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China’s Governance-
Debt Nexus

The Maximum Decoupling — how the world’s
largest autocratic modernization program
confronts its structural limits



KEY INDICATORS
China at a Glance: The Paradox in Numbers

L=5 HCI 86 300%+ +67 pts

LIBERTY SCORE HUMAN CAPABILITY TOTAL DEBT HCI GAIN
(OF 100) INDEX TO GDP SINCE 1949

China is the maximum decoupling case — the single most important challenge to modernization theory
in the historical record. Over 75 years, the People’s Republic has delivered a 67-point gain in human
capability while moving its Liberty score by exactly one point. No other country in the Political Topology
dataset has achieved anything comparable in either the scale of material progress or the rigidity of
political stasis.

This report examines China through the lens of governance-adjusted sovereign risk. The thesis is
straightforward: China’s HCI trajectory demonstrates that autocratic modernization works at scale, but
the debt dynamics now emerging suggest the model may be approaching structural limits that its

governance architecture is poorly equipped to manage.

China is not a failed state. It is a successful autocracy — and that is what makes it analytically
interesting and financially dangerous. The question for sovereign credit markets is whether a system
that cannot be questioned can manage a slow-growth transition.



SECTION 1

The Vertical Miracle

China’s development trajectory is, in purely material terms, the largest sustained human development
program in recorded history. The numbers are extraordinary:

INDICATOR 1949 2025 CHANGE
Human Capability Index (HCI) 19 86 +67 pts
Liberty Score 4 5 +1 pt

Life Expectancy 44 years 78 years +34 years
Literacy Rate ~20% ~97% +77 pp

GDP per capita (PPP) ~$450 ~$23,000 51x increase
Extreme Poverty (<$2.15/day) ~88% <1% 800M+ lifted
Urbanization Rate ~11% ~65% +54 pp

The trajectory is almost perfectly vertical on the Political Topology map: a massive northward
movement (capability) with virtually zero eastward movement (liberty). This is the empirical signature of
what we call the autocratic modernization model at maximum scale.

The biggest challenge to modernization theory: Lipset’s hypothesis (1959) predicted that rising education

and income would create demand for political participation, leading inevitably to democratization. China’s 67-

point HCI gain with a 1-point Liberty change over 75 years is the single strongest piece of evidence against
this prediction. At HCI 86, China is more capable than many democracies — and less free than almost every

country in the dataset.

The Phased Development Model

Phase 1: Mao Era (1949-1976)

HCI 19 — ~40. Land reform, mass literacy
campaigns, basic healthcare. But also the Great Leap
Forward (~30M deaths) and the Cultural Revolution.
Brutal, chaotic, yet foundational: life expectancy
rose from 44 to 65 despite catastrophic policy
failures.

Phase 2: Reform Era (1978-2012)

HCI ~40 — 75. Deng Xiaoping’s opening: SEZs, WTO
accession, massive infrastructure investment. GDP
growth averaging 10%/yr. 600M+ lifted from poverty.
The “miracle” decades. Liberty briefly flickered
higher in the 1980s, then crashed at Tiananmen.

Phase 3: Xi Era (2012—-present)

HCI 75 — 86. Consolidation under Xi Jinping: anti-
corruption campaign, tech investment, Belt and
Road. But also: tightened political control, social
credit, Hong Kong crackdown, Xinjiang. Growth
slowing from 7%+ to 4-5%. The material gains
continue, but at a decelerating rate.

The Constant: Liberty = 4-5

Through all three phases, the Liberty score has
remained at the floor of the scale. The one-party
system has been the constant across every era of
Chinese development. Political reform has never
been on the table — and the material results have
been the justification.






SECTION 2

The Debt Overhang

If Section 1 describes what China’s governance model has achieved, Section 2 describes what it has
cost — and what bill is coming due. The material miracle was debt-financed to a degree that is now

becoming structurally problematic.

300%+ ~30% 15-20% 4-5%

TOTAL DEBT/GDP PROPERTY SECTOR YOUTH UNEMPLOYMENT GDP GROWTH 2025
(INCL. LGFV, SHADOW) SHARE OF GDP (OFFICIAL) (VS. 10%+ IN 2010)
The Debt Architecture
DEBT CATEGORY EST. % OF GDP KEY RISK
Central Government ~24% Headline number masks true exposure
Local Government (on-book) ~30% Revenue-expenditure mismatch
LGFV (Local Govt. Financing Vehicles) ~50-70% Quasi-sovereign, opaque, rollover-dependent
Shadow Banking / Trust Products ~40-50% Off-balance-sheet, interconnected
Corporate Sector ~160% SOE-heavy, property developer exposure
Household ~62% Mortgage-heavy, property wealth declining

Total (estimated) 300%+ Comparable to Japan 1990, Eurozone 2010

The governance constraint: In democracies with independent institutions, debt crises trigger a sequence of
accountability mechanisms: opposition parties demand audits, independent central banks impose discipline,
free media investigates, courts enforce contracts. China has none of these. There is no independent fiscal
oversight, no opposition empowered to question spending, no free press to investigate LGFV exposure, and no
judicial independence to enforce bondholder rights. The same governance architecture that enabled rapid
mobilization of capital now prevents effective oversight of where that capital went.

The Property Sector: Ground Zero

The property sector represents the single largest concentration of systemic risk in the Chinese
economy:

e ~30% of GDP directly or indirectly tied to real estate (construction, materials, property services,
local government land sales)

e ~70% of household wealth is in property — vs. ~30% in the US

e Structural decline underway: new home sales down 40-50% from 2021 peaks; major developers
(Evergrande, Country Garden) in default or restructuring

¢ Local government revenue model broken: land sales funded ~40% of local government revenue;
this source is collapsing



The Japan Comparison

Japan 1990 China 2025

Debt/GDP: ~270% (total) at bubble peak Debt/GDP: ~300%-+ (total, estimated)

Property: ~20% of GDP Property: ~30% of GDP

Resolution: 30+ years of stagnation Resolution: In progress, early stage
Governance: Independent BoJ, free press, Governance: No independent PBOC mandate, no
opposition parties, judicial system, IMF/US oversight free press, no opposition, no external oversight
Outcome: Slow, painful — but managed within Outcome: Unknown — the governance toolkit for
institutional framework managed decline does not exist

Japan’s lost decades began with similar debt dynamics but with institutional checks. Japan had an
independent central bank, opposition parties that demanded accountability, a free press that
investigated bank exposures, and a judicial system that could enforce restructuring. China has none of
these mechanisms. The question is not whether China can grow its way out — Japan could not, and
Japan had better demographics — but whether an authoritarian system can manage decline without the
pressure valves that democracies provide.



SECTION 3

The Capable Autocracy Premium and Discount

China’s governance model delivers extraordinary material results in some dimensions and profound

deficits in others. Understanding the full ledger is essential for sovereignh risk assessment.

What China Delivers: The Autocratic Premium

Infrastructure

World’s largest high-speed rail
network (42,000+ km). 5G
coverage exceeding most
democracies. Green energy:
largest solar and wind capacity
globally. The mobilization
capacity of an unchecked state
applied to physical
infrastructure.

Healthcare

Near-universal basic coverage
through tiered system. Life
expectancy 78 years (above the
US). COVID response:
controversial but demonstrated
state capacity to mobilize at
scale. Structural weakness:
rural-urban disparities persist.

What China Doesn’t Deliver: The Autocratic Discount

DIMENSION

Life Satisfaction (0-10)
Gender Parity Index

Political Voice (0-100)

Press Freedom Index (0—-100)
GDP per capita (PPP)

Innovation Output / capita

The Satisfaction Gap

CHINA FREE & CAPABLE MEAN
5.1 6.5

0.88 0.99

0 82

~9 ~75

$23,000 $35,700

Growing Higher

Education

PISA scores among world’s
highest (Shanghai/Beijing
samples). Near-universal
literacy from ~20% base. STEM
graduates: 4.7M/year. But: heavy
filtering, exam-focused system,
political constraints on
humanities and social science.

GAP

-1.4 pts
-0.11
-82 pts
-66 pts
-$12,700

Structural ceiling

The innovation constraint: China’s R&D spending is second globally in absolute terms and growing rapidly.
But creative destruction — the Schumpeterian engine that drives innovation over the long run — requires the
freedom to challenge incumbents, tolerate failure, and question orthodoxy. The structural ceiling on
innovation in an authoritarian system is not about funding; it is about the political tolerance for disruption.
This is the long-run competitiveness discount that markets have not yet priced.

Perhaps the most telling metric is life satisfaction. At HCI 86, China should, based on capability alone,

produce satisfaction levels comparable to countries like South Korea (6.3) or Spain (6.5). Instead, it

registers 5.1 — a level more consistent with countries at HCI 55-65. The gap between material

capability and subjective wellbeing is the quantitative expression of the autocratic discount: people who



are fed, housed, and educated but who have no political voice, no recourse against the state, and no
freedom of expression report lower life satisfaction than their material conditions would predict.



SECTION 4

Sovereign Credit Implications

The Political Topology framework allows us to estimate governance-adjusted sovereign yields — what a
country’s borrowing cost should be given its institutional quality, independent of capital controls and
market distortions. For China, the gap between model-implied yields and market pricing is among the
largest in the dataset.

The China Discount in Governance-Adjusted Terms

~2 . 3% ~5.5-6.5% 300-420 Capital

MARKET 10Y MODEL-IMPLIED YIELD
ATL=S bps Controls
GOVERNANCE RISK PRIMARY MECHANISM
PREMIUM (HIDDEN) SUPPRESSING PRICE
DISCOVERY

At Liberty = 5, the Political Topology sovereign risk model implies a yield significantly higher than what
China currently pays in its domestic market. The gap — 300 to 420 basis points — is not a market
inefficiency; it is the direct result of capital controls that prevent price discovery. Chinese sovereign
yields are administratively managed, not market-determined. The “China discount” in governance-
adjusted terms is the difference between what China pays and what it would pay if its political risk were
properly priced by unconstrained capital markets.

If political risk were properly priced, CNY sovereign yields would be materially higher — closer to the yields
observed in other L<20 countries than to the investment-grade pricing China currently enjoys. Capital
controls are not just a monetary policy tool; they are a governance subsidy that reduces the cost of
authoritarian borrowing by hundreds of basis points.

Comparison: Capable Autocracies

COUNTRY LIBERTY HCI DEBT/GDP 10Y YIELD MODEL-IMPLIED YIELD GAP

China 5 86  300%+ ~2.3% 5.5-6.5% 300-420 bps
Saudi Arabia 8 78 ~30% ~4.8% 5.0-5.8% 20-100 bps
UAE 12 82 ~35% ~4.5% 4.8-5.5% 30-100 bps
Singapore 42 95 ~130% ~3.1% 3.3-3.8% 20-70 bps
Russia 13 74 ~20% ~15%+ 6.5-8.0% Market > Model*

*Russia’s market yield exceeds model-implied due to sanctions, demonstrating what happens when capital controls are externally
imposed rather than domestically maintained.

The pattern is clear. Saudi Arabia and the UAE, despite similar Liberty scores, show much smaller gaps
because they borrow in international markets where pricing is more transparent and debt levels are low.



Singapore, with significantly higher liberty, shows minimal gap. China is the outlier: the largest gap in
the dataset, driven by the combination of extreme political risk and administrative yield suppression.

What Capital Controls Conceal

China’s capital controls serve a dual function that is poorly understood by traditional sovereign credit
analysis:

e Monetary function: Standard capital account management for exchange rate stability

e Governance function: Preventing price discovery on political risk, which would raise borrowing costs
and create market signals about institutional quality

The second function is analytically critical. In an open capital account, a Liberty score of 5 combined
with 300%+ debt/GDP would produce sovereign yields in the 6—8% range. By preventing capital from
flowing freely, China suppresses the market’s ability to price governance risk. This is not a conspiracy; it
is a structural feature of the system. But it means that any analysis of Chinese sovereign credit that
takes market yields at face value is systematically underestimating risk.



SECTION 5

Scenarios: 2025-2035

The Political Topology framework generates four primary scenarios for China’s trajectory over the next
decade. They are not predictions; they are probability-weighted paths defined by the interaction of
governance structure, debt dynamics, and demographic headwinds.

Scenario 1: Managed Decline

Base case - 50% probability

Growth decelerates to 2—3% over the decade. The CCP manages a slow-motion deleveraging
through financial repression, administrative restructuring of LGFV debt, and gradual property
sector deflation. Living standards plateau but do not collapse. Political control tightens
incrementally. HCI stabilizes at 85—-88. Liberty remains at 5. No systemic crisis, but no dynamism

either.

® GDP Growth 2-3%
® HCI Trajectory 85-88
@ Liberty 5 (unchanged)
® Sovereign Risk Elevated but contained

Analogy: Japan post-1990, but without the democratic pressure valves. The “middle-income trap” made
permanent by institutional rigidity.

Scenario 2: Institutional Reform

Optimistic case - 20% probability

Economic pressure forces some degree of political opening. Not democratization, but pragmatic
institutional reform: greater rule of law in commercial disputes, some press freedom on economic
issues, limited local elections, PBOC independence. The model is Singapore or Taiwan in the
1980s — a managed, elite-driven liberalization designed to restore economic dynamism and
attract foreign capital.

® GDP Growth 4-5%
® HCI Trajectory 88-92
® Liberty 15-25
® Sovereign Risk Materially improved

Analogy: Taiwan 1987 (martial law lifted under economic pressure) or South Korea 1987 (democratic transition
triggered by middle-class demands). Both countries had HCI in the 65-75 range at the time of transition.



Scenario 3: Crisis

Adverse case - 20% probability

Property sector collapse triggers a systemic financial crisis. LGFV defaults cascade. Household
wealth destruction leads to social unrest. The CCP responds with intensified repression, capital
controls tighten further, and foreign investment flees. A hard landing that tests the regime’s
legitimacy compact — the implicit bargain that material progress justifies political control.

® GDP Growth 0-1% (or negative)
® HCI Trajectory 78-82 (declining)
@ Liberty 3-5 (repression intensifies)
® Sovereign Risk Severe; default risk on LGFV/SOE debt

Analogy: Japan 1990 + Asian Financial Crisis 1997 — but in a system with no independent institutions to manage
resolution and no IMF access for restructuring.

Scenario 4: Stagnation Trap
Structural decline - 10% probability

Japan-style lost decades, but without democratic pressure valves. Growth stagnates at 1-2%
indefinitely. Debt is never properly restructured, just rolled over through financial repression.
Demographics compound the problem: working-age population shrinking, dependency ratio rising.
The economy zombifies. The CCP maintains control through a combination of nationalism,
surveillance, and a population that has accepted stasis in exchange for stability.

® GDP Growth 1-29% (permanent)
® HCI Trajectory 82-85 (slow erosion)
® Liberty 5 (unchanged)
® Sovereign Risk Chronic; slow bleed, not acute

Analogy: The Soviet Union in the 1970s — still functioning, still powerful, but hollowing out from within. Or Japan’s
1990-2020 but without the institutional capacity to prevent social decay.



SCENARIO SUMMARY

Probability-Weighted Outlook

SCENARIO PROBABILITY GDP GROWTH LIBERTY HCI SOVEREIGN RISK
1. Managed Decline 50% 2-3% 5 85-88 Elevated

2. Institutional Reform 20% 4-5% 15-25 88-92 Improved

3. Crisis 20% 0-1% 3-5 78-82 Severe

4. Stagnation Trap 10% 1-2% 5 82-85 Chronic

The Demographic Headwind

The expected-value calculation: Probability-weighted GDP growth is ~2.6%. Probability-weighted Liberty is
~8 (a 60% chance of no change, a 20% chance of slight improvement, and a 20% chance of regression). The
probability-weighted HCI is ~85. The probability-weighted sovereign risk premium is 200-300 bps above
current market pricing. In short: the base case is stagnation, the upside requires political reform that the
system resists, and the downside has no institutional backstop.

All four scenarios are worsened by demographics that are now structurally locked in:

DEMOGRAPHIC INDICATOR VALUE

Total Fertility Rate 1.0 (2024)

Working-age pop. peak 2015 (passed)
Population peak 2022 (passed)
Projected pop. 2050 ~1.1B (-300M)

Old-age dependency ratio 2050 ~45% (vs. 20% today)

The demographic accelerator: China will grow
old before it grows rich enough to afford it. The
dependency ratio is rising at a pace that will
increase fiscal pressure precisely when the debt
overhang requires deleveraging. In democracies,
aging populations vote for pension protections. In
China, the state must deliver them without being
asked — or face the first legitimacy crisis in which
the population has nothing to lose.



CONCLUSION

The Maximum Decoupling and Its Limits

China is the maximum decoupling case — the proof that autocracy can deliver material capability
at scale. But the debt dynamics suggest the model may be approaching its structural limits. The
question is whether an authoritarian system can manage a slow-growth transition without the
political pressure valves that democracies provide.

The Political Topology dataset records no case of a country at Liberty <10 successfully managing a
debt-to-GDP ratio above 250% without either (a) political liberalization that enabled institutional
restructuring, or (b) a crisis that imposed restructuring from outside. China is attempting to be the first.

The material achievements are real and should not be minimized. A 67-point HCI gain is extraordinary.
Eight hundred million people lifted from poverty is the largest anti-poverty program in human history.
Life expectancy gains of 34 years in 75 years are without precedent at this population scale. China is not
a governance failure. It is a governance success of a particular kind — and understanding its kind is
essential to understanding its limits.

For Sovereign Credit Analysis

Underpriced Risks Mitigating Factors

e Governance risk premium suppressed by capital e Debt largely domestic and denominated in CNY
controls (300-420 bps) o $3T+in foreign reserves

* LGFV/shadow banking opacity — true exposure e State capacity to administratively manage
unknowable from outside defaults (not market-based, but effective)

¢ No institutional mechanism for orderly debt e HCI 86 provides large human capital buffer
restructuring e Manufacturing competitiveness remains strong

e Demographic headwinds now locked in and

accelerating

e Property sector structural decline with no bottom
in sight

Investment implication: Chinese sovereign and quasi-sovereign debt should be priced with a governance
discount of 200-400 basis points relative to market yields. Exposure to LGFV and property-linked
instruments carries additional opacity risk that is not compensated at current spreads. The base case is
manageable stagnation; the tail risk is unpriced because capital controls prevent price discovery.

The Fundamental Question

The Political Topology framework identifies China as the most analytically important case in the dataset
because it forces a reckoning with the limits of both modernization theory and traditional sovereign
credit analysis. Modernization theory says capability should produce freedom; China says no.



Traditional credit analysis says market yields reflect risk; China says only if you believe capital controls
are transparent.

The 67-point HCI gain proves the autocratic model can build. The 300%+ debt ratio asks whether the
autocratic model can manage the consequences of what it built. These are not the same skill. Building
requires mobilization, which authoritarianism excels at. Managing decline requires accountability,
transparency, and the ability to allocate losses — which authoritarianism structurally resists.

That tension — between a system optimized for mobilization and an economy that now requires
management — is the core of the China governance-debt nexus. It is the most consequential sovereign
risk question in the world today.

Political Topology - Cambridge Governance Labs
Sovereign Governance Analysis - HCI & Liberty Dataset - 91 countries - 225 years

For methodology, replication data, and interactive visualizations: cgl-cambridge-governance-labs-political-topology.local



