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Much of the criticism leveled at Hungary's government for its misguided economic policies is entirely warranted. Independent institutions like the constitutional court, state audit office, and fiscal council entrusted with the oversight of fiscal policy have been neutered. High distortionary taxes have been imposed on large (mostly foreign) corporations. Private pension funds have been fused, practically without recourse, into the traditional pay-as-you-go system while costly social entitlements remain unreformed. The government's next plan is to weaken central bank independence. No wonder Prime Minister Viktor Orbán has been compared to Hugo Chávez and Cristina Fernandez de Kirchner. 

Although similar to the pattern of governance in Venezuela and Argentina, the roots of the fitful policies and institution-bashing in Hungary are quite different. In Latin America, populism is largely the upshot of severe poverty and income inequality, compounded by the failure of the political class to cope with these conditions. By contrast, Hungary is burdened by a peculiar historical legacy. Following the repression of the 1956 revolution, the Kádár regime sought legitimacy by introducing an array of widely available social benefits, such as sick pay, early retirement, disability pensions, family allowances, and price subsidies. By using foreign credits to cater to a budding consumer society, the Communists wanted to soften the appearance of the totalitarian regime. In the West, Hungary was hailed as the merriest barrack in the East bloc. "Goulash communism" became a benign version of Soviet dictatorship.

After the fall of the Iron Curtain, the first freely elected government was followed by the rise of the Socialist party propelled by promises to preserve the inherited welfare state. The emerging political elite, across the spectrum, learned quickly that elections are won by promoting continued dependence on government handouts. The only significant distinguishing characteristic between the major political strands was that while the left appealed to Socialist nostalgia, the right attracted those who for decades had to live with suppressed national aspirations. 

However, both sides unabashedly elevated political clientelism to an art form. As governments succeeded each other, they competed in enhancing welfare entitlements. But whereas in Latin America populist leaders tend to come from humble origins, a large number of Hungarian politicians, regardless of their party affiliation, are offsprings of the old nomenklatura, with no first-hand experience in the favelas. 

Despite a two-thirds majority in parliament, Orbán avoids economic reforms.Hungary's goulash populism peaked during the Socialist government of Ferenc Gyurcsány, which indulged in the costliest spending spree, resulting in record deficits. Under the cover of its European Union membership, and the attendant moral hazard, Hungary became the most indebted new member state—with public debt climbing to 80% of GDP from 50% in 2001. By late 2008, shaken by the effects of the financial crisis, Hungary became the first EU member compelled to apply for an IMF-EU rescue package. 

Against this backdrop, and despite pledges to end bad practices and to promote transparency in public finances, Mr. Orbán remains trapped in the past. In its first nine months, his government has failed to adopt a single measure to correct Hungary's sizable structural fiscal deficit.  

The nationalization of pension funds might be helpful for a symptomatic relief of the near-term budgetary gap as the funds' current revenues and assets could be used for added spending. But the long-term fiscal outlook has worsened as the government is saddled with the obligation of paying out much higher defined benefits from the traditional system than would be the case for the funded system.

Hungary's public debt problem is further aggravated by one of the most rapidly aging populations worldwide. A relatively low private saving propensity and the lowest (after Malta) labor force participation ratio in the EU—not surprising in light of the adverse incentives of the welfare system—undermine economic growth prospects. The country remains vulnerable to the gyrations of financial markets, as reflected in its risk premium, the highest on non-euro sovereign paper in the Union. But, unlike Argentina and Venezuela, Hungary cannot count on oil or other key commodity exports to avert default. 

The solution lies in a major policy shift toward structural reforms that can help restore the country's debt sustainability. Deficit-reducing measures that provide incentives to work, save and invest—such as targeting welfare benefits and tightening the eligibility for public pensions—would pave the way to a higher growth path. In recent weeks, with the due date for a credible EU convergence program fast approaching, Mr. Orbán has expressed some awareness that such a shift is necessary. Given his rhetorical skills, intellectual capacity, and command over a two-thirds legislative majority, the prime minister has the means to break with goulash populism. If former president Lula da Silva was capable of overcoming much deeper populist instincts to successfully lead Brazil through the recent financial turbulence, it should be far easier for Mr. Orbán to kick the habit. In 1989, speaking in Budapest's Heroes Square, Mr. Orbán fearlessly demanded free elections and the withdrawal of Soviet troops. If only today he mustered a fraction of that courage exhibited 22 years ago to push through reforms, Hungary's economic future would be secure.
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