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Foreign investment via joint ventures is providing 
much-needed capital for the rapidly growing domestic 
shale natural gas segment. With the right focus, JVs 
can provide real benefit to both parties. 

There is little doubt that shale gas will play a key role in meeting future energy 
demand in the United States. Supplies are plentiful; most estimates are that 
unconventional resources such as shale gas will account for 55-60 percent of U.S. 
production by the end of this decade. And those reserves will last a long time. 
The U.S. Department of Energy calculates that there are at least 90 years of shale 
natural gas supply available based on 2007 production rates.

But one of the more interesting subplots in the growth of domestic shale gas 
production is the critical role that foreign investors are playing – and likely will 
continue to play in the years to come.

Domestic shale plays such as Barnett and Marcellus originally were brought to 
prominence by entrepreneurial independents. But as the U.S. economy has continued 
to struggle – and gas prices have remained low – developing these capital intensive 
resources has become more difficult. Many independents have been forced to raise 
capital through joint ventures with larger, more financially stable players.

Indeed, merger and acquisition activity in the shale arena has been booming since 
2008, and much of it consists of foreign investors, international oil companies 
and even some national oil companies partnering with U.S. independents in 
joint ventures. For example, all five of Europe’s top energy companies have made 
significant investments in U.S. shale production since 2008. In 2010 alone, there 
were more than $20 billion in domestic shale gas deals, and the top five deals all were 
foreign-based investments in joint ventures, including some national oil companies.

It’s not difficult to understand why these JVs are so popular. Shale gas is a huge 
resource with low exploration risk, and many of the biggest domestic fields are in 
ideal market locations – in close proximity to the largest cities in the biggest energy 
consuming country in the world. In addition, the U.S. is seen as a fiscally friendly 
environment for foreign energy companies. Many of the foreign investors are eager 
to learn more about shale production and fracturing technology so they can develop 
shale reserves in their own backyards – India and China both have huge shale 
deposits, as does Europe, especially Poland. Investing in shale plays in the U.S. is 
considered an inexpensive way to develop in-house expertise.

There also is the potential for future opportunities in oily shale, which is expected 
to be a serious contributor to domestic energy supplies. The Bakken formation 
in North Dakota and Montana, for example, is considered to be as prolific an oil 
producer as the Barnett play has been in natural gas. Some estimates indicate as 
much as 15 billion barrels of tight oil reserves in North America.
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JVs likely to remain popular

Given the realities of the marketplace – U.S. independents with shale acreage need 
capital and foreign investors want access to easy reserves and shale know-how – it 
stands to reason that we will see more international JVs in the future. But these deals 
are not without complications. To ensure that shale joint ventures are truly a “win-
win” for both parties, it is vital that both the domestic independent and the inbound 
investor take steps to ensure that agreements are properly designed and executed.

There are a number of critical issues related to the deal structure itself, as well 
as implications surrounding relevant accounting and tax laws, that should be 
considered. And of course, in cases where the foreign company has no existing 
U.S. presence, the onus often falls on the domestic company to understand and 
communicate to its foreign partner the options that a JV presents.

For dealmakers, risks primarily involve external market issues. For example, takeaway 
capacity constraints are an issue in some regions, especially those with newly 
discovered reserves. The Bakken play, for example, quickly could turn North Dakota 
into the second-largest producing state in the U.S., but the area needs significant 
infrastructure development to transport production to market. Similar issues exist 
in the Marcellus where significant infrastructure investment also is needed.

There also is risk caused by environmental concerns over hydraulic fracturing, 
which could lead to tighter regulations and reduced opportunities. Dealmakers must 
consider that the fracturing debate could last for years, and there likely always will 
be some level of uncertainty surrounding state and national laws and regulations.

There are also concerns about access to acreage as some producing areas are 
located on federal and state lands. This, too, is subject to regulatory changes and 
shifts in the political landscape.

Dealmakers also can run into difficulty with potential partners who want to invest 
significant time and effort in financial due diligence of the domestic company’s 
full operations. Most shale gas JVs actually are joint operating agreements that are 
treated as partnerships for tax purposes, not actual legal partnerships or companies. 
Because of this structure, the foreign company will not inherit the attributes or 
history of the domestic company, which reduces the need for extensive – and 
expensive – due diligence beyond the scope of the actual investment project.
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Structuring the JV

Most inbound companies choose to create a U.S. subsidiary to 
make investments in joint ventures, thereby gaining a more 
favorable tax situation and clearing the way for the JV to 
participate in federal leases.

Once that decision is made, the capital structure of the 
U.S. subsidiary needs to be determined. Since interest is 
deductible for U.S. tax purposes, the preference is to use debt 
vs. equity with one caveat: How much debt can the company 
support? Unproven acreage has limited ability to support 
debt given traditional third-party lending practices, and a 
company with a substantial amount of unproven reserves 
will need to be funded more carefully. Even with companies 
that hold a good deal of proven/producing reserves, it is 
important that the foreign investor take the time to properly 
model cash flows in order to demonstrate the ability to 
pay off various levels of debt prior to finalizing its capital 
structure. Inbound investors also should consider whether 
there will be withholding tax rate differences between 
dividends and interest based on their home country’s tax 
treaties with the U.S.

As mentioned previously, the most typical JV structure 
used to date has been a tax partnership, so that the JV is 
not treated as a taxable entity in the U.S. In this structure, 
the foreign company creates a domestic corporate entity, 
which enters into a joint operating agreement with the 
current leaseholder, and the two parties agree to treat the 
arrangement as a partnership for tax purposes. Thus, the JV’s 
income or losses flow directly through to the partners.

The utilization of a tax partnership will prevent adverse tax 
consequences associated with a JV having multiple leases. 
Such tax partnerships often involve special allocations of 
income and deductions, and for those allocations to be 
respected, they must be reflected in capital accounts utilized 
for determining the different parties’ share of assets.

In some cases, a legal partnership may be formed that could 
provide opportunities for the current lease owner to defer 
taxation on the establishment of the partnership even though 
the company extracted cash at the time of formation.

It is very important for inbound investors to realize that in the 
U.S., mineral interests are treated as interests in real estate, 
which means that provisions of the Foreign Investment 
in Real Property Tax Act (FIRPTA) will apply. Foreign 
investors would be wise to structure the JV in such a way 
that potentially could allow for future disposition without 
incurring U.S. tax.

For domestic partners – or foreign companies that already 
have U.S. subsidiaries – the primary focus should be 
developing the joint venture as a tax partnership to avoid 
earned acreage provisions that could create so-called 
“phantom gains.” This type of structure also provides 
the potential to take a tax-free cash extraction from the 
agreement avoiding “disguised sales” rules ins some cases 
through the use of leveraged partnerships.
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Accounting perspective

The primary issue from an accounting perspective is the disconnect between 
accounting standards generally accepted in the U.S. (U.S. GAAP) standards and 
International Financial Reporting Standards (IFRS), which is used in many other 
countries. While there are some similarities between the two standards, it is 
critical that both the domestic company and inbound partner understand where 
key differences exist and how they will handle those situations. U.S. GAAP has a 
number of guidelines developed specifically for extractive industries such as oil and 
natural gas, while IFRS is more general in nature.

Foreign companies reporting under IFRS must define the type of joint control the JV 
will utilize for accounting purposes:
• Accounting for jointly controlled operations
• Accounting for jointly controlled assets
• Accounting for jointly controlled entities

For the domestic company reporting under U.S. GAAP, there are no jointly 
controlled operations and assets so the joint venture must be defined more 
specifically and uniform accounting policies adopted.
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In closing

Despite the size and scope of recent shale gas transactions, there still are plenty 
of opportunities for companies interested in developing mutually beneficial 
partnerships.  In fact, most experts believe that joint ventures with international 
partners will continue to play an important role in developing domestic shale gas 
and oil for years to come, with domestic companies providing acreage and know-
how and foreign investors providing much-needed capital.    

With the proper insight, these agreements can be structured in a manner that offers 
substantial accounting and tax benefits to both sides of the joint venture.  Working 
with an experienced third-party accounting and tax firm – both before and during 
negotiations – can deliver a wide range of benefits for senior executives and their deal 
teams seeking to maximize the return on investment from entering into a joint venture.



Maximizing value of shale joint ventures | 7

Contributing authors:

Joe Dunleavy is an assurance partner, who has worked on the audit engagements 
of energy companies for over18 years. During the course of his career, Joe spent 
approximately five years in Moscow, Russia, assisting Russian energy companies 
convert their local GAAP financial statements to International Accounting 
Standards in order to assist these clients to access International capital markets. 
After his tour in Russia, Joe was selected for a two-year tour in the US National 
Professional Services Group of PwC. During his tour, Joe assisted numerous 
energy clients with their periodic SEC reporting and provided guidance on SEC 
reporting and accounting issues. Joe has assisted various audit engagement teams 
as a revenue recognition subject matter specialist. Joe has instructed various IFRS 
training courses in the US and overseas and currently is at the forefront of PwC’s US 
Energy IFRS conversion efforts.

Phone: 713.356.4034, Email: joseph.p.dunleavy@us.pwc.com

Byron Ratliff is a tax partner with over 29 years of experience serving oil and gas 
clients. Byron spent three years as the Director of Petroleum Services and Tax Partner 
in the Moscow office. Byron also served in the Washington National Tax Services 
office (“WNTS”), where he monitored tax and fiscal legislation, regulations, and 
rulings affecting the oil and gas industry. Byron provides domestic and international 
tax advice to a variety of petroleum companies, of all sizes, on topics involving 
mergers and acquisitions, tax efficient investment structuring, use of hybrid entities, 
foreign tax credit planning, cash repatriation planning, Section 382 planning, 
monetization of tax attributes, as well as state and local planning techniques.

Phone: 713.356.4303, Email: byron.ratliff@us.pwc.com

Rick Roberge is a Transaction Services Energy Group Partner and the leader of 
the Houston Energy Valuation Practice. Rick has more than 18 years experience 
advising clients, domestic and international, in all sectors of the energy industry 
on mergers and acquisitions, including detailed financial modeling, structuring, 
capital market analysis, purchase price determination and negotiation strategy. 
Rick has extensive experience in upstream, midstream, downstream and services 
transactions. Rick is part of the National Transaction Services group that provides 
clients with a broad range of transaction services, including strategic structuring, 
business and financial due diligence, valuation, post acquisition assistance.

Phone: 713.356.8285, Email: rick.b.roberge@us.pwc.com



pwc.com 
This document contains information that is confidential and/or proprietary to PricewaterhouseCoopers LLP and may not be copied, reproduced, referenced, disclosed or otherwise utilized without 
obtaining express prior written consent from PricewaterhouseCoopers in each instance.

© 2011 PwC. All rights reserved. “PwC” and “PwC US” refers to PricewaterhouseCoopers LLP, a Delaware limited liability partnership, which is a member firm of PricewaterhouseCoopers International 
Limited, each member firm of which is a separate legal entity. This document is for general information purposes only, and should not be used as a substitute for consultation with professional advisors. 
DH-12-0019

PwC 

Value, on your terms

We focus on three things: assurance, tax and advisory services. But we don’t think 
‘off-the-shelf’ products and services are always the way to go. How we use our 
knowledge and experience depends on what you want to achieve.

So we’ll start by getting to know you. You do the talking, we’ll do the listening. 
What you tell us will shape how we use our network of 161,000 people in 154 
countries—and their connections, contacts and expertise—to help you create the 
value you’re looking for.

Energy 

Value, defined by you

We focus on customizing three things- assurance, tax and advisory services- to 
meet the unique challenges of energy companies. How we use the knowledge 
and experience we’ve gained from serving the largest and most complex energy 
companies to the entrepreneurial start-ups, depends on your goals and culture.

Taking the time to get to know you and listening to your needs, lets us use our energy 
team—of 3,100 people located around the world—to create the value you want.


