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Japan’s Highest Rate Since 1995 Marks a New Phase of Market Normalisation

Key Takeaways:

o Japan’s latest rate hike is not a crisis signal, but it marks an important shift away from the country’s
long era of ultra-low interest rates.

e The Bank of Japan raised its short-term policy rate to around 1.0%, the highest level since 1995, as
inflation risks remain harder to dismiss.

o The key concernis not headline inflation alone, but the risk that higher energy prices, a weak yen
and stronger wage-price dynamics will keep underlying inflation above the BOJ’s 2% target.

e The U.S.-Iran interim agreement has helped ease oil prices and improve market sentiment, but the
deal remains fragile and does not fully remove energy-market risk.

¢ A more hawkish Federal Reserve under Chair Kevin Warsh could keep U.S. yields high, strengthen
the dollar, pressure the yen and tighten funding conditions for global risk assets.

Japan’s Rate Hike Signals Normalisation, Not Crisis

Japan’s latest rate hike is less a shock than a sign that a long monetary era is ending. For decades, Japan
kept interest rates near zero while other major economies moved through repeated tightening cycles.

The BOJ’s move to raise its short-term policy rate to around 1.0% is the highest level since 1995. It is not the
highest in Japan’s history, but it marks a clear shift away from emergency-level policy settings that no
longer fit the inflation environment.

The BOJ still faces a difficult balance. Inflation is more persistent, supported by imported costs, energy
prices and wage gains, while growth and household sentiment remain fragile. This is why tightening is
likely to stay gradual. The message is not rapid rate hikes, but the end of extremely loose policy if inflation
expectations contfinue to rise.

Inflation Risk Is No Longer Only Temporary

The BOJ’s concern is not only headline inflation, which may ease if energy prices fall but the impact on the
economy after decades of deflation. A weak yen will raise the cost of energy, food and raw materials and
price increases are likely to spread through wages, import costs and expectations.

This creates a policy dilemma. Higher rates can support the yen and contain expectations, but they cannot
directly fix energy shocks or supply disruptions. The latest hike reflects a careful balance: firm enough to
show inflation discipline, but gradual enough to avoid hurting a fragile recovery.

The Yen Remains Japan’s Weak Link

The yen remains Japan’s key vulnerability even after the BOJ’s rate hike. Japan’s interest-rate gap with the
United States is still wide, so higher Japanese rates may not be enough to reverse yen weakness.
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This matters because a weak yen helps exporters, but it also raises import costs and hurts household
purchasing power. Inflation may still be high even when commodity prices soften.

U.S.-Japan Policy Rate: Gap Remains Wide
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Lower QOil Prices Give Japan Some Breathing Room

The U.S.-Iran interim agreement has eased Japan’s near-term inflation pressure by lowering oil prices and
reducing part of the geopolitical risk premium. For an energy-importing economy, this helps reduce cost-
push inflation, support real income in households and ease pressure on firms.

If the agreement holds, the BOJ may be able to slow future tightening. Lower energy prices would make it
easier to separate temporary imported inflation from more persistent domestic inflation. But the relief is
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fragile. If negotiations fail or maritime risks return, oil prices could rise again, putting Japan back in a
difficult mix of weaker growth and higher inflation.

A Hawkish Fed Could Keep Pressure on Global Markets

The Federal Reserve is another source of uncertainty. Under Chair Kevin Warsh, the Fed has kept rates
unchanged, but a rate hike is indicated for later this year. Thew new policy of less forward guidance could
also make markets more sensitive fo new data.

If the Fed remains hawkish while the BOJ moves gradually, will keep pressure on the yen and Japan’s
inflation outlook.

For global markets, high U.S. yields could pressure equities, corporate borrowing, high-yield credit,
emerging-market currencies and capital flows. This does not mean a full risk-off shock is inevitable, but
investors are pricing in policy uncertainty, currency risk and energy volatility.

Market Volatility is New Normal

The market reaction to Japan’s rate hike shows that investors were better prepared than in the past.
Japanese equities remained supported by corporate profits, semiconductor demand and Al optimism,
while lower oil prices improved risk sentiment.

Risks have not disappeared. Japan’s rate normalisation, yen volatility, oil-price swings and a less
predictable Fed are becoming part of the new operating environment.

The BOJ may continue to raise rates gradually, especially if the yen stays weak and imported inflation
remains sticky. But if oil prices fall further and geopolitical risks ease, inflation should become easier to
manage.

Japan’s rate hike marks the beginning of a more normal, but more complicated, monetary environment.
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