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Horizontally fractured wells have a rapid decline in production (the “decline curve”)
in year two, with a range from 50 percent to 79 percent.! Experts believe Utica Shale
wells will yield similar decline curves.? To ascertain what the decline curve is in
Ohio, we analyzed production data for wells with two and three years of production
data.? Admittedly, production data for the first year of operation could represent
less than a year’s worth of production. As a result, the most useful data comes from
wells that went online in 2012, with the 2014 data representing the third year of
production.

For all 627 wells we analyzed, the average production per well in the first year was
27,066 barrels of oil. In the second year of production, 319 wells produced an
average of 14,348 barrels of 0il, a 47 percent decline in production. For the 67 wells
that produced for a third year, the average production came in at 6,852 barrels of
oil, a 52 percent decline from the second year. From year one to year three, the
decline curve hit a 75 percent drop in production, which is consistent with industry
expectations. Steep decline curves force energy companies to constantly drill more
wells, but, with prices plummeting, drilling activity is slowing down.

With all of the focus on Utica Shale oil production, often overlooked is the even
greater drop in natural gas prices over the last decade. The energy renaissance
produced by the combination of hydraulic fracturing and horizontal drilling resulted
in massive exploration activities across the United States. Those activities generated
unprecedented levels of natural gas production. In a classic supply and demand
problem shown in the chart below, as supplies skyrocketed without a concomitant
demand increase, prices collapsed.
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It likely will take years for natural gas prices to rebound due to the sheer volume of
natural gas wells already in production. As recently reported, “UBS AG cut its price
forecast for natural gas this week, saying the market is oversupplied by about 2.5
billion cubic feet a day.”# As Harold Hamm, CEO of Continental Resources, Inc.,
stated, “We’re the problem.”> Even though Hamm directed his comments at U.S. oil
producers, the same problem applies to U.S. natural gas producers. Thus, moving
Governor John Kasich’s severance tax hike proposal from an oil-dominated tax to a
natural gas-dominated tax won’t generate the tax revenues necessary to outweigh
the negative impact higher taxes will have on future exploration and production in
the Utica Shale formation.

When the significant price decline is married with the high decline curve, the odds
that future exploration will match the level of activity over the last few years are
low. An increase in the severance tax that would increase costs, thereby further
shrinking the margins of energy companies, likely would dampen interest in the
Utica Shale formation even more.

Facing such headwinds, legislators should reject Gov. Kasich’s severance tax hike.
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