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Abstract

Kevin Warsh officially took office as Chairman of the Federal Re-
serve on 15 May 2026. Whilst the Fed’s balance sheet grew at a
historically strong rate under his predecessor Jerome Powell,
Warsh is calling for a significant reduction in the Fed’s balance
sheet. What would this mean for US monetary policy?

Zusammenfassung

Kevin Warsh hat das Amt als Chairman der Federal Reserve offi-
ziell am 15. Mai 2026 angetreten. Wahrend unter seinem Vor-
ganger Jerome Powell die Bilanz der Fed historisch stark ge-
wachsen ist, fordert Warsh eine deutliche Verkiirzung der Fed-
Bilanz. Was wiirde das fiir die Geldpolitik der USA bedeuten?
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1. A shift in US monetary policy?

For many years, the US central bank, the Fed, much like the European Central Bank
(ECB), conducted monetary policy by adjusting key interest rates with banks facing
a shortage of liquidity. This conventional monetary policy was replaced by an un-
conventional monetary policy in the wake of the global financial crisis. After key
interest rates had been cut to near zero, asset purchases — and thus changes in the
size of the Fed’s balance sheet — became the primary monetary policy instrument.
Unconventional monetary policy affected the economy and financial markets via
changes in interest rates at the long end of the yield curve. The Fed’s balance sheet
expanded significantly as a result of these securities purchases. Despite so-called
quantitative tightening since 2022, the Fed’s balance sheet still stands at $6.7 tril-
lion (compared to €6.2 trillion for the Eurosystem) (Fig. 1), which is significantly
higher than the level prior to the turn of the millennium.

The incumbent US Treasury Secretary, Scott Bessent (2025), has argued that by sig-
nificantly expanding its balance sheet, the Fed has extended its remit beyond the
statutory dual mandate of price stability and full employment. The Fed’s theoretical
models were flawed, he argued, meaning that the Fed failed to recognise inflation-
ary risks and overestimated the growth effects of its policies. The Fed had redistrib-
uted wealth from the poor to the rich. Through its excessive purchases of govern-
ment bonds, the Fed had blurred the line between monetary and fiscal policy. In
doing so, it had not only encouraged unsound government fiscal policy but had also
gradually relinquished its independence.

Fig. 1: Total assets of the Federal Reserve System and the Eurosystem
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Of the five candidates?, Kevin Warsh — arguably Bessent’s preferred choice — has
won the race to become the new Fed Chair (Schnabl 2026). Kevin Warsh was a
member of the Fed’s Board of Governors under Ben Bernanke from 2006 to 2011
and has sharply criticised the Fed’s programmes to stimulate growth and employ-
ment (Warsh 2025). He resigned well before the end of his term. In the race for the
Fed chairmanship, he argued, on the one hand, that the Fed could cut interest rates
in response to Al-driven productivity gains, thereby meeting US President Donald
Trump’s calls for rate cuts. On the other hand, during his confirmation hearing be-
fore the Senate Banking Committee, Warsh advocated a targeted reduction of the
Fed’s balance sheet. What direction can we expect US monetary policy to take un-
der the new Chair Warsh? Will the world’s most important central bank lose or gain
independence?

2. Key points of Warsh and Bessent’s criticism

The balance sheet of the US Federal Reserve has grown significantly since the out-
break of the US subprime crisis, following four rounds of so-called quantitative eas-
ing (Fig. 1). According to Bessent (2025), the continuation of financial market stabi-
lisation measures beyond the global financial crisis has systematically distorted the
capital markets. Massive bond purchases have artificially suppressed risk premiums
and systematically forced investors into high-risk assets. This has created an expec-
tation in the financial markets that the Fed will step in to rescue the situation when-
ever there is market turbulence.? It can be inferred from this that the prices of high-
risk assets such as stocks and real estate are overvalued.

Bessent (2025) has argued that, through the excessive purchase of government
bonds, the Fed has blurred the line between monetary and fiscal policy and encour-
aged poor fiscal policy. Kevin Warsh has described the current situation, in which
the Fed acts as a major creditor to the US government, as fiscal policy in disguise’
(Rev 2026). This practice encourages rising debt ratios and increases the risk of ‘fis-
cal dominance’, i.e. persistent pressure from the government on the central bank
to contribute to the financing of government expenditure through the purchase of
government bonds. Government debt in the US has grown correspondingly sharply

(Fig. 2).

1In October 2025, US Treasury Secretary Scott Bessent, who was leading the selection process, an-
nounced a shortlist of five names: Fed governors Christopher Waller and Michelle Bowman, former
Fed governor Kevin Warsh, National Economic Council Director Kevin Hassett, and BlackRock invest-
ment banker Rick Rieder. On the betting platform Polymarket, Christopher Waller was initially in the
lead, followed by Kevin Hassett and finally Rick Rieder. In the end, Kevin Warsh won the race.

2 For the effects of increasingly expansionary monetary policy on financial markets, the economy and
society, see also Schnabl (2019).


https://finance.yahoo.com/news/treasury-secretary-bessent-says-short-list-for-next-fed-chair-is-down-to-5-141531886.html?utm_source=chatgpt.com
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Fig. 2: US public debt and interest payments
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Fig. 3: Fed balance sheet, S&P 500 and house price index
9 1 - 800
8 = Fed balance sheet total (left-hand scale) ——
7 e S& P 500 (right-hand axis)
- 600 g
- 6 - e House price index (right-hand axis) i
© - 500 &
g 5 S
= - 400 g
L 4 A B
= 3
= - 300 =
3 1 ]
2
2 4 F 200 =
1 1 100
0 T T T T T 0
1999 2004 2009 2014 2019 2024

Source: S&P 500, Bureau of Labour Statistics, Federal Reserve.

The central bank’s inflation of asset prices has negative effects on growth, as com-
panies’ share prices rise even without efficiency gains. Banerjee, Doerr and Hof-
mann (2024) argue that persistently low interest rates in many countries have
dampened companies’ pursuit of efficiency gains.® Bessent (2025) notes that the
expansion of the Fed’s balance sheet primarily benefited Wall Street at the expense
of Main Street. According to Warsh (2018), the Fed has widened wealth inequality
by driving asset prices sharply upwards through the expansion of its balance sheet
(see Fig. 3). The share of total net wealth held by the richest one per cent of the
population in the US has risen from 27.9 per cent in 2000 to 31.7 per cent most

3 Often dubbed as ‘zombification’ of the economy.

4
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recently. From this perspective, reducing the size of the Fed’s balance sheet be-
comes a key factor if the aim is to ‘make America great again’ — as promised in the
MAGA programme.

3. The new Treasury-Fed Accord and its risks

Kevin Warsh has proposed a ‘new Treasury-Fed Accord’, alluding to the historic
Treasury-Fed Accord of 1951 (Xie, MacKenzie and Capurro 2026). During the Sec-
ond World War, the Federal Reserve was obliged to support the costly war. It kept
interest rates down by purchasing government bonds when private demand was
insufficient. It also provided commercial banks with sufficient liquidity to enable
them to buy government bonds. It was not until 1951 that the Fed was released
from its obligation to support US government financing through the purchase of
government bonds and artificially low interest rates. In this sense, Warsh advocates
a return to a more rule-based separation of monetary and fiscal policy.

Furthermore, Warsh proposes coordination between the Treasury and the Fed. The
Treasury could issue more short-term Treasury bills, whilst the Fed should re-
balance the structure of its reduced holdings of US government bonds in favour of
short-term government bonds.* Long-term interest rates would thus once again be
determined more by the market, whilst the Fed would once again determine the
short end of the yield curve.® This would correspond to a steeper yield curve (ABN
Amro 2026). Warsh also calls for the Fed to ‘withdraw’ from the US housing market
by reducing its immense holdings of mortgage-backed securities (see Fig. 4) (Finan-
cial Content 2026).

Following the US subprime crisis, key interest rate cuts have brought short-term
rates down to zero, whilst the Fed’s balance sheet expansion has pushed down
long-term rates. Compared to 2002, this has lowered and flattened the yield curve
(see 2002 versus 2021 in Fig. 5).5 Significant policy rate hikes in response to the
sharp rise in inflation from 2022 onwards have since pushed up the short end of
the yield curve again. The long end, however, remains lower than in 2002, even
though government debt and inflation are significantly higher than in 2002. A
steeper yield curve would imply lower key interest rates and higher long-term rates,
which is in line with Warsh’s idea of “QT-for-Cuts”. Short-term interest rates could
fall if, at the same time, the Fed’s massive balance sheet is reduced, for instance
through the active sale of mortgage-backed securities (MBS) (Financial Content
2026).

4 Critics see this as a new risk to the Fed’s independence, as closer coordination between the Treasury
and the central bank can be interpreted as monetary financing of the government.

5 However, the Fed would also have an influence on long-term interest rates via inflation expec-
tations.

6 The yellow line in Fig. 5 shows the yield curve in Japan under the very extreme yield curve control
(YCC) pursued by the Bank of Japan from September 2016 to March 2024.
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Fig. 4: Fed balance sheet: Assets
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Fig. 5: US yield curve 2002, 2021 and 2026
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Neither Scott Bessent nor Kevin Warsh has so far made any concrete proposals as
to how and over what timeframe the Fed’s balance sheet should be reduced. This
prevents risks from being priced in by the financial markets in a timely and erratic
manner.” The US government is heavily indebted and faces high interest costs. A
reduction in the Fed’s balance sheet would cause commercial banks’ deposits with
the Fed to fall, thereby increasing their liquidity risks.® The sale of the substantial
holdings of mortgage-backed securities (Fig. 4) gives rise to risks due to rising inter-
est rates on politically sensitive property loans. A rise in long-term interest rates
would increase borrowing costs for corporate investment, which could lead to a
long-term economic crisis in the US economy.

4. Countermeasures against the risks of balance sheet reduction

The biggest problem with balance sheet reduction is likely to be the high level of
US government debt, which has risen to $39 trillion in the wake of sustained expan-
sionary monetary policy. It is accompanied by immense interest burdens on the US
federal budget amounting to around $1.2 trillion (Fig. 2). Whilst the Fed held
around 25 per cent of outstanding government bonds prior to the quantitative
tightening that began in 2022, this figure currently stands at around 14 per cent
(Fig. 6). The interest rate on 10-year US government bonds has risen from 1.6 per
cent in December 2021 to around 4.6 per cent currently as a result of monetary
policy tightening®, which has created significant additional interest costs for the US
government. It is therefore reasonable to assume that a further reduction in the
Fed’s balance sheet would cause the interest burden on the US government to rise
further, thereby further eroding the international credibility of the dollar as a re-
serve currency.

The proportion of short-term bonds in outstanding government debt (maturity of
up to one year) currently stands at just over 30 per cent (Fig. 7). As a countermeas-
ure against further rising interest costs, the US government can substitute higher-
yielding long-term bonds with lower-yielding short-term bonds, particularly when
short-term interest rates fall.’° Since December 2025, the Fed has been selectively
purchasing short-term Treasury bills whilst allowing long-term bonds to mature. In

7 Nevertheless, rising long-term interest rates and falling gold and Bitcoin prices, for example, were
attributed to a more stability-oriented reorientation of US monetary policy (Financial Content 2026).

8 The Fed’s balance sheet reduction between 2017 and 2019 drained reserves from the banking sys-
tem, with the Fed underestimating commercial banks’ structural demand for reserves under Basel llI
regulations. Consequently, on 17 September 2019, the overnight repo rate temporarily jumped to
between 8 and 10 per cent, even though the Fed Funds Rate target range was only around 2 per cent
at the time. Banks were no longer willing to lend reserves, dealers could no longer refinance Treasury
holdings cheaply, and the Fed’s monetary policy control began to falter. The Fed was forced to end
QT and provide liquidity to the banks by expanding repo facilities and purchasing T-bills. QT from 2022
onwards also caused stress in the financial markets, including the bankruptcy of several regional
banks.

9 Active balance sheet reduction (quantitative tightening) began in June 2022 and ended on 1 Decem-
ber 2025 due to growing tensions in the money market.

10 The ECB is also considering a shorter maturity structure within the framework of a structural secu-
rities portfolio (Schnabel 2025).
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doing so, it is shortening the average maturity of its holdings. Stronger private de-
mand for short-term US government bonds arises when US banks hold more short-
term Treasury bills as a liquidity reserve (see below). The GENIUS Act stipulates that
stablecoins issued by US financial institutions must be backed by safe and highly
liquid assets —i.e. in particular short-term Treasuries. As international demand for
stablecoins is likely to be high'?, foreign countries would continue to contribute to
the low-interest financing of US government debt. According to Scott Bessent, the
Fed’s reduction of mortgage-backed securities is to be offset by corresponding pur-
chases by the Treasury (Lawder 2026).

Fig. 6: Share of outstanding government bonds on the balance sheets of Fed and Eurosystem
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Nevertheless, should the Fed’s balance sheet be reduced, the US debt burden is
unlikely to be sustainable without further success in cutting government spending.
The US budget deficit currently stands at around 6 per cent of gross domestic prod-
uct. Social spending, interest payments and defence expenditure are difficult to cut
(Bogage 2025). The war with Iran has created additional risks. The cost savings from
reducing public sector employment are considerable, but are being held back by
the courts.’ On the positive side, however, growth remains high compared to other
industrialised countries, bolstered by tax cuts and reductions in social spending un-
der the Big Beautiful Bill. As a result, nominal growth exceeds interest rates on gov-
ernment bonds (r<g), which helps to keep the growth of public debt as a share of
gross domestic product under control.

11 Scott Bessent has estimated the potential demand at $2 trillion (Bitcoinblog.de 2025).

12 The government reports that over 280,000 federal government jobs have been cut since January
2025. This is said to be the largest reduction in US history (Openfeds 2026).
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Fig. 7: Structure of outstanding Treasuries by maturity
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The sale of government bonds and mortgage-backed securities by the Fed would
reduce commercial banks’ high deposits with the Fed (Fig. 8), which could cause
turbulence in the interbank market.’* According to Anderson et al. (2026)%*, the
requirements for banks’ liquidity holdings could be relaxed and Treasury bills ac-
cepted as an equivalent substitute for central bank reserves.'® Banks should be able
to refinance more easily via the Fed’s discount window. Commercial banks’ re-
serves held with the Fed should be subject to different interest rates — for example,
by distinguishing between minimum and excess reserves — to make excessive re-
serve holding less attractive. According to Anderson et al. (2026), the Fed could
reduce its balance sheet by around 1.2 to 2.1 trillion dollars through regulatory
changes. Furthermore, the Fed is currently planning to relax banks’ capital rules,
which create additional scope for lending (Handelsblatt 2026).

Finally, there remains the risk of rising long-term interest rates for the corporate
sector. On the one hand, the number of insolvencies could rise. On the other hand,
rising financing costs for companies can be seen as an incentive to increase effi-
ciency. Kevin Warsh’s strong advocacy of productivity-oriented growth is said to
have already favoured highly efficient technology companies over speculative
‘moonshot’ start-ups (Financial Content 2026). Artificial intelligence offers signifi-
cant potential for efficiency gains across broad sections of the economy, which is

13 The central bank no longer controls interest rates by providing liquidity in an environment of liquid-
ity scarcity, but rather by reducing liquidity in the face of excess liquidity. Interest on Reserve Balances
(IORB) has thus become the central bank’s key policy instrument, acting as an implicit lower bound on
interest rates.

14 Central bank reserves are particularly attractive to banks because they are immediately available,
are considered highly liquid for regulatory purposes, and are not subject to any price risk. Since the
financial crisis, stricter liquidity rules have increased liquidity requirements.

15 One of the paper’s authors is Stephen Miran, who was a temporary member of the Fed’s Board of
Governors nominated by Donald Trump until Kevin Warsh joined.

9
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likely to be better utilised if interest rates rise. Al-driven productivity gains could
lead to the actual value of companies converging once again with their current, po-
tentially overvalued share prices.

Fig. 8: Fed balance sheet: Liabilities
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5. Outlook

The appointment of Kevin Warsh as the new Chair of the US Federal Reserve marks
a turning point in terms of communication. The view that the central bank can and
should stabilise the economy and financial markets by expanding its balance sheet
in all kinds of crises — a view that still prevailed under Jerome Powell — has been
rejected. The plan to reduce the Fed’s balance sheet appears well-founded and for-
ward-looking in terms of its objectives and the anticipation of potential risks. This
points to greater central bank independence.

The stable, competence-based appointment process for Kevin Warsh signals that
the Trump administration knows what it wants and is acting on it. Given that the
yield curve has remained very flat following the interest rate hikes since 2022, the
aim is to achieve a steep per yield curve, as Warsh advocated prior to the start of
four rounds of Quantitative Easing (QE) (2008—2022) (Fig. 9). By shrinking its bal-
ance sheet, the Fed would lower long-term inflation expectations and regain
greater room for manoeuvre in the face of inflation. With the concept of ‘trimmed

10
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mean inflation’ as the inflation measure'® targeted by Warsh, the most extreme
price movements would be removed from the basket of goods (both upwards and
downwards), thereby also orienting monetary policy towards the longer term.

Whether Kevin Warsh will be able to prevail, however, remains uncertain. With the
appointment of Kevin Warsh to the Fed’s Board of Governors, only three of the
seven members are currently appointed by Republican presidents (Kevin Warsh,
Michelle Bowman and Christopher Waller), whilst four were appointed by Demo-
cratic presidents (Jerome Powell, Philip Jefferson, Lisa Cook and Michael Barr). Je-
rome Powell’s unusual decision to remain on the Board of Governors after the end
of his presidency suggests that there is a dispute over direction within the Board of
Governors (see also Schnabl 2026). The Republicans would only achieve a majority
in this key decision—making body of the Fed once Jerome Powell’s official term of
office ends on 31 January 2028.Y Furthermore, it is unclear how the majority of
regional central bank presidents will position themselves within the Federal Open
Market Committee (FOMC).

Fig. 9: Yields on US Treasuries by maturity
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spread narrows.

Whilst key decision-makers at the US Federal Reserve and Treasury recognise the
limits to the sustained expansion of the Fed’s balance sheet, similar discussions are
not on the horizon in other currency areas such as Japan, the UK and the euro area.

16 The idea behind this is that some prices fluctuate extremely in the short term (e.g. petrol, airline
tickets, vegetables). These outliers can distort overall inflation and trigger a premature reaction from
the central bank, particularly if it relies solely on the latest inflation data (data-dependent). For this
reason, the sharpest price rises and falls are ‘trimmed’ from the calculation. This points to a long-term
monetary policy approach that is consistent with the concept of balance sheet reduction.

17 Donald Trump wanted to dismiss board member Lisa Cook over alleged irregularities in mortgage
contracts. The case is still being heard in court.
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Rather, it can be assumed that structurally expansionary monetary policies in Japan
and the euro area will continue, whilst the US aims to stabilise the dollar. This is
likely not only to strengthen the dollar’s leading international role, but also to bol-
ster the banking sector, the capital market, the economy and growth in the US
through capital inflows.
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