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Five Reasons for Caution in Credit Markets
A short‑term correction is possible
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Hawkish Central Banks  

Narrow Credit Spreads

Few Barriers to Spread Widening

Markets Could Overshoot

Policy Uncertainty

Five Reasons Why I’m 
Reducing Credit Risk
Tight spreads and hawkish central banks are a concern.

T. ROWE PRICE INSIGHTS
ON FIXED INCOME

Central banks 
are starting to 
understand that 
inflation is a 
major problem...

We’ve started reducing credit 
risk in our international 
and multi‑sector bond 

strategies. There are five main reasons 
for this—I discuss each in order below.

1. Yields Are Set to Rise

Inflationary pressures have broadened. 
Labor markets are running hot in the 
U.S., Canada, UK and the eurozone, 
and the U.S. Federal Reserve has 
already signaled it will begin hiking 
rates in March. Central banks are 
starting to understand that inflation 
is a major problem, and their current 
policy stances are making things 
worse. Depending on the central bank, 
more hikes have been priced in to 

the front end of curves over the past 
few months, but I worry that central 
banks will decide that they need to 
tighten the screws even more in the 
near term to avoid overtightening later. 
So policy and market momentum are 
skewed toward higher yields.
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2. Credit Spreads Are 
Too Narrow

Credit spreads are very tight by 
historical standards. Tight spreads are 
sustainable if there is: (1) a very easy 
policy environment and/or (2) strong, 
stable economic growth. This is why 
spreads have historically been stable 
or tightening during central bank 
hiking cycles: Central banks hiked 
because growth was strong, and 
strong growth meant that spreads 
were stable. It’s different now: Central 
banks are hiking because inflation is 
high, not because growth is strong. 
This means that policy support is 
being withdrawn when growth is 
shaky. I could be wrong about this if 
there is a post‑omicron growth surge 
or if Chinese stimulus comes through, 
but these feel more like wishes 
than predictions. So it is likely that 
credit spreads will have to widen to 
accommodate the greater risk of the 
next economic and policy environment.

3. There Are Few Near‑Term 
Restraints to Spread Widening

Central banks are rapidly winding down 
their quantitative easing programs. 
However, while market sentiment is 
bearish, key indicators suggest that 
positioning has not changed much. 
The consensus seems to be that a 
sell‑off, should it occur, will take place 
in the second half of the year—and so 
there’s little point in doing anything now. 
My concern is that there is probably a bit 
of complacency after about 22 months 
of fairly decent returns. Ultimately, 
it would probably take a combination of 
steadier growth, stronger valuations, and 
maybe even a central bank response 
to halt spread widening—and there’s no 
guarantee of those happening in the 
short term.

4. Markets Tend to Overshoot 
When Spooked

The path to supportive valuations is a 
long one. Although investment‑grade 
credit default swap index spreads are 
only around 15 basis points (bps) below 
their long‑term median, it would be very 
unusual for them to remain close to fair 
value in the event of a sell‑off—a 35–45bps 
widening would be more consistent 
with historical experience. Cash bond 
spreads would have even further to 
widen—the U.S. BBB and BB corporate 
spreads are currently well below their 
long-term average levels. It’s clear that 
the potential for offshoot is there.

5. Central Bank Actions Are 
Difficult to Predict

Central banks are now more worried 
about inflation than growth, which 
(as discussed in point 1 above) means 
tightening measures are inevitable. 
Obviously, central banks don’t want 
financial conditions to tighten too rapidly 
or in a disorderly fashion, so there is a 
point at which they would ease up on 
the tightening—the problem is, we don’t 
know when that would be or what it 
would look like. I can see, for example, 
the Fed delaying a rate hike by one or 
two meetings if credit spreads widened 
by 50bps—but that’s just a guess. 
It might do more or less. The point 
being: We just don’t know what central 
banks will do.

If my analysis above is correct, it will 
set up the next leg of the credit bull 
market. I don’t see us having a recession 
with short‑term U.S. rates below 1% and 
oil at around USD 85 a barrel, so any 
sell‑off in credit will probably be relatively 
short‑lived—say, one to two months. 
I want to be ready to add credit risk 
during a sell‑off at wider spreads. 
This will be easier said than done.

My concern is that 
there is probably a 
bit of complacency...
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