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Executive Summary

The announcement of “lender choice” by the Federal Housing Finance Agency (FHFA) leaves
many unanswered questions regarding the impact this policy will have on the GSEs, lenders
and borrowers once it is fully implemented. This analysis applies an industry standard best
execution pricing framework to assess the effects of lender choice on credit allocation and risk
across credit investors. The analysis demonstrates that should the GSEs respond to potential
lender adverse selection by raising LLPAs, it would potentially reduce the allocation of loans to
these companies. FHA could see a materially higher allocation, particularly for loans with
credit scores below 740, with bank portfolios seeing modest increases in that score range.
Private label security (PLS) investors could enjoy significant increases for loans with credit
scores over 740. Creditrisk may rise more for FHA while remaining relatively stable for GSEs,
depositories and private investors. The analysis reinforces the need for a comprehensive
analysis of lender choice prior to implementation given the potential effects on credit investors
and borrowers.

Overview

The announcement by the Federal Housing Finance Agency (FHFA) in 2025 allowing mortgage
originators to choose between VantageScore 4.0 and Classic FICO® introduced one of the most
consequential changes to mortgage underwriting since the 2008 GFC which was precipitated by
deficient mortgage credit underwriting, collateral and product standards.” Without any analysis
supporting the lender choice policy, FHFA has opened the door to a variety of credit and risk-related
outcomes. As noted in several other empirical analyses, lender choice has the potential to create

"Rossi, C., (August 2017), Managing Mortgage Product Development Risk, Research Institute for Housing
America Special Report.
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an adverse selection problem for the GSEs by allowing lenders to submit the highest credit score
between VantageScore 4.0 and Classic FICO® to Fannie Mae or Freddie Mac.? An expected
response by the GSEs to this risk is for them to raise loan level price adjustment (LLPA) fees to
effectively price in this incremental credit risk. An analysis by Milliman, for example, found that
LLPAs could rise by as much as 10 — 50bps to cover their risk from lender choice.®

Credit scores have been demonstrated since the introduction of automated underwriting in 1996 to
be one of the most predictive indicators of a borrower’s willingness to repay their mortgage debt. In
the years leading up to the 2008 GFC, originators relaxed on various borrower and collateral risk
attributes such as documentation type, LTV and DTI, among others while simultaneously lowering
credit score requirements for eligible mortgages in many instances.* The relatively benign
macroeconomic climate in the years before 2008 not only provided a supporting environment for
significant relaxation of credit policy but it also masked the impact that such changes would have in
2008 for credit investors. While another 2008-style crash in the mortgage market is highly unlikely,
changing the way credit scores are provided to the GSEs in making underwriting decisions without
first undertaking a comprehensive analysis of the potential ramifications on credit risk and
associated credit investors creates a host of possible unintended consequences for the market
that could be avoided.

Beyond the potential to raise borrowing costs for homeowners, higher LLPAs have broader
implications for the mortgage secondary market and mortgage credit investors.® Although the
GSEs remain a dominant force in the secondary market, lenders do have other options to consider
when selling a newly originated mortgage. That loan could be sold to either GSE, sold into a Ginnie
Mae MBS, or if the lender is a depository, into the bank’s held-for-investment (HFI) portfolio or even
sold out into a private label security (PLS). The mechanics for determining where the loan winds up
is a process known as best execution (or, best ex) and entails calculating all the revenues and costs

2Goodman, G., Choi, J.H, and Hill, T., (August 2025), Considerations for Implementing New Credit Scores in
Mortgage Lending, Urban Wire, Urban Institute., Rossi, C., (February 2026), Looming Risk for Mortgage Credit
and MBS Investors from “Lender Choice”, Chesapeake Risk Advisors.

3 Glowacki, J., Huff, R., and Ludden, B., (November 2025), Assessing the impact of “lender choice” on loan-
level price adjustments, Milliman.

4 Rossi, C., Managing Mortgage Product Development Risk.

5 A recent study by Milliman claimed that the lender choice policy could raise borrowing costs by at least one
eighth of a point or more without any adjustment for LLPAs. Glowacki, J., Ludden B., and Huff, R., (February
2026), The Impact of “Lender Choice” on Mortgage Pricing, Milliman.
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associated with the loan based on its characteristics and selecting the outcome generating the
highest all-in price.

Raising LLPAs could significantly change the allocation and mix of loans and credit risk across the
investor spectrum. In 2022, LLPA grids underwent significant changes, with LLPAs for second
homes increasing between 1.125% and 4.125% from 0 - .25% before the changes.® Research on
the impact of these LLPA changes indicated that GSE purchases of these loans fell by 20% while
interest rates for these loans increased.” Private investors, either depositories or PLS took up the
slack from the GSEs for these loans.

The following analysis examines the impact of higher LLPAs resulting from lender choice policy on
mortgage market allocation and credit risk using a best execution pricing model across four
possible outlets for a GSE-eligible mortgage; GSE securitization, depository portfolio, PLS, or Ginnie
securitization. Best ex pricing for depositories and independent mortgage banks (IMBs) is
separately analyzed. The analysis leverages Milliman’s estimated lender choice LLPAs as well as
their expected losses.® This analysis incorporates those estimates in applying the best ex pricing at
the loan level to observe potential reallocation of loans across the 4 options and associated
implications for each credit investor. Key questions of interest for this analysis are 1/ how may GSE
LLPA responses to lender choice impact relative pricing of mortgages, and 2/ what could this mean
for credit allocation and risk for credit investors going forward?

Methodology, Analysis and Assumptions

Best Ex Pricing Mechanics

To remain consistent with the Milliman estimates of lender choice LLPAs, the current analysis uses
the existing credit score buckets used by Fannie Mae currently for their LLPA grids.® This allows for
some differentiation across score buckets in addition to taking into consideration loan level credit
loss estimates. The methodology compares two scenarios; the environment preceding lender
choice where only Classic FICO® is allowed and lender choice. The analysis generates a price for
each loan under the four possible dispositions using a variety of current pricing sources for MBS

8 Fannie Mae, (January 2022), Loan-level Price Adjustments for Second Home and High-balance Loans,
Lender Letter (LL-2022-01).

7 Amornsiripanitch, N., Strahan, P.E., Zhang, S, Zheng, X., Housing Speculation, GSEs, and Credit Market
Spillovers, (August 2024), Philadelphia Federal Reserve Bank.

8 Glowacki, J et al., Assessing the Impact of “Lender Choice” on Loan-level Proce Adjustments.

® Fannie Mae, (January 2026), Loan-level Proce Adjustment Matrix.
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and other pricing components. While the results are based on standard industry pricing
methodology and inputs, it must be noted that since the information is dependent on market
information at a particular time, the relative differences in pricing between dispositions will change,
potentially affecting best ex outcomes. The results are therefore not intended to be an absolute
representation of the impact of lender choice on mortgage credit allocation, but more of a relative
analysis. Nevertheless, the results provide a realistic assessment of how lender choice can affect
best ex pricing and its implications going forward on the degree to which it drives credit allocation in
the market. The analysis underscores the uncertainty associated with lender choice in terms of
credit allocation and risk to various credit investors and the importance of why a comprehensive
analysis by FHFA and the GSEs of lender choice is so critical before implementation of the policy.

The component drivers of mortgage pricing for GSE, portfolio, PLS and Ginnie vary on the basis of
differences in the underlying risks to credit investors. Turning to a GSE execution first, an
assumption about the borrower’s gross note rate as well as associated MBS price and coupon rate
is required. The gross note rate minus the assumed GSE credit guarantee fee and servicing fees is
the loan’s net note rate. In the illustrative example in Table 1, a 6% coupon is associated with a TBA
price of $101.16 per hundred dollars of face amount.’® The borrower’s gross note rate of 6.3% less
the gfee of .49% and servicing fee of .25% yields a net note rate of 5.56% in Table 1. To fit the loan
into a 6% coupon MBS implies a residual coupon of -.44% (i.e., 5.56% - 6.00%) which would need to
be reflected as a deduction in the final best ex price given the lower net note rate. Other
adjustments to account for include the lender’s cost to originate the loan ($3.00), servicing value
(servicing released premium (SRP)) and of course any upfront LLPAs. Converting residual coupon
as an interest only (IO) strip from yield to price requires an assumption on how long those mortgage
cash flows are likely to continue. A servicing multiple is calculated to reflect the expected duration
of those cash flows. For this analysis the servicing multiple is 4.5 years.

As shown in Table 1, the TBA MBS price is adjusted for each of these components with the best ex
prices shown at the bottom of the table. Prices can differ across credit score ranges as indicated by
the three prices for the selected ranges shown. Specifically, the LLPAs are the largest driver
differentiating best ex prices in this example with a minor adjustment of +/-5bps for SRPs. Higher
quality credit receives a 5bps reduction in SRPs in this case as these loans can prepay faster while
lower credit scores receive a Sbps addition to the SRP as they can experience greater costs to
service over time.

19 MBS prices for Fannie Mae as well as Ginnie Mae were obtained from Bloomberg for May 2026 for 6%
coupon MBS. LLPAs for each credit score range are from Milliman’s LLPA analysis. Origination costs are
based on estimates from Mortgage Bankers Association Quarterly Mortgage Bankers Performance Report and
average loan sizes from the last 5 years. A 4.5 servicing multiplier used to convert servicing fees into price
equivalent terms were based on author estimates and publicly available information.
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Table 1: IlWlustrative GSE Securitization Best Ex Pricing

780-850 700-720 300-640
Gross Note Rate 6.30% 6.30% 6.30%
GFEE 0.49% 0.49% 0.49%
SFEE 0.25% 0.25% 0.25%
Net Note Rate 5.56% 5.56% 5.56%
MBS Coupon Rate 6.00% 6.00% 6.00%
Residual Coupon -0.44%  -0.44%  -0.44%
MBS Price $101.16 $101.16 101.16
LLPA 0.50% 1.33% 2.14%
Cost to Originate $ (3.000 $ (3.000 $ (3.00)
Servicing Value (SRP) $ 108 $ 113 $ 1.18
Residual Coupon Price $ (1.98) $ (1.98) $ (1.98)
Best Ex Price $ 9676 $ 9598 $ 95.22

A Ginnie Mae execution bears some resemblance to the GSE execution in several ways but also
features important differences which would affect best ex pricing. Table 2 presents an illustrative
example of the pricing mechanics for this execution. A few noteworthy differences Between the
GSE and Ginnie Mae execution are in the guarantee and servicing fees. Ginnie Mae charges a 6bps
gfee and a 44bps servicing fee, the latter reflects the relatively higher cost of servicing loans in
these pools such as FHA. Comparatively, Ginnie MBS pricing also tends to be somewhat higher
than GSE MBS in light of the explicit guarantee on Ginnie Mae securities. Other important
differences are that FHA charges both an annual mortgage insurance premium (MIP) as well as an
upfront MIP (UFMIP), again reflecting the relative credit risk of loans underlying Ginnie Mae MBS.
Note that unlike LLPAs, the MIPs for FHA loans do not vary by credit score, although they do change
by LTV, term and loan amount. In this example, the GSE execution would be preferred over the
Ginnie alternative.

The last two best execution alternatives; depository portfolio and PLS differ substantially from
either the GSE or Ginnie Mae options. In the case of a portfolio lender option, the depository must
account for both credit and interest rate risk as they will be exposed to both risks. Consequently,
estimates of credit and option costs (interest rate/prepayment risk) are included in the adjustments
to the best ex price calculation.” A net spread is computed as the depository’s funding costs

" For this analysis, expected credit loss estimates for each credit score range associated with Fannie Mae
LLPA grids were from Milliman’s LLPA analysis. Option costs were derived from a combination of observed
market and author model-based estimates. Funding cost estimates were based on the average of recent 5
and 10-year swap rates. Capitalization was set at 10% reflecting the regulatory requirement for well-
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adjusted for credit, interest rate risk, origination costs and premium amortization. The latter
component accounts for differences between the borrower’s note rate and the required yield the
lender must make on the loan to meet target after-tax risk adjusted returns.

Table 2: lllustrative Ginnie Mae Securitization Best Ex Pricing

780-850  700-720 300-640
Gross Note Rate 6.30% 6.30% 6.30%
GFEE 0.06% 0.06% 0.06%
SFEE 0.44% 0.44% 0.44%
Annual Mortgage Insurance Premium 0.50% 0.50% 0.50%
Net Note Rate 5.80% 5.80% 5.80%
MBS Coupon Rate 6.00% 6.00% 6.00%
Residual Coupon -0.20%  -0.20%  -0.20%
MBS Price $ 101.39 $101.39 $101.39
Costto Originate $ (3.000 $ (3.000 $ (3.00)
Servicing Value (SRP) $ 198 $ 198 $ 1.98
Annual MIP Price $ 225 $ 225 $ 225
UFMIP $ 175 $ 175 $ 175
Residual Coupon Price $ (0.90) $ (0.90) $ (0.90)
Best Ex Price $ 9547 $ 95.47 $ 95.47

Aregulated depository such as a bank must comply with risk-based capital requirements, in this
example represented as a 10% total capital requirement and a 50 percent risk weight on mortgages.
For this example, in Table 3, the lender faces a 12% target ROE, which is in line with depository
returns generally. The required asset yield to meet that 12% ROE assuming an effective federal and
state tax rate of 26% is 7.09%. The decision whether to portfolio a loan or not can be greatly
affected by the target return assumed and so in this analysis to better understand the sensitivity of
best ex pricing outcomes, two scenarios are tested; 12% and 15%. Note that for some credit score
ranges, in this case the <640 bin, the required rate is 7.46%, reflecting higher credit costs that are
not offset by lower option costs. The required rate increase represents the difference between what
the lender needs to meet its after-tax hurdle rate and the borrower’s note rate. In this example for
the credit scores greater than 720, the required rate increase is .79%. A spread duration (4.3 years)
to reflect the amount of time over which the cash flows would be received by the portfolio is
multiplied against the required rate increase and that amount deducted from 100 (par value).

capitalized commercial banks and the current risk weight for whole loan residential mortgages of 50% was
applied.
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Comparing results in Tables 1-3, for loans in the 700 - 720 credit score range, the portfolio price is

the highest and thus best execution price compared to either the GSE or Ginnie Mae alternative.

Note that for credit scores less than 640, the Ginnie Mae alternative remains the best execution.

For credit scores greater than 780, the GSE execution is favored.

Table 3: Illustrative Depository Portfolio Best Ex Pricing

780-850 700-720 300-640

Funding Cost 4.30% 4.30% 4.30%
Premium Amortization -0.79%  -0.79%  -1.16%
Option Cost 1.20% 0.90% 0.50%
Origination/Servicing Cost 0.70% 0.70% 0.70%
Credit Cost 0.08% 0.38% 1.15%
Net Spread 0.81% 0.81% 0.81%
Risk Weight 50.00%  50.00%  50.00%
Capitalization 10.00%  10.00%  10.00%
Capital 5.00% 5.00% 5.00%
Pre-Tax ROE 0.33% 0.33%  -5.15%
Tax Rate 26.00% 26.00% 26.00%
After-tax ROE 0.24% 0.24%  -3.81%
Target ROE 12.00% 12.00% 12.00%
Asset Yield for Target ROE 7.09% 7.09% 7.46%
Required Rate Increase 0.79% 0.79% 1.16%
Best Ex Price $ 9661 $ 96.61 $ 95.02

The last best ex alternative considered in this analysis is PLS. PLS pricing typically takes the form of
a senior-sub security structure where losses flow from the most junior class sequentially to senior

bond holders in a series of investor tranches. Table 4 presents an example of a PLS security with 4

tranches; senior, mezzanine, subordinate and residual. The residual tranche is typically retained by

the issuer to align interests of issuers with bondholders and to meet risk retention practices and
requirements. The type of mortgages that go into PLS today include non-qualified mortgages (Non-
QM), jumbo loans, home equity loans and other specialized asset classes (e.g., reperforming

loans).

Pricing of a PLS requires a model-based analysis of the distribution of credit losses across all
tranches and an allocation of those losses based on their loss subordination levels (i.e., credit
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losses allocated to each tranche below an existing tranche of interest).'? Outputs from such an
exercise include the percent of the notional amount of the underlying pool for each tranche as well
as the price/yield associated with each tranche. The weighted average price among the

Table 4: Illustrative PLS Best Ex Pricing

780-850 700-720 300-640
Senior Tranche Price $100.38 $ 99.06 $ 96.75
Mezzanine Tranche Price $ 9813 $ 9563 $ 89.25
Subordinate Price $ 9350 $ 89.75 $ 76.00
Residual Price $ 78.00 $ 64.00 $ 38.00
Senior Tranche Size 94.0% 86.0% 62.0%
Mezzanine Tranche Size 3.5% 8.0% 18.0%
Subordinate Tranche Size 1.5% 3.5% 10.0%
Residual Tranche Size 1.0% 2.5% 10.0%
Total Price $ 9919 $ 9599 $ 83.65
MSR Value $ 113 $ 113 $ 1.13
Cost to Originate $ (3.000 $ (3.000 $ (3.00)
Issuance Costs $ (0.50) $ (0.50) $ (0.50)
Best Ex Price $ 9681 $ 9361 $ 81.28

subordinate through senior tranche investors is then computed. Note that typically the residual
tranche component is omitted from that calculation. From there, the weighted average price is
adjusted by the value of mortgage servicing rights (MSR), origination and issuance costs, the latter
reflecting various administrative and legal costs associated with issuing the PLS. As shown in this
example, the PLS disposition winds up being the overall best ex alternative among the 4 options for
loans with credit scores above 780. This is consistent with many industry observers that cite PLS as
being a potentially attractive outlet for mortgages with the highest credit quality characteristics.
Applying this illustrative overview of best ex pricing to specific GSE-eligible loans is where the
analysis turns next.

2 Tranche sizing and price estimates for the PLS execution were derived from recent PLS transactions with
underlying collateral similar to GSE-eligible mortgages and adjusted by credit score bin based on author
model-based calculations from a mortgage pricing simulation engine. Other components of the PLS best ex
pricing such as MSR values and issuance costs were obtained from secondary sources such as Bloomberg
and other industry reports.
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Best Ex Pricing and Credit Allocation Results

Best ex analysis can identify which disposition generates the most value (highest price) to the
lender, however, other considerations not directly reflected in that pricing can influence the final
outcome. For example, some lenders view a Ginnie Mae (e.g., FHA) disposition as posing higher
costs over time such as Ginnie Mae advancing requirements of principal and interest to investors
even if a borrower defaults prior to its liquidation as well as delinquent loan buyout requirements at
par value when they become 90 days past due. These policies put pressure on lender liquidity,
particularly on IMBs. Costs of servicing FHA loans also tend to be greater than GSE loans that may
not be fully reflected in the differences between servicing fees for GSE and FHA loans.

To understand how changes in LLPAs could impact mortgage credit allocation and risk, best ex
pricing for each of the four dispositions was applied at the loan level for a random sample of
200,000 loans sold to Fannie Mae and Freddie Mac." This exercise is applicable only to depository
institutions given that IMBs do not have a balance sheet. An IMB best ex analysis is conducted
separately that drops the portfolio option. Only for the depository portfolio disposition is the best
ex price calculated at a loan level to reflect the fact that a lender will use their own models to
evaluate the risks posed by placing the loan in portfolio. The GSE disposition best ex pricing varies
by credit score range due to LLPAs and to a lesser degree by a +/-5bps servicing value adjustment
for >=720 and <680 credit scores. Best ex pricing for the Ginnie Mae execution is static over the
credit score ranges. Finally, the PLS disposition pricing varies by credit score range, reflecting
differences in tranche sizing and pricing in those bins. These differences in how best ex prices are
calculated across dispositions is consistent with industry standard pricing mechanics. Atthe same
time, the loan level best ex pricing results reflect a pure pricing outcome only and does not include
other factors that could affect the final disposition of the loan such as those discussed earlier for
FHA and portfolio loans. Consequently, the results are meant to make a relative comparison of the
allocation of loans by credit score bin between the Classic FICO® and lender choice scenarios
using actual loans. While GSE loans were used in this analysis, the results should be viewed from
the perspective that these are loans that have not yet been sold to the GSEs and for which the
lender is conducting a best execution analysis.

The first set of results summarized in Table 5 compare Classic FICO® to lender choice scenarios
assuming a 12% target return for portfolio lenders. Starting with the Classic FICO® scenario, the
best execution for loans with credit scores of 660 and below would be to Ginnie Mae (60-65%) or a
depository portfolio (35-39%) rather than a GSE. For reference, approximately 5% of 2025 GSE loan
purchases were in this credit score category. The relatively high percentage of loans in this credit
score category that result in Ginnie Mae having the highest price among other dispositions is
generally consistent with industry views that a Ginnie Mae execution tends to be better for lower
credit scores, all else constant. But what explains the portfolio outcome?

3 These loans were originated in 2022 in order to leverage Milliman loan level credit loss estimates.
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Depository portfolio decisions are made to maximize risk-adjusted returns. In that case the lender
must evaluate the tradeoff between high credit risk and low prepayment/interest rate risk. In other
words, while a portfolio lender may balk at retaining higher credit risk loans on just that single risk
dimension, these loans are likely to present slower prepayment speeds which would affect option
costs and improve relative value to the lender potentially on an all-in basis, other factors the same.
In fact a key driver explaining the percentage of loans being allocated to the portfolio disposition
versus the GSEs is the relative difference between LLPAs and loan level credit costs for a portion of
these loans where compensating risk factors (e.g., lower LTVs and DTls) generate credit loss
estimates for specific loans that are lower than the LLPA assigned for that credit score bin. Other
factors that potentially drive portfolio decisions are customer relationships, Community
Reinvestment Act (CRA) requirements and the potential for product cross-selling.

Table 5: Classic FICO® vs Lender Choice Best Ex Disposition (12% target portfolio return)

Classic FICO Lender Choice Difference

FICO Band GSE Portfolio PLS Ginnie GSE Portfolio PLS Ginnie GSE Portfolio PLS Ginnie
<640 0.0% 39.4% 0.0% 60.6% 0.0% 39.4% 0.0% 60.6% 0.0% 0.0% 0.0% 0.0%
640-660 0.0% 35.1% 0.0% 64.9% 0.0% 35.1% 0.0% 64.9% 0.0% 0.0% 0.0% 0.0%
660-680 42.4% 33.8% 0.0% 23.8% 0.0% 35.0% 0.0% 65.0% 1.2% 0.0% 41.2%
680-700 36.4% 37.2% 0.0% 26.3% 0.0% 40.3% 0.0% 59.7% 3.1% 0.0% 33.4%
700-720 38.5% 33.3% 0.0% 28.3% 31.5% 37.4% 0.0% 31.1% 4.1% 0.0% 2.9%
720-740 54.1% 19.4% 0.0% 26.5% 40.9% 26.2% 0.0% 32.8% 6.8% 0.0% 6.3%
740-760 66.9% 0.3% 0.0% 28.3% 66.9% 0.3% 32.9% 0.0% 0.0% 0.0% 32.9%

760-780 58.3% 0.0% 41.7% 0.0% 0.0% 0.0%  100.0% 0.0% 0.0% 58.3% 0.0%
>780 0.0% 0.0%  100.0% 0.0% 0.0% 0.0%  100.0% 0.0% 0.0% 0.0% 0.0% 0.0%

Turning to the opposite end of the credit score range, PLS turns out to be the better execution for
high credit score loans, particularly those with scores at and above 780 where PLS would be the
preferred disposition. PLS also is a material factor for loans between 760 and 780 credit scores.
These results are also generally consistent with industry expectations. Again, even though LLPAs
are smaller for these loans (50 — 72bps), credit costs are relatively low (approximately 8-13bps) and
so this would affect loss subordination and by extension, tranche sizing and pricing, giving a
potential advantage in such cases to the PLS execution. Between these ends of the score range,
the GSE execution is competitive with the portfolio and Ginnie Mae dispositions.

Under the lender choice scenario, the lender would likely not use the higher of the two scores in
setting their portfolio price but rather use a more conservative score selection, in this case using
loss rates from the Classic FICO® scenario. If the lender chose to apply the Classic FICO® loss
rates, the allocations between the Ginnie Mae and portfolio disposition would remain as they are
under the Classic FICO® scenario for the less than 660 score range. It should be noted that higher
LLPAs by the GSEs would simply push the already suboptimal GSE execution pricing further below
either the portfolio or Ginnie Mae executions for the lowest credit score loans.
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For loans with scores between 660 — 780, the impact of the LLPAs on the GSE execution are most
pronounced. The Ginnie Mae execution gains significantly in the 660-700 score range while the
portfolio only gains slightly. Notably, the PLS execution gains over the GSE disposition in the 740-
780 score range. Overall, increasing LLPAs to offset potential adverse selection by the GSEs could
have a material impact on credit allocation, market share and shifting credit risk among credit
investors. While this analysis remains a stylized depiction of potential outcomes using actual
loans, the magnitude of the shift could be pronounced; in this sample, cutting the GSE allocation in
half under lender choice as LLPAs reduce GSE execution pricing. Such a result would be consistent
with what happened for pricing of 2" home loans when the GSE dramatically raised LLPAs on these
loans. Again, the results here should be interpreted for their directional impacts rather than the
absolute changes implied in the analysis given the various assumptions used at a point in time.

The impact on what higher LLPAs could mean for credit investor loss rates is summarized in Table 6.
Applying the Classic FICO® loss rates to the loan allocated to each disposition under the two credit
score scenarios implies a negligible change in credit risk for the GSEs and portfolio lenders and
only a modest increase in risk for PLS investors. However, for FHA, credit risk may increase
significantly under lender choice as the credit mix shifts.

Table 6: Weighted Average Loss Rates (%) — 12% Portfolio Target Return

Execution Classic FICO Lender Choice
GSE 0.59 0.58
Portfolio 0.96 0.94
PLS 0.20 0.25
Ginnie Mae 0.88 1.00

As mentioned earlier, the portfolio execution would be impacted by the target returns assumed. To
provide some sensitivity of the pricing to this factor, the same analysis was performed, assuming a
15% instead of the earlier 12% target return. The effect of the higher return target would be to raise
the required yield on the loan which would lower the best ex portfolio price relative to a 12% return
assumption. The results of that analysis are shown in Table 7.

The impact of the higher return target to the portfolio disposition tends to increase the allocation to
FHA overall. Recently the Federal Reserve announced proposed changes to risk weights on
mortgages reflective of their risk to banks based on LTV." Risk weights for non-cash-flow
dependent mortgages with LTVs at or below 80% would range between 30% - 40%. Given that the
majority of loans sold to the GSEs today are at or below 80%, this change would improve relative

14 Board of Governors of the Federal Reserve System, (March 2026), Agencies request comment on proposals
to modernize the regulatory capital framework and maintain the strength of the banking system, Joint Press
Release.
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pricing for bank portfolio executions and further drive a great shift toward banks over time."®
Conversely, risk weights on non-cash-flow dependent mortgages with LTVs above 90% LTV could
range from 70-75%, reducing portfolio best ex pricing. Such shifts would be reflected in overall
lower loss rates from what are shown in Table 6 or Table 8 for bank portfolios.

Table 7: Classic FICO® vs Lender Choice Best Ex Disposition (15% target portfolio return)

Classic FICO Lender Choice Difference

FICO Band GSE Portfolio PLS Ginnie GSE Portfolio PLS Ginnie GSE Portfolio PLS Ginnie

<640 0.0% 21.2% 0.0% 78.8% 0.0% 21.2% 0.0% 78.8% 0.0% 0.0% 0.0% 0.0%
640-660 0.0% 14.8% 0.0% 85.2% 0.0% 14.8% 0.0% 85.2% 0.0% 0.0% 0.0% 0.0%
660-680 59.5% 7.3% 0.0% 33.2% 0.0% 9.7% 0.0% 90.3% 2.4% 0.0% 57.2%
680-700 58.2% 0.0% 0.0% 41.8% 0.0% 3.7% 0.0% 96.3% 3.7% 0.0% 54.5%)
700-720 56.9% 0.0% 0.0% 43.1% 52.8% 0.0% 0.0% 47.2% 0.0% 0.0% 4.1%)
720-740 64.8% 0.0% 0.0% 35.2% 55.1% 0.0% 0.0% 44.9% 0.0% 0.0% 9.7%|
740-760 66.9% 0.0% 33.1% 0.0%) 66.9% 0.0% 33.1% 0.0% 0.0% 0.0% 0.0%)
760-780 58.3% 0.0% 41.7% 0.0% 0.0% 0.0%  100.0% 0.0% 0.0% 58.3% 0.0%

>780 0.0% 0.0%  100.0% 0.0% 0.0% 0.0%  100.0% 0.0% 0.0% 0.0% 0.0%

Table 8: Weighted Average Loss Rates (%) — 15% Portfolio Target Return

Execution Classic FICO Lender Choice
GSE 0.64 0.61
Portfolio 1.40 1.31
PLS 0.23 0.25
Ginnie Mae 0.99 0.99

A remaining question for the analysis is how would best execution outcomes look for non-
depository institutions? To examine this scenario, both credit score scenarios were run for only the
GSE, PLS and Ginnie Mae dispositions. The results are shown in Table 9. The results suggest that
the Ginnie Mae execution could see a much greater shift toward it and away from the GSEs for mid-
range credit scores while PLS benefits at credit scores over 760. While the shifts between
dispositions are significant in over half of the score bins, the estimated weighted loss rates remain
fairly stable (Table 10). However, total expected losses on loans used in this analysis allocated to
the GSEs declined by about half, allocated largely to FHA and to a lesser extent PLS investors.

5 According to Fannie Mae Data Dynamics, 61.8% (UPB) of 2025 loans purchased by Fannie Mae had LTVs of
80% and below and the overall average LTV for 2025 was 76.9%.
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Table 9: IMB Best Execution — Classic FICO® vs Lender Choice

Classic FICO Lender Choice Difference

FICO Band GSE Ginnie PLS GSE Ginnie PLS GSE Ginnie PLS

<640 0.0%  100.0% 0.0% 0.0%  100.0% 0.0% 0.0% 0.0% 0.0%
640-660 0.0%  100.0% 0.0% 0.0%  100.0% 0.0% 0.0% 0.0% 0.0%
660-680 66.7% 33.3% 0.0% 0.0%  100.0% 0.0% 66.7% 0.0%
680-700 58.2% 41.8% 0.0% 0.0%  100.0% 0.0% 58.2% 0.0%
700-720 56.9% 43.1% 0.0% 52.8% 47.2% 0.0% 4.1% 0.0%
720-740 64.8% 35.2% 0.0% 55.1% 44.9% 0.0% 9.7% 0.0%
740-760 66.9% 0.0% 33.1% 66.9% 0.0% 33.1% 0.0% 0.0%
760-780 58.3% 0.0% 41.7% 0.0% 0.0%  100.0% 0.0% 58.3%
>780 0.0% 0.0% 100.0% 0.0% 0.0%  100.0% 0.0% 0.0% 0.0%

Table 10: Weighted Average Loss Rates (%) IMB Best Execution

Execution Classic FICO Lender Choice
GSE 0.64 0.61
Ginnie Mae 1.01 1.01
PLS 0.23 0.25

Currently bank originations account for about a quarter or so of GSE-eligible mortgages with IMBs
accounting for the remainder.”® Consequently, the IMB results can be viewed as being perhaps
more impactful on credit allocation than the depository results at this time, however both the
depository and IMB results are consistent in terms of their overall effect at seeing a decline in
allocation of loans overall to the GSEs and more toward Ginnie Mae for lower credit scores and
more to PLS for higher score loans.

Conclusions

The verdict is out on exactly how lender choice will be implemented by the GSEs and lenders and
what their respective responses to those actions will be. Rational lenders should opt to deliver the
highest credit score between VantageScore 4.0 and Classic FICO® in order to maximize the chance
that the loan is purchased by a GSE. But as previous research has shown, the GSEs face higher
credit risk from potential adverse selection by lenders. Consequently, the response from the GSEs
would be to raise LLPAs to levels that offset potentially higher credit losses from lender choice.
Such changes could significantly impact credit allocation and risk among credit investors.

A way of gauging the impact of lender choice on credit allocation and risk is to study how lenders
decide what the best execution is for a loan. This analysis examined these issues from the lens of

8 Community Home Lenders of America, (January 2026), CHLA 2025 Report on Independent Mortgage Banks
(IMBs).
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both depositories and IMBs under Classic FICO® and lender choice scenarios. Using a best ex
pricing methodology, key takeaways from the analysis are as follows:

e Absent otherinfluences, higher LLPAs to address lender choice risk would likely lead to a
material reduction in the volume of loans sold to the GSEs. The analysis did not account for
other non-pricing factors such as policy and other operational differences between
dispositions which would tend to lessen the outflow implied by this pricing analysis,
however, the analysis suggests that some decline in GSE volume is a reasonable
expectation. It is also consistent with what occurred when the GSEs raised LLPAs on 2
homes and investor properties.

e Consistent with industry expectations, the analysis shows that the Ginnie Mae (FHA)
disposition is a better execution for lower credit scores and PLS a better execution for the
highest credit scores. Higher LLPAs would worsen the GSE execution, further widening the
pricing gap between dispositions.

e Depositories would see some pickup in portfolio executions from higher LLPAs and this
would be more pronounced at lower target return levels. Additionalincreases in a portfolio
execution would occur if LTV-based risk weights for mortgages are adopted by bank
regulatory agencies.

e Asaresult of the impact of higher LLPAs to lower GSE best ex pricing, some reallocation of
credit risk is likely with FHA taking a greater allocation of that risk than other credit
investors.

Implications from these results are the following:

e | owervolume for the GSEs could translate into lower retained earnings that have been used
to build capital for the GSEs as part of a strategy to eventually recapitalize and release them
from conservatorship.”” Raising LLPAs to address lender choice potential risk could
potentially slow down that process. For that and other reasons the FHFA could modify how
much and what shape any changes the GSEs might make to LLPAs which would also have
implications for GSE risk under lender choice.

e Much of the potential for higher credit losses would be shifted away from the GSEs toward
FHA and to a lesser extent bank portfolios.

e PLSinvestors could realize a significant increase in higher score (i.e., >740) loans, again at
the expense of the GSEs.

e Bank mortgage portfolios could expand largely among mid-score loans as GSE pricing falls
as aresult of higher LLPAs. Banks could see a further boost for loans with LTVs of 80% and
below if new proposed LTV-based risk weights for regulatory capital are implemented.

7 Independent Community Bankers of America, (January 2021), FHFA, Treasury allow GSEs to continue
retaining earnings.
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These two effects would erode somewhat the effective stranglehold IMBs have had on GSE
originations since the 2008 GFC.

A primary takeaway from this analysis is that lender choice is likely to impose major effects on the
allocation of loans and credit among credit investors with a great deal of uncertainty in the process.
While this analysis provides a structured way of understanding potential relative shifts in loan
allocation and risk via an industry standard best ex pricing framework, much more work is needed
to assess the impacts of one of the biggest policy changes to mortgage underwriting in years. A
more careful and comprehensive analysis of the implications lender choice will have on GSE
business and credit risk along with resulting impacts for other credit investors and borrowers
should be a natural response to this analysis.
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