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and investor dismay. It is also likely that, even with market recovery,
shortfalls will be the order of the day going forward as the assumed
“hurdle rates” of investment return assumed in the 90’s prove too
demanding based on the today’s economic realities.

Are we (and indeed customers) doing enough to manage this risk?
Should investors be increasing their policy premiums or surrendering
their policies and switching to a repayment mortgage or...? In most
cases the reduction in interest rates will have resulted in outgoings
gains as compared with the repayment mortgage alternative and these
gains need to be invested to reduce any shortfall if investors are to
persist with the endowment approach.

Ultimately, only time will tell if we have done enough to protect the
interest of customers. | will, however, close with a quotation from the
records of a conference | attended.

Endowment Mortgage Review Update - Edition 9 - October 2003

"There was no disagreement that the
immediate problem was that of managing
payments down."

"... Areas of concern included... the ability of
low cost endowment mortgages to pay off the
loan."

The source, an actuarial conference on
"Businesses issues for the current environment". The year, 1993,
some 10 years ago. Time will indeed tell!

Peter Drury BSc ARCS FIA
OAC Consultant Actuary
e-mail: oacis.newsletter@oac.co.uk

Mismatch between endowment sum assured
and amount of mortgage

Endowment sum assured greater than mortgage

Scenario

The complaint is the usual one that the risk of an endowment
mortgage was not explained and there is now a shortfall expected.
On investigation, the endowment sum assured is found to be greater
than the mortgage.

This is an unusual situation but one we have seen. As is very common
in endowment mortgage complaints, there is likely no explanation on
file as to how the situation arose. One can speculate that the eventual
mortgage was smaller than originally planned when the endowment
was proposed for and that the endowment was not adjusted.

It may also arise where the mortgage was on a deferred interest basis,
so the amount outstanding was anticipated to increase until interest
payments commenced. There may have been a mismatch between
expected increase and actual increase if mortgage rates were not as
anticipated or the deferred interest period was reduced or eliminated.

Liability

The sum assured mismatch may or may not be the fault of the adviser
who arranged the endowment. If that adviser was not told of the
change in mortgage then the adviser cannot be liable for the additional
amount of policy. If the adviser did know and persuaded the investor
to keep the endowment at its original level then one would need to
determine whether the reasons were sound or misleading. This leads
to two basic situations:

1. Assingle cause mis-sale
The mortgage should have been on a repayment basis rather
than endowment. The quantum of endowment itself was not
mis-sold had an endowment mortgage been appropriate.

2. A double cause mis-sale
The mortgage should have been on a repayment basis
rather than endowment. Had an endowment mortgage been
appropriate, the quantum of endowment was mis-sold.
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Loss / redress calculations
The appropriate compensation
for ‘situation 1’is in my view a
RU89 calculation (comparison
of endowment mortgage with
hypothetical repayment
mortgage), using the actual
amount of mortgage and the
actual endowment premium
and surrender value. Such
calculation is more likely to
find an outgoings loss than
had the endowment been
smaller. If it does produce an
outgoings gain then normal
considerations as to whether
to write it off apply.

For ‘situation 2’, the same basic RU89 calculation applies as in situation
1 as the starting point and if an outgoings gain is determined then
compensate as in situation 1.

If an outgoings loss is determined then this implies that the endowment
has been too large and an element of forced saving has been
unnecessarily and unknowingly generated. My preferred approach
is to split the policy into two parts. One partis a proportionately reduced
premium and surrender value such that the premium generates an
outgoings break even. Redo the RU89 with that proportionately
reduced endowment. The balance proportion of the endowment
being unnecessary should be compensated on the basis of refund of
premium less surrender value.

Reasoning

The suggestion has been made that the policy should be proportioned
to one part matching the mortgage and the other the balance. Redress
on the basis of RU89 calculation for the mortgage matching part and
refund of premiums less surrender value on the balance. This is likely




