Annex

The Danish 'contribution principle'

The policyholder is entitled to benefits of a minimum size - the guaranteed benefits. The guaranteed benefits are determined on prudent assumptions regarding the relationship between the premiums paid in and the future benefits paid out. The assumptions relate to the insurance risks inherent in the contract - mortality, morbidity and so on. And they relate to the future expenses needed to administer the contract and finally there are a prudent assumption regarding the investment yield that could be achieved by investing the premiums in the course of the contract.

The policyholder is entitled to bonuses on top of the guaranteed benefits. The bonuses are regulated by the so-called “contribution principle”. This principle is established by law. Because of the prudent assumptions inherent in the life insurance contracts policyholders are in reality paying premiums that are much higher than the value of the guaranteed benefits that the policyholder is entitled to receive in return.

To compensate for the “too high” premiums the policyholders are entitled to bonuses in relation to how the premiums have contributed to income in the company. This is the contribution principle.

The contribution principle consists of two elements. The first element relates to the distribution between owners of the company and the policyholders as a group. The owners have contributed with own funds, maybe share capital. Consequently the owners are entitled to a share of income corresponding to the capital they have invested. Policyholders are on the other hand entitled to a share of the income generated that corresponds to the premiums they have paid in and the accumulated interest and bonuses added to the premiums in the course of the contracts. Income is not divided mathematically in same relation as the relation between the amounts “invested” by policyholders and shareholders respectively. It is accepted that there is added a mark-up to the part allocated to shareholders as a payment for the risk taken by share-capital. 

It is required that the companies notify the supervisory authority of their policy for allocation between owners and policyholders. The insurers have some discretion regarding their policy for allocation but the allocation shall according to the law respect the overall objective of fairness in relation to policyholders.

The other element of the contribution principle is the allocation between policyholders. Policyholders have different contracts with different terms. Consequently the amounts allocated to the individual policyholder do not necessarily correspond exactly to the amount relating to the individual contract. The size of the allocated amount could reflect different risks associated with a specific type of contract.

The companies have discretion regarding the timing of the allocation to the individual policyholder. They can for prudential reasons to a certain extent retain the bonuses, but this consideration should be balanced towards the principle that bonuses should be released to individual policyholders in the course of the contract in a way that insures a fair distribution between policyholders of different ages.

The “released income” that has to be divided between owners and policyholders is defined as the difference between the actual result of income and expenses, gains and losses in a given time period and the same result as it would have been if things have developed in accordance with the prudent assumptions inherent in the contracts.

Fair value accounting on assets implies that the released income could be positive as well as negative. If the released income is negative this negative amount should be divided between equity and liabilities in the same proportions as would have applied had the amount been positive.

Policyholders' share of negative released income could be accounted for as a deduction in collective bonus potentials. If all amounts recognized as collective bonus potentials have been lost the bonus potential on paid premiums could be reduced if necessary. It is specified in the rules that when a reduction in the bonus potential on paid premiums has occurred then any positive contribution to released income from the contracts involved should be used to re-establish . Bonus potential on future premiums could not be used to cover losses as they relate to premiums not received yet.







