
 
When the world’s largest creditor stops subsidizing everyone else’s debt, the entire 
architecture of global finance must be rebuilt. That moment arrived on November 10, 
2025. 
 
By Shanaka Anslem Perera 
 
On a seemingly ordinary Monday in 
November, Japan’s 10-year 
government bond yield touched 
1.71 percent. For most observers, 
this was a technical footnote 
buried in the daily market data. For 
those who understand the intricate 
plumbing of global finance, it was 
the sound of the Jenga tower’s 
critical block sliding free. 
That 1.71 percent figure represents the highest yield on Japanese government bonds 
since June 2008, when Lehman Brothers still existed and the global financial system 
stood weeks away from systemic collapse. But unlike 2008, when external crisis 
drove yields higher, this move originates from deliberate policy choices within Japan 
itself. The implications are far more profound than any single market dislocation. 
What happened on November 10th was not merely a bond market adjustment. It was 
the beginning of the end of a three-decade arrangement that quietly underpinned the 
entire post-Cold War financial order. Japan, the world’s largest net creditor nation 
with over $3 trillion in net foreign assets, has begun the long process of bringing that 
capital home. 
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The Architecture of Suppression 
To understand why this matters, we must first grasp what Japan has been doing for 
the global financial system since the early 
1990s. 
 
Following the collapse of its asset bubble in 
1991, Japan entered a deflationary spiral that 
would last three decades. The Bank of Japan 
drove interest rates to zero by 1999 and kept 
them there, eventually pushing into negative 
territory in 2016. Yield curve control, 
implemented in 2016, pegged the 10-year 
JGB yield near zero percent through massive 
bond purchases. 
 
This created a structural problem for 
Japanese institutional investors. Insurance 
companies managing long-dated liabilities, 
pension funds facing demographic decline, 
and banks awash in deposits all faced the 
same dilemma: domestic assets yielded 
nothing, but their obligations were real and growing. 
 
The solution was simple and world-altering. Japanese capital flooded outward. By 
2024, Japan held $1.13 trillion in US Treasury securities, making it the largest foreign 
holder of American government debt alongside China. European bonds, agency 
securities, corporate credit, and emerging market debt all absorbed massive 
Japanese flows. 
 
This was not charity. It was rational portfolio construction. But it had profound 
systemic effects. Japanese buying provided a persistent bid under global bond 
markets, suppressing term premiums and keeping borrowing costs artificially low 
across the developed world. The presence of this patient, yield-hungry capital 
allowed the United States to run persistent fiscal deficits, Europe to maintain its 
currency union despite structural imbalances, and emerging markets to access hard 
currency funding at historically low costs. 



For three decades, Japan’s deflation exported disinflation to the rest of the world. 
Japanese savers, unable to earn returns at home, effectively subsidized borrowers 
everywhere else. 
 

The Inversion 
November 10th marked the moment this arrangement began to unwind in earnest. 
The immediate catalyst was threefold.  
First, the Bank of Japan has been gradually normalizing policy after ending negative 
interest rates in March 2024 and raising its policy rate to 0.5 percent. 
  
Second, the Japanese government announced plans for a fiscal stimulus package 
exceeding ¥17 trillion (approximately $110 billion), aimed at combating residual 
deflation risks and boosting strategic sectors including semiconductors and artificial 
intelligence.  
 
Third, and most critically, market expectations shifted toward the possibility of 
further Bank of Japan rate increases, with futures markets pricing roughly 50 percent 
probability of another hike at the December 18th policy meeting. 
 
These three forces converged to push JGB yields sharply higher. But the real story 
lies in what happens next. 
At 1.71 percent, the mathematics of Japanese institutional investment have 
fundamentally changed. Consider the position of a Japanese life insurance company 
managing yen-denominated liabilities. To invest in US Treasuries, this institution 
must hedge the foreign exchange risk. That hedging cost, determined by the interest 
rate differential between Japan and the United States, has now risen to the point 
where hedged yields on US Treasuries frequently turn negative. 
In plain terms: it now costs Japanese institutions money to own American 
government debt on a hedged basis. 
 
This is not a temporary arbitrage dislocations. It is a structural shift in the risk-return 
calculus that has governed Japanese capital allocation for a generation. Every 
additional basis point that JGB yields rise makes foreign bonds less attractive and 
domestic assets more competitive. 
 



The logical consequence is already beginning to manifest. Japanese investors are 
reducing foreign bond holdings and repatriating capital. This process will not happen 
overnight—institutional portfolios turn slowly—but the direction is clear and the 
momentum is building. 
 

The Cascade 
When a creditor the size of Japan begins withdrawing from global debt markets, the 
effects cascade through multiple channels simultaneously. 
 
First, term premiums must rise. The term premium is the extra yield investors 
demand for holding longer-dated bonds rather than rolling over short-term securities. 
For years, Japanese buying compressed term premiums across developed markets. 
As that bid recedes, term premiums must rise to attract alternative buyers. Estimates 
vary, but a sustained withdrawal of Japanese capital could mechanically add 20 to 
50 basis points to long-term yields in the United States and Europe over the next 
several years, independent of central bank policy rates or inflation expectations. 
This matters immensely. It means that even if the Federal Reserve succeeds in 
bringing inflation to target and cutting short-term rates, long-term borrowing costs 
may not decline as much as markets expect. The 30-year mortgage rate, corporate 
bond yields, and government financing costs all face structural upward pressure 
from the simple absence of Japanese demand. 
 
Second, the yen carry trade enters a new regime. For two decades, the yen has been 
the world’s premier funding currency. Hedge funds, banks, and institutional investors 
borrowed in yen at near-zero rates to purchase higher-yielding assets elsewhere: 
emerging market bonds, high-yield credit, dividend-paying equities, even 
cryptocurrencies. This “carry trade” has been one of the most persistent and 
profitable strategies in global macro investing. 
As Japanese rates normalize, the economics of this trade deteriorate rapidly. The 
funding cost rises while the volatility of the yen—which tends to appreciate sharply 
during risk-off episodes—increases. Historical precedent from the yen spike in 
August 2024, when the currency appreciated 13 percent in weeks following a 
surprise Bank of Japan hike, demonstrates the violence with which these trades can 
unwind. 
The outstanding notional value of yen-funded carry positions is difficult to measure 
precisely but conservatively estimated in the range of $1 trillion or more. Even a 



partial unwinding would force selling across risk assets, particularly in emerging 
markets and sectors dependent on leveraged flows. 
 
Third, fiscal arithmetic changes globally. Japan’s public debt stands at approximately 
263 percent of GDP, the highest ratio among major developed economies. This debt 
burden has been sustainable because the effective interest rate paid on that debt 
has been close to zero. As yields normalize, interest expense rises dramatically. 
At current debt levels, a 100-basis-point increase in the average funding cost adds 
roughly ¥3 trillion to annual interest payments, equivalent to about 0.5 percent of 
GDP. The proposed ¥17 trillion stimulus package must now be financed at materially 
higher rates than any stimulus over the past fifteen years. This changes the fiscal 
multiplier calculus and raises legitimate questions about medium-term debt 
sustainability. 
 
If Japan—the most fiscally stretched major economy—begins to face binding 
constraints from higher interest costs, the signal to other heavily indebted 
governments is clear. The era of “deficits don’t matter” is ending. Fiscal space is no 
longer infinite when creditors demand positive real returns. 
 

The Geopolitical Dimension 
Beyond market mechanics, Japan’s pivot has profound geopolitical implications that 
have barely entered public discourse. 
The post-1945 economic order was built on American hegemony, enforced partly 
through the dollar’s reserve currency status and the depth of US capital markets. A 
critical component of this system has been the willingness of allied creditor 
nations—Japan, Germany, oil exporters—to recycle their surpluses into dollar assets, 
particularly Treasuries. 
 
Japan’s role in this recycling has been both enormous and reliable. Through decades 
of current account surpluses, Japan accumulated claims on the rest of the world and 
consistently chose to hold a large portion in dollar-denominated assets. This was 
partly economic rationality and partly strategic alignment—supporting the US fiscal 
position served broader alliance interests during the Cold War and after. 
That bargain is now under pressure from purely domestic forces. Japan’s aging 
society needs higher returns to fund pensions and healthcare. The political economy 
of Japan increasingly prioritizes domestic stability over external commitments. And 



crucially, the emergence of China as a rival center of economic gravity creates 
alternative pathways for Japanese capital and trade. 
 
The United States has grown accustomed to financing large fiscal deficits—now 
running around 6 percent of GDP—at relatively low rates despite mounting debt. The 
Congressional Budget Office projects US federal debt held by the public will reach 
122 percent of GDP by 2034 under current law. These projections implicitly assume 
continued access to cheap foreign capital. 
 
If the largest foreign buyer becomes a net seller, even gradually, the financing burden 
shifts to domestic investors and price-sensitive foreign capital. The result is higher 
real interest rates, slower growth, or some combination thereof. This is not crisis 
language—it is arithmetic. 
 

The Deflationary Endgame 
There is a deeper, more philosophical dimension to what is unfolding. Japan’s 
thirty-year deflation was not merely an economic phenomenon. It was a social and 
psychological condition—a collective loss of faith in the future that manifested as 
excess saving, risk aversion, and demographic decline. 
 
By exporting capital at zero return, Japan was essentially exporting the psychology 
of deflation. Global asset prices inflated not because of fundamentally strong growth 
prospects but because vast pools of capital had nowhere else to go. Negative real 
yields became normalized. Risk premiums compressed to historic lows. Investors 
reached desperately for any positive return, no matter how fragile the underlying 
asset. 
 
This dynamic inflated equity valuations, suppressed volatility, and encouraged 
speculation. It created what economist Hyman Minsky called “Ponzi finance”—asset 
values dependent on ever-increasing leverage and perpetually low rates rather than 
cash flows or fundamentals. 
 
Japan’s yield normalization signals the potential end of this cycle. If deflation 
psychology is truly breaking in Japan—if inflation expectations are finally rising and 
domestic demand is recovering—then the capital that once fled seeking yield will find 
opportunities at home. The global deflationary impulse reverses. 



But here lies the trap. The rest of the world has built economic structures dependent 
on that deflationary impulse. Corporate leverage, government debt, and household 
balance sheets all assume perpetually low rates. Asset valuations embed the 
assumption that “there is no alternative” to risk assets. 
When Japan brings its capital home, the rest of the world must confront a question 
avoided for three decades: What is the equilibrium real interest rate in a world 
without Japanese deflation subsidies? 
The answer is almost certainly higher—perhaps much higher—than current market 
pricing. 
 

Three Paths Forward 
Markets and policymakers now face three broad scenarios over the next three to five 
years. 
Scenario One: Orderly Repricing.  
JGB yields stabilize in the 1.5 to 2.0 percent range. The Bank of Japan raises rates 
gradually to around 1.0 percent but pauses if growth weakens. Japanese repatriation 
proceeds slowly, adding 20 to 30 basis points to global term premiums over several 
years. Asset repricing is painful but manageable. Equity multiples compress 
modestly. Credit spreads widen but defaults remain contained. This is the consensus 
scenario, carrying perhaps 50 percent probability. 
 
Scenario Two: Japanese Reflation Success.  
The fiscal stimulus works. Nominal GDP growth accelerates. Wages finally rise in a 
sustained fashion. Japan experiences a genuine economic revival after three lost 
decades. JGB yields move toward 2.5 percent but debt sustainability improves 
because nominal growth keeps pace. Japanese equities outperform global peers. 
The Nikkei becomes an engine of growth rather than a value trap. This upside 
scenario, perhaps 20 percent probable, would be celebrated in Tokyo but would 
require significant repricing globally as Japanese capital increasingly stays home. 
 
Scenario Three: Debt Trap Triggered.  
Yields overshoot, rising above 2.5 percent into a global risk-off environment. Japan’s 
interest burden becomes unsustainable given its debt stock. The Bank of Japan is 
forced into a humiliating reversal—reimposing yield curve control or restarting 
large-scale quantitative easing despite inflation above target. The policy reversal 
destroys central bank credibility and triggers sharp yen depreciation. Japanese 



institutions panic-sell foreign assets to cover domestic losses. Global bond markets 
experience acute dislocations. This tail risk scenario, perhaps 15 percent probable, 
would test the limits of policy coordination. 
The remaining probability mass sits in various hybrid and intermediate outcomes, 
but these three scenarios capture the essential uncertainty. 
 

Investment and Policy Implications 
For investors, the strategic implications are clear even if the tactical timing remains 
uncertain. 
Duration risk has returned. The 40-year bull market in bonds, driven by declining 
inflation and central bank suppression of yields, is over. Long-dated fixed income 
now carries real risk of capital loss, not merely opportunity cost. 
The Japanese yen will become a key barometer of global financial stress. In a 
reversal of the past two decades, yen volatility will rise and sharp appreciations 
during risk-off episodes will become more frequent and severe as carry positions 
unwind. 
 
Equity valuations must adjust to a regime of structurally higher discount rates. The 
sectors most vulnerable are those with distant, uncertain cash flows priced for 
perpetually low rates: unprofitable technology, long-duration growth, and speculative 
early-stage ventures. 
 
Conversely, Japanese domestic equities—particularly financials, which benefit from 
positive yield curves and higher net interest margins—may finally offer attractive 
risk-adjusted returns after decades of disappointment. 
For policymakers, the task is more complex. Central banks in the United States and 
Europe have limited tools to offset structural rises in term premiums driven by 
foreign capital flows. Fiscal authorities face a world where deficit financing becomes 
genuinely expensive, forcing difficult choices between spending priorities and debt 
sustainability. 
 
The political economy of this adjustment will be fraught. Publics in the West have 
grown accustomed to cheap money financing public services and asset wealth. The 
withdrawal of Japanese subsidies will feel like an external imposition, even though it 
results from rational Japanese choices. 
 



Conclusion: The Price of Capital 
What is unfolding is not a crisis in the traditional sense—no banks are failing, no 
currencies are collapsing, no markets are freezing. Instead, we are witnessing 
something more subtle and more profound: the slow-motion repricing of capital 
itself. 
 
For three decades, the global economy has operated in a regime where the price of 
money was distorted by Japanese deflation. Capital was abundant and cheap 
because Japanese savers, trapped in a deflationary psychology, exported their 
savings at minimal return. 
 
That distortion is now unwinding. The world is being forced to discover the true price 
of capital—the rate at which savers voluntarily defer consumption and accept risk. 
That price is higher than we have grown accustomed to. 
 
This is not the end of the world. It is the end of a very particular world—one 
characterized by negative real rates, compressed risk premiums, and the assumption 
that central banks could perpetually suppress volatility. 
 
The new regime will be more volatile, more expensive, and more discriminating. 
Asset prices will be determined more by cash flows and less by liquidity. Leverage 
will carry real cost. Speculation will face genuine consequences. 
 
For those positioned correctly, this transition creates enormous opportunities. For 
those clinging to the old regime’s assumptions, it will be devastating. 
Japan’s message to the world is simple: we are no longer willing to subsidize your 
debt at zero return. You must now stand on your own. 
The rest of the world is only beginning to understand what that means.​​​​​​​​​​​​​​​​ 
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