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Brunello Rosa and Nato Balavadze 

Preview: BoJ To Cut Rates in December, As Inflation Shows Signs Of Persistence 

17 December 2025 

Executive Summary 

⦠ Expected Decision: The Bank of Japan (BoJ) is likely to raise its policy rates in December. In the upcoming 
monetary policy meeting, we expect the BoJ to increase its key short-term interest rate to 0.75%. The 
BOJ kept its current tapering plan to cut JGB purchases by ¥400 billion per quarter, targeting ¥3 trillion 
monthly buying by March 2026. From fiscal 2026, it will slow the pace, halving reductions to reach ¥2 
trillion by March 2027, in line with market feedback, fearing an impact on market and financial stability. 

⦠ Policy Discussion: The BOJ is gradually raising rates to steer inflation sustainably toward 2%, even as 
growth weakens and GDP contracted in Q3, partly due to US tariffs. In early December, Governor Ueda 
gave his strongest signal yet of a rate hike, saying the BOJ would weigh the “pros and cons” at the 
December 18–19 meeting, prompting markets to price an ~80% chance of a hike as the yen and yields 
rose. Ueda said the economy is likely to rebound, with tariff impacts smaller than feared, bringing 
conditions for a hike closer. 

Ueda stressed that sustained wage growth is key, citing labour shortages and strong profits, and said 
the BOJ is closely monitoring wage data. With real rates deeply negative, he argued another hike would 
still be “easing off the accelerator,” while warning that delaying action could fuel inflation, especially 
via yen weakness. 

The BOJ may update its internal neutral-rate estimate but will not use it as a communication anchor, 
instead basing future moves on the impact of past hikes on lending, financing and activity. Even a rise 
to 0.75%—the highest in decades—would leave policy accommodative, and is not seen as a cap on 
further tightening. 

A rate hike would help curb inflation, easing political pressure on Prime Minister Sanae Takaichi. 
However, the ¥18.3trn stimulus package—mostly debt-financed—has revived concerns over Japan’s 
already heavy public debt burden. 
 

 

 

 

Key Picture: Bank of Japan Forecasts – 2024-2026 – From the October 2024 Outlook 
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Source: Bank of Japan ‘Outlook for Economic Activity and Prices’ May and January 2025. Note: 1. Forecasts are for the fiscal year (FY) in 
Japan from April 1 - 31 March of the following year; 2. Latest GDP reading for Q3-2025; 3. Latest inflation reading for October 2025. 

 

 

https://www.boj.or.jp/en/mopo/outlook/gor2504a.pdf
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Analysis 

⦠ EXPECTED DECISION: On December 19, we expect the Bank of Japan (BoJ) is likely to raise its policy rates. 
In the upcoming monetary policy meeting, we expect the BoJ to increase its key short-term interest rate 
from 0.5% to “around 0.75%”. That will lead to a level not seen since 1995. 

In terms of forward guidance, the BOJ will underline that future rate moves will be guided by the impact 
of past hikes on lending, financing conditions and economic activity, while stressing that policy would 
remain accommodative even if rates rise to 0.75%. 

In terms of balance sheet policies, the BoJ, by an 8-1 vote, agreed to gradually reduce its monthly JGB 
purchases to around ¥2 trillion by January–March 2027—cutting about ¥400 billion per quarter until early 
2026, then ¥200 billion per quarter from April 2026 onward. The Bank retains flexibility to intervene if 
long-term rates rise sharply and may revise the plan at any policy meeting if needed. As of the June 2025 
quarter, the Bank of Japan is estimated to purchase approximately ¥4.1 trillion in JGBs each month. 

⦠ POLICY DISCUSSION: The BOJ is gradually raising rates to steer inflation sustainably toward 2%, even as 
policymakers face a difficult trade-off with growth weakening, GDP contracted in Q3, partly reflecting the 
drag from US tariffs. In the early December, BOJ Governor Kazuo Ueda signalled the strongest yet hint 
of a December rate hike, saying the central bank will weigh the “pros and cons” of raising rates at its next 
meeting. Markets reacted swiftly, pushing the probability of a hike at the December 18–19 meeting to 
around 80%, from about 60% last week, as the yen and bond yields rose. Speaking in Nagoya, Ueda said 
Japan’s economy is likely to rebound from its Q3 contraction, with the impact of US tariffs proving smaller 
than feared. With risks from tariffs easing, he said the likelihood of the BOJ’s economic and inflation 
projections being met is rising, bringing conditions for a hike closer. 

Ueda stressed that sustained wage growth remains key, citing acute labour shortages, strong corporate 
profits and continued pressure on firms to raise pay. He added the BOJ is closely monitoring wage data 
ahead of the December meeting. While real rates remain deeply negative, Ueda said another hike would 
still amount to “easing off the accelerator” rather than tightening aggressively. He also warned that acting 
too late could fuel higher inflation and market turmoil, noting that yen weakness risks pushing up import 
prices and keeping inflation elevated. 

The BOJ may update its internal estimate of the neutral rate but will not use it as a key communication 
tool, citing the difficulty of precise measurement. Instead, it will stress that future rate decisions depend 
on how past hikes affect lending, financing conditions and overall activity. With inflation above target for 
over three years, the BOJ is expected to underline that real rates remain deeply negative, justifying 
further gradual hikes.  

Sources say Japan’s low real rates give the BOJ scope to raise rates in stages. A move to 0.75%—the 
highest in three decades—would bring policy close to the lower bound of the BOJ’s neutral-rate range, 
but officials aim to dispel the view that this would cap further tightening. Neutral rates will serve only as 
a guide, with policymakers judging progress by the economic impact of each hike. The BOJ is also 
expected to emphasise that policy would remain accommodative even after a rise to 0.75%. 

A BOJ rate hike would help rein in inflation, a welcome development for Prime Minister Sanae Takaichi, 
who is keen to avoid the political backlash faced by her predecessor Shigeru Ishiba amid rising living costs. 
While the lower house has approved an extra ¥18.3trn ($118bn) stimulus package to support households, 
more than 60% will be debt-financed, reviving concerns over Japan’s fiscal sustainability. 

⦠	 MACROECONOMIC ANALYSIS:  Japan’s exports rose for a third consecutive month, while core machinery 
orders also increased, signalling a recovery from Q3’s contraction. 

Japan’s GDP shrank 0.6% q-o-q in Q3 2025, worse than the flash estimate of -0.4%, following a 
downwardly revised 0.5% expansion in Q2 and marking the first contraction since Q1 2024. Business 
investment fell for the first time in three quarters by -0.2% highlighting the drag from higher borrowing 
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costs. Private consumption remained weak (0.2% vs 0.3% in Q2), government spending eased (0.2% vs 
0.3%), and net trade subtracted 0.2ppts as exports (-1.2%) fell faster than imports (-0.1%) after the US 
imposed a 15% tariff on most Japanese goods in September. 

However, Japan’s exports rose 6.1% y-o-y in November, accelerating from 3.6% in October and beating 
the 5.0% consensus, supported by strong demand from the US and EU, alongside the finalisation of the 
US trade deal and robust global semiconductor demand. 

Regarding prices, Japan’s annual inflation ticked up to 3.0% in October 2025 from 2.9%, the highest since 
July. Electricity prices posted their largest increase in four months after subsidies expired (3.5%), while 
gas inflation eased (0.7%). Price pressures remained broad-based across services and goods, even as 
education costs fell further. Food inflation slowed to 6.4% y-o-y—the weakest since December 2024—
driven by a smaller rise in rice prices amid government cost-curbing efforts. Core inflation held at 3.0%, 
in line with forecasts and a three-month high, while monthly CPI rose 0.4%, the strongest since January. 

Looking ahead, headline inflation is expected to ease, driven by a sharp deceleration in rice prices (from 
around 90% in early summer to 40% in November) and the government’s new package aimed at lowering 
energy costs. Core inflation, however, is likely to stay near current levels, supported by a weak yen and 
solid wage growth. 

⦠ MARKET IMPLICATIONS: A 25bp hike is largely priced in, shifting market focus to Governor Ueda’s press 
conference. Japanese bond yields are surging ahead of the BOJ meeting, as concerns over Prime Minister 
Takaichi’s fiscal stance and a more hawkish BOJ tone drive heavy JGB selling. Ten-year yields have reached 
their highest level since June 2009. Since the last meeting on October 30, he 10-year JGB yield increased 
by 33 bps to 1.98% (+87 y-t-d). 2Y JGB rose by 14 bps 1.07% (+43 y-t-d). The pair JPY/USD rose as the 
dollar rebounded sharply after the US NFP release, with investors viewing the data as distorted by the 
government shutdown USD/JPY increased by 0.8% to around 155 since the last meeting (-0.9% y-t-d). The 
Nikkei 225 is losing momentum in mid-December but remains in a constructive medium-term uptrend. 
While the index holds well above rising long-term averages, repeated failures near 50,000 have triggered 
a policy-driven consolidation rather than a reversal, as investors reassess BOJ expectations. Since the last 
meeting in October, Nikkei 225 fell by 3.5% to 49,512.28 (+26% y-t-d). 
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⦠	 APPENDIX (Macro Background): Q3 GDP print marked the first quarterly contraction since Q1 2024.  The 
weaker outcome underscored the continued drag from higher borrowing costs. According to the final 
estimate, the GDP contracted by 0.6% q-o-q (c: -0.5%; p: 0.5%) in the Q3. Government spending also 
eased to 0.2% (p: 0.3%) and private consumption stayed subdued, raising by 0.2% (p: 0.3%). Net trade 
was an additional drag (-0.2ppts), as exports fell more sharply (-1.2% vs 2.3% in Q2) than imports (-0.1% 
vs 1.3%) following Washington’s imposition of a 15% baseline tariff on most Japanese goods in 
September. Business investment fell for the first time in three quarters (a: -0.2%; p: 1.3% in Q2). In Q3, 
GDP expanded 1.1% y-o-y (p: 2.0%). 

The data point to a ninth straight month of private-sector expansion. In December, Jibun Bank composite 
PMI fell to 51.5 (p: 52.0). Services PMI declined to 52.5 (p: 53.2). Manufacturing increased to 49.7 (p: 
48.7).  

Japan's unemployment rate rose to the highest reading since July 2024. The unemployment rate stood at 
2.6% in October (c: 2.5%; p: 2.6%). The number of unemployed rose by 40K to 1.85 ml, the highest level 
in 4-year high. Meanwhile, Japan’s nominal wages increased 2.6% y-o-y (c: 2.2%; p: 2.1%) in October.  
However, wages continued to trail inflation for a tenth consecutive month, as price increases again 
outpaced pay gains. 

A sharply weaker yen also pushed up import costs, adding to domestic inflation pressures. In October, CPI 
inflation rose to 3.0% y-o-y (p: 2.9%), marking the highest reading since July. Electricity prices posted their 
largest increase in four months after government subsidies expired (3.5% vs 3.2% in September), while 
gas price inflation eased (0.7% vs 1.6%). Food inflation increased by 6.4% (p: 6.7%), marking the softest 
rise December 2024. Core inflation rose by 3.0% y-o-y in March (c: 3.0%; p: 2.9%). 
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