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Bank of Japan to continue interest rate hike path under Takaichi
Administration

At its December 2025 monetary policy meeting, the Bank of Japan (BOJ) raised its policy interest rate from around
0.5% to around 0.75%. This marks the highest policy rate level in the 30 years since 1995. As Governor Ueda had
effectively signalled the December rate hike in advance, the market had already anticipated this rise.

The Bank of Japan cited two main factors behind this rate hike:
1. The initial phase of the 2026 spring wage negotiations is proceeding smoothly, and

2. The impact of Trump tariffs on Japanese corporate earnings generally remains limited.

Though not explicitly stated, the heightened risk that yen weakness could lead to underlying inflationary pressure
is also considered a factor behind the hike. Furthermore, amid concerns over the adverse effects of yen weakness
on people's livelihoods, and with the Trump administration urging the BOJ to correct yen weakness through interest
rate hikes, the Takaichi administration, which traditionally favours low interest rates, appears to have had no choice
but to accept the BOJ’s rate hike.

Regarding future monetary policy management, the BOJ stated that, given the current extremely low level of real
interest rates, if the economic and price outlook presented in its “Outlook Report” materializes, it will continue to
raise the policy interest rate and adjust the degree of monetary easing in line with improvements in economic and
price conditions. However, Governor Ueda avoided making specific comments at the press conference about the
future pace of rate hikes or the level of the neutral interest rate. This likely reflects an intention to preserve flexibility
in future monetary policy.

Key points to watch going forward will be the pace of the BOJ's rate hikes and the terminal rate. Given that real
interest rates remain extremely low even after this rate hike, the Bank of Japan is expected to raise rates at a
gradual pace of 0.25% every six months (Exhibit 1). Given the energy price decline exerting downward pressure
on inflation under the Takaichi administration's policies, core CPlI is projected to temporarily dip below 2% year-on-
year in fiscal 2026 (Exhibit 2). Therefore, we do not see compelling reason for the BOJ to rush into raising interest
rates. The terminal rate is likely to settle around 1.25-1.5%. For the Takaichi administration, which has traditionally
pursued a high-pressure economy (low interest rates + aggressive fiscal policy), raising rates beyond the 1.25-
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1.5% range is likely unacceptable. However, since the BOJ estimates the neutral interest rate at 1.0-2.5%, caution
is warranted regarding the risk that the BOJ may be forced to raise rates closer to the upper end of its neutral
interest rate range sooner than expected if yen depreciation pressure further intensifies.

In 2026, amid steady interest rate hikes by the BOJ, Japan's long-term interest rates are likely to rise gradually,
targeting the low to mid-2% range (Exhibit 3). Against the backdrop of the Takaichi administration's proactive fiscal
policy, increased issuance of government bonds is anticipated. Furthermore, the Bank’s gradual reduction of
government bond purchases (QT) will also contribute to a modest rise in long-term interest rates from a supply-
demand perspective. Given that markets have already priced in the BOJ's gradual rate hikes, the foreign exchange
market is unlikely to see significant yen appreciation. We expect the dollar-yen to continue trading in a range centred
around 155 (Exhibit 4).

Despite rising long-term interest rates, we anticipate the Japanese stock market will reach new all-time highs in
2026. By the end of 2026, the Nikkei 225 is likely to rise to the 55,000 level. With nominal GDP growth expected to
remain at a relatively high annual rate of around 3-4%, corporate profits for fiscal 2026 are projected to accelerate
to approximately +13% year-on-year. Therefore, provided the rise in long-term interest rates remains moderate, the
upward trend in stock prices is expected to continue. Looking ahead, the Japanese stock market is likely to continue
its upward trend. This is underpinned by robust corporate earnings, expansionary fiscal policy, increased
shareholder returns driven by improved corporate governance, and the fact that Japanese stocks remain
undervalued relative to their U.S. counterparts.

Exhibit 1: Real Policy Rate in Japan Exhibit 2: BOJ’s Price Outlook
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Exhibit 3: Japan’s Policy Rate and 10-Year Bond Yield
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Exhibit 4: The Path of the BOJ's Policy Rate as Priced
into the Yen OIS Market

(%)
1.6 -

1.4 A
1.2 A
1.0 A
0.8 A

0.6 -

0.4

26/1 26/5 26/9 27/1 2715 2719 28/1

Source: Bloomberg, MUFG: Trust Bank
Note: As of December 19, 2025

(¢) MUFG



DISCLAIMER

This document is issued by Mitsubishi UFJ Asset Management (UK) Ltd. ("MUFG AM (UK)") which is authorized and
regulated in the UK by the Financial Conduct Authority (“FCA”) No. 121816. Information and Data within this document
was originally provided by Mitsubishi UFJ Trust Banking Corporation. Information within this document may contain
material that may be interpreted by the relevant authorities in your country as a financial promotion or an offer to purchase
securities. Accordingly, this information is only intended for persons who fall outside the scope of any law that seeks to
regulate financial promotions in the country of your residence. The information provided in this document is not intended
for any United States person or any person in the United States, any state thereof, or any of its territories or possessions.
This report is prepared for professional investors and is not intended for retail clients as defined in the FCA rules.

The information contained in this report has been taken from sources which we deem reliable, but we do not represent
that such information is accurate or complete in part or in whole. Any opinions expressed here reflect our judgment at
this date and are subject to change. Although we have taken all reasonable care that the information contained within
this document is accurate at the time of publication, we make no representation or warranty (including liability towards
third parties) express or implied, as to its accuracy, reliability or completeness. If you rely on this document, you do so at
your own risk. We expressly disclaim any duty of care which we might otherwise owe to any person relying on this material.
Any opinions expressed here reflect our judgment at this date and are subject to change.

Any reference to past performance should not be taken as a guide to future performance. The value of investments may
go down as well as up.

Companies in the Mitsubishi UFJ Financial Group and connected persons may have positions in, or may perform or seek
to perform advisory or banking services to companies whose securities are mentioned herein. Mitsubishi UFJ Asset
Management (UK) Ltd. or related companies may have used researched material before publication and may have
positions in or may be materially interested in any of the securities mentioned.

This brochure does not constitute an offer or a solicitation of an offer to buy a security. Neither MUFG AM (UK) nor any of
its related companies accept any liability whatsoever for any direct or indirect or consequential loss arising from any use
of information or material contained herein.

MUFG Asset Management is a brand of Mitsubishi UFJ Trust and Banking Corporation, along with its subsidiaries,
Mitsubishi UFJ Asset Management Co., Ltd., Mitsubishi UFJ Real Estate Asset Management Co., Ltd., Mitsubishi UFJ
Asset Management (UK) Ltd. and Mitsubishi UFJ Alterative Investments Co., Ltd.

The intellectual property rights of the indices in this document belong to the index providers. Please refer to the website
below for details. https://www.tr.mufg.jp/houjin/jutaku/disclaimer.html
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