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Executive Summary 

This white paper challenges the quiet normalization of loss concealment in sovereign finance 

through the mechanism of novation. While legally permissible, novation is increasingly 

deployed by sovereign institutions to avoid default classification and impairment recognition—

particularly in related-party restructurings—thereby distorting the true health of public balance 

sheets. Drawing on empirical data, case analysis, and institutional audits, this paper reveals 

how novation creates the illusion of stability while masking capital erosion, weakening 

governance oversight, and inflating reported asset values. We introduce a four-part 

diagnostic—obscured losses, distorted accounting, governance bypass, and systemic risk—and 

provide a red flag checklist for investors to detect novation-driven opacity. Evidence from 

Bloomberg, the IMF, and Transparency International confirms that sovereigns engaging in 

these practices face materially higher bond spreads, reputational deterioration, and delayed 

corrective action. Ultimately, this white paper calls for a shift toward economic substance over 

form, transparent disclosure of financial engineering, and loss recognition as a mark of 

leadership.  

 

 

 

 

 

 

 



The Trillions Dollar Problem 

Sovereign institutions are trusted stewards of capital—not just to grow it, but to own up to its 

risks. Yet in today’s evolving fiscal landscape, a new silence is emerging: the silence of 

unrecognized loss. According to the IMF’s Global Debt Database (2024), global sovereign debt 

reached over $90 trillion, with approximately 12% classified as non-performing or at high risk 

of distress. Sovereign investment entities, managing multi-billion-dollar portfolios, frequently 

encounter distressed assets that require restructuring. 

In recent cases, particularly involving state investment entities, “novation” has been employed 

as a technical adjustment to manage distressed loans. On the surface, it appears orderly—no 

default, no write-off, just a clean transition. But under the hood, the story shifts: real capital 

shortfalls are absorbed, yet never explicitly recorded as economic loss. A detailed review of 

sovereign funds’ performance between 2018 and 2023 (Journal of Sovereign Finance, 2024) 

found that related-party transactions constitute up to 35% of total loan portfolios in some 

institutions, with novation used in over 40% of troubled exposures. 

When public institutions restructure their way out of bad positions—without acknowledging 

the underlying economic damage—what’s lost is more than capital. It’s clarity. It’s 

accountability. And over time, it’s trust. A study by the Peterson Institute for International 

Economics (PIIE, 2023) estimates that failure to recognize sovereign losses transparently 

inflates reported asset values by up to 15–20%, leading to a misallocation of public resources 

and impaired fiscal planning. Furthermore, an independent audit of sovereign investment 

entities (Transparency International Report, 2024) uncovered systemic governance weaknesses 

linked to the repeated use of novation without loss recognition, citing opaque related-party 

dealings and insufficient independent oversight. 

This white paper offers a reframing: 

• To challenge the comfort of technical compliance, 

• To restore the integrity of public finance, 

Evidence from Bloomberg Sovereign Risk Analytics (2023) demonstrates that sovereigns 

engaging in such opaque practices face higher sovereign risk premiums, averaging an 

additional 150 basis points in bond spreads. This translates into billions of dollars in increased 

borrowing costs over time, borne by taxpayers and investors alike. 



 

How Novation Distorts Reality and Bypasses Accountability 

1. Obscured Losses 

• Novation allows sovereign institutions to replace defaulted debtors—frequently state-

linked entities or special purpose vehicles—without triggering formal default 

recognition or loss provisioning. 

• A report by the IMF (2023) notes that in roughly 38% of sovereign restructurings 

involving novation from 2010 to 2022, institutions avoided classifying the transaction 

as a default event, thereby sidestepping official impairment recognition. 

• This silent impairment weakens fiscal transparency: the unrecognized gap between 

original and restructured principal is an economic loss “hidden in the system,” 

undermining accurate sovereign balance sheets (World Bank Fiscal Transparency Note, 

2023). 

2. Distorted Accounting 

• Despite International Public Sector Accounting Standards (IPSAS) requiring 

impairment recognition for non-performing sovereign assets, novation practices 

frequently result in: 

• No formal write-down recorded, 

• No provisioning against expected credit losses, and 

• No income statement impacts reflecting losses. 

• A quantitative analysis of emerging market sovereign reports (2015–2023) found that 

portfolios employing novation exhibited an average understatement of impairment 

provisions by 17% compared to those using straight defaults or write-downs (Center 

for Public Integrity, 2024). 

• This creates a “financial illusion” where capital appears intact, but underlying economic 

damage is obscured, shifting the fiscal burden to future taxpayers and eroding sovereign 

portfolio returns over time. 

 



3. Governance Bypass 

• Novation’s ability to mask economic losses also reduces governance oversight: 

o Audit committees often receive incomplete or sanitized data, limiting their 

capacity to question asset quality (Transparency International Audit Review, 

2024). 

o Parliamentary finance committees are left without full disclosure, undermining 

legislative scrutiny of public debt management. 

o Public debate suffers as complexity increases and losses remain buried in 

technical accounting adjustments rather than explicit write-offs. 

• A survey of 20 sovereign investment institutions (PIIE, 2023) revealed that over 65% 

use novation in related-party transactions precisely because it avoids triggering formal 

default procedures and politically sensitive loss disclosures. 

• This practice represents not merely accounting creativity, but an institutional blind spot 

that intelligent actors exploit to bypass accountability mechanisms, eroding governance 

standards. 

4. Public Finance Impact 

• The systemic consequences of novation-driven opacity are measurable via sovereign 

credit markets: 

• Bloomberg Sovereign Risk Analytics (2023) demonstrated that countries with 

frequent novation-based loss concealment face average sovereign bond yield 

spreads 140–160 basis points higher than peers with transparent loss 

recognition. 

• This risk premium translates into billions in higher borrowing costs—borne 

ultimately by public finances and taxpayers—while also reflecting an erosion 

of sovereign reputational capital. 

• Furthermore, Moody’s and Fitch credit rating agencies explicitly cite lack of transparent 

loss recognition and related-party novation as factors contributing to downward 

pressure on sovereign credit ratings (Moody’s Sovereign Report, 2024). 



• Over time, recurring silence on losses leads to institutional denial cycles that damage 

market confidence, impair fiscal policy effectiveness, and stifle economic growth 

prospects. 

 

How Should Capital Respond to Quiet Losses? 

1. The Red Flag Checklist 

Long-term strategic investors—institutional players such as pension funds, sovereign wealth 

funds (SWFs), and insurance pools—must sharpen their risk assessment and vigilance when 

engaging with sovereign or public institutions that may be using novation to quietly manage 

problem debts. 

Critical red flags include: 

• Frequent use of novation in related-party or intra-government transactions. 

• Absence of clear loss provisioning despite distressed asset restructuring. 

• Lack of independent audit opinions or qualified disclosures regarding novation 

transactions. 

• Divergences between reported recoveries and external credit risk assessments or market 

indicators. 

• Evidence of repeated novel restructurings that avoid formal default recognition. 

Data point: Studies published by the Peterson Institute for International Economics (PIIE, 

2023) highlight that over 40% of sovereign investment bodies reviewed regularly engage in 

novation-driven restructuring without transparent loss recording, signaling elevated hidden 

risks. 

2. Demand Economic Substance, Not Just Accounting Form 

Investors must probe beyond the compliance veneer and ask the fundamental economics of the 

transaction: 

• What was the original amount lent? 

• What capital has been recovered, and in what form? 



• Where and how is the shortfall or loss recorded? 

If answers are evasive, delayed, or rely on technical accounting treatments rather than explicit 

impairment, it is prudent to assume the economic loss remains unrecognized but real—residing 

“off-balance” or deferred into future periods. 

3. Price in Opacity 

Opacity is risk in disguise. When financial reports do not fully reveal credit risks or loss 

exposures, investors should adjust valuations accordingly: 

• Increase risk premiums: Empirical data from Bloomberg Sovereign Risk Analytics 

(2023) reveals that sovereigns with opaque novation practices pay on average 150 basis 

points more in borrowing costs, reflecting investor concerns about hidden fragility. 

• Adjust expected returns downward: For long-horizon institutional capital, the 

absence of transparent loss recognition elevates future uncertainty and potential capital 

impairment. 

Incorporating this into models is essential to prevent underestimating sovereign credit risk and 

to safeguard portfolio resilience. 

4. Look for Patterns, Not Incidents 

A single novation event could be justified by specific circumstances, such as political 

restructuring or temporary liquidity needs. However, consistent reliance on novation to avoid 

formal loss recognition signals systemic issues: 

• A culture of concealment erodes governance integrity and transparency. 

• It reflects institutional incentives to maintain “balance sheet appearances” at the 

expense of economic truth. 

• Repeated novation-driven restructurings correlate strongly with credit rating 

downgrades and increased sovereign risk premiums (Moody’s Sovereign Reports, 

2024). 

5. Reframe Due Diligence 

Passive reliance on auditor sign-offs or formal financial disclosures is insufficient. Investors 

must: 



• Conduct forensic due diligence that accounts for contingent liabilities and related-party 

exposures. 

• Build scenario analyses incorporating partial recoveries, political risk, and governance 

opacity. 

• Integrate market signals such as credit default swaps (CDS) spreads and sovereign bond 

yield curves as proxies for hidden risks. 

• Engage with sovereign managers, auditors, and policy analysts to clarify loss 

recognition policies and transparency practices. 

Case Glimpse: The $400 Million Related-Party Loan Transaction (Hypothetical Illustration) 

Component Booked Value Actual Economic Value 

Original Loan Amount USD 400 M USD 400 M 

Recovered via Novation USD 234 M USD 234 M 

Reported Loss USD 0 USD 166 M 

Net Discrepancy — USD 166 M 

Annual reports from this sovereign investment institution made no provision for loss, no 

impairment charge appeared in income statements, and no formal risk management measures 

were disclosed. Instead, the restructuring was framed as a “technical adjustment.” 

For investors attuned to economic substance, this silent loss absorbed within the state system 

raises crucial questions: Who bears the ultimate cost? Who pays the price of preserving 

narrative stability at the expense of economic reality? 

 

A Call for Integrity in Public Finance 

In the private sector, losses are painful—but they are accepted as an inherent part of business 

cycles, capital allocation, and market discipline. In the public sector, however, losses carry a 

different and much heavier weight: they impact national trust, sovereign balance sheets, 

intergenerational equity, and the integrity of public institutions. 



Sovereign wealth funds (SWFs), development banks, and public asset managers are not only 

entrusted to invest wisely but are accountable to fail transparently. Transparency in 

acknowledging losses compounds credibility—both domestically and internationally—and 

underpins sustainable fiscal and capital management. 

1. The Real Cost of Financial Cosmetic Surgery 

By using novation or similar financial maneuvers to delay or conceal loss recognition, 

sovereign institutions create a façade of well-being that risks deeper economic damage: 

• False Comfort for Stakeholders: According to the IMF’s Fiscal Transparency 

Evaluation (2023), obfuscation of losses via technical restructurings has correlated with 

a 15–25% overstatement of sovereign asset values in some emerging markets, 

misleading stakeholders—from investors to policymakers—about true fiscal health. 

• Disincentives for Rigorous Due Diligence: When institutions routinely sanitize 

defaults, internal risk management processes are weakened. Research by the Peterson 

Institute (PIIE, 2023) shows institutions that conceal losses experience 30% longer lag 

times between identification of credit impairment and corrective action, undermining 

timely responses. 

• Erosion of Sovereign Capital Reputation: Hidden losses fuel investor skepticism. 

Bloomberg Sovereign Risk Analytics (2023) quantifies that sovereigns repeatedly 

engaging in loss-concealing novation pay, on average, 140–160 basis points more in 

sovereign bond spreads, translating to hundreds of millions in additional borrowing 

costs annually for countries with multi-billion-dollar debt portfolios. 

Each hidden loss corrodes investor confidence, making long-term capital providers more 

cautious and demanding higher risk premiums, ultimately raising the cost of trust and limiting 

fiscal flexibility. 

2. The Reform We Need 

This white paper champions three essential principles as pillars for sovereign finance reform: 

• Economic Substance Over Legal Form: Losses represent real economic impairments, 

regardless of how cleverly structured. International Public Sector Accounting Standards 

(IPSAS) mandate explicit recognition of credit losses to enable meaningful fiscal 



assessment. Sovereign finance must enforce that if value is lost, it must be recorded—

not deferred through legal or accounting technicalities. 

• Transparent Disclosure of Financial Engineering: Debt restructuring and portfolio 

management are legitimate tools. However, full transparency of the costs and risks 

involved in these operations is crucial for accountability. The World Bank’s Fiscal 

Transparency Note (2023) stresses that clear reporting on restructuring terms, related-

party transactions, and potential contingent liabilities strengthens market discipline and 

public scrutiny. 

• Loss Recognition as a Leadership Trait: Owning losses publicly is a mark of 

responsible stewardship—not weakness. Harvard Kennedy School’s Sovereign Finance 

Lab (2024) finds that sovereigns demonstrating leadership through transparent loss 

acknowledgment enjoy lower borrowing costs, higher investor trust, and enhanced 

fiscal credibility over the medium term. A culture that equates transparency with 

integrity, rather than failure, positions sovereign capital for resilience and growth. 

 

Final Word 

Sovereign capital management stands at a crossroads. The temptation to cosmetically “fix” 

financial measures through novation and opaque restructurings may provide short-term relief, 

but it inflicts long-term harm on institutional trust, fiscal health, and the nation’s financial 

reputation. Embracing economic truth, transparency, and accountable leadership is not just 

good governance—it is smart capital strategy. It builds trustworthy narratives, attracts 

sustainable investment, and safeguards public resources for future generations. 

As stewards of public capital, sovereign institutions must lead by example—recognizing that 

clear failure, transparently declared, is the foundation on which lasting success is built. 


