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Employment termination payments
Taxation of employment termination payments 
has changed from 1 July 2007

By Rob Lavery 
Technical Services Specialist, ING Australia

Before 1 July 2007, employment termination payments and payments from 
superannuation funds were both “eligible termination payments” which received 
similar tax concessions to encourage individuals to save for their retirement. Due to 
the significant tax concessions now available for superannuation benefits (removal 
of limits on concessionally taxed benefits and tax free benefits for individuals 
over 60) it is no longer appropriate to treat employment termination payments as 
retirement payments.

EmploymEnt tErmination paymEnts

Employment termination payments are lump sum payments made in consequence 
of the termination of an individual’s employment. They include:

● Severance payments, a gratuity or golden handshake

●  Unused rostered days off (RDOs)

●  Payments in lieu of notice

●  Unused sick leave

●  Compensation for loss of job

●  Compensation for wrongful dismissal

●  Payments because of invalidity

●  Genuine redundancy or early retirement scheme payments  
over the tax free amount

●  Payments after the death of an employee
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They do not include:

●  Payments made from superannuation funds

●  Pension or annuities

●  Unused annual leave or long service leave entitlements

●  Tax free part of redundancy or early retirement scheme

 payments

●  Capital payments for personal injury or restraint of trade

An employment termination payment can be made in cash or 
as a transfer of property. The value of a payment in kind is the 
market value of the property less any consideration given.

There are two types of employment termination payments.

A “life benefit termination payment” refers to a payment made 
to an individual in consequence of the termination of the 
individual’s employment.

A “death benefit termination payment” is a payment made to 
an individual after another person’s death, in consequence of 
the termination of the other person’s employment.

Employment termination payments are treated differently to 
superannuation payments. A higher amount of tax is generally 
payable on employment termination payments and except 
for arrangements which meet the transitional requirements, 
employment termination payments cannot be rolled into 
superannuation.

taxation of EmploymEnt  
tErmination paymEnts
Employment termination payments consist solely of tax free 
(representing invalidity and pre-July 1983 segments) and 
taxable (representing the balance of the payment, ie post June 
1983 segment) components.

Tax free component
The tax free component is not subject to tax (ie it is not 
assessable income and is not exempt income).

 
Pre-July 1983 segment

The pre-July 1983 segment represents the portion of the 
payment that relates to employment prior to July 1983. It is 
calculated by apportioning the payment based on the number 
of days of service prior to 1 July 1983 divided by the total 
number of days in the individual’s service period.

Invalidity segment

An invalidity segment is calculated if:

●  the payment was made to a person because they can no 
longer work because of physical or mental ill-health;

●  the person stopped working before they reached their last 
retirement day; and

●  two legally qualified medical practitioners have certified 
that it is unlikely the person can ever work again in a 
role for which they are qualified by virtue of training, 
experience or education.

It is calculated as the portion of the payment that represents the 
period between termination and the person’s last retirement 
day.

Where:

Days to retirement: is the number of days from the day on 
which the person’s employment was terminated to the last 
retirement day.

Last retirement day: if an individual’s employment or office 
would have terminated when he or she reached a particular 
age or completed a particular period of service – the day he or 
she would reach the age or complete the period of service (as 
the case may be); or in any other case – the day on which he or 
she would turn 65. Employment day: is the number of days of 
employment to which the payment relates.

Example:

Angus has been an employee of Happy Days company for 10 
years. At age 45, he is no longer able to continue to work as 
a result of an accident. Two doctor’s certificates have been 
provided to his employer as evidence that he is unable to work 
again in a role for which he is qualified.

His employer holds an insurance arrangement on the lives of 
its employees and will pay Angus an employment termination 
payment of $200,000 due to invalidity. The invalidity segment 
of the payment is calculated as follows (approximate days are 
used):

As Angus has no pre-July 1983 service with his employer, 
the employment termination payment consists of a tax free 
component of $133,333.33 which comprises of invalidity 
segment only. The remainder of the payment ($66,666.67) is 
taxable component.

employment termination payment

employment days + days to retirement
X  days to retirement

$200,000

3650 + 7300
X  7300 = $133,333.33

Employment Amounts up to Amounts over 
termination payment $140,000# $140,000#

Paid to employee who 30% Top marginal tax rate 
is below preservation age

Paid to employee who has 15% Top marginal tax rate 
reached their preservation age*

Death benefit paid  0% Top marginal tax rate 
to dependant^

Death benefit paid  30% Top marginal tax rate 
to non-dependant

* Applies if payment is received after preservation age or in the year in which the person will    
   reach preservation age.

^ A ‘death benefits dependant’ as defined for tax purposes.

# Indexed annually



51The Australian Journal of Financial Planning

a Financial Standard publication Volume 2  Number 2  2007  

Taxable component
The balance of the payment after the tax free component 
is calculated is the taxable component. It is included in an 
individual’s assessable income for tax purposes.

The taxable component is taxed as shown below (the Medicare 
levy is payable in addition to the maximum rate of tax).

Life benefit termination payments

Less tax is payable on an employment termination received by 
an individual after they reach preservation age or in the year in 
which they turn preservation age, than if it was received by an 
individual who is below their preservation age.

Death benefit termination payments

Death benefit termination payments are taxed more 
concessionally when paid to a dependant than a non-dependant. 
The additional tax concessions available for dependants reflects 
the reliance these people had on the income of the deceased.

Payments to estate

Death benefit termination payments to the estate are subject 
to slightly different treatment than payments made directly to 
beneficiaries.

The portion of the payment that will benefit dependants (or 
nondependants) is subject to tax as if the trustee of the deceased 
estate was a single dependant (or single non-dependant) who 
received the payment.

Assessing the trustee of a deceased estate in this way may 
result in higher tax being payable where there is more than 
1 dependant (or non-dependant) who will receive the benefit 
via the estate.

Example

Reece is the trustee of his father Owen’s estate. Owen’s will 
evenly divided his estate between wife, Alice, son Reece 
and daughters Penny and Melanie. Alice and Melanie are 
dependants of Owen but Reece and Penny are both over 18 
and are nondependants.

As trustee, Reece receives a death benefit termination payment 
from Owen’s employer of $300,000 (of which there is no tax 
free component). One half of the payment ($150,000) will be 
treated as though it had been paid to the trustee (Reece) as 
a dependant of Owen. The first $140,000 is tax free and the 
balance of $10,000 is taxed at the top marginal rate ($4,500).

The remaining $150,000 will be treated as if it had been paid 
to the trustee (Reece) as a non-dependant of Owen. The first 
$140,000 will be taxed at 30% ($42,000). The remaining 
$10,000 will be taxed at the top marginal tax rate ($4,500).

 
Total tax on the benefit is:

Dependants  $4,500

Non-dependants  $46,500

Total   $51,000

 
However if all of the beneficiaries received the payment directly 
from Owen’s employer, the total tax would be $45,000 (plus 
Medicare levy) calculated as follows:

Alice $75,000 Tax free 

Melanie $75,000 Tax free

Reece $75,000 $22,500 (30% tax + Medicare levy)

Penny $75,000 $22,500 (30% tax + Medicare levy)

Total tax  $45,000 (plus Medicare levy)

This represents a saving of approximately $6,000 in tax.

EmploymEnt tErmination cap
The $140,000 (2007/08) limit (called the employment 
termination payments cap) applies per financial year with the 
limit being reduced by any earlier payments received in the 
same financial year. The limit is indexed annually to increases 
in Average Weekly Ordinary Time Earnings (AWOTE) but 
will only increase once the indexed amount exceeds $5,000.

The limit also applies per termination payment with the cap 
being reduced by any earlier payments received in relation 
to the same termination. This means that you cannot reduce 
tax payable by staggering a termination payment over two 
financial years.

Example

In October 2007, Julia retires from her position as executive at 
XYZ Company at age 67 after working there for 10 years. She 
receives a payment of $300,000 as a retirement bonus. As there 
is no tax free component (invalidity or pre-July 1983 segment) 
the entire payment consists of taxable component (post-June 
1983 component). Julia will pay tax at no more than 15 per 
cent (plus Medicare levy) on the first $140,000 of the payment 
and at the top marginal rate (46.5 per cent) on the remaining 
$160,000.

If Julia was to arrange with her employer to make a payment of 
$140,000 in the 2007/08 financial year and another payment 
of $160,000 in the following financial year, the tax concession 
in the second year is reduced by the $140,000 she received 
at concessional rates in the earlier year. If the employment 
terminations cap did not increase in value, the entire $160,000 
would be taxed at the top marginal rate (plus Medicare levy).

Independent caps apply to life benefit termination payments and 
death benefit termination payments. That is, any death benefit 
received does not count towards the life benefit termination 
payments cap and any life benefit received does not count 
towards the death benefit termination payments cap.

12-month rulE
Payments must be made within 12 months of termination of 
employment. However, where delays in payments are deemed 
reasonable the Commissioner may grant an exemption. An 
example of this may include a legal dispute between employer 
and employee, or where the employer is suffering financial 
difficulties and is unable to pay within the timeframe.

Payments made outside the 12 month period that have not 
received an exemption are treated as assessable income and 
taxed at the individual’s marginal tax rate. Genuine redundancy 
and early retirement scheme payments (including amounts in 
excess of the tax free portion) are exempted from the operation 
of the 12-month rule.
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transitional arrangEmEnts
Transitional arrangements apply for individuals with 
employment termination payments specified in their existing 
employment contract as at 9 May 2006, provided that the 
payment is made prior to 1 July 2012. These arrangements are 
only open to employment contracts where the amount of the 
payment is able to be objectively determined by way of formula 
and will retain the ability to rollover to a superannuation 
fund.

Example

Henry is to have his employment terminated after 1 July 2007.
If Henry’s employment contract (which existed as at 9 May 
2006) entitled him to 5,000 shares in the company or to an 
amount of $50,000, this would meet the transitional provision 
requirement of being a specified amount or providing for a way 
to work out this amount.

If the employer has discretion as to whether the payment 
is made, then the transitional provisions are likely to be 
satisfied provided the value of the payment can be objectively 
determined. If the amount of the payment is at the complete 
discretion of the employer the requirements of the transitional 
provisions would not be met.

Note that the transitional arrangements do not apply to 
payments made upon death.

Transitional termination payments
The tax free component of a transitional payment is not subject 
to tax. The taxable component is taxed as shown below (the 
Medicare levy is payable in addition to the maximum rate of 
tax).

DirEctED tErmination paymEnts
Where a transitional employment termination payment 
is rolled over to superannuation (known as a Directed 

Termination Payment), the payment is not subject to 
income tax but is included in the assessable income of the 
superannuation provider where a 15 per cent contributions 
tax will apply to the taxable component. In addition, if the 
taxable component exceeds $1,000,000, the excess will count 
towards the concessional contributions cap and potentially 
the nonconcessional contributions cap. Amounts in breach of 
these caps may incur excess contributions taxes which range 
between 31.5 per cent and 78 per cent.

Note a directed termination payment is a rollover from outside 
the superannuation system and is subject to the contribution 
rules. Therefore a person who is aged 65–74 must be gainfully 
employed for at least 40 hours during any unbroken 30 day 
period in the financial year in which the contribution is 
made.

lowEr anD uppEr caps
The lower ($140,000 indexed) and upper ($1,000,000) 
limits or “caps” apply per individual for the duration of the 
five year transitional period with the limits being reduced by 
any transitional termination payments received or directed 
termination payments rolled over between 1 July 2007 and  
30 June 2012.

These caps which apply to transitional arrangements operate 
separately to the general employment termination cap. That is, 
a normal employment termination payment does not reduce 
the lower or upper cap and a transitional termination payment 
does not reduce the employment termination cap.

The lower cap only applies to payments received by a person 
who has reached preservation age (including payments received 
in the year in which they turn preservation age). This limit is 
reduced by all previously received transitional payments which 
have been taxed at the lower rate of 15 per cent. In addition, 
the lower cap is further reduced if the total transitional 
payments received before preservation age and all directed 
termination payments made after preservation age exceed the 
difference between the upper and lower cap (cap difference). 
This is known as the “cap excess” and prevents a person from 
receiving more than $1,000,000 of transitional termination 
payments before and after preservation age at concessional tax 
rates.

*  Applies if payment is received after preservation age or in the 
    year in which the person will reach preservation age.

#  Lower cap is indexed annually, the upper cap is not.

 Amounts up Amounts between Amounts 
Age to $140,000# $140,000# and $1M over $1M

Under 30% Top marginal 
preservation  tax rate 
age

Over 15% 30% Top marginal 
preservation   tax rate 
age*

 Component Tax on rollover to fund

 Tax free – Pre July 1983 segment 0%

 Tax free – Invalidity segment 0%

 Taxable – Post-June 1983 segment 15%
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Calculation of cap excess
Step 1. Add up the total taxable components of all transitional 
termination payments received and any directed termination 
payments rolled over, before the year in which the person 
reaches preservation age.

Step 2. Add to result in step 1 (if any), the taxable components 
of directed termination payments rolled over after preservation 
age (including those rolled over in year in which the person 
turns preservation age).

Step 3. Calculate the cap difference which is equal to the $1 
million (not indexed) less the employment terminations cap 
$140,000 (indexed).

Step 4. Cap excess is the sum of steps 1 & 2 less the cap 
difference (but not below zero). The upper cap is reduced by 
the taxable components of all previous transitional payments, 
including directed termination payments.

Example

Esther is a director of ABC company. Under the terms of her 
contract as at 9 May 2006, she is entitled to a termination 
payment of $800,000. She is also a director of DEF company 
and under the contract as at 9 May 2006, she is entitled to a 
payment of $300,000 on termination.

On 1 July 2007, Esther retires at age 53 from her role at ABC 
company and receives her transitional termination payment of 
$800,000. On 1 July 2009, she retires at age 55 from DEF 
company and receives a payment of $300,000.

The payments consist of taxable component only.

Taxation of $800,000 payment
$800,000 is taxed at 30 per cent (plus Medicare levy) as she 
is under preservation age and the taxable component of the 
payment does not exceed the upper cap of $1 million.

Taxation of $300,000 payment
Assuming the $140,000 employment termination cap increases 
to $150,000 in 2009/10 due to indexation, the cap difference is 
$1,000,000 - $150,000 = $850,000.

The cap excess is $850,000 - $800,000 = $50,000
The cap excess reduces the indexed lower cap $150,000 to 
$100,000. The low rate part or $100,000 is taxed at 15 per cent 
(plus Medicare levy).

The middle rate part of the payment which is taxed at 30 per 
cent (plus Medicare levy) is calculated as follows:

Remaining upper cap – remaining lower cap
Esther’s upper cap of $1M has been reduced by the previous 
payment of $800,000 to $200,000.

The indexed lower cap of $150,000 has been reduced by her 
cap excess of $50,000 to $100,000.

$200,000 - $50,000 = $150,000

The middle rate part is $150,000 which is taxed at 30 per cent 
(plus Medicare levy).

The remaining $50,000 of the payment is taxed at the top 
marginal rate plus Medicare levy.

Transitional termination  
payment pre-payment statement
Employers who pay a transitional termination payment must 
provide an individual with a pre-payment statement. The 
statement includes the components of the proposed payment 
and provides the person the choice to receiving the payment or 
rolling it over to a superannuation fund (a directed termination 
payment). A choice needs to be made within 30 days of receipt 
of the pre-payment statement by returning the completed 
form. If no decision is made, the payment is made directly to 
the person.
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