000 more in retirement income from taking the commuted value 

and also have surplus assets remaining at death to leave as an inheritance. 

A certified financial planner should be able to help you with this analysis.

What Is the Commuted Value of a Pension? 
The commuted value of a pension is a single lump sum payment that represents the present value of all future 
pension payments a member is entitled. This amount is calculated by an actuary and is based on a multitude 
of factors such as the member’s age, years of service, the plan’s early retirement provisions and prevailing 
interest rates. It is important to highlight that there is an inverse relationship between the interest rate used in 
the calculation and the ultimate size of the commuted value. 

For example, in simple terms, $800,000 is needed in order to provide an annual income of $24,000 per year 
assuming a three per cent interest rate, whereas only $342,857 is needed to provide the same annual income 
of $24,000 assuming a seven per cent interest rate. 

Many factors need to be considered when choosing the best option for your pension. However, if you have 
reached the optimal age of retirement and you are already leaning towards taking the commuted value, you 
might want to consider retiring sooner rather than later in an environment of increasing interest rates. 



The commuted value of your pension can be used to purchase a life annuity or transferred to a Locked-In 
Retirement Account (LIRA). Depending on the size of the commuted value of your pension, there might be a limit 
to the amount you can transfer into the LIRA. This limit is called the Maximum Transfer Value (MTV). Any amounts 
over the MTV are paid out in cash and subject to tax unless you have sufficient RRSP contribution room to shelter 
that amount.

Other Qualitative Factors 

Additional factors to consider when making your decision include:

•	 How healthy are you? - The longer you live, the more valuable a monthly pension.

If you are in excellent health and your parents lived well into their 90s, you should strongly consider staying 
in the pension plan, particularly if your pension is indexed. On the other hand, if you are in poor health and 
have a shortened life expectancy, taking a lump sum may be more attractive. In addition, when you die, 
the remaining assets stemming from the commuted value will be passed on to your heirs, whereas pension 
benefits cease when you (or your spouse) die.

•	 How healthy is your pension plan?

If your plan is underfunded and your company is struggling financially, taking your money out may be a 
prudent move. Ask your pension administrator for the last triennial valuation of your pension plan or the 
current funding ratio. 

•	 Do you enjoy managing money?

Taking a pension offers the convenience of receiving a guaranteed cheque every month while someone else 
looks after your capital. However, if you withdraw the commuted value of your pension and transfer the funds 
it into a Locked-In Retirement Account, you will have to manage the investments or delegate this task to 
an advisor. In either case, you now bear the risk of managing the funds and producing a consistent positive 
return. 

On the other hand, because interest rates are at historic lows (however, this may not hold true in the near 
future), commuted values are much higher today than they were in the past. That’s because when rates are 
low, a larger principal is needed to generate the same level of benefits.

•	 What is your risk tolerance?

If your investment risk tolerance is low and you are inclined to panic when the market declines, you might be 
better suited to taking a pension.

•	 What other assets do you have? 

If the portfolio stemming from your commuted value fails to achieve the expected returns necessary to fund 
your retirement goals, do you have the ability to adapt by either reducing the goal and/or funding it using 
other revenue sources such as drawing on other sources of capital?



The Pros and Cons 

Pension Commuted Value

Pros

•	 Guaranteed lifetime income that provides longevity 
protection;

•	 Benefits can be indexed to inflation;

•	 No investment management decisions or responsibili-
ties;

•	 Full pension split with spouse for income tax purposes.

•	 Amount subject to portfolio performance;

•	 Investment management;

•	 Possibility of achieving a higher return that will produce 
higher income;

•	 Flexibility of income withdrawal;

•	 Residual value (if any) to be passed on to the heirs.

Cons

•	 On death, reduced survivor amount for the spouse, and 
no residual value upon their demise;

•	 Future pension benefit guarantee is based on the 
financial stability of the employer. Benefits could be 
significantly reduced if the pension fund is not properly 
managed;

•	 No income flexibility (no ability to withdraw lump sum 
for emergencies, etc.).

•	 Client manages the portfolio and bears all the invest-
ment/market risk; 

•	 Risk of drawing more funds than necessary, as capital is 
available;

•	 Risk of outliving the capital;

•	 Capital might be lost due to taxation of a portion of the 
commuted value that is over the maximum amount 
allowed to transfer to a locked-in plan; 

•	 Only registered withdrawals can be split with spouse for 
income tax purposes.

We encourage you to consult with a certified financial planner ahead of making this important and often 
irreversible decision. 
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