* Fed Chair nominee Kevin Warsh has floated
pairing additional rate cuts with shrinking the
Fed’s balance sheet, i.e., a resumption of
quantitative tightening.

In our base case, we see scope for a
somewhat smaller balance sheet in
conjunction with regulatory reform that
reduces bank demand for reserves. The
process would take time to implement and
would then occur at a gradual pace to ensure
a limited impact on long-term interest rates
and funding markets.

A delayed start followed by a gradual
reduction in the balance sheet suggests little
change to the near-term path of the policy
rate.

The transition to a smaller balance sheet can
increase interest rate volatility and the
Treasury term premium, and steepen the
curve. Treasury and Fed coordination,
however, can limit the impact on term
premium, for example if the Fed increases its
bill holdings while Treasury shifts its
issuance to the front end
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Kevin Warsh’s nomination as Chair of the Federal Reserve
has introduced significant uncertainty into the outlook for
Federal Reserve balance sheet policy. Warsh has long
criticized the Fed for maintaining a “bloated” balance
sheet, and frames the monetary policy stance as a function
of both interest rate policy and the size and composition of
the balance sheet." More specifically, as the battle to
succeed Chair Powell heated up, Warsh argued for
significant balance sheet reduction, a form of tightening
that could be offset by interest rate cuts.? As additional
balance sheet reduction would increase the supply of
duration to the market while also reducing bank liquidity,
Warsh’s proposals, if implemented, have the potential to
destabilize funding markets and increase term premia
across the Treasury curve.

Balance sheet 101

Understanding the practical considerations of Warsh’s
proposals for the balance sheet requires a review of the
size and composition of the Fed’s balance sheet. As seen
in Figure 1 below, the Fed’s substantial holdings of
Treasury and agency securities are funded by three main
types of liabilities: currency, deposits from the Treasury
Department, and reserve balances, i.e., deposits held by
banks.

The Fed meets all demand for currency in circulation, and
Treasury determines its holdings at the Fed. Thus any

1. Kevin Warsh, “The Federal Reserve’s Broken Leadership,” Wall Street Journal, November 16, 2025.
2. As one example, in a July 2025 interview on Fox Business, Warsh said, “My simple version of this is run the printing press a little bit less, let the
balance sheet come down, let Secretary Bessent handle the fiscal accounts, and in so doing you can have materially lower interest rates.”
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https://www.foxbusiness.com/video/6375384358112

Figure 1: Federal Reserve balance sheet | $Billions

Assets Liabilities and capital % of total
Treasury $4,081 | Reserve $2,938  44%
securities balances

Agency MBS and 2,026 C_urrenc_;y in 2.380 36%
debt securities circulation

Repo 3 Treasury general 908 14%
agreements account

Loans 5 All other liabilities 334 5%
All other assets 291 Capital 46 1%
Total $6,606 $6,606

Data as of February 4, 2026

Source: “Federal Reserve Balance Sheet: Factors Affecting Reserve
Balances — H.4.1”, Board of Governors of the Federal Reserve
System.

reduction in the overall size of the Fed’s balance sheet
would see a decline in reserve balances on the liability
side. This is where Warsh’s proposal for reducing the
balance sheet first runs into difficulties — in 2019, the
FOMC formally adopted an “ample reserves” operating
framework, seeing the framework as offering substantial
benefits to the banking sector and financial markets
compared to the “scarce reserves” framework in effect prior
to the global financial crisis.® Policymakers have stressed,
for example, that the ample reserves framework offers
better control over short-term interest rates, including
during periods of financial instability that require a rapid
liquidity response from the central bank. For the banking
system, reserves have the benefit, in contrast to, say,
Treasury securities, of offering intraday liquidity. As such,
they are the ultimate liquid asset.

Policymakers also see little cost of an ample reserves
system; although the Fed pays interest on reserve
balances, they can be matched on the asset side of the
balance sheet with short-term Treasuries that pay a similar
rate of interest. In defense of the ample reserves system
and its favorable cost-benefit tradeoff, Governor Waller has
used the following metaphor: “If governments could provide
clean, safe drinking water for citizens at zero cost, why
would they make it scarce?”*

Balance sheet reduction requires a structural
shift in reserve demand

Given these considerations, Warsh may face an uphill
battle in shifting the Fed away from an ample reserves

framework. At the very least, it would take many FOMC
meetings worth of analysis and convincing. And even if the
Committee were eventually to agree to return to a scarce
reserves framework, the switch would need to take place
over a long period of time to prevent adverse market
effects. Most Committee members would have a strong
preference for reducing the size of the balance sheet via
passive runoff, rather than asset sales, especially against
the backdrop of a US fiscal position that is expected to
deteriorate further in the years ahead and has already put
upward pressure on the term premium.

If the FOMC were to move toward a less ample reserves
framework, it would face operational challenges. As
reserves decline through balance sheet runoff, money
market rates would eventually rise above the interest rate
on reserve balances, risking increased volatility and tighter
financial conditions than intended by the policy stance. To
contain these pressures, the Fed would need to supply
liquidity as needed, and potentially on a daily basis,
through repo operations in which it finances Treasury and
agency MBS holdings of primary dealers and other
counterparties.® But liquidity provision via repos would
limit balance sheet reduction — the Fed’s securities
holdings would decline, while repo assets would increase;
on the liability side, the reserve drain from run-off would be
offset by reserve creation that funds the repos.

Figure 2: Money market and policy rates
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3. In an ample reserves system, reserves are sufficient enough that the central bank need not actively fine-tune the supply of reserves via daily market
operations. Instead, interest rate control can be achieved primarily through the setting of administered rates, such as the interest rates on reserve
balances, reverse repo operations, and standing repo operations. In contrast, in the pre-GFC scarce reserves framework, the Fed supplied a low level of
reserves, forcing banks to borrow and lend in the fed funds market to meet reserve requirements. Banks also economized on reserves given that the
Fed did not pay interest on their deposits. The Fed would conduct daily fine-tuning operations via repo transactions with primary dealers when it
estimated an imbalance between aggregate reserve supply and demand that might take the fed funds rate away from the FOMC'’s target rate.

4. Christopher Waller, “Demystifying the Federal Reserve’s Balance Sheet,” July 10, 2025.

5. In the fall of 2019, the Fed over-drained reserves from the system, leading them to turn temporarily to overnight repo operations to add back liquidity.
They would eventually conduct bill purchases to add reserves on a more permanent basis.



Figure 2 above highlights that without steps to reduce
structural demand for reserves, further reductions in their
supply would yield too-tight money market conditions or
repo operations that forestall balance sheet reduction, and
likely some combination of the two. Structural reserve
demand largely results from two sources. First, as a result
of the Global Financial Crisis and the COVID shock, bank
treasurers have come to view reserve balances at the Fed
as a preferred form of liquidity. The collapse of Silicon
Valley Bank in 2023 also highlighted the importance of
reserves in liquidity stress events; not only do they provide
intraday liquidity, but unlike Treasuries, reserves don’t risk
becoming “trapped” on a bank’s balance sheet due to a
reluctance to sell and realize losses.

A recent bank survey by the Bank Policy Institute supports
the view that reserves are a preferred form of liquidity. As
seen in the Figure 3 below, internal liquidity risk
management practices, distinct from compliance with
regulations or examiners’ judgements, ranked as the most
important factor determining demand for reserves.

Second, the current regulatory framework incentivizes
banks to hold reserves versus other high-quality liquid
assets. As required by the bank regulatory agencies,
including the Federal Reserve, banks conduct monthly
Internal Liquidity Stress Tests. The stress tests, however,
do not fully recognize the Fed’s repo operations and
discount window as freely available forms of liquidity. As
such, banks are required to turn to other forms of liquidity,
and namely reserves, to meet their stress test
requirements. Other regulatory requirements, such as the
Liquidity Coverage Ratio, also create demand for reserves,
especially since other competing liquidity sources must be
unencumbered.

Figure 3 suggests that a further reduction in the size of the
Fed’s balance sheet would require addressing the

Figure 3: Factors that determine the quantity of
reserve balances on a scale of 1 (not important) to 5
(very important)

Liquidity risk-management 4.6
Passing ILSTs 4.0
Aversion to discount window borrowing 3.8
IORB rate relative to rates on similar assets 3.5
Aversion to daylight overdrafts 3.1
Account clearing needs 3.0
Satisfying LCR 2.7

Source: Bill Nelson, Laurence Briston and Brett Waxman, “What
Determines Banks’ Demand for Reserve Balances?”, Bank Policy
Institute, January 14, 2026. ILST: internal liquidity stress test; LCR:
liquidity coverage ratio.

Figure 4: Reserve balances as a percent of nominal
GDP

20%

15%

10%

5%

0%  p— T

2007 2010 2013 2016 2019 2022 2025

Data as of 3Q 2025
Source: Board of Governors of the Federal Reserve System, Bureau
of Economic Analysis.

sources of elevated structural demand for reserve
balances. This too would take time, including coordinating
with other bank regulatory agencies to change regulations
that incentivize banks to hold reserves.®

The asset side of the balance sheet matters too

Beyond complications stemming from structural reserve
demand, reducing the balance sheet runs into issues
related to monetary policy transmission and the policy
stance. Most importantly, after nearly two decades of
experience with quantitative easing, there remains a great
deal of uncertainty and disagreement over how changes to
the size and composition of the balance sheet impact
financial conditions and the economy. Studies give a wide
range of estimates of the impact of a given quantity of QE
on Treasury yields, and there remain doubts about whether
estimates of QE effects can be directly applied to balance
sheet tightening via a gradual and passive reduction in
securities holdings. Given these considerations, the FOMC
as currently composed would be quite reluctant to translate
additional balance sheet run-off into a specific amount of
front-end rate cuts, especially in an environment where
inflation remains above trend. At most, a plan to
incrementally reduce the balance sheet over time, in
conjunction with regulatory changes that reduce bank
demand for reserves, could be offset by measured rate
cuts if financial conditions are clearly tightening. Overall,
though, the process of revisiting the reserve operating
framework, changing bank regulations, and gradually and
slowly running off the balance sheet, would push off any
additional front-end easing well into 2027.

6. Regulatory changes would also come with a cost as less stringent liquidity requirements could undermine resilience of the banking sector.


https://bpi.com/what-determines-banks-demand-for-reserve-balances/
https://bpi.com/what-determines-banks-demand-for-reserve-balances/

Limiting the impact on long-term rates

While we see some scope for additional balance sheet
reduction over time, both the Fed and Treasury will look to
limit any adverse impact on long-term Treasury yields. It is
against this backdrop that we consider Warsh’s frequent
comments about the need for a new Treasury-Fed Accord.
In a recent interview, for example, he stated that:

“If we have a new accord, and ... the Fed chair and the
Treasury secretary can describe to the markets plainly
and with deliberation this is our objective for the size of
the Fed's balance sheet, the Treasury can say this is
our issuing calendar ... so that markets will know what
is coming.”’

While the original 1951 Accord established Fed
independence in monetary policy, Warsh seems to be
indicating a new type of understanding that defines roles
and responsibility over debt management (Treasury) and
monetary policy (the Fed). And debt management can be
understood expansively, encompassing the impact of both
Treasury and Fed actions. When the Fed expands or
shrinks its balance sheet, it changes the maturity structure
of debt held by the public, which is arguably the remit of
fiscal policy. Thus Warsh may be hinting at an
arrangement under which Fed actions complement, or at
least do not push against, the Treasury’s objectives for the
maturity of the debt held by the public.

Assuming balance sheet reduction does not resume
immediately, the Fed will continue to gradually expand its
balance sheet to ensure that reserves remain sufficient for
the conduct and transmission of monetary policy. In
December, the FOMC announced that the expansion will
occur via bill purchases. Given that many Fed officials see
the benefits of increasing bill holdings, a logical next step
would be for the Fed to shift its reinvestment of proceeds
from maturing Treasury securities away from coupon-
bearing instruments and into the bill market. Under
Warsh’s proposed accord, Treasury could shift its issuance
into the front end, where the new supply would be met with
new demand from the Fed.

Figure 5: Par value of maturing Fed holdings of
treasury notes and bonds over next decade | $Billions
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Source: Federal Reserve Bank of New York.

Other considerations

Warsh’s communications on the balance sheet raise
several other questions about balance sheet policy. Below
we highlight two.

Size of the Treasury General Account (TGA): While we
focused above on reducing bank demand for reserves as a
precondition of a smaller Fed balance sheet, it is also
possible that Treasury could reduce balances in the TGA
to match asset run-off.2 Since 2022, the TGA has
fluctuated between $500 billion and $1 trillion, with larger
drawdowns during debt ceiling impasses. Treasury could
target a smaller, though still sizeable balance, perhaps
around $500 billion or roughly half of the current balance,
to accommodate Fed balance sheet reduction while
ensuring ample reserves in the system. Still, Treasury’s
willingness to do so may be limited. First, it has targeted a
high cash balance to provide an adequate buffer against
seasonal cash-flow volatility and stress events or market
disruptions that could impact its ability to make payments.
A TGA buffer also provides flexibility in managing around
debt ceiling episodes during which Treasury must limit
issuance. And finally, accommodating Fed balance sheet
runoff may be in tension with Treasury’s focus on
maintaining or lowering long-term interest rates.

7. “Ex-Fed Governor Warsh says new accord between Treasury, central bank needed,” Reuters, July 17, 2025.

8. During QT, Treasury pays the principal on maturing Fed holdings by drawing down the TGA. It then replenishes the TGA by issuing more bonds to the
private sector. Investors pay for those bonds with deposits at commercial banks, and Treasury uses the funds to top up the TGA. The movement of
deposits from commercial banks to the Treasury reduces bank reserves in the system. Alternatively, Treasury need not offset Fed balance sheet
reduction with new issuance to the market, in which case the TGA balance, rather than reserves, would decline.


https://www.reuters.com/business/ex-fed-governor-warsh-says-new-accord-between-treasury-central-bank-needed-2025-07-17/

Returning to an all-Treasury portfolio: Warsh has also
highlighted a desire to return to an all-Treasury Fed
portfolio, and he may prefer a quicker transition than is
currently occurring via passive MBS runoff. Still, a stepped-
up transition is likely to run into headwinds. MBS sales
would crystallize losses for the Fed while putting upward
pressure on mortgage rates. There has also been some
market discussion of a lift-out of the portfolio by Treasury,
or sale to the GSEs, but these ideas run into the
requirement that Fed transactions occur in open markets.
Hence the most likely avenue for a faster reduction in MBS
holdings is a substantial drop in long-term interest rates
that increases prepayment speeds on the mortgage
portfolio.

What we are watching

There are clearly several moving parts and sources of
uncertainty regarding Warsh’s balance sheet plans. Some
of his proposals may also be in tension with Treasury’s
objectives. Most notably, Warsh’s QT-for-rate-cuts swap
risks higher long-term rates if not carefully managed, an
outcome in direct opposition to Secretary Bessent’s stated
goals. And it also remains to be seen if renewed QT paired
with rate cuts is a true priority for Warsh. Finally, the
objectives of a new Treasury-Fed Accord remain far from
clear. Given these uncertainties, we are focused on a
number of venues for clarity:

* Warsh’s confirmation hearing. As Warsh’s
communications in the past have been short on details, the
hearing will provide him with an opportunity to correct this.
In particular, we will be attuned to signals about whether he
will prioritize changing the size or composition of the
balance sheet, as the two objectives can be in tension.
This is because reducing the balance sheet to clear space
for rate cuts limits the ability to roll over maturing
Treasuries into bills and change the composition and
average maturity of the portfolio.

* Treasury Quarterly Refundings. Treasury’s quarterly
policy statements can provide insight into future issuance
adjustments. Treasury has already given some hints of a
likely shift towards greater bill issuance; its most recent
policy statement noted that, “Treasury is monitoring [Fed]
purchases of Treasury bills and growing demand for
Treasury bills from the private sector.” It also charged the
Treasury Borrowing Advisory Committee with assessing
the interplay between Treasury issuance and Fed balance
sheet policy.

* Notices of Proposed Rulemaking (NPRM). The Fed,
Office of the Comptroller of the Currency, and the Federal

Deposit Insurance Corporation recently rescinded their
public FAQs on the Liquidity Coverage Ratio rule, while
noting that the agencies “anticipate seeking comment on
the issues addressed in the FAQs, as well as on proposed
regulatory changes, in the future.””® This may be a
precursor to a NPRM, the Fed’s formal document for
proposing a new or amended regulation. In this case, the
NPRM may provide clarity on whether changes to the LCR
aimed at lowering regulatory demand for reserves are
being considered.

¢ Balance sheet guidance. Moving forward, we will be
monitoring communications from FOMC participants for
potentially evolving views on the balance sheet size and
composition. Some FOMC participants, such as Governor
Waller and Dallas Fed President Logan, have already
staked out clear positions on the balance sheet; we will be
looking for speeches on the topic from other policymakers
in the months ahead.

Concluding thoughts

While Warsh has long championed a smaller Fed balance
sheet, we see only limited scope for reducing the size of
the Fed’s securities portfolio. Not only has the FOMC
adopted an ample reserves framework, but a significant
reduction in the Treasury and MBS portfolios risks upward
pressure on interest rates, which would tighten the
monetary policy stance and could be in tension with the
Treasury’s own objectives. Thus, the most likely path is a
resumption of QT at a measured pace but only once
regulatory changes lower bank demand for reserves. This
would allow the Committee to retain an ample reserves
framework, with regulatory reform lowering the definition of
what is considered “ample.” However, a delayed
resumption of balance sheet reduction, and at a modest
pace, implies little appetite across the FOMC for significant
rate cuts to balance QT.

Warsh’s proposal for meaningful QT paired with rate cuts
also sits uneasily with his call for coordination with
Treasury over balance sheet composition. The smaller the
balance sheet, the less capacity the Fed has to reinvest
maturing principal into Treasury bills and absorb front-end
supply. In practice, coordination with Treasury over the
composition of debt held by the public may prove the
higher priority. Shifting the portfolio toward a greater share
of Treasury bills could attract majority support within the
FOMC and, if paired with adjustments to Treasury
issuance, could reduce duration supply to the market,
lowering long-term yields and supporting growth.

% “Quarterly Refunding Statement of Deputy Assistant Secretary for Federal Finance Brian Smith,” US Department of the Treasury, February 4, 2026 and

“Bill Purchases and the Consolidated Balance Sheet, Treasury Borrowing Advisory Committee, February 3, 2026.

10. “Liquidity Coverage Ratio FAQs,” Updated February 10, 2026.
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