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ABSTRACT

Municipal financial distress has become a critical governance challenge in South Africa,
with the City of Matlosana among the most financially unstable municipalities. This study
examined the determinants of financial distress in Matlosana, focusing on structural,
operational, governance, and socio-economic drivers that undermine fiscal sustainability
and service delivery. Guided by Agency Theory, the study analysed how information
asymmetry, weak oversight, and misaligned incentives contribute to financial
mismanagement and institutional failure. A qualitative research design was employed,
including semi-structured interviews with municipal officials and document analysis.
Thematic analysis revealed that Matlosana’s financial crisis is driven by chronic under-
collection of revenue, unfunded budgets, escalating consumer debt, poor financial
controls, widespread irregular expenditure, ageing infrastructure, operational
inefficiencies, and deep socio-economic decline. These weaknesses are compounded by
political interference, weak administrative leadership, and the absence of consequence
management. The study concludes that Matlosana’s financial distress is structural and
systemic rather than episodic. It recommends strict implementation of the Financial
Recovery Plan, strengthened governance and accountability mechanisms, revenue
enhancement reforms, and revitalisation of local economic development. Addressing
these entrenched failures is essential to restoring service delivery, rebuilding public trust,

and achieving long-term municipal stability.

Key terms: Financial Distress, City of Matlosana, Local Government, Municipality,
Financial Management, Financial Sustainability, Revenue Collection, Unfunded Budget,
South Africa



LIST OF ABBREVIATIONS

AGSA

Atlas.ti

COGTA

DPME

GDP

IDP

LED

LGMIM

MFMA

NwWU

RSA

SCM

SPLUMA

UFW

UN

Auditor-General of South Africa

Qualitative Data Analysis Software

Department of Cooperative Governance and Traditional Affairs
Department of Planning, Monitoring and Evaluation

Gross Domestic Product

Integrated Development Plan

Local Economic Development

Local Government Management Improvement Model
Municipal Finance Management Act

North-West University

Republic of South Africa

Supply Chain Management

Spatial Planning and Land Use Management Act
Unauthorised, Irregular, Fruitless and Wasteful Expenditure

United Nations

vi



TABLE OF CONTENTS

DECLARATION .ttt e e e e e e e e e e e e e e e e e e e e e enna s I
I3 110 LN I [ I
N 0 1
ACKNOWLEDGEMENTS ...t e et e e e e e e e e e e e e eenans v
N B I o P \Y
LIST OF ABBREVIATIONS ..ot eane s VI
LIST OF TABLES ... et e e e e nna s Xl
LIST OF FIGURES. . ... . e e e e e s Xl
CHAPTER 1: BACKGROUND OF THE STUDY ..ot 12
O [ a1 0T ¥ o1 1] o PP PPPPPPPPPP 12
1.2 Problem StatemMENT.........ooiiiiiiiieee e 13
1.3 Research and Aim: Objectives of the Study ............cooovriiiiiiiiiiii e, 13
1.3.1 Research Aim (Primary ODJECHIVE) ........cuuviiiiiiiiiiiiiiiiiiiieeeeeeeeeeeeeeeeeeeeeee e 13
1.3.2 Research Objectives (Secondary ODbJectives) ........cooovvviiiiiiiiiiiiieeiiee e 13
1.5 Preliminary LIiterature REVIEW .........cooeeeeiiiiiiiiiie e e e e e e e e eeanes 14
1.5.1 Financial Mismanagement in South African Municipalities ..........ccccccccvvvvviviinnnnn. 14
1.5.2 Determinants of Financial DIStreSS ............cuuvviiiiiiiiiiiiiiiiiiiiiiiieeeeeeeeeeeeeeeeeeeeee e 15
1.5.3 TheoretiCal FrameEWOrK ...........cocoiii e 16
1.6 Overview of Research Design and Methodology.............ccceeiiiiiiiiiiiiiiiiiii e, 17
1.7 Organisation Of the STUAY .........ccevviiiiiiiiiiiiiiiiieeeeeeeeeeeee e 18
CHAPTER 2: LITERATURE REVIEW ...t 20
2.1 INEFOTUCTION ... 20
2.2 Definition of Financial Distress in MunicipalitieS ............ccccooiieiiiiiiicci e 21
2.3 Overview of South African Municipalities Audit OUICOMES .............uvvvviviiiiiiiiiiiiinne 22
2.4 Legal and Policy Frameworks Governing Municipalities in South Africa ................ 24
2.4.1 The Constitution of the Republic of South Africa (1996).........cccooeevvviiiiiiiiiiiinennnns 25
2.4.2 The Local Government: Municipal Structures Act (117 of 1998) .........ccceevvvvvnnnnn. 25

Vii



2.4.3 The Municipal Systems Act (32 0f 2000) ........ccooviiiiiiiiiie e 26

2.4.4 The Municipal Finance Management Act (56 of 2003) .........cccuvviiiiiieeeeeeeeeiiinnn, 26
2.5 Theoretical FrameWOrK ............uuiiiiiiiieieii e e s 27
2.6 Determinants of Financial Distress in MunicipalitiesS.................uveveiiiiiiiiiiiiiiiiiiiniene 29

2.6.1 Global Perspective on Municipal Financial Distress: Insights from International
STUAIES ... 29

2.6.2 African Perspective on Municipal Financial Distress: Insights from African

STUTIES ettt 32
2.6.3 Comparative Analysis of Determinants ACross Regions..........ccccceeveeeeeeveeevvnnnnnnn. 33
2.7 Factors Contributing to Municipal Financial Distress in South Africa...................... 35
2.8 Municipal Financial Distress Turnaround Frameworks in South Africa................... 37
2.8.1 Back-to-Back Basics Framework and Governance Reform............cccccvvvvivinnnnnnns 37
2.8.2 Local Government Management Improvement Model (LGMIM) Scorecard......... 38
2.9 Turnaround Strategies for Financially Distressed Municipalities...............cccccvvvuennn. 38
2.9.1 Managerial Restructuring and Leadership Reforms ..........cccccvvviiiiiieievieceiinnnnnnn. 38
2.9.2 Operational Restructuring and Efficiency Improvements.............ccccvvvvvviiiinnennnns 39
2.9.3 Financial Restructuring and Debt Management...............cccoevviviiiiii e, 39
2.10 RESEAICH GAP .ovvviiiiiii et 41
2.11 Chapter CONCIUSION ......uuuiiiiiiiiiiiiiiiiiiietie bbb aeneneees 42
CHAPTER 3: RESEARCH DESIGN AND METHODOLOGY ....cccoviiiiiiiiiiiiieeeeiie e 43
X 0 [ 10 To [¥ ox 1T o TP P PP TP PUPPPUPPPRPT 43
3.2 Research PhilOSOPNY ........cooiiiii e e 44
3.3 Research/Reasoning APPrOacCh ............uuuuuuuuiiiiiiiiiiiiiiiiiiiiiiiiiiiib e 45
3.4 RESEAICH DESIGN ...ttt 46
3.5 RESEAICH StratEOY ... iiiiii e 47
3.6 TIMIE HOTIZON ..ttt 48
3.7 Population and SampPliNg...........uuuuuuueiuiiiiiiiiiiiiiii e 48
3.7.1 Targeted Study POPUIALION .......ccovuiiiie e e 48
3.7.2 Sampling TECANIQUE .....coeee e 49



3.7.3 SAMPIE SIZE ..o 50

3.8 Data ColleCtion MeEthOUS. ............uuiiiiiiieiiii e 51
3.9 DAL ANGIYSIS. ...ttt 52
3.10 Trustworthiness Of the STUAY ........ccoovriiiiiiiii e 55
3.11 Ethical CONSIAEIAtIONS ........oeiiiiiiee e ettt e e e e e e e e e 55
3.12 Chapter SUMIMANY ....ccceeiiieeiiiie e e et e e e e e e e et e e e e e e e e e e et e e e e eeeeeeesannnnnas 57
CHAPTER 4: DATA COLLECTION AND ANALYSIS ... 58
vt R | Vi £ o 18 Tox 1o o TP 58
4.2 Demographic INfOrMation ............coooiiiiiiiiii e e 58
4.3 ThemMatiC ANAIYSIS ....ccoeeieeiiiei et e e e e e e e e e e e e e e e 61
4.4 Major Theme 1: Severe Financial Distress and Revenue Decline.......................... 63
4.4.1 Low Revenue Collection and High Consumer Debt...........cccoeeeeiiieiiie 63
4.4.2 Unfunded Budgets and Persistent DefiCits ..........ccovveieeiiiiiiiiiiiie e, 64
4.4.3 High Distribution Losses (Water and EIECLIICItY) ..........ccovvverviiiiiie e 65
4.4.4 Inability to Pay Creditors (Eskom and Midvaal) ... 66
4.4.5 Inaccurate Billing and Data Integrity ISSUES.........ccoooeeiiiiiiieeeeeeeeeeeeeeeeeeeeeee 67
4.5 Major Theme 2: Governance and Leadership Failures............cccooooeeiiiiiiiiiiiinneee, 68
4.5.1 Political interference and inStability ... 68
4.5.2 Weak Administrative Leadership ... 69
4.5.3 Poor Financial Management PraCtiCeS .........ooovveiieeeiiiiie e 70
4.5.4 Lack of Accountability and Absence of Consequence Management ................... 71
4.5.5 High Unauthorised, Irregular, Fruitless and Wasteful Expenditure ...................... 72
4.6 Major Theme 3: Infrastructure Decay and Operational Inefficiencies .................... 73
4.6.1 Ageing Infrastructure and Inadequate Maintenance ...........ccccceeeeeeeeveveeiiiiineeeeenn 73
4.6.2 Sewer Spillages, Water Disruptions and Electricity Failures..........cc..c.ccoevviiiins 74
4.6.4 Inadequate TOOoIS Of Trade.......ccoooeeeeeii i 75
4.7 Major Theme 4: Socio-Economic Decline and External Pressures......................... 76
4.7.1 High Unemployment and RIiSING POVEIY .........ccoovuiiiiiiiiiiiiieeeeie e 77
4.7.2 Closure of Mines and Business Sector Decline ... 77

4



4.7.3 Rapid Growth of Informal Settlements..............ouiiiiiiiiiiiiic e 78

4.7.4 Community Dissatisfaction and Resistance to Payment..............ccccevvvvvviienneeennn, 79
4.8 Major Theme 5: Service Delivery Deterioration ..o 80
4.8.1 Delayed or Interrupted BasiC SEIVICES........ccooveiiiieeieeeeeeeeeee e 81
4.8.2 Poor Refuse Removal and Widespread Illegal Dumping .........ccccoeeevvvvvviiiienneeenn. 81
4.8.3 Negative Impact on Health, Safety and Economic ACHIVItY ...........ccccevvvvviniiineeennn. 82
4.8.4 Loss of Public Trust and Declining Payment Morale ..., 83
4.9 Major Theme 6: Strategic Reform and Recovery Measures............ccccevvevvvvninneeennn. 84
4.10 Chapter SUMMANY .....cccovuiiiiiieeeeeeeeeeii e e e e e e e e e e e e e e e e e e s e s e e e e e eeeeseenananaaaeeees 85
CHAPTER 5: SUMMARY, CONCLUSIONS AND RECOMMENDATIONS ................. 87
5.1 INEFOTUCTION ...ttt 87
5.2 SUMMATY OF the STUAY .....uiiiiiiiiiiiiiii bbb eeeeee 87
5.3 Conclusion of the Study FINAINGS .......ooovviiiiiiiee e 88
5.4 Contribution of the STUAY ...........ciiiiiiii e 91
5.4.1 Theoretical CONTIIDULION. ........uuuiiiiiiiiiiiiiiiii bbb 91
5.4.2 PractiCal CONTIIDULION. .......uuuitiiiiiiiiiiiiiiiieiiii bbb aeeeenee 91
5.5 Recommendations of the Study............oouuiiiiii i 92
5.6 Limitations and Areas for Future Study.............ccoorriiiiiiii e, 94
5.7 SIignificance Of the STUAY ........uuiiiiiiiiiiiiiiiiiiiii e 94
5.8 ChaPter SUMMIAIY .......uuuiiiiiiiiiiiiiiiiieeiiieeee bbb beeeebbbbbannennnnees 95
REFERENGCES ...t e e e e e e e e e e e e ennans 96



LIST OF TABLES

Table 4.1: Demographic profile of study participants .............cccoeeeeeeeeeeeeenn.

Table 4.2 Themes and Sub-themes emerged from the study .....................

LIST OF FIGURES

Figure 3.1: Research onion showing selected options for the current study

Figure 3.2: Five Phases of Thematic Analysis adopted in the Current Study ................cccvveeee

Xi



CHAPTER 1: BACKGROUND OF THE STUDY

1.1 Introduction

Most South African municipalities have recently struggled with financial viability and the
delivery of essential services to local communities (Kanyane, 2014; Glasser & Wright,
2020). Continued municipal financial distress has resulted in a full-blown crisis in many
South African towns and cities, characterised by electricity supply disruptions, clean water
shortages, inadequate housing, and a lack of sanitation (Meyer & Neethling, 2021;
Nxumalo, 2022). This municipal financial crisis has various root causes, with varying
severities from one municipality to the next. Low levels of infrastructure expenditure are
often cited as the most significant cause of failure, as sustained low levels of infrastructure
development limit municipalities' ability to expand essential service delivery to poor, often
rural communities (McKenzie & Marx, 2024:175).

In addition, due to the lack of infrastructure development, inefficient supply chain
management processes hinder effective service delivery, resulting in cumbersome,
compliance-driven procedures that impose a disproportionate administrative burden on
municipalities and delay the procurement of essential goods and services. High vacancy
rates in crucial positions and cadre deployment further contribute to a lack of critical skills
in municipalities, worsening municipal dysfunctionality (Bureau for Economic Research,
2021). Municipal financial woes directly and negatively impact their ability to deliver
essential services to their local communities (Kroukamp, 2016; Kumalo & Scheepers,
2021; Zerihun & Mashingo, 2022).

The Auditor General of South Africa (AGSA) urged strict financial and performance
management in South African municipalities as a remedy to the financial distress crisis,
as fruitless and wasteful expenditure resulted in a R2.1 billion loss for the fiscal year that
ended on 30 June 2021. Furthermore, only 28% of South African municipalities prepared
annual financial statements without material misstatements (Maluleke, 2021). Therefore,
this study aims to investigate the determinants of financial distress in the City of
Matlosana, recommend turnaround strategies for financial stability, and promote the

delivery of basic services in the municipality.
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1.2 Problem Statement

Municipalities in South Africa have faced significant financial challenges, threatening their
ability to deliver essential services and maintain infrastructure (Meyer & Neething, 2021,
Nxumalo, 2022). The City of Matlosana is one of the municipalities that is currently
grappling with financial viability. The municipality is experiencing persistent revenue
shortfalls, mismanagement of funds, and governance failings that impede service delivery
(Nhete, 2021). Despite various efforts to improve financial management, issues such as
inadequate revenue collection, mismanagement of funds, and alleged corruption persist.
These challenges not only compromise service delivery but also erode public trust in
municipal governance (Nhete, 2021). Identifying the specific factors that led to the City of
Matlosana's financial distress is essential to developing sound solutions that enable the
City to maintain sustainable financial management and good governance. Although
various researchers have investigated the issue (Glasser & Wright, 2021; Zerihun &
Mashingo, 2022), there is a lack of comprehensive studies examining the unique factors
contributing to financial distress in the City of Matlosana, creating a knowledge gap this
study aims to fill. Therefore, the problem this study tries to solve is understanding the

sources of financial distress, specifically in the City of Matlosana.
1.3 Research and Aim: Objectives of the Study

1.3.1 Research Aim (Primary Objective)

This study explores the determinants of financial distress in the City of Matlosana, South
Africa. By understanding the factors that contribute to financial challenges, this research
aims to provide insights into improving financial management and sustainability in local

governments.

1.3.2 Research Objectives (Secondary Objectives)

The study sought to answer the following research objectives:

1. To identify factors leading to financial distress and mechanisms to address these
factors through a literature study.
2. To identify key factors contributing to financial distress in the City of Matlosana

municipality.
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3. To analyse the effectiveness of current financial management practices in
preventing financial distress.
4. To make recommendations for improving financial sustainability and avoiding

financial distress in the City of Matlosana municipality.

1.5 Preliminary Literature Review

This section briefly reviews the literature referring to the problem statement. It briefly
examines financial distress in South African municipalities, outlines the determinants of
financial mismanagement, and presents the theoretical framework for the study, drawing

on earlier research.

1.5.1 Financial Mismanagement in South African Municipalities

Financial mismanagement remains a significant issue in South African municipalities,
substantially exacerbating financial distress through unauthorised, irregular, fruitless, and
wasteful expenditures (Glasser & Wright, 2020). According to Nzama (2019), the
fundamental reasons for this financial mismanagement arise from deficient governance,
insufficient financial oversight, and inadequate accountability frameworks. The legislative
framework, comprising the Constitution and the Municipal Systems Act of 2000,
establishes financial management rules; howeverever, municipalities continue to face
compliance challenges, resulting in fiscal instability (Nzama, 2019). Inadequate financial
accountability and insufficient transparency undermine governance, hindering
municipalities’ capacity to maintain financial management practices (Mbatha, 2020).
Inadequate supply chain management contributes to financial distress at the operational
level, as municipalities often neglect basic procurement procedures, resulting in
undesirable tender processes and irregular expenditures (Dlomo, 2017). Inadequate risk
management exposes municipalities to financial mismanagement due to insufficient
control procedures to prevent fraud, corruption, and unauthorised spending (Sibanda et
al., 2020). Inadequate internal control systems exacerbate these issues, as the lack of
rigorous financial oversight permits undetected anomalies to continue (Glasser & Wright,
2020).

In summary, financial mismanagement in South African municipalities originates from
governance weaknesses, a lack of internal controls, and regulatory non-compliance,

which then cascade into operational inefficiencies, such as poor supply chain
14



management and inadequate service delivery. The empirical research was designed to
assess whether a causal relationship exists between these factors and the City of

Matlosana's financial challenges.

1.5.2 Determinants of Financial Distress

Municipal financial distress is the inability of municipalities to pay creditors on time or to
provide the population with required services, leading to massive losses for creditors and
suppliers (Buendia-Carrillo et al., 2020). This is a deep-seated distress that has been
associated with regressions in audit outcomes, a multifaceted outcome of several factors,
including poor leadership, weak risk management, and weak financial management in
South Africa (Motubatse et al., 2018). The academic literature has identified a variety of
root causes of municipal financial distress, with the most common being poor leadership,

poor risk management practices, and poor financial management.

In South Africa, the National Treasury has flagged disclaimed audit opinions as a
determinant of municipal financial distress, as stipulated in section 138 of the MFMA
(RSA, 2003). Similarly, the Minister of Co-operative Governance and Traditional Affairs
(COGTA) has identified the failure to develop and maintain municipal infrastructure as a
root cause of financial distress. The Minister's efforts are crucial in addressing these
issues and ensuring the long-term sustainability of South Africa’s infrastructure system
(COGTA, 2018).

Political competition in municipalities results in surpluses being reported as close to zero
as possible, due to increased efficiency in resource allocation (Ferreira et al., 2020).
Financial distress and municipal failure can result from persistent operating deficits.
Municipalities in South Africa are considered financially distressed if actual expenditure
in at least two subsequent financial years exceeds revenue, or if the operating deficit
exceeds 5 per cent of revenue. If smaller deficits are reported in two successive financial
years, the municipality should also be classified as financially distressed (National
Treasury, 2021).

The lack of consequence management at the senior management level can also
negatively impact the public's perception of the government's failure to address fraud and

corruption, which the AGSA (2022 b) identifies as the root cause of material irregularities
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and a determinant of municipal financial distress. In South Africa, municipal leadership
often leads to mismanagement of public funds, corruption, and wasteful expenditure,
which contradicts sound governance principles (Makole, 2022). The failure to build
resilient local government institutions is a significant factor in municipal financial distress,
as highlighted by the COGTA (2018).

Ineffective revenue collection systems and processes pose a threat to municipal financial
sustainability. Many South African municipalities are financially unviable due to
uncollectable debt, making low revenue collection a determinant of financial distress
(Enwereji & Kadama, 2018). Poor managerial and political leadership in distressed
municipalities leads to indecision and failure to fulfil election promises (Enwereji &
Kadama, 2018). Most municipalities lack strategic management and leadership, as the
King IV code prescribes. Municipal financial distress reflects the local government
accountability ecosystem, as inadequate oversight can result in service delivery failures

that significantly harm local communities and municipalities (AGSA, 2022d)

Municipal turnaround strategies for financial distress are only effective if municipalities

identify and address the determinants of their financial distress.

1.5.3 Theoretical Framework

Agency theory examines the principal-agent relationship, in which the principal (e.g.,
shareholders or the public) delegates authority to an agent (e.g., managers or municipal
officials) to act on their behalf (Jensen & Meckling, 2019). The theory posits that agents
may not consistently operate in the principal's best interest due to self-interest, limited
rationality, and risk aversion (Eisenhardt, 1989). This divergence of interests leads to
agency problems, including moral hazard and adverse selection, which are intensified by
information asymmetry where agents have more information than principals and may
exploit this advantage (Scott, 2015). Agency costs emerge when principals are required
to oversee and regulate agents’ conduct to ensure their actions are consistent with the
principals’ objectives (Deegan, 2013). The expenses encompass monitoring costs,
bonding charges, and residual losses, all inclusive of inefficiencies in governance and

financial management (Jensen & Meckling, 2019)
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Municipalities operate within a public governance framework in which voters (principals)
delegate authority to elected officials and administrators (agents) to manage public
finances and provide essential services. Nonetheless, inadequate monitoring, corruption,
and bureaucratic inefficiencies may compel municipal officials to favour personal or
political interests over prudent financial management, resulting in financial
mismanagement (Glasser & Wright, 2020). Information asymmetry exacerbates financial
suffering, since local administrators may hide essential financial data or distort reports to
obscure irregular, unproductive, and wasteful expenditures (Nzama, 2019). The agency
problem in municipalities is evident in inadequate supply chain management, deficient
internal controls, and inconsistent procurement processes, all of which compromise
service delivery (Sibanda et al., 2020). Moreover, inadequate monitoring systems and a
lack of transparency enable unauthorised expenditures to continue, exacerbating ongoing
financial instability (Mbatha, 2020).

The use of agency theory in this study is justified, as it provides a comprehensive
framework for examining governance problems and financial mismanagement in
municipalities. This elucidates why municipal officials, as agents, may prioritise self-
interest over the delivery of public services and financial accountability. The study utilises
agency theory to evaluate the impact of information asymmetry, agency costs, and
governance deficiencies on municipal financial distress. Moreover, agency theory offers
insights into how monitoring measures, including audits, performance reporting, and
regulatory compliance, can mitigate financial mismanagement and promote fiscal
sustainability (Jensen & Meckling, 2019). Given the prevalent financial mismanagement
in South African municipalities, agency theory provides a crucial framework for proposing
accountability measures, transparency initiatives, and enhanced financial monitoring to

avert a financial disaster in the City of Matlosana.

1.6 Overview of Research Design and Methodology

The study adopted a qualitative research methodology, guided by the research onion
framework of Saunders et al. (2019), to explore the determinants of financial distress in
the City of Matlosana. An interpretivist paradigm informed the study, enabling an in-depth
understanding of participants’ perceptions and experiences regarding municipal financial

instability. Using an inductive approach and a case study design, the research examined
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the structural, governance, operational, and socio-economic drivers of financial distress
within a real-life municipal context. Purposive sampling was used to select knowledgeable
municipal officials, while snowball sampling identified additional participants, including
informed members of the public. Data were collected through semi-structured interviews

and supported by document analysis of key municipal financial records.

Data analysis was conducted using thematic analysis following Braun and Clarke’s (2006)
five-phase approach, supported by Atlas.ti software to enhance systematic coding and
theme development. Trustworthiness was ensured through credibility, confirmability,
transferability, and dependability measures such as triangulation, an audit trail, and
rigorous documentation. Ethical considerations—including voluntary participation,
informed consent, anonymity, confidentiality, and institutional ethical approval—were
strictly adhered to. The chosen research design and methodology provided a coherent
and robust framework for generating deep insights into the root causes and implications
of financial distress in Matlosana Municipality.

1.7 Organisation of the Study

The study is categorised into five specific chapters as follows:

Chapter 1 (Introduction) — This is the introductory chapter, which outlines the study's
background, the research problem statement, the research aim, objectives, and
guestions, the significance of the study, the definitions of key terms, and the study's

layout.

Chapter 2 (Literature review) — This chapter presents the theoretical and empirical
literature on municipal financial distress at the global and local levels. The chapter also
highlights the current state of South African municipalities and the challenges they face.

The study concludes by highlighting the research gap it addresses.

Chapter 3 (Research Design and Methodology) — This chapter entails the research design
that the study followed. It further deliberates on the research philosophy, research
strategy, and time frame governing the study, as well as the data collection procedures,

data analysis techniques and ethical considerations to which the study adheres.

18



Chapter 4 (Presentation of Research Findings) — This section of the study will present the
research findings, analyse and discuss them, and compare them with earlier research on

the subject under study.

Chapter 5 (Conclusions and Recommendations) — This chapter outlines the study's
conclusions based on the study objectives. The chapter also provides practical

recommendations and outlines areas for future study.
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CHAPTER 2: LITERATURE REVIEW

2.1 Introduction

Municipal financial crises pose a serious concern for local governments globally,
adversely affecting their capacity to meet service delivery obligations. This suffering
frequently stems from reasons such as financial mismanagement, corruption, inadequate
governance frameworks, diminishing revenue streams, and ineffective administration
(Buendia-Carrillo et al., 2020:12). Municipalities facing financial instability encounter
difficulties in fulfilling their financial obligations, including payment of creditors and
delivering critical services such as water, electricity, sanitation, and waste management.
This failure diminishes citizens' quality of life, erodes public trust in local governance, and
obstructs socio-economic growth (McKenzie & Marx, 2024:176). Moreover, financially
distressed municipalities cannot invest in essential infrastructure projects, hence
worsening service delivery backlogs and contributing to overall economic stagnation
(Dollery et al., 2020:129). Due to the significant repercussions of a municipal financial
crisis, it is essential to understand the fundamental causes and contributing factors to
formulate effective intervention measures. Subsequently, this study aims to investigate
the factors contributing to financial distress in a South African municipality, identifying the
primary financial, administrative, and structural obstacles that lead to fiscal instability, and

evaluating alternative options for achieving financial sustainability.

This chapter presents an extensive examination of the existing literature concerning
municipal financial distress, its underlying causes, and potential remedies. The
discussion begins with a definition of financial distress within municipalities, followed by
an overview of the outcomes of municipal audits in South Africa. The discussion covers
the legal and policy frameworks governing municipalities, including an analysis of the
regulatory environment. This chapter explores theoretical frameworks that illuminate the
financial challenges faced by municipalities and examines the principal determinants and
contributing factors to financial distress within South African municipalities. Ultimately, the
discourse shifts to frameworks for municipal turnaround and restructuring strategies,
emphasising the efficacy of diverse interventions in mitigating financial distress. This

literature review aims to provide a comprehensive analysis of the financial challenges
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municipalities face and the strategies required to achieve financial sustainability within

local government.

2.2 Definition of Financial Distress in Municipalities

Financial distress in municipalities denotes a local government's inability to deliver
essential public services to the required quality standards due to financial constraints
(Jones & Walker, 2007:16; McKenzie & Marx, 2025). This form of distress is typically
characterised by liquidity difficulties, revenue deficiencies, and high levels of debt, all of
which ultimately hinder the provision of services and the maintenance of financial
sustainability. Within the South African framework, the concept of financial distress in
municipalities is articulated in the Municipal Finance Management Act (MFMA) No. 56 of
2003. This legislation differentiates between financial difficulties and financial crises, the

latter representing a more critical state of affairs (RSA, 2003).

Municipalities that suffer severe financial difficulties are classified under Section 138 of
the Municipal Finance Management Act (MFMA) based on demonstrating one or more of
the financial indicators. These indicators include failure to meet financial obligations,
exceeding expenditures over revenues for two successive years, or sustaining a budget
deficit exceeding five per cent of total revenue (RSA, 2003). Furthermore, a municipality
that does not provide its financial statement to the Auditor-General within a period of 60
days, or that obtains a disclaimer of opinion as a result of inadequate financial reporting,
is likewise classified as financially distressed (RSA, 2003). The Municipal Finance
Management Act (MFMA) defines financial distress in Section 140 as a "financial crisis"
when a municipality consistently fails to meet its financial commitments and is incapable
of delivering essential services or fulfilling its financial responsibilities. The legal
framework facilitates the early identification of municipalities experiencing financial
distress, thereby enabling provincial or national intervention, in accordance with Section
139 of the Constitution, aimed at restoring financial stability (RSA, 1996, 2003).

Differentiating between serious financial issues and financial crises is essential for

identifying appropriate response strategies. Although internal financial recovery

strategies may be employed to address financial difficulties, a financial crisis necessitates

compulsory intervention by a provincial or national government to implement a financial

recovery plan (RSA, 2003). In conclusion, the phenomenon of financial distress in South
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African municipalities is formally acknowledged as a significant barrier to their efficient
operation.

2.3 Overview of South African Municipalities Audit Outcomes

The Consolidated General Report on Local Government Audit Outcomes for the year
2022-23 in South Africa indicates a continuous and troubling pattern of financial difficulties
faced by municipalities. Notably, 86% of municipalities exhibited material compliance
findings, reflecting a minor decline from the 85% recorded in the preceding year (Auditor
General South Africa, 2023:14). The elevated incidence of non-compliance highlights
underlying systemic challenges in financial management and governance among local

government entities.

The Auditor-General's report underscores multiple significant factors contributing to the
current financial turmoil. A notable challenge is the pervasive non-adherence to legal
frameworks, which constitutes the primary impediment to local government (Auditor
General South Africa, 2023:14). For example, numerous municipalities failed to comply
with supply chain management regulations, resulting in irregular expenditures and
financial mismanagement. Furthermore, the report highlights inadequacies in internal
control mechanisms and financial reporting procedures, leading to the issuance of
erroneous financial statements and a deficiency in accountability (Auditor General South
Africa, 2023:14).

In comparison, the results of recent audits have demonstrated only marginal
improvements. The marginal rise in material compliance findings from 85% to 86%
indicates that initiatives aimed at improving financial governance have not achieved
sufficient effectiveness (Auditor General South Africa, 2023:14). This stagnation suggests
that the financial challenges faced by municipalities are not improving and may, in fact,
be deteriorating. The persistent difficulties in adhering to regulations and managing
financial resources underscore the need for more comprehensive interventions and
assistance to address the fundamental factors contributing to financial instability within

local government entities (Auditor General South Africa, 2023:14).

Moreover, the City of Matlosana has been undergoing significant financial difficulties, as
evidenced by recent audit results from the AGSA (Auditor General South Africa, 2023:14).

22



The municipality has persistently faced challenges related to inadequate financial
management, escalating debt levels, and ineffective revenue collection, resulting in its
failure to fulfil financial obligations. The increasing prevalence of unauthorised, irregular,
fruitless, and wasteful expenditure (UIFW) represents a significant concern, as it has
persisted and intensified over several financial years (Auditor General South Africa,
2023:14). The municipality has been identified for its inability to remit payments to
creditors promptly, leading to considerable legal and financial repercussions. In certain
instances, service providers have initiated legal proceedings, thereby exacerbating the
financial strain on the city (Auditor General South Africa, 2023:14). The AGSA has
additionally recognised deficiencies in internal controls, insufficient financial oversight,
and the non-implementation of audit recommendations, all of which have exacerbated
the municipality's deteriorating financial condition. Furthermore, Matlosana has faced
challenges in generating adequate revenue due to ineffective billing systems and
residents’ failure to make payments, thereby exacerbating its financial difficulties (Auditor
General South Africa, 2023:14).

To tackle these issues, Section 139(5)(a) and (c) of the Constitution, along with Section
139 of the Municipal Finance Management Act (MFMA), establish a legal framework that
facilitates provincial intervention in municipalities experiencing financial distress
(McKenzie & Marx, 2024:194). According to Section 139(5)(a) of the Constitution, it is
required that the provincial government take action in instances where a municipality is
unable to fulfil its financial responsibilities. Section 139(5)(c) additionally permits the
implementation of a financial recovery plan, which encompasses rigorous budgeting
controls and strategies for revenue enhancement aimed at reinstating financial stability
(RSA, 1996). The MFMA elaborates on these stipulations, outlining particular measures

for intervention, financial reorganisation, and supervision to avert additional decline.

The financial difficulties experienced in Matlosana reflect the wider economic challenges
encountered by numerous municipalities throughout South Africa; however, distinct
differences and similarities can be identified when compared with other municipalities.
For example, the difficulties faced by Matlosana are comparable to those encountered by
municipalities like Emfuleni and Mangaung, which have similarly been subjected to
provincial intervention as a result of financial mismanagement, elevated expenditures on
UIFW, and the accumulation of debt (Auditor General South Africa, 2023:14). Similar to
23



Matlosana, these municipalities have encountered significant liquidity challenges,
resulting in their inability to sustain fundamental service delivery effectively.

Nonetheless, in comparison to more successful municipalities such as Stellenbosch or
Midvaal, Matlosana demonstrates a considerable deficiency in financial governance
(Auditor General South Africa, 2023:14). In contrast to Matlosana, these municipalities
exhibit robust financial controls, efficient revenue collection mechanisms, and prudent
expenditure management, culminating in a state of sustainable financial health.
Moreover, municipalities with robust financial management and accountable leadership
have successfully avoided provincial intervention, in contrast to Matlosana, which has
experienced ongoing decline attributed to political instability and the inability to implement

the corrective actions advised by the AGSA.

Further, although Matlosana experiences financial difficulties similar to numerous other
distressed municipalities, the extent of financial mismanagement and the absence of
remedial measures position it as one of the most financially precarious municipalities in
South Africa (Auditor General South Africa, 2023:14). In the absence of immediate action
and the rigorous implementation of a financial recovery strategy, Matlosana faces the
potential for additional failures in service delivery and the likelihood of national

intervention pursuant to Section 139(7) of the Constitution.

In conclusion, the audit results for the 2022-23 period indicate a concerning continuation
of financial difficulties within South African municipalities, with the City of Matlosana
serving as a representative case of the obstacles encountered. The absence of notable
progress in recent years necessitates enhanced initiatives to ensure regulatory
compliance, refine financial management strategies, and strengthen institutional
capabilities to promote financial stability and accountability within local government

structures.

2.4 Legal and Policy Frameworks Governing Municipalities in South Africa

In South Africa, municipal governance is structured by a comprehensive legal and policy
framework that facilitates efficient service delivery, sound financial management, and
accountability within the local government system. This framework is fundamentally

constructed upon the Constitution of the Republic of South Africa, the Municipal
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Structures Act, the Municipal Systems Act, and the Municipal Finance Management Act.
The aforementioned legislative instruments outline the framework, authority, and fiscal
responsibilities of municipalities, while also underscoring the principles of democratic

governance, civic engagement, and the sustainable management of municipal resources.

2.4.1 The Constitution of the Republic of South Africa (1996)

The 1996 Constitution of the Republic of South Africa functions as the principal legal
framework for local government. Chapter 7 of the Constitution establishes local
government as a separate domain of governance, empowering municipalities with the
jurisdiction to manage local matters and deliver fundamental services, including water,
sanitation, electricity, and waste removal. The Constitution requires municipalities to
participate in democratic governance, thereby guaranteeing that local communities can
influence decisions that affect their lives. Furthermore, local governments are required to
adhere to national and provincial laws and policies, ensuring that their service provision
is consistent with overarching national objectives related to social and economic
advancement. The Constitution mandates that municipalities administer their financial
resources in a manner that fosters transparency, accountability, and efficiency (RSA,
1996). Notwithstanding the extensive legal authority conferred by the Constitution,
numerous municipalities face challenges related to financial mismanagement and
inadequate capacity to provide services, as Meyer and Neethling (2021:6) analysed in

their evaluation of the financial well-being of metropolitan municipalities.

2.4.2 The Local Government: Municipal Structures Act (117 of 1998)

The Local Government: Municipal Structures Act, 117 of 1998, enhances the Constitution
by providing a definitive framework for the organisation and operational dynamics of
municipalities. This legislation classifies municipalities into three distinct categories:
metropolitan municipalities (Category A), district municipalities (Category C), and local
municipalities (Category B). Metropolitan municipalities, commonly located in urban
areas, exhibit a high level of self-sufficiency and possess exclusive executive and
legislative powers within their jurisdictions. Conversely, district municipalities are
responsible for the governance of rural regions, while local municipalities rely on district
municipalities for assistance. The legislation requires local governments to consult their

constituents on significant matters, thereby promoting participatory governance (RSA,
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1998). Moreover, it governs municipalities' internal frameworks and functions, providing
directives on electoral processes, the selection of municipal officials, and interactions
among different levels of government. Nevertheless, numerous municipalities have
encountered difficulties in harmonising their service delivery frameworks with the diverse
capabilities of local and district municipalities, especially when faced with financial and
operational limitations (De Visser, 2019:36).

2.4.3 The Municipal Systems Act (32 of 2000)

The Municipal Systems Act, 32 of 2000, enhances municipal governance by offering
comprehensive directives regarding the administrative and operational dimensions of
municipalities. It requires that municipalities implement integrated development plans
(IDPs) that synchronise local government priorities with national and provincial
development goals. The Systems Act further mandates the establishment of performance
management systems to assess service delivery, ensure accountability, and evaluate
municipalities' financial stability (RSA, 2000). Furthermore, it underscores the importance
of professionalising municipal administration, ensuring that municipalities are governed
by qualified professionals rather than being influenced by political appointments.
Nonetheless, despite these regulations, municipalities in South Africa frequently
encounter governance challenges, including political interference in administrative
operations, which hinder the effective implementation of policies. The challenge is
exacerbated by a shortage of proficient financial managers, as noted by Meyer and
Neethling (2021:6), which impairs municipalities' capacity to maintain effective financial

management and comply with regulatory standards.

2.4.4 The Municipal Finance Management Act (56 of 2003)

The Municipal Finance Management Act (MFMA), 56 of 2003, serves as the fundamental
framework for financial governance within local government in South Africa. The MFMA
is designed to promote the effective and efficient administration of municipal financial
resources by establishing norms and standards on budgeting, financial reporting,
procurement, and auditing practices. It enforces rigorous accountability standards for
municipal officials and councils to promote transparency and mitigate financial
mismanagement. The legislation requires municipalities to formulate annual budgets,

submit financial statements, and participate in external audits to assess their financial
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performance (RSA, 2003). Notwithstanding the extensive stipulations of the MFMA,
numerous municipalities persist in facing financial difficulties, frequently attributable to
insufficient financial management competencies and inadequate supervision by local
councils (Khaile, 2020:96). Further, Meyer and Neethling (2021:6) noted that the
deficiency of qualified personnel and ongoing non-adherence to MFMA regulations have
contributed to a deterioration in financial stability, particularly within smaller and rural
municipalities. The challenges mentioned above underscore the need for enhanced
training, capacity development, and oversight frameworks to ensure municipalities

comply with the stringent financial governance standards set out in the MFMA.

In summary, the legal and policy frameworks that regulate municipalities in South Africa,
as outlined in the Constitution, the Municipal Structures Act, the Municipal Systems Act,
and the Municipal Finance Management Act, establish a comprehensive foundation for
promoting efficient local governance and financial oversight. Notwithstanding the robust
framework established by these regulations, numerous municipalities continue to face
obstacles, including political interference, inadequate managerial capacity, and persistent
financial mismanagement. Confronting these challenges requires a unified effort to
enhance the professionalism of municipal management, strengthen financial literacy and
capacity, and strengthen oversight mechanisms to ensure compliance with the legislative
framework. Meyer and Neethling (2021:6) contend that the fiscal well-being of
municipalities in South Africa depends on the effectiveness of governance and the

capacity to implement prudent financial management strategies.

2.5 Theoretical Framework

Agency theory provides a comprehensive framework for analysing the factors contributing
to financial distress in municipalities, particularly governance issues. The theory,
grounded in the principal-agent relationship, elucidates the process by which principals
(such as voters) confer authority upon agents (including municipal officials or
administrators) to operate in alignment with their best interests, particularly in the
management of public resources and the provision of services (Meckling & Jensen,
1976:13; Dewi et al., 2019). Nevertheless, a core premise of agency theory posits that
agents frequently prioritise their personal interests, which may diverge from the objectives

of the principal, leading to inefficiencies and financial mismanagement (Eisenhardt,
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1989:28; Shailer, 2023:62). The discrepancy is intensified by information asymmetry,
wherein agents have access to greater information regarding municipal operations than
the principals, which may result in the exploitation of this disparity in knowledge (Scott,
2015:8).

Municipalities, as instruments of public governance, face an agency problem in which
political representatives and municipal officers act as agents of the common good.
Financial distress is a common phenomenon arising from poor management and
accountability, corruption, and inefficiencies in bureaucratic processes. A lack of
transparency exacerbates the challenges mentioned above, as local administrators can
hide or misrepresent necessary financial information to cover up abnormal spending or
ineffective operations (Nzama, 2019:316). As an illustration, in many municipalities, the
problem of poor procurement practices, the absence of adequate internal controls, and
failure to adhere to fiscal regulations are the main examples of financial mismanagement
(Mbatha, 2020:58). These mistakes undermine fiscal sustainability and increase financial
challenges in municipalities (Sibanda, Zindi & Maramura, 2020:96).

Agency theory is particularly applicable for understanding these dynamics, as it provides
a distinct framework for examining the underlying factors contributing to financial distress
in municipalities. The theoretical framework, which highlights information asymmetry,
moral hazard, and adverse selection, provides a comprehensive understanding of the
reasons why municipal agents might favour their own interests at the expense of efficient
service provision and prudent financial management (Deegan & Shelly, 2014:205).
Furthermore, agency theory emphasises the costs associated with overseeing agents'
conduct. In the context of municipalities, this encompasses the necessity for rigorous
audits, performance assessments, and regulatory structures aimed at mitigating the
effects of agency costs (Jensen & Meckling, 2019:45) The expenses associated with
monitoring, bonding, and residual losses signify the inefficiencies that arise when
municipalities do not effectively align the interests of agents and principals, leading to
fiscal instability (Meckling & Jensen, 1976:98; Shailer, 2023: 62).

The significance of agency theory in this research lies in its capacity to provide an in-
depth analysis of how governance shortcomings and financial mismanagement contribute

to municipalities' financial difficulties, particularly in South Africa. Given the widespread
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financial mismanagement in South African municipalities, characterised by corruption and
inadequate financial oversight, agency theory provides a pertinent framework for
examining the underlying factors contributing to financial crises and the strategies
required to resolve them (Glasser & Wright, 2020:206). The assertion is bolstered by the
notion that increased transparency, improved monitoring, and robust accountability
mechanisms are crucial for alleviating financial distress. Consequently, agency theory is
not only relevant but also crucial for understanding the governance failures that contribute
to municipal financial distress and for suggesting strategies to enhance municipal

financial sustainability.

2.6 Determinants of Financial Distress in Municipalities

The financial distress municipalities face poses a significant challenge for local
governments worldwide, as they strive to balance revenue generation with escalating
expenditures. Financial distress arises when municipalities are unable to meet their
financial commitments, leading to service delivery failures, infrastructure degradation,
and, in severe cases, municipal bankruptcy. The factors influencing municipal financial
distress differ across regions, influenced by political, economic, and institutional
elements. On a global scale, municipalities' financial difficulties are shaped by economic
recessions, inadequate financial oversight, high debt burdens, and government
inefficiencies. Nonetheless, in the African context, supplementary factors, including
inadequate revenue-collection mechanisms, political interference, and corruption,
intensify the crisis. This discourse offers a deep examination of the factors contributing to
financial distress in municipalities, drawing on insights from both global and African

perspectives.

2.6.1 Global Perspective on Municipal Financial Distress: Insights from

International Studies

Globally, local governments face fiscal difficulties due to a confluence of economic,
structural, and governance-related factors. The primary factors contributing to municipal
financial distress globally include declining revenue streams, elevated municipal debt
levels, pension obligations, economic recessions, pressures from urbanisation, and

governance failures.
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¢ Declining Revenue Sources and Tax Base Erosion

A primary factor contributing to municipal financial distress worldwide is the decline in
revenue streams, particularly from property taxes, business taxes, and intergovernmental
transfers. In North America, a notable reduction in property tax revenues has exerted
considerable pressure on municipal budgets, particularly in the aftermath of economic
recessions such as the 2008 financial crisis and the COVID-19 pandemic (McQuestin,
Drew, & Miyazaki, 2021. Similarly, the demographic shift towards an older population in
Europe has contributed to a reduction in the tax base, particularly in Southern European
nations such as Italy and Greece, where diminished workforce participation has led to a
decline in municipal revenues (United Nations Economic Commission for Europe, 2021).
Local governments in South America face challenges in revenue generation due to
significant informality in the economy, which complicates tax enforcement (Siriwardhane
& Khan, 2019:134).

e High Municipal Debt and Unfunded Pension Liabilities

A key factor contributing to financial distress in municipalities is the accumulation of high
debt levels, particularly in urban areas that rely heavily on municipal bonds to fund
infrastructure initiatives. In the United States, various municipalities, such as Detroit and
Chicago, have encountered financial crises as a result of excessive borrowing and
unfunded pension liabilities (Wallace & Dollery, 2018:19). In the Asian context, especially
within China and India, regional authorities have progressively resorted to municipal
borrowing as a means to support swift urbanisation. However, the absence of adequate
financial oversight has led to unsustainable debt levels (Borrella-Mas & Rode, 2021:298).
Local governments in Australia encounter financial difficulties stemming from borrowing
limitations, as stringent regulations restrict their capacity to generat