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I. Executive Summary

Governor John Kasich has proposed substantial increases in the state severance
taxes paid by oil and natural gas producers in Ohio. Such increases would not be in the
public or the industry’s best interests for a variety of reasons:

1. Because of the 50 percent drop in oil prices since last summer, and historically low
natural gas prices, the industry is currently in recession and retrenching.
Nationally, as well as in Ohio, the drilling rig count has dropped by more than half
over the past year while companies large and small have announced sizeable layoffs
and cuts in their capital budgets for 2015 and 2016. Simply put, now is the worst
time to increase oil and gas severance taxes, since the industry is at the bottom of
the business cycle.

2. Hiking Ohio’s severance tax rates will have profound effects on profitability.
Increasing the tax burden on an industry that is a price taker during a period of
economic stress will put Ohio’s producers at a competitive disadvantage. What
Governor Kasich is proposing is tantamount to a 1400 percent increase in the
effective tax rate on oil production and a 500 percent increase in the effective tax
rate on natural gas output. What is more, should the basis of the tax be a national
“index” such as NYMEX-WTI for oil or Henry Hub for gas, the effective rates could be
as high as 7.5 percent on oil and 13 percent on natural gas, since Ohio’s oil and gas
sells at a substantial discount to these indices. Due to a regional supply glut and a
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lack of pipeline takeaway and processing plant infrastructure, natural gas in Ohio
sells at up to a 50% “negative basis” to national prices. Because Ohio’s Utica shale is
primarily a natural gas play, raising severance taxes on these producers could prove
disastrous for a region that already faces unfavorable pricing and infrastructure
constraints.

3. The severance tax will not be a sizeable or dependable revenue source for Ohio’s
general fund. As the experience of Texas and other energy producing states has
demonstrated, severance taxes are not a stable or predictable revenue source
because they rise and fall with changes in output and price. With prices for oil and
natural gas expected to remain low for an extended period, their contribution to
Ohio’s revenue mix is likely to be quite small and not enough to offset any cuts in
state income tax rates.

4. The proposed hikes in Ohio’s oil and gas severance taxes are discriminatory. It is

never good public policy to increase the tax burden on a particular industry as
opposed to hiking taxes generally across all industries. Ohio’s oil and gas producers
already pay their fair share of taxes through state sales taxes, gross receipts taxes,
and local property taxes as well as permit fees. In addition, working interest and
royalty owners who reside in the state pay Ohio income taxes on the distributions
they receive.
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5. Higher tax burdens on Ohio’s oil and gas producers may retard future investment
in the state. Today, the contribution of the oil and gas industry to the overall Ohio
economy is fairly small. But the Utica shale play is thought to be one of the most
prolific in the nation, offering tremendous opportunities for future investment and
production. To the extent higher severance taxes increase the marginal cost of
production in Ohio relative to surrounding states encompassing the Utica and
Marcellus shale plays, investment will flow elsewhere.
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II. Introduction
For the past several years, the Ohio legislature has been debating proposals to
increase taxes levied on oil and gas production in the state. These proposals have
coincided with the U.S. shale oil and gas boom, spurred by innovative drilling methods
that combine horizontal drilling with hydraulic fracturing. As production of oil and gas
has surged over the past four years from Ohio’s Utica shale play, proponents of a
severance tax increase have argued that current oil and gas taxes are too low compared
to other states. In February of this year, Governor John Kasich once again proposed a
huge increase in Ohio’s oil and gas severance taxes as part of his 2016-2017 biennial
budget.
Under the latest proposal, taxes on conventional production of oil and gas in
Ohio would remain the same. However, Ohio’s shale operators would pay a 6.5 percent
tax on the sale of oil and gas at the wellhead, or a 4.5 percent tax if the gas is refined
into products (such as ethane) and sold downstream (see Figure 1). This would
represent a giant increase from the current rates of 20 cents per barrel of oil and 3 cents
per thousand cubic feet (MCF) of natural gas. For example, a 6.5 percent tax on oil at
the price of $50 per barrel (observed in early 2015) would amount to $3.25 per barrel,
more than 16 times greater than the current rate of 20 cents per barrel.
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Figure 1: Proposed Severance Tax Rates for Ohio Oil and Gas Industry

The proposal to increase oil and gas severance taxes has been trumpeted as part
of a broader effort to slash the state’s personal income tax rate. In theory, hiking taxes
on the oil and gas industry will generate new revenues that benefit individual Ohio
taxpayers without significantly harming energy producers in the state. But in reality, the
choice is not so simple.
As evidenced by the worldwide drop in oil and gas prices over the past year,
commodity prices and the tax revenues tied to them can be extremely volatile and
unpredictable. Funding a broad-based tax cut by raising taxes on one single industry is
not reliable, especially when that industry is highly cyclical in nature. For a state
government that must fund multi-year budgets, increasing fiscal reliance on one single
industry does not make for prudent public policy.
What is more, the proposed tax hikes would place burdens on the oil and gas
industry at precisely the wrong time. Since January 2014, U.S. crude oil prices have
fallen 57%, and natural gas prices in the Ohio region have fallen by 67%.1 The oil and gas
industry is currently downsizing, and companies with a large presence in Ohio such as
1

Jamison Cocklin, "Ohio's Kasich Proposes Highest Rate Yet, Calls For 6.5% Oil, Gas
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Chesapeake Energy and Worthington Industries have recently announced spending cuts
and layoffs.
Rather than increasing tax rates at a time when Ohio’s fledgling oil and gas
sector is under pressure, now is the time to adopt policies that will assist local producers
and continue to attract and retain investment in Ohio’s oil and gas industry over the
long-term. Ohio sits atop the Utica and Marcellus shale plays, which combine to form
one of the largest natural gas fields in the world. But for the region to realize its vast
potential, policies must be conducive to growth.
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III. The Shale Revolution: An Unexpected Boom for Ohio
Since 2010, the United States has endured the slowest economic recovery since
the Great Depression. Employment growth has been sluggish, wages have remained
flat, and real GDP growth has averaged a mere 2.2% per year since contracting 2.8
percent in 2009.2
Despite the weak economic climate, one American industry has been growing
rapidly over the past seven years: oil and gas production. Just a decade ago,
conventional wisdom posited that America would soon run out of oil and gas, forcing
the country to import nearly all of its energy supplies. However, America’s energy
outlook has changed dramatically with the emergence of what has been coined the
“shale boom.”
The surprising resurgence of the U.S. oil and gas sector has been propelled by
the combination of two technologies: horizontal drilling and hydraulic fracturing. By
combining these two techniques, energy companies have been able to efficiently and
economically tap reserves of oil and gas trapped beneath the earth’s surface in shale
and other tight rocks. As a result, new hotbeds of drilling, known as “shale plays,” have
sprung up across the U.S., including eastern Ohio.
In addition to being the world’s top producer of natural gas since 2011, last year
the U.S. overtook Russia and Saudi Arabia to become the world’s top crude oil producer.
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"U.S. Economy at a Glance: Perspective from the BEA Accounts," U.S. Economy at a
Glance, accessed March 31, 2015, http://www.bea.gov/newsreleases/glance.htm.
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In 2008, total American crude oil production was about five million barrels per day, but
output jumped to nearly nine million barrels daily in 2014.3
More recently, the state of Ohio has begun to experience the fruits of the shale
boom. During the last four years, the Utica and Marcellus shale regions in eastern Ohio
have emerged as some of the most valuable oil and gas drilling targets in the country
(see Figure 2). Companies such as Chesapeake Energy have invested billions of dollars to
acquire mineral rights leases and drill for oil and gas in Ohio. Since 2011, the Ohio
Department of Natural Resources has issued 1,864 permits in Ohio’s Utica, and 1,400
horizontal wells have been drilled.4
In just the past four years, oil and gas production in the state has increased
dramatically, due almost entirely to new production from unconventional, horizontally
drilled wells in the Utica shale. Consider that in 2011, Ohio produced about 12,700
barrels of oil and 225 million cubic feet of natural gas per day, mostly from
conventional, vertically drilled wells.5 But by March 2015, Ohio’s Utica shale formation
alone was producing around 60,000 barrels of oil per day and just under two billion
cubic feet of gas per day (see Figure 3).6 During the one-year period between 2013 and
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2014, oil and gas production from horizontal wells in Ohio increased by 200 and 350
percent, respectively (see Figure 4).7
Although geological studies indicate the Utica contains significant reserves of
untapped oil, the region has predominantly emerged as one of America’s most prolific
natural gas plays, much like the Marcellus in Pennsylvania. Consider that in the fourth
quarter of 2014, Chesapeake Energy, the largest producer in the Utica, averaged
production of 100,000 barrels of oil equivalent per day in the Utica. Of this production,
62 percent was comprised of natural gas, 28 percent was natural-gas liquids, and only
10 percent was oil.8
This surge in oil and gas production has provided a welcome boost to the Ohio’s
economy, especially for low-income counties in eastern Ohio where Utica drilling is
focused. Ohio’s unemployment rate, which stood at 4.8 percent in December 2014, is at
its lowest point in the last decade and well below the national rate of 5.6 percent.9 But
by increasing oil and gas severance taxes, Ohio runs the risk of deterring investment and
job creation from an industry that has been one of the primary drivers of economic
activity in the state since the beginning of the Great Recession in 2008.
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Figure 2: Map of Utica and Marcellus Shale Plays

Source: Marcellus Shale Coalition

Figure 3: Ohio Utica Region Oil Production (thousand barrels/day)
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Figure 4: Ohio Utica Region Natural Gas Production (million cubic feet/day)
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IV. The Oil and Gas Price Decline Retards the Shale Boom
Until the middle of 2014, the rapid growth of the U.S. oil and gas sector had been
supported by relatively high global oil prices. With prices hovering over $100, companies
had an incentive to employ expensive, innovate technologies in order to extract oil and
gas from previously untouched shale rock formations. However, the U.S. oil and gas
industry is now at risk of becoming a victim of its own success. Below certain prices,
capital-intensive projects become unprofitable, especially in shale fields requiring the
use of horizontal drilling and hydraulic fracturing.
Basic economic theory dictates that as the supply of a commodity increases
without a commensurate increase in demand, the price of the commodity will fall. In
the case of oil and gas, world prices have plummeted since June 2014 due to an increase
in supply, largely from the U.S., without a matching increase in global demand. During
the first half of 2014, the price of West Texas Intermediate (WTI) crude, the North
American benchmark, ranged from $95 to $105 per barrel. Since midyear 2014, WTI has
declined 57%, falling to a six-year low of $43.69 on March 16, 2015. During the same
time period, the NYMEX monthly settle price for natural gas has also declined, falling
from $4.40 per million British thermal units (BTU) in January 2014 to $2.58 per MMBtu
by mid-April 2015.
With the price of oil tumbling, the Organization of Petroleum Exporting
Countries (OPEC) convened in November 2014 to consider how to respond. OPEC is an
organized cartel of high-volume oil-producing countries led by Saudi Arabia. During
boom and bust cycles since the early 1970s, OPEC has coordinated output among its 12
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members to raise and lower world crude prices. However, at its November 2014
meeting, OPEC unexpectedly decided not to lower production quotas in an effort to
boost prices. OPEC argued that since North America was primarily responsible for the
huge increase in global output, the shale and oil sands producers should make the
necessary adjustments to balance supply and demand. As a result, global oil prices have
continued to slide.
By refusing to cut supply, Saudi Arabia and other members of OPEC are waging a
war for market share against American shale oil producers. As America has ramped up
domestic production, we rely much less on imports. The U.S Energy Information
Administration predicts that the U.S. will import just 21 percent of its total domestic
consumption in 2015, representing a 39 percent decrease over the past decade.10
Fearing a loss of global market share, OPEC is using its pricing power as a cartel to drive
some American production off the market.
Although Saudi Arabia needs oil prices of around $100 per barrel to balance its
national budget, it has enough cash reserves (about $600 billion) to weather an
extended downturn. Conversely, U.S. oil producers, all of which are private companies,
must respond to a drop in revenues by immediately slashing employment, drilling and
capital spending. Additionally, U.S. producers cannot coordinate production levels due
to antitrust laws prohibiting cartel behavior. In the face of persistently lower prices,
many oil and gas companies operating in the U.S. are already laying off workers and
selling assets to cover interest payments on debt. With the U.S. oil and gas industry
10

"Annual Energy Outlook 2014," U.S. Energy Information Administration, May 7, 2014,
http://www.eia.gov/forecasts/aeo/.
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under extreme duress, an increase in Ohio’s severance taxes would reduce
competitiveness and deepen the industry’s contraction at precisely the wrong time.
In short, the surge in U.S. oil and gas supply from unconventional shale fields has
created a supply glut, sending storage levels in the U.S. to near record levels. Because
America is producing so much oil, projections indicate that the country may soon run
out of space to store all of its excess crude supply (see Figure 5).11 Should the storage
tanks at Cushing, Oklahoma be unable to accommodate additional production, another
significant drop in oil prices could occur in the next several months.

Figure 5
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Further complicating the outlook for U.S. oil producers, American energy policy
is depressing the price of American oil versus the price of world oil. For years, the price
of U.S. oil (WTI) has consistently traded at a discount to the world benchmark price
(Brent). This is largely due to the fact that the U.S. has banned virtually all oil exports
since the 1973-1974 OPEC embargo.
Moreover, a lack of infrastructure and pipeline capacity has continued to keep
natural gas prices at historically depressed levels (see Figure 6). As production of natural
gas has surged from parts of the U.S. like Ohio, expansion of pipeline and processing
plant infrastructure has lagged. This has been particularly harmful to Ohio’s shale gas
producers, causing natural gas in the region to sell at up to a 50 percent discount to
national prices (see Figure 7). Regional projects to alleviate these takeaway constraints
are underway but will take years to complete. And though several U.S. liquefied natural
gas (LNG) export facilities are currently under development, gas exports are also
constrained by regulations and infrastructure deficiencies. Without a way to export, oil
and gas produced in America must either be consumed here or stored for later use.
As the U.S. has slowly recovered from the Great Recession, domestic demand for
oil and gas has not grown nearly as fast as domestic supplies, placing further downward
pressure on prices. At the same time, America’s businesses and households have
become more efficient in energy use, further dampening demand growth. What’s more,
with economic growth slowing in China, and Europe entering its third recession in the
past decade, worldwide oil demand is expected to remain depressed for at least the
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next few years. Consequently, the price of oil is not expected to return to early 2014
levels of above $100 per barrel any time in the foreseeable future.
In response to lower prices, new drilling in the U.S. is already falling, with the rig
count down 50 percent over the past year. But ironically, actual production of oil and
gas from operating wells is expected to continue rising—albeit at a slower pace—
through the end of the year. This further suggests that oil and gas prices will remain low
for an extended period (see Figure 8).

Figure 6
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Figure 7

Source: U.S. Energy Information Administration and SNL Energy
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Figure 8
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V. Low Oil and Gas Prices Endanger Ohio’s Fledgling Energy Industry
The dramatic drop in oil and gas prices has created an environment of anxiety
and uncertainty for producers in Ohio’s Utica shale. Some companies have announced
spending cuts to their Utica drilling programs, and analysts expect a further decline in
drilling should prices remain depressed. In March 2015, Chesapeake Energy, the most
active producer in Ohio’s Utica shale, announced it would cut its 2015 capital budget by
37 percent (across the U.S.) to between $4 billion and $4.5 billion, compared to $6.7
billion in capital expenditures in 2014.12 The move comes as a direct response to
substantially lower natural gas and oil prices.
Chesapeake has 435 producing wells in the Utica, the most of any driller in Ohio,
and will still commit 25 percent of its 2015 capital expenditures to the Utica play.
However, the company plans to use only three to five rigs in the Utica in 2015, down
from eight in 2014. Similarly, Gulfport Energy, the second largest producer of gas and
third largest producer of oil in the Utica, cut its Utica rig count from eight to four during
the first few months of 2015.13 Also in early 2015, Hess Corp. announced it is trimming
its drilling budget in the Utica by 42 percent this year, spending about $290 million
instead of the $500 million it spent in the play during 2014.14
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But it’s not just large companies like Chesapeake and Gulfport that are
retrenching. There are nearly 45,000 conventional wells commercially operating in
Ohio, owned primarily by very small producers. At current prices, the income received
by working interest and royalty owners is just half what it was a year ago. Making
matter worse, many of these wells are likely to be “shut in,” depriving many small
landowners and royalty owners of much-needed income.
Furthermore, companies providing services and supplies to the oil and gas
industry are also facing contraction due to the sector’s recent downturn. In March
2015, Ohio-based metals manufacturer Worthington Industries announced it will lay off
555 employees, including 80 in Bremen, Ohio, as it deals with the ramifications of low oil
and steel prices.15 Worthington’s plant in Bremen manufactures large metal tanks used
for storage by the oil and gas industry.
Similarly, U.S. Steel announced in March that it will lay off 614 workers as part of
a temporary idling of its Lorain Tubular Operations mill in Lorain, Ohio.16 Lorain Tubular
Operations mainly provides pipes for oil and gas drilling. According to Chase Ritenauer,
the mayor of Lorain, the most troubling effects of the layoffs will be for steelworkers,
their families and the local economy in and around Lorain. In his annual budget for
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2015, Ritenauer expects the layoffs to cost the city $400,000 in lost tax revenue.
According to city treasurer Karen Shawver, Lorain Tubular was Lorain’s top taxpayer in
2014, paying about $1.87 million. It was also the top taxpayer in 2012 and 2013 and has
been among the top five for many years.17 As oil and gas companies continue to reduce
their purchases from vendors, companies like Worthington and U.S. Steel, and cities like
Bremen and Lorain, will suffer the ripple effects.
In view of persistently low prices for oil and gas, operators in Ohio will continue
to cut capital spending, pull drilling rigs, and reduce employment. Already, because of a
glut in regional supply and a lack of transportation infrastructure, many producers of
natural gas in Ohio are struggling to cover expenses, much less realize a profit. Shawn
Bennett, Executive Vice President of the Ohio Oil and Gas Association, testified in early
March 2015 that the Ohio oil and gas industry “is entering a recession, as evidenced by a
reduction in capital expenditures, falling rig rates and shrinking economic development
of the Utica play – particularly when compared to other areas.”18 In December 2014, a
record 59 rigs were operating in Ohio’s Utica shale play. By the end of March 2015,
more than half of these rigs had either left the state or been stacked.19
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VI. The Negative Consequences of Increasing Ohio’s Severance Taxes in Today’s Price
Environment
As discussed above, current severance taxes in Ohio are relatively low: 20 cents
per barrel of oil and 3 cents per thousand cubic feet of natural gas. The Kasich
Administration has argued that other states, such as Texas and Michigan, have much
higher severance tax rates and that Ohio producers can afford to pay more. But both of
these states have competitive circumstances that differentiate them from Ohio.
The average costs associated with producing oil and gas vary dramatically among
basins, meaning that states encompassing most if not all of a producing basin within
their borders have far more pricing power and less competition than states with basins
that cross borders. Michigan’s tax rate of 6.6 percent of gross cash market value per
barrel of oil and 5 percent per Mcf of natural gas is sustainable because the Antrim
Basin, the state’s principal producing region, lies almost entirely within the state’s
borders.
Texas imposes a severance tax rate of 4.6 percent on each barrel of oil and 7.5
percent on each unit of gas produced. Like Michigan, Texas’ major producing areas in
the Barnett shale of North Texas, the Eagle Ford shale of South Texas and the Permian
basin of West Texas are mostly contained within state boundaries. Importantly, the
Texas severance tax is only applied when all costs associated with drilling the well have
been recovered.
What is more, the Michigan and Texas taxes have been in place for decades,
allowing producers to factor in these costs when making investment decisions. Because
23

both the Utica and Marcellus basins cross multiple state borders, Ohio must compete
with other states to attract oil and gas producers. For Ohio to stay competitive, it must
offer a favorable, predictable regulatory climate. Currently, Ohio faces stiff competition
from Pennsylvania, which also incorporates both the Utica and Marcellus basins.
Pennsylvania imposes no severance tax at all, though the state does impose impact fees
that currently amount to about $50,000 per well.
Aside from severance taxes, the state of Ohio and its local governments already
collect sizeable revenues from the state’s oil and gas producers. All producers pay state
sales taxes on equipment purchases as well as some servicing activities. Most producers
are also subject to the state’s gross receipts tax.

At the local level, oil and gas

companies must pay property taxes on their operating equipment and reserves.
In addition to the taxes paid by oil and gas companies, working interest and
royalty owners, if residents of Ohio, must report these payments for state income tax
purposes. Ohio landowners with royalty interests in oil and gas wells must also pay
severance taxes on their individual shares of production. This means thousands of Ohio
residents would face significantly higher personal tax burdens under the Kasich
administration’s plan to increase severance tax rates.
The specifics of Governor Kasich’s severance tax proposals are also problematic
because they would be based on a percent of value as opposed to quantitative volumes.
Applying the current tax structure (3 cents per MCF of natural gas, 20 cents per barrel of
oil) to average national prices as of the end of March 2015 results in “effective” rates of
about 0.42 percent on each barrel of oil and about 1.11 percent on each unit of natural
24

gas produced. The governor’s proposal, if implemented, would push the tax rate to 6.5
percent for each barrel of oil and unit of natural gas produced from fracked wells while
leaving the taxes unchanged on conventional wells. Natural gas and natural gas liquids
that go through processing would be assessed at 4.5 percent per thousand cubic feet. At
current prices, this would be tantamount to increasing the “effective” tax rate by
more than 1,440 percent on oil production and 480 percent on natural gas production
from Ohio’s fracked wells.
What is more, the actual effective rates would be much higher than the
proposed higher statutory rate of 6.5 percent for oil and gas at the wellhead. This is
because under the governor’s plan, the state would calculate industry tax bills as if
producers were selling oil and gas at national benchmark prices. For oil, this would
likely be the West Texas Intermediate (WTI) price and for gas the Henry Hub national
benchmark. However, these national prices are determined by supply and demand at
hubs in Oklahoma and Louisiana, meaning they do not accurately reflect the prices
received by producers in Ohio and the rest of the Appalachian Basin.
Since 2012, rising growth in Ohio’s oil and gas production has outpaced growth
in the region’s available pipeline takeaway capacity and processing plant capability.
Because of a lack of regional pipeline infrastructure and a glut in regional supply, oil and
gas produced in Ohio and surrounding states sells at a steep discount to national prices.
For oil, this discount can be as high as 14 percent. But since the Utica and Marcellus are
predominantly natural gas plays, a supply glut has led to a much steeper pricing
discount for natural gas. Regional natural gas prices can be as much as 50 percent lower
25

than national prices (see Figure 7). 20,21 This means the true “effective” tax rate
proposed by the Kasich Administration could reach as high as 7.5 percent for oil and
13 percent for natural gas.
Tax increases of this magnitude would severely harm Ohio’s oil and gas
producers and likely result in future drilling moving to other states. If implemented,
Ohio’s severance tax rate would be substantially higher than the 5 percent rate
currently applied in West Virginia. It would also be higher than the 5 percent rate
currently being considered in Pennsylvania.
Furthermore, the Kasich Administration’s tax plan would not allow producers to
deduct the expenses incurred from drilling a well or those associated with getting the oil
and gas from the well into a pipeline or processing plant. In most states and foreign
countries, these drilling costs and post-production costs are deducted from severance
taxes.
Drilling oil and gas wells is expensive, with the cost to drill a Utica well ranging
from 6 to 10 million dollars.22 Millions of dollars of capital must be committed without
the ability to perfectly predict future commodity prices or the actual resource potential
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of the well. Even with technological advances such as 3D seismic modeling, there is no
guarantee that every new well will provide enough recoverable resources to be
profitable. By allowing drilling costs to be deducted, Ohio would avoid taxing producers
before they even realize a profit from the sale of oil and gas. It would also decrease the
risk a company faces when drilling new wells, thereby encouraging exploration and
increasing the rate at which new highly productive fields are discovered. However,
under Governor Kasich’s current proposal, the severance tax would merely be a “gross
receipts tax,” meaning producers must pay severance taxes even if they are not turning
a profit.
When analyzing the potential effect of raising the oil and gas severance tax shale
operators must pay in Ohio, it is also important to consider some of the differences
between shale oil and gas production and conventional oil and gas production. For one,
it is more expensive to drill an unconventional well than to drill a conventional well,
since unconventional wells must utilize horizontally drilling and hydraulic fracturing.
Additionally, production from shale wells declines at a much more rapid pace than
production from traditional wells.
Shale wells produce at their highest levels during the first years, even months, of
production. Studies have shown that Utica shale gas production will typically drop 33
percent in the second year of a well’s life, 22 percent in the third year, 17 percent in the
fourth year, 13 percent in the fifth year, and 11 percent in the sixth year.23 In some
cases, the decline can be even more precipitous. Ohio’s top producing shale gas well
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during the first quarter of 2014 was the Tippens 6HS well. In just 80 days during the
quarter, the well produced 1.117 billion cubic feet of natural gas, enough to fuel 12,000
homes for an entire year.24 But by the second quarter of 2014, daily production from
the well had dropped 41 percent, and it fell another 26 percent in the third quarter. By
autumn 2014, the well was producing less than half the daily natural gas it had during its
peak output, and it had fallen from being the top producing well in Ohio to number 72.
Other top producing wells have experienced similar rates of decline, as demonstrated in
the graph below.
Figure 9
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Without new capital investment from energy companies, production of oil and
gas in Ohio would steeply decline over the next few years. The primary concern of any
oil and gas exploration company is to replace and grow its reserves. For companies to
accomplish this goal, and continue to create jobs and economic prosperity in Ohio, they
must be able to drill new wells. Dramatically higher severance taxes will make drilling in
Ohio less likely.
The fact that most other oil and gas producing states currently impose higher
severance taxes than Ohio should not be used as a justification for higher rates,
especially in today’s low price environment that is decreasing the profitability of most
operators and forcing cutbacks in employment and capital spending. Because Ohio’s oil
and gas companies are “price takers” in the marketplace, any factor that increases the
marginal cost of production—such as the proposed increases in severance taxes—will
put the state’s producers at a competitive disadvantage, resulting in lower crude oil and
gas output as well as diminished investment in the years ahead.
Even when oil and gas prices rebound, energy companies must decide where to
employ capital in order to generate the largest return for shareholders. If Ohio raises
the severance tax on production of oil and gas, companies will divert investment away
from Ohio toward shale fields in nearby states with lower tax rates such as Pennsylvania
and West Virginia. Given the current price environment, instead of raising taxes on an
industry facing retrenchment, Ohio should be pursuing policies to attract more energy
producers to the state over the long-term.
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Capital is not captive in Ohio, meaning that oil and gas producers choose to
operate in states that offer the most attractive mix of resources, policies, and
economics. The recent expansion of the Ohio oil and gas sector proves that the state
has both the resources and the underlying economic climate to support oil and gas
development. Shortsighted policies, such as imposing dramatic increases in severance
taxes when the oil and gas industry is under stress, will do more harm than good to
Ohio’s economy.
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VII. Conclusion
Over the past decade, the oil and gas industry has been one of the American
economy’s few success stories. Thanks to technology and innovation, the industry has
just begun to tap previously untouched “shale” fields ranging from Ohio to Pennsylvania
to Texas. This oil and gas renaissance has been a boon for states with shale, bringing
with it heightened levels of economic development, jobs, and tax revenue used by local
governments to improve schools and infrastructure. However, the recent plunge in oil
and gas prices has threatened to halt the shale boom in the U.S. and Ohio. As the
industry faces the daunting challenge of adjusting to lower commodity prices, now is
not the time for the state of Ohio to increase its tax burden.
For the shale boom to continue revitalizing and diversifying Ohio’s economy,
taxes and regulatory policies must remain accommodative. If the proposal to raise oil
and gas severance taxes in Ohio is adopted, it will severely impair the state’s ability to
attract new investment, jobs, and tax revenue from the oil and gas industry. It will also
expose state coffers to the highly volatile and unpredictable swings in the prices of oil
and gas. As the state legislature explores ways to lower the personal income tax, it
should take a more balanced, less targeted approach than simply raising taxes on Ohio’s
shale oil and gas producers.
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