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[Fixed Income Commentary - Monetary Policy Navigator]
Revising our BoJ policy rate scenario; now expecting next
hike at September MPM

(original Japanese report issued on August 3, 2026)

Key points

B Governor Ueda pledged at July 31 press conference to hold thorough
discussion at next and subsequent MPMs, mindful of upside price risks

B Japan-US authorities conducted coordinated yen-buying intervention; Takaichi
cabinet appears wary about higher prices and rising long-term yields from
accelerating yen weakness

B Revising our BoJ policy rate scenario; now expecting next hike at September
MPM, higher terminal rate of 1.75%

Re\{ising our BoJ ] We have revised our BoJ policy rate scenario. Our previous path was two hikes, to
policy _rate scenario;  1.25% in December, then to a terminal rate of 1.50% in June 2027; we now look for
expecting next hike the BoJ to hike to 1.25% in September, 1.50% in January 2027, and to a terminal
at September MPM o :

rate of 1.75% in June 2027.

In our Monetary Policy Navigator (“BoJ leaves policy on hold, emphasizes need to
"stabilize" underlying inflation at around 2%), published on July 31 ahead of
Governor Kazuo Ueda’s press conference, we identified two cases in which a hike
could be brought forward to September or October: “(1) the BoJ becomes seriously
concerned that underlying inflation has begun to rise above 2%, or (2) sustained
weakness in the yen leads the Takaichi Cabinet to conclude—or be persuaded—
that an early rate hike is essential.” Taking into account Governor Ueda’s post-
MPM press conference, the coordinated Japan-US yen-buying intervention, and
comments from US Treasury Secretary Scott Bessent and Japan’s Vice Minister of
Finance for International Affairs Atsushi Mimura, we judge that the BoJ is now far
more likely to bring its next rate hike forward. We set out the main points behind
our revised outlook below.

Ueda says BoJ will Governor Ueda began his press conference by saying that “it will be critical to
“hold thorough stabilize underlying CPI inflation at around 2 percent to avoid underlying CPI
g:ﬁ;:ﬁi‘::qig:f’“ inflation potentially overshooting the 2% price stability target and adversely
MPMs” affecting the economy.” That wording is in line with the Outlook Report, but Mr.
Ueda went further, saying that “we need to be more mindful of upside risks to
prices than we have been. Based on that awareness, we intend to hold a thorough
discussion at the next and subsequent monetary policy meetings.” Previously,
when the BoJ has raised interest rates, Mr. Ueda has typically stated at the press
conference after the next meeting only that the BoJ “will consider the matter
appropriately at monetary policy meetings.” The shift to mentioning a “thorough
discussion” at upcoming meetings in view of upside risks to inflation can be read as
signaling that the September MPM may be live. Mr. Ueda also said that “if, while
watching the price situation, we come to think that financial conditions are too
accommodative as they stand, then it is possible that we would accelerate the
pace of rate hikes.” Upside price factors have become more prominent, among
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them oil prices (including alternative procurement costs), strong Al-related demand,
and the yen weakness seen to date. We infer that the BoJ now sees itself as
having moved from a phase of pushing underlying CPI inflation up to 2% to a
phase of anchoring it there. (Governor Ueda’s comments at the press conference
translated by MUMSS.)

The Japanese government intervened to buy yen and sell dollars in the New York
FX market on July 30, according to reports in the Nikkei and elsewhere, and on
July 31 the Japanese and US authorities each announced that they had conducted
a coordinated yen-buying intervention.! Our impression is that the Takaichi cabinet
is cautious about BoJ rate hikes, but it appears to have grown more wary about
continued import price increases from accelerating yen weakness and about the
resulting public discontent. Prime Minister Sanae Takaichi has decided to cut the
consumption tax rate on food for a limited two-year period, but if import costs rise
more quickly this would offset the downward impact on prices from the tax cut, and
prices could in fact rise further. The Ministry of Finance (MoF), responsible for
Japan’s government finances, is also likely worried that heightened inflation
concerns caused by accelerating yen weakness will push long-term yields higher
as it begins drawing up the FY27 budget.

The BoJ arguably need not rush to raise rates given that the government will curb
yen weakness through forex intervention, but the US side, in agreeing to
coordinated intervention, most likely expects and assumes that the BoJ will hike
rates. Bessent posted on social media on July 31 (US time) that he looks forward
to “seeing my longtime friend, Bank of Japan Governor Kazuo Ueda, at the G20
Finance Ministers Meetings ... at the end of August,” and that “Japan’s economy
continues to perform well under Prime Minister Takaichi, Governor Ueda, and the
Bank of Japan Board, which has demonstrated a strong commitment to monetary
and financial stability.” He has long held that the BoJ is behind the curve on
inflation,? and in May this year he urged it to raise rates, saying that Ueda is “an
excellent central banker, and if they will give him the room to do what he ... needs
to do, | am confident that they will have great monetary policy.”® Vice Minister of
Finance for International Affairs Atsushi Mimura also told reporters this morning
that MoF would respond in close coordination with the BoJ’s monetary policy. The
BodJ of course decides the specifics of monetary policy autonomously, but given
that it is already alert to upside risks to inflation, these developments could
encourage it to move up its next hike.

We therefore think that the BodJ is now more likely to hike at its next meeting on
September 17-18. The most likely reasons for holding off in September would be
Ms. Takaichi still objecting to a hike, or a fresh economic or financial shock.
However, the BoJ also has the option of waiting until the October Outlook Report
meeting, so we will be watching Deputy Governor Ryozo Himino’s remarks at a
meeting with local business leaders in Saitama Prefecture on August 27. We will
also be watching for any meeting between Ms. Takaichi and Governor Ueda.

In line with the change in our forecast for the next hike to September, we also
revised the subsequent path we expect for the policy rate. Given the BoJ’s view
that underlying CPI inflation is nearing 2%, that financial conditions remain

1 The US sold euros and bought yen.

2 From inteview with Bloomberg News in August 2025

3 From interview with Reuters in May 2026

Monetary Policy Navigator



Mitsubishi UFJ Morgan Stanley

Moderate upside
possible for Japan's
economy

Watch for phase
shift in BoJ’s policy
reaction function

accommodative, and that firms are passing through costs more aggressively, we
have raised our terminal rate forecast from 1.50% to 1.75%. Beyond September,
we now look for the BoJ to hike to 1.50% in January 2027 and 1.75% in June 2027.

Below, we review the key macroeconomic points. Moderate upside for Japan’s
economy looks increasingly likely from the second half of 2026. As the BoJ's
Outlook Report notes, the Middle East crisis has not worsened further, Al-related
demand is supporting production, and capex to rebuild supply chains in response
to geopoilitical risk appears to be feeding through. Higher underlying inflation and a
higher expected growth rate may also be supporting the medium-term trend in
capex. Recovering real wages and elevated asset prices appear to be supporting
consumer spending. April-June 2026 GDP, due for release in August, will likely
confirm firm capex and resilient private consumption.

Among indicators of underlying inflation, we think the BoJ already views medium-
to long-term inflation expectations in particular as very close to 2%. We think that
the monetary policy reaction function should differ by phase, i.e., whether the
inflationary norm is (1) below 2%, (2) close to 2%, or (3) anchored at 2%. We think
the transition to phase (2) is underway. The BoJ should in theory respond more
strongly to inflation in phase (2) than in phase (1), because it needs to worry less
about pushing inflationary norms higher. These shifts in the conditions governing
the reaction function come alongside two further pressures: consumer prices look
likely to rise toward the end of the year on the lagged effects of yen weakness and
the Middle East crisis, and firms continue to set prices more assertively. Together,
those could push inflation expectations higher still. Rising consumer prices into
year-end will admittedly depress real wages in the short term and could weigh on
the economy. However, the subsequent consumption tax cut, which is looking more
likely to materialize, would partly offset this. We therefore think that underlying
consumer price inflation is unlikely to undershoot.

We intend to reflect our updated expectations for the BoJ policy rate path to our
JGB yield (long-term interest rate) forecasts at a later date. If concerns that the BoJ
is behind the curve begin to ease, we would expect the curve to bear-flatten
relative to our previous forecasts.

Naomi Muguruma
Chief Fixed Income Strategist

Katsuhiro Oshima, Ph.D.
Chief Economist

14:30 JST, August 3, 2026
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