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The final dissolution of Yugoslavia, replaced this year by the new union of Serbia and Montenegro, presents great opportunities and challenges for the smaller of these two former Yugoslav republics.

INTRODUCTION: Early tests for union experiment
Creation of the decentralised state of Serbia and Montenegro has consigned Yugoslavia to the history books. But money is scarce and investment is needed, writes Eric Jansson

By ERIC JANSSON

Yugoslavia ceased to exist in February. After more than a decade of wars and secessions it was the tiny, mountainous republic of Montenegro , with a population of 660,000, that struck the finishing blow. 

It was six years in the making. Milo Djukanovic, Montenegro's former communist premier, broke with Slobodan Milosevic's Serbia in 1997. The reward for siding against the strongman of Belgrade was western support which flowed in from Washington, Brussels and other European capitals at a rate of €300m a year. Emboldened, Mr Djukanovic soon began agitating for independence. 

Yet the geopolitical configuration that has emerged in Yugoslavia's place is not the one initially envisaged by Mr Djukanovic and his close circle of allies in Podgorica, the capital. 

The overthrow of Mr Milosevic's regime in 2000 found them suddenly isolated as western diplomats revelled in the fleeting euphoria of regime change and then in the former Yugoslav president's sensational arrest. 

Eager to accommodate Belgrade's new elite and fearful that a new case of Balkan secession would encourage further political fracturing of the region, European Union diplomats last year cajoled Mr Djukanovic into dropping plans for a referendum on independence. Instead of an outright split, the premier agreed to compromise, accepting Belgrade's offer of a more decentralised arrangement. 

Serbia and Montenegro is the name of the two republics' experimental, decentralised union. Egged on by the EU, horse-trading parliamentarians from the two republics took nearly a year to draft and sign the new constitutional charter that brought the world's newest state into being. 

The charter gives the union a radically downsized government, a ceremonial president and a council of ministers elected by a common parliament. In practice, it grants Montenegro the de facto independence that Mr Djukanovic had already claimed for the republic in defiance of the now-defunct Yugoslav constitution. 

The deal brought fundamental laws back into conformity with reality. Montenegro had already ditched the Yugoslav dinar when it "euroised" its economy in 2002, taking the euro as its official currency and thereby declaring a high degree of economic independence. 

Among other things, leaders in Podgorica needed a legal basis for the central bank they had set up. 

The economy, heavily reliant on tourism and aluminium production, is unlike Serbia's, so Mr Djukanovic's government also sought a legal basis for divergent policies. 

This, the new union has not entirely provided. EU officials insisted, while the constitutional charter was being drafted, that the two republics' trade rules must be harmonised if the union is to qualify for eventual membership in the Brussels-based bloc. Both sides assented, but harmonisation of trade rules remains a significant sticking point. 

It is not yet clear that Belgrade and Podgorica can agree on a full, shared, set of trade rules. Recent negotiations have yielded agreements on 80 per cent of tariff rates, and both sides say they anticipate a deal shortly. 

European diplomats promise in return that the EU will launch a "feasibility study" on EU membership for Serbia and Montenegro, much coveted in the two capitals. 

In an interview with the Financial Times, Mr Djukanovic promised imminent harmonisation, saying Montenegro will cave in and share some trade restrictions demanded by Belgrade. 

"The average tariff rate in Montenegro following harmonisation will probably be 5.8 per cent. This is higher than we desire, higher than we need. If it were up to us, our average tariff would have remained at 3 per cent. But this is the price of last year's compromise." 

No longer do Montenegro's practised champions of independence plead their case on passionate, political grounds. 

Mr Djukanovic and Filip Vujanovic, his close ally the president, both say the republic will stand by Serbia for the minimum three years mandated by the union's constitution, after which referendums proposing independence are permitted in either republic. Until then, it is up to the union to prove its worth. Mr Vujanovic says the government will ultimately let voters decide if it should last. 

A year ago, Montenegrins were divided almost 50-50 on the question of independence. Fresh opinion polls now show that more than 55 per cent are for it. 

"The union was a really bad idea. We are small, and for the Serbs we ask too much. We are becoming a liability," says Milka Tadic, editor in chief of Monitor, Montenegro's most influential news magazine. This was bound to happen, she says: "The EU has never understood how to deal with the Balkans." 

The union, welcomed with delight in Brussels, is off to an inauspicious start. It had existed for only five weeks when, on March 12, a sniper gunned down Zoran Djindjic, the former Serbian premier. 

Mr Djindjic was Mr Djukanovic's counterpart in negotiations over the union's creation. Privately, he preached a policy of tolerance toward eventual Montenegrin independence. 

His death shocked the region and invited a wave of new US and European support that would not otherwise have been expected. Serbia and Montenegro was swiftly inducted into the continent's largest human rights group, the Council of Europe and may, by 2004, stand a chance of joining Nato's club for non-member states, the Partnership for Peace. 

The Montenegrin premier says he is developing good relations with Mr Djindjic's successor, Zoran Zivkovic. But the assassination set back development of the union's infant institutions. 

Serbia and Montenegro showed signs of weakness in late June when the president of the union's constitutional court resigned, describing the court's authority as "illusory" and complaining that court employees' salaries were three months overdue. Serb central bankers later said that Montenegro, having refused to pay dues to the former Yugoslavia since 1999, has yet to pay anything into union coffers. 

Money is scarce. "The uncertain constitutional status is affecting investment. Combine this with Montenegro's tiny market and it is hard to see how investors would seek opportunities there," says Declan Murphy, director of the Paris-based Organisation for Economic Co-operation and Development's investment programme for south east Europe. 

Yet foreign direct investment is sorely needed to boost economic and political stability. Montenegro's privatisation process brought in a big European company this year, Greece's Hellenic Petroleum. Mr Djukanovic craves more deals. They will be hard won.
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THE ECONOMY: A nation of secret shopkeepers
Sanctions and high taxes drove commerce underground. But reforms are luring private enterprise back into the light

By ERIC JANSSON
To the casual observer it may not appear to be, but Montenegro is a nation of shopkeepers. Many of the small traders who characterise the marketplace still prefer not to register their companies with the state. 

International sanctions and high taxes in the days of Slobodan Milosevic's Yugoslavia chased commerce underground. Enterprising individuals reacted rationally at the time, opting to trade on a freelance basis, off the books. 

Ljubisa Krgovic, the central bank governor, says a third of the economy remains "hidden" to this day. But economic reforms are luring private enterprise back into the light. Last August, the government simplified company registration in a way utterly foreign to the former Yugoslavia. 

Owners were given an opportunity to register with little bureaucratic difficulty, in a process lasting just four days and costing €1 per company. Montenegro's list of registered companies has since doubled, says Petar Ivanovic, chief of the Institute for Strategic Studies and Prognoses (ISSP), a private, Podgorica-based think-tank for free market economists. 

Tax reforms also nudge business into the open. Just seven weeks after the government lowered the employer-paid tax on wages from 100 per cent to 20 per cent, employers had registered 10,000 "new employees" - almost all working for small traders. These employees were not new at all, says Mr Ivanovic, rather "legalised". 

With official figures showing unemployment hovering near 40 per cent, legalisation of jobs is a high priority. 

Studies by the ISSP indicate that real unemployment, which includes non- registered employees, is closer to 18 per cent. The government aims to legalise an additional 10,000 employees this year and hopes that a better functioning marketplace will create 5,000 genuinely new jobs. These are significant gains in an economy that supports fewer than 120,000 full-time, registered workers. 

The job market may also be influenced by this year's introduction of a value-added tax, which policymakers say they hope will encourage employers to declare expenses more honestly. Hitherto, many have fudged the level of wages recorded in their books, evading tax. The new incentive to write off expenses may change that, says Mr Ivanovic. 

These changes are critically important to Milo Djukanovic, the premier, and the reformers in his government, who say they want to see an efficient, lightweight economy, radically different to the present one. The economy grew less than 1 per cent in 2002. Officials predict it will reach just 1.5 per cent this year but are keen to see more impressive results by 2004. 

To achieve this, Mr Djukanovic says it is essential to curtail dependency on heavy industry, scrapping "outdated socialist realist fantasies" embodied by the ageing aluminium complex outside Podgorica which accounts for 52 per cent of gross domestic product. The future is in tourism and services, he says. 

The debt-ridden aluminium complex produces more than 80 per cent of exports and is the largest item slated for privatisation. Yet Mr Djukanovic predicts the sale of hotels and tourism facilities along Montenegro's Adriatic coast will prove even more important in the long run. New investments by HIT, a Slovenian chain of hotels and casinos, in the seaside town of Budva are considered a sign of things to come. 

For Montenegro to succeed in the regional market for tourism, authorities say they must curb inflationary trends. High prices already drive some holidaymakers away. Though the republic has been a de facto thirteenth member of the eurozone since January 2002, when it adopted the common currency, Montenegrin inflation has outpaced that of the eurozone many times over. 

Economists debate the real rate of inflation. Central bankers in Podgorica say the consumer price index rose 9.4 per cent last year, but add that it is falling. Private analysts like Mr Ivanovic agree that the rate of increase is shrinking but add that the figure may be higher. They point to hidden inflation. 

Montenegro has suffered two inflationary shocks in the last 18 months. First, the government did not prevent businesses from raising prices when the euro was introduced. To the outrage of consumers, many prices doubled overnight early last year. Second, many businesses answered the new VAT with price rises. 

Dragan Brkovic, president of Vektra, Montenegro's largest private company with interests in construction and the aluminium complex, says reformers must not be deterred now, though consumers' buying power is weakening. Rather they should accelerate change, he says. "We are already in a state of crisis. Without further reforms, it can only escalate."
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POLITICS: Clique's rule is almost unchallenged
Opposition parties are left floundering in post-Yugoslav era 

By ERIC JANSSON

Most Montenegrins have recovered from the shock last year when Milo Djukanovic and his ruling clique, vocal champions of independence, extended the country's federal relationship with Serbia by three years. 

They have come to see that Serbia and Montenegro, as the new union is called, wields far fewer powers than more centralised Yugoslavia ever did. 

The clique's rule in Montenegro is now virtually unchallenged. Opposition parties flounder in deep disarray. Pro-Yugoslav politicians loyal to Belgrade once posed Mr Djukanovic's stiffest competition, but they now wander in nowhereland. The state to which they once clung has ceased to exist. 

Mr Djukanovic and his men have meanwhile delighted supporters by playing a game of political musical chairs, as if to demonstrate their unchallenged power. 

The 41-year-old leader, president of Montenegro a year ago, decided to trade places with the premier. Now Filip Vujanovic, his loyal man, is the president while Mr Djukanovic is the premier. 

The deft manoeuvring of Mr Djukanovic, an ex basketball champion, has made the sparsely populated country of 660,000 citizens disproportionately influential in the region. Serbia is 18 times more populous but finds itself sharing power equally with Montenegro in the fledgling union government. The stress is already showing. 

"A year after we agreed to this union, some people in Belgrade, and I would also say some in the international community, better understand our arguments for independence," Mr Djukanovic told the FT. The seven foot tall premier describes himself as a "perfectly rational person, not a national romantic" in advocating Montenegrin independence. 

Economists from the International Monetary Fund were some of the first to cry foul when the union's constitution was still in draft form. They said they were bewildered by the concept of a single state comprised of two independent zones with different currencies and banking authorities. IMF criticism has been rare and quiet, but Serbia's central bank chief is now among a growing group of top officials in Belgrade who say the union is unwieldy. 

Mr Djukanovic says union regulations requiring economic harmonisation with Serbia make it more difficult for Montenegro to harmonise trade rules with the European Union. EU diplomats confirm that slow trade negotiations between Belgrade and Podgorica this year have set back Brussels' plan to conduct a study assessing the union's suitability as a candidate for membership of the bloc. 

Still, the EU insists that Serbia and Montenegro should be made to work as a state. 

The premier credits the EU with pushing both republics into a deal that "largely eliminated political tensions with Belgrade and redirected our relations onto a rational track". But disappointment is evident, even as Brussels continues to plough aid into the country - recently announcing new donations of €350m for Serbia and €30m for Montenegro. 

Podgorica's educated elite is convinced that EU enthusiasm for the union with Serbia has less to do with Montenegro's fate than with the uncertain future of neighbouring Kosovo, still legally a Serbian province but occupied by Nato since 1999 and governed as a United Nations protectorate. 

If Montenegro declares independence before ethnic tensions die down in Kosovo, the theory goes, Kosovo will follow suit and the process of "Balkanisation" could gain new momentum. It is a possibility that fills the EU with dread. 

But leaders in Podgorica are likely to act with great caution. Under present circumstances, they benefit from their unparalleled position as experts in steering Montenegro's geopolitical course. But should the republic break away, polls suggest Mr Djukanovic and his allies could face political uncertainty at home. Most advocates of Montenegrin independence agree that he is the man to lead the way, yet things could change upon arrival.
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CRIME: Small gangs inflict serious damage

By ERIC JANSSON

Serbia and Montenegro have been safer places since the fall of Slobodan Milosevic, the former Yugoslav president, in October 2000, but not all is well. 

The March 12 assassination of Zoran Djindjic, the former Serbian premier, reminded observers that thugs linked to the old regime can still inflict serious damage. 

In an action nicknamed Operation Sabre, Belgrade's police rounded up about 11,000 "known criminals" for interrogation. Some remain behind bars, and most Serbs are pleased that more baddies than before are now jailed. Montenegrins do not enjoy such peace of mind. 

The murky world of Balkan organised crime is opaque even to some of its keenest investigators. Gangs work across borders throughout the former Yugoslavia. They prospered during the ethnic conflicts of the 1990s, often collaborating with nationalist politicians, such as Mr Milosevic, to perpetuate violence, instability and international isolation. They were war profiteers. 

Reams of testimony and evidence at the international criminal tribunal for the former Yugoslavia in the Hague show how governments in the region - faced with embargoes during wars in Croatia, Bosnia and Kosovo - relied on smugglers to keep militaries equipped and economies alive. 

Milan Filipovic, Montenegro's interior minister, says the mafia scene has become largely detached from Serbia's since 1997, when Podgorica's political leadership broke with Mr Milosevic. 

Generally, observers agree. "The US and EU aid came in with conditions," says Srdjan Darmanovic, director of the Podgorica-based Centre for Democracy. The conditions included cutting down on official corruption. 

But questions remain about how far the government, under the dominant leadership of Milo Djukanovic, the premier, has been willing or able to go. With Montenegro set to start patrolling its own border by 2004, under the union agreement with Serbia, answers are desirable. 

Diplomats say Mr Djukanovic has taken real steps to decriminalise the economy. But the government's harshest critics point to two cases in particular as evidence that it remains tainted. 

Italian prosecutors, according to Italian newspaper reports, have investigated the premier's alleged links to cigarette smuggling as part of a wider mafia probe. Montenegro's interior minister admits that cigarette smuggling was once big business, but adds that "it has been significantly suppressed since sanctions were lifted". 

Human trafficking has also become a big concern in the wake of a sensational and highly politicised case. A Moldovan woman, forced into prostitution and smuggled to Montenegro, was taken into protective custody in Podgorica after suffering grotesquely cruel treatment. Once safe, she testified against top officials, including a Montenegrin deputy prosecutor, who was arrested with three others. 

The public prosecutor's decision to drop the case last month, citing lack of evidence, was a bombshell. Ripe with the suggestion that the government protects its own, the prosecutor's decision rattled Mr Djukanovic's relationship with the Social Democrats (SDP), the junior party in his ruling coalition. 

Ljiljana Raicevic, who heads the safe house that initially sheltered the Moldovan woman and has taken in 50 other former sex slaves, rails against the prosecutor's decision. 

"The government and the criminal system are inseparable," she says. Yet she acknowledges that the government may be right in its declaration that the criminal networks in question are small, when it comes to human trafficking. She argues that is not their size that matters. 

"Montenegro is a minute country. If 50 gangsters run this sort of operation, it's a big thing." 

The experience of other Balkan republics suggests that Mrs Raicevic is right. It takes a relatively small group of well-organised criminals to shatter a country's sense of stability. The shock of Mr Djindjic's assassination gave Serbia's leaders an opportunity to suddenly, overtly clamp down on crime. Montenegro's leaders have had no such opportunity.
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ALUMINIUM COMPLEX: Sale will test region's ability to reel in the big fish
Bidders will find plenty of scope for bargaining

By ERIC JANSSON 

The colossus of Montenegrin industry lies in a pitiful state of disrepair, 10kms outside the capital. 

Fine white powder, calcinated aluminium, drifts around the filthy factories and empty lots of Kombinat Aluminijuma Podgorica (KAP). Red bauxite dust, too, is spilled everywhere beneath the heavily rusted structures. Workers take breaks in the yards, reclining in the shade, the very picture of socialist indifference in the state-owned plant. 

Yet within, 2,800 workers still push machines to full capacity, churning out the materials that account for half of Montenegro's gross domestic product and more than 80 per cent of exports. 

One can hardly over-estimate the importance to this small economy of KAP's anticipated privatisation later this year. 

The aluminium complex, built in 1971, sits at the top of a chain of other big enterprises. These are the nearby bauxite mines, the state power utility for which KAP is by far the largest client, the railways and freight handlers that transport KAP's products and exports from the Adriatic port of Bar. 

The government is seeking a strategic investor to acquire the 65.5 per cent of KAP shares it has put on offer. Bidders are likely to find plenty of leeway for bargaining, in view of the complex's debts and the high price-tag for necessary renovations. 

KAP is Dollars 157m in debt to a consortium of creditors. In addition to this, a strategic investor will be expected to bear the burden of renovations that plant managers say will cost between Dollars 100m and Dollars 120m. 

"Companies from all around the world are showing interest in the privatisation of the entire complex," boasts Branimir Gvozdenovic, the deputy prime minister. 

To prove that Podgorica can reel in the big fish, he points to the Dollars 68m privatisation of Jugopetrol Kotor, Montenegro's petrol retailer - sold to Greece's Hellenic Petroleum earlier this year. Slovenia's Nova Ljubljanska Bank also put down €11m to enter the tiny banking sector, snapping up formerly state-owned Montenegro Bank. 

These are positive signs. But the government's plans for economic development call for a big boost in hard currency inflows and they could succeed or falter depending on this sale alone. 

Under intense pressure, officials paint an optimistic picture. After all, they say, KAP's sheer capacity for production - 118,000 tonnes of aluminium a year - commands international attention. Aluminium producers in the European Union face grave difficulties winning permission to build new plants from scratch, because of environmental regulations. KAP presents an opportunity to renovate an existing plant not inside the EU but within easy range of its markets. 

Despite KAP's poor physical condition, it continues to post small after-tax profits: €158,000 in 2002. The complex pushed production up 5 per cent last year to meet rising external demand. 

Branislav Radonjic, the director of development and quality, says there is plenty of room to lower costs and increase efficiency. A successful strategic investor could see return on capital investments within seven years, he says. 

Plant managers have achieved these results, despite the poor business sense attributed to them by detractors. Dragan Brkovic, the president of Vektra, Montenegro's biggest privately owned company, harangues KAP's leadership for "idleness and total lack of vision". 

Mr Brkovic speaks from a position of some authority. Vektra three years ago launched a company called Anotech, directed by his son Boris, to renovate and run KAP's anode factory. 

The anode facility is now in impressive shape - a small patch of efficient serenity in the heart of KAP's vast industrial slum. "This is the difference between private ownership and state ownership," says the Anotech chief. 

The Brkovices' experience may serve as both encouragement and warning to potential investors. Their investment is on track to pay off before Anotech's lease runs out. Yet modernising the anode factory has been painstaking work. 

The anode factory is an example of what KAP as a whole can become, say the Brkovices. 

KAP's management can only afford to agree. Mr Radonjic says the complex can easily cut costs and boost efficiency. The workforce can be cut by 800, he says, and a strategic investor could look to increase sales by Dollars 70m a year. Market conditions outside the complex could also improve. Labour and other costs will drop if the dollar returns to parity with the euro. KAP has been hit hard by the dollar's recent fall, because it spends in euros but generally receives payment in dollars.
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BANKING: Riding out the risks of euroisation
By ERIC JANSSON

Euroisation is proving a risky policy. By weaning Montenegro off the Yugoslav dinar in 1999 and then finally adopting the euro in 2002 as the only official currency, central bankers in Podgorica liberated their republic from the economic leverage that Serbia once imposed as a means of political control. But they have also tied their own hands.

Without a national currency to print and regulate, Ljubisa Krgovic, the central bank governor, lacks the primary tools of monetary policy. So when a recent report by Mr Krgovic's chief economist estimated that Montenegro's money supply had shrunk by 20 per cent from January to May, conservative opponents of euroisation crowed that they had seen it coming all along.

Frustrated with the inflexible euro, some bankers have begun calling for reintroduction of the perper, historically-independent Montenegro's currency from 1905 to 1918. Branimir Pajkovic, chief of Euromarket Bank, hangs framed perper banknotes on his office wall. He warns that if Montenegro keeps the euro under current conditions, "one day we could run out of cash altogether".

Mr Krgovic and Milo Djukanovic, the premier, are keen to downplay such warnings.

The governor says that Montenegro still has about €500m in circulation. He emphasises that a third of Montenegro's economy is "grey" - off the books - and that official figures therefore can be misleading. "Statistics are well organised lies," he says.

Mr Krgovic adds that economic reforms should strengthen Montenegrin industry and gradually reduce the imbalance of payments. Privatisation revenues and foreign direct investment may not make up the difference, but they will ease the way in the meantime, he says.

Last year's current account deficit of €166m was worth 14 per cent of gross domestic product, down from 19 per cent in 2001. "It is better to endure one or two years more, with the possibility of increased investment and GDP, than to go back to experimentation. Euroisation is a legitimate model," the governor says.

Mr Djukanovic attributes the money supply's shrinkage to "seasonal trends" that should be corrected this summer when tourists flood back to Montenegro's coast, carrying cash. He derides as "atypical" the views of Mr Pajkovic and other critics.

But Mr Pajkovic's views are not easily dismissed. Catering mostly to corporate and institutional clients, his Euromarket Bank is small, but may be Montenegro's most innovative home-grown bank. It has launched its own simple credit card and earlier this year introduced the country's first automatic teller machines. Only one other bank has followed suit so far.

The Euromarket Bank chief's critique is elementary. Montenegro's gaping trade deficit and overall imbalance of payments drain the country of euros and other hard currencies much faster than tourism, privatisation and foreign investment bring them in.

This is familiar territory in transition economies. But, because Montenegro cannot print banknotes, unless macroeconomic conditions change in the short term, a rapidly shrinking money supply is bad news. "It's a timebomb," says the Belgrade-based representative of a major west European investment bank.

Rory O'Sullivan, the World Bank's chief for Serbia and Montenegro, calls this "a pretty complicated situation".

"The bottom line for us is something like this: Montenegro has passed new legislation covering a broad range of economic reforms, so the framework is now in place for economic growth. However, it seems that the capacity for implementation is limited, so there is a possibility that the country will not be able to take advantage of economic reforms achieved," says Mr O'Sullivan.

Whatever happens, low liquidity remains a problem for Montenegrin businesses and banks. This may be, in part, because euros are scarce. But, more generally, liquidity is low in this marketplace because Montenegrins play it so safe with their money.

Loans are expensive, with average interest rates at about 20 per cent, and hard to come by. Of companies seeking credit, just a fifth of those with annual revenues lower than €25,000 were able to obtain bank loans last year, according to a survey by the Podgorica-based Centre for Entrepreneurship and Development. In an economy where most businesses are small, these conditions discourage investment. Fewer businesses applied for bank loans last year than they did in 2000.

Individuals and businesses tend to trust banks as little as bankers trust them. Like the Serbs, Montenegro's population of 660,000 caught a chill a decade ago when Belgrade's central bankers froze foreign currency deposits. Many residents still see banks as flimsy.

The sector has yet to settle. Of the 10 commercial banks registered in Montenegro, Mr Krgovic predicts just five will outlast a coming wave of consolidation - among them, Montenegro Bank, recently acquired by Slovenia's Nova Ljubljanska Bank.

The new Slovene managers have entered with a novel approach, offering discount loans, halving the average rate. Such risks encourage investment and may lure more Montenegrin money out from under mattresses, into commercial banks. That would boost liquidity, too.
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TOURISM: Unspoilt and utterly tranquil
By ERIC JANSSON

Emerald waters lap gently at the rocky banks of Boka Kotorska, a butterfly-shaped inlet on Montenegro's Adriatic coast. At the feet of mile-high mountains, baroque villages built by seafaring Venetians ornament the shoreline.

Siestas are long, summer days exceptionally quiet. There is very little to do but admire the sheer beauty of the place, to read a book, or perhaps let a slow lunch of fresh fish drift into the late afternoon.

From the village of Perast, one sees two small islands - one a monastery, the other a church. Local men earn pocket money ferrying tourists to the church in motorised rowboats. On an ordinary day, the only unnatural sound one hears is the occasional buzz of the motors.

Apart from the boats, Perast's most visible business is a streetside ice-cream vendor on the waterside piazza. There is a humble restaurant, an even humbler cafe and a tiny greengrocer. The local hotel closed down two years ago and now stands abandoned.

"In peak season, July and August, our population can grow from 400 to 1,200. But nowadays most tourists just drive through, take a look at the islands, then leave," says Marija Brainovic, Perast's village clerk.

Perast is an example of Montenegro's unrealised tourist potential. Unspoilt and utterly tranquil, even more than other lovely spots on the inlet, this Unesco-protected village is a jewel. If not for the political instability that has dogged the Balkans in recent years, it might by now have become the exclusive domain of millionaire landowners, property developers and tourists in search of genuine peace and quiet.

Instead, even with the painful dissolution of Yugoslavia nearly complete and the region showing signs of stabilisation, such villages remain affordable. Stop in at the town's only tourist office, a mere hole-in-the-wall by the water, privately run by an enterprising student from a nearby maritime academy, and one finds B&B accommodation for just €15 a night.

Real estate prices tell the same tale. A fully renovated two-storey stone house on Perast's shorefront sells for just €100,000. In neighbouring areas, almost as lovely, stone houses in need of renovation sell for as little as €15,000.

Slowly but surely, foreigners in search of summer houses are buying in. Goran Kaludjerovic, the local lawyer who arranges most real estate deals, says recent buyers include three Russians, an Englishman, an Italian and a Slovene.

Five kilometres down the shore, in the fine but less picturesque town of Risan, a German company specialising in package tours has leased out the local communist-built hotel. German is now commonly heard along the waterfront there.

These are minor details relative to Montenegro's overall scheme for tourist development, laid out in a 20-year master plan. But they represent the industry's most important trend, a gradual increase in foreign tourists.

Developers have relied for years on mass tourism from Serbia. So many holidaymakers from Belgrade have summered in the main coastal towns - Herzeg Novi, Kotor, Budva, Bar and Ulcinj - over the last decade that infrastructure was often overburdened. Tourists sometimes arrived to discover water shortages in peak season. But such disappointments, along with Montenegro's high rate of inflation, deterred many Serbs last summer. They chose Turkey or Greece instead.

The number of foreign tourists in Montenegro meanwhile rose 25 per cent, pushing overall tourism revenue up 22 per cent in 2002, to near €100m.

Lav Lajovic, the acting tourism minister, says he hopes that both domestic holidaymakers and foreign ones will return this year. The government has plumped for an advertising campaign on Serbian television to encourage Serbs' return. Yet inflation in Montenegro and the strong euro still may chase them away.

"Dollar destinations are obviously more attractive this year, and because of the enormous drop in prices in Turkey and Bulgaria, Serbian tourists will definitely be attracted away," says Mr Lajovic.

Croatia's decision to allow visa-free travel to Serbs this summer may cause further disappointment.

Yet in some ways the falling number of Serbian tourists is a blessing. Mass tourism in Montenegro leads to crowded beaches and encourages seaside bars to play deafening music. At night, beautiful old towns are wasted as open-air discos. By contrast, small numbers of wealthier tourists, who may opt for places like Perast instead of bigger towns, bring in more hard currency and are less likely to disturb the peace.

The master plan calls for mass tourism to co-exist with exclusive options. The crowds should be lured away from idyllic settings by giant new resorts, which the government hopes private companies will build on Ulcinj beach, Mr Lajovic says.

There, a 13km stretch of broad, sandy beach awaits development, on the opposite end of the coast from Boka Kotorska. Where a few grass-roofed huts stand, serving cold drinks to bathers, the government aims to lure investments worth €250m over the next 20 years.
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PROFILE: Plantaze Vineyards: Homegrown wines drunk with success
By ERIC JANSSON

Aircraft flying in to the capital's one-strip airport make their approach over spectacularly rugged mountains which then abruptly end, giving way to a broad, parched plain criss-crossed by turquoise streams. Podgorica means "beneath the mountains," and passengers with window seats can see why.

Then, almost as suddenly as the mountains disappear, huge green squares appear below. These are the vineyards of Plantaze - 1,953 hectares of uninterrupted wine and table-grape production, which company chiefs describe as "Europe's largest vineyard in a single complex" and the last thing passengers see before touchdown.

Plantaze is one of the main reasons economic reformers see potential for agricultural growth in this country of extreme topography and climate.

A survey of households by the Podgorica-based Institute for Strategic Studies and Prognoses shows that 29 per cent of Montenegrins work the land. Agriculture could be a big sector, yet it is a drop in the ocean as a proportion of gross domestic product.

While smallholders work for subsistence or to supplement income, Plantaze works on an industrial scale. As Montenegro's tenth largest company, the state-owned entity consistently reports profits which, managers say, they pile back into company budgets, increasing production.

Very much old-school, Plantaze's managers are reluctant to release a full list of results. Nikola Perovic, the exports chief, calls them "business secrets," though he does say that sales grew 38 per cent and exports 41 per cent in 2002.

The company's greatest asset is its Vranac vines, a Balkan variety that thrives under the valley's unrelenting summer sunshine, sprouting grapes with high sugar content. These are processed into a rich, smooth and easy to drink red wine.

Plantaze's Vranac is the ubiquitous dinner drink in Serbia and Montenegro, where people like to eat piles of meat. Plantaze claims to sell 86 per cent of premium wine consumed on the domestic market and 47 per cent of red wine.

Of the many Montenegrin companies awaiting privatisation, Plantaze is reputedly one of the most attractive. Bankers in Podgorica say that, if the company's current leadership can succeed, surely private owners can do even better.

Yet there are still problems marketing abroad. Plantaze sells 50 per cent of its wine in Serbia, 30 per cent in Montenegro, and 20 per cent abroad.

This is a pity, because foreign wine-lovers are regularly surprised by Vranac's quality. It might compete well on western supermarket shelves, where wines of similar quality regularly sell for twice the price. Plantaze is licensed to export to the European Union, where a bottle of Vranac typically sells for €4.50.

However, Mr Perovic says there are natural barriers to wealthier markets in the EU, where Plantaze's wines are virtually unknown.

"The names are hard for foreigners to pronounce," he says. For the record, Vranac is "VRA-nots". Odd spelling is a more serious impediment for the company's lesser-known white variety, Krstac (say "KER-stach").

Might these one day be household names? As yet, Plantaze spends nothing on marketing campaigns abroad, leaving it to foreign wholesale distributors. However, company managers do dream of a day when they can boost name-recognition of their Balkan varieties, just as more famous wine-growing regions do in the EU.

Plantaze produces Chardonnay and Merlot alongside Vranac and Krstac, but Montenegrin vintners lack the volume and tradition to compete head to head against better-established European growers. This, Plantaze's managers may comfortably concede.

But they doggedly cling to their claim that Vranac is a "uniquely Montenegrin variety". This is a difficult case to make. Growers in Croatia and Macedonia likewise lay claim to the original vine.

Plantaze's marketing team was outraged last year to discover that Rubin, a Serbian winemaker, also sells bottles of Vranac. Rubin's product label and style of bottle are deceptively similar to that of the Plantaze wine long preferred by Belgraders.

Plantaze has launched a marketing campaign to help consumers distinguish between the two brands, and Mr Perovic says the company may yet take legal action to protect the "Vranac" trademark.

If the dispute remains unresolved, it could be a hard day in court. Patent and trademark laws are weakly enforced in Serbia and Montenegro. The domestic beverage market provides at least one other egregious case of infringement: Montenegrin pirates shamelessly counterfeit the labels to Serbia's most popular bottled water, Knjaz Milos, selling cheaper local carbonated water in recycled bottles.

If companies from the two republics decide to start suing each other over such matters before intellectual property law is strengthened in their union, there might be no end to the recrimination.
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CULTURE: Battle of the rival preachers
By ERIC JANSSON

The new constitution ratified by Serbia and Montenegro on February 3 appears to have helped settle some of the political and economic scores between the two republics. But after years of quarrelling the two sides find themselves estranged in some ways that defy legal remedy.

US and European diplomats trying to keep the two sides together employ the tricks of their trade, but these carry little weight in the realm of faith.

Montenegro's Christians are mostly Orthodox. Their religious leaders inhabit an incense-perfumed world of high ceremony and prayer, where tradition is considered divine. Tradition is supposed to keep the faithful together.

Yet high in Montenegro's boulder-strewn hills, away from the coast, a dispute between rival preachers threatens to shatter Orthodox unity with the Serbs.

The threat of schism emerged in 1993, when a small group of independence-minded preachers decided to establish an Independent Montenegrin Orthodox Church. Officials in Podgorica allowed its registration, infuriating Belgrade.

The fledgling group has since lured thousands of formerly Serbian Orthodox worshippers out of the fold. Donations from the faithful so far have included 34 village churches. Serbian Orthodox leaders retain ecclesiastical authority throughout much of the republic, but their grip may be slipping.

From their perch in faraway Belgrade, Serbian church leaders do their best to undermine any notion that Montenegro qualifies legitimately for an "autocephalous" church - one independent from the dictates of Pavle, the patriarch in Belgrade, and his bishops.

To them, the independent church is a "pseudo-religious organisation" and its leaders, in their quest to take over more churches, are "robbers dressed as priests", says a press release from Pavle's staff. The Serbian church claims an 870-year-old tradition of authority in Montenegro with only occasional interruption.

This dispute appears intractable, but is it?

One must travel deep in to Montenegro's hill country to meet Miras Dedeic, the man who started all the fuss. Driving there, one is reminded of how inhospitable this place has been to aspiring foreign masters. The road winds through valleys so treacherous that Turkish soldiers could never hold them, even at the height of Ottoman Empire.

The mountains part, and in a small rocky valley lies the town of Cetinje, Montenegro's historical capital. From 1878 to 1918, diplomats were posted here from Britain, Russia and other big powers. Here, in embassies long since abandoned, they weathered summertime heat and winter isolation during another era when the Balkans' political fate hung in the balance, when rival dynasties ruled Serbia and Montenegro.

Here Mr Dedeic - known to his followers as Metropolitan Mihajlo - keeps his church's spartan hillside headquarters. Sitting behind his desk, he speaks through a tremendous white beard. "I would gladly be burnt at the stake for this," he says, his intense stare gradually turning into a gentle smile.

A glossy chart on Mr Dedeic's office wall shows photographs of various Orthodox priests. It charts his authority over a small but growing clergy: fifteen priests, one archbishop and one metropolitan - the most senior Orthodox post for the independent Montenegrins.

Mr Dedeic claims his enthronement as a metropolitan took place in 1998, under the authority of a Bulgarian bishop. Yet sorting fact from fiction in this case is difficult, and establishing ecclesiastical jurisdiction is even harder. Serb church officials say "Mihajlo" is a fraud, defrocked by higher Orthodox authorities already six years ago.

But Mr Dedeic says his church movement is fully legitimate, centuries in the making.

In conversation with him, the milestone of greatest importance turns out be the Congress of Berlin, 1878, which gave Montenegro its place at the modern table of European nations. From that time until 1918, church authority was divided in the region.

"Our claims are based on historical fact. There is no Montenegrin state without a Montenegrin Orthodox Church, and there is no Montenegrin Orthodox Church without a Montenegrin state," he says.

But is there a state? Mr Dedeic and his followers thrive in the ambiguity of the deal struck with Serbia earlier this year. The new constitution uses unusual language to strike a political compromise. It establishes Serbia and Montenegro as a single "state union". This has been interpreted in Belgrade and elsewhere in Europe to mean a single state in the form of a union between two republics. But in Podgorica, it is widely seen as a union of two states.

Beneath the surface of the dispute between Mr Dedeic and his would-be controllers in Belgrade is a great conflict over the composition and purpose of nations in contemporary Europe.

Mr Dedeic says independence should bring to Montenegro all the attributes of any state in Europe, including a high degree of independence for religious authorities. His rhetoric is saturated with a demand for "self-determination" that many Serbian Orthodox are predisposed to ignore, having opposed other independence movements leading to the former Yugoslavia's wars of secession during the 1990s.

"It would be a great sin to make Montenegro vanish as a state, and I think the European Union is well aware of this," Mr Dedeic says.

His view, backed by an increasing number of Montenegrins - 57 per cent according to a recent poll - is that Montenegro must be given full independence. Members of Podgorica's political elite call Mr Dedeic's greatest rival, the Serbian Orthodox bishop in charge of Montenegro, a "fascist" for posing vigorous opposition to this.

Yet no fascist tendencies are evident at the ancient Serbian Orthodox monastery situated just a short walk down the hill from Mr Dedeic's modern-built headquarters.

At the monastery, there are no nods to political fads. Behind the stone walls, an abbot named Luka and the monks under his authority say they store a treasure of relics including the skeletonised right hand of John the Baptist.

Luka sits in the courtyard, clothed in a long black cassock and wearing a black beard that he has evidently been growing for years. He is an exceptionally calm fellow. He appears only a touch distressed to learn that anyone has come calling to ask about schism. "Schism? This is no schism. It is just a fake."

published online only at FT.com
Copyright 2003 The Financial Times Limited

