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Overview

A secular technological shift unlocking unconventional resources, triggered a resource boom that pressed development into far reaches of the United States unaccustomed to oil and gas operations (Zuckerman 2013). Residents of those areas turned to state regulators supervising oil and gas operations to balance the impacts of new development with existing and competing uses. In large measure those residents have come away disappointed. Regulators are often more responsive to the needs of the regulated industry than to the interests of the general public they are putatively intended to protect.  This paper studies the relationship between rapidly-expanding resource extraction and regulatory capture.  The paper includes and empirical test using regulatory data from North Dakota, where the Bakken shale exemplifies a resource boom in an area with little infrastructure.
This paper extends existing theory of regulatory capture for renewable resources (Costello and Grainger 2015) to a non-renewable setting.  Waste of non-renewable resources is irreversible.  Dal Bó (2006)  comprehensively reviews the literature on regulatory capture. Several related literatures on corruption and political rent-seeking merge in this area. The oil and gas industry is competitive, but firm heterogeneity creates the possibility of more and less influential firms. So in contrast to previous literature on regulatory capture, the issue is not optimal regulation of a natural monopoly, nor is it a broader discussion of the optimal degree of government intervention in society and the economy. Whether a regulator is captured in this context depends on the answer to three questions. Does the regulator fulfill its statutory charge? Does it protect the public interest? Or is the regulator unduly influenced by private industry objectives and concerns? Failing to fulfill a charge to protect the public interest in preference to aiding private and industry interests is regulatory capture in this context.
In the United States, most oil and gas regulation is conducted at the state level. The North Dakota Industrial Commission (NDIC) is the primary regulatory authority for oil and gas producers in North Dakota, with the Oil and Gas Division handling most of the day-to-day work. The NDIC is a member of the Interstate Oil and Gas Compact Commission, which acts as a federally-sanctioned coordinating board for oil and gas regulation across 38 states. The primary regulator in each of the major producing states is a member of the compact commission, which provides a venue in which to address common issues. But each agency has final oversight in its own state. This means that each individual state agency can be lobbied and potentially captured.

Many activities  are subject to administrative rules promulgated and enforced by the NDIC. This latter category offers considerable discretion to the NDIC, both in creation and enforcement. The empirical portion of this proposal focuses on a specific set of administrative rules—field prorationing rules as they apply to natural gas flaring. Well prorationing rules were once a key element of (suboptimal) oil regulation (Libecap and Wiggins 1984), and have been implicated as having perverse effects for natural gas (Chermak 1996).
Methods

I have a unique unbalanced panel of field rules that indexes changes applicable to each field over time.  While natural gas has a significant role as a valuable fuel changing the U.S. energy system, in North Dakota as much as thirty percent of produced gas is flared, or burned off, at the wellhead. The foregone revenues of this flaring are on the order of $1 billion each year. This proposal takes the view that this is no accident—North Dakota has the least stringent flaring regulations of any state. As an illustration, North Dakota allows operators to flare without paying the royalty owner for flared gas for a period up to 12 months. Flaring is generally unrestricted for 30-60 days, depending on the field rule in effect. As a comparison, neighboring Montana requires payment after 90 days; Texas only allows 10 days of exempt production. One reason for the relatively lenient regime in North Dakota is that the gas historically had limited economic value. 

The NDIC imposes field-specific prorationing rules that index the amount of oil that a well can produce. Below the rule threshold, well operators are not restricted in the amount of gas they can flare without penalty. As production from a well declines over time, in general the field rule also steps down to try to capture the general decline. However, unexpectedly good production can lead a well to violate a field rule.

What is compelling is that rules are regularly changed for fields within months, sometimes only for a few days. Casual inspection of the data suggests that the behavior by the regulator appears that the rules are being changed to reduce the probability of violations. The empirical portion of this project tests the proposition that the regulator intentionally manipulates field rules in a way to reduce the probability that operators are in violation. Reject the hypothesis that field rule changes (both in terms of timing and stringency) are not associated with political identities, then we have some evidence that the regulator has been effectively captured and may be ignoring its stated charge.
Conclusions

In addition to spillovers to other related outcomes like environmental performance and community impacts, this project has one other immediate policy hook. In response to concerns about flaring, NDIC has proposed new regulations requiring natural gas to be captured and sold rather than flared. The deadline for “gas capture plans” has now been delayed twice—until 2019. With an econometric model of flaring behavior and compliance, counterfactual simulation models could be developed to analyze effectiveness. Although North Dakota is an anomaly in terms of the proportion of gas flared, flaring has also increased in other unconventional plays (Eagle Ford, Ohio, Colorado). Effective policy intervention may be exported to other states and regulatory regimes.
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