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The D-Index 2018 Update 

 

Christine Oughton and Jonathan Michie 

 

This paper provides an update on financial diversity in the UK mortgage and retail savings 

markets using the Diversity Index first published in 2013 (Michie and Oughton 2013). The 

Diversity Index (D-Index) is based on four components: 

1. Competition 

2. Ownership diversity (e.g. banks, mutuals, government owned financial institutions) 

3. Resilience - financial institutions’ balance sheet strategies; and 

4. Geographic spread 

 

The formal structure of the D-Index is illustrated in Box 1.  Further detail is provided in 

Michie and Oughton, 2013. 

 

Why does diversity matter? 

Diversity in financial markets is important for 3 main reasons.  

1. Effective competition depends not only on the number of financial institutions and 

their market shares; it also depends on the type of financial institutions and their 

corporate objectives. Shareholder-owned banks aim to maximise shareholder value, 

while mutuals owned by their customers aim to maximise the welfare of their 

members.  In contrast, the government owned National Savings and Investment 

(NS&I) aims to encourage saving.  Hence, different ownership structures result in 

different behaviours.  

Providing savers and borrowers with choice over the type of providers is important 

because effective competition depends on the type of competition as well as the 

number of competitors.  To capture these two effects, the D-Index includes a sub-index 

measuring competition (that reflects the number of financial institutions and their 

market shares) and a sub-index that measures ownership diversity designed to capture 

the different behavioural objectives of banks, mutuals and government owned financial 

institutions. 

2. Different financial institutions follow different balance sheet strategies with diverse 

funding models and attitudes to risk.  Such diversity can be functional in that it 

promotes financial stability.  In the run-up to the financial crisis banks’ balance street 

strategies became more homogenous and interconnected.  When the credit crunch hit, a 

large number of institutions were affected by the same risk at the same time resulting 

in fragility and instability (Haldane and May, 2011, Michie and Oughton, 2013).  

Diversity in balance sheet strategies and funding models underscores stability by 

reducing the risk of a shock spreading across the entire system. 

 

3. Financial institutions play an important role in the growth of cities and regions. 

Tailoring financial service provision to the needs of localities and regions is key to 

ensuring that the needs of different customer bases are fulfilled.  The corporate 

strategies of financial institutions are more likely to take account of local and regional 

diversity when the strategic decision-making hub of financial institutions is located in, 

or close to local/regional markets.
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Box 1. The Construction of the Financial Diversity Index (the D-Index) 
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The D-Index – Latest Results  

This update uses the most recent annual accounts data of financial institutions to update the D-

Index for 2014-2017.  The results are shown in Chart 9 below. Despite a slight increase over 

the past 3 years, it is evident that the D-Index remains significantly below its pre-crisis level in 

both the mortgage and deposits markets. In the discussion that follows we look at each of the 

components of the index in turn to understand what is behind the latest movements. 

 

 

 
 

Ownership Diversity 

The Ownership Diversity sub-index (Michie and Oughton 2013) is based on Simpson’s (1949) 

index of bio-diversity.  It classifies financial institutions (FIs) by ownership type to provide a 

measure of ‘species’ diversity in financial services.  During the past three years there has been 

a modest improvement in ownership diversity in both the mortgage and savings markets. The 

recovery is stronger in the mortgage market driven by a rise in the share of building societies 

as building societies have grown their mortgage books at a faster rate than bank FIs. 

 

Chart 1 shows that in 2017 the Ownership Diversity sub-index in the mortgage market 

recovered to its 2005 level, pre-financial crisis level, though it remains below its initial level in 

2000.  The modest recovery in the index in the last 3 years was underpinned by faster growth 

in building societies mortgages balances of 7.1% in 2016 and 4.8% in 2017, as compared with 

banks where growth in mortgage balances was more modest at 1.6% in 2016 and 1.9% in 

2017. 

 

In the deposits market (shown by the red line in Chart 1) the recovery in ownership diversity 

between 2014-17 was driven by NS&I increasing its share of the retail deposits market at the 

expense of banks and to a lesser degree building societies. NS&I increased its share of the 

retail deposits market from 8.7% to 10.4% over the past 4 years.   
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These changes in shares reflect different rates of growth of the three types of institutions.  

Savings deposits grew for all three types - Building Societies, Banks and NS&I – but NS&I 

experienced faster growth in volume of 7.5% in 2016, followed closely by Building Societies 

at 6.3% and then Banks at 5.9%.  In 2017 NS&I volumes grew by 7.5%, Banks by 2.7% and 

BSs by 2.5%. 

 

Looking at Chart 1 it can be seen that there was a dip in ownership diversity in the savings 

market in 2013.  This reflects a 3% rise in Banks’ share of the retail deposits market between 

2012-13 that coincides with the introduction of Basel III.  

 

 
 

Competitiveness 

Chart 2 provides updated data on the competitiveness. It can be seen that there has been an 

increase in competitiveness in the retail deposits market over last 3 years and in the mortgage 

market since 2009, on trend.  However, the degree of competition in both the mortgage and 

deposit market remains considerably below the levels observed in 2000.  

 

Movements in the retail deposits market in the last 3 years reflect a small decline in the shares 

of the two of the largest FIs (Lloyds and HSBC), while NS&I and the vast majority of 

building societies have seen modest increases in their market shares since 2014.  

 

In the mortgage market, it can be seen from Chart 2 that competitiveness increased in the run 

up to the financial crisis. The marked improvement in competitiveness in the mortgage market 

observed between 2002-2007 was driven by small specialist lenders, such as Lehman 

Brothers, using a new funding model - wholesale deposits. The effect of this ‘new 

competition’ can be seen in Chart 2 as the bump in the index that peaks in 2007.  That spike in 

competition proved to be short-lived as the sub-prime lenders reliant on wholesale funds 

abruptly left the market between 2007-2009. This episode in the history of the mortgage 



 5 

market shows that competition measured by numbers of FIs and their market shares, does not 

tell the whole story.  The type of FI and their different funding models (discussed below) also 

matter. 

 

A similar phenomenon can be observed since 2014 as a number of small specialist lenders – 

Aviva, Equity Release, Kensington - have again increased their share of the mortgage market.  

It remains to be seen whether this will unwind as it did after 2007.    

 

At the same time, a number of building societies have also increased their market share in 

recent years leading to a rise competition.  Despite this, competitiveness in the mortgage 

market is still below its pre-crisis – illustrating that the anti-competitive legacy of the crisis 

has yet to be fully reversed. 

 

 

 

 
 

 

Resilience 

The structure of FIs balance sheets indicates the extent of risk FIs take and their 

interconnectedness to other institutions.  The Resilience Sub-Index captures these aspects of 

financial sector activity based on the funding gap (which measures the proportion of a FI’s 

loans not covered by deposits) and a diversification index of loan to deposit ratios, which 

reflects the extent to which risk is spread fairly evenly or concentrated at the higher end of the 

spectrum. 

 

The funding gap spread is shown in Chart 3.  It can be seen that in 2008 the maximum funding 

gap of FIs approached 1 and that it has stayed there ever since.  This reflects the fact that 

Northern Rock and Bradford and Bingley went into asset resolution with UK Asset Resolution 

(UKAR) managing their mortgage loan book backed by government funds, without retail 

deposits – hence a funding gap of 1.  A number of other specialist FIs also do not take retail 

deposits but lend, and therefore also have a funding gap of 1.  
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Chart 3 shows that the median funding gap has increased moderately since 2011 but is still 

below its pre-crisis level.   

 

However, the funding gap spread (the difference between the maximum and minimum values 

in Chart 3) has widened over the past 5 years, as a number of banks are in resolution and a 

number have slipped into negative funding gap territory i.e. they are not lending out all their 

deposits via retail markets – this includes the Cooperative Bank and Metro Bank. 

 

 
 

Chart 4 shows the concentration of risk taking behaviour, using a Herfindahl index in loan to 

deposit ratios. This index peaked as the effects of higher risk taking by FIs culminated in the 

financial crisis of 2008/9.  The concentration in more risky activity (higher loan to deposit 

ratios) has fallen since 2014/15 and is now close to pre crisis level – though this excludes the 

mortgage book of NRAM and BB which is wholly owned and managed by UKAR backed by 

government loans, rather than deposits.  
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The Resilience Sub-Index combines the inverse funding gap spread and the Herfindahl index 

of loan to deposit ratios to create an index of resilience in financial services - shown in Chart 

5. It can be seen that resilience has improved since the financial crisis, but the legacy effect of 

the funding gap spread means that there has been no return to the higher levels of systemic 

resilience observed at the start of the period from 2000-2004.  Financial system resilience 

remains a cause for concern, more so among banks than building societies as the latter have a 

lower appetite for risk and generally more resilient/prudent balance sheet strategies. 

 

 

 
 

 

 

The Geographic Spread Sub-Index 

The extent to which the strategies of FIs are rooted locally or in the capital – London – is a 

key concern given the link between finance and growth.  The Geographic Spread Sub-Index 

provides a measure of local-London geographic spread by taking the distance of each FI’s 

head office from the City of London and weighting it by its share of the deposits or mortgage 

market to form two indices.  The results are shown in Chart 6 which shows that there has been 

continued improvement in the geographic diversity index since the dramatic decline in 2008 

with the merger of Lloyds and HBOS – as part of the fall out from the financial crisis. 

 

The partial recovery in the index has been stronger in the mortgage market than the deposits 

market, primarily as a result of the growing share of mortgage lending activity undertaken by 

Building Societies with local head offices at distance from the City of London. Building 

Societies’ growth in deposits has contributed to a (flatter) recovery in the deposits market that 

has been also tempered by the activity of London-based NS&I. 
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The D-Index: Summary and Conclusion 

Combining the above sub-indices results in the overall Diversity Index for financial services in 

the retail deposits and the mortgage market – The D-Index.  

 

The D-Index has not recovered from the significant falls in diversity experienced in the run up 

to the financial crisis as banks and other specialist lenders took market share from building 

societies in the mortgage market and shifted their balance sheet strategies towards riskier and 

less resilient wholesale funding models.   

 

In the past 3 years there has been a very modest improvement in the D-Index in both the 

mortgage and deposit markets.  The main driver behind this is the increase in the ownership 

diversity in the mortgage and deposit markets, followed by the geographic spread and the 

competitiveness sub-indexes.  However, much more needs to be done if diversity in financial 

services is to recover back to the levels observed at the start of the 21st Century.  The current 

policy, which relies on granting licenses to new challenger banks, is having little effect.  More 

could be done to promote not just, more financial institutions, but more diversity in financial 

institutions by actively encouraging new mutuals, expansion of existing mutuals, and 

mutualisation of existing banks.  For example, the government currently holds over 60% of 

the shares of RBS and has already sold some of its previous stake at a considerable loss to the 

exchequer without improving the diversity of the sector.  The government’s stake could be 

used more pro-actively to promote diversity, increase competition, raise resilience and 

improve regional provision and financial inclusion.  
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