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CSOs as equal partners in monitoring
of public finance

“CSOs as equal partners in the monitoring of public finance” started in the beginning of
2016, and is implemented by a consortium of 10 organizations from 7 countries, and will
last for four years.

The aim of the project is to improve the transparency ad accountability of policy and
decision making in the area of public finances through strengthening the role and voice of
NGOs in monitoring the institutions that operate in the area of public finances. In this way,
the project will strengthen CSO knowledge of public finance and IFls and improve CSO
capacities for monitoring. Additionally, it will help advocate for transparency, accountability
and effectiveness from public institutions in public finance. Moreover, this project will build
know-how in advocating for sustainability, transparency and accountability of public finance
and IFls. This project will also increase networking and cooperation of CSOs on monitoring
of public finance at regional and EU level. Lastly, it will increase the understanding of the
media and wider public of the challenges in public finance and the impacts of IFls.

Key project activities are research and monitoring, advocacy, capacity building, and the
transfer of knowledge/practices and networking in the field of the 4 specific topics: public

debt, public-private partnerships, tax justice and public infrastructure.

Additional to this analysis, 3 more analysis will be prepared in line with the other 3 topics of
the project: public debt, tax justice and public-private partnerships.

This study is accompanied with a policy brief which will be also available in local languages
and will provide a short overview of the key policy recommendations and trends.

More information about the project can be found on http:/wings-of-hope.ba/balkan-monitoring-

public-finance/ and on the Facebook Page Balkan Monitoring Public Finances
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Introduction

In the face of the European debt crisis, public finance monitoring took center stage in
economic discussions. These events have reconfirmed the adverse effects of the rising costs
of an ever-growing public debt on economic growth, monetary stability and public finance.
The 2008 global economic crisis highlighted the importance of fiscal intervention, and after
more than two decades of the neoclassical paradigm and a non-fiscal dominance, brought
back fiscal activism and the Keynesian ideas and measures at the top of government agendas.
The drastic worsening of many nations’ fiscal health, as a result of a decreased economic
activity and of various fiscal packages for the financial sector and the economy as a whole,
complemented by budgetary pressures from an aging population, activated debates on the
size, sustainability and the consequences of budget deficits and public debt. Before the
crisis the focus of debates and research on the issue of monitoring of public finance was on
developing and emerging market countries. Recent events, however, especially the European
debt crisis, when some EU member states faced difficulties in accessing financial markets,
proved that fiscal sustainability problems are not typical only of developing countries, but are
also a real problem for developed countries with a growing public debt, stagnant economic
growth, unfavorable demographic trends and liabilities passed from the financial sector.?

Transparency of public finance refers to the extent and ease with which citizens can access
information about and provide feedback on government revenues, allocations, expenditures,
government’s economic priorities in terms of policies and programs. Monitoring of public
finance entails using such information to analyze, critique, and track government finances
in order to provide this feedback. Transparency is a prerequisite for public participation and
accountability, which are instrumental for a democratic and legitimate budget process. Both
transparency and monitoring efforts also help remove institutional bottlenecks that result
in delayed budget allocations, thereby jeopardizing the delivery of vital services to people.
Even though they have a far-reaching impact on the lives of people, opening up public
finances beyond the exclusive domain of policy makers and administrators is a relatively
recent phenomenon that has gained momentum in the last two decades.?

1 Tanner, E., 2013. Fiscal sustainability: A 21st century guide for the perplexed; Working Paper No. 13/89. International
Monetary Fund

2 Global stock-take of social accountability initiatives for budget transparency and monitoring: key challenges and lessons
learned (English), 2013, available at: http://documents.worldbank.org/curated/en/457241468340847491/Global-stock-take-of-
social-accountability-initiatives-for-budget-transparency-and-monitoring-key-challenges-and-lessons-learned




Public officials have a constitutional obligation to account to Parliament. They should be
broadly accountable for how they spend public money, how they have achieved the purposes
for which the money has been voted and that they have gone about their duties with a high
degree of integrity. Monitoring provides the information, in a structured and formalized
manner, which allows scrutiny of public service activities at all levels. Despite the concerns
that many have that one should not pursue Monitoring only for the purpose of accountability,
as it may create suspicion and a culture of fear, when dealing with public funds accountability
is critically important. Accountability should be governed by the Constitution and legislation
such as the Public Finance Management Act, and failure to adhere to meeting accountability
requirements is often met by sanctions.®

Civil society organizations engaged in public finance focused work contribute to public
expenditure management and oversight in several ways. First, they provide one of the few
sources of critical and independent information on the impact of the budget on poor and
low-income citizens. Second, they can help build public finance literacy among citizens and
facilitate discussions and debates on public finance issues within civil society. Third, by
collating, synthesizing, and disseminating information on public finances, adds new data
into the budget process. Finally, civil society public finance groups provide training on public
finances to citizen groups, the media, and legislatures, thereby strengthening the capacity of
all of these groups to exercise oversight over budget process and to demand accountability
from government. Although civil society is a relatively new actor in public budgeting,
evidence that they are having a positive impact on decision-making and implementation is
beginning to emerge.*

Public finance monitoring initiatives can contribute to improved transparency and awareness,
as well as enhanced resources and efficiency in expenditure utilization. Even more the effect
is quite higher with citizen-led monitoring. The main goal here is to increase accountability
through independent monitoring, while the main focus of beneficiary collection is on
improved responsiveness and beneficiary satisfaction. Some tools in addition to citizen and
community monitoring are social audit, public expenditure tracking surveys, participatory
auditing, etc. The main results are reduction in corruption, increased transparency and
accountability, and openness in government.’

Several new standards have also arrived on the global stage, including the OECD’s High-
Level Principles of Long-term Investment Financing by Institutional Investors, and the

3 Basic concepts in monitoring and evaluation, Public service commission, February 2008, available at: http://www.psc.
gov.za/documents/docs/guidelines/PSC%206%20in%200one.pdf
4 Vivek Ramkumar and Warren Krafchik “The Role of Civil Society Organizations in Auditing and Public Finance

Management”, The International Budget Project, available at: https://www.un-ngls.org/orf/cso/cso10/Ramkumar.pdf

5 Vinay Bhargava “Engaging Citizens and Civil Society to Promote Good Governance and Development Effectiveness”, The
Governance Brief, ISSUE 23 ¢ 2015, available at:
https://www.adb.org/sites/default/files/publication/172999/governance-brief-23-engaging-citizens-and-civil-society.pdf




United Nations Conference on Trade and Development (UNCTAD) Roadmap on Sovereign
Debt Workouts and Principles on Promoting Responsible Lending and Borrowing.¢

The crisis showed that it is of great importance for fiscal policy makers to balance between
short term stabilization goals of fiscal policy and the long-term sustainability. It is a challenge
for fiscal policy to stabilize the economy without disturbing the fiscal stability of the system.

When the crisis erupted and banks were under the immediate risk of collapse, private debt
was converted into public debt, since the state rushed to take over the liabilities of the
overexposed banking system. Thus, in all peripheral countries, government debt exploded
despite distinct paths. At the same time austerity is considered as the only way to reduce
deficits and repay old and new debt.” The consequences of these recurring financial crises
in ‘advanced’ economies included ‘austerity’, the removal of employment protection, rising
housing and education costs, the return of deflationary pressures, high unemployment,
falling real wages, low productivity and rising inequality.® Austerity adversely affects GDP
growth and erodes tax and productive bases while the operation of the multiplier in times
of economic contraction creates adverse macroeconomic conditions for it to work. When
basic needs are not met because money is flowing to banks instead, it is time to start
qguestioning the legitimacy of these debts and the broader financial system under which
they were incurred.” We should know what debts the population is paying for. The Audit is
the tool that enables us to understand and document the Debt. This is helpful for raising
awareness of the need for a new and more equitable (international) financial architecture.'®

The onset of the crisis in 2008 revealed underlying fiscal vulnerabilities in many emerging
European countries. A sharp decline in capital inflows led to economic recessions and modest
recoveries thereafter. In this context, part of the revenue surge of the boom years turned
out to be temporary, and, together with rising expenditures as part of the countercyclical
fiscal policy, set the stage for large deficits across the Balkan countries. The collapse in tax
revenues was particularly marked for taxes on goods and services and international trade
and transactions, which account for a higher share of revenue in the Western Balkans than
in the EU-15 or New Member States. The fiscal balance fell from an average of 1.93% in
2007 to a deficit of -1.45% in 2007 and -3.98% in 2008.1! In the aftermath of the crisis, the

6 More information available at Eurodad website: http://www.eurodad.org/responsible-finance-standards-state-of-play
7 Elena Papadopoulou and Gabriel Sakellaridis (ed.), 2012, The Political Economy of Public Debt and Austerity in the EU,
by Transform! european network for alternative thinking and political dialogue

8 Ann Pettifor (2017), The neoliberal road to autocracy, in International Politics and Society, available at: http://www.ips-
journal.eu/about/about-the-journal/ [accessed on 17.05.2017]

9 Fanny Malinen (2016), The “Golden noose” of global finance, in The rule of Finance, No. 3, ROAR Magazine. available at:
https://roarmag.org/magazine/golden-noose-global-finance/

10 Maria Lucia Fattorelli (2014), Citizens public debt audit: experiences and methods. Auditoria Cidada da Divida, CADTM
and CETIM

11 IMF Country Report No. 16/356, FYROM 2016 ARTICLE IV CONSULTATION—PRESS RELEASE; AND STAFF REPORT,

available at: https://www.imf.org/external/pubs/ft/scr/2016/cr16356.pdf, [accessed on April 10, 2017]




Western Balkans experienced difficulties in regaining control of their public finances. Debt
has increased sharply, reaching the levels of Central and Eastern European countries. Some
countries in the region experienced rising public debt to an extent that their sustainability
might become questionable. The significant reduction of the debt burden that took place
during the boom years was thus largely undone. 12

The last debt crisis has been an expression of the systemic crisis rooted in income inequality
and the lack of financial regulation as well as macroeconomic imbalances, accentuated by
the architecture of the EU and its persistence in the neoliberal project. The consequent loss
of legitimacy of political leaders is expressed via massive electoral abstention, the erosion
of traditional governing parties and the growing influence of an anti-systemic discourse of
radical populist right-wing parties.?

Fiscal sustainability can be defined as the ability of a government to sustain its current
spending, taxand other policiesin the long run without threatening the government’s solvency
or without defaulting on some of the government’s liabilities or promised expenditures.#
Thus, fiscal policy is sustainable as long as it does not endanger a sovereign’s solvency now
or any time in the future.?® This definition can be complemented with the requirement that
such a policy can be continuously maintained without a continuous growth and excessive
accumulation of public debt. Hence a continuously growing and/or extremely large debt ratio
is a practical signal for sustainability problems.*¢ “As a prerequisite, a government must satisfy
intertemporal solvency: it must raise enough resources (in present value terms) to service
its obligations so as to preclude either default or restructuring. In this vein, a “sustainable
policy” may be one that, if continued indefinitely and without modification, would keep the
government solvent.”*” This means that the present value of future primary surpluses must
be at least equal to the initial debt, thus respecting the condition commonly referred to as
the no-Ponzi game condition.'® Notably, this condition does not necessarily rule out large
deficits or high and growing debt. Debt is allowed to accumulate as long as it is viable to
run large enough primary surpluses in the future to counterbalance the accumulation.? In

12 Koczan, Z. 2015. Fiscal Deficit and Public Debt in the Western Balkans: 15 Years of Economic Transition. IMF Working
paper, European Department. [accessed July 2017]
13 Elena Papadopoulou and Gabriel Sakellaridis (ed.), 2012, The Political Economy of Public Debt and Austerity in the EU

by transform! European network for alternative thinking and political dialogue

14 European Semester Thematic Factsheet: Sustainability of public finances, available at:
https://ec.europa.eu/info/sites/info/files/file_import/european-semester thematic-factsheet public-finance-sustainability

en.pdf

15 Barta, Z., 2015. Fiscal sustainability and the welfare state in Europe. ACRN Journal of Finance and Risk Perspectives
Special Issue of Social and Sustainable Finance, 3, pp.135-147

16 Balassone, F., Cunha, J., Langenus, G., Manzke, B., Pavot, J., Prammer, D. and Tommasino, P., 2009. Fiscal Sustainability
and Implications for the Euro Area. ECB Working Paper, pg. 994

17 Tanner, E., 2013. Fiscal sustainability: A 21st century guide for the perplexed.
Working Paper No. 13/89. International monetary Fund

18 Chalk, N. and Hemming, R. 2000. Assessing Fiscal Sustainability in Theory and Practice. IMF Working Paper WP/00/81.
International Monetary Fund

19 Ibid.



the case of the Stability Pact of the European Union, Balassone and Franco (2000) say that
sustainability can be seen a “non-violation of arbitrarily predefined parametric standards.”

Sustainable public debt is a very important category for stable economic growth. Fiscal
unsustainability implies that current fiscal policies cannot continue forever and sooner or
later, an adjustment will be needed. Otherwise, the debt will explode. A timely detection
of unsustainable policies is crucial, because a late detected need for adjustment can cause
a loss of confidence in the financial markets and can be very costly. Due to sustainability
threats, after the initial fiscal stimulus undertaken as a response to the crisis, the developed
countries turned to fiscal consolidation, i.e. “fiscal austerity policy”, trying to regain stability
of their public finances. This process was specifically evident in the European Union, where
the so called PIIGS countries faced difficulties in accessing the financial markets due to the
deteriorated confidence in their credibility.

For countries in the eurozone periphery, already deeply indebted after years of weakening
competitiveness relative to the eurozone core, fiscal deficits led to restricted access to
international bond markets. Peripheral states were threatened with insolvency, posing a
risk to the European banks that were among the major lenders to the periphery. To rescue
the banks, the eurozone had to bail out peripheral states. But bailouts were accompanied
by austerity that induced deep recessions and rendered it hard to remain in the monetary
union.?°

When we are researching public finance the role of rating agencies is crucial when talking
about public debt. In the mainstream discourse they are presented as the institutions
designed to solve the asymmetric information problems of modern finance, caused by
the disintermediation of capital markets, the internationalization of finance and financial
innovations. The focus on their technical character is important in order to maintain their
scientific prestige, which enables them to enforce their policy recommendationsand judgment
in an allegedly objective manner. The downgrading of economy evinces the imperative for
restricting policy options. Any divergence from mainstream prescriptions is excluded under
the threat of another downgrade. Moreover, the management of the crisis does not only
deploy economic, but also political tools. One of them is widening the democratic deficit in
the European Union.?!

Recentdecadeshavewitnesseddramaticchangesinthestructureoftheglobalpoliticaleconomy
and the nature of the state that have in turn caused the international balance of power to shift
decisively in favor of finance and the main creditor states, and the domestic balance of power
decisively in favor of local elites whose interests and ideas are broadly aligned with those of

20 Costas Lapavitsas (2012), Crisis in the Eurozone. London and New York, Verso

21 Elena Papadopoulou and Gabriel Sakellaridis (ed.), 2012, The Political Economy of Public Debt and Austerity in the EU
by transform! european network for alternative thinking and political dialogue



foreign creditors.?? Or as it is captured in W. Streeck’s (2014:72) conceptualization of the debt
state as “a state which covers a large, possibly rising part of its expenditure through borrowing
rather than taxation, thereby accumulating a debt mountain that it has to finance with an ever

greater share of its revenue."®

Purpose of the analysis

The objective of the study is to analyze various policies, regulation and legislation regarding
public debt and processes of the situation in the public finance field, to recognize key
problems, propose solutions and advocate for change, with a special focus on monitoring of
public finance. Often debt does not serve the needs of the citizens and puts limitations on
democracy in a sense that does not imply involvement of citizens and NGOs in the process
of decision making in the area of public finances and at the same time is characterized by
a low level of transparency. Hence, the study will identify problems in implementation of
the existing legislation or identify lack of necessary legislation. This will be the basis for
proposing policy recommendations regarding monitoring of public finance for the covered
countries and advocating for them.

The study analyzes the recent debt trends in Bosnia and Herzegovina, Bulgaria, Kosovo,
Macedonia, Montenegro, Serbia, and Slovenia with the aim of warning about possible
problems with long-term debt sustainability. It is very important to detect debt vulnerabilities
and to react in a timely manner.

Quick glance at the region

The pre-crisis years were favorable for the Bosnia and Herzegovina, Bulgaria, Kosovo,
Macedonia, Montenegro, Serbia, and Slovenia in the fiscal area. Positive global expectations
and developments, as well as solid economic growth in the region (the average growth in
the pre-crisis period 2002-2007 was around 5% - see chart no.1) led to a stable period and
positive budget outcomes, resulting in periods of balanced budgets and even surpluses in
some of the countries (Chart 2.).

22 Jerome Roos (2016), Why Not Default? The Structural Power of Finance in Sovereign Debt Crises. The European University
Institute, Florence

23 Wolfgang Streeck (2014), Buying Time: The Delayed Crisis of Democratic Capitalism. London and New York: Verso



Graph 1: Pre-crisis Real GDP growth rates in SEE
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Graph 2: General government balance in the SEE
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As we can notice form the Chart 3, the general government gross debt had a general
downward trend, falling from an average of 52.8% of GDP in 2002 to an average of 28.2%
of GDP in 2007 (lowest - Bulgaria 17.6%).
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Graph 3: General Government Gross Debt
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The public debt reduction in the pre-crisis period expresses the limited borrowing needs,
as a result of privatization revenues, smaller budget deficits and settling the debt toward
the Paris and London creditors.?* Compared to the EU-15, in 2004 the SEE countries had
an average debt lower by 13 percentage points (51.2% as to 64.7%). However, the WB/
SEE countries were not immune to the global financial and economic crisis. All of them felt
consequences.? The positive growth rates fell drastically, reaching a bottom in 2009. The
economies were struggling for a few years, but they have recovered, although not to their
pre-crisis level of growth.

Graph 4: General government balance in the post-crisis period
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24 Izvorski, I. and Kahkonen, S. 2008. Public Expenditure Policies in Southeast Europe. World Bank Working Paper No.134 .
Washington, DC: The International Bank for Reconstruction and Development / The World Bank

25 Thanks in large to privatization campaigns before 2009, a significant share of the large current account deficits in the
countries of the region were financed through FDI inflow, thus preventing the occurrence of dangerously high levels of external
debt. (Slay, 2010)
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Having lower debt than the Euro area (average of 91.3% of GDP in 2016), they also had
a larger fiscal maneuver space to respond. But, the crisis eroded fiscal buffers, increased
public debt, and exposed structural weaknesses, notably the contingent liabilities generated
by state-owned enterprises and other public entities.?¢ The average debt in the region went
up from 30% of GDP in 2007 to 54% in 2016. Kosovo is the only country that has managed
to keep debt lower than its pre-crisis level. All other countries are struggling to get their
fiscal positions back on track. Slovenia experienced the largest jump in indebtedness by 61
p.p. from 2008 to 2015 (from 22% to 83% of GDP).?”

The rising trend triggered alarm about the long term sustainability of their public finances,
especially if we consider that the debt tolerance level is lower for lower income economies.?®
This makes a unique analysis even more desirable and significant, since it offers significant
insights regarding debt trends, debt management, and public finances institutions in SEE
countries, which are especially vulnerable at higher levels of public debt, and the price to
preserve fiscal sustainability is continuously growing.

Last year, though, there were signs of fiscal tightening that helped manage the debt level in
some of the countries and prevent its continuous rapid growth.?’ The fiscal deficits narrowed
in the Western Balkan countries (except in Montenegro) and Bosnia and Herzegovina and
Bulgaria even registered surpluses.®

Overview of the content of the analysis

The first section provides an overview of the existing national legislation on public debt in
order to identify pros and cons of the current legal framework as one of the objectives of
this opening part of the study. At the same time, an analysis of public debt related policy
documents (if there are such on the country level) and assessment of their alignment with
the respected laws is undertaken.

26 World Bank. 2017. Western Balkans - Regular Economic Report No.11: Faster Growth, More Jobs, World Bank Group, Spring
27 World economic outlook database

28 Reinhart, C.M., Rogoff, K.S. and Savastano, M.A. 2003. Debt Intolerance. Brookings Papers on Economic Activity. Vol.
2003, No. 1, The Brookings Institution, pp. 1-62, available at: http://www.jstor.org/stable/1209144 [accessed on 10. 5. 2017]

29 World Bank. 2017. Western Balkans - Regular Economic Report No.11: Faster Growth, More Jobs, World Bank Group, Spring

30 However, the way in which fiscal deficits fell varied by country. In Albania and Serbia both revenue gains and a
reduction of current spending supported the narrowing of the fiscal deficit. Revenues also rose in Kosovo and Montenegro, but
recent amendments to regulations have steeply increased the cost of their untargeted entitlement programs. Moreover, capital
investment budgets were under-executed and the share of current spending increased. FYR Macedonia’s revenues dropped as a
share of GDP and its overall spending fell as the economy felt the effects of a severe political crisis. Hence, although fiscal deficits
narrowed in 2016 in FYR Macedonia (to 2.6 %) and Montenegro (to 3.9 %), and remained low in Kosovo (1.3 %), the composition
of their spending shifted to less productive and equitable areas. (World Bank, 2017)



The second part brings closer the concept of public debt and explains its economic purpose.
Public debt must be managed very carefully, because its excessive use can lead to liquidity
problems of public finances, especially the central and local budgets of the states. This
section provides an overview of the public debt developments in the countries of the
region, presenting the growth since the outburst of the crisis and the main reasons behind
this growth. Additionally, the public debt structure is presented in terms of external and
internal share of debt. The transparency of data is highlighted in this section, together with
an overview of the practice in these countries in making the data available to the public.

The objective of the third section is to assess whether independent regulatory bodies exist,
whether they present realistic auditing reports, whether the latter are implemented in
practice, and if not, whether there are any sanctions imposed on the responsible institutions/
persons in charge. Democratic government requires that public debt and its medium and
long-term effects be made transparent. This is only possible if public debt is regularly audited
by independent audit bodies which operate autonomously.

The fourth part analyzes the effectiveness of the public debt management. When it comes
to effective public debt management one should have in consideration the public debt
management strategy and strategy for risk management. The most significant risk is the
one that is determined by the structure of public debt. To achieve effective public debt
management, a continuous monitoring and periodic evaluation of risks that may have
significant reflection on the structure of the debt portfolio is necessary. One of the measures
of sustainability of debt is the debt/GDP ratio. A constantly rising debt ratio implies a risk
to the long-term sustainability of public finances. Namely, if a country realizes a budget
deficit, it should have a much higher growth rate of GDP than the interest rate on debt in
order to have public debt sustainability. Unsustainable public finances and rising public debt
are a threat to some of these countries, considering the numerous adverse effects they can
cause. Thus, closely monitoring the debt movements is necessary and a timely response
to unsustainable developments is of crucial importance for maintaining macro-economic
stability.

The last part of the study presents conclusions and recommendations for decision-makers,
both in the region and in international institutions.



Legal framework on public debt

Sound public debt management (PDM) helps to support sustainable debt objectives.
Guidelines for effective PDM have been provided over theyears byinternational organizations
such as the IMF, the World Bank, the OECD, etc. The IMF and WB (2000) define PDM as
“the process of establishing and executing a strategy for managing the government’s debt in
order to raise the required amount of funding at the lowest possible cost over the medium
to long run, consistent with a prudent degree of risk”. A robust legal framework is critical
for effective PDM, given the centrality of law to public debt. “While political and economic
factors tend to influence debt policies and the quality of debt management practices, a good
legal framework helps to promote discipline, transparency, and accountability, all of which is
critical to achieving sustainable debt.”?!

A soft law mechanism for sovereign debt restructuring based on the UN principles. The UN
took the lead in the efforts to create a statutory mechanism for sovereign debt restructuring,
as first reflected in the UN GA Resolution 68/304 passed in September 2014 and later in
UN GA Resolution 69/319 passed in September 2015. The latter resolution approved a set
of nine principles that should serve as the basis for restructuring processes—sovereignty,
good faith, transparency, impartiality, equitable treatment of creditors, sovereign immunity,
legitimacy, sustainability, and majority restructuring.®?

The scope of the domestic legal framework governing public debt management may vary
from country to country. Constitutions and primary legislation (Acts of Parliament, Laws,
Decrees and similar), provide the broad legislative architecture within which public debt
is contracted and managed. This is usually supplemented by a secondary legal framewo