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Key points 

◼ We have moved up our forecasts for BoJ rate hikes from January and June 
2027 to December 2026 and April 2027 

◼ With further Fed rate hikes also anticipated, we think BoJ is likely to step up 
pace of adjustments in monetary accommodation 

◼ We continue to forecast terminal rate of 1.75%, but developments in external 
environment warrant close attention 

 

We have moved up our forecasts for BoJ rate hikes. We previously expected the 
Bank to take the policy rate to 1.50% in January 2027 and to 1.75% in June 2027, 
with that marking the end of the hiking cycle. We now expect it to hike to 1.50% in 
December 2026 and to 1.75% in April 2027 instead. The main reasons are 
discussed below. 

As confirmed by the decision at the September 17-18 Monetary Policy Meeting to 
raise the policy rate to 1.25% and by Governor Kazuo Ueda’s subsequent press 
conference, the BoJ believes underlying consumer price inflation is now much 
closer to 2%. Against this backdrop, the Bank has become increasingly concerned 
that financial conditions remain accommodative. The BoJ’s measures of core CPI 
inflation are approaching 2% (Graph 1), while indicators of longer-term inflation 
expectations are around or above 2% (Graph 2). There is also a lingering risk of 
renewed global inflationary pressures arising from the situation in the Middle East. 
In Japan, AI-related demand is firm, and the government’s “responsible proactive 
fiscal policy” is expected to be supportive of demand. At his September 18 press 
conference, Mr. Ueda said that “it is important to stabilize underlying inflation at 
around 2%” and that “in that sense, we believe the policy phase has changed” 
(translated by MUMSS). We therefore think the Bank is likely to raise the policy 
rate to 1.50% before long. 
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Graph 1: BoJ’s measures of core CPI inflation 
 

 

Source: MUMSS, from BoJ data 

Graph 2: Indicators of longer-term  
inflation expectations 

 
Source: MUMSS, from BoJ, Bloomberg and Quick data 

 

The Takaichi administration has previously expressed reservations about further 
BoJ rate hikes. However, it cannot ignore the Trump administration’s concerns 
about the weak yen and calls for Japan to reassess its reflationary policies. As 
previously reported, following the coordinated yen-buying intervention by Japanese 
and US authorities on July 31, US Treasury Secretary Scott Bessent repeatedly 
made comments encouraging BoJ rate hikes and called on the Takaichi 
administration to reconsider its reflationary policies. Responding to these views in a 
September 25 interview with Bloomberg, Finance Minister Satsuki Katayama said 
the prime minister had asked her to explain to overseas investors that she was not 
a reflationist. Ms. Katayama also said that the PM has great respect for central 
bank independence. On the same day, Minister for Economic and Fiscal Policy 
Minoru Kiuchi said at a press conference that the phase of Abenomics-style 
reflationary policies, involving sustained monetary easing and flexible fiscal policy, 
was over. Ms. Katayama and Mr. Bessent also held a telephone conference on the 
evening of September 25 as efforts to curb the weakness in the yen continued.1 A 
review of the “responsible and proactive fiscal policy” agenda, including the 
consumption tax cut for food products and the proposed public-and private-sector 
investment initiatives, appears unlikely. That makes it more difficult for the 
administration to publicly oppose BoJ rate hikes aimed at maintaining price 
stability. 

We have also revised our forecast for the federal funds rate. We previously 
expected the Fed to keep rates unchanged through year-end, leaving the midpoint 
of the target range at 3.875% at end-2026. We then anticipated 25bp cuts in June 
2027 and June 2028 would take the midpoint to 3.375% at the end of 2028. We 
now expect one more 25bp hike in October 2026, taking the midpoint to 4.125% at 
end-2026, followed by 25bp cuts in September 2027 and September 2028 that 
lower the midpoint to 3.625% at end-2028. At the press conference following the 
September FOMC meeting, which led to the first rate hike in three years, Fed Chair 
Kevin Warsh described the move as “[removing] a dose of accommodation” and 
said the decision “starts to show [the Fed is] serious” about price stability. The 
reason he gave for the September hike -- that “this summer’s inflation readings do 

 
1 At a press briefing on the evening of September 25, Prime Minister Sanae Takaichi said that US President Donald Trump had 

expressed concern during their meeting that the weak yen was making trade difficult for the US. 
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not tell me that underlying trends have meaningfully improved” -- is unlikely to 
change quickly. Questions about the Fed’s political independence could re-emerge 
if it stands pat at the October FOMC meeting just before the November 3 midterm 
elections.2 If the Fed raises rates again in 2026, we think the BoJ is also likely to 
hike before year-end.  

For now, however, we regard a second consecutive BoJ rate hike at the October 
29-30 MPM, coming immediately after the FOMC meeting on October 28-29, as a 
risk scenario. Although Mr. Ueda said on September 18 that underlying inflation is 
“much closer” to 2%, it has not become entrenched above 2%. A further 
acceleration in the pace of tightening could also destabilize the policy-rate path 
being priced in by the market or place stress on financial and capital markets. The 
government currently appears willing to tolerate rate hikes but would likely object to 
consecutive tightening moves. If the Fed delivers back-to-back hikes as we expect, 
we think the BoJ will present analysis in its October Outlook Report showing that 
underlying inflation is approaching 2%. We expect Mr. Ueda to signal the possibility 
of a December hike at the subsequent press conference in what is effectively a 
“hawkish hold.” 

Following a hike to 1.50% this December, we forecast the BoJ will raise the policy 
rate to 1.75% in April 2027. Maintaining a three-month interval from the previous 
hike would imply a move at the March 2027 meeting. However, March coincides 
with Japan’s fiscal year-end. Consumers are also likely to defer purchases of 
processed foods ahead of the April 1 consumption tax cut on food items, while the 
negative real policy rate will continue to narrow. We therefore project the Bank will 
raise rates at the April 2027 MPM, when it will publish its FY29 forecasts for the 
first time. As noted above, we expect the Fed to hold policy steady following a hike 
in October 2026 before ultimately cutting rates in September 2027. We forecast 
core CPI inflation in Japan will peak at around 3% YoY in 1Q 2027 before settling 
around 1.7-1.8% in 2H FY27, excluding the impact of the consumption tax cut 
(Graph 3). The rise in average contracted bank lending rates is accelerating (Graph 
4), and the impact on financial conditions is likely to become more apparent. We 
therefore view 1.75% as the terminal rate for the policy-normalization process that 
began in March 2024. Risks, however, are skewed to the upside. The global 
economy is simultaneously facing a demand shock from the AI revolution and a 
supply shock from the conflict in Iran. In Japan, “responsible and proactive fiscal 
policy” will intensify supply constraints. The risk scenario is that the combination of 
these demand and supply shocks prompts the BoJ to continue raising rates until 
the real policy rate moves into positive territory and continues rising. We plan to 
present our revised JGB yield forecasts reflecting the new policy rate outlook in the 
October 5 Japan Economic & Financial Weekly. 

   

 
2 That said, we do not expect the Fed to embark on a full-fledged hiking cycle. For details, please see our September 28, 2026 
Economics report (Japanese only). 
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Graph 3: Japan’s core CPI and our forecast 
 

 
Note: The solid line excludes the impact of the consumption tax 

cut on food for two years from April 2027, while the 
dotted line includes the impact. Contributions by 
component exclude the impact of the tax cut. 

Source: MUMSS, from Statistics Bureau of Japan data;  
MUMSS estimates 

Graph 4: Average contracted bank lending rates at 
domestic banks 

 
 
 
 
 
 
Source: MUMSS, from BoJ data 
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