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Key points 

◼ BoJ votes 7-2 to raise policy rate to 1.25%; just three months since previous 
hike 

◼ BoJ leadership wary of upside risks to prices; additional push from MoF, US 
Treasury; still committed to continued hikes 

◼ Revamp of climate response operations (floating rate, upper limits) key point 
for BoJ balance sheet policy 

 

The Bank of Japan (BoJ) decided at its September 17–18 monetary policy meeting 
(MPM) to raise its guideline for the uncollateralized overnight call rate, its policy 
rate, from "around 1.0%" to "around 1.25%" (Table 1). This is its first hike since 
June. The three-month gap between hikes is the shortest in the current tightening 
cycle, which began with the exit from negative interest rates in March 2024. The 
vote was 7-2, with Toichiro Asada and Ayano Sato dissenting in favor of keeping 
the rate on hold.1 Hajime Takata, a hawk, did not propose a larger 50bp hike. The 
outcome was in line with consensus expectations, including our own. At 1.25%, the 
policy rate is at its highest since March 1995, when the official discount rate served 
as the policy rate (Graph 1). 

   

 
1 Mr. Asada opposed the hike on the grounds that, "with the rate of increase in the CPI (all items less fresh food) being below 2 percent 

recently, it could not necessarily be said that the economic situation was strong." Ms. Sato opposed it on the grounds that "current 
economic and price developments did not appear to have substantially accelerated compared to before, and in this context, it was not 
appropriate for the Bank to raise the policy interest rate at this time." 

BoJ votes 7-2 to 
raise policy rate to 
1.25% 
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Table 1: BoJ rases its policy rate from 1% to 1.25% 

 
 

Source: MUMSS, from BoJ materials (emphasis by us)  

 

   

Guideline for money market operations

The Bank will encourage the uncollateralized overnight call rate to remain at around 1.25 percent.
(Voting against the action: ASADA Toichiro and SATO Ayano)

Conduct of monetary policy unchanged

As for the future conduct of monetary policy, given that underlying CPI inflation has been approaching 2 percent and financial
conditions have been accommodative, the Bank will continue to raise the policy interest rate and adjust the degree of monetary
accommodation, in response to developments in economic activity and prices as well as financial conditions. In this regard, it
will consider the timing and pace of adjustment, while examining the likelihood of realizing the baseline scenario of the outlook
for economic activity and prices and the risks to the outlook, including the impact of the situation in the Middle East, the
expansion in AI related demand, and developments in foreign exchange rates. In particular, the perspective of stabilizing
underlying CPI inflation at a level around 2 percent becomes important in order to keep the risk of underlying CPI inflation
deviating upward to a level above the price stability target of 2 percent from materializing and thereby exerting an adverse impact
on the economy afterward. With the price stability target of 2 percent, the Bank will conduct monetary policy as appropriate from
the perspective of sustainable and stable achievement of the target.

Economic activity and prices, current situation and outlook

Japan's economy has recovered moderately, although some weakness has been seen in part, partly due to the impact of the
situation in the Middle East. Regarding the outlook, Japan's economy is expected to continue growing moderately. This is
because, although the impact of the situation in the Middle East is expected to push down economic activity, the economy is
likely to be underpinned by factors such as the government's various measures, in addition to an increase in global AI-related
demand.

On the price front, the rate of increase in the producer price index (PPI) has continued to be high on a year-on-year basis,
reflecting the impact of the expansion in AI-related demand, in addition to high crude oil prices and the depreciation of the yen.
The year-on-year rate of increase in the consumer price index (CPI, all items less fresh food) has been moderately rising
recently, as upward pressure on prices in business-to-business transactions has started to spill over into consumer prices  and
moves to pass on wage increases to selling prices have been continuing. In this situation,medium- to long-term inflation
expectations have continued to rise, and underlying CPI inflation has been approaching 2 percent. As explained, Japan's
economic activity and prices have been developing generally in line with the baseline scenario presented in the July 2026
Outlook for Economic Activity and Price.

While there are various risks to the baseline scenario, attention continues to be warranted on the impact that the situation in the
Middle East, the expansion in AI-related demand, and  developments in foreign exchange rates have on Japan's economic
activity and prices. As for underlying CPI inflation, there is a risk that it will deviate upward to a level above the price stability
target of 2 percent, given factors such as firms' behavior shifting more toward raising wages and prices and medium- to long-term
inflation expectations rising.

Japan's financial conditions have been accommodative. Real interest rates have remained at low levels, mainly in the short- to
medium-term zone. Firms' and other entities' demand for funds has increased, and financial institutions' lending attitudes have
also remained proactive. Moreover, issuance conditions for CP and corporate bonds have remained favorable

In view of the aforementioned developments in economic activity and prices, risks, as well as financial conditions, the Bank
judged it appropriate to adjust the degree of monetary accommodation from the perspective of sustainable and stable
achievement of the price stability target of 2 percent. Accommodative financial conditions are expected to be maintained after
the change in the policy interest rate, continuing to firmly support economic activity
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Graph 1: Japan’s long- and short-term interest rates  

since the Plaza Accord (monthly) 

 
Note: The policy rate is the official discount rate through August 1998, the target for the uncollateralized 

overnight call rate from September 1998 through January 2016, the interest rate applied to 
Policy-Rate Balances in current accounts at the BoJ from February 2016, and the interest rate 
under the Complementary Deposit Facility from March 2024. Periods when no short-term policy 
rate was set are left blank. 

Source: MUMSS, from BoJ and Bloomberg data

 

We summarize the main points of the decision below, ahead of Governor Kazuo 
Ueda's press conference. First, the reasons for the hike are essentially the same 
as in June. The BoJ took a further step in adjusting the degree of monetary 
accommodation, mindful also of the risk that underlying CPI inflation will overshoot 
the 2% price stability target. Table 1 above gives the details. In its assessment of 
economic conditions, the BoJ noted that "On the price front, the rate of increase in 
the producer price index (PPI) has continued to be high on a year-on-year basis, 
reflecting the impact of the expansion in AI-related demand, in addition to high 
crude oil prices and the depreciation of the yen." It went on to say that "The year-
on-year rate of increase in the consumer price index (CPI, all items less fresh food) 
has been moderately rising recently, as upward pressure on prices in business-to-
business transactions has started to spill over into consumer prices and moves to 
pass on wage increases to selling prices have been continuing." The BoJ also kept 
its judgment that, for underlying CPI inflation, "there is a risk that it will deviate 
upward to a level above the price stability target of 2 percent, given factors such as 
firms' behavior shifting more toward raising wages and prices and medium- to long-
term inflation expectations rising." 

At the same time, the BoJ retained the July Outlook Report's assessment that 
"underlying CPI inflation is expected to increase gradually, coming to a level that is 
generally consistent with the price stability target between the second half of fiscal 
2026 and fiscal 2027 and remaining at around that level thereafter" (the hawkish 
Mr. Takata and Naoki Tamura opposed this description). In other words, the hike 
rests strictly on the BoJ's judgment that the scenario set out in the July Outlook 
Report continues to become more likely. It is not a response to new upside factors 
or to a further rise in upside risks. The BoJ carried over its July guidance on the 

Point 1: BoJ adjusts 
degree of monetary 
accommodation as 
underlying inflation
nears 2% 
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conduct of monetary policy unchanged (Table 1 above), with no hint that hikes are 
coming to an end or that they will accelerate. 

Second, we suspect that the desire of Japan's Ministry of Finance (MoF) and the 
US Treasury to stem yen weakness was a major factor behind the BoJ’s decision 
to hike after a relatively short three-month interval. MoF and the US Treasury 
conducted a rare coordinated yen-buying intervention in the New York market on 
31 July, just after the previous MPM ended. US Treasury Secretary Scott Bessent 
then repeatedly called for BoJ rate hikes and for the Takaichi cabinet to rethink its 
reflationary policies. He met Governor Ueda on 30 August, during the G20 
meetings. According to the US Treasury's readout of that meeting, Mr. Bessent 
"expressed strong support for Japan's decisive market and monetary steps to 
address the substantial undervaluation of the yen and noted the role of yen 
weakness in contributing to domestic inflationary pressures in Japan." 

The Takaichi administration kept to a wait-and-see stance even as speculation 
grew that the BoJ would accelerate its hikes. Prime Minister Sanae Takaichi held a 
press conference after reshuffling her cabinet on the evening of 17 September. On 
monetary policy, she said only that the specific methods were up to the BoJ and 
that she expected it to conduct monetary policy appropriately to achieve the 2% 
price stability target in a sustainable and stable manner. We suspect that, without 
the unusual US pressure for a hike, the BoJ would have been unlikely to raise 
rates again at this juncture. 

However, the administration's cautious stance on rate hikes has likely not changed 
fundamentally. Mr. Asada and Ms. Sato, both appointed by the Takaichi cabinet, 
voted against the hike at today's meeting. Minister of State for Economic and Fiscal 
Policy Minoru Kiuchi, who called on the BoJ to be accountable when it hiked in 
June,2 also kept his post in yesterday's reshuffle. The online edition of the Nikkei 
reported on 17 September that "Mr. Kiuchi initially wanted a different post, but the 
Prime Minister, who had been considering keeping him on, asked him to stay, 
saying 'there is no one else who can do it (translation by MUMSS).'" The 
administration's concern that rate hikes could dampen firms' willingness to invest 
and households' willingness to spend also appears largely unchanged. 

The US Federal Reserve (Fed) raised the target range for the federal funds rate to 
3.75–4.00% at its 16 September Federal Open Market Committee (FOMC) 
meeting. The hike was no surprise, as markets had priced in a probability of just 
over 90%. Most market participants nonetheless saw it as a "hawkish hike." The 
reasons included (1) the unanimous decision, (2) the rise in the number of 2026 
hikes implied by the median federal funds rate projection, and (3) Chair Kevin 
Warsh's remark at his press conference that, in the Committee's assessment, 
"inflation risks are to the upside." The BoJ's hike today, in contrast, was a majority 
decision rather than a unanimous one. Markets are also pricing in BoJ hikes to 
1.75% or 2.00%. If markets see Governor Ueda's press conference at 15:30 as 
"dovish," dollar-buying and yen-selling could gather pace from this weekend 
through Japan's holidays next week. The Governor may well strike a fairly hawkish 
tone at today's press conference, saying, for example, that the BoJ will hold 

 
2 A Cabinet Office attendee believed to be Mr Kiuchi commented at the June meeting, when the policy rate was raised, that “it is 

important for the Bank to fulfill its accountability regarding the policy interest rate hike at this MPM, while taking proactive and 
appropriate action in the event of excessive fluctuations in economic activity” and that “the government expects the Bank to conduct 
monetary policy as appropriate, … while understanding initiatives taken by the Takaichi Cabinet such as strategic investments that 
enhance resilience against potential crises and investments that promote growth.” 

Point 2: Wishes of 
MoF, US Treasury 
on yen weakness 
were added impetus 
for hike 

Point 3: Governor 
Ueda under 
pressure from Fed's 
"hawkish hike" 
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thorough discussions at the next and subsequent MPMs as well, with upside risks 
to prices in mind. 

The BoJ also decided at this meeting to revise its Funds-Supplying Operations to 
Support Financing for Climate Change Responses (climate response operations). 
It said that it had decided "to change the loan rate to a floating rate and set upper 
limits on the amount of loans, with the aim of providing stable support for private 
sector efforts on climate change while ensuring the smooth conduct of market 
operations." This decision was unanimous. The loan rate had been fixed at the 
interest rate applied to current account balances at the BoJ on the disbursement 
date. It will now be the average of that rate during the period in which the loans are 
extended. The next disbursement is scheduled for January 2027. The BoJ also 
capped total lending at JPY50 trillion and set a JPY10 trillion ceiling on loans to 
each counterparty. We infer that the BoJ took two points into account. Continued 
rate hikes would make fixed-rate loans excessively advantageous, and the 
operations could start to affect the pace at which the BoJ is shrinking its balance 
sheet through quantitative tightening (QT). 

This revision looks important from the standpoint of the BoJ's balance sheet policy. 
End-August outstanding loans under the climate response operations stood at 
JPY24.9 trillion (Graph 2). The operations are due to run through FY30, and the 
cap will not be reached in the near future. However, the revision arguably shows 
that the operations are not open-ended. Loans under the Fund-Provisioning 
Measure to Stimulate Bank Lending are maturing, and the balance is expected to 
reach zero during FY28. As those loans roll off, bids at the climate response 
operations have been rising, reflecting their appeal as a source of fixed-rate term 
funding. Term funding is becoming more important for banks as they work to meet 
regulatory requirements such as the liquidity coverage ratio (LCR) and the net 
stable funding ratio (NSFR). We will be watching developments in the operations 
closely. 

 

Graph 2: Outstanding balance of the BoJ’s fund-provisioning operations 

 
Source: MUMSS, from BoJ data 
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We maintain our forecast that, after this week's hike, the BoJ will raise its policy 
rate to 1.50% at the January 2027 MPM and to 1.75% at the June 2027 MPM. 
Today’s decision brought the policy rate to 1.25%, within the range of the BoJ's 
estimates of the neutral rate. It will become increasingly important to closely 
monitor the cumulative impact of rate hikes. Meanwhile, markets are pricing in 
further hikes by the Fed after it raised rates at this week's FOMC meeting. WTI 
crude futures have also risen above USD100 per barrel following an attack on a 
Saudi Arabian pipeline, and concerns about prolonged global inflation have yet to 
ease. If these external shifts look increasingly likely to push Japan's underlying CPI 
inflation higher (than we currently assume), they will affect the BoJ's rate hiking 
path. We will be watching developments closely.  

 

 

Naomi Muguruma 
Chief Fixed Income Strategist 

Katsuhiro Oshima, Ph.D. 
Chief Economist 

13:00 JST, September 18, 2026 
   

Outlook: expect next 
hike in January 2027 
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