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Executive Summary

Decision Made: The Bank of Japan (BoJ) raised its policy rates in December. The BOJ raises policy rate
to 0.75% from 0.5% as widely expected. The BOJ said real interest rates will remain “significantly
negative,” keeping financial conditions accommodative and supportive of growth. It unanimously
adjusted policy rates, setting the complementary deposit facility at 0.75% and the basic loan rate at
1.0%. Looking ahead, the Bank said it will continue to raise the policy rate and scale back
accommodation as economic activity and prices improve, if its outlook materialise.

Policy Discussion: The BOJ said it will continue raising rates if its economic and inflation outlook is
realized, reinforcing its exit from decades of ultra-loose policy. It struck a more upbeat tone than in
October, dropping language that warned of tariff-driven stagnation and expressing confidence that
wage gains will support a sustained return to its 2% inflation target.

While upgrading its assessment of growth and underlying inflation, Governor Kazuo Ueda offered little
guidance on the timing or pace of future hikes, saying decisions will depend on incoming economic,
price and financial data. The BOJ reiterated that inflation should converge toward 2% in the latter half
of its projection period through fiscal 2027, though hawkish board members dissented, arguing the
target has already been—or will soon be—reached.

Markets expect gradual tightening without a clear signal on the terminal rate, which the BOJ currently
estimates at 1%—2.5%. Political sensitivities remain, as further hikes could clash with Prime Minister
Sanae Takaichi’s preferences if inflation eases, even as a weak yen and cost-of-living pressures have
increased tolerance for tighter policy.

Key Picture: Bank of Japan Forecasts — 2024-2026 — From the October 2024 Outlook
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GDP

1.1 0.7 0.5 0.7 0.7 1.0 1.0
(real growth, y-o-y)
Inflation*

3.0 2.7 2.7 1.8 1.8 2.0 2.0
(%, y-0-y)

Source: Bank of Japan ‘Outlook for Economic Activity and Prices’ October 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.
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Analysis

% DECISION MADE: On December 19, the Bank of Japan (BoJ) raised benchmark rates to highest in 30 years.

The Bol raised its the key short-term interest rate by 25 bps to “around 0.75%”. The BOJ said real interest
rates are expected to remain “significantly negative,” emphasizing that accommodative financial
conditions will continue to strongly support economic activity.

In line with the revised guidelines for money market operations, the Bank unanimously decided to adjust
the interest rates applied to its facilities. Specifically, the interest rate on the complementary deposit
facility—applied to current account balances held by financial institutions at the Bank, excluding required
reserves—was set at 0.75%. The basic loan rate under the complementary lending facility was set at 1.0%.

In terms of forward guidance, the Bank said that with real interest rates still at significantly low levels, it
will continue to raise the policy rate and adjust the degree of monetary accommodation as economic
activity and prices improve, provided the outlook in the October Outlook Report materialises.

In terms of balance sheet policies, the BoJ 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 says it will continue raising rates if its October’s economic and inflation
outlook materialises. The Bank of Japan signaled openness to further hikes, marking another milestone
in its exit from decades of ultra-loose monetary policy and near-zero borrowing costs. The central bank
also dropped language suggesting growth and inflation would stagnate due to higher U.S. tariffs,
underscoring its confidence that Japan is on track to sustainably reach its 2% inflation target, supported
by wage gains, and to continue normalizing monetary policy.

The BOJ struck a more upbeat tone than in October, saying the economy is likely to grow at a moderate
pace after previously warning that U.S. tariffs could cause stagnation. It also upgraded its view on
underlying inflation, saying it will rise gradually rather than stagnate. Governor Kazuo Ueda gave little
guidance on the timing of further rate hikes, saying adjustments will depend on economic, price and
financial conditions and be reassessed at each meeting.

In its statement, the BOJ maintained that underlying inflation will converge toward its 2% target in the
latter half of its three-year projection period through fiscal 2027. That view drew dissent from hawkish
board members Hajime Takata and Naoki Tamura, with Takata arguing inflation has already reached the
target and Tamura saying it will do so by the middle of the projection period. The BOJ also said it is highly
likely firms will continue to raise wages next year, reinforcing its confidence that further rate hikes could
be warranted. It added that uncertainties surrounding the U.S. economy and the impact of higher tariffs
have eased.

During a press conference, BOJ Governor Kazuo Ueda said after the decision that the central bank could
produce new estimates of Japan’s neutral rate if needed, but noted this would be unlikely to significantly
narrow the range. Earlier this month, Ueda said estimating the terminal rate remains difficult, with the
BOJ placing it between 1% and 2.5%.

Market participants expect the BOJ to continue tightening gradually without explicitly signaling its
terminal rate. The pace of tightening is likely to remain slow, with downward pressure on the yen
persisting. Another rate hike could generate political friction with Prime Minister Sanae Takaichi if
inflation eases smoothly toward 2% in the first half of 2026. While Takaichi had previously opposed BOJ
rate hikes during her leadership campaign, she has since moderated her stance. As argued, her
acceptance of the latest hike reflects concern over the weak yen, with addressing the cost-of-living
squeeze becoming an urgent policy priority. In November, Japan’s cabinet approved a ¥21.3 trillion
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(5135.5 billion) stimulus package aimed at supporting the slowing economy and cushioning households
from inflation.

ECONOMIC ASSESSMENT: Japan’s economy has continued to recover at a moderate pace, though
pockets of weakness remain. Global growth has also been moderate, with some soft spots reflecting trade
and other policy developments across major economies. Exports and industrial production have been
broadly flat, weighed down in part by higher U.S. tariffs. Corporate profits remain elevated overall,
although manufacturing has seen some tariff-related pressure, and business sentiment has stayed
favorable. Against this backdrop, business investment has continued to rise moderately. Private
consumption has been resilient, supported by improving employment and income conditions, despite
the drag from higher prices. Housing investment has declined, while public investment has remained
broadly flat. Financial conditions remain accommodative.

On prices, firms continue to pass higher labor costs through to selling prices. As a result, core CPl inflation
(excluding fresh food) has recently been around 3%, driven mainly by higher food prices, including rice.
Inflation expectations have risen moderately.

Looking ahead, economic growth is expected to remain moderate as overseas slowdowns and weaker
corporate profits weigh on activity, though accommodative financial conditions should provide support.
Growth is then projected to pick up as global economies return to a stronger trajectory. Core CPI inflation
is likely to slow to below 2% through the first half of fiscal 2026 as food price pressures fade and
government measures to curb inflation take effect. Thereafter, tightening labor market conditions and
rising medium- to long-term inflation expectations are expected to push underlying inflation higher,
bringing CPI inflation broadly in line with the price stability target in the latter half of the projection
period.

Risks to the outlook stem from global economic and price developments linked to trade and other
policies, firms’ wage- and price-setting behavior, and movements in financial and foreign exchange
markets, warranting close monitoring.

OUR TAKE: Tightening Likely to Continue Over Time With A Gradual Pace. Given this background, we
expect the BoJ to continue tightening its policy stance in a gradual manner over the coming months, with
new hikes potentially occurring every 6 months. The BoJ will also have to evaluate the impact of
expansionary fiscal policies on the inflation outlook, and this could represent a decisive factor in the
decision about the timing and size of next adjustment, together with the market reaction to the current
and future moves.

MARKET IMPLICATIONS: The BoJ lifted short-term interest rates to their highest level in three decades,
triggering a sell-off in government bonds, while signaling it stands ready to tighten further as policy
normalization continues. 10Y JGB yield jumped to a 26-year peak after the policy announcement.
Following the decision, the yield on 10-year Japanese government bonds rose about 5 basis points to
2.019%, while the 20-year JGB yield climbed 3 basis points to 2.975%, both reaching their highest since
1999. The yen weakened against the dollar, suggesting the rate hike was fully priced into markets. The
The yen weakened 0.25% to 155.92 against the dollar. Japanese stocks closed higher. The Nikkei
225 stock index gained 1.28%. Bank shares outperformed on the Tokyo bourse, rising 1.7%, as higher
interest rates improved the outlook for lending and investment income.
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