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BP and the Russian Bear
A Case Study

BP is the largest foreign investor in Russia, while EU reliance on Russian gas was highlighted in
January 2009 when gas supplies through Ukraine were disrupted®. This case study illustrates how
on several occasions BP has come under pressure from the Russian state and has successfully
sought EU backing. For the EU, BP represents a counterweight to Gazprom in an energy policy
which depends upon Russian gas®.

The EU's Russian Bear-Hug

BP was eager to access Russia’s oil and gas reserves after the collapse of the Soviet Union and in
1997 bought a 10 per cent stake in the Siberian oil company Sidanco, paying some US$ 500
million®.

As the Cold War ended, the EU also set its sights on Russian oil and gas. The Union is the world's
second largest energy consumer?, while Russia with the world's largest natural gas reserves®, is
the region's undisputed energy superpower, providing 40 per cent of the EU’s gas imports®.

The then British Prime Minister Tony Blair hosted BP's Sidanco signing at Downing Street, giving it
the air of an international treaty’. He did so not only as British Prime Minister but also as head of
the incoming EU Presidency.

BP concluded its deal with Sidanco in the context of another historic signing - the Partnership and
Co-operation Agreement between the EU and Russia - which entered into force the same year®.
Russia sought equal partner status in its relations with the EU, agreeing four areas for co-
operation: economic, judicial, cultural and security®.
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The economic element of the EU-Russia partnership was intended to harmonise Russian
commercial law with EU standards, a move that would provide greater protection for BP's
investments in the country™.

BP's then Chief Executive Lord Browne, later told the Financial Times that the company had made
use of government support to “underpin” business™*.

Existing Tensions

The EU and Russia had already signed an energy deal in 19912 The Energy Charter was
designed by the European Community to promote international energy co-operation. The EU and
former Soviet states signed up to the legally-binding treaty which came into force in 1998. The
treaty envisaged free trade, transit and investment in the energy sector'®. But Russia has so far
failed to ratify the treaty, not wanting to relinquish Gazprom's state monopoly over the country's
gas export pipelines**.

Once ratified, the Charter will be of real benefit to companies like BP which want to invest in
Russia'®. Under the Charter, investments would be protected as the treaty requires rules on
exploration, development and acquisition of energy resources to be non-discriminatory and

transparent®. The EU has threatened not to support Russia's accession to the World Trade
Organisation until Moscow ratifies the treaty"’.

BP's Troubled History in Russia

In 1999, BP's Russian investment started to turn sour when another Russian oil company, TNK
bought a lucrative Sidanco subsidiary in a controversial bankruptcy auction*®. Months of
negotiations followed before TNK agreed to return the subsidiary in exchange for a 25 per cent
stake in Sidanco™.

In 2001 TNK bought out the other shareholders in Sidanco giving it control of the company, and
leaving BP with a powerless 10 per cent holding®. BP was left with the choice of losing its
investment entirely or gambling more money on the troubled venture. Eventually BP agreed to buy
a further 15 per cent share in the company, enough to give it shareholder blocking rights under
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Russian law, but forcing BP to work as partners with TNK - the company which had taken part of
their investment from them a few months earlier®.

Re-Shaping the Energy Dialogue

This took place against a backdrop of Russia's deteriorating economic climate. The country's
economy had suffered as a result of the Asian economic crisis and the Russian central bank had
been forced to devalue the rouble just nine months into the Sidanco deal®’. The EU is Russia's
largest trading partner and EU-Russian trade was hit hard by the crisis?. European Union officials
met with the IMF, World Bank and G7 in September 1998 to plan their response®, while British
Minister for Trade, Brian Wilson, continued to insist that businesses saw Russia as an important
growth market despite the crisis®.

At the EU-Russia Summit of May 2001, when uncertainty over BP's Sidanco investment was at its
peak, the agenda included discussions around “the need for Russia to provide a stable and
reliable legal and institutional framework ... especially relevant to the ongoing Russia-EU energy

dialogue,”®.

The Largest Foreign Investment since 1917

The press reported that BP had been badly burned by the Sidanco debacle?’, but John Browne,
then Chief Executive of BP, remained keen, believing that Russia “rivals any other potential
opportunity available anywhere in the world,”?. In 2003 BP made the largest foreign investment in
Russia since 1917, registering TNK-BP as a joint venture, owned and controlled 50 per cent by
BP and 50 per cent by Alfa-Access-Renova (AAR) the group of four Russian oligarchs, previously
in control of TNK®,

With the TNK deal, BP became the largest foreign investor in Russia and TNK-BP became the first
Russian oil company not to be majority-controlled by Russians®. As a result, the EU-Russia
Energy Dialogue inevitably took on a new flavour. Discussions on “relations between producer and
consumer countries” inevitably included relations between TNK-BP production and EU
consumption. “Improvement of the investment climate” inevitably benefited BP more than any
other EU firm*2. Both the then British Prime Minister, Tony Blair and Russian President Vladimir
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Putin attended the TNK-BP signing, hosted by the UK Foreign and Commonwealth office at
Lancaster House®,

BP was careful to structure the deal in a way that reduced the risks, yet the history of the joint
venture has not been easy. BP has faced several altercations with the Russian state and in 2007,
TNK-BP relinquished control of its Kovykta gas-field to Gazprom, following months of accusations
that the company was failing to meet production figures set down in its licence. BP said it had
been forced to scale back production because it had been denied export routes for the gas by
Gazprom, which controls all of Russia's major gas pipelines®.

The situation again made headlines in 2007 when British Prime Minister Tony Blair raised the
issue at the G8 summit®®.

A Madhouse in BP's Midst

In March 2008 the FSB (the Russian secret service) raided TNK-BP's Moscow offices, charging a
TNK-BP employee and one other man with spying. Less than a week later BP was forced to
suspend 148 foreign staff seconded to TNK-BP because of visa complications. In May the FSB
again raided TNK-BP's offices while BP was faced with a lawsuit from an unknown Siberian
company. The same month TNK-BP Chief Executive, Robert Dudley publicly acknowledged
differences with the four Russian shareholders in the company. They called for Dudley's
resignation and boycotted a board meeting when he refused to step down®.

In June 2008 Dudley was questioned for five hours by the Interior Ministry as part of an
investigation into tax irregularities at TNK before he joined the company®’, a move widely seen as
the state putting pressure on Dudley to leave®. As relations between BP and Russian
shareholders deteriorated further, the Russians announced legal action in an attempt to seize
greater control of the company from BP. Meanwhile Viktor Vekselberg, one of the four AAR
shareholders described the situation at the highest level of management within TNK-BP as "a

madhouse,"*°.

Commissioner Speaks Out

BP at least had support from the EU. In June 2008, the then European Trade Commissioner Peter
Mandelson was in Moscow ahead of an EU-Russia Summit. In an interview, he took the
opportunity to intervene in the TNK-BP dispute, saying: “I regret very much any instance, for
example in the case of TNK-BP, where tempers seem to have flared ... What this is doing is
creating a bad image [of Russia] ... it goes all the way around the world.” Mandelson called for a
“grand energy bargain” between the EU and Russia and said that the TNK-BP dispute “has got to
be resolved speedily,”*. In his interview, Mandelson urged the Russian government to “step back”
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and allow the investors to resolve their differences*'. Mandelson was a powerful ally for BP:
Russian President Dmitry Medvedev responded within days telling Reuters news agency that the
state should not interfere in corporate conflicts and criticising shareholders who expect to resolve
disputes with the help of the state*.

At the same EU-Russia summit, External Affairs Commissioner Benita Ferrero-Waldner also
raised the issue of investor confidence in Russia with the Russian government®.

The Chief Executive has left the Country

Dudley left Russia at the end of July 2008 complaining of “sustained harassment"**. BP said
Dudley would continue to run TNK-BP from an undisclosed European location with a handpicked
team of BP staff*. However, within days, rumours were circulating that Dudley might step down as
part of a deal with AAR.

On 30th July 2008 BP's chief executive Tony Hayward met with AAR shareholder Mikhail Fridman
in Prague®’, raising suspicion that Dudley was based there, although his location remained secret.

In September 2008 BP signed a memorandum of understanding (MOU) with its AAR partners. The
Chairman Peter Sutherland assured investors of stability and spoke of “aligning the two sides
around a shared agenda,”®. His words echoed confident statements made by Dudley five years
previously*®. Under the terms of the deal, Dudley stepped down to be replaced by a new
independent chief executive®.

In October, the Russian businessman Denis Morozov emerged as the front runner to succeed
Dudley, yet by January 2009 TNK-BP had still not agreed his appointment®!. BP refused to
comment, further underlining the distance between the company and its Russian partners. Despite
the delay in appointing a new chief executive, on 15 January TNK-BP announced the make-up of
a new board of directors. The team includes the former German Chancellor Gerhard Schroeder, a
political heavyweight with close ties to president Putin and extensive experience at the heart of EU
decision making®?.
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BP And The EU - Shared Agendas?

The EU has supported BP's moves into Russia over an extended period, spanning more than ten
years. These are not one-off gestures of support: EU underpinning for BP's business in Russia
has been broad-based and systemic. The EU has assisted BP not out of benevolence towards the
company but through a perceived shared interest, yet it is far from certain that what benefits BP
also benefits the EU as a whole.

BP Chairman Peter Sutherland has been a strong proponent of the “shared agenda”. Sutherland
chairs the working group on Foreign Economic Relations at the European Roundtable of
Industrialists (ERT). “Its work is based on the premise that open international flows of trade,
investment and expertise are a critical component of European competitiveness ... ERT supports
efforts to further strengthen the formal ties between the EU and Russia, insofar as this will
contribute to closer economic and business relations,” BP's Head of European Affairs Howard
Chase is the convenor of the group®.

As chair of the working group Sutherland put his name to ERT's 2006 paper “Seizing the
Opportunity: Taking the EU-Russia economic relationship to the next level”. The paper argued that
Russian policy-makers “can best strengthen investors' confidence by taking measures that
strengthen the perception that investments are safe and can be put to the most productive use"**.
This argument has subsequently been at the core of EU's demands over the TNK-BP dispute.

ERT has been a leading proponent of the argument that what benefits European business benefits
the EU, but the argument has its critics. Jennifer Morgan, then of WWF attacked the “old-style
approach in energy relations between EU and Russia for focusing on oil, gas and pipelines, which
continue to dominate at the expense of renewable energy." She argued that “By joining forces
towards non-carbon energy, the EU and Russia could significantly contribute to the reduction of
global greenhouse gas emissions ... However the overall priorities of the EU-Russian energy
relations seems to have gone back to the seventies when the entire debate was geared towards
oil, gas and nuclear, and supply pipelines."*®

The EU's best interests arguably lie in greater energy-independence and in structuring its
economy around renewable energy, creating more jobs and increasing energy security®® >’. Even
ERT argues that to base Russian-EU economic relations primarily on gas and oil risks exposing
the Russian economy to “Dutch Disease"®, where rapid growth in the oil and gas sector strangles
other sectors of the economy, whilst also pushing basic necessities out of reach for much of the
population due to soaring exchange rates®. However, despite these warnings BP is more
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interested in replacing its depleting reserves with Russian gas and oil than in developing its
interests in renewable energy®.

Disruption to EU gas supplies in January 2009 - as Ukraine quarrelled with Russia and pipelines
were shut down - exposed EU reliance on Russian gas. A dependence that does not support EU
energy security, but does support BP's financial security. That financial security depends on BP
maintaining its position as a bridge between Russian resources and EU customers. Given the
company's turbulent relationships in Russia, BP draws on the EU to help it maintain that position.
The EU assists BP because, while it may not be in the long term interests of the EU to depend
upon Russian gas, EU energy policy currently relies on it. Without BP, it would have to rely on
Russian state companies, most notably Gazprom. As TNK-BP is currently the only major oil and
gas company in Russia with no state involvement, and the only major energy company in the
country not majority-controlled by Russians, it is a key partner for the EU.

Conclusion

BP's operations in Russia have received substantial EU support, thanks to a perception that the
EU shares the company's agenda and should therefore support its interests. This perceived
shared agenda is a clear indication of BP's achievements in relationship building in Brussels.

Such relationships are built gradually across a range of encounters, with BP's interests put forward
by industry bodies as well as by individuals from the company. Such encounters are seldom
documented, but when the EU intervenes on BP's behalf, it is nevertheless highly likely that
conversations have taken place and in many cases it is inconceivable that they have not.

This close relationship and shared agenda raises important questions about EU energy policy and
energy security, particularly in the context of the EU's relationship with Russia. As events at the
start of 2009 have illustrated, the EU cannot rely on Russian gas for its energy supplies and what
may be in the best interests of BP is not always in the best interests of the EU.
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