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HEADLINE: How Siberian Oil Field Turned Into a Minefield --- BP Amoco Learns Bruising Lesson on Investing in
Russia
BYLINE: By Jeanne Whalen and Bhushan Bahree, Staff Reporters of The Wall Street Journal
BODY:
One day early last year, John Browne of BP Amoco PLC had his secretary fax a polite brushoff to a persistent
suitor. Little did he know it would trigger a bruising battle that threatened BP Amoco's $484 million investment in
Russia.
The suitor was Simon Kukes, president of Russian petroleum company OAO Tyumen Oil, writing to suggest a
partnership between Tyumen and BP Amoco, which operated neighboring oil fields in western Siberia. When BP
Amoco's chairman rebuffed his advances, Mr. Kukes refused to take no for an answer.
He bombarded Mr. Browne with faxes. He buttonholed him during a World Economic Forum in Davos,
Switzerland. Eventually, he used the Russian courts and his connections to try to seize control of BP Amoco's best
properties in the country.
Stung by Tyumen's tactics, BP Amoco sent high-powered lobbyists to Washington in a bid to halt a $500 million
U.S. government loan package to Tyumen. It issued reams of news releases and pleaded with a succession of prime
ministers in Moscow. It accused Tyumen of dirty tactics and warned that they were sending an "alarming message" to
foreign investors.
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The counteroffensive was in vain. The British oil company surrendered in a one-page statement that a BP Amoco
official in Moscow read to reporters three days before Christmas: The company was ready to become Tyumen's partner.
The episode offers a useful case study for any foreigner hoping to hit pay dirt in Russia, a country where business
can get very personal -- and where even the proudest multinational must play by local rules. "I've always considered
America to be governed by laws, not men," Mr. Browne says during an interview at the Four Seasons Hotel in New
York. "The reverse may be true in Russia."
This topsy-turvy situation helps explain one of the biggest ironies in the energy industry today. Russia sits atop one
of the world's largest known gas reserves -- about 48 trillion cubic meters of natural gas. The country's oil reserves are
roughly comparable to Mexico's, at some 49 billion barrels. But the difficulty of doing business here has scared off
many foreigners, who have invested only $3.9 billion in Russia's energy sector since 1990, compared with the tens of
billions of dollars that big Western oil companies spend on capital investments each year. In 1997, for example, a
governor in the Arctic north declared Exxon Corp.'s 50% stake in a big oil field "invalid" after the multinational had a
quarrel with local authorities. Exxon, now part of Exxon Mobil Corp., of Irving, Texas, packed its bags and left.
Rather than fretting over its battle with Tyumen, BP Amoco views the ordeal as a learning experience that could
come in handy with its next target: an enormous accumulation of natural gas named Kovykta that lies below the frozen
soil near Lake Baikal in Siberia, perfectly positioned for export to China. BP Amoco has a 23% stake in the project, but
its success ultimately could depend on how well it deals with another powerful Russian company, RAO Gazprom,
which owns all the nation's gas pipelines and enjoys a monopoly on gas exports. Time will tell if BP Amoco is pushed
around, brushed aside or forced into more compromises to keep the gas stake.
When Mr. Browne first entered the Russian market in November 1997, he knew he needed a good local partner. So
British Petroleum PLC, as the company was then known, paid Russian tycoon Vladimir Potanin $484 million for a 10%
stake in Russia's Siberian Far Eastern Oil Co., or Sidanko, and the 23% stake in the Siberian gas field.
At the time, Mr. Potanin was both Sidanko's majority owner and one of Russia's most powerful men, giving BP
Amoco the political connections and clout to fend off bureaucrats and competitors. But those connections were of little
help a year later, when world oil prices crashed, throwing Sidanko into a liquidity crunch. BP Amoco managers slashed
production costs at the operation, but Sidanko's debts quickly piled up to $460 million. Soon the tax police began
threatening to shut off Sidanko's access to oil-export pipelines.
While BP Amoco threw its energy into righting Sidanko's finance department in Moscow, the situation at its
Siberian oil fields was spinning out of control. In October 1998, a minor creditor called NPP Poliplastik filed a debt
claim for 800,000 rubles ($50,000 at the time) against Chernogorneft, the biggest of four oil-producing subsidiaries that
Sidanko controlled. Several other minor creditors of the other subsidiaries followed suit. The cases, filed in Siberian
regional courts, effectively triggered bankruptcy proceedings under Russian law. In December, the courts declared the
two biggest units -- Chernogorneft and Kondpetroleum -- bankrupt.
Officials at BP Amoco say they suspect that Tyumen somehow encouraged the creditors' filings against
Chernogorneft and Kondpetroleum. Tyumen denies any such role, and BP Amoco can't produce any evidence to support
its suspicions.
When the dust settled a year later -- in November 1999 -- Tyumen had purchased Chernogorneft at a bankruptcy
auction for $176 million; it snagged Kondpetroleum for $52 million. The prices, analysts say, were well below the
companies' estimated values of roughly $1 billion and $580 million, respectively. Tyumen's Mr. Kukes himself
concedes that Chernogorneft was "highly profitable," could have paid its debt of $47 million and shouldn't have been
forced into bankruptcy.
But at the time the suits were filed in October 1998, BP Amoco was in a poor position to defend its local interests.
Uneximbank, Mr. Potanin's bank, had collapsed after the nation's August 1998 financial crisis, and BP Amoco's access
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to the government went down with it. The banker kept quiet until the end of the bankruptcy proceedings in November,
when he issued a news release condemning the Chernogorneft sale, saying it was "conducted in an atmosphere of
unprecedented pressure on the court system."
With three of Sidanko's subsidiaries in bankruptcy proceedings, Mr. Potanin left BP Amoco to fight the battle itself.
He retained a majority stake in Sidanko, but otherwise distanced himself from the partnership. BP Amoco found itself
running the troubled company virtually alone, a task for which it was unprepared.
Mr. Potanin didn't return phone calls and faxes requesting comment.
Just as Mr. Potanin's fortunes were falling, those of Tyumen's majority owners -- Alfa Group -- were on the rise.
The financial-industrial group's bank, Alfa Bank, was one of a few that survived the financial crash, and its influence
within the Kremlin walls blossomed. The bank and its partner, Renova-Access Industries, had purchased a 51% stake in
Tyumen from the government in 1997 and tapped Mr. Kukes to run the company.
A Russian-born U.S. citizen, Mr. Kukes learned his trade while working for oil companies in the U.S. in the 1970s
and '80s, a heady time of mergers and corporate raids. Mr. Kukes says he was bent on attracting a foreign partner to
strengthen Tyumen. His pitch to BP Amoco made sense geographically: Both Tyumen and Chernogorneft are based in
Nizhnevartovsk, a remote Siberian oil town.
After getting form replies to his initial inquiries, Mr. Kukes finally scored a meeting in January 1999 with BP
Amoco officials in London. A copy of the meeting agenda shows Tyumen made a pitch for the potential benefits of
cooperation between Sidanko and Tyumen. But BP Amoco said no.
Undeterred, Mr. Kukes homed in on Mr. Browne a few weeks later at the World Economic Forum in Davos. But
Mr. Browne remained cool. "I tried to strike up a conversation, but he kept his distance," Mr. Kukes recalls.
One reason for the brushoff: Mr. Browne had arranged a private meeting in Davos with Russia's prime minister at
the time, Yevgeny Primakov, and requested his help in stopping the attack on Sidanko. "Sir John left the matter in his
hands," a BP Amoco official says.
At some point in the struggle -- it isn't entirely clear when -- Tyumen made its masterstroke: It purchased two-thirds
of Chernogorneft's debt for an undisclosed sum. That stake, under Russian law, gave Mr. Kukes effective control of the
bankruptcy proceedings, putting him on a collision course with BP Amoco.
Eventually, Mr. Kukes dispensed with formalities, and used his connections in Siberia and his position in the
bankruptcy proceedings to try to wrest control of the oil fields. Alfa and Tyumen management already had formed
strong bonds with local officials in Nizhnevartovsk.
Sidanko shareholders such as Sputnik Fund, whose investors include George Soros and Harvard University, of
Cambridge, Mass., accuse Tyumen of using its connections to intimidate local courts and exploit Russia's bankruptcy
law. The only hint of collusion BP Amoco could produce, however, was a photo in a Siberian newspaper showing
important arbitration-court judges posing with a Tyumen official.
Tyumen has repeatedly denied doing anything illegal. But BP Amoco and independent observers say Tyumen's
actions in the bankruptcy case were inappropriate. Here was Tyumen, as a creditor, recommending the liquidation of
Chernogorneft, a healthy oil company, amid rising oil prices in 1999. Sidanko offered in the autumn of 1999 to pay all
of its debts to creditors. Tyumen refused, saying it didn't want cash; it wanted the company.
Tyumen clearly benefited from the bankruptcy process. Between June and August 1999, court-appointed managers
appointed to run Chernogorneft diverted most of the company's exports of crude oil -- 1.1 million barrels -- from a BP
Amoco oil-trading company to one owned by Alfa, according to shipment data pieced together from oil-trade publisher
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Energy Intelligence Group. By year end, Tyumen had snapped up Sidanko oil producers Chernogorneft and
Kondpetroleum in the bankruptcy auctions, leaving Sidanko with virtually no oil to sell. BP Amoco was ready to give
up on Russia.
So why did it stay?
In BP Amoco's eyes, Russia's petroleum riches outweighed the agony and compromise necessary to tap them.
Tyumen, for its part, feared that BP Amoco would destroy its prospects for getting foreign loans. Indeed, U.S.
Secretary of State Madeleine Albright -- in part reacting to BP Amoco's lobbying -- ordered the Export-Import Bank of
the U.S. in December to delay issuing a $500 million loan to Tyumen.
So in mid-December, Tyumen shareholders and BP Amoco executives met in London to reach a settlement.
Tyumen agreed to give back Chernogorneft, though not Kondpetroleum. In exchange, Tyumen shareholders Alfa and
Access-Renova received 25% of Sidanko. In addition, BP Amoco and Tyumen have agreed to study the feasibility of
jointly developing the massive oil fields they share.
The truce could prove tenuous. The final paperwork to return Chernogorneft isn't complete. Even though BP
Amoco has regained most of its property, it now finds itself wedged into an uneasy partnership with a company it
formerly denounced.
--Russian Roulette
A brief chronology of BP Amoco's troubles in Russia
November 1997
BP announces it will buy a 10% stake in Sidanko and a 23% stake in a
Siberian gas field for $484 million.
Autumn 1998
Court filings trigger bankruptcy proceedings against Sidanko
subsidiaries including Chernogorneft and Kondpetroleum.
October 1998
Tyumen President Simon Kukes first pitches a Tyumen-Sidanko
partnership to BP Amoco's office in Moscow.
February 1999
Mr. Kukes approaches BP Amoco Chairman Sir John Browne personally at
the World Economic Forum in Davos, Switzerland.
Summer 1999
BP Amoco lobbies Congress to halt a planned $500 million loan to
Tyumen from the U.S. Export-Import Bank
November 1999
Tyumen buys Chernogorneft and Kondpetroleum in bankruptcy auctions
for $176 million and $52 million, respectively.
December 1999
Tyumen and Sidanko announce they've called a truce and will become
partners. Tyumen gives back the oil fields and gets Sidanko stock in
exchange.
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HEADLINE: Siberian Oil Company Fights Hostile Takeover
BYLINE: By Igor Semenenko
BODY:
Staff Writer

NIZHNEVARTOVSK, Western Siberia - Chernogorneft, the Western Sibel'ian operator
of one of Russia's most lucrative oil fields, said it is scrambling to fend off a hostile
takeover by the giant Tyumen Oil Co. If Tyumen Oil succeeds in what is expected to
be a drawn-out battle, Chernogorneft will be the first-ever oil major to be acquired
by a rival,
Chernogorneft officials accused Tyumen Oil this week of being a black knight by
getting a Tyumen region court to reject the oil firm's creditor-apPointed external
manager.
"Statements made in public suggest that Tyumen Oil Co. stands behind the attempts
of a group of creditors who pursue goals allen to those of most interested parties,"
Nikolai Smoiyar, general manager of Chernogorneft, said in an interview. The
company fears that the new external manager, the previously unknown Vaslly Bikin,
will somehow put Chernogorneft in the hands of Tyumen OiL
"An external manager's rights are so vast that he can do almost anything with the
company," said Alexander Kirianov, the external rnanager who was fired Thursday by
the Tyumen regional court.
"(For example,) he might try to increase the share of liabilities held by a dissenting
group of creditors through faked loan agreements/, he said.
"I would not exclude the possibility that assets will be transferred to other
compa nies," said Eduard Shchapkis, president of Garant, one of Chernogorneft's
contractors.
Tyumen Oil on Friday refused to say if it had an interest in Chernogorneft.
"The fate of Chernogorneft is in the hands of its creditors and external manager,"
said a company spokesman in Moscow. "We think that the court made the only
possible proper decision." Analysts said Chernogorneft should logically be part of
Tyumen Oil but said the outcome of the ongoing battle was unclear.
"Chernogorneft extracts oil from Samotlor, precisely where Tyumen Oil operates,"

said Alexander Agibalov, oil and gas analyst with Aton.
"Merger with Tyumen Oil would be a logkal outcome," agreed Victor Mishnyakov, oil
and gas analyst with Nikoil.
But Chernogorneft definitely does not see it that way.
The last straw for the company came Thursday when the Tyumen region court
decided to sack Kirianov even though he had been approved by 98 percent of
Chernogorneft's creditors 'In December.
Kirianov, a former director at the Ryazan oil refinery who quit in a dispute with
Tyumen Oil, has boasted that under his leadership Chernogorneft raised salaries,
started paying taxes on time and turned a profit of 70 million rubles ($ 3 million) in
the first quarter of 1999.
He was apPointed to Chernogorneft by a court in the semi-autonomous region of
Kha nty-Mansiysk, where the company is located.
But a group from the remaining 2 percent of creditors complained about Kirianov and
initiated legal proceedings. The Khanty-Manslysk court denied the appeal, but its
decision was overruled Thursday by the higher Tyumen court.
The appeal that resulted in Kirianov's dismissal was filed by an obscure company
cailed Zapsiburneft, which was backed by Tyumen 011 subsidiary
Nizhnevartovskneftegaz and a group of Tyumen-based enterprises.
Some of Chernogorneft's Western creditors, including the European Bank for
Reconstruction and Development and Societe Generale, voiced their support for
Kirianov during the recent court hearings.
The court, nevertheless, dismissed Kirianov and aPPointed Bikin, whose candidacy
was su pported by Zapsibburneft.
Chernogorneft supporters could be heard swearing as they left the courtroom. "The
decision was made even before the hearings started," Garant's Shchapkis said.
Chernogorneft directors openly blamed the governor of the Tyumen region, Leonid
Roketsky, for rigging the court decision. Roketsky acts as chairman of the board at
Tyumen Oil.
New external manager Bikin will be in the driving seat for about a month until the
next meeting of creditors, which should be held within 30 days. The battle is not
expected to end then, though. Analysts said the dispute could last for years, until all
the i's are dotted and t's crossed.
Chernogorneft officials and creditors said they are trying to find a way to get an
external manager of their choice, but they have not yet forged any concrete 0lans,
"The workers could simply refuse to let the new external manager in," Shchapkis
said.
In the meantime, worries are running high that the fight could turn ugly.

"I fear a dozen of people will be gunned down just in the course of several days,"
one of the witnesses at the court hearing in Tyumen said.
Others said Tyumen was aiready playing dirty. "Tyumen Oil forced us to give away
our powers of attorney to vote at Chernogorneft's shareholder meetings," Shchapkis
said. "They said we either cooperate with Tyumen Oil or lose our business and jobs."
Chernogorneft extracts 6 million tons of crude a year and has monthly revenues of$
30 million. The company sells crude at 680 rubles ($ 27.80) per ton on the domestic
market and fetches 2,100 rubles ($ 86) per ton for exports.
On paper, Chernogorneft remains a production subsidiary of Sidanko, which was until
most recently part of Uneximbank's industrial empire.
Sidanko was selling crude on behalf of Chernogorneft but stopped paying for supplies
of crude on time last March, Chernogorneft offiCials said. As a result, Chernogorneft
sunk into the red and was put under receivership in December.
Sidanko, with a 75 percent stake in Chernogorneft, stills hopes to regain ownership
rights, saying Friday that it would repay the $ 30 million owed to the oil extractor.
Officials could not explain how the debt would be paid.
Chernogorneft is firmly opposed to rejoining forces with Sidanko.

)

BLACK
EXHIBIT 7

Page 1

1 of 1 DOCUMENT
Copyright 1999 Factiva, a Dow Jones and Reuters Company
All Rights Reserved

(Copyright (c) 1999, Dow Jones & Company, Inc.)
The Wall Street Journal
July 8, 1999 Thursday
SECTION: INTERNATIONAL; Pg. A12
LENGTH: 407 words
HEADLINE: Russia's Tyumen Oil Seeks to Expand With Some Assets of Troubled Sidanko
BYLINE: By Alan S. Cullison, Staff Reporter of The Wall Street Journal
BODY:
MOSCOW -- Russia's Tyumen Oil Co. has made a bid for assets of AO Sidanko, the country's fifth-largest oil
company, offering to buy up $77 million of the deeply troubled company's debts to Western creditors.
The offer could throw a wrench into the plans of BP Amoco, which paid $571 million two years ago for a 10%
stake in Sidanko. BP Amoco is trying salvage its investment by getting creditors to go along with a debt restructuring
that would take Sidanko out of bankruptcy proceedings.
By buying up Sidanko debt, Tyumen could wield greater influence in bankruptcy proceedings and press to have the
company dismembered. Tyumen says it wants to buy Sidanko's main asset, the Chernogorneft oil-production company.
Chernogorneft's fields are located near Tyumen's in western Siberia. Tyumen's fields, however, were badly abused
by hurried exploitation in Soviet times, and the company is hoping to salvage them with the help of a $500 million loan
guarantee from the U.S. Export-Import Bank. By gobbling up Chernogorneft, Tyumen would have a much more attractive asset base, analysts said.
Tyumen Chief Executive Simon Kukes said yesterday it was too early to gauge the banks' reaction to his company's
offer. He said the offer would pay back half the dollar amount outstanding on a $150 million loan provided by the
banking group. The banks include Dresdner Bank AG, Bayerische Hypotheken-und WechselBank AG and National
Westminster Bank PLC's Greenwich NatWest.
"We think that we made a very good offer for the banks, and we are willing to negotiate further," said Mr. Kukes.
He wouldn't discuss the terms.
BP Amoco spokesman Howard Chase said his company was aware that Tyumen Oil had been in informal talks
with the banks. He said the banks hadn't yet received enough information from the company to evaluate its offer.
Mr. Chase said creditors were making headway toward an "amicable settlement" of Sidanko's debts. "The intention
is to restore the company to stable operations," he said.
In January, Sidanko became the first big Russian oil holding company to face bankruptcy proceedings, and at the
time highlighted the waning fortunes of Russia's so-called oligarchs, once-powerful tycoons who amassed large busi-
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ness empires during the post-Soviet sell-off of state assets. Today, Vladimir Potanin's Interros financial and industrial
group holds a 46% stake in Sidanko. That stake is expected to fall somewhat as the result of any restructuring.
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A High Cost for BP Amoco's Investment in an Oil Concern
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In November 1997, British Petroleum began its acquisition of a 10 percent stake in
tile Russian oil company Sidanko with a signing ceremony at No. 10 Downing Street.
Prime Minister Tony Blair joined executives from both sides to start a project they
expected to succeed where others between Russia and the West had failed. B.P. had
the experience and cash, paying $484 million for the Sidanko shares and planning to
invest $3 billion more over the next decade, mainly to develop a huge Siberian gas
field. And Vladimir Potanin, president of Uneximbank, Sidanko's owner, had the
political influence to shepherd the project through Russia's hostile business
environment. Eighteen months after the smiles and handshakes, B.P., now BP Amoco
P.L.C., is embroiled in a bankruptcy proceeding and a takeover fight that threatens
to destroy Sidanko and SP Amoco's investment in it.
Beyond this one deal, the situation puts the future of direct foreign investment in
Russia at risk. "Everybody is watching this," one Western oil executive said. "If this
can happen to SP, it shows that everybody is vulnerable."
Possibly Russia's largest direct foreign investor, SP Amoco has been outmaneuvered
by an aggressive, well-connected Russian rival, the Tyumen Oil Company. As many
of BP Amoco's Moscow executives resort to bodyguards or keep low profiles, the
company accuses Tyumen of tampering with Russian courts to wrest Sidanko's main
production unit away through the bankruptcy process. Tyumen denies this.
BP Amoco has already written off $200 million of its investment, and company
insiders say that ifTyumen succeeds in taking over Sidanko, SP Amoco will have to
write it all off. Britain had raised the issue with Russia's recently ousted Prime
Minister, Sergei Stepashin, but received no response.
How could BP Amoco, with its experience in volatile developing nations, fall into such
a mire 7
involvement with Sidanko unravels as a tale of carelessness and naivete,
one in which it tried to follow the rules of Western business only to discover too late
that those rules do not apply in Russia.

Its

"People hadn't thought through the scale of risks," said Stephen O'Sullivan, head of

r"'
iU

research at United Financial Group, a Moscow investment bank. "People see Russia
as a poor first world country, when it's really the third world in many ways. There's
no history of doing business here, no tradition of the rule of law, no civil society."
Sidanko is now in bankruptcy proceedings, but BP Amoco wants to avoid liquidating
it. That will mean reaching an amicable settlement with Sidanko's creditors, mainly a
consortium of European banks that lent the Russian concern a third of its $450
million in outstanding debt.
Any settlement would involve the refinancing of Sidanko by BP Amoco, which is also
a creditor, and by the banks. For this to work, all the banks in the consortium must
agree. Most have, but Westdeutsche Landesbank of Germany has sold its $10 million
portion of the debt to Tyumen, people at both companies say. The bank, which is
owed about $100 million by Tyumen, apparently does not believe the BP Amoco pian
will save Sidanko.
Now that Tyumen has bought this debt, it will probably vote against the amicable
settlement, sending Sidan ko into liquidation, That would increase Tyumen's chances
of acquiring Sidanko's prime production unit, Chernogorneft, cheaply. "Without
Chernogorneft," one person close to BP Amoco said, "Sidanko as a company is
dead."
A bankrupt company picked apart by its rivals was the iast thing B.P. expected. Two
years ago, Russia was a bull market. Many foreigners expected the country to
develop into a Western-style market economy.
Sidanko was among the five largest Russian oil concerns. At its helm was Mr.
Potanin, a young, apparently pro-Western banker and one of Russia's most powerful
executives, with close ties to the Kremlin, The conventional wisdom urged
Westerners to pick powerful, trustworthy Russian partners, and B.P. obviously
thought it had.
It chose Sidanko "to get a long-term foothold in Russia," said Howard Chase, director
of BP Amoco's external affairs in Moscow. The company had an eye on Sidanko's
Kovytkinskoye gas field in Siberia, from which it hoped, eventually, to export natural
gas to lucrative East Asian markets.

Hindsight is seldom fair, but two years ago, if B.P. had dug a little deeper into
Sidanko or given more thought to the problems of working in Russia, the deal might
have turned out differently.
No Russian oil concern, analysts point out, is a "company" in the Western sense, with
clear books and effective management. But some are worse than others, and
Sidan ko was in the back of the pack. Of Sidanko's seven production units, only
Chernogorneft and Udmurtneft were strong. Sidanko's main refinery is hundreds of
miles from its oilfields, in a sparsely populated region with only dying military
industries to sell to and no access to export markets.
Mr. Potanin, through his connections, paid about $470 million for the whole company
-- nearly what B,P. paid for a 10 percent stake, 20 percent of the voting rights and a
few positions in Sidanko upper management.

)
"You can't influence a Russian company with a 10 percent stake," said Erik Wigertz,

oil analyst for the Moscow investment bank Brunswick Warburg. "You need at least a
25 percent stake to block decisions at shareholders' meetings." If the reorganization
plan is approved, BP Amoco said, it will get that 25 percent.
BP Amoco managers in crucial financial posts in Sidanko, most of whom do not speak
Russian, have spent the last year trying to bring its messy finances under control
and then struggling to cut debt and spending, with some success. But the British
company could not begin to deal with the many problems at Sidanko's subsidiaries,
which were the first to be driven into bankruptcy li'lte last year.
"They felt that if they put people into a few positions of power and gave instructions,
they would be carried out, because that's how it happens in the West," Mr. O'Sullivan
said. "But they weren't carried out, either because Russian management culturally
won't do so or because they're getting their orders from someone else."
If Western companies resist outsiders poking about in their books for fear of change,
Russia n companies fear the discovery of rampant misappropriation, Western analysts
and oil executives say.
Other Western 0'11 companies, like Amoco and Elf Aquitaine, contemplated simiiar
investments in Russia, but shied away. "When B.P. did this deal, people thought It
was a bold move," the Western oil executive said, "but one the company would

regret.

II

Less than a year after that move. the bankruptcies began. Most Russian companies
carry a risky mixture of debt, often as a ploy to show low earnings and avoid taxes,
But in late 1998, small creditors were able, under Russian bankruptcy law, to use
such debts to try to force three of Sidanko's main oil producing units, including
Chernogorneft. into bankruptcy. Then in late January, a mysterious company that
was owed $20,000 by Sidanko filed to bankrupt the company.
This is Russia's first big industrial bankruptcy, so much of the process is uncharted
territory. But smaller cases In the past have shown that bankruptcy is used in Russia
more often to strip assets than to rework debts and pay creditors, a course of events
that BP Amoco fears is now happening.
While bankruptcy courts in the West generally favor creditors, most rulings involving
Sidanko and its units have gone the other way. Russian courts declared Sidanko
bankrupt in May, although most creditors had asked for time to develop an amicable
settlement.
In the Chernogorneft case, the main lenders, the European Bank for Reconstruction
and Development and the Export-Import Bank of the United States, were initially not
registered as creditors, which prevented them from voting on new managers. In
May, the Chernogorneft outside manager was removed by a Siberian court. Europe's
development bank protested to the Supreme Arbitration Court in Moscow. The
Moscow court backed the bank and had the original manager reinstated -- only to
reverse itself four days later, with no further explanation.
Finally,on the eve of a crucial Chernogorneft creditors' meeting in July, the ExportIrnport Bank found that the Chernogorneft outside manager had fully repaid its debf',
violating bankruptcy principles that call for all debts to be settled simultaneously.
More important, the bank was once more excluded from a vote on the company's,

future.
BP Amoco and major creditors see the efforts of Tyumen Oil behind the courts'
erratic behavior. The powerful Alfa financial conglomerate and Access Industries, a
New York investment firm, acquired 51 percent of Tyumen from the Russian
Government in late 1997. The owners brought order and moderate growth to
foundering production and refining units, installing Western-trained managers and
trying hard to forge an image as a progressive company. Tyumen Oil has won
preliminary approval for $489 million in Export-Import Bank loan guarantees, a
decision now under review by Congress.
Tyumen concedes that it wants Chernogorneft, whose
depleting ones. But Tyumen bristles at suggestions of
that BP Amoco is trying to biame someone eise for its
that Chernogorneft was "falling apart," said Tyumen's
who had a long career at Amoco.

rich fields abut its own rapidly
influence-peddling, insIsting
failures at Sidanko. Seeing
chief executive, Simon Kukes,

"We considered a hostile takeover attempt," he said. "It's not pleasant, but it's ail
legal."
Still, various details have led some analysts, oii executives, creditors and
Chernogorneft insiders to conclude that Tyumen is involved in behind-the-scenes
moves. The company has a history of playing rough with foreigners: the Canadian
company Black Sea Energy has filed suit in Swedish arbitration court against a
Tyumen subsidiary, contending it reneged on a joint venture contract.
In Moscow, experts suggest that Tyumen has influenced the regional courts in the
Sidanko subsidiaries' bankruptcies to vote against creditor recommendations. The
company adamantly denies this. Still, after court-appointed outside managers
arrived, two Sidanko units moved to sell their oil through a trading fil'm thought to
be closely linked to Tyumen's main shareholder,. Alfa group. Previously, the units
sold their oil through Sidanko. Russian newspapers have also printed photos of
Tyumen executives socializing with bankruptcy judges.
As all this continues, BP Amoco's supposed ally, Mr. Potanin, the owner of Sidanko, is
nowhere to be seen, his political influence suddenly gone. This leaves BP Amoco to
grope its way through the murkiness of the bankruptcy process alone, part of its
bitter education in Russia.
"B.P. wanted to undertake a learning process to see if it is indeed possible to work
through a Russian company in Russia," said one person close to BP Amoco. The
lesson has been painful. "Just because you're an international giant," he said,
"doesn't mean you can work in Russia."
http://www.nvtimes.com

GRAPHIC: Photo: In 1997, an agreement between BP Amoco's chief executive, John
Browne, center, and Vladimir Potanin, chairman of Russia's Sidanko oil company,
was important enough to be witnessed by British Prime Minister Tony Blair, left.
(Reuters)(pg. C17)
Gra ph: "Losing Its Appeal"
Not long ago, Russia seemed like a land of opportunity. But economic chaos and
troubles like those 'experienced by BP Amoco after it bought a stake in a RUSSian oil

company, have led to a sharp decline in outside investment. Graph plots direct
foreign investment in Russia, from 1994 through an estimated 1999. (Source: J. P.
Morgan)(pg. C17)
Graphs: "Oil Woes"
The collapse of the former Soviet Union in 1991 has left the oil industry in a
shambles, with output down and' reserves failing to grow because of low investment.
Graphs plot crude oil production, from 1990 through an estimated 1999 and crude oil
reserves, from 1985 through 1998, for Russia and other countries that were part of
the Soviet Union. (Source: Cambridge Energy Research Associates)(pg. C1)
Drawing. (Illustration by Jody Emery)(pg. Cl)
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Russia Rules of war
WOULDNT it be clever to spend almost nothing and buy the bankrupt
owner of an oilfield next door to yours? That, roughly, was the thinking
at TNlC, one of Russia's biggest oil companies, which has used the quirky
local bankrclptcy law, and some sympathetic local judges, to buy
Chernogorneft, a subsidiary of Sidanco, another large (and bankrupt)
Russian oil company. The move also put TNT at loggerheads with BP Amoco,
a rather bigger oil company, which in 1997 had paid a juicy Dollars 571m
for 10% of Sidanco
Along with other foreign shareholders, BP is furious about TNK's
tactics, and the Russian government's inability to put a stop to them.
Chernogorneft, it says, was artificially bankrupted. Then, it claims,
TNT squeezed out foreign debt-holders and intimidated judges and
journalists, while a TN1<.-installed administrator plundered
Chernogorneft. Its debts have soared, despite a nearly threefold
increase in the oil price. On November 26th the firm, with an output
last year worth Dollars 1.2 billion at today's high prices, was
auctioned off for just Dollars 176m. As a result, TN'K.'s offers of a
peace deal are - at least in public - being rebuffed. "Successful
marriages do not begin with a rape," comments a supporter of BP.
Other charges against TNK include that it is bankrupt itself, that its
sources of funds are unclear, and that behind the scenes it is run by
bandits. "Our companies don't like people who bring guns to meetings,"
says one western diplomat. (TN1<.'s chief executive, Simon Kukes, says
that one of the company's senior figures, German Khan, used indeed to
carry a gun, but that a new rule introduced four months ago means that
he no longer brings it to meetings.)
A clear case of sinister Russians taking advantage of innocent
westerners? In fact, INK's opponents do not come out of the saga too
well, either. For a start, Russian bankruptcy laws do unfairly favour
credi tors over shareholders. "We bought the debt," argues Len Blavatnik,

\

\

a Russian-born American citizen who manages a big stake in TNK. "These
are hostile, but totally legitimate actions."
Naivety may have played its part too. BP charged into Russia
(determined to match its arch-rival, Royal Dutch/Shell) only to fall
foul of Sidanco's dodgy finances (and even dodgier management) within a
few months. Having misjudged Sidanco, BP's chairman, Sir John Browne now
refuses to talk to !VIr Blavatnik (Harvard-educated, no less) That seems
oddly prim and proper for a multinational that is used to operating in
the roughest parts of the world.
And sometimes the protestations of outrage at TNKs behaviour are not
completely convincing. Another ofTNI<"s opponents, the Sputnik Fund, is
headed by Boris Jordan, a flamboyant American-born Moscow financier and
former associate of Vladimir Potanin, the head of Uneximbank, and former
owner of Sidanco. TNK says his real motive for kicking up a fuss is to
distract his own shareholders' attention from the fund's spectacular
losses in Russia. Mr Jordan hotly denies this.
Moreover. the losers in this tussle soon abandon the moral high ground
that they so readily assume. "If they just stuck to
judges, we
could play that game too," says one of TN1<'s many rivals, revealingly,
purporting to be disgusted by its alleged resort to the wicked stick of
intimidation, rather than the harmless carrot of bribery
Nonetheless, TNK now seems to be in hot water. Mr Jordan's ihnd last
month sued lvIr Blavatnik in New York. Mr Kukes (also an American citizen)
may be next. Some ofTNK's standard lines - that its prompt payment of
taxes and wages make local judges' friendliness entirely understandable
- may sound rather thin to an American court. TN1<'s opponents will
doubtless also investigate whether there is anything to rumours of money
laundering, an unwelcome topic among Russian emigres in New York. And
Sputnik is trying to block an American-government credit guarantee for
the modernisation of TNK's main reflllery.
Yet TNK and its shareholders, which include the Russian government,
have a few cards to play too. Some say that Mr Jordan may be countersued
in America on some pretext or other. Russia's energy minister has said
that he may review the operating licence ofBP Amoco's other prize
asset, Russia Petroleum. This runs the huge Kovykta gas field in eastern
Siberia, from which BP hopes to sell gas to China in the next century.
IfBP ends up politically isolated overChernogomeft, it may be
squeezed out ofKovykta.
For all BP's protests, a complete pull-out from Russia looks unlikely.
There are signs that the firm is already negotiating, both with TNK,

and, over Kovykta, with Russia's gas giant, Gazprom. Mr Kukes, who was
once a gifted chemist at Amoco, speaks glowingly of his rival. "We want
them to minimise their losses," he says, airing a future joint venture
as a possible compromise. "John Browne was deceived and cheated .. .If
he's a courageous man he will think about his shareholders and swallow a
lot of pride."
Maybe so. But the episode has served mainly to confirm most foreign
investors' suspicion that some of the best investments in Russia are in
bribes and guns.
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FACE OF'F

RUSSIAN PRESIDENT Boris Yeltsin resigned on December
31 oflast year, he thrust Vladimir Putin, a relative unknown, into the
limelight. Today, just a few months later, it is still too early to determine the extent of the former KGB agent's commitment to democracy
and free markets. But ifPulin decides to match words with deeds, he
will enjoy an encouraging alignment of the political stars. Unlike
Ye1tsin, Putin can count on the support of the public and of the Duma,
Russia's lower house of parliament. He has also built bridges with
rival political leaders. For a limited time at least, he can use this support
to press ahead with difficult reforms.
To do so, however, he must first rein in a dangerous posse ofplutocrats
riding roughshod over the country. This is something his predecessor
could not, or would not, achieve. On the contrary, these oligarchsBoris Berezovsky, Mikhail Khodorkovsky, Roman Abramovich,
Mikhail Fridman, and others-largely co-opted Yeltsin's governments, silencing most opposition to their conduct. As a consequence,
they now threaten Russia's transition to democracy and free markets.
They also threaten vital U.S. interests, because America's long-term
security is best assured by the success of Russia's transformation.
The oligarchs dominate Russian public life through massive fraud
and misappropriation, particularly in the oil sector. Oil is of overwhelming importance to Russia arld the oligarchs. Prior to its collapse,
the Soviet Union was the world's largest oil producer. Oil companies
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account for nearly 60 percent of the market capitalization of the Russian
stock market, and oil receipts amount to about 22 percent of the government's budget revenues. Whoever controls this massive industry
controls much of the world's oil supply-and today it is the oligarchs.
The August 1998 financial crisis practically wiped out the plutocrats'
financial assets. But those who suggest it undermined their inil.uence
are dead wrong. Oil revenues sustained the tycoons' economic and
political power, and the oil oligarchs are once again awash with cash,
thanks to the ruble devaluation of1998 (which lowered costs) and the
steep climb in oil prices in 1999 (which boosted revenues). Because
they remain among the strongest political and economic actors in
Russia-a major nuclear power whose future is crucial to Americathe plutocrats merit close scrutiny.

MAKING IT

IN 1995, a businessman named Vladimir Potanin concocted a brilliantly
self-serving scheme: the financially strapped Russian government
would mortgage the state's most valuable industrial assets to a few
politically connected insiders for far less than fair value.
The story of how the Russian government relinquished control of
,.its largest enterprises (almost all of them oil companies) through a
rigged "loans-for-shares" program has been described elsewhere.1 In
short, government shares in large enterprises were placed under trust
management with oligarch-affiliated banks and financial institutions
in exchange for loans to the state. When the government defaulted on
these loans-as was all but assured-the creditor-trustees acquired the
right to auction the collateral stakes. Almost invariably, the auction
winners turned out to be affiliates of the banks, who paid only a
nominal amount above auction starting prices. And so the oligarchs
gained control of the state's most valuable assets at knock-down prices.
To fund at least part of their winning bids, the oligarchs appear to
have used the government's own money. In the early and mid-1990s,
1 See, for example, Ira W_ Lieberman and Rogi Veimetra, "The Rush for SLate Shares

in the 'Klondyke' of Wild East Capitalism: Loans-for-Shares Transactions in Russia,"
George WashingtonJournal oJlnternational Law and Economics, vol. 29, no. 3, 199 6, p. 773·
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Company men: Viktor Chernomyrdin ...

"authorized" banks controDed by the plutocrats misappropriated billions
of dollars from the government, either directly or through sweetheart
deals involving the custody of public funds. For instance, $512 million
entrusted by the Russian government to affiliates of Pot anin's Uneximbank reportedly disappeared. According to a government audit,
billions of dollars in federal fi.lllds entrusted to oligarch-affiliated
banks for the reconstruction of Chechnya also vanished. Even when
government funds held by the oligarchs' banks were paid to their
intended beneficiaries, they came late and without the substantial
interest earned from interim investments in short-term government
debt. The enormous yield on those investments was pocketed by the
banks, an arrangement presumably facilitated by kickbacks to bureaucrats or by their lack of appreciation for the time value of money.
The industrial assets bought at auction by the oligarchs were considerable and the prices paid a relative pittance. Affiliates ofKhodorkovsky's
Rosprom-Menatep group acquired control of the Yukos oil company
for $159 million. Yukos is one of the largest oil companies in the
world: last year it produced 44.5 million tons of crude oil worth approximately $8 billion at current market prices. Its proven reserves amount to

[20 J
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billion barrels, comparable to those of British Petroleum prior to
,ts merger with Amoco. Meanwhile, affiliates of Berezovsky and
Abrarnovich acquired control of Sibneft for only $100.3 million. In
recent years, Sibneft has produced oil worth $3 billion annually, and
its proven reserves rival Texaco's. Potanin's Interros-Neft acquired
control ofSidanko, a comparably sized company, for $L}O million. He
later sold ten percent of it to British Petroleum for $571 million.
The oligarchs' oil assets are actually holding companies with no
operating businesses of their own. Their value lies in their ownership of
stakes in vast oil production companies t.~at employ tens of thousands
of people. Rather than investing in and restructuring these production
companies, the oligarchs looted them-thereby defrauding a wide range
ofstakeholders, including workers, pensioners, suppliers, minority shareholders, creditors, strategic partners, and local, regional, and federal
governments that depend on the companies for tax H:,venues.
Just how does this pillage occur? Transfer pricing is one of the
oligarchs' most reliable methods. The tycoons force Russia's oil
production companies to sell oil to parent companies at below-market
prices. A portion of that oil is then resold on world markets at the
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prevailing price. The oligarchs thus systematic3Jly strip value from
operating companies and their stakeholders. For example, in the first
nine months of1999, Yukos forced its three partially owned subsidiaries
to sell it some 240 million barrels of oil at approximately $1)0 per barrelat a time when the average market price was about $15. Yukos then
exported nearly a quarter of that oil to world
markets. And so Khodorkovsky's Yukos
Whole regions of
managed to siphon off some $800 million
Russia are being
dllling a span of approximately 36 weeks.
Despite the fact that these practices are
impoverished by the
illegal under Russian law, virtually all of
oligarchs' theft.
Russias oil oligarchs engage in them-with
predictable reslllts. Whole regions of Russia
are being impoverished. By mid-1998, regional and local tax arrears in
Nefteyugansk, where Yukos' main production company (and little else)
is located, exceeded hoo million. According to Nefteyugansk.'s mayor,
these shortfalls brought the region to "the verge of disintegration." In
addition, wage arrears and. drastic pay cuts for oil workers led to a "socially
explosive situation." Investors, of course, are also defrauded. Minority
shareholders in Yukos-controlled oil production companies include U.S.
and international investors, as well as thousands of individual Russians;
Yukos-controlled Tomskneft, for example, has more than 13,000 individual Russian shareholders, many of whom are workers and pensioners
in the Tomsk region and each ofwhom holds only a handful of shares.
The massive dilution of capital has been another method of pillage.
In September 1997, Sibneft (controlled by Berezovsky and Abramovich)
engineered the issuance of more than 44 million new shares of its
principal production company, Noyabrskneftegaz, at a below-market
price. Those shares were sold to affiJiates ofSibneft, who then transferred them to the parent company itself The transaction diluted the
equity of existing Noyabrsk stockholders by 7S percent. Because
the stock was sold below market price, the transaction also resulted
in the transfer of over $400 million in value. And Berezovsky and
Abramovich later used their new superrnajority voting power to
merge Noyabrsk out of exi.stence.
Not to be outdone, last year Khodorkovsky tried to defraud both
creditors and minority shareholders through shady offshore transactions.
(22)
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Mter three international banks acquired approximately 30 percent
ofYukos following a default on a loan to an affiliated bank, Khodorkovsky sought to turn Yukos into an empty shell. He forced it to
convey its most significant asset-its controlling position in oil
production subsidiaries-to unknown offshore entities. At the
same time, he attempted the mother of all share dilutions: by transferring a massive number of new shares to offshore entities he is
believed to control, Khodorkovsky sought to water down shareholder stakes in Yukos' oil production companies by as much as 24 0
percent. And despite injunctions in places ranging from the British
Virgin Islands to the Isle of Man, Khodorkovsky is still moving
forward with the transactions.
But the pillage does not stop there. The oligarchs loot their companies even more directly-by stealing valuable assets, including
wells, equipment, and anything else that can be found on an oil field.
Over the past two years, Yukos has forced its subsidiaries to transfer
substantial assets to new companies-notwithstanding a conflicting
Februar'/1998 order by the Russian Federal Securities Commission.
In fact, from 1997 to 1998, Yukos made the oil production companies
It controls part with assets having a book value of some $3.5 billion.
The victims have not been limited to bit players; asset-stripping has
also victimized major international oil comp~nies. In a highly publicized
case, Fridman's Tyumen Oil Company (TNK) allegedly stole Sidanko's
most valuable assets by manipulatinig the bankruptcy process. According
to defrauded Sidanko shareholders (who include BP Amoco), the theft
was carried out through the corrupt appointment of a TNK-friendly
receiver, the unlawful reduction of the claims of major creditors such as
the European Bank for Reconstruction and Development (in which the
United States holds shares), and a rigged bankruptcy "auction" in which
onlYTNK-aifiliated companies could bid.
This was not BP Amoco's first run-in with the oligarchs. In 1993,
Amoco, in a joint venture with Yuganskneftegaz, won an international tender for half of the massive Priobskoye oil field-the largest
undeveloped field in Russia. Mter Khodorkovsky gained control of
Yuganskneftegaz in 1995, he offered Amoco new terms: more money
for a smaller stake. When Amoco referred to the signed contract in
protest, Khodorkovsky reportedly only smirked-and then kicked
FOREIGN AFFAIRS . MarchiApril2000
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Amoco out of the Priobskoye project altogether, notwithstanding
four years of work and an investment of at least $100 million.
TOUGH

LOVE

PUTIN's SUPPORT for the early ratiiication of START II and for other
arms control initiatives is commendable. But absent unilateral Russi.an disarmament, America's security would best be assured by Russia's
transition to a democratic, market-oriented, and law-based state. To
the extent that the oligarchs jeopardize that transition, they threaten
more than the triumph of American values. They threaten the vital
American interest in assuring dependable stewardship of Russia's vast
nuclear arsenal. The oligarchs also threaten the security of the West's
oil supply. The dangers they pose have economic, political, and strategic
dimensions-and so too must the American response.
The oligarchs' malfeasance has deprived Russia of the private
investment it needs to complete its economic transition. Russia needs
capital-far more than is available from public sources. According to
Anatoly Chubais, the principal architect of Russia's privatization
program, Russia needs hundreds of billions of dollars for industrial
restructuring and modernization. Yet private investors have abandoned
the country because, among other things, their legal and economic
rights are abused there with consistency and impunity.
Investor fear has a ripple effect not limited to the oligarchs' own
enterprises. Widely publicized misconduct involving Russia's largest
companies and most prominent business leaders scares away international investors from all Russian companies-including those with no
intention of defrauding anyone. The problem is compounded by
staggering capital flight, which removes further funds from the cash
pool available for investment in Russian industry. In recent years, Russia
has received less direct investment than has Peru. At the beginning of
1999, daily trading volumes on the Russian stock market were less than
$1 million and have since risen to only $15-:20 million. The total market
capitalization of all companies listed on the Russian stock exchange is
approximately $36 billion. By contrast, the market capitalization ofyahoo
alone exceeds $90 billion. Russia's economy will never evolve into anything resembling a normal market economy at such levels of investment.
[24]
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The effect of the oligarchs' conduct on private investment also
raises fundamental questions about international lending programs
to Russia. Few would dispute that support from international financial
institutions should not be extended to any country indefinitely. Instead,
public moneys should be provided to overcome short-term liquidity
crises--but only until they can be supplanted by more significant private
capital. Yet Russia, thanks in large part to the oligarchs, is not a likely
candidate for the early return of private capital-from either Russian
or international sources.
To account for this reality, Western leaders should rethink the
conditions they attach to credits given to Russia by institutions such
as the International Monetary Fund or the World Bank. Contrary
to the proposals of certain European leaders and U.S. presidential
candidates, conditions should not be narrowly tied to events in
Chechnya, where the United States lacks vital interests, but to developments in Russia as a whole, where America has a range of such
interests. Second, conditions should be designed to help create the
kind of environment necessary for the return of private capital. Although
current and potential investors in Russia value macroeconomic
stability and responsible fiscal policies, they frequently have more
basic concerns, such as how to protect their investments from outright theft. Public lending should be conditioned on building the
institutions of government necessary to prevent such larceny_ Deep
structural and institutional reform will be strongly resisted by the
oligarchs, but it is necessary nonetheless. Without it, public moneys
will be wasted, and Russia will become a permanent beneficiary of
international welfare.
REINVENTING GOVERNMENT
THE RECENT UNWILLINGNESS orinabilityofRussias seniorleadership to curtail the oligarchs' predation raises serious questions not only
about the prospects for the development of free markets and the rule
onaw, but about Russian democracy itself. Mter the last presidential
election, in 1996, the oligarchs captured Yeltsin, his successive governments, and the political process. Regrettably, few signs so far point
to significant changes under Purin.
FOREIGN AFFAIRS
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In October 1999-after Putin had already become prime ministerRussia's chief market regulator, the reformer Dmitri Vasiliev, resigned
in protest over his inability to stop Yukos' fraudulent offshore share
transactions. Vasiliev had earlier requested a criminal investigation of
the deals, the third inquiry into Yukos requested or begun by Vasiliev's
Federal Securities Commission since February 1998. Uncooperative
government agencies and a corrupt Russian
judiciary, however, thwarted Vasiliev's efforts.
In Moscow, $50,000
An interagency investigation initiated by Vice
can still stall a
Premier Vladimir Bulgak in March 1999 met
•
•
l'
.•
Cnmmal mvesuganon. a similar fate.
These failures are hardly surprising. The
oligarchs enjoy enormous political power,
derived from their money, media control, and direct and indirect
participation in decision-making at many levels of government. Russia's
energy oligarchs have invested wisely; they provided Yeltsin's 1996
presidential campaign with unlimited financial support, which enabled
him to wrest victory from Communist Party leader Gennady Zyuganov.
And the oligarchs were amply rewarded for their generosity. Bot.1-c
Potapjn and Berezovsky served in high government office, Potanin as
first deputy prime minister and Berezovsky as deputy secretary of the
National Security Council and then as secretary of the Commonwealth ofIndependent States. Fellow energy baron and former Gazprom
head Viktor Chernomyrdin led the government as prime minister
from 1992 through 1998. (Gazprom, the huge gas monopoly, is Russia's
largest company.) Chernomyrdin is widely rumored to be one of
Gazprom's largest shareholders and Russia's richest citizens.
Even after Chernomyrdills ouster, the oil oligarchs' privileged access
to power continued. Berezovsky and Abramovich allegedly handled
Yeltsin family finances. Khodorkovsky routinely traveled with the
prime minister-whoever that happened to be. He was reportedly
aboard Yevgeny Primakov's plane to vVashington in March 1999
when it reversed course in midair to protest the NATO bombing of
Kosovo. And in September 1999, he accompanied then-Prime Minister
Putin to New Zealand for an economic summit.
When not serving personally as high government officials or
whispering in the ears of those who are, the oil oligarchs protect their
[26]
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interests through highly placed proxies. Khodorkovsky's man, former
Yukos senior official Sergei Generalov, served as minister of fuel and
energy from 1998 to 1999. Berezovsky's agent, Nikolai Aksenenko,
was until recently the first deputy prime minister. Another Berezovsky
proxy, Alexander Voloshin, is head of the presidential administration.
And Voloshin's top deputies include two men from the financial
interests controlling TNK.
The loyalty of lesser officials is routi,.··ldy secured through bribes,
kickbacks, and "charitable contributions." A favorite scheme involves
buying the allegiance oflaw-enforcement officers by donating motor
vehicles. An investigation of Yukos in Moscow, for example, was
complicated after Yukos promised to buy cars for the Federal Security
Service. Similarly, Sibneft has reportedly donated 50 Land Rovers to
the Omsk police.
Sometimes payoffs are even more direct. In Moscow, $50,000 can
stall a criminal investigation. The Russian judiciary faces similar
temptations. In cases involving the oligarchs, trial and appellate court
judges are routinely bribed. Failing that, judges who evince a dangerous
,redisposition to impartiality are reassigned
without explanation by superiors who are Oligarch money has
presumably on the take.
The pervasive political influence of Russia's infused all of Russia's
oil oligarchs shows no likelihood of rapid political movements.
abatement. Putin has not swept house at the
Kremlin. On the contrary, one of his first
official acts was to reappoint Voloshin head of the presidential administration. Voloshin, in cahoots with Berezovsky, has been accused by
former Soviet President Mikhail Gorbachev of helping orchestrate
Yeltsin's removal.
Oligarch money has infused all of Russia's major political movements, even the relatively incorruptible, pro-Western, reformist
Yabloko bloc. In addition to funding Russia's major political parties, the oil oligarchs offered their own hand-selected candidates
during the recent parliamentary elections. Some even stood for
election themselves. Yukos' Generalov se=ed a Duma seat. Berezovsky,
who is widely credited with helping mastermind the meteoric rise
of the pro-Kremlin Unity Party, won a seat representing a district
FOREIGN AFFAIRS·MarchIApri12ooo
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in Karachay-Cherkessia, and Abramovitch was elected for the
remote Chukotski Peninsula.
To be sure, big business interests infuse the political systems of many
countries, including the United States. But in Russia, the political
influence of the oligarchs is largely the fruit of criminal activity. It
is also amplified by several factors unique to that country. One, as Russia
scholar Michael McFaul has noted, is the weak party system. Russia lacks
true political parties. What it has instead are loose, poorly organized
coalitions centered around one or two strong personalities. This lack
of a real party system inhibits conflict resolution among competing
interest groups. Compounding matters, civil society is woefully underdeveloped. Institutions and interest groups that could potentially
countervail the influence of the oligarchs are weak. Labor is disorganized;
small business is virtually nonexistent; civic organizations are confused and dispirited.
Significantly, Russia also lacks a free press--not because of government censorship but because of oligarch control of the most meaningfal
media outlets. Berezovsky controls the ORT television station; TV-6;
the newspapers Nezavisimaya Gazeta, Novayalzvestiya, and Kommersant;
and Ogonek magazine. Potanin controls the newspapers Izvestiya,
Komsomolets, and Russki Te!egraf and Ehpert magazine. Until recently,
a Khodorkovsky lackey even served as deputy head of ITAR-TASS, the
state news agency.
That Russia lacks independent institutions, interest groups, or
news media to counter tl-le oligarchs is hardly slli'Prising. The tycoons'
predation has sucked up the country's wealth and impoverished broad
swaths of Russian society. A basic gauge of income inequality, the Gini
coefficient, has doubled in recent years. Financial theft has deprived
ordinary people and governments at several levels of their fair share of
the fruits of Russian industrial activity. All this prevents the diffusion
of social, political, and economic power within Russia and runs
counter to vital U.S. interests in promoting Russian democratization.
The financial power of the oligarchs is changing political dynamics
in Russia in other, less obvious ways. For one, it is hastening centrifugal
tendencies within the country. As in communist days, economic value
continues to be siphoned from Russia's regions to the center and
returned to the regions in the form of various transfer payments. Now,
[28]
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however, the recipients of Russia's wealth and the distributors oflargesse
are increasingly Moscow-based financial elites, not the Kremlin. This
marginalizes the Kremlin's political influence in Russia's restless regions.
The oligarchs' control over local purse strings manifests itself in
their patronage of social infrastructure and haphazard tax payments
to local and regional authorities. The infrastructure attached to an
oligarch-controlled enterprise may include schools, hospitals, and
recreation facilities; such "social assets," a relic of communism, still
play an important role in many communities built around industrial
enterprises. Support for social infrastructure buys the oil barons
considerable local influence.
More significant, local and regional tax payments are no longer
based on objective criteria. Instead, they are negotiated between
plutocrat and governor, many of whom lack the power to discipline
recalcitrant oligarchs.
A similar situation exists at the federal level. The fact that tax payments by Russia's energy tycoons, when made at all, are negotiated affairs
is testimony to the oligarchs' power and the weakness of the state. These
arrangements threaten more than the development of Russian democracy. They undermine the very integrity of the Russian Federation.
GET PERSONAL
EVEN ACCOUNTING FOR a precipitous drop of almost 50 percent in
the past ten years, Russia still produces more oil than any country
in the world except the United States and Saudi Arabia. Yet control over
Russian production now lies firmly in the hands of rogues, plutocrats
with greater productive assets than the largest Latin American drug
cartels. The largest Russian oil companies today are little more than
sernicrirninal groups that defY international standards oflawful conduct.
Certain oil oligarchs or their close associates are currently under
investigation by U.S. and European law-enforcement officials for
money laundering, corruption, and fraud.
The oligarchs' criminality therefore threatens more than the
security of the world's energy supplies; to the extent that it leaks out of
Russia, it also challenges the West's commitment to the international
rule oflaw.
FOREIGN AFFAIRS . MarchlAprii2000
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At issue are not simply cases of financial impropriety. The oil oligarchs
are extremely ruthless. People who get in their way-even ministers
of the Russian Federation-are routinely threatened. A senior TNK
official involved in the Sidanko-BP Amoco dispute allegedly waved
a pistol in the face of the mayor ofNizhnevartovsk. A local judge who
had made a decision adverse to TNK was reportedly beaten in the
street. In June 1.998, the mayor ofNefteyugansk was murdered. That
spring, he had led a very public crusade and hunger strike against
Yukos, protesting the enormous wage and tax arrears that he claimed
were impoverishing the region. A rowdy public protest was held outside a shareholders' meeting, trapping Yukos' president inside for
several hours. The mayor had previously sent a secret cable to Prime
Minister Sergei Kiriyenko requesting his assistance in the showdown.
But the mayor was found dead before Kiriyenko could answer.
Elsewhere, in March 1999, the car of a Russian oil executive allied
with Western investors against Yukos was attacked in a military-style
ambush. The executive was not in the car at the time of this attempt
on his life-the second such attack.. His bodyguards and driver were
not as fortunate, however: one was killed in the assault, the others
badly wounded. A similar fate awaited t."'e general director of the
Omsk oil refinery, the largest in Russia. The month before Sibneft
came into existence, he was found floating in a river. He was said to
have opposed the planned handover of his refiner-y to Sibneft. In
September 1995, the man who handled most of Noyabrysk's crude
exports was luckier. He was thrown in jail and released months later
without being formally charged.
In the face of such venality, what is the West to do? Apart from
changing its approach to public-sector lending, it must get personal.
Russia's oil oligarchs should be treated like pariahs. They should be
denied access to international capital for the companies they control.
They must get no support from federal agencies such as the U.S.
Export-Import Bank. To contain Russian crime and corruption,
U.S. and Western law enforcement agencies should vigorously prosecute
cases in their jurisdiction. That will help ensure that money misappropriated from Russia is returned to Russia. It will also prevent the
West from becoming a safe haven for overseas criminality and will
uphold America's commitment to the rule of law. Not only should
[30]
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Washington, Wall Street, and London refuse the oligarchs the
respectful receptions and prestigious platforms they crave for selflegitimization, but certain of the oligarchs should be denied visas to
visit the West for any purpose.
Pariah status should continue until the oligarchs modify their
behavior-or until Putin renationalizes that country's rogue oil
companies. Given the extraordinary circumstances and the considerah1 e s·olras .1-.0 U~;ted C:.a.os an cl ~wltil' a.eral organ;?ahAnC sh owlcl
actively encourage and support renationalization and reprivatization
on a case-by-case basis. In the battle against the oligarchs, Moscow
and the West must rely on every weapon available. If they do not,
the oligarchs will.~
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April I990: McDonald's would not have been my first choice for lunch

but we needed food and that was the best available. So we bought two
hamburgers and ate them in the car, outside the Ministry of Oil and
Gas.
The opening of the "golden arches", the symbol of globalisation, in
Pushkin Square, just a few blocks from the Kremlin was a real sign that
times were changing. The USSR was close to meltdown. President
Gorbachev's liberal reforms under perestroika and glasnost had resulted in
an economic freefall. The remnants of communism were becoming a
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new order with new power and rules. How that order and power would
develop was unclear.

ffi'()

But we had just heard something remarkable. Had we understood
correctly? The car windows became increasingly steamy as we replayed
the day's conversation.

INDIAN
OCEAN

Of!:.

Vagit Alekperov, then Russia's First Deputy Minister for Oil and Gas,

had told us he was going to set up an oil company. Fashionably dressed

B P had to be in Russia - it has one of the

in well-cut trousers, black roll- neck sweater and leather jacket, with his

world's Largest combined oil and gas reserves

dark good looks, Alekperov was clearly powerful in this rapidly shifting
society.
"So, do you want to be involved?"
I was naive, assuming he was talking about setting up a new company
to explore a new prospect. "It sounds interesting. How are you going to
do that?"
"Well, we'll give it some assets to start with."
"What sort of assets?"
"Basically some of the assets that I'm controlling now as a minister."
"How will you do that?"

He did not respond.
Was he really suggesting a straightforward privatisation of state-owned
assets? It seemed too incredible, Since 1987 small private businesses,
erroneously named kooperativ5, had been allowed in Russia, but natural
resources were patrimony of the state. Even information about natural
resources had been treated as a state secret.
Secrecy was part of the problem in Moscow. It was hard to get

information, difficult to find the right people to speak to, and impossible
to fmd anyone who could make a decision.
Alekperov dearly was one of the right people, but I had not gone to
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see him to talk about oil in mother Russia. I wanted to find out more
about oil in Kazakhstan and Azerbaijan.
Kazakhstan was our first topic of conversation. The Kazakh Soviet
Socialist Republic, like all countries in the Soviet Union, had been
closed to the West until relations began to ease after the fall of the Berlin
Wall. I was one of the first Western business leaders to go to Almaty, the
Soviet- era capital, to start discussions about potential opportunities.
I had made great efforts, just a few months earlier, to get to know
Nursultan Nazarbayev, then the ruling communist leader. This entailed
immersion in traditional Kazakh customs and hospitality. Sheep'S eyes
would definitely not have been my choice for dinner but, wearing local
ethnic costume, I had eaten one trying not to think of its texture or
origin but simply ofB P.
I had gone to Kazakhstan to talk about the massive Tengiz field. It
turned out to be one of the largest oil fields in the world with more than
25 billion barrels of reserves. Now, in Moscow, Alekperov was telling
me that Kazakhstan would he had for my health and that we would not
succeed there. When I asked him about Azerbaijan he was more positive,
saying it was a "good place", but then he was originally from Baku.
And that was why we were plotting in the car, with the hamburgers.
Should we pursue opportunities in Kazakhstan? Should we see what
was happening in Azerbaijan? How could we get involved in what was
happening in Russia? What was our next move?
These early conversations with characters like Nazarbayev and Alekperov were guarded and tough. Everyone knew the stakes were high.
Even in the face of Alekperov's chilling remark about Kazakhstan,
I remained very confident; it was the confidence bred of ignorance. As
the country gained its independence and Nazarbayev became president,
our talks continued. Things waxed and waned. Projects were on and
then they were off. Different oil companies tried to curry favour. We
entertained Nazarbayev royally, took him to Alaska to show him the
breadth and depth of our Arctic experience, and even helped him arrange
his medical care. We looked at another field, Karachaganak. But in the
end we co uld n9t agree the terms wanted by the Kazakhs. Their
aspirations were sky high. At one stage Nazarbayev even asked the oil
companies to help fund a soccer stadium for his new capital, Astana. I
Meanwhile. we began to make some tentative moves in Azerbaijan,
but that is a separate story.
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Feeling our way in Russia

Although Alekperov had said that we could get involved in something
in Russia, trying to make that happen proved frustrating. I went back
and forth to Moscow in the following months, but to no avail.
However, we did learn a lot. We discovered two things. First, Russian
oil production was dropping rapidly and faster than we had expected.
There was talk of ten million barrels a day falling to four million barrels
a day. This had to be a management problem rather than a physical one.
While we did not know the exact level of their reserves, we knew that
they were substantial and more than adequate to support at least nine
million barrels a day. Second, we discovered that getting a new project
started would be a great challenge. The prevailing Soviet view was that
nothing would work unless they had invented it. There was no incentive
to change. And sourcing capital equipment would be a major problem.
It was badly needed since the whole oil industry was decaying. Equipment was broken, corroded and often quite unsafe. Pipelines leaked. Gas
produced with oil was routinely flared because it could not be collected
for sale.
We went back to Russia and explored countless ideas. Many trips on
old Soviet helicopters took us to one oil field after another in Tyumen
province. We stayed at a mansion on the shores of the lake reputed to be
the actual Swan Lake of the ballet. I got to know the Governor and his
brother, w ho purported to control assets which would apparently be
"just right" for us. Unfortunately, they were either not available or not
appropriate. We looked at the Shtokman gas field in the Barents Sea but
decided that it would be too costly to develop. I travelled to TimanPechora and found plenry of opportunities there but breaking into the
local politics proved to be too difficult.
There were many colourful characters. Our plan was to keep talking
to as many people as possible to fmd out what was happening and to
spot the right opportuniry. You can never do business by sitting behind
a desk waiting for a call. You have to be in the flow of people and
information. And that was never more necessary than in Moscow in the
early 1990S as the stage, plot and cast all changed.
Following the fall of the Berlin Wall, Germany was reunified in
October 1990 and by summer of the following year "the Warsaw Pact
crumbled and dissolved with little resistance from the Soviet powers. For
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some, Gorbachev's moves towards democracy and free markets went too
fast and too far. Communist hard liners staged a brief coup in August
I991. It was not successful. And its failure was vividly illustrated by
Yeltsin climbing aboard a tank, outside the White House in Moscow.
By December I99I, Gorbachev had resigned; the Soviet Union had
ceased to exist. Yeltsin was now the President of Russia. He brought the
promise of an even faster move to a free market economy.
Deciding to get rid of the centrally controlled communist economy
was an important step. However, few people in Moscow had the economic skills or commercial experience to make this change happen.
Institutions were ill-equipped to make a smooth transition to a free
market economy and democracy. What followed was, not surprisingly,
chaos - a "wild east". In the vacuum, wealth and power were seized by
a handful of astute, driven and tough people. Widespread corruption,
social dislocation and economic collapse ensued.
One of these "astute" people was Vagit Alekperov. I met him again
in the middle of 1991 at a palace close to a dacha we had rented, west of
Moscow. The palace at Arkhangelskoye was beautiful but deserted. It
looked as ifno one had been there for some time. The faded surroundings
were the right setting to talk about change. And that is what we did, but
to no concrete conclusion.
By November 199I Alekperov had indeed set up an oil company,
combining three separate state oil businesses into the vertically integrated state-owned oil concern Langepas-Urai-Kogalymneft. With
privatisation in 1993, this would become private company Lukoil and
Russia's largest oil company with Alekperov as president and a major
shareholder. He became one of the richest people in the world. z Meanwhile, with assets still under state ownership, our interminable discussions
went nowhere. It felt as if we were banging OUI fist on a closed door. It
was clear that things were changing but the mood in Moscow was up
and down. I would go to one meeting and come back elated. and then
go to another meeting and it was a disaster. The worst time to go was in
the winter; it was dark, cold and depressing. It affected everyone; it
reduced hope and made everyone miserable.
Since we could not find a way to get involved in exploration and
production. we decided to try something different. We set up a joint
venture with long-time Mayor Yury Luzhkov to build a chain of BP
gasoline stations around Moscow. We got some of the best sites. The
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hidden hand of the mayor must have been at work to acquire them. The
smart new forecourts with shiny signage, and shops with goods on the
shelf. were an enormous contrast to the drab and decrepit gasoline
stations of Moscow at that time. Everybody noticed them - including
President Yeltsin.
This was an important move. It brought the BP brand to the attention
of the big decision makers. We made some money too, by making it a
"cash-only" business and the well-located sites became a valuable asset.
Today those gasoline stations are still branded BP, although they are now
owned by the TNK-BP joint venture.
Meanwhile, we were not going to give up on other options. We kept
talking to government officials and eventually got agreement from the
Ministry of Oil and Gas to undertake a study of the super-giant gas field,
Kovykrinskoye. in East Siberia. It probably contained as much gas as
the whole Norwegian continental shelf, one of the world's largest gas
production areas. But. at the time, we had neither the right technology
to produce it at a profitable rate nor the pipelines to get the gas to a
market. The gas was a long way from the two big markets of the day Europe and Japan. Rather than waste our efforts, we gave our study to
a grateful but disappointed local administration. That gas field would
later come back to us as part of the package of assets of our fIrst Russian
venture. And that venture was Sidanco.
One of the people we met when we were involved in the work in
East Siberia was Boris Jordan. Boris was a lively American banker,
Russian by birth. who would go on to set up Renaissance Capital and
the Sputnik Group. I told him BP wanted to invest in Russia.
"You should buy a piece of Sidanco. I want you to meet Vladimir
Potanin," he said. Pounin was one of the astute people who would
become one of the so-called "oligarchs".
T he oligarchs were made through privatisation of the state's assets. In
late 1992 many in Moscow thought the move to a free market economy
was not happening fast enough and that the country might revert to
conununism. Boris Jordan was one of the people who advised the
government. including Yeltsio's minister Anatoly Chubais, on a scheme
called voucher privatisation.1 The idea of the scheme was to create
widespread popular demand for privatisation. Everyone born in Russia
before 2 September I992 could, for a nominal fee of2s roubles, purchase
a voucher with a face value of 10,000 roubles (then worth approximately

136

BEYOND BUSINESS

$25). This could then be used to acquire shares in state-owned companies
which were being privatised. 4
Few people understood ·the scheme; many were happy to swap their
vouchers for more inunediate benefits - cash, cigarettes or vodka. As a
result, when the companies were auctioned off, they ended up being
highly undervalued and falling cheaply into the hands of well-placed
management and the embryonic oligarchs. Some companies were
deemed "strategic" and so the state kept a majority interest in them.
Others were sold off completely.
In 1995 privatisation went a step further with a new scheme called
loans-far-shares. This became the aptly named "sale of the century". 5
The loans-far-shares scheme involved the privatisation of some of the
most valuable strategic assets of the Russian economy, includi ng several
large oil companies. Under the scheme, a few businesses or individuals
made loans to the government in return for taking the shares of companies as collateral. Technically, the state could have repaid these loans
within a certain period and hence redeemed the shares, retaining ownership of the companies. But it did not. It either did not have the money
or the will.
There were no open or competitive auctions to establish the values
of the businesses. Few people were involved and ownership passed
silently into the hands of incumbent management, as with Alekperov
and Lukoil, or into the hands of the embryonic oligarchs, such as
Vladimir Potanin.
There are different theories - many of the conspiracy type - about
what happened behind closed doors. What is not in doubt is that
a political rather than market process transferred ownership of these
companies at bargain prices.
With th e economy in freefall. the government needed these sales to
keep the budget deficit and inflation under control. The money met the
needs of businessmen and reformers, led by Chubais. who were worried
that the communist-led Duma could still regain control. The loans-forshares scheme was a way of making sure that the capitalist revolution in
Russia was irreversible. Others said that Yeltsin used the scheme to buy
support for his forthCOming election.
Whatever the truth, inJuly 1996, Yeltsin was re-elected as president
with a spectacular result. He had recovered from downbeat poll ratings
of only 3 to 4 per cent just six months earlier.6 Russia's wealth and power
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had changed hands. Around 50 per cent of Russia's assets were now
controlled by just seven people - the oligarchs.
Doing business with the oligarchs

Vladimir Potanin was different from most of the other oligarchs.
Roman Abramovich, Boris Berezovsky, Mikhail Fridman, and Mikhail
Khodorkovsky had made their own entrepreneurial way, against all odds
and from nothing. Potanin was a princeling of the communist party and
had made the successful transition across to business from the party
establishment. H e had been well educated, groomed for the Kremlin
and had been a minister. His father had been an important communist
parry official.
Potanin had travelled with his father and this made him more international in his approach . In the eady 1990S Potanin started a bank and a
trading business, called Interros, and soon "earned an enduring reputation as the nomenklatura's favourite capitalist, the tycoon w ho had been
appointed by the old elites, rather than making his own way".7
It was well known that Potanin had been one of the architects of the
loans-for-shares scheme. Through it, he had acquired a large share of
what had then seemed to me a terrible business, Norilsk Nickel, the
world's largest nickel producer. It was the Soviet metals behemoth, with
mining interests in the Arctic. The infrastructure and accommodation
had been built by gulag labour under Stalin. Conditions were terrible.
There had been little investment and it was losing money. Potanin bought
it for a knock-down price. That was an extraordinary move since by
early 2008 it was worth $60 billion, though considerably less by the end
of that year.'
The other enterprise Potanin bought into was the oil and gas business
Sidanco. This was what interested me. Potanin was not the only shareholder, so not only did I meet him but also so me of the others involved
in this consortium.
At times, it felt as though I was dealing with characters from a John
Ie Carre story, but .the plot would turn out to be a great deal more
complex than that of any mere novel. Lots of people had their fmgers in
lots of pies in Russia; business relationships were intertwined and tangled.
Some of the consortium members we met were Western, including
Michael Dingman, who a few years earlier had given up his US passport
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to live in the Bahamas as a tax exile. Another was Joe Lewis. a man who
had made a fortune in foreign currency trading, who also lived in the
Bahamas. All these people were very wealthy, very powerful and, from
what others told me, extremely plausible.
Sidanco seemed a good opportunity but I was cautious. I knew there
were risks, not least because of uncertainty about Yeltsin's policies and
hence Russia's future. When I told the BP board of the . proposal to
invest about $500 million to enter the Russian Federation, some members
were surprised and some shocked. But they all eventually agreed. Russia
was essential to our E&P strategy; the upside was enormous if we could
get access to some of Russia's massive resources. And they knew that
even though the Soviet Union had crumbled, success in other countries
with resources in that region, such as Azerbaijan, would still need close
relations with mother Russia.
However, I said: "We should consider it an outright gamble. We could
lose it all."
It was good that I made that clear to the board. Within a year we had
lost nearly half of our investment.
18 November 1997: We announced that BP was taking a 10 per cent
stake in Sidanco for $571 million. Potanin and I signed the agreement at
10 Downing Street in London, watched by the Prime Minister, Tony
Blair, and Russia's First Deputy Energy Minister, Viktor Ott. Blair
described the deal as "one of the UK's biggest investments in Russia to
date".?
I was very optimistic in public. "We believe the time is now right
and, more importantly, that we have found in Sidanco a partner with a
strong established position at the heart of Russia's ~il industry." Privately,
I was concerned about the direction that Rwsia was taking. Could we
be confident of doing business over the long-term?
I thought Potanin and Sidanco would provide us with the right
amount of political cover and help us understand the intricacies of doing
business in Russia. I was wrong. Once we were in there, we were on
our own. We began to learn more about ~ussian business, bureaucracy
and politics. We soon learnt that owning 10 per cent was not enough to
stop anything happening. We began to lose our assets.
A new bankruptcy law, passed in March 1998, began to lead to an
unexpected redistribution of business assets across Russia. This often
worked as follows. A general manager of a local subsidiary of a company
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would issue some short-term domestically traded debt purportedly so
that he could do his business. That debt would later be bought by a
friendly third party who would demand repayment at the date of maturity. The general manager wpuld decline to redeem the debt. Then the
friendly debt holder would go to the bankruptcy court and get possession
of the asset. The general manager would then get a slice of the action.
Using this mechanism, businesses, often with the aid of powerful
patrons in regional governments, were able to get their hands on valuable
assets at a fraction of their real value.
Sidanco's assets were in lots of subsidiaries and, using these bankruptcy
laws, assets began to "disappear" in the summer of 1998. It took a while
for us to understand what was happening. The bankruptcy hearings would
happen in remote places and we only heard about them after the event.
This might sound as though we did not have our finger on the pulse.
That was partly true, but Russia was in turmoil. In August 1998 the
government defaulted on its treasury obligations and the rouble collapsed.
Several banks went under, triggering a major financial crisis. The country
seemed to be slipping into an abyss with hyper-inflation and shortages
of almost every necessity.
In the early 1990S I had experienced what I had thought was the
worst of Moscow on a trip with Sir James Glover, a great soldier and
non executive director ofBP. We felt lucky to get rooms at the luxurious
Savoy Hotel, as we discovered you could do this if you purchased a
Finnair ticket. We did not use the air ticket; it just got us out of the
decaying International Hotel. The silvered ornate dining room at the
Savoy Hotel had a large plate-glass window onto the street and, as we
began our diIUler, gaunt faces of the hungry pressed against the glass to
watch us eat.
Now, in the winter Of1998, the street scenes in Moscow were equally
depressing. It was bitterly cold. People were hungry. The shops were
empty. It was a horrible warning that Russia might he on the verge of
collapse. People were so desperate that they were selling everything. At
the Arbat open market you could buy precious things for next to nothing
because people needed money for food.
The black market was rife. Taxi drivers did not want roubles. They
would take luxury items, such as American cigarettes and European
chocolate. These were more valuable than hard currency. And if they
were pushed, they would accept dollars. At the apartment we used as an
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office, our representative, a resourceful Czech woman, kept a huge
wardrobe full of barter goods: cigarettes, chocolate, tights, cosmetics and
Scotch. It was like a scene out of Graham Greene's The Third Man. 10
In early 1999 Sidanco began to unravel. It was not only that we were
losing assets but also that operations, accounting and day-to-day office
life were all going wrong. The BP people who were attached to Sidanco
were at their wits' end. One day, Alekperov turned up in my office in
London like a long-lost friend. He said: "You don't understand hbw bad
these people are that you are dealing with. I will buy your interest in
Sidanco."
While Alekperov tended to keep a low profile, I never underestimated
him. So I knew he was not just being kind. He clearly wanted to get his
hands on Sidanco. It made me realise that the company probably had
better assets than we thought.
30 November 1999: The crisis came to a head over Sidanco's biggest
asset. This was the oil and gas production subsidiary called Chernogorneft, located in the Tyumen region of West Siberia, responsible
for three- quarters ofSidanco's oil production and the jewel in Sidanco's
crown. In a court in remote Nizhnevartovsk, a city in West Siberia,
Chernogorneft was declared bankrupt. A farcical "competitive" auction
was then held.
The purchaser was a company called Tyumenskaya Neftyanaya
Kompaniya (Tyumen Oil Company) or TNK. The major shareholder
of TN K was oligarch Mikhail Fridman, who was the head of the Alfa
Group.
It seemed unreal. Not only had we lost Chernogorneft, but it had
been sold for what we thought was one-tenth of its value. The company's
so-called "debts" could easily have been settled by BP, or one of the
other investors." The company could have been refinanced. A lot of
people were clearly in cahoots. Now Sidanco was little more than a
skeleton with hardly any assets. We were a naive foreign investor caught
out by a rigged legal system. I had signed the deal in front of Blair; BP
had been made to look a fool.
I was livid. We had lost more than $200 million of the money we had
invested in Sidanco. Lots of people said to me: "The wise· thing, John,
is to cut your losses and get out."
But I knew if we allowed ourselves to get pushed out of Russia we
would probably never go back. If we gave way in one place in the former
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Soviet Union we could be forced to give up everywhere; we might be
pushed out of Azerbaijan, too. We had to stand up and fight, using every
legal means possible.
I decided not to speak to Fridman. We might not have understood
the rules before, but now we were going to play TNK at its own game.

Fighting back

By this stage we had become BP Amoco and I felt we now had the
power and reach to get our assets back from TNK through a broad
international campaign. The frrst thing we had to do was to work out
where TNK got the money to buy up the Sidanco debt. A lot, as we
had guessed, came from Western banks, including the Ex-1m bank in
the US. We reasoned that if we could cut off TNK's sources of credit
we had a good chance of getting our assets back. And that is just what
we did.
We made it known that we thought the Chernogorneft affair was a
demonstration of corrupt business practices and that if Ex-1m were to
advance further loans to TNK they would be sanctioning corruption.
We asked the US Vice President, AI Gore, and Tony Blair to lend their
weight to the campaign against TNK by intervening with the Russian
government.
Stories that TNK was engaged in bad business practices began to
feature in the Russian, British and US press. Stung by our accusation of
dishonourable business practices, Fridman made numerous efforts
through various channels to speak to me. I refused. Why would I speak
to someone who was "stealing" BP's assets?
But eventually I did because Lord Janner called me. Greville Janner
was an old friend. We were connected through his work in educating
people about the Holocaust. He had recently been to Moscow and told
me that I should speak to Fridman. "I have been talking to the chief
rabbi in Moscow who tells me he knows Fridman. Fridman is better
than the other people you were dealing with." So I agreed that I would
talk to Fridman on the phone. Then we met.
Things were not as clear-cut as I had first assumed. Fridman explained

to me what had happened.
It turned out that Fridman, in buying up Sidanco's assets, was pursuing
what he considered his legitimate rights. There had been a private
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arrangement between Fridman and Potamn in 1995 around the loansfor-shares scheme; I had failed to realise how many things in Moscow
rested on that event. Fridman had put up $40 million towards the
purchase of Sidanco and had got one-third of the company in return.
Potanin had then used a legal loophole to buyout Fridman for $roo
million. This gave Fridman a profit for his one-third share of the company
but, shortly after, he saw Potanin go on to make far more money in a
strategic deal with a foreign oil company, BP. We had paid $571 million
for a 10 per cent share.
Fridman was furious. After the I998 financial crash in Russia, Potanin
was weakened because of his banking losses and Fridman had then
decided it was time to get his own back. Initially I did not accept this
version of events. However, Fridman produced a document which
seemed to support his moral, if not legal , claim to Chernogorneft.
The two had clearly fallen out. The oligarchs had stood together to
defeat conununism but were now fighting each other. This was a glimpse
of the bare- knuckle way of doing business in Russia. Fridman's battle
was with Potanin and not with BP. For him, BP was just a casualty
caught up in a bid to settle an old score.
When we met he was civil and charming. He was not like that with
everybody. I could see the side of him which was the calculating persona
with that "it's not personal, only business" stance.
Fridman was very different from Potanin. He had experienced the
sort of anti-Semitic prejudices that had driven many Jews out of the
Soviet Union. He had stayed and studied at the Moscow Institute of
Steel and Alloys. While there, he had begun a series of entrepreneurial
but illegal ventures, including buying up Moscow theatre tickets to sell
on the black market. In 1987 he was one of the first to start a legal
kooperativ and was soon involved in a number of businesses, from breeding
white laboratory mice [Q window-washing.
Tough and hard working, he was well placed to take part in the initial
privatisations and had bought some major industrial enterprises at knockdown prices.
So began a lengthy set of negotiations with the pamiers ofTNK and
Sidanco. It waS like a chess game. The Russians were grandmasters.
I could not alford to confuse tactics with grand strategy. Eventually we
agreed to purchase an increased shareholding in Sidanco of 25 per cent,
provided the company got its assets back. The owners of TNK agreed
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to the condition, but only ifBP would pursue negotiations to buy 25
per cent of their company. This was a high-risk move. If we failed to
agree a deal on TNK our shareholding in Sidanco would drop back to
IO per cent and we would probably have to get out of Russia with a
consequent reduction in BP 's reserves and production. Those were
important factors for BP at the time; it had to show it was growing. But
as important to some in BP was the feeling that we were throwing good
money after bad.
Fridman was a superb negotiator. He would give you the feeling that
he would rather forfeit everything than give up on a single crucial point.
He was extremely focused on business. Even after many meetings, I found
out very litde about the man other than his love of what he called
"extreme" vacations, which were more about adventure and exertion
rather than rest and relaxation. He was intent on building a diversified
empire, and TNK was the oil interest he wanted to grow.
I found his two partners, Victor VekseJberg of Renova and Len
Blavatnik of Access Industries, just as hard to discern and equally
ready to take risks. Blavatnik. was born in Russia but was educated at
Harvard Business School and lived mainly in the US. He subsequendy
bought a large petrochemicals business, Basell, the world's largest
manufacturer of polyethylene, which had been a joint venture between
Shell and BASF. He bought it with a significant amount of debt and
added other large assets to it. The company merged and LyondellBasell
Industries fued for bankruptcy in January 2009· VekseJberg was a man
who liked detail; people speculated that he had been in the KGB or
CIA, or both. Exceedingly wealthy, he kept out of the limelight until
2004 when he bought the Faberge egg collection for $100 million
from the family of Malcohn Forbes, the late founder and publisher of
Forbes magazine. U
'Why would B P decide to do business with Fridman, someone who
once described himself as being viewed as a "Russian bandit"?'l
The answer was pragmatism: we wanted to get into Russia but there
were very few ways of doing that. Russia was one of the world's largest
oil and gas producers with enormous resources. BP was in the oil and
gas business and to me it was essential to be there. The only question in
the back of my mind was whether there would be a future worth having
in Russia. And that question was answered by a change of leadership in
Moscow.
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3 I December 1999: ill the world was on the verge of a new millennium, Boris Yeltsin resigned to make way for "new politicians, new
faces, new intelligent, strong and energetic people". Prime Minister
Vladimir Putin became acting president, and was elected shortly after.
During Yeltsin's presidency, Russia had been brought to its knees.
I never had a one- on-one meeting with Yeltsin, but I was one of the
few Westerners he saw frequently at bigger events. He would tell me
that he liked B P because it was big and that he wanted us to do more in
Russia. He was certainly no fool, but seemed to find it hard to concentrate on the matter in hand. He was unwell for much of his time and
left too much space for mischievous people to fill.
Putin changed things. For a start he brought confidence. He was a
trained lawyer and made it clear that he was determined to get Russian
society under concrol. Laws were to be enforced and corruption stamped
Olit. He said this to audiences around the world. He was a refreshing
change and impressed the business people he met in London in 2000.
I was one of them.
Things cannot change overnight. We knew that there would still be
some corruption in Russia, but we did not want to be taken for a ride
again. Sidanco was painful but not catastrophic. We had made a mistake
. and we did not want a repeat. We felt we had learned enough to begin
discussions with Mikhail Fridman about a possible joint venture. In the
meantime, I decided to explore some other options.
Considering other options

We decided to analyse all the oil companies in Russia. TNK was by no
means the best. In fact, we ranked it third. Second was Sibneft and flIst
was Yukos.
Yukos, unlike TNK, had some of the best assets in West Siberia. It
had scale; it was Russia's largest oil company at the time, producing
around a fifth of Russia's oil.
The man heading Yukos was another big oligarch: Mikhail
Khodorkovsky. He had started out with a small private cafe in Moscow,
moved on to the import business and started the "Menatep bank.
Khodorkovsky, like Potamn and Fridman, had acquired major assets from
the state through the loans-for-shares scheme. At one stage he was the
richest man in Russia. 14 Mter being introduced by Jacob Rothschild and
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some initial conversations in my office, I invited Khodorkovsky to spend
the day with me at my house in Cambridge.
17 February 2002: Several large black armoured cars pulled up outside
the house, and numerous burly bodyguards emerged. Khodorkovsky,
like many of the oligarchs, lived in a gated compound with high walls
and security lights, outside Moscow, and was paranoid about security.
My house was much less grand, less protected, but nevertheless secure.
We had a pleasant lunch and discussed the possibility ofBP buying a
25 per cent, plus one share, in Yukos. I did not feel that was enough.
When I challenged him, he said: "You can have 25 per cent, no more
and no control. If you come along with me you will be taken care of."
Bespectacled, soft-spoken Khodorkovsky could at fIrst glance be
mistaken as unassuming. But as the conversation progressed, I felt increasingly nervous.
He began to talk about getting people elected to the Duma, about
how he could make sure oil companies did not pay much tax, and about
how he had many influ ential people under his control. For me, he
seemed too powerful. It is easy to say this with hindsight, but there was
something untoward about his approach.
It turned out to be good judgement. In October 2003 Khodorkovsky
burst on to the world's media stage as he was arrested for fraud, theft
and tax evasion. He is now being detained in a Sibe~ian prison. The
company's assets were sold and in 2006 Yukos was declared bankrupt.
Shortly before Khodorkovsky's arrest, in a private conversa"tion, Putin
made a passing but steely remark to me: "I have eaten more dirt than
I need to from that man."
Khodorkovsky did what Putin regarded as unforgivable. He started
meddling in the political arena when he was only a businessman. Putin's
rule was "stay out of politics, just do business and you will be all right".
Khodorkovsky crossed the line. When you do that in Russia there is no
coming back.
Getting agreement with TN K

I judged that TNK was on the right side of the line. Getting to an
agreement with the partners, however, was not straightforward. It was
important that we both saw real mutual advantage; this was essential to
overcome our earlier differences.
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BP would get access to more reserves and Russian employees, and
obtain a Russian profile. TNK would get our investment, technology
and capability transfer and, importandy, credibility in the eyes of Western
investors.
We started our discussions whe~ the price of oil was low. I knew that
putting more money into a country where we had already had our
fingers burnt was high risk. I first thought of agreeing to buy a 2S per
cent interest in TNK but the Sidanco incident had made me realise that
would not be enough. BP would need to have a veto on all important
decisions.
We knew the assets well. I had been back and forth to Moscow and
out to the fields numerous times. This time there would be no rush; we
would take our time and make sure we got it right. I had people poring
over documents and inspecting plant and equipment; we spent more
than 25,000 man hours on due diligence.
This was a huge deal- not just for BP and TNK, but for Russia and
the UK. It was the largest transaction in Russian corporate history and
the largest foreign direct investment in Russia.
Both Putin and Blair were involved. I had already met Putin in
Moscow well before he had a significant global proflle. I met him again
in the UK when he was staying with Blair at Chequers in December
2001. I went down to have a one-on-one meeting with him, as did the
CEO from Shell. Putin was well briefed and knew a lot about BP and
about me. He was very impressive. I remember thinking to myself:
regardless of what this man stands for, he is exceedingly competent.
I tried to push for S I per cent ofTNK but Putin and Fridman both
told me we could not have it. I knew if we had 49 per cent we would
have no power whatsoever. So in the end the only option was to go for
a so:so deal. Putin said: "It's up to you. An equal split never works."
Over the years he reminded me of this statement again and again.
The solution was a unique deal. The assets of TNK and Sidanco,
along with BP's Moscow gasoline stations, were to be combined into a
new company called TNK-BP. The shareholders ofTNK retained so
per cent of the shares and BP took its share up to 50 per cent in return
for an investment of$8 billion. The price was only hammered out at the
last moment. We had started out negotiating at $2 billion when the price
of oil was low. But even if the price had stayed at SIS a barrel I knew
there was plenty of upside. I suggested we pay in instalments, not because
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we could not afford to pay upfront, but because I felt this would further
incentivise the partnership to stay together.
Overall control and board membership was balanced between TNK
and BP. Fridman was to be chairman but we negotiated sufficient
elements of control in our favour that made me feel comfortable. These
included the right to appoint the CEO and a number of other key
company officials. We also had a veto on strategy and on key personnel
decisions. Russia was still a pressure cooker where the normal strains on
business were amplified so we knew it was vital to tie down every detail.
I believed that in some cases our partners would protect us; in other
cases we would protect them. My view was that the significance of the
inter- relationship, between Russia and a foreign company of the standing
and profile ofBP, meant that ifTNK in any way damaged the parmership
it would have far-reaching repercussions, affecting foreign and other
economic relationships. When the deal was announced in February
2003, one British newspaper featured a sardonic cartoon depicting Putin
serving me with a cocktail. The caption was: "Shaken not stirred". 1$
23 June 2003: President Putin came to Britain on a state visit. The
last time a Russian leader had been royally entertained was in 1874 when
Tsar Alexander I I came to see Queen Victoria. The pomp and ceremony
for Putin included a state banquet at Buckingham Palace and a return
banquet at Spencer House, the splendid 18th-century palace overlooking
London's Green Park, both of which I attended. At Spencer House,
everything had been specially flown in from Russia including, I think,
the Russian waiters. But the visit was also about business.
The Russia-UK energy conference was held at Lancaster House in
London. There, in front ofBlair and Putin, Mikhail Fridman and I signed
th e historic TNK- BP deal on 26 June. TNK-BP was now the third
biggest player in Russian oil and gas. BP had increased its oil reserves by
almost a third and become the world's second largest private sector
producer of oil and gas.
Having Blair and Putin witness the deal was important. It gave a sense
of credibility, particularly as it was such a huge investment. I had not
wanted either of them involved in the negotiations but had wanted them
to bless the new company, as if they were its godparents.
Some months later I was invited to Moscow to attend a big reception
at the Kremlin Armoury, organised by Fridman, to celebrate the TNKB P deal. As I went into the building and up the wide stairs, I could see
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a massive photo of the signing at Lancaster House with PUhn and Blair
in the background. It had been enlarged and mounted on the wall at the
top of the stairs like a huge regal tapestry. It was clear that, for everyone
present, Putin was the most important figure in the picture.

I'
Being foreign in Russia

I
I

Initially the world was sceptical. No one believed that we could make
the TNK-BP deal work and certainly not all BP's shareholders
viewed rhe deal positively. Most of them knew very little about
Russia. The first meeting held with investors to introduce TNKB P and our partners was illuminating. Our Russian partners were
inexperienced at presenting to Western investors, who were ready
with their probing questions and negative attitudes. And the investors
were surprised by the Russians' awkwardness but they were impressed
by rhe prospects for TNK-BP.
For a long while TNK- BP worked very well and much better than
had been expected. The price of oil went up and oil production grew
three times faster than originally forecast. It was the fastest-growing oil
business in Russia. It deployed advanced technology. The dividends were
huge. In terms of production, TNK- BP helped nudge BP ahead of
Shell to the number two player in the world behind ExxonMobil. It
even sold some of its more mature assets to the Chinese firm Sin opec
with rhe blessing of the Kremlin. TNK-BP stayed out of politics and
did its business well.
Russia was not a place used to living with a large foreign investment
or with a large foreign company. We always knew the relationship with
the Kremlin would not be smooth. At one point there was strong antiforeign feeling in Russia. The Kremlin began planning to restrict foreign
investment in the country. And a new law was proposed to prevent
firms with majority ownership by foreigners from bidding for so-called
"strategic assets", including certain oil and gas fields.
I was determined to have a meeting with Putin to hear from the man
himself that he would respect BP's investment and property rights.
Fridman arranged the meeting.
Then, out of the blue, two weeks before the planned visit to Moscow,
TNK-BP was hit with a charge of back taxes of almost £420 million.
This made me even more nervous_ Yukos had been hit with an even
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bigger tax bill- a massive $27.5 billion - and, when it could not pay, its
assets had been auctioned off.
21 April 2005: My meeting with Putin was a set piece with a bank
of press photographers in the Alexander Hall of the Kremlin. Putin
was cued up behind a door on one side of rhe hall and I was on rhe
other. We were to meet in the middle to shake hands. This was to
be Futin's first meeting with a foreign businessman for some time_
The world's media was waiting to see if he would say something
positive about the security of foreign investment. And Putin did: "We
made no mistake when we supported [rhe creation of TNK- BPJ two
years ago." It was a demonstration to the world that Russia was open
for business. It worked. The story was carried in newspapers around
the globe.
I also had to see the Finance Minister, Alexei Kudrin, to discuss the
taxes. In the conversation he mentioned that Russia was considering a
new tax for oil companies on revenue rather than on profit. When
I asked why they would use revenue, he responded: "It's another way of
recovering stolen assets. Besides, everybody cheats when they calculate
profit. Revenue is the only thing I can rely on."
It is easy to think. there are no rules in Russia; if you do you will be
caught out. It actually has an extraordinarily comprehensive set of laws,
rules and regulations. It probably has the tightest envirorunental regulations in the world; so much so it is impossible to comply with them.
It was the environmental laws that were used against Shell in the renegotiation of their contract for Sakhalin II. 16
T he problem is not the lack of laws but rheir selective application.
And that is what creates this sense of lawlessness. While bureaucratic,
legalistic processes are the hallmark of Russia, you never know whether
someone will turn a blind eye, or wherher rhe laws will be applied to
the hilt.
You will not be trusted if you write rules and then appear to rewrite
them through selective application. You cannot do that in private life,
you cannot do that as a CEO - and you certainly cannot do that as a
government. Companies will only invest in large numbers and at scale if
the rules are clear, stable, consistently applied and transparently enforced.
Those simple but very powerful concepts give companies the confidence
to operate. BP has survived and prospered in Russia but not every
company which has tried has succeeded. If Russia wants to continue to
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attract foreign companies it will have to work much harder to convince
them that the rules are applied fairly and consistendy.
Second only in power after the Russian srate was Mikhail Fridman.
Fridman controlled many things. The TNK-BP agreement was for five
years. We said that for five years neither of us could sell our interests.
Mter five years I knew that Fridman and his partners would want to
renegotiate as they would be determined to expand the scope ofTNKB P and to crystallise the value of their shares. Over five years there were,
from time to time, spats and disagreements. None'ofthem was anything
other than about tactics; a low-level guerrilla war carried on inside the
company, often with the intention of undermining the expatriate B P
sralf. Overall BP prospered, but in 2008 things appeared to begin to
unraveL The chief executive we appointed in 2003, Robert Dudley, had
done an excellent job, achieving the hlghest average shareholder return
(45 per cent a year) of any major Russian oil company. With media
speculation as to what went on behind closed doors, he stepped aside.
But that is his story and not mine.
Saying goodbye

It was always important to me to build a strong relationship with Putin,
though he was a person few people got to see. He did not like to meet
foreign businessmen, but he would see me. I once thought my Eastern
European blood might have helped, but now I doubt it. Powerful people,
like Putin and the oligarchs, engage with other people not because they
have titles, or are nice, but because they could be useful to them.
To be useful you need to bring resources or help them in one way or
another. It might be with advice on their economy, or it might be on
how they stand on the world stage. It has to be something that no one
else can give them , something that gives them the edge. People like
Putin invest time in those who they think have a future. If you happen
to be one of those people you will be welcome.
23 March 2007: Putin was one of the few people I was determined to
say goodbye to before leaving B P. And it was important for me to
introduce my successor, Tony Hayward. Relationships like the one with
Putin had created a great deal of value and, if maintained, would safeguard
future value. BP's initial investment in TNK had already been repaid
and it was on track to make four times that investment. Time was limited

With Larry Fuller, chairman and CEO of Amoco, after the announcement of the
largest ever industrial merger to form BP Amoco, London, August 1998. (BP)
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Second attempt: signing the TNK-BP deal with oligarch Mikhail Fridman,
witnessed by Prime Minister Tony Blair and President Purin as 'godparents'.
London, june 2003· (BP)

'Shaken not stirred' - The Daily Telegraph featured this cartoon shortly after the
announcement of the TNK- BP deal. 15 February 2003 (0 zoo3]onty Clark).
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because of my accelerated departure, but Putin obliged and invited me
to his dacha outside Moscow. He was very relaxed in that environment,
with his dog, and we talked with less formality than usual. Perhaps the
dog helped; it seemed to like me. Putin commented on BP's consistency,
that we had delivered on our promises and that I had always had the
same clear agenda with him. Consistency was not something he was
used to.
Was any part of this story what I envisaged back in the steamy car
with the hamburger in 1990? No, we could never have planned any of
this.
Did the characters that instigated the privatisation ever think through
what the outcome would be? How could they? Too much change, too
fast, caused the country to meltdown. It was like a cultural revolution,
except it produced a strange outcome. The country changed to a free
market system yet retained some of the worst aspects of conununism
because people did not trust each other.
I doubt anyone in 1990 could have foreseen just who would rise
to the top through the freewheeling, wild east, sale-of-the-century
environment. But it was inevitable there would be winners and losers.
This was also to be the case in Azerbaijan, as I discovered when I went
to visit Baku on Vagit Alekperov's reconunendation.

