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BOJ Policy Rate Hits Highest Since 1995 but Real Rates Remain Negative
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Summary:

e The BOJ raised its policy rate by 25 basis points to 1.0% in response to inflation risks from
higher oil prices, bringing the benchmark to its highest level since 1995.

e While the BOJ signalled a willingness to tighten further, the exact trajectory of future rate
hikes remains uncertain.

e In addition, the BOJ decided to pause the tapering of its JGB purchases, committing to buy
JPY 2 trillion per month from April 2027 onward.

The Bank of Japan (BOJ) delivered a widely expected rate hike to 1.0% amid mounting inflation
risks stemming from elevated oil prices. At its June monetary policy meeting, the BOJ raised the
uncollateralised overnight call rate from 0.75% to 1.0%, bringing interest rates to their highest level
since 1995. The 7-1 decision saw a dissent from Toichiro Asada, a dovish board member newly
appointed by Prime Minister Sanae Takaichi, who argued that the downside risks to production and
employment outweigh inflationary pressures. Following the meeting, Deputy Governor Shinichi
Uchida led the press conference on behalf of Governor Kazuo Ueda, who was hospitalised.

The BOJ assessed that the economy is recovering moderately, while highlighting the risk of
upward deviations in inflation. During the press conference, Deputy Governor Uchida noted that
downside risks tied to the Middle East conflict have subsided significantly compared to the previous
meeting, allowing for a steady economic recovery. On the price front, the BOJ expects the pass-
through of higher crude oil prices into business-to-business transactions to materialise relatively
quickly, potentially fuelling longer-term inflation expectations. Against this backdrop, the BOJ
identified a "risk of underlying inflation deviating upward" beyond its 2% price stability target.
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While the BOJ signalled its willingness to tighten further, the exact trajectory of future rate hikes
remains uncertain. On the outlook for policy trajectory, the BOJ indicated that it will continue
raising interest rates as underlying inflation approaches its 2% target. The BOJ also updated its
assessment of financial conditions to "accommodative”. Notably, compared to the March statement,
the phrase “real interest rates are at significantly low levels" was revised to "real interest rates have
been negative". During the press conference, Deputy Governor Uchida stated that "it's hard to judge
now when our policy rate will achieve levels deemed neutral to the economy”. This rhetoric suggests
that while the BOJ remains committed to gradual tightening, policymakers may believe the current
policy rate is moving closer to its neutral levels.

The BOJ decided to pause the tapering of its Japanese Government Bond (JGB) purchases. In
the meantime, the BOJ decided to retain its JGB purchase plan by reducing monthly purchases by
JPY 200 billion each quarter until March 2027 but announced that it will subsequently stabilise its
monthly purchases at JPY 2 trillion. Deputy Governor Uchida explained that "bond market function
has improved significantly, so there was less need to keep tapering". Regarding the duration of this
plan, he added that "we haven't set in advance how long we will keep buying at 2 trillion yen per
month... But that could change depending on progress domestic investors make in adjusting their
portfolios". On balance, this move is anticipated to provide the market with greater certainty on the
BOJ's future bond purchases, easing some upward pressure on JGB bond yields.
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Negative real interest rate confirms that monetary conditions remain accommodative. Although
the BOJ raised its policy rate to a near three-decade high, the rate level of 1.0% sits well below
Japan's key inflation readings, even after accounting for the effect of the government's subsidies.
Thus, Japan's real interest rate remains firmly below zero. This accommodative posture stands in
contrast to the restrictive policies of other major central banks. Such ongoing policy divergence
could partly explain the persistent weakness of the JPY throughout the BOJ's gradual tightening
cycle. Given that the BOJ estimates Japan's neutral rate to reside between 1.5% and 2.5%, further
rate hikes remain the BOJ's core policy stance, though the pace of future policy normalisation is
widely expected to be gradual.

Looking ahead, further rate hikes remain likely as inflation continues to be the central bank's
primary concern. In addition to elevated oil prices, Deputy Governor Uchida expressed concern that
a weaker yen could increasingly fuel underlying inflation. As such, continued depreciation could act
as a potential catalyst for future monetary tightening. However, this hawkish policy tilt could face
rising political headwinds from the Takaichi administration, which has publicly opposed the idea of
rate hikes that could threaten economic growth. Currently, derivative markets are pricing in almost
one additional rate hike by the end of 2026. The ultimate rate trajectory will hinge on the interplay
between price pressures and domestic political tolerance.

Different Model Estimations of the Real Natural Rate of Interest by the BOJ
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This material is prepared by The Bank of East Asia, Limited ("BEA") for customers' reference only. The content is
based on information available to the public and reasonably believed to be reliable, but has not been independently
verified. Any projections and opinions contained herein are expressed solely as general market commentary, and do
not constitute an offer of securities or investment, nor a solicitation, suggestion, investment advice, or guaranteed
return in respect of such an offer. The information, forecasts, and opinions contained herein are as of the date
hereof and are subject to change without prior notification, and should not be regarded as any investment product
or market recommendations. This material has not been reviewed by the Securities and Futures Commission of
Hong Kong, Hong Kong Monetary Authority, or any regulatory authority in Hong Kong.

BEA will update the published research as needed. In addition to certain reports published on a periodic basis, other
reports may be published at irregular intervals as appropriate without prior notice.

No representation or warranty, express or implied, is given by or on behalf of BEA, as to the accuracy or
completeness of the information and stated returns contained in this material, and no liability is accepted for any
loss arising, directly or indirectly, from any use of such information (whether due to infringements or contracts or
other aspects). Investment involves risks. The price of investment products may go up or down, and may become
valueless. Past performance is not indicative of future performance. The investments mentioned in this material
may not be suitable for all investors, and the specific investment objectives or experience, financial situation, or
other needs of each recipient are not considered. Therefore, you should not make any investment decisions based
solely on this material. You should make investment decisions based on your own investment objectives, investment
experience, financial situation, and specific needs; if necessary, you should seek independent professional advice
before making any investment.

This material is the property of BEA and is protected by relevant intellectual property laws. Without the prior written
consent of BEA, the information herein is not allowed to be copied, transferred, sold, distributed, published,
broadcast, circulated, modified, or developed commercially, in either electronic or printed forms, nor through any
media platforms that exist now or are developed later.

For more information, please visit our webpage at https://www.hkbea.com/html/en/bea-about-bea-economic-
research.html. For any enquiries, please contact the Economic Research Department of BEA (email:
lerd@hkbea.com/telephone number: (852) 3609-1504/postal address: GPO Box 31, Hong Kong).
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