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1. BACKGROUND AND RESEARCH QUESTIONS 
 
In our research, we1 aim to shed light on the role of overdue debt in reinforcing poverty.  This 

not only helps to better understand the dynamics of the poverty trap induced by overdue debt 

but also enhances the rediscussing of current policy tools.  

 
 

1.1. Background 
 

After the financial crisis of 2007-2011, when non-performing loan portfolios have 

significantly increased - particularly due to foreign exchange loan borrowing -, there were 

large scale debt consolidation programs. However, these programs allowed debtors who were 

not in arrears to repay their existing debt with a lump sum, which meant a significant 

reduction of debt repayment for those who anyhow were able to meet the repayment 

conditions of their loans and hence excluded those who really needed debt consolidation 

(Berlinger, Walter, 2015). There were also debt relief programs targeting the poor, but they 

did not prove successful or were too limited in terms of their timing or of their conditions. 

Only around 1% of debtors applied for personal bankruptcy which could be because of the 

lack of understanding of the institution or because the conditions were too restrictive. 

Similarly, social housing programs for the poor were closed after some years and only a small 

proportion of applicants were admitted to this program.  

 

Under the Higher Education Excellence Program (FIKP)2 and as part of the financial liquidity 

subproject facilitating research on financial inclusion of the disadvantaged societies of 

Hungary, personal interviews were conducted in small villages in Hungary’s most 

disadvantaged regions. The interviews indicated that households have had large debts for a 

long time, which they have not been able to repay.  

 

 
1 This research has been conducted in collaboration with Edina Berlinger and György Molnár. 
 
2 This research was supported by the Higher Education Institutional Excellence Program 2020 
of the Ministry of Innovation and Technology in the framework of the ‘Financial and Public 
Services’ research project at Corvinus University of Budapest.  
The PhD has been supported by the Association of Danish Mortgage Banks, now merged to 
become Finance Denmark 
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With no hope of solving their problems, the interviewees with long outstanding debts said that 

in order to finance their basic needs they do not take up a declared (i.e., full- or part-time, 

taxpaying) job as a significant part (33 or 50%) of their salary would be deducted for loan 

repayment. Additionally, the alternative would be to take a job for a minimum wage outside 

their villages leading to additional travel costs and reducing their time spent with their 

families. In practice, they would end up with less disposable income than they earn from 

public or shadow-market work where they can be paid in cash without further deductions. The 

interviews also indicated that borrowers with overdue debts try to avoid any interaction with 

the lender banks. Many do not even think to open a bank account due to fear of deductions, 

shame, and frustration towards financial services providers and regret their past experiences. 

The interviewees indicated that this situation creates stress, results in depression and has a 

direct impact on their- and their families health.  

 

In the meantime, interests on these overdue debts have been accumulating creating a 

deepening debt trap with diminishing hope that lenders can be ever repaid. The question is 

raised why lenders do not renegotiate these loans with the borrowers, give partial debt relief 

and/or relief on the penalty interests, as this at least would cover a part of the outstanding 

loan. 

 

Based on the indications from the interviews, a detailed and large-sample survey was carried 

out in 57 small settlements of one of the most disadvantaged areas of Hungary, in Borsod-

Abaúj-Zemplén (BAZ) county. The survey targeted financial management questions, also 

focusing on the impact of overdue debts. 504 respondents reported on 1196 adults and 504 

households. The sample is randomly collected and representative of non-urban households 

(Gosztonyi and Havran 2021). 

 

The results of the survey underline the issues raised by the interviews and show that overdue 

debt is significant in this part of society. 15% of all adults have overdue debt, 28% of all 

households have at least one member with overdue debt, and 30% of the surveyed people live 

in a household with overdue debt. Many of the debtors would be willing to pay to get rid of 

the problem debt. Interviewees without overdue debt know people in their wider 

neighbourhood who are suffering from the impacts of overdue debt which contributes to the 

poverty trap in different ways.  



 6 

A poverty trap is a situation where a factor creates a mechanism based on positive feedback 

through which poverty is reproduced or exacerbated (Azariadis 1996). Several researchers 

examined poverty trap mechanisms (Sen 1999; Banerjee, Banerjee and Duflo 2011; 

Mullainathan and Shafir 2013; Piketty 2014), but these analyses have not identified the 

overdue debt as a key driver of the poverty trap. Moreover, most of the empirical research 

took place in developing countries where the poor have no access to utilities and bank loans 

which are the main reasons for overdue debt in the case of Hungary.   

In the above-described Hungarian case, due to long-standing overdue debts, borrowers avoid 

declared work and electronic payment, instead of trying to make a living from casual work in 

the black economy and pay for everything in cash. Debtors hiding from debt collection benefit 

less from the services of the welfare systems (unemployment benefits, health care, pensions, 

etc.) and from formal financial services (payment services, savings opportunities, loans, etc.). 

They become more vulnerable and are forced to make worse compromises. Escape from debt 

collection as a lifestyle severely limits the debtor’s and his family members’ abilities and 

opportunities as defined by Sen (2004).  

 

1.2. Research questions 

The overarching aim of my thesis is to provide a better understanding of how overdue debt 

deepens the poverty trap. The main objectives of this research are to understand why the long-

lasting overdue debts are not renegotiated between lenders and poor borrowers and to provide 

empirical evidence how overdue debt impacts the three dimensions of social exclusion: 

economic exclusion (no declared employment), financial exclusion (no bank account), and 

societal exclusion (not socializing). Figure 1 below shows how multidimensional poverty and 

multidimensional social inclusion are interlinked through these elements. Poverty is 

embedded in social exclusion and can be described through the same dimensions. The 

direction of the relationships builds two circles. Along the anti-clockwise spiral, poverty is 

decreasing resources which can lead to financial and economic exclusion and the degradation 

of well-being, which in turn may lead to increased indebtedness and ultimately to over-

indebtedness and overdue debt. Along the clockwise spiral, overdue debt leads to voluntary 

financial and economic exclusion and causes the degradation of the mental and physical 

condition leading to decreased resources and deepening poverty which further enhances the 

risk of overdue debt. 
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There is extensive research on some elements mainly focusing on analysing the counter-

clockwise direction of the causality (pink and green arrows). Based on the interviews, we 

believe that there is a two-way causality. Our research is focusing on the clockwise direction 

(yellow and blue arrows). 

 

Figure 1: Poverty trap and the interlinkage between poverty and overdue debt 

  
Source: own analysis.  
Note: Social inclusion is multidimensional and is interlinked with multidimensional poverty as defined by Sen, 
1999 through different channels: economic inclusion (e.g., employment), financial inclusion (e.g., having a bank 
account) and mental and physical well-being (health).  

 

The main research question is as follows: What is the impact of overdue debt on 

multidimensional poverty in the case of individuals living in disadvantaged households? To 

answer this question, we need to answer the below sub-questions: 

1. Why is overdue debt not renegotiated between lenders and poor borrowers? 

2. What are the characteristics of individuals/households living in the villages of a 

disadvantaged region of Hungary (BAZ county)? 

3. What is the impact of overdue debt on labour supply? 

4. What is the impact of overdue debt on using banking services? 
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5. What is the impact of overdue debt on the physical and mental health of the 

borrowers? 

Choosing a proxy for each dimension of poverty, economic and financial exclusion and 

mental and physical well-being, the following specific objectives can be defined: 

i. To describe the characteristics of distressed households and individuals with overdue 

debt and compare their characteristics with households and individuals without 

overdue debt; 

ii. To examine the relationship between overdue debt and employment; 

iii. To examine the relationship between overdue debt and the usage of bank account; 

iv. To examine the relationship between overdue debt and the health of the debtor; 

v. To argue that targeted policy is needed to address the overdue debt of the poorest part 

of the society; 

vi. To articulate the implications of the above findings.  

1.3. Relevance of the study 

The literature review shows that there is a need for further empirical analysis to better 

understand the relationships and dynamics between household debt and the dimensions of 

poverty. We expect that our results provide an insight into how unaddressed overdue debt can 

lead to an accelerated poverty trap using a representative dataset collected in the most 

disadvantaged regions of Hungary. Our theoretical model reveals why small debts are not 

renegotiated by the lender. In light of this market failure, our research aims at finding 

evidence that overdue debt deepens the poverty trap. Understanding these dynamics, we 

expect to draw the attention of policymakers to the need of addressing overdue debt in this 

part of the society with enhanced policy tools. We argue that the state should promote debt 

relief programs targeting the poor not only for efficiency reasons (for the sake of positive 

externalities) but also for moral purposes (pillories are unacceptable in modern societies). 
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2. METHODOLGY 
 

To answer the research questions, described under section 1.2 of the previous chapter, we 

developed a theoretical model and conducted an empirical analysis.  

2.1. Theoretical model 

We build a theoretical model inspired by Akerlof (1978), Tirole (2006), and Mukherjee, 

Subramanian and Tantri (2018) to derive the sufficient condition for market-based debt relief 

programs to succeed and to find an explanation why the current market-based debt relief 

programs may not be fit to address the poorest. Our research adds to the literature on the 

impact of debt relief programs, which varies between showing the success of large debt 

reduction programs (Dobbie and Song 2017) and arguing that large-scale debt waiver leads to 

a worsening economic situation (Kanz 2016). Like Mukherjee et al. (2019), we argue that 

debt relief programs can be successful depending on the underlying characteristics or situation 

of the borrowers. Debt reduction could be a rational decision from an economic aspect, as at 

least part of the debt could be collected by the lender. Voluntary, market-based debt 

reductions can be Pareto-optimal (Krugman 1988b, Husain 1993 and Hart and Moore 1998). 

However, debt relief programs have costs, and they increase moral hazard (Tirole 2006; 

Fudenberg and Tirole 1990).  Thus, they soften the budget constraint of existing and potential 

borrowers (Kornai 1998; Kornai, Maskin and Roland 2003) and can create free lunches for 

banks profiting from other banks’ debt relief programs (Sachs 1990). In addition, it is the 

payment discipline of not only the borrowers who have received the debt relief that 

deteriorates in the future (if they expect to be rescued again and again) but also of other 

previously performing debtors if discounts become known. However, examining the decision 

of US mortgage debtors on strategic default, Guiso et al. (2013) found that the willingness-to-

pay depends also on non-pecuniary factors, such as fairness and morality. Bhutta et al. (2017) 

also concluded that US mortgage borrowers are reluctant to walk away even if it were 

beneficial for them, thus, moral hazard can be lower than suspected. This can lead to lower 

levels of debt relief than the social optimum would explain. 
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2.2. Empirical analysis 

The question underlying our empirical analysis is what would happen if long-standing non-

performing loans were renegotiated and (even combined with partial debt relief) restructured, 

thus averting the looming horror of debt collection over debtors’ heads eliminating the reason 

for hiding from debt collection. The aim of our research is to find out what impact such a 

program is expected to have on employment, bank account use, and population health. At the 

same time, we aim to explain that without policy changes, it can be expected from neither the 

lender nor the debtor to act in a way to reduce the long-term costs for society.  

The central question of our study is overdue debts suggesting the enhanced vulnerability of 

households living in a disadvantaged region. Overdue debt has an impact on poverty through 

different channels: employment (economic exclusion), financial exclusion and physical- and 

mental health (societal exclusion). In general, no matter which relationship we look at, the 

two-way impact is not discussed in detail in the literature. The impact of unemployment (for 

example Kempson et al. 2004), financial inclusion (for example Demirgüç-Kunt et al. 2018) 

and health on debt (for example Bridges and Disney 2010; Krumer-Nevo et al. 2017) is 

widely discussed. However, only most recently have researchers started to recognise the 

existence of a reverse impact of debt on employment (Dobbieand Song 2017; Verner and 

Gyöngyösi 2020), on financial inclusion (Krumer-Nevo et al. 2017 and Fernandez-Olit et al. 

2018), and on health (for example Gilligan et al. 2018 and Guariglia et al. 2020).  

There are few studies with empirical evidence to prove the direct impact of overdue debt on 

employment, financial inclusion, and on physical health and there is a lack of analysis 

focusing on distressed households and regions. Regarding employment, Mian and Sufi (2014) 

and Verner and Gyöngyösi (2020) provides evidence through labour demand channels. 

Bernstein and Struyven (2017), Herkenhoff (2019), Dobbie et al. (2020) and Bernstein (2021) 

found empirical evidence that overdue debts have a direct impact on labour supply. However, 

to our knowledge, there has been no research that addressed the impact of overdue debt on 

labour supply due to hiding from debt collection. Regarding health issues, many studies focus 

on mental health and address stress, but to date, we do not know of any studies, which take 

into account socialising as an indicator of mental health. We would like to strengthen the 

literature on this account and fill the gap by providing empirical evidence related to the 

impact of overdue debt on labour supply, the usage of bank accounts and health issues. 
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We use descriptive statistics to show what types of households have overdue debt. With the 

guidance of Békés and Kézdi (2021), we look at the causality between overdue debt and 

employment, overdue debt and bank account, and overdue debt and health with different 

methods addressing endogeneity. First, based on direct questions in the survey, we are 

expecting an answer regarding the direction of the causal relationship and the behavioural 

explanations that mediate the negative effect of overdue debts. Second, we conduct 

multivariate analyses – with linear probability model, binary logistic model, and probit model 

– using control variables. Additionally, we analyse the relationship between overdue debt and 

employment also with the help of instrumental variables.  
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3. RESULTS 
 

We looked at Hungarian households living in small settlements in the most disadvantaged 

county of Hungary, Borsod-Abaúj-Zemplén (BAZ) county. We followed the Sen (1985) 

definition of poverty.  In a multidimensional space, we looked at the role of overdue debt in 

relation to economic exclusion, financial exclusion, and mental- and physical well-being, 

therefore, contributing to the scarce literature on the interlinkage between the dimensions of 

poverty especially outside of the developing countries. Hungary, as part of the EU, is a 

developed country.  

 

3.1. Overdue debt is a modern pillory 

With the help of the theoretical model inspired by Akerlof (1978) and Tirole (2006), we show 

that lenders have no interest to offer payment reductions if non-performing borrowers are few, 

have small debts, and are difficult to reach. Due to moral hazard, it is more beneficial for the 

lenders to keep these borrowers as deterrents than renegotiating their overdue debts. 

Calibrating model parameters to poor households struggling with overdue debts in small 

villages of a disadvantaged rural region in Hungary, we show that this might be the case in 

our sample too. The regulator needs to step in, as we cannot expect the lender to take into 

account externalities. Besides accumulating overdue debt, such externalities are for example 

the decrease of declared employment and hence decreased tax income, the increase of the 

shadow economy and cash usage, but most strikingly the deteriorating mental and physical 

health of the borrower and its entire family.  

3.2. The impact of overdue debt on employment 
 

When analysing the relationship between overdue debt and employment, we found a strong 

association. It has been long emphasized that employment affects consumer demand and debt 

repayment (Kempson et al. 2004). Most of the literature focused on the macro-economic 

consequences and found that the relationship between employment and debt problems is 

labour demand-driven (Mian and Sufi 2014; Verner and Gyöngyösi 2020). Recently, 

researchers started exploring the reverse impact between employment and debt. Mian and Sufi 

(2014) found that the decline in housing net worth leads to a decline in labour demand. Verner 
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and Gyöngyösi (2020) found evidence that foreign exchange loans lead to a decline in 

aggregate demand. Some research shows that labour supply can be impacted through housing 

lock (Bernstein and Struyven 2017), housing debt overhang (Bernstein 2017, 2021), financial 

distress (Herkenhoff 2019; Dobbie et al. 2020) and the vacancy posting effect (Donaldson et 

al. 2019; Apergis et al. 2020).  

 

We found that overdue debts reduce the likelihood of having a registered job due to voluntary 

economic exclusion driven by the fear of debt collection (Berlinger, Dobránszky and Molnár 

2021a and Berlinger, Dobránszky and Molnár 2021b). This suggests that debt reduction 

policies may be beneficial at the level of society.  

 

We found that there is a strong relationship between declared work and overdue debts; on 

average, ceteris paribus, the probability of having a registered job is 23 percentage points 

lower in the case of overdue debts. Middle-aged men with more degrees are more likely to 

have a declared job. The ability-to-pay ratio (total official net income of the household/total 

living expenses) is not significant for employment either economically or statistically; it is 

likely that the effect is (partly) overtaken by other variables like overdue debts and education. 

There is a negative correlation between declared job and the variable “chronic illness”. The 

development of the settlement has a significant direct impact on employment: one standard 

deviation increase in the value of this variable increases the likelihood of having a registered 

job by almost 4 percentage points. If we examine the impact of overdue debts only on full-

time jobs, we receive similar results. 

 

Our research contributes to the literature on the relationship between indebtedness and 

employment in three ways: it provides empirical evidence direction with the impact of 

overdue debt on labour supply, it extends the literature by addressing any type of overdue 

financial obligation, not only specific consumer or mortgage loan related debt-overhang, and 

it fills the literature gap by addressing distressed households. 

 

3.3. The impact of overdue debt on financial exclusion 
 

In our analysis, we have chosen the usage of a bank account as a proxy for financial inclusion. 

Similar to the relationship between overdue debt and employment, there is extensive literature 
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showing that there is a relationship between debt issues and financial inclusion and that 

financial inclusion has an impact on debt (for example, Fanta and Makina 2019).  

 

We found that overdue debts are negatively related to bank accounts: if an individual has 

overdue debts, the likelihood of them using a bank account decreases by 9 percentage points 

on average, ceteris paribus. A declared job increases the chances of using a bank account by 

21 percentage points, and, in line with our expectations, the income has a positive impact on 

bank account ownership. If net income and employment are left out from the model, the 

coefficient of overdue debts increases to 15 percentage points. 

 

Women are more likely to open a bank account, but this finding is not robust across different 

model specifications. The use of a bank account initially increases with age, which is 

consistent with the results of (Illyés and Varga 2015; Horn and Kiss 2019). However, in our 

sample, there is no subsequent negative effect of age, probably because we only examined 

those of active age (18–65 years). Education also has a strong effect on our dataset: the higher 

the degree, the higher the probability of having a bank account, and the magnitude of this 

effect is similar to the findings of (Illyés and Varga 2015; Horn and Kiss 2019). The 

coefficients of the variables “ability-to-pay” and “chronic illness” have the expected sign, but 

they are only significant in model specifications without the net income and employment 

variables. 

 

Our research fills the conceptual gap in literature exploring the impact of overdue debt on 

financial inclusion and contributes to the literature providing evidence on the impact of 

overdue debt in distressed households on financial inclusion. 

 

3.4. The impact of overdue debt on health 
 

To address the third dimension of social inclusion, we also looked at the impact of overdue 

debt on mental and physical well-being that latter being defined by the so-called unhealth 

index, which is based on mental and physical health indicators of individuals. The link 

between household debt and mental and physical health issues (e.g., Bridges and Disney 

2010; Sweet et al. 2013; Krumer-Nevo et al. 2017) has been proven in a wast amount of 

research. There have been attempts to recognise a two-way relationship and the fact that this 
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positive feedback effect can deepen the poverty trap (e.g., Krumer-Nevo et al. 2017; 

Ntasalaze and Ikhilde 2016), but evidence for this is scarce and mainly focuses on one sub-

element of physical or mental health, such as the impact of debt on cancer (for example 

Gilligan et al. 2018). 

 

We found that overdue debts destroy health. The size effect of overdue debts on health is 

comparable to that of a vocational exam or a high school diploma after completing elementary 

school. Age is not significant, but gender is, women have slightly worse health in this sample. 

Education matters again, the more someone studies, the healthier they live. Similarly, the 

ability-to-pay ratio, which is a more balanced family budget, has a positive impact on health 

too. Net income is irrelevant, and surprisingly, declared work has a weak negative impact on 

health. Having had a foreign currency loan in the past has no significant impact. Similarly, the 

settlement development is not significant, and controlling for this effect at the district level 

instead of the settlement level does not significantly change the results.  

 

Our research, in this regard, contributes to the literature and fills the gap by providing 

empirical evidence related to the impact of overdue debt on mental and physical well-being. 

 

To sum up the impact of overdue debt on social inclusion factors and according to our 

estimations, overdue debts reduce the likelihood of having a registered job by nearly 14 

percentage points. Not having a registered job reduces the probability of owning a bank 

account by 22 percentage points and, in addition, overdue debts further decrease the 

probability by 5 percentage points. In addition, overdue debt also has a negative effect on the 

health of those living in the same household as the debtor, and this negative effect is greater 

than what a combined high school diploma and diploma could compensate for (0.4 versus 

1.08-0.72 = 0.36).  

 

Overdue debts, thus, slow down economic growth not only through labour demand, as Verner 

and Gyöngyösi (2020) have shown, but also through labour supply. Furthermore, overdue 

debts not only have a short-term effect after the crisis but bears an impact on economic 

activity for decades.  
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3.5. Limitations of the research  
 

Our database is restricted to the rural settlements of a disadvantaged county in Hungary. It 

would be important to extend this research to national or even to regional level analyzing the 

role of overdue debt of distressed households in inducing poverty trap.  

 

Furthermore, the information provided by this database may be limited in terms of the 

variables. First, variables that are used for calibrating the theoretical model may not be the 

best fit. Measuring the ability and willingness to pay, which is a crucial element may not be 

fully reliable and well defined. It is also questionable how to measure best the personal cost of 

becoming a bad borrower. It should be also noted that the assumptions of the theoretical 

model may be restrictive, for example, on the homogeneity of the good and bad borrowers or 

on the effect of policy interventions addressing the personal cost of becoming a bad borrower, 

which in our case is implicit. 

 

Second, there may be variables that could be left out as confounders. Personality traits could 

be one example of such variables. This, on the one hand, can cause bias in our results, but it 

also suggests the need for further research focusing on the different personality traits of 

people living in poverty. The further bias of our findings may occur due to the fear of the 

respondents. Although there is no reason to assume that the respondents did not answer 

honestly, not paying debt may be seen as a shameful act. Additionally, it can create a fear of 

debt collection. This could lead to underestimated results if respondents do not or only 

partially share information on overdue debt. 

 

Additionally, there might be other channels through which overdue debt has an impact on the 

dimensions of social inclusion. For example, overdue debt can also impact labour supply 

through deteriorating creditworthiness (Dobbie et al. 2020) or through deteriorating an 

employee’s chances of finding, retaining, or selecting work conditions (Herkenhoff, 2019) 

and finally through the deterioration of collateral value in case of mortgage loans (Bernstein 

and Struyven 2017). The in-depth interviews confirmed that the channel we examined – i.e., 

voluntary exclusion due to fear from deduction - is relevant in this relationship. Nevertheless, 

extending the research towards additional channels would contribute further to this field.  
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There are also two methodological remarks which are worth further attention. First, one might 

argue that the usage of bank account is not an appropriate proxy for financial inclusion, as 

financial inclusion itself is also multidimensional (Honohan 2008; Allen et al. 2012; Chan 

2017). Given that the availability of other financial inclusion indicators is restricted and that 

the main aim of this research was to see if overdue debt causes voluntary exclusion, based on 

(Kempson et al. 2000; Devlin 2005; Fitzpatrick 2015 and Krumer-Nevo et al. 2017) we used 

this variable to describe the financial inclusion dimension. Second, it may be questioned 

whether the used instrumental variable is fit for the purpose. Although in our database, both 

statistically and logically, we can assume that the perceived social aversion with regards to 

overdue debts affects the repayment of loans but does not directly affect employment, only 

through overdue debts, and hence it is fit for becoming an instrumental variable when 

analysing the impact of overdue debt on employment. The instrumental variable, however, 

should be reconsidered if the research is extended to other populations.  

 

3.6. Answering the research question 

Taking into consideration the literature in the field, our findings and the limitations of our 

research, and in response to the research question, we conclude that overdue debt has a 

negative impact on economic- and financial inclusion through voluntary exclusion driven by 

the fear of debt collection. Overdue debt also has a negative impact on physical- and mental 

health due to stress initiated by debt overhang and the lack of socializing.  
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