4» HSBC Asset Management
Musical Chairs

Investment Event | 4 February 2026

President Trump makes his pick

President Trump nominated Kevin Warsh for the position of Fed Chair. In the run up to the decision,
Kevin Hasset had faded as a contender while Rick Rieder made a late surge become the betting
markets most likely candidate (Figure 1), so President Trump's decision to back Kevin Warsh could be
viewed as a surprise. However, Fed rate expectations and UST yields have been relatively stable — a
modest rise in longer-dated yields and a somewhat stronger USD. This suggests market participants
have been putting significant weight on factors other than the nomination for Fed Chair when
determining the policy and rate outlook.

Figure 1: Polymarket probabilities on Fed Chair
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The announcement triggered some volatility in other markets — primarily gold and silver, where prices
dropped sharply. However, the rapid rise in these asset prices in recent months suggested a
speculative bubble was forming, so while the timing of the correction may be linked to the Warsh
announcement, the magnitude of the correction was not.

Governing by consent

It is important to remember that US monetary policy is set by the Federal Open Market Committee
(FOMC), not just the Chair. While the Chair clearly has greater power, individual committee members
can express their opinions and vote as they see fit — indeed, two members dissented at January’s
meeting and voted for rate cuts. The FOMC is also informed by the work and research of Federal
Reserve staff.

The more volatile, unpredictable nature of the global economy also lends itself to greater division
within the Committee, given the right course of action may not always be clear. The new Chair could,
therefore, find himself in the minority on some occasions.

At the margin, the Fed Chair could push through policy changes if the data are ambiguous and FOMC
is split, but it would be difficult for any Fed Chair to force through changes in policy that are not
broadly supported by the economic data.

Kevin Warsh has generally been regarded as a policy hawk during his career. However, more recently,
he has focussed on the disinflationary impact of Artificial Intelligence {Al), which could allow for lower
interest rates in the near term despite recent strong GDP growth. Over the longer-term, however,
higher productivity growth implies a higher neutral policy rate.

Keeping things in balance

Warsh has also linked interest rate policy to his view that the Fed should shrink its balance sheet,
arguing the two could be offsetting for financial conditions. His desire to see a smaller Fed balance
sheet reflect three core issues. He views:

e  The Fed's role in financial markets as now too large

. QE as resulting in a misallocation of capital away from the real economy and into financial
assets

e The Fed as having artificially depressed the cost of borrowing for the US government
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Again, however, there are limits to what Keven Warsh can do on balance sheet policy, which is a
committee decision. The Fed now operates an “ample reserves” framework, which means the
balance sheet needs to expand alongside the economy to avoid a liquidity squeeze. In September
2019, when the balance sheet shrank to below its current size as a percent of GDP (Figure 2), stress
appeared in the money markets.

To significantly reduce the size of the balance sheet would require a fundamental change to how
monetary policy is conducted. Warsh could, however, push to change the composition of the balance
sheet over time so the Fed holds a more short-dated US Treasury instruments and reduces the share
of longer-dated USTs — a reverse of “operation twist”, which the Fed used in 2011-12 to lower longer
dated yields. This could, therefore, have the effect of steepening the yield curve.

Figure 2: Fed balance sheet shrinking as share of economy
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More widely, Kevin Warsh has suggested he wants to rein in what he sees as ‘mission creep’ by the
Fed and other central banks, taking them into areas like social and environmental policy. He would
prefer the Fed to “stick to its knitting” and focus on its dual inflation and labour market mandate. In
his view “forays far afield—for all seasons and all reasons—have led to systematic errors in the
conduct of macroeconomic policy””.

Macro and policy impact

Currently, the US economy is growing at a solid pace but displaying K-shaped dynamics — areas of
strength {Al-related investment, wealthy consumers driving spending) and areas of weakness (non-Al
related investment and the labour market).

Our base case is that the economy grows at a trend-like pace in 2026 with the two legs of the K
coming together i.e. more balance investment and consumption. We also see a stabilisation and
modest improvement in the labour market and gradual decline in inflation, albeit remaining above
target, over the next 12-months.

Assuming Kevin Warsh's appointment is approved by Congress (which we expect it will be, given he
is more of an ‘orthodox’ candidate), we do not expect a significant change in the projected path for
policy unless the macro data warrant it. As noted, we believe it will be difficult for the new Fed chair
to force through a radical policy shift in the face of benign data. Of course, if the economy surprises
meaningfully in either direction, all bets are off, and policy makers could move quickly.

Figure 3: Market expectation for rate cuts in 2026
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Currently, we have target range for Fed funds of 3.00-3.50% on a 12-month horizon. Market pricing is
broadly aligned with the centre of this range, pointing to two 25bp cuts this year (Figure 3). If he was
inclined to do so, Kevin Warsh may be able to push the FOMC to take the funds rate down to the
bottom end of this range. But to go further would likely require a meaningful deterioration in labour
market data or much better-than-expected inflation data.

Investment implications

For investors, the pick of a perceived ‘orthodox’ candidate in Warsh may temper some of the recent
concerns over the erosion of Fed independence and the risk that the policy rate is cut too far, leading
to a persistent inflation problem. The most obvious area these concerns have shown up is in the
behaviour of the US dollar. Not only did it decline in the run up to Warsh’s nomination, but it also
failed to hedge against risk-off episodes in January, notably during the Greenland crisis. A further
recovery in the US dollar is possible, especially given incoming economic data remains robust.

Figure 4: US dollar index
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Nevertheless, investors still need to factor in ongoing uncertainty about Warsh's policy stance once
he is installed, alongside other sources of policy uncertainty (tariffs, fiscal policy, foreign policy etc).
Against a backdrop of ongoing Fed rate cuts, elevated US trade/fiscal deficits, and US dollar
overvaluation, the currency still looks vulnerable in 2026, especially against many emerging market
currencies. It also means there is no guarantee it performs as a reliable portfolio diversifier.

These uncertainties underscore the importance of “diversifying the diversifiers” — adopting an active,
multi-asset approach that captures uncorrelated performance across a broader spectrum of assets.
This can include liquid alternatives such as hedge funds and other currencies (the Swiss franc for
example), private markets and high-quality corporate bonds.
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