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ABSTRACT

For three decades, the global financial system relied on a single certainty: Japan would provide near-
infinite, near-zero-cost liquidity. That era has officially ended. As of April 2026, the Bank of Japan (BoJ)
has pivoted toward a normalization, raising its policy rate to 0.75% while 10-year Japanese Government
Bond (JGB) yields have touched 2.5%—levels unseen in a generation. This paper argues that Japan is
now ensnared in a structural trilemma—what we term the "Triangle Trap'—in which maintaining fiscal
solvency, currency stability, and global liquidity simultaneously has become impossible. The forced
resolution of this trilemma through market pressure, rather than policy choice, constitutes a non-linear
shock to the global capital order. We examine the mechanics of each constraint, quantify the carry trade
unwind threshold, trace the institutional rotation already under way, and assess the implications for US
Treasury markets and global risk assets.

Keywords: Bank of Japan - Yen carry trade - JGB yields - fiscal trilemma - global liquidity - institutional
repatriation - US Treasuries

1. Introduction

For the better part of three decades, Japan functioned as the world's de facto wholesale banker: a
near-inexhaustible source of cheap yen-denominated liquidity that funded leveraged positions
across every major asset class globally. The engine of this system was the Yen Carry Trade—
borrowing in Japan at near-zero rates and reinvesting in higher-yielding US, European, and
emerging market assets. This trade was not a speculative curiosity; it was an institutional backbone.
Japanese life insurers, pension funds, and regional banks accumulated over $1.1 trillion in foreign
currency-denominated assets, much of it US Treasuries.

That architecture is now disintegrating. The Bank of Japan's shift away from Yield Curve Control
(YCC) in 2024, followed by its inaugural rate hike cycle in 2025 and the accelerated normalization
phase observed by 2026, has closed an era of monetary subsidy to global markets. This paper
examines why this transition is likely structurally irreversible, why the BoJ's room for maneuver is
narrower than generally appreciated, and what the global consequences of a forced carry trade
unwind could be.

Section 2 presents our core analytical framework—the Triangle Trap—distinguishing it from prior
fiscal trilemma models. Section 3 documents the shift in institutional exposure. Section 4 quantifies
the carry trade break-even and the rate differential threshold for disorderly unwind. Section 5
analyses global transmission channels. Section 6 discusses alternative scenarios. Section 7
concludes.
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2. The Triangle Trap: A Structural Trilemma

2.1 Distinguishing the Triangle Trap from the Impossible Trinity

Japan's situation is frequently—but imprecisely—compared to Mundell's Impossible Trinity, which
holds that an open economy cannot simultaneously maintain a fixed exchange rate, free capital
movement, and an independent monetary policy [1]. Japan is not navigating a currency peg
problem. It is navigating something more specific: a debt-dominance trap in which the stock of
accumulated sovereign debt forces a permanent conflict between three legitimate macroeconomic
objectives.

We define the Triangle Trap as follows: when a sovereign's debt-to-GDP ratio crosses a critical
threshold at which the interest expense sensitivity to rate changes becomes fiscally disabling, the
central bank loses the ability to simultaneously (i) defend currency purchasing power, (ii) maintain
sovereign debt serviceability, and (iii) preserve global liquidity conditions that depend on its
monetary stance. Each vertex of the triangle is a policy objective; the trap emerges because
satisfying any one corner fully requires violating at least one of the other two.

2.2 The Three Corners

Corner 1 — Fiscal Solvency. Japan's gross debt-to-GDP ratio stands at approximately 237% as
of 2026 [2]. The Ministry of Finance projects that interest payments will nearly double to ¥21.6
trillion annually by FY2029 [3]. Every 100 basis point increase in the average cost of the
outstanding JGB debt stock could eventually adds approximately ¥13 trillion ($85 billion) to annual
interest expenditure — equivalent to roughly 2.3% of GDP. At this level of leverage, rate
normalisation that would be therapeutic for any other economy becomes potentially ruinous for
Japan's fiscal trajectory.

Corner 2 — Currency Stability. The Yen has lost approximately 35% of its value against the US
dollar since 2021 103 USD/JPY. A sustained depreciation (e.g. beyond 160 USD/JPY) triggers
import-led inflation that disproportionately affects domestic consumption—Japan imports roughly
90% of its energy and a substantial share of its food. Structural yen weakness therefore generates a
political imperative to raise rates even when fiscal constraints counsel against it. The BoJ's
normalisation observed in 2026 is, in material part, a currency defence.

Corner 3 — Global Liquidity. If the BoJ raises rates too aggressively, the interest rate
differential supporting the carry trade collapses, triggering institutional repatriation of foreign
assets. Japanese institutions are the world's largest holders of foreign bonds. A disorderly
liquidation of even a fraction of their $1.1 trillion in US Treasury holdings would represent a non-
marginal supply shock to the world's benchmark risk-free rate, with cascading effects on global
credit spreads, mortgage rates, and equity valuations [4].
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THE JAPANESE TRAP: THE TRILEMMA OF NO ESCAPE

& GOVERNMENT
SOLVENCY

&5 NEEDS LOW RATES TO w
X AFFORD $9.37 DEBT | 81xl
. RISK: EXPLODING INTEREST
PAYMENTS CONSUME REVENUE

CURRENCY ... o £2 N o GLOBAL MARKET
STABILITY (YEN) i b S R STABILITY
NEEDS HIGH RATES TO X 5 3 NEEDS GLOW RATES TO
STOP Yen < 160 USD G{) e I R AVOID CARRY TRADE UNWIND
\'\ - 5 T e T e ﬁ;||\4
— N

RISK: IMPORT INFLATION G/ - RISK: MASS SELL-OFF
DEVASTATES POPULATION OF $1.1T US TREASURIES

Figure 1. The Japan Triangle Trap. Each vertex represents a policy objective; the current 2026 observed Normalization
is the result of Corner 2 (Currency Stability) forcing the BoJ's hand. Source: NAME Analytical.

2.3 Why There Is No Escape Hatch

A common counter-argument holds that Japan retains policy instruments not captured by the
trilemma: it could resume Yield Curve Control, conduct unsterilised FX intervention, or pursue
structural fiscal reform. We examine each:

= YCC Resumption: A return to YCC would stabilise JGB yields but accelerate yen
depreciation by signalling indefinite monetary divergence from the Fed. It trades Corner 2
for Corner 1, without resolving the underlying conflict.

= Unsterilised FX Intervention: Japan has conducted multiple rounds of direct dollar-
selling since 2022 [5]. Unsterilised intervention can slow yen depreciation but depletes
reserves, and has proven insufficient against structural carry trade positioning. Its
firepower is finite.

= Fiscal Reform: Structural primary surplus reduction is theoretically possible but
politically constrained in an ageing society with entrenched social spending. The MoF's own
projections show interest costs growing faster than any plausible fiscal consolidation path

[3].

The conclusion is not that Japan is powerless, but that each instrument it retains addresses one
corner of the trap at the expense of another. The BoJ has lost what monetary economists call 'fiscal
space'—the ability to deploy policy tools without triggering second-order fiscal constraints.

3. Institutional Exposure: The Shift in Capital Flows

The carry trade's unwinding is not hypothetical—it is already structurally under way at the
institutional level. The table below maps the evolving exposure of Japan's three key institutional
creditors as of Q1 2026.
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US Treasury JGB Stake Direction of . .
Key Narrative Driver
Exposure (Local) Travel
BoJ / Government 1 Increasing Static (~50% Selling USD to  Currency intervention; FX
($1.227) ownership) defend JPY reserve drawdown

High USD hedge cost;

Rotating into 10Y JGB yields now

Life Insurers | Decreasing 1 Increasing JGBs attractive. Home biais
Mandate forced by
regulationt

Corporate Repatriating
P | Decreasing 1 Increasing capital and High USD hedge cost

Pension Funds diversification?

Table 1. Institutional exposure shift by sector, Q1 2026. Source: Ministry of Finance [5], Milliman [6], Espiria [7].

The critical observation is that these three actors are not moving in lockstep—their incentive
structures and time horizons differ. Life insurers are responding to mark-to-market accounting
rules and the sudden attractiveness of domestic yields. Pension funds are responding to actuarial
liability structures that are inherently yen-denominated. The government is responding to the
politically intolerable cost of imported inflation. The aggregate result, however, is unidirectional: a
structural reduction in Japanese demand for US Treasuries and an increase in domestic JGB
absorption.

4. Carry Trade Mathematics: The Break-Even Threshold

4.1 The Mechanics of Hedged vs. Unhedged Carry

The Yen Carry Trade's profitability is not simply a function of the gross US-Japan yield differential.
For institutional investors subject to currency risk management mandates, the relevant metric is
the hedged carry—the net yield pickup after accounting for the cost of eliminating FX exposure
through cross-currency basis swaps or rolling USD/JPY forward contracts.

The hedged carry (HC) can be approximated as:

HC » (US 10Y Yield) - (JP 10Y Yield) - (3M USD/JPY Forward Premium) - (Cross-
Currency Basis)

At peak carry trade profitability (2020—2024), the gross US-Japan 10Y spread exceeded 400 basis
points, with hedging costs running at approximately 150—180bps, yielding a net hedged carry of
roughly 220—250bps—sulfficient to justify large-scale overseas allocation even for risk-averse life
insurers.

1 The Japan Insurance Capital Standard (J-ICS), which was fully implemented at the end of March 2026 forces
insurers to (1) value both assets and liabilities at current market prices, (2) increase capital on « Unhedged » currency
risk, (3) Transparency on « Unrealized » losses.

2 Corporate Pension funds hedge currency risk, and since the hedging cost has increased, they are also diversifying
from US treasuries to priviate debt.
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As of April 14, 2026, 3-month USD/JPY forward points (JPY3M) on Refinitiv were —¥120.69,
with spot USD/JPY at ¥158.61. This implies an annualized FX hedging cost of approximately
3.44%, assuming a representative cross-currency basis of —0.40%.

At prevailing sovereign yields (US 10Y: 4.32%, Japan 10Y: 2.44%), the unhedged yield
differential stood at 188 bps, while the resulting hedged carry compressed to approximately
87 bps, highlighting the limited excess return available on fully hedged foreign bond allocation.

4.2 The Great Convergence and Break-Even

The structural compression of the US—Japan yield differential is emerging as one of the defining
macro drivers of the 2025—-2026 cycle. All else equal, continued policy normalization by the Bank
of Japan alongside a holding or easing bias from the Federal Reserve is expected to narrow the
nominal yield spread. Under current FX hedge costs and duration-matched allocations, the net
hedged yield advantage on overseas bonds has compressed to approximately 80—90
basis points, leaving only a modest buffer over comparable-duration JGBs. At these levels, the
capital-adjusted return on foreign fixed-income allocation becomes increasingly sensitive to further
spread compression, raising the likelihood that domestic reinvestment becomes comparatively
more attractive.

US vs Japan 10Y Treasuries

US 10Y Yield (%)
Japan 10Y Yield (
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Figure 2. The Great Convergence: US vs. Japan 10-Year Treasury Yields (2006—2026). The narrowing of the spread
compresses the carry trade's mathematical basis. Source: NAME Analytical, Refiniv. Data reflects the structural shift
from the BoJ's negative interest rate era to the 2026 normalisation phase.

4.3 Unhedged Carry and Speculative Positioning

Beyond institutional investors, a substantial share of carry trade exposure is held by leveraged
accounts—including global macro hedge funds and commodity trading advisors—typically on an
unhedged basis, thereby explicitly assuming yen depreciation risk as an additional source of
return. For these actors, the effective break-even threshold differs from hedged investors: it is
determined by the magnitude of yen appreciation required to offset the interest rate differential. At
current gross yield spreads, a move from approximately 159 to 140 USD/JPY, representing
roughly 12% yen appreciation, would be sufficient to eliminate the annual carry advantage and
materially impair position profitability.

© 2026 NAME Analytical | www.nameanalytical.com Page 5)



NAME Analytical | Macro Research

Current positioning data indicate that leveraged accounts remain structurally net short yen, with
CFTC leveraged fund positioning showing persistent net short exposures in recent months,
suggesting that the carry trade remains crowded. In such an environment, adverse FX moves can
trigger non-linear unwind dynamics, as margin constraints and value-at-risk limits force rapid
liquidation of short-yen positions, amplifying upward pressure on the yen and tightening global
financial conditions.

JPY/USD (JPU|6J) COT Report for Leveraged Funds (Futures)

L

Figure 1 Leveraged fund net positioning in Japanese yen futures remains persistently negative, reflecting sustained
short-yen carry trade exposure. Elevated short positioning increases the risk of non-linear unwind dynamics during
episodes of yen appreciation. Source: U.S. Commodity Futures Trading Commission (CFTC), Commitments of Traders
Report — Japanese Yen Futures (Leveraged Funds) [8]

5. Global Transmission Channels

5.1 US Treasury Market Impact

Japan is the largest foreign holder of US Treasuries, with reported holdings of approximately $1.22
trillion as of early 2026 [4]. A structural reduction in Japanese demand—even absent active
selling—represents a material removal of a captive buyer from the most systemically important
bond market in the world. The US Treasury market's ability to absorb the fiscal deficits projected
for 2026—2030 was already a source of concern before the BoJ's normalisation.

Active repatriation—life insurers and pension funds liquidating existing USD positions—would add
direct supply pressure. The IMF's April 2026 Article IV consultation explicitly flagged 'systemic
spillover risk' from Japanese bond market volatility [2], a rare and significant signal from an
institution typically reluctant to identify specific contagion vectors.

5.2 The Feedback Loop

The global transmission mechanism has an important and underappreciated feedback loop. If
Japanese repatriation causes US 10-year yields to rise, the Federal Reserve faces a dilemma: allow
long rates to tighten financial conditions autonomously (passive QT via foreign selling) or
intervene. Higher US yields, in turn, strengthen the dollar, which puts renewed depreciation
pressure on the yen—potentially forcing the BoJ to accelerate its rate hike cycle to defend the

6
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currency, which in turn accelerates the carry trade unwind. This feedback loop is a potential non-
linear amplification mechanism that is absent from most baseline forecasts.

The closed loop is: BoJ hikes — JGB yields rise — hedged carry collapses — institutional
repatriation — US yields rise — USD/JPY strengthens — BoJ forced to hike further — loop repeats.

5.3 Spillover to Global Risk Assets

The August 2024 carry trade mini-unwind—in which a surprise BoJ rate hike generated a transitory
but violent episode of global equity and credit spread volatility—offers a partial blueprint for what
a more sustained unwind could look like. In that episode, the Nikkei fell significantly in a single
session and US equity volatility (VIX) spiked to multi-year highs before the move fully reversed
within weeks. The distinction between a corrective episode and a structural repricing event is the
duration and pace of the carry trade liquidation—something determined by the speed of BoJ
tightening and the evolution of US fiscal dynamics.

6. Alternative Scenarios and Counterarguments

A rigorous analysis must engage with scenarios that could invalidate or moderate the core thesis.

» Scenario A — Orderly, Gradual Unwind: If the BoJ proceeds incrementally and the
Fed cuts rates, the spread compression could be gradual enough for institutional rotation to
occur without forcing mark-to-market losses or triggering margin calls on leveraged
positions. The early-2025 normalisation phase proceeded largely without incident,
suggesting orderly adjustment is possible.

» Scenario B — US Fiscal Dominance: If the Federal Reserve is constrained by US fiscal
dynamics to keep rates elevated for longer (fiscal dominance), the gross yield differential
could remain wide enough to sustain carry trade attractiveness even as Japan normalises—
compressing the hedged carry from the US side rather than Japan's side.

= Scenario C — BoJ Reversal: A domestic recession or deflationary shock could force the
BoJ to halt normalisation and resume accommodation—as it effectively did during the YCC
stress episodes. This would temporarily relieve the trilemma but not resolve the underlying
debt dynamics.

7. Conclusion: The Normalisation

The term 'mormalisation' implies a voluntary, measured return to equilibrium. What Japan is
experiencing in 2026 is substantively different: a market-enforced, politically constrained
adjustment in which each policy level pulls against the others. The BoJ is not driving this
normalisation; it is being carried by it.

The structural consequences are becoming visible in institutional behaviour. As life insurers rotate
away from US Treasuries, pension funds repatriate to match yen-denominated liabilities, and the
government draws down FX reserves to defend the currency, the world is losing its largest captive
buyer of sovereign risk-free assets. This is not a cyclical rotation—it is a permanent repricing of the
geography of global capital.

For allocators, the implications are direct: higher structural US term premia, a repricing of the
'Japan premium' in global FX volatility surfaces, and a diminishing role for the carry trade as a
structural return source. The Triangle Trap does not predict a crash. It predicts something
potentially more disruptive: a slow, irreversible change in the global capital order, executed not by
policy announcement but by the accumulated weight of arithmetic.
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DISCLAIMER

This document has been prepared by NAME Analytical for informational and research purposes only. It does not constitute
investment advice, a solicitation, or an offer to buy or sell any financial instrument. The views expressed are those of the
author at the date of publication and are subject to change without notice. Past performance is not indicative of future results.
Recipients should conduct their own due diligence and consult their own professional advisors before making investment
decisions. © 2026 NAME Analytical.
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