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Underlying inflation cannot be allowed to rise above 2% 
At his 16 October press conference, BOJ Governor Kazuo Ueda said that the underlying inflation 
rate was “broadly close to 2%,” before adding that “a further rise from here cannot be tolerated.” 
He also indicated that, while the BOJ had previously tolerated an increase in underlying inflation 
toward 2%, once it reaches 2%, a major policy objective will be to keep it firmly established 
around that level. This can be seen as a clearer articulation of his assessment at the press 
conference following the September meeting that “the phase of monetary policy has changed.” 
 
In our previous report entitled How will BOJ conduct monetary policy after “reaching 2%”?, we 
argued that BOJ monetary policy was shifting from a phase aimed at raising underlying inflation to 
2% to one aimed at stabilizing it at around 2%. Governor Ueda’s latest remarks appear to confirm 
precisely this shift. Merely reaching 2% inflation is not the goal. Maintaining a state in which 
inflation remains stable at around 2%, without deviating significantly above or below that level, will 
be important for the conduct of monetary policy going forward. 
 
Regarding whether the BOJ will determine that underlying inflation has actually reached 2%, 
Governor Ueda said that the Policy Board would “hold thorough discussions and reach a 
conclusion” at the 29–30 October Monetary Policy Meeting. Meanwhile, he assessed economic 
data released since the September meeting as having moved “broadly in line with the outlook.” 
He also said that his exchanges of views with overseas policymakers during his latest trip had not 
yielded “any significant information that appeared to contradict his own assessment.” 
 
This assessment is also consistent with source-based reporting by Bloomberg published after the 
coverage discussed in our previous report. According to Bloomberg, while the BOJ is likely to 
leave its policy rate unchanged at the October meeting, it may upgrade its assessment of 
underlying inflation from “approaching 2%” to “broadly around 2%.” However, this would not 
immediately be regarded as the achievement of the price stability target, and the BOJ is 
reportedly expected to continue raising interest rates while financial conditions remain 
accommodative. Economic activity and prices since the September meeting have evolved in line 
with the BOJ’s outlook, and upside risks to inflation have not intensified sufficiently to warrant rate 
hikes at two consecutive meetings. However, an additional rate hike at the December meeting 
has reportedly not been ruled out. 
 
The Bloomberg report did not provide any new information significant enough to warrant changing 
the policy view set out in our previous report. Nevertheless, Governor Ueda’s latest remarks have 
further clarified the direction of policy: the BOJ will distinguish between “reaching 2%” and 
“becoming established at 2%,” and adjust the degree of monetary accommodation as it assesses 
whether the latter has been achieved. 
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Underlying inflation is approaching 2% 
Indeed, the indicators used to assess underlying inflation increasingly suggest that it is 
approaching 2%, a trend the BOJ is recognizing more clearly. Particularly important among these 
are medium- to long-term inflation expectations. 
 
Recent measures of inflation expectations have shown divergent trends. Inflation expectations 
among households and firms have declined somewhat recently, while forecasts by experts such 
as economists and market participants have continued to rise. Inflation expectations are therefore 
not increasing uniformly. In Jul–Sep 2026, expected inflation among households and firms 
declined slightly, while forecasts by experts continued to rise. 
 
Nevertheless, taking an overall view of expectations among multiple groups, including 
households, firms, and experts, medium- to long-term inflation expectations can be assessed as 
having risen to around 2%. The composite index of inflation expectations, which is constructed by 
extracting the common component from the inflation expectations of households, firms, and 
experts presented in the BOJ’s Outlook for Economic Activity and Prices report, also exceeded 
2% for the first time in Apr–Jun. Although the index is expected to decline slightly in Jul–Sep 
owing to lower expectations among households and firms, the various indicators available to date 
do not, in our view, materially alter the assessment that underlying inflation expectations are 
around 2%. 
 
These developments in inflation expectations are also consistent with Governor Ueda’s 
assessment that underlying inflation is “broadly close to 2%.” The important question is not 
whether inflation expectations are currently rising further, but whether medium- to long-term 
inflation expectations, which have risen to around 2%, can remain at that level. The focus is 
shifting from “reaching 2%” to “becoming established at 2%.” 
 
Underlying Inflation 

 
Source: Reprinted from materials for a speech by BOJ Policy Board Member Koeda. 

 
It is also difficult to argue, based on recent price developments, that inflationary pressures have 
clearly receded. Japan’s domestic corporate goods prices rose 6.8% y/y in September, slowing 
from 7.6% in August, and declined m/m for the second consecutive month. However, import 
prices have begun rising again against the backdrop of higher crude oil prices. In addition, cost 
indicators constructed using corporate goods prices and services producer prices suggest that 
the rate of increase in the BOJ-style core-core CPI could rise through the Jan–Mar 2027 quarter. 
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Economic activity is evolving in line with the BOJ’s outlook 
Nevertheless, the fact that underlying inflation is approaching 2% does not mean that the pace of 
rate hikes needs to be accelerated immediately. Weakness remains in private consumption, while 
capital expenditure is solid. Private-sector machinery orders excluding orders for ships and from 
electric power companies rose 5.2% m/m in August, confirming the resilience of domestic capital 
expenditure demand, including in AI-related sectors. While the increase in interest rates to date 
does not appear to have significantly dampened firms’ appetite for capital expenditure, rising 
costs and labor shortages are constraining the actual implementation of investment. 
 
Governor Ueda also assessed the Japanese economy since the September meeting as having 
evolved “broadly in line with our outlook.” He added that financial conditions “remain 
accommodative” even after the policy rate was raised to 1.25%, and said that the BOJ would 
“continue to raise the policy rate and adjust the degree of monetary accommodation.” 
 
The BOJ’s current assessment therefore appears to be that, while there is no need to rush into 
consecutive rate hikes as economic activity and prices evolve in line with its outlook, conditions 
also do not warrant halting rate hikes. Given that underlying inflation is approaching 2% and 
financial conditions remain accommodative, future rate hikes will increasingly be aimed not at 
raising underlying inflation to 2%, but at adjusting the degree of monetary accommodation to 
stabilize it at around 2% and prevent it from overshooting that level. 
 
Survey of SME Business Conditions: Capital Investment DI 

 
Source: Japan Finance Corporation; compiled by Daiwa. 

 
The next focus is whether wage growth becomes established 
How, then, will the BOJ confirm that underlying inflation has become established? One important 
factor will be the 2027 spring wage negotiations. According to several media reports last week, 
the Japanese Trade Union Confederation (Rengo) is considering setting its wage increase 
demand for the 2027 spring wage negotiations, including both pay scale increases and regular 
pay increases, at “5% or more.” This would mark the fourth consecutive year since 2024 in which 
Rengo has called for wage increases of 5% or more. For SMEs with fewer than 300 union 
members, Rengo plans to seek “6% or more.” It is also considering setting 5% or more as the 
minimum level overall and expressing an “intention to aim for 6%.” The wage increase achieved 
in the 2026 spring wage negotiations was 5.01%, remaining in the 5% range for the third 
consecutive year, while the increase among SMEs was limited to 4.69%. 
 
The point to watch here is not simply whether wage growth in 2027 will exceed the previous 
year’s level. On 8 October, Rengo Chair Tomoko Yoshino said that “the breadth of wage 
increases is steadily expanding, but it is difficult to say that many people are experiencing an 
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improvement in their living standards.” She added that “further efforts are needed to establish 
wage increases as a broadly accepted social norm.” 
 
Just as the BOJ is shifting its emphasis for underlying inflation from “reaching 2%” to “becoming 
established at 2%,” what now matters for the spring wage negotiations is whether labor and 
management can move from achieving a high wage increase on a one-off basis to a situation in 
which both sides assume that strong wage increases will continue every year. 
 
In this regard, attention should be paid not only to the fact that Rengo is moving toward calling for 
“5% or more” for the fourth consecutive year, but also to its consideration of positioning 5% as the 
“minimum level” and adding language such as “aiming for 6%” or “centered around 6%.” 
According to media reports, amid calls for 5% or more to be treated as the minimum level, Rengo 
is considering also expressing its intention to aim for 6% in an effort to secure a higher wage 
increase, or adding the wording “centered around 6%” to emphasize its determination to achieve 
a higher wage increase. Accordingly, in the 2027 spring wage negotiations, it will be necessary to 
consider not only whether strong wage growth continues for a fourth year, but also the possibility 
that the pace of wage growth could accelerate again. 
 
On the other hand, labor unions’ actual wage demands have already been running at around 6% 
over the past three years. It would therefore be premature to anticipate a substantial acceleration 
in actual wage growth solely on the basis of the reference to “6%.” It will be necessary to examine 
the demand levels of the major industry unions and individual labor unions as they become 
available, as well as how employers respond. 
 
For the BOJ, what matters is both the “magnitude” of wage growth, namely whether the 
momentum of wage increases strengthens further, and its “sustainability and breadth,” namely 
whether that momentum continues and spreads across the economy. Will strong wage increases 
spread beyond large corporations to SMEs? Will firms maintain their willingness to raise wages 
amid structural labor shortages? And will higher wages feed through to services prices and other 
prices, sustaining the wage-price cycle? These factors will be important in assessing whether 
underlying inflation will become established at around 2%. 
 
Survey of SME Business Conditions: Employment DI 

 
Source: Japan Finance Corporation; compiled by Daiwa. 

 
The final outcome of the 2027 spring wage negotiations will not be known for some time, but the 
direction of the negotiations will gradually become clearer. Rengo’s basic plan for the spring 
labor-management wage negotiations will be released in October, followed in November by a 
draft of the “Report of the Special Committee on Management and Labor Policy” compiled by the 
Japan Business Federation (Keidanren) and draft wage demands from the major industry unions. 
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From year-end into the new year, some companies will also begin announcing wage increases 
early. Even without waiting for the concentrated round of responses in March, considerably more 
information on the positions of both labor and management and their specific demand levels will 
be available by December. 
 
At the October meeting, the BOJ will only be able to assess, based on materials such as Rengo’s 
basic plan, whether the environment for continued strong wage growth remains in place. By 
December, however, more information will be available on the positions of management and the 
major industry unions, enabling the BOJ to make a more concrete initial assessment of whether 
strong wage growth will continue in 2027. 
 
From a policy of “aiming for 2%” to one of “stabilizing inflation at around 2%” 
In light of Governor Ueda’s latest remarks, the key issue in assessing the BOJ’s policy outlook is 
no longer simply whether underlying inflation has “reached” 2%. The BOJ appears to have 
entered a phase in which it will adjust the degree of monetary accommodation while assessing 
both whether underlying inflation, having risen to around 2%, will become established at that level 
and whether there is a risk that it will overshoot 2%. 
 
The 2027 spring wage negotiations should likewise not be assessed solely in terms of whether 
the figure is 5% or 6%. The relevant questions are whether strong wage growth will continue for a 
fourth year, whether the pace of wage growth will accelerate further, and whether its breadth will 
expand from large corporations to SMEs. It will be necessary to assess both whether wage 
increases become established as a “norm” and sustain the wage-price cycle, and whether this 
could cause underlying inflation to overshoot 2%. 
 
The BOJ’s conduct of monetary policy is shifting from a phase of “aiming for 2%” to one of 
“stabilizing inflation at around 2%.” The first question is what assessment of underlying inflation 
will be presented at the October meeting. Beyond that, key factors determining the timing and 
pace of future rate hikes are as follows: (1) the extent to which evidence accumulates that wage 
and price developments are becoming firmly established, including evidence from the 2027 spring 
wage negotiations, and (2) whether signs of an overshoot intensify. 
 
Survey of SME Business Conditions: Sales Price DI, Purchase Price DI 

 
Source: Japan Finance Corporation; compiled by Daiwa. 
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