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BOJ headed for June rate hike

» Policy delays will materialize through interest rates and exchange
rates, shifting the focus to effectiveness of rate hike itself
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Governor Ueda’s speech signals a de facto June rate hike by using the term
“rate hike”

The closely watched speech by BOJ Governor Kazuo Ueda clarified the preconditions for the
policy decision ahead of the June Monetary Policy Meeting (MPM). In the speech, he expressed
the view that “it will be necessary to thoroughly discuss the pros and cons of raising the policy
interest rate” if upside risks to inflation increase, using the more forceful expression “thoroughly.”
This was not merely a conditional statement, but rather a statement signifying a shift to the stage
of substantive deliberation on a rate hike at the upcoming meeting.

In the previous two rate-hike phases, markets interpreted statements in speeches by the
Governor and deputy governors that the BOJ would “consider the pros and cons of raising the
policy interest rate at the next meeting” as de facto notice of a rate hike. The BOJ also
understands what it means to use the term “rate hike,” and the latest remarks should be regarded
as a de facto signal of a June rate hike. This week’s Nikkei report also indicated that support for a
rate hike is growing within the BOJ, and that there is a view that “if the BOJ misses the June
opportunity, there are concerns of falling behind the curve.” This indicates that the policy decision
is at a stage where the cost of postponement is being strongly considered.

Reassessment of Middle East risks: “Receding concerns over downward
pressure on the economy”

With regard to the Middle East situation, which was cited as the main reason for the BOJ’s
decision to forgo a rate hike at the April meeting, the risks were reassessed in this speech. While
rising crude oil prices can be downward pressure on the economy through a deterioration in the
terms of trade, they also become a factor pushing up prices across a wide range of items as price
pass-through progresses through corporate transactions.

On this point, Governor Ueda indicated that accumulated corporate profits and continued wage
increases are functioning as support, and that the current situation is not one where high crude oil
prices would immediately lead to a significant economic downturn. Additionally, large-scale
disruptions to the supply chain have not materialized at this point, and supply constraint issues
are also limited. Based on these premises, it is clearly confirmed that even as downside risks to
the economy and upside risks to inflation coexist, the relative weight of the latter is increasing.

In relation to this, the latest speech by Governor Ueda explicitly indicated two "points to monitor"
regarding future monetary policy. Namely, whether the Japanese economy will deteriorate
significantly under the Middle East situation and high crude oil prices, and whether the rise in
prices will spread to a wide range of items and push up the underlying inflation rate.
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On the economic front, the view was expressed that accumulated corporate profits and wage
increases are functioning as support, and that production activity has maintained resilience partly
because alternative procurement has progressed for raw materials with high dependence on the
Middle East. He also indicated the view that, as these adjustments proceed, future downside risks
to the economy will be minimized.

On the price front, he indicated the view that the pace of price pass-through stemming from
higher crude oil prices is faster than before and that the effects are more likely to spread to a wide
range of items. The speech emphasized vigilance toward the channel through which actual price
increases push up expected inflation and cause underlying inflation to overshoot.

Based on these checkpoints, the overall judgment presented is that upside risks to prices are
larger than downside risks to the economy and are also more likely to materialize sooner.

Price assessment: “Materialization of second-round effects”

The core of this speech was the clarification of the view that price increases associated with
supply shocks are beginning to feed through to underlying inflation. Price increases caused by
supply shocks are usually treated as temporary factors and, in principle, are not addressed by
monetary policy. However, in a phase where firms’ wage- and price-setting behavior becomes
more active, price pass-through may proceed in a chain reaction and push up the underlying
inflation rate itself. “There has been no clear disruption of supply chains, and greater emphasis
should be placed on responding to the risk that prices will overshoot,” a senior BOJ official stated.

Japan currently meets the conditions of sustained wage growth, accelerating price pass-through,
and low real interest rates simultaneously, which is understood to be a state where such second-
round effects are likely to occur. Observed indicators such as higher corporate goods prices and
an upswing in market inflation expectations are also moving in a direction consistent with this
recognition. Higher crude oil prices are no longer viewed merely as a transient shock, but are
recognized as a channel that pushes up underlying inflation.

Exchange rates and inflation expectations form the “risk of policy delay”

The speech also explicitly described the channel through which delayed policy responses are
reflected in market interest rates. It pointed out that if markets perceive that an appropriate policy
response is not being taken in response to rising prices, long-term interest rates may overshoot. It
also expressed the view that an upward shift in inflation expectations has contributed to the
recent rise in long-term interest rates. This indicates the relationship in which, under
accommodative financial conditions, a delay in policy response leads to an overshoot in long-term
interest rates through inflation expectations.

Exchange rate developments can be placed in the same context. The fact that the yen’s
weakening trend has persisted despite a decline in crude oil prices and forex intervention is
consistent with Japan’s low real interest rates, and the movement is linked not only to external
factors but also to monetary policy.

The depreciation of the yen not only pushes up prices through import prices, but also affects price
pass-through and the formation of expected inflation. As a result, conditions remain in place in
which upside risks to prices are likely to increase, and the timing of the policy response affects
both exchange rates and market interest rates. Concerns about falling behind the curve are being
formed amid this linkage among exchange rates, prices, and interest rates.

June rate hike should be understood in the context of “avoiding policy delay”

Based on the above, a June rate hike should be understood not so much as a response to an
overheating economy, but in the context of avoiding a delay in the policy response. In the
Governor’s speech, it was made clear that if the response is delayed, the BOJ could later be
forced to implement substantial rate hikes, placing a heavier burden on financial markets, the
financial system, and the economy. For this reason, the speech strongly implied that proceeding
with adjustments through gradual rate hikes would ultimately contribute to market stability.
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That said, although voices within the government have also strengthened in favor of “standing by
if the BOJ raises rates on its own responsibility” (Nikkei), the administration side appears to
fundamentally remain reluctant to rate hikes.

Accordingly, the formation of interest rates after the speech will likely diverge in two directions
depending on how markets perceive the policy response. If a rate hike is steadily implemented
and perception forms that the policy response is not delayed, an upward revision to the terminal
rate will be priced in mainly in the short-to-medium term zone, and the yield curve will flatten. On
the other hand, if the rate-hike decision is delayed, or if a perception remains that the response to
inflation is insufficient, the long-term sector will be pushed up against the backdrop of rising
inflation expectations, and the curve will steepen. Yesterday’s speech is seen as a communication
aimed at convergence toward the former path, but depending on developments in exchange rates
and inflation expectations, the dynamics of the latter path are also likely to remain in parallel.

Uncertainty over effectiveness of rate hikes: Can long-term interest rates and
exchange rates be controlled?

However, even if a June rate hike is implemented, it is not clear whether it will directly lead to
stability in long-term interest rates or exchange rates. In fact, there have been discussions within
the BOJ about whether “long-term interest rates will rise as a result of a rate hike,” and after the
previous rate hike in December 2025, long-term interest rates did rise.

Regarding the recent rise in long-term interest rates, many have pointed out that risk factors such
as inflation concerns and market views on fiscal policy have had a larger impact than forecasts for
short-term interest rates. For this reason, while a rate hike pushes up short-term interest rates, it
may also work in the direction of restraining an expansion in the term premium by curbing inflation
expectations, but the magnitude of that effect is uncertain.

As the same applies to exchange rates, a single rate hike alone will not necessarily reverse the
yen’s depreciation trend. In addition to movements in US interest rates and global capital flows,
market views on domestic real interest rates and the continuity of policy will continue to have an
impact.

As a result, the focus surrounding a June rate hike will shift beyond whether it is implemented to
what extent it contributes to stabilizing long-term interest rates and exchange rates. The BOJ will
need to respond to both inflation expectations and long-term interest rates, including through a
combination of rate hikes and its JGB purchase program, and the difficulty of policy management
remains high.

Summary

Yesterday’s speech by Governor Ueda is significant not just for whether it implies a June rate
hike, but because it clarified the priorities for policy decisions under a supply shock. Even amid
continued uncertainty over the Middle East situation, the speech indicated a stance of prioritizing
upside risks to prices, while also specifically articulating the channels through which a delayed
policy response could spill over into market interest rates and exchange rates.

As a result, the June MPM should be positioned not merely as a decision on whether to
implement an additional rate hike, but as a phase for confirming whether the BOJ will prioritize
avoiding falling behind the curve. Moreover, even after a rate hike, how long-term interest rates
and exchange rates react will become the key focus and litmus test, and we will likely transition
into a phase where the very effectiveness of monetary policy itself will be questioned by the
market.
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