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Letter from the Editor is our biweekly weekend read,
which looks at the big picture, one question at a time.

Kevin Warsh is taking the helm at the Fed at a particularly
hallenging moment, with two major shocks — the war in Iran
and the Al boom — complicating the outlook. In addition, he
will face unprecedented political pressure from the Trump
administration, echoing the tensions the Fed experienced
during the Nixon era. For now, his economic case for pre-
emptive rate cuts appears weak and risks being perceived as a
cover for political expediency. Given the divide within the
FOMC, he will need to strike a delicate balance to build
sufficient consensus and preserve the Fed’s independence.

Hello from The Investment Institute

Kevin Warsh was sworn in yesterday as the new chair of the Federal Reserve. His confirmation was the most
divisive in the history of the central bank, passing the Senate on an almost purely party-line vote with 54-45.
By comparison, Jerome Powell was confirmed 84-13, Janet Yellen 56-26, and even Ben Bernanke’s crisis-era
reappointment cleared the Senate 70-30.

So the question for today’s note is: How political will the Fed become?

Likely very and beyond what we could expect. Even if Warsh genuinely intends to preserve the Fed’s
independence — as pledded during his confirmation hearings — he will likely face sustained and highly visible
pressure from the Trump administration to cut rates. At the same time, internal dynamics within the FOMC
may grow more contentious, with divisions reflecting not only differing economic views but also a more
partisan environment. That, in turn, could weaken the cohesion that has traditionally underpinned Fed policy.

In such a setting, it will be difficult for Warsh to articulate a clear and consistent monetary policy framewaork
to guide markets. Even now, his stance appears somewhat contradictory. He is traditionally an inflation hawk
yet calls for pre-emptive rate cuts. He champions Fed independence yet owes his nomination to a president
who openly questions it. He advocates for transparency yet pushes to streamline, and potentially reduce, the
Fed’s communication. The key risk is that rate cuts may look political even when they are backed by economic
arguments. This is the credibility channel that could hurt the Fed under Warsh.
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Back to the 1970s?

In June, | wrote that the independence of the Fed has been the exception for most of its 112 years of existence. In
this sense, what we are witnessing today feels less like a break with the past and more like a return to it. The parallels
with the early 1970s are particularly striking — at least in terms of pure political rhetoric.

At the time, President Richard Nixon grew increasingly frustrated with Fed Chair William McChesney Martin, who
resisted cutting rates. Martin, who held the role for nearly 19 years (1951-1970) and was dubbed the “Fed chairman
for life”, is widely regarded as one of the most effective central bankers in US history, cementing the independence
of the Fed after negotiating the 1951 Fed-Treasury Accord.

When Martin’s tenure ended in 1970, Nixon turned to Arthur Burns — who is widely regarded as a highly controversial
Fed chair. Much like Trump’s nickname for Jay Powell (“Too Late Jay”), Nixon reportedly complained that Bill Martin
“..was always six months late doing anything,” adding: “I’'m counting on you, Arthur, to keep us out of a recession.”
“Yes, Mr. President”, Burns said, lighting his pipe. “I don’t like to be late.”

We obviously do not know the substance of conversations between Trump and Warsh. But it is hard to believe that
the future path of interest rates was not discussed. When Trump announced Warsh as his nominee in January, he
told reporters: “He certainly wants to cut rates.” During his Senate hearing, Elizabeth Warren asked Warsh whether
he would act as Trump’s “sock puppet.” Warsh’s response was unequivocal: “The president never asked me to
predetermine, commit, fix, or decide on any interest rate decision in any of our discussions, nor would | ever agree to
do so.”

In a similar fashion, during Burns’s hearing, Senator William Proxmire asked him if he would maintain his
independence or “become a kind of handmaiden to the Treasury.” Burns answered: “| assure you that | will always
do what | think is best and what is sound for the nation, without regard to any consideration of partisan or political
or extraneous advantage.” And yet, at Burns’s swearing-in ceremony in 1970, Nixon famously said, “I respect his
independence. However, | hope that, independently, he will conclude that my views are the ones that should be
followed”. Indeed, Burns dave in by cutting rates in 1972, ahead of the presidential election that dgranted Nixon a
second term.

A credibility risk

To be sure, Warsh is a competent central banker. However,
sustained political pressure from Trump — especially if it remains
as explicit as in recent months — risks creating the perception that
Warsh’s economic arguments for monetary easing may, in fact, be

masking political considerations. The Al boom is an

Take the Al boom. In the run-up to his nomination, Warsh called for UﬂCOI’)VII’]CIﬂg case for pre-
pre-emptive rate cuts, arguing that an Al-driven productivity boom emptive rate cuts.

would justify a more-accommodative stance. On closer inspection,

however, this rationale appears far from robust.

While it is reasonable to expect that Al will, over time, boost productivity, expand the economy’s supply frontier and
exert disinflationary pressure, the short-term dynamics appear quite different. For now, Al looks more like a positive
demand shock than a positive supply shock. Al-related firms are investing heavily — on the order of trillions of US dollars
— to build the necessary infrastructure, a process that is inherently inflationary (requiring construction workers, raw
materials, energy and so on). At the same time, firms adopting Al are often duplicating costs as they preserve old
processes and work on integrating new technologies but still remaining far from realizing meaningful efficiency dains.

In this context, if interest rates were to move at all, the argument could more plausibly be for higher — not lower —
rates. Looking further ahead, an Al-driven increase in productivity would likely raise the demand for capital, pushing
up the natural rate of interest (r*). A neutral monetary stance would therefore imply tighter, not looser, policy. There
is also an additional risk: if automation pushes up the equilibrium unemployment rate, today’s low unemployment
could prove more inflationary than it appears — adain strengthening the case for rate hikes.
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In short, Warsh'’s Al argument risks appearing as an ex-post rationalization for what may ultimately be a political
preference for lower rates. A similar pattern can be seen elsewhere. Stephen Miran, Trump’s former chairman of the
Council of Economic Advisers, during his brief time at the Fed was known as a consistent dissenting voice, regularly
advocating for rate cuts on the basis of supply-side arguments — disredgarding in a non-credible way more orthodox
arguments.

At the same time, Warsh'’s dismissal of traditional macroeconomic models in favour of judgments and forward-
looking economic analysis (such as the future impact of technological change) threatens to deprive markets of a
coherent framework for interpreting Fed actions, introducing too much discretionality. Likewise, Warsh has criticized
core PCE inflation — the Fed’s preferred daude, which excludes food and energy — in favour of trimmed-mean
measures that exclude the highest- and lowest-inflation data points and remove extreme price movements
(particularly those due to supply shocks). While such measures can be informative, their use risks introducing
significant discretion into policymaking. By selectively stripping out volatile components, the case for rate decisions
could be artificially strengthened.

Building consensus?

Pushing for a rate cut on the basis of these arguments would be difficult under normal circumstances. It is even more
challenging in the current inflationary environment. Warsh has said that he relishes a “good family fight” over
monetary policy at the Fed and “messier meetings”. That is likely exactly what he will get. After all, while the Fed
chair plays a great role in setting the agenda, decisions in the FOMC are ultimately consensus-driven. There are at
least four challenges:

1. The inflation test. Even before the escalation of tensions in Iran, inflation in the US was stuck at around
3%. More recent indicators point to renewed upside pressure, driven primarily by higher energy prices. At
the latest FOMC meeting, three members — Beth Hammack, Neel Kashkari and Lorie Logan — who voted to
keep rates unchanged, dissented against maintaining an easing bias in the post-meeting statement. The
minutes from that meeting also point to widening disagreement within the committee over the appropriate
policy stance. The longer tensions in the Middle East persist and continue to affect energy prices, the more
vocal inflation hawks are likely to become.

2. The labour market test. Meanwhile, the labour market appears to be in a “no-hire, no-fire” equilibrium and
is not cooling at a sufficiently rapid pace to create the impression of a disinflationary environment. Recent
data suggest that the US “breakeven” employment growth rate (the pace of payroll gains consistent with a
stable unemployment rate) may have declined (possibly close to zero). As a result, lower monthly job gains
may now be sufficient to signal labour-market equilibrium to the point that even zero jobs being created in
one month would not point to a deteriorating labour market. This shift reflects structural factors such as
slower population growth, tighter immidration flows and aging demaodraphics, all of which are reducing
labour force expansion and, in turn, the level of job creation needed to keep unemployment stable.

3. The partisanship test. If economic considerations — persistent inflation and a still-resilient labour market
—are not enough, internal political dynamics within the Fed itself could also prove decisive:

e Jerome Powell remains on the Fed’s board precisely to safequard the central bank’s independence; if
the case for rate cuts is not compelling, he may well resist.

e Similarly, Lisa Cook, who remains under investigation by the Department of Justice, may have little
incentive to back decisions that could be perceived as politically favourable to the Trump
administration.

e  Even Christopher Waller, a respected economist who had sounded more dovish when he was seen as
a potential successor to Powell, has recently adopted a more cautious tone. At the March meeting, he
dropped his call for an immediate rate cut. Now that his leadership ambitions at the Fed are over, he
will certainly feel less pressure to honour any form of partisanship in favour of Trump.

Taken together, these internal dynamics, along with the aforementioned dissenters whose number could
continue to grow given the disappointing inflation figures, indicate how difficult it will be for Warsh to build
consensus within the FOMC.
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4. The transparency test. Warsh’s declared intention to scale back forward guidance (including the dot-plot)
and reduce the frequency of press conferences could make it harder for markets to interpret the direction
of monetary policy. In addition, his scepticism toward an expanding Fed balance sheet, while not without
merit, could also be misread by markets at a time of growing federal debt. Implementing such a strategy
might ultimately require, as Warsh himself has acknowledded, a new Fed-Treasury Accord — a politically
sensitive topic.

For markets, the risk is more volatility. Not only will the central bank be less committal and predictable, but the
decision-making process will also be less transparent, less anchored in established analytical frameworks and more
prone to formal dissent. Therefore, now that his lobbying for the top job at the Fed is over, Warsh will have to decide
how to position himself. He could follow in Powell’s path — appointed by Trump, yet ultimately willing to stand up
to him. Or his leadership could resemble that of Martin, who helped establish the Fed’s independence after decades
of political interference. But he should heed the cautionary tale of Burns'’s tenure.

Enjoy your weekend!

Edo

Edoardo Campanella
Director and Chief Editor of The Investment Institute (UniCredit, Milan)
edoardo.campanella@unicredit.eu

UniCredit S.p.A.
The Investment Institute by UniCredit, Piazza Gae Aulenti, 4, 1-20154 Milan
the-investment-institute@unicredit.eu
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Ledal Notices

Glossary

Terms used in the report are available on our website: Our glossary.

Marketing Communication

This publication/video constitutes a marketing communication of UniCredit S.p.A., UniCredit Bank Austria AG, Schoellerbank AG and
UniCredit Bank GmbH (hereinafter jointly referred to as the “UniCredit Group”) is addressed to the general public and is provided free of
charge for information only. It does not constitute investment recommendation or consultancy activity by the UniCredit Group or, even
less, an offer to the public of any kind nor an invitation to buy or sell securities. The information contained herein does not constitute an
investment research or financial analysis since, in addition to the lack of content, it has not been prepared in accordance with ledal
requirements designed to promote the independence of investment research, and it is not subject to any prohibition on dealing ahead
of the dissemination of investment research.

UniCredit Group, including all its group companies may have a specific interest in relation to the issuers, financial instruments or
transactions detailed herein. Relevant disclosures of interests and positions held by UniCredit Group are available at: Conflicts of interest.
Any estimates and/or assessments contained in this publication represent the independent opinion of the UniCredit Group and, like all
the information contained therein, are given in good faith on the basis of the data available at the date of publication, taken from reliable
sources, but having a purely indicative value and subject to change at any time after publication, on the completeness, correctness and
truthfulness of which the UniCredit Group makes no guarantees and assumes no responsibility. Interested parties must therefore carry
out their own investment assessments in a completely autonomous and independent manner, relying exclusively on their own
considerations of the market conditions and the information available overall, also in line with their risk profile and economic situation.
Investment involves risk. Before any transaction in financial instruments please refer to the relevant offering documents. It should also
be noted that:

1. Information relating to the past performance of a financial instrument, index or investment service is not indicative of future results.

2. Iftheinvestment is denominated in a currency other than the investor’s currency, the value of the investment can fluctuate strongly
according to changdes in exchangde rates and have an undesirable effect on the profitability of the investment.

3. Investments that offer high returns can underdo significant price fluctuations following any downgrading of creditworthiness. In the
event of bankruptcy of the issuer, the investor may lose the entire capital.

4. High volatility investments can be subject to sudden and significant decreases in value, being able to generate significant losses at
the time of sale up to the entire capital invested.

5. In the presence of extraordinary events, it may be difficult for the investor to sell or liquidate certain investments or obtain reliable
information on their value.

6. If the information refers to a specific tax treatment, it should be noted that the tax treatment depends on the individual situation of
the customer and may be subject to changde in the future.

7. If the information refers to future results, it should be noted that they do not constitute a reliable indicator of these results.

8. Diversification does not guarantee a profit or protect adainst a loss.

The UniCredit Group cannot in any way be held responsible for facts and/or damages that may arise to anyone from the use of this

document, including, but not limited to, damades due to losses, lost earnings or unrealised savings. The contents of the publication —

including data, news, information, imagdes, graphics, drawings, brands, and domain names — are owned by the UniCredit Group unless

otherwise indicated, covered by copyright and by the industrial property law. No license or right of use is granted and therefore it is not

allowed to reproduce its contents, in whole or in part, on any medium, copy them, publish them and use them for commercial purposes
without prior written authorisation from UniCredit Group unless if purposes of personal use only. E 25/1
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