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Designing Emission Budget Trading Programs under Existing State Law
EPA’s Clean Power Plan allows each state to determine whether affected Electric Generating Units (EGUs)
must meet rate-based standards (designated in pounds of CO2 emitted per megawatt hour of electricity
produced), or a mass-based limit (measured in total tons of CO2 emissions from affected EGUs). For states
that file mass-based plans, one compliance option is an emission budget trading program. Under this
option, states would issue tradable emission allowances, and require EGUs to surrender an allowance for
each ton of CO2 emitted over a compliance period.
EPA provides each state with a budget for the interim period (2022−2029) and final period (2030−2031),
but otherwise gives states broad flexibility to customize their trading programs. Part I of this paper outlines
three design choices under the Clean Power Plan: whether to allow interstate trading; how to distribute
allowances to EGUs or other entities; and whether to require “new” sources to hold allowances.
State plans will drive Clean Power Plan compliance. A key question is whether state legislatures or state
regulators will take the lead in outlining the plan design. If legislatures do not act, the agency or agencies
designing and enforcing the program will act based on their existing authorities under state law. Part II
analyzes existing authority to freely allocate allowances to EGUs and non-emitters, to auction allowances,
and to include newly constructed sources in the program. It uses examples of specific state authority to
illustrate the key legal issues.
I. Emission Budget Trading Program Design Options
Under an emission budget trading program, the program administrator distributes a limited number of
tradable allowances each compliance period. Each source is required to retire an emission allowance for
each ton (or other unit) of pollution it emits. The number of allowances made available by the program
administrator decreases over time, assuring that regulated sources reduce their absolute emissions.
The allowance price can fluctuate, reflecting supply and demand and revealing emitters’ willingness to pay
for allowances. Under idealized market conditions, this allowance price is equivalent to marginal
abatement costs across all emitters. By trading allowances, market participants are essentially finding the
lowest cost opportunities to reduce emissions. In this way, the program is a flexible compliance option,
designed to achieve pollution reductions at the minimum cost.1
An emission budget trading program is consistent with the operations of the power sector. Generally,
electric grid operators dispatch power generators based on their marginal costs. Plants with the lowest
variable costs are called on first; as the system needs more power to meet demand, system operators
dispatch more expensive plants. A CO2 allowance price can easily and transparently be incorporated into
each plant’s marginal costs, enabling system operators to maintain existing economic dispatch procedures.
For EGUs, a pollution allowance market provides a readily accessible source of compliance instruments,
affording each EGU with the short-term flexibility it needs to meet the power system’s demands while
remaining in compliance with environmental requirements. Over the long-term, an allowance price can
motivate investment decisions. As discussed below, broader allowance markets send a consistent price
signal across the industry.
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An emission budget trading option is also a familiar option for the power sector. The 1990 Clean Air Act
Amendments established a cap-and-trade program for coal-fired power plants. The law’s Acid Rain
Program achieved pollution reductions faster and at a much lower cost than anticipated.2 In 2003,
northeastern states established a similar program for power plants and other large sources to comply with
EPA’s NOx SIP call. EPA then created trading programs for power plants in nearly thirty “upwind” states
through the Clean Air Interstate Rule (CAIR) and Cross-State Air Pollution Rule (CSAPR). In 2009,
northeastern states established RGGI, a cap-and-trade program for CO2 from power plants; EGUs in
California have been covered by that state’s CO2 cap-and-trade program since 2013.
Mass-based trading programs are also relatively straightforward to administer. As spelled out below, states
will need to make certain market design choices to establish their programs. Once a program is running,
regulated EGUs assume much of the responsibility, participating in the market as necessary to comply with
the cap. EPA is proposing to allow state plans to utilize EPA’s Allowance Tracking and Compliance System
(ATCS), which will further alleviate the administrative burden on states. This online platform has been
used by EPA, states, and EGUs for other power sector emission budget trading programs.
The remainder of this section describes three design options for states to consider when designing massbased plans: whether to allow interstate trading; how to distribute allowances to EGUs or other entities;
and whether to require “new” sources to hold allowances.
A. Allowing Interstate Allowance Trading
The Clean Power Plan does not require states adopting a mass-based approach to allow EGUs to trade
allowances across state lines, or even between EGUs in the same state. However, the economic benefits of
trading are widely recognized, and the potential to reduce costs will likely drive states to allow trading.
In general, broader markets that link across states will improve the cost-effectiveness of the program.
Trading allows EGUs with higher abatement costs to purchase excess allowances from EGUs that are able
to undertake emission reductions measures at lower costs. Including more EGUs in a program by allowing
interstate trading expands opportunities for market participants to find lower-cost emission reductions. In
addition, a larger market improves liquiditya and reduces the likelihood that any company will exercise
market power. The ability to charge monopoly prices for allowances could be a particular concern in a
single-state market where a vertically integrated utility owns most of the affected EGUs and receives most
of the initial allocation of allowances.
In the Clean Power Plan, EPA has offered a few pathways for states to enable interstate trading:


A group of states may join a multi-state plan by submitting:
o one plan to EPA on behalf of all states;
o a single plan describing common elements, in combination with individual state plans that address
state-specific elements; or,
o separate individual state plans that are materially consistent on common plan elements (40 CFR §
60.5750(b)).

a

Liquidity reflects an ability to transact quickly and inexpensively. As the number of buyers and sellers in a market
increases, the opportunities for trade increase as well, reducing transaction costs.
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A state may also submit a “trading-ready” plan that allows EGUs covered under its plan to comply with
allowances issued by other states. An advantage of a trading-ready plan is that it does not require a
state to agree on common plan elements with other states. A trading-ready plan allows for linkages to
other trading-ready single-state plans, trading-ready multi-state plans, and the federal plan, assuming
EPA opts for a mass-based federal plan. The CPP preamble suggests a state could name states from
which it would recognize allowances (§ 60.5750(d), 80 Fed. Reg. 64,892).b

B. Developing a Methodology for Initial Allowance Distribution
While the Clean Power Plan sets each state’s allowance budget, it does not dictate to states how to
distribute those allowances. EPA has proposed to provide this flexibility to states even under a federal plan;
states could submit partial plans that allocate allowances, while leaving all other aspects of the federal plan
under EPA’s purview (80 Fed. Reg. 65,026, 65,029).c
In general, states have three allowance distribution options: free allocation, auctions, or some combination
of the two. Under idealized market conditions, the ultimate equilibrium price of allowances reflects supply
and demand in the allowance market, and is not affected by the state’s initial allocation.3
Free Allocation
Free allocation methodologies can be “backward” or “forward” looking.4 A backward-looking approach is
fixed for the duration of the program and is based on historic activities, such as total electricity production
or CO2 emissions during a reference period. In its proposed model trading rule, EPA adopts this approach,
allocating allowances based on each EGU’s share of in-state electricity production in the period of 2010 to
2012 (80 Fed. Reg. 65,016). A criticism of backward-looking allocations is that they provide incumbent
emitters with an opportunity to earn windfall profits.5 Existing generators in competitive electricity
markets can include the cost of an allowance in the price of electricity, even though they received the
allowances for free,6 and additionally profit by selling allowances that they do not need for compliance
because they are producing less than they did during the reference period.
A forward-looking allocation, also known as an updating output-based allocation (OBA), adjusts in response
to firm behavior or market conditions. For example, an updating OBA for all affected EGUs could base
allocations on each EGU’s production during the previous interim step compliance period. EPA’s
proposed model trading rule includes two pools of allowances, “set-aside” from the primary allocation,
which are distributed based on an updating OBA. The allowance set-asides provide a portion of each state’s
total allowances to renewable energy generators and natural gas combined cycle units (NGCC) to
incentivize these sources to produce more and minimize emissions “leakage”d to new units that are not
covered by the Clean Power Plan (see Part I.C).

b

States could run afoul of the dormant Commerce Clause if they file plans that discriminate against allowances purely
on the basis of origin.
c
EPA is proposing to allow states to take delegation of the federal plan and become primary implementers. 80 Fed.
Reg. 65,032.
d
States have the option of including new EGUs (those constructed after January 8, 2014) in their Clean Power Plan
emission budget trading program. If a state chooses not to include new sources, it must mitigate the potential for
uncapped new EGUs to increase production in response to the cap on existing sources.
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Whether a state uses a forward- or backward-looking allocation methodology, EGUs that participate in
wholesale electricity spot markets (such as those operated by PJM and ERCOT) will offer to sell power at a
price that reflects the opportunity cost of using an allowance rather than selling it.7 Regulators could
mitigate the potential for a vertically integrated utility to earn windfall profits from its free allocation by
requiring that allowance revenue be directed to consumers,8 such as through retail rate reductionse or
investments in energy efficiency measures. An analysis of Public Utility Commission orders in fifteen states
addressing revenue from sulfur dioxide allowances from the 1990 Acid Rain Program found that regulators
typically required expenses and gains to flow to ratepayers.9
States with wires-only distribution companies could achieve a similar result by freely allocating allowances
to distribution companies based on their share of the state’s load, number of retail customers, or other
metric, rather than allocating them to EGUs. Because distribution companies do not need allowances for
compliance, they would sell them. If required by PUCs, benefits could flow to consumers, through retail
rate reductions or through a regulatory mandate to invest proceeds in energy efficiency. Investing in energy
efficiency has the added benefit of reducing consumption, thereby assisting in achieving compliance.
Allowance Auctions
Collecting revenue through an auction is another mechanism for ensuring that consumers benefit from the
initial allowance allocation. Under a standard auction, the state collects the revenue, which it could use for
general purposes, to reduce consumers’ electricity bills, or to invest in low-emission generation and energy
efficiency to assist EGUs in achieving Clean Power Plan compliance.f,10 Moreover, auctioning allowances
provides market participants with an immediate price signal about the costs of emission reductions.g
Providing this price signal early in the program, rather than waiting for sufficient trading activity to provide
that signal under a free allocation, contributes to greater market efficiency11 and can help market
participants make informed investment decisions. An auction also is more equitable because it puts all
participants on equal footing and prevents regulated firms from earning windfall profits.12
Combining Free Allocations and Auctions
A state could also choose to combine distribution methodologies; by allocating some allowances based on a
backward-looking methodology, using an updating OBA to distribute others, and auctioning a percentage of
allowances to reveal a market price. A “consignment auction” is a distribution method that combines free
allocations and auctions and is more efficient than allocation alone.13 Under a consignment auction, the
state allocates allowances to affected EGUs or other entities. Next, regulators either require those entities
e

A bill credit could have a perverse effect. Lower bills could lead consumers to increase consumption, and thereby
raise the costs of compliance. Regulators could target bill credits to particular types of customers, such as lowincome consumers.
f
The first five years of RGGI auctions generated more than one billion dollars. Each participating state has complete
discretion in spending its share of the proceeds. Most of the money has been invested in energy efficiency programs
and low-emission energy projects, which are projected to save ratepayers $2.5 billion and avoid more than eight
million tons of CO2. Regional Greenhouse Gas Initiative, Inc., Investment of RGGI Proceeds Through 2013 (Apr.
2015), available at: http://rggi.org/docs/ProceedsReport/Investment-RGGI-Proceeds-Through-2013.pdf.
g
An important caveat is that in an uncompetitive auction, which is typically characterized by few participants, bidders
may have a strategic reason for misrepresenting their willingness to pay and their bids may not reflect their abatement
costs.
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or allow them to offer or “consign” allowances to an auction. Entities that consign allowances receive a pro
rata share of the auction revenue. Any entity, including one that consigned allowances, may bid into the
auction to purchase allowances.
A consignment auction can provide many of the efficiency benefits of a standard auction. Compared to free
allocation, a consignment auction improves market liquidity and transparency, ensures the program sends
an early price signal, minimizes transaction costs, and equalizes access to market information, thus
improving perceived fairness.14 A consignment auction also allows entities that do not receive a free
allocation to have immediate access to the market.
While EPA’s Acid Rain Program freely allocates most allowances to EGUs based on a fixed methodology,15
the program holds consignment auctions as one of several mechanisms intended to “jump-start”16 trading.
Each year, EPA withholds approximately three percent of allowances that would otherwise have been
allocated to EGUs. It sells some of these allowances at a fixed price and auctions the remainder, with the
proceeds flowing to the EGUs that would have received those allowances as part of their allocations. Any
allowance holder may consign additional allowances to EPA’s auction and earn revenue from those sales.17
The auction played an important role early in the program by signaling price information and improving
market functioning.18 The Acid Rain Program also includes a set-aside of allowances for energy efficiency
and renewable energy projects.19
Stakeholders likely will hold diverse views on the appropriate allowance distribution method. While it is
sensible for regulators to analyze the economic impacts of various options, the decision could ultimately
hinge on other factors. It may be advantageous to choose a distribution method that builds support for the
plan. Market rules could also contribute to the political sustainability of the program. For example,
economists analyzing EPA’s Acid Rain Program concluded that the program’s allowance banking provisions
“proved valuable to the political success of the program” because EGU owners that banked allowances
during the first phase of the program “had a vested interest in maintaining the value of those banked credits
and thus in furthering the program itself.”20
C. Including New Sources in the Program
The Clean Power Plan applies to existing sources, defined as EGUs that commenced construction on or
before January 8, 2014 (§ 60.5840). New sources are subject to different performance rates under a
separate rule. The new source rule, however, does not cap overall levels of pollution, enabling the
possibility that affected EGUs could comply with a mass-based plan by reducing output and shifting
production to new uncapped sources. To maintain the environmental integrity of the Clean Power Plan,
EPA is requiring states with mass-based plans to demonstrate how the plan will prevent this leakage from
capped existing sources to new uncapped sources. EPA proposes that states could address this issue by
bringing new sources into their emission budget trading programs. States that do not take this option must
include plan elements, such as allowance allocation methodologies, that mitigate the potential for emissions
leakage to new sources (§ 60.5790(b)(5)(ii)).
Including new sources in the program is the simplest option to mitigate the leakage potential, and it
guarantees the best environmental outcome. To induce states to include new sources, EPA provides New
Source Complements, additional allowances above and beyond each state’s 2030 cap that can be used by for
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compliance by new or existing sources. Taking the New Source Complement could result in a greater
number of allowances being available to existing sources, if little or no new emitting generation is built in a
particular state or allowance market region, or if new NGCCs displace less efficient generators. The
number of additional allowances provided to each state ranges from one to ten percent of the state’s cap,
with an average of about three percent.
Some states may be hesitant to include new sources in their program out of a concern that it constrains
electricity generation from fossil fuels and therefore might stymie economic growth. However, EPA’s
existing source caps already include emissions associated with increases in generation from 2012 levels.21
Moreover, the notion that economic growth requires additional emissions is based on out-of-date data.
The relationship between economic growth and electricity demand has changed over time. According to
the U.S. Energy Information Administration, “the growth in electricity demand has been significantly
slower than GDP growth for decades,” and the “long-run trend of slowing growth in electricity use relative
to economic growth will [] continue.”22 While more research is needed into the causes of the deviation, a
recent article in The Electricity Journal concluded that “long-term load projections based largely on the belief
in a strong correlation between economic growth and electricity may not be accurate.”23
While the correlation between economic growth and electricity consumption has diminished over the past
two decades, the correlation between electricity growth and emissions growth has nearly disappeared. The
U.S. electricity sector has grown considerably as CO2 emissions have actually declined. From 1997 to
2013, total generation grew by 17 percent while CO2 emissions decreased by four percent.24 Power sector
CO2 emissions decreased in 30 states, including Florida, Georgia, Indiana, Kentucky, Nevada, New
Mexico, and West Virginia. Meanwhile, GDP and population increased in every state, and both GDP and
population grew at a faster rate than emissions in forty states.25
For states that do not include new sources, EPA proposes two allowance set-asides that are intended to
equalize the costs of new NGCCs, existing NGCCs subject to a cap, and renewable energy. EPA would
provide five percent of each state’s allowances to in-state renewable generators, based on each generator’s
pro rata share of total generation. An updating OBA to existing NGCCs would induce additional
production from units subject to a cap (proposed 40 CFR § 62.16245). Providing an updating OBA to
NGCCs effectively lowers the cost of NGCCs as compared to coal-fired EGUs that do not receive the OBA,
which supports the Clean Power Plan’s environmental goal of lowering CO2 emissions. On the other hand,
by reducing the cost of NGCC generation, the OBA could discourage reliance on energy efficiency and
renewable energy as means for achieving emission reductions.26 Determining the appropriate magnitudes of
the set-asides is critical for maintaining the program’s environmental integrity, but there are numerous
uncertainties and complexities associated with the set-asides that make this a particularly challenging task.27
Moreover, states that choose not to bring new sources into the program risk skewing EGU investment
decisions. If not required to hold allowances, a new NGCC could have lower operating costs than an
existing NGCC. This disparity could motivate investments in new plants and cause retirements of existing
units. While EGU owners may capture the profits, ratepayers may be harmed if otherwise viable assets are
retired prematurely or if new NGCCs are eventually subject to CO2 limits and then treated as stranded
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assets. Including new sources in the cap could avoid this outcome, while facilitating long-term planning by
“provid[ing] a consistent economic signal to existing and new sources with a similar emissions profile.”28
The set-asides also add administrative complexity to the program. For example, the state would need to
create a registry of eligible renewable energy projects, administer a system for tracking annual production,
ensure that the data is independently verified, and then award allowances (§ 60.5815(c); proposed §§
62.16240, .16250, .16260, .16265, .16270).h The administrative process would mimic the process
required under rate-based plans for issuance of Emission Rate Credits.
II. Design Options under Existing State Law
State legislatures can enact legislation that mandates a particular type of state plan or specific plan elements.
For instance, state law could require that regulators submit a mass-based plan and use a particular method
to distribute allowances. Without new legislation, state regulators will determine the type of plan and set
the detailed rules that will shape the market. The decision-making environment may be contentious;
affected EGUs may disagree with other stakeholders about the appropriate compliance approach.
Without specific legislative guidance, state utility and environmental regulators will use existing law to
design, administer, and enforce the plan. This section of the paper provides an overview of authorities for
freely allocating allowances to EGUs and non-emitters, auctioning allowances, and including new sources in
the program. While regulators may not have specific statutory authority to design these aspects of a state
plan, they may be able to rely on broad organic authority to perform these functions. This section is not
intended to draw legal conclusions about any particular state, but where possible, it provides examples of
how state regulators have applied their authority to comply with other Clean Air Act rules.
A. Allocating Emission Allowances to EGUs and Non-Emitters
Regulators in many states have already designed emission allowance allocations to EGUs under another
Clean Air Act rule promulgated under Section 111(d). State regulators would be using that legal authority
to allocate Clean Power Plan allowances. In addition, regulators in several states subject to EPA NOx
abatement rules have used their general rulemaking authority to award emission allowances to renewable
energy and energy efficiency providers. Regulators could rely on the same authority to award Clean Power
Plan allowances to non-emitters.
In 2005, EPA established a national mercury emission allowance trading program for coal-fired EGUs, the
Clean Air Mercury Rule (CAMR). EPA’s rule invited states to submit their own compliance plans, join a
national cap-and-trade program with EPA’s default allowance allocation scheme, or join the national capand-trade program but submit a their own allowance allocation scheme. Many states chose to customize
their allowance allocations. State regulators designed these allowance allocation plans under their general
rulemaking authority.

h

Several organizations already track production from renewable generators and award Renewable Energy Certificates
(RECs). These organizations are well-positioned to provide the functions required for distributing the renewable
energy set-aside, though they may need to modify their procedures to comport with EPA’s requirements. See Ari
Peskoe, Harvard Environmental Policy Initiative, Emission Rate Credits in the Clean Power Plan, at p. 5, available at:
http://environment.law.harvard.edu/wp-content/uploads/2015/08/Emission-Rate-Credits-in-the-Clean-PowerPlan.pdf.
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As examples, Arizona, Florida, Georgia, Indiana, Missouri, Nevada, and Ohio all opted to join the national
trading program and to develop their own allowance allocation schemes.i,29 None of these states passed
special legislation authorizing state regulators to implement CAMR. Although CAMR never went into
effect because the D.C. Circuit Court of Appeals overturned it for procedural reasons,30 state regulators’
actions under that rule are nonetheless relevant. Both rules regulate EGUs under Clean Air Act section
111(d) and provide states with the option of joining a cap-and-trade program. State regulators that
designed customized allowance allocation schemes under CAMR could rely on the same legal authority to
authorize allocations of Clean Power Plan allowances.
Regulators in several states have acted without any specific statutory mandate to create allowance allocation
programs for non-emitters, too. As examples, in response to EPA’s NOx SIP Call, regulators in Indiana,
Massachusetts, New Jersey, and Ohio designed programs to award NOx allowances to renewable energy
and energy efficiency providers.31 They set project eligibility guidelines, criteria for converting energy
generation or savings into NOx allowances, and documentation and reporting requirements. 32 While EPA
“encourage[d]” states to give allowances to non-emitters and suggested a state could allocate a portion of its
NOx allowance budget to renewable energy and energy efficiency projects, EPA’s rule did not require
this.33 Regulators were acting on state authority when establishing these programs.
At least three additional states (Michigan, Missouri, and Pennsylvania) offered allowances for renewable
energy and energy efficiency in compliance plans for CAIR, another NOx emission program.34 Again, in
each state, regulators acted pursuant to their general rulemaking authority.
In the Clean Power Plan, EPA is not requiring that states award allowances to non-emitting entities.
However, as discussed in Section I.C, providing allowances to renewable energy providers is a
presumptively approvable method for preventing emissions leakage to new sources.
No one appears to have challenged the authority of state regulators to allocate CAMR allowances or provide
NOx allowances to non-emitting entities; we found no court decisions to guide state regulators in this area.
However, the examples in this section demonstrate that in the recent past, regulators have used their
existing general authority to allocate emission allowances for Clean Air Act rules. Although these examples
do not carry the weight of a judicial opinion, each CAMR plan included a statement that regulators had
sufficient legal authority to carry out the plan,35 and in at least one plan the state’s attorney general provided
his opinion that the environmental regulators had sufficient authority to carry out all aspects of the plan.36
B. Conducting Allowance Auctions and Investing the Proceeds
Ten states — nine RGGI participants and California — currently conduct auctions for CO2 emission
allowances and spend the proceeds primarily on programs that lower emissions.37 Examining their legal
authorities is a useful starting point for a discussion on auction authority.
State Experience with Allowance Auctions
Six of the nine RGGI participating states (and New Jersey, a former participant) passed legislation that
specifically authorizes regulators to conduct allowance auctions.38 Two other states (Maryland and Vermont)
i

Many states chose not to participate in the national CAMR cap-and-trade program and instead promulgated
regulations that established emission limits that were at least as stringent as CAMR. Some states participated in the
national trading program without modifying EPA’s allowance allocations. Other states, in addition to those listed
here, modified EPA’s allocation scheme without pointing to CAMR-specific legislative authority.
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passed legislation that does not include the world ‘auction’ but does contemplate revenue from allowance
sales.39 New York is the only RGGI participating state that did not pass enabling legislation. While two state
residents challenged the New York Department of Environmental Conservation’s regulations implementing
RGGI because, among other reasons, they were not authorized by the state Legislature, the suit was dismissed
for procedural reasons.40
In California, state law passed in 2006 (AB32) authorizes regulators to use a “market-based compliance
mechanism” to reduce greenhouse gas emissions.41 Industry groups sued state regulators in 2012, arguing that
while legislation authorized the creation of a trading program, it did not allow regulators to auction
allowances. The trial court disagreed, finding that the statute’s instructions to “design [] regulations,
including distribution of emissions allowances . . .”42 were sufficient. Under California law, regulators may
“fill up the details” of a statute they are designated to implement. The court concluded that regulators’ choice
to auction allowances was consistent with “the text and structure” of the statute.43 The decision is on appeal.
Virginia was the only state that auctioned NOx allowances for the SIP Call. The state conducted only one
auction, for approximately eight percent of allowances available during a two-year period.44 A 2002 bill
specifically authorized environmental regulators to conduct auctions.45
In summary, most states that have auctioned emission allowances did so under specific legislative
authorizations. While regulators in Maryland, Vermont, and California do not have specific authorizations,
statutes in Maryland and Vermont contemplate revenue from allowances, which suggested auctions, while
California law authorized allowance distribution. New York is the only state to auction allowances under
general rulemaking authority. So far, challenges to California and New York auctions have been
unsuccessful, and there has not been any litigation in other states.
For states interested in auctioning Clean Power Plan allowances under existing state law, there are three
relevant questions: 1) do regulators have authority to conduct an auction? 2) May regulators allocate the
proceeds to emission reduction programs or for other purposes? 3) Could auction revenue be construed as a
tax that would require specific legislative authorization?
Conducting an Auction
On the first question, New York environmental regulators enacted RGGI under their general authorities to
promulgate “regulations for preventing, controlling or prohibiting air pollution” and coordinate air
pollution control with other states.46 The auctions are conducted by the state’s Energy Research and
Development Authority (NYSERDA). Its statutory authority allows it to “accept any gifts or grants or
loans” from other state agencies, which enables it to accept allowances issued by environmental regulators,
and to “execute all instruments necessary or convenient for the exercise of its corporate powers.”
NYSERDA relied on these authorizations, combined with its general authority and purpose of advancing
new energy technologies, to auction CO2 allowances.47
Other states that do not have specific authorizations to conduct auctions could look to analogous provisions
in existing law. Many state legislatures have used similar language to confer rulemaking powers on
environmental regulators. While NYSERDA is unique, many states have energy offices or similar agencies
that direct funds to energy efficiency or renewable energy programs. Authority granted to public utility
commissions could also be relevant, particularly in states where EGUs are owned by regulated utilities.
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Allocating Auction Proceeds
On the second question, regulators must decide what to do with revenues resulting from an auction.
Except New York, all RGGI states passed legislation to direct auction revenues to specific funds, programs,
or purposes.48 California law specifies criteria for investments of auction proceeds, directs state agencies to
develop three-year investment plans, and provides that the Legislature will appropriate money consistent
with the plans.49 The Virginia Legislature directed proceeds from the NOx allowance auction into the
state’s general fund.
Even in the absence of specific legislative direction, state regulators may have authority to allocate revenue
into programs that are consistent with their mission. For instance, NYSERDA had preexisting broad
authority to invest and spend money in ways that advance its statutory purpose of developing advanced
energy technologies.j,50
Many states have funds that are administered by state agencies or other entities and used to finance energy
efficiency programs, renewable energy projects, and other initiatives that reduce emissions from EGUs.
Regulators may be able to direct auction revenues to these existing vehicles and use established procedures
for evaluating funding applications and overseeing grants. Approximately thirty states have public benefit
funds or similar vehicles, typically funded by utility ratepayers and overseen by public utility commissions.51
Most states also have revolving loan funds that assist in financing energy efficiency and/or renewable energy
projects.52 In addition, several states have established other vehicles for investing in efficiency, renewables,
and other energy technologies.53 While the statutes creating these funds often identify funding sources,
they typically do not preclude regulators from depositing funds from other sources.
Alternatively, states may be able to adapt the mechanisms they used for accepting funds distributed through
the 2009 American Reinvestment and Recovery Act (also known as the Stimulus Bill). In many states,
energy offices or other state authorities distributed “stimulus” funds for energy efficiency programs that
operated alongside utility-run efficiency programs overseen by state public utility commissions.54 Many of
these agencies that are authorized to accept federal funds may also accept funds from other sources, and
therefore may be able to administer auction revenue.55 Yet another option is for regulators to establish a
new fund for auction revenue. At least one state court has upheld the creation of funds by state utility
regulators when that fund was created for a purpose that was consistent with legislative goals.56
Distinguishing Auction Revenue from a Tax
The third legal question related to auctions is whether they could be construed under state law as a “tax,”
which could necessitate specific legislative authorization. In California, opponents of the auction argued
that it amounted to a tax and was therefore illegal because the state constitution requires that two-thirds of
the legislature vote in favor of any tax. Less than two-thirds of the legislature approved AB32.
At the trial court, California prevailed. The court concluded that, on balance, the allowance price was more
like a regulatory fee than a tax.57 Furthermore, in its analysis of whether or not the fee was valid under
state law, the court concluded that the fee’s primary purpose was as to further the regulatory goal of
j

For example, NYSERDA administers the state’s renewable portfolio standard by conducting a request-for-proposals
for renewable energy credits (RECs) and spending funds collected by utilities to procure an amount of RECs each
year to meet a target set by the state’s utility regulator.
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lowering emissions,k and that the amount of the fee does not exceed the costs of the regulatory activities it
supports. While typical regulatory fees merely defray the costs of regulation, the court found that this fee
(auction price) supports programs that “further the [law’s] emissions reduction goals.” In that sense, the
allowance price did not exceed the cost of the regulatory activities that it supports.
The distinction between a tax and a fee is broadly consequential. Approximately fifteen other states require
that new taxes be approved by a supermajority of the legislature.58 The scope of these requirements varies,
and in some states the supermajority requirement could not possibly apply to an allowance auction. As
examples, Florida law requires a supermajority only to increase corporate taxes, and in Michigan only a
property tax increase requires a supermajority.59 Even in states without a supermajority requirement, the
tax/fee distinction may be employed to argue that an auction conducted without explicit legislative
authorization amounts to an unconstitutional tax, either because only the Legislature may mandate a tax or
because the power to tax is beyond the scope of an agency’s authority.60 The distinction could also inform
whether municipal, cooperative, or other tax-exempt entities can be required to purchase allowances.61
While not over, the California case suggests that states can take steps to lower their litigation risk in the face
of this type of challenge. The exact legal distinctions between a tax and a fee will vary by state; however,
state courts generally evaluate 1) whether the purpose is to raise revenue or achieve a regulatory goal and
2) the relationship between the amount collected and the cost of the regulation.62 Given these factors,
regulators implementing an auction may be on more solid legal ground if they spend the revenue on
programs that reduce emissions, rather than on rate relief or for other purposes.
Alternatively, implementing a consignment auction could eliminate the need to allocate auction revenue
and any ambiguity about whether the auction could be construed as a tax. As mentioned in Part I.B, under
a consignment auction, entities that are freely allocated allowances offer those allowances into an auction
and receive a pro rata share of the auction revenue. These entities may also bid on allowances in the same
auction. The auction could be administered by a third-party, which would collect and redistribute all of the
auction revenue. Under this scenario, because the state neither runs the auction nor touches the funds, the
only legal issue is whether regulators can establish auction rules and designate a third party to run it.
In California, regulators allow any entity to offer allowances into each allowance auction and require
distribution utilities to consign to auction all freely allocated allowances.63 As previously discussed, AB32
provides regulators with authority to design allowance distribution regulations, but does not specifically
address distributions to electric utilities.
For other states interested in consignment auctions, one plausible path forward is inviting all allowance
holders to offer allowances into a voluntary auction. A voluntary auction would be consistent with other
voluntary programs, such as allowance allocations for energy efficiency and renewable energy, that
regulators have created for Clean Air Act rules. Like a voluntary consignment auction, these programs
advanced the rules’ pollution reduction goals and aimed to improve their efficiency. State regulators
k

Regulators argued that auctioning allowances helps the program achieve regulatory goals by: (i) increasing the cost
of compliance and thereby stimulating early action to reduce emissions; (ii) equitably, transparently, and efficiently
distributing allowances to new and established businesses; (iii) creating a transparent pricing signal to facilitate trading
of allowances and minimize the risk of market manipulation; and, in the case of sales from the containment reserve,
(iv) moderating the effect of unexpectedly short supply or high prices.
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implemented these incentive programs under their general authority. Public utility regulators may be able
to devise cost recovery mechanisms that incentivize utilities to consign allowances to the auction.64
C. Including New Sources in the Program
Under the Clean Power Plan, a “new” EGU is one that commences construction after January 8, 2014.
Once compliance begins in 2022, new EGUs could include units that have operated for years, as well as
EGUs that will begin producing during the compliance period. To bring a new EGU into a mass-based
trading program, state regulators would write the obligation to hold allowances into the EGU’s permit.
In general, state environmental regulators issue Title V operating permits that encapsulate all of an EGU’s
air emission limitations. For an EGU that has not yet begun operation, regulators can include the obligation
to hold Clean Power Plan allowances in its initial Title V permit. For new EGUs that are already operating,
regulators can amend permits by issuing a regulation that applies to particular types of sources or initiate
proceedings to revise each permit individually.65 For EGUs that are not regulated under the Acid Rain
Program, regulators can issue a general permit that amends permits of all EGUs in that category.66
Approximately twenty state legislatures have prohibited environmental regulators from adopting specified
rules, regulations, or standards that are more stringent than federal law requires.67 Some have argued that
regulators in these states may be prohibited from requiring new plants to hold emission allowances because
that requirement is more stringent than what EPA requires under the Clean Power Plan.
As a threshold matter, the Clean Power Plan requires states to mitigate leakage to new sources. Including
new sources in an emission budget trading program is a method for complying with this requirement, and is
therefore entirely consistent with, and not more stringent than, EPA’s rule.
Even assuming a court might find the requirement “more stringent,” the requirement may fall outside the
scope of a particular “no more stringent than” statute. Some state prohibitions on more stringent
environmental regulations explicitly apply only to rules not relevant to the Clean Power Plan. For
instance, Colorado’s prohibition applies to “indirect air pollution sources,” such as construction projects,
while Pennsylvania’s prohibition applies to hazardous air pollutants that are regulated under Clean Air Act
section 112.68 Other states, such as Florida, Ohio, and Oklahoma, allow more stringent regulations if
regulators provide analysis to justify adopting the more stringent requirements.69 North Dakota and West
Virginia allow for more stringent regulations if necessary to protect the environment or public health.70
Still other states’ prohibitions apply to a “standard, emission limitation or control technology,” “greenhouse
gas emission regulations,” “standards of performance,” or a “rule.” 71 There is no case law on these
provisions. These and similar prohibitions may apply only to agency rulemakings and not to unit-specific
permits proceedings or to general permits.
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