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PREFACE 
Due to my interest in diplomacy and the environment, I chose to write my thesis about 

international environmental and diplomacy law. Furthermore the refusal of the Kyoto 

Protocol’s ratification by the United States always intrigued me. The course of Professor 

Maes “Diplomacy law and Multilateral Negotiations”, in which the negotiations with regards 

to the compliance mechanism of the Kyoto protocol were simulated, increased my interest in 

the subject. In the United States of America, where I studied one semester abroad in 

Washington DC, I followed the course “International environmental law” of Professor 

Hunter. This course was very useful for the general background of my understandings in 

climate change.  During my stay in the United States, I discovered in addition my interest in 

commerce law and business law. Due to the combination of my two interests in international 

environmental law and commerce law, the functioning and reasoning of the carbon markets 

appealed to me. Moreover it appeared fascinating to place them in the legal background of the 

United States. 

This thesis would not have been possible without the help and support of several persons. I 

owe my deepest gratitude to Mr. Nils Goeteyn, a PhD candidate at the Department of 

International Public Law at Ghent University, who followed the work process of my thesis. 

He was always available and prepared to answer my questions and to put me on the right 

track. Our conversations constantly provided me with enlightenment and motivation. 

Additionally, he presented useful articles to increase my knowledge in a certain topic 

involving my thesis.  Furthermore I would like to show my sincere gratitude to Professor 

Frank Maes, Professor of Public International Law in the Faculty of Law at Ghent University, 

who helped me to find an appropriate legal subject for my thesis, with regards to my interests.  

He was always ready to clear his busy schedule in case I needed him.  Moreover, it is a great 

honor to thank Professor Hunter, Professor of law and Director of the International Legal 

Studies Program at American University, Washington College of Law. He gave legal insights 

to a key question that helped me forward in a difficult moment. Furthermore, I would like to 

thank Mrs. Annie Nouten for reading my thesis and correcting my English language.  

My appreciation towards my parents is indescribable as they have assisted me continuously 

with moral and financial support during my studies. Furthermore they provided for the 

opportunity to study in the United States in order to enrich my intellectual and personal 

development. Last but not least, I would like to thank all of my friends and my boyfriend for 

their listening ear and motivational words during my studies. Their love and friendship in 

difficult and pleasant moments will not be forgotten.  
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ABSTRACT 
This thesis aims to analyze the participation of the United States of America in the future 

Post-Kyoto carbon market from a legal point of view. The United States has not ratified the 

Kyoto Protocol and thus the country is not part of an international greenhouse emission 

trading system. Nevertheless, regional cap-and-trade systems have emerged on a local level. 

All regional U.S. carbon markets intend to link with other emission trading systems either in a 

national or in an international context. Hence through the enlargement of the geographical 

scope, this regional bottom-up linking is one possible approach for the United States to be 

involved in the future carbon market. However such linkage may rise several legal 

impediments under the U.S. Constitution. Therefore, this thesis researches which 

constitutional clauses may form a threat for the legality of such national and international 

carbon market linkage. In addition to the bottom-up approach, the other approach for the 

United States’ involvement in the carbon market is examined, namely the enactment  of a cap-

and-trade system imposed from the federal top downwards. Hence, this approach requires the 

participation of the U.S. federal government. The legal issues that may arise from this top 

down carbon market are analyzed. Who has the legal power to set up a federal carbon 

market? And if such a national carbon market would be built, which criteria are crucial for 

the legality of such emission trading system? Furthermore to understand better possible 

future United States’ involvement on an international level, the history of the U.S.’ policy 

towards emission trading is researched. This thesis searches clear patterns in their policy and 

questions whether it is likely that these will change in the near future. 

The importance of this thesis is stressed by the severe consequences of climate change and the 

lack of clear, unified environmental world policy. The future actions of the United States of 

America, as major polluter, are critical for the international diplomacy. Despite the fact that 

the United States is not a participant of the Kyoto Protocol, recent changes have occurred on 

a regional and national level with regards to greenhouse gas emissions. Regional carbon 

markets have been enacted, American case law has ruled upon GHG emissions, new emission 

standard regulations have been produced by the EPA, and so on. However, with the end of 

the first commitment period Kyoto Protocol in sight, will these changes be reflected on an 

international level?  
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INTRODUCTION 

DEFINITION OF THE PROBLEM 
 

On 11 December 1997 the Kyoto Protocol was adopted as an international environmental 

protocol to the United Nations Framework Convention on Climate Change. It entered into 

force on 16 February 2005. 

 The main goal of the Kyoto Protocol is to combat climate change and therefore a worldwide 

reduction of greenhouse gas (GHG) emissions was necessary. Consequently, binding targets 

and timetables were set for 37 industrialized countries and the European Union (Annex 1 

countries) in order to reduce their GHG emissions. These reductions have to be reached on a 

domestic level through national measures. 

The Protocol, however, is provided with Flexibility Mechanisms that allow countries to meet 

their targets via international market based systems. One of the three Flexibility Mechanisms, 

the emission trading mechanism (also known as a cap-and-trade system or the carbon market), 

is the basis of a large market that trades in credits or permits that represent emission 

reduction. On one hand, the carbon emission trading mechanism allows countries to purchase 

emission credits if they were not able to reduce the level of GHG emission below the 

regulated permitted amount. On the other hand, countries are permitted to sell the emission 

reduction credits when they emitted less than the regulated cap. Hence, through this means, an 

economical incentive is given to reduce GHG emissions. 

The EU followed the example that was given by the Kyoto Protocol and constructed its own 

internal market. At the time of writing, the European Union Emission Trading Scheme is the 

largest carbon market in the world.  

The United States, one of the largest GHG emitters of the world, is not part of the emission 

trading mechanism since it did not ratify the Kyoto Protocol. However, on a regional and 

local level, cap-and-trade systems are being founded or are already operative. The Regional 

Greenhouse Gas Initiative, the California Global Warming Solutions Act (AB 32), the 

Western Climate Initiative and the Midwestern Regional Greenhouse Gas Accord are all 

examples of current initiatives to abate GHG emissions at a regional level. Furthermore, a lot 

of federal legislative proposals have been introduced in Congress in order to create a national 

cap-and-trade system. So far however, none of these proposals have passed in Congress. 

As the Kyoto protocol’s first commitment period is ending in 2012, it is important to attempt 

to predict the United States’ participation in a future carbon market. Moreover it is interesting 

to examine which approach is best applied in order to ensure U.S.’ interaction with carbon 

markets. Two main approaches are at hand and will be analyzed. The bottom-up approach 

represents the linking of the regional carbon markets and the top-down approach requires the 

involvement of the U.S.’ government. The study of these approaches will both be done in a 

national and international context. Therefore four main questions will be examined in this 

thesis. 
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In the bottom-up approach: 

(1) Is it allowed according to the U.S. Constitution for regional cap-and-trade systems 

to be linked to each other in a national context?  

(2) Is it allowed according to the U.S. Constitution for regional cap-and-trade systems 

to be linked to an international market?  

In the top-down approach: 

(3) What are the legal issues of a future federal cap-and-trade system?  

(4) What are the legal issues of future federal participation in an international cap-and-

trade system? 

 

THE STRUCTURE OF THE ANALYSIS 
 

The first part of this thesis is an introductory, theoretical part that provides a general overview 

of the climate change background and its connection with a cap-and-trade system. 

Alternatives for a carbon market are considered and the positive and negative characteristics 

are determined. To understand the functioning of a cap-and-trade system, the different 

modalities that characterize them are briefly discussed. Furthermore, this introductory part 

describes the existing cap-and-trade systems. For the goal of this thesis, this description is 

limited to the different carbon markets inside the United States, the Kyoto Protocol emission 

trading mechanism and the European Union Emission Trading Scheme.  

The second part of this thesis discusses the bottom-up approach of the U.S.’ participation in a 

carbon market. Because of the fact that the bottom-up approach deals with linkage of the 

regional cap-and-trade systems, the possible legal forms for such linkage are analyzed first. 

After concluding the best legal instrument available, the next chapter studies the legality of 

linking  regional U.S. cap-and-trade systems to each other in a national context. In order to 

know whether such national linkage is legal, the U.S. Constitution is examined. The same 

research is performed in the third chapter but at an international level: is it possible according 

to the Constitution for regional American emission trading markets to link internationally?  

The third part of this thesis discusses the top-down approach, in which the federal U.S. 

government needs to be involved. From the national angle of the top-down approach, the 

question of the legality of a future federal carbon market is researched. Hence, in order to 

construe an answer, the federal authority for enactment of a national cap-and-trade system is 

researched. Is the Judicial, the Executive or the Legislative branch empowered to build a 

carbon market? Furthermore, although none of the legislative proposals passed in congress, 

they are researched in order to know if they would fulfill the crucial criteria to avoid legal 

claims. In the international context of the top-down approach, an overview is given of the 

United States’ international policy towards emission trading. Patterns in United States’ 

emission trading policy are searched based on this history of diplomatic negotiations. 
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THESIS OBJECTIVE 
 

This thesis aims to predict potential U.S. participation in the carbon market. With the end of 

the first commitment period of the Kyoto Protocol in sight, the international environmental 

future of GHG emissions is uncertain. Recently, regional carbon markets have emerged in the 

United States. Through bottom-up linkage they could form a bigger carbon market nationally 

and internationally. However this connection between American emission trading systems 

will most likely deal with constitutional claims. This thesis tries to envisage whether these 

legal impediments will impose a threat for the unconstitutionality of carbon market linkage. 

Furthermore, this study attempts to forecast possible future legal claims in case a federal cap-

and-trade system would be enacted. Additionally, this thesis strives to predict the United 

States’ actions on an international level with regards to emission trading.  
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PART I 

THEORETICAL BACKGROUND 
 

CHAPTER 1: THE CLIMATE BACKGROUND 
 

In this first chapter the main reason for the existence of the carbon market is explained. The 

carbon market is created to help reducing greenhouse gas emissions. These gases contribute to 

the greenhouse effect if they are emitted in a too large amount. This man-made process of 

overproduction of GHG emissions causes climate change, an international environmental 

problem that brings along consequences on many levels. In this chapter, it is mainly the 

economical side of the carbon market which is brought forward. This is because of the fact 

that emission trading systems are framed in an economic solution to the climate change 

problem. The economic theory of the “tragedies of the commons” explains the human 

behavior of overproduction and over emission of greenhouse gasses. Several economic 

theories try to find solutions to this problem, including the Coase-theorem that lies at the basis 

of the cap-and-trade systems. Therefore, to better understand the functioning and reasoning 

behind the carbon market, the concepts of “climate change”, “greenhouse effect”, “tragedy of 

the commons” and “the Coase-theorem” are explained.  

1.1. CLIMATE CHANGE  

Carbon trading markets have to be situated in the context of “climate change”. To understand 

the reason and operation of these markets, it is important to know their background. 

Although both terms “climate change” and “global warming” are used to describe the 

framework of an international environmental problem, it is more preferable to apply the 

former term. To understand this, a distinction should be made between climate and weather. 

As the latter refers to a specific local condition of the atmosphere at a particular time, climate 

can be seen as the average of weather and weather patterns. The term “global warming” 

describes only the increase of the average temperature in the atmosphere. The problem 

however is more complex and should be addressed in a broader frame. Therefore the use of 

the term “climate change” should be applied, referring to the significant change in weather 

patterns in long-term view.  This process will have consequences on many levels.  

Therefore the past twenty years this problem has been the focus of many international and 

national conferences. It has led to diplomatic, scientific, political and economical discussions. 

The Intergovernmental Penal of Climate Change (IPCC) was created to anticipate the need to 

better understand anthropogenic impacts on the climate system. In its fourth assessment 

report, which was published in 2007, the IPCC puts an end to the scientific uncertainty and 

concludes that “Warming of the climate system is unequivocal, as is now evident from 

observations of increases in global average air and ocean temperatures, widespread melting 

of snow and ice and rising global average sea level” and that “Observational evidence from 

all continents and most oceans shows that many natural systems are being affected by 
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regional climate changes, particularly temperature increases”
1

. 

Other studies have shown that the consequences of “climate change” are located in more 

dimensions than just the environment. For example “The Stern Review”, an important 

economical research commissioned by Gordon Brown, examined the economic impacts of 

climate change.  It concluded that “ignoring climate change will eventually damage economic 

growth. Our actions over the coming few decades could create risks of major disruption to 

economic and social activity, later in this century and in the next, on a scale similar to those 

associated with the great wars and the economic depression of the first half of the 20th 

century. And it will be difficult or impossible to reverse these changes. Tackling climate 

change is the pro-growth strategy for the longer term, and it can be done in a way that does 

not cap the aspirations for growth of rich or poor countries. The earlier effective action is 

taken, the less costly it will be.”
2
 

1.2. THE ROOT CAUSE 

The process that lies at the root of “climate change” is the “greenhouse effect”. This term 

describes a natural process by which the earth’s atmosphere lets warming energy from the sun 

pass through to the earth’s surface. The earth surface reflects the sun’s radiation back into 

space although due to certain gases, called greenhouse gases, a portion of that energy is 

trapped and absorbed in the atmosphere
3
. The six greenhouse gases (GHG) that are listed in 

the Kyoto Protocol Annex A are carbon dioxide, methane, nitrous oxide, hydrofluorocarbons, 

perfluorocarbons, and sulphur hexafluoride. A certain amount of these greenhouse gases in 

the atmosphere are natural and necessary to preserve the sun’s warmth. If not for these gases 

human life on earth would be impossible.  However due to human activity, such as electric 

power plants, factories production, mobile exhausts and cattle-breeding, the quantity of GHG 

emissions has increased vastly. This man-made change in the composition of the atmosphere 

has led to a larger absorption of the sun’s warmth, leading an increase of the average 

temperature in the atmosphere and change in weather patterns.  

Hence, the overproduction and overemission of greenhouse gases in the atmosphere is one of 

the root causes of “climate change”. One might ask why the emission of greenhouse gases has 

increased so dramatically that there is interference with natural processes. The IPAT equation 

has tried to find an equation involving several factors to calculate the environmental impact. 

According to this mathematical model, the environmental impact (I) = the population (P) x 

the affluence (A) x technological progression (T).
4
 Although this equation may not be viewed 

as a conclusive comparison, it may be used as an indicator. The IPCC, for example, applied 

the IPAT equation in studies of CO2 levels.  Using statistics and numbers of this past century, 

it is clear that P, A and T have expanded significantly. Today, at the time of writing 

                                                   
1 INTERGOVERNMENTAL PANEL ON CLIMATE CHANGE, CLIMATE CHANGE 2007: FORTH ASSESSMENT REPORT: 

SYNTHESIS REPORT, (2007), available at http://www.ipcc.ch/publications_and_data/ar4/syr/en/contents.html 

(last visited Sept. 28, 2011). 
2 NICOLAS STERN, Stern Review: The Economics of Climate Change: executive summary, 2 (2006), available at 

http://webarchive.nationalarchives.gov.uk/+/http://www.hm-treasury.gov.uk/d/Executive_Summary.pdf. 
3 DAVID HUNTER, JAMES SALESMAN, & DURWOOD ZAELKE, INTERNATIONAL ENVIRONMENTAL LAW AND 

POLICY, 2 (4th ed. Foundation Press 2011)[Hereinafter HUNTER, 2011]. 
4BELLAMY FOSTER, BRETT CLARK & RICHARD YORK,  “The ecology of consumption”, THE ECOLOGICAL RIFT, 

378 (october 20, 2010). 

http://www.ipcc.ch/publications_and_data/ar4/syr/en/contents.html
http://webarchive.nationalarchives.gov.uk/+/http:/www.hm-treasury.gov.uk/d/Executive_Summary.pdf
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(November 2011) the world population has outnumbered seven billion. And the consumption 

and production of goods keeps increasing because of the larger demand and ongoing 

technological improvement. As the three factors are connected, they influence each other 

creating a chicken-and-egg situation that may lead to overconsumption. The factthat 

overconsumption and overproduction is dangerous can be illustrated by the Easter Island 

story. The mystery of the large, heavy stone heads in an empty, disserted environment with no 

trees, no ropes, no animals, no humans have intrigued scientists since its discovery in 1722. 

The explanation for these mysterious heads lays in the fact that once there was a flourishing 

society and economy surrounded in a wealthy, heavily vegetated environment. 

Overpopulation, overconsumption and fast improving technology have brought the island to a 

point where it could no longer rebuild its recourses in time. An environmental collapse and 

destruction of island’s nature was the inevitable consequence. Animals lost their habitats and 

were extinct; humans were forced to cannibalism and eventually died.
5
  Of course the 

relevance of this extreme metaphor is not completely suitable for the climate exchange 

problem. This metaphor should merely be viewed as an identification of potential 

consequences of overconsumption. In the Easter Island story there is overexploitation of the 

earth’s resources such as trees, plants, animals, and vegetation. In the climate change problem 

pollution and overproduction of greenhouse gases in the atmosphere are the causes of the 

degradation of the air and climate. 

1.3. ECONOMICAL VIEW  

1.3.1. Tragedy of the commons 

Because of the fact that the overproduction of greenhouse gases is the main element that 

contributes to greenhouse effect, it is necessary to understand the reason behind this human 

behavior of overconsumption before searching for solutions. Economics have explained 

overconsumption through the economical understanding of the “Tragedy of the Commons”. A 

concept that was first expressed by Garrett Hardin in 1968.  This theory explains the idea that 

if a resource is held in common and therefore has no owner, this will eventually lead to 

overconsumption and ultimately destruction of the resource.
6
 The classical example used for 

describing and explaining this human pattern of thought and its consequences, is a meadow 

that is shared by a village. Some villagers will want to pursue their own full benefit and 

therefore they will increase their amount of cattle on the grass. Because those villagers only 

think about their personal benefit, too much cattle will be put on the meadow, causing a 

decline of the quality and a reduction in grass. The whole village has to pay for the costs of 

the degradation of the meadow but those villagers will have their personal benefit. This 

irresponsible behavior is called a “free-ridership” because they get advantage of the restraint 

of those who do try to conserve the meadow. 
7
  

                                                   
5 HUNTER, 2011 supra, at 41-42.  
6 GARRETH HARDIN,  “Tradgedy of the commons”, Science vol. 162, 1243-1248 (13 December, 1968); PLATERS 

ABRAMS GRAHAM & HALL HEINZERLING WIRTH, ENVIRONMENTAL LAW AND POLICY, NATURE LAW AND SOCIETY, 

25 – 27 (4th ed. Woluwe Kluwer 2010) [Hereinafter GRAHAM & WIRTH, 2010]. 
7 PETER DAUVERGNE, HANDBOOK OF THE GLOBAL ENVIRONMENTAL POLITICS, 36 (Edward Elgar Publishing, 

2005). 
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Again this metaphor is used in environmental economics to explain human behavior. It should 

not be viewed as a conclusive comparison. In the climate change problem, the atmosphere is 

the commons and companies, states and individuals are the villagers. If there is no regulation, 

almost every “villager” will produce GHG substances without thinking of the negative 

consequences. They will try to reach their maximum benefit by for example producing CO2 

by burning fossil fuels for producing energy. Just like the meadow, the atmosphere has a 

maximum capacity. As it already has been mentioned, a certain amount of GHG’s are natural 

and sinks can absorb them. But once the capacity is reached, a degradation of the atmosphere 

follows. Hardin said that the growth of population caused this “tragedy of the commons” but 

according to neoclassical readings, the only fact that lies at the ground of this problem is the 

failure of control over the commons.
8
  According to that theory, it is clear that humans have to 

be guided through law or through regulatory impulses that stimulate them to use the resource 

in a responsible, sustainable way.  

1.3.2. Solution theories 

Several economic theories have tried to find a solution to the “tragedy of the commons”. The 

two most important theories are discussed below, as they are the basis to two main systems 

that have been used to address climate change: Pigou laid the foundation of environmental 

taxes and the Coase Theorem is the foundation of the cap-and-trade systems or emission 

trading markets. 

Already in 1920, Alfred C. Pigou published in his book “The economics of welfare” an 

economic theory that tries to find a solution to this disruptive human behavior by 

“internalization of the externalities”. Those externalities are “costs imposed or benefits 

conferred on others that are not taken into account by the person who is taking the action.”
9
 

The concept of external effects was created by A. Marshall. At first the economical 

importance was minimal but when it was placed in the context of environmental pollution the 

concept got rediscovered. Pigou saw that pollution was a negative externality and therefore 

state intervention was necessary. Pigou supported a per-unit-tax system that causes a higher 

cost to pollute. Wanting to get the profit as high as possible, “each villager” will minimize 

their private costs and therefore they will choose to pollute less to pay fewer taxes. That 

choice will eventually lead to a public cost minimization, being pollution and climate 

change.
10

 In applying this theory of Pigouvian taxes, a state or government was necessary to 

distribute the taxes and collect the money. 

Ronald H. Coase created a different solution for the overconsumption of the res communes. 

He proposed to put property rights on the environment either for the party of the polluters or 

for the party of the “victims of pollution”. Then he would leave the two parties to negotiate 

about the optimal amount of pollution, whereby the party who does not own the property 

rights will have to buy them from the other party to obtain the ideal behavior adaptation.
11

 

                                                   
8
 BRIAN C. O'NEILL, F. LANDIS MACKELLAR & WOLFGANG LUTZ, POPULATION AND CLIMATE CHANGE, 92 

(Cambridge University press, 2001). 
9 Arthur Cecile Pigou, http://www.econlib.org/library/Enc/bios/Pigou.html (last visited Nov. 13, 2011). 
10 THOMAS H. TIETENBERG, EMISSIONS TRADING: PRINCIPLES AND PRACTICE, 2 (RFF Press, 2006)[Hereinafter 

TIETENBERG , 2006]. 
11 MARC DE CLERCQ, ECONOMIE TOEGELICHT, 419 (Apeldoorn, 2006). 

http://www.econlib.org/library/Enc/bios/Pigou.html
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The Coase Theorem demonstrates that the same environmental outcomes as pigouvian taxes 

would be reached if “law would create property rights on the commons that would be traded 

via market exchange.”
12

 In this “market-based instrument” firms will have to look themselves 

to the lowest overall cost to meet the environmentally clean standards. In the Pigouvian tax 

system, on the contrary, it is the government that has to make an analysis of the costs and 

benefits of the complete market. Hence, Coase changed the task of the government from 

controlling and enforcing the correct amount of taxes to the regulating and defining property 

rights on pollution.   

1.3.3. Economic views applied in cap-and-trade 

1.3.3.1. The Coase Theorem 

The Coase Theorem, which places property rights on the environment, is the economic theory 

behind the carbon emission trading market.  In this section below, the concept of the carbon 

market is explained shortly. While further in this thesis carbon emission trading systems are 

reviewed more in detail, this chapter merely explains the functioning in order to better 

understand the following economic theories.  

Carbon emission trading markets are also known as cap-and-trade systems because of the 

characteristics and functioning. The cap represents a limited amount of pollutants that may be 

emitted during a year or another compliance period. This boundary is set by a central 

authority, which can be international (such as the European Commission in the EU ETS) or a 

national or regional governmental body (such as the California Air Resources Board). If it is a 

domestic emission trading scheme individual firms will have to comply to the emission caps 

and therefore they will be the sellers and buyers. In an international trading market, such as 

the Kyoto Protocol, on the other hand, the cap has been set out for a country. Therefore 

countries will trade amongst each other.   

Firms or countries receive emission permits, allowances or credits for free (allocation) or they 

have to buy them (auctioning). Those permits allow them to emit a specific amount of 

pollutant substances that are limited under the cap. Applying the Coase Theorem, the 

emission permits are the property rights placed on GHG pollution. To have a conclusive 

system, the total number of allowances should be equal to the cap.
13

 If firms or countries emit 

above the cap, they will be obliged to purchase emission permits from other countries or firms 

to follow the regulations. If a firm or country is able to reduce their amount of emissions 

below the obliged cap, they can sell their unused emission permits. Hence, the seller will be 

rewarded for having reduced emissions and the buyer will pay for his extra amount of 

pollution.  

1.3.3.2. The Marginal Cost Abatement and the Langrage Framework 

As explained above, the goal of the carbon market is to reduce GHG emission. Not every firm 

or country has the same cost of reducing their emissions. The Marginal Abatement Cost 

                                                   
12

 GRAHAM & WIRTH, 2010 supra, at 29.  
13 ROBERT R. NORDHAUS & KYLE W. DANISH, Designing a mandatory greenhouse gas reduction program for 

the U.S., 17 (Pew Center on Global Climate Change, May 2003) available at 

http://www.pewclimate.org/publications/report/designing-mandatory-greenhouse-gas-reduction-program-us (last 

visited Nov. 7, 2011). 

http://www.pewclimate.org/publications/report/designing-mandatory-greenhouse-gas-reduction-program-us
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(MAC) refers to the cost of eliminating one additional unit of greenhouse gas pollution. For 

each regulated entity (country or firm) it is beneficial to abate the amount of GHG emissions 

up to the point where the market price of GHG allowances equals the marginal abatement 

cost. Some entities have a higher marginal abatement cost (high-cost controller) and for others 

it is not that costly to abate an extra unit of carbon (low-cost controller). The entity that has 

the biggest expense in reducing its emissions, can buy allowances from the low-cost 

controller. The low-cost controller earns money by selling its allowances; the high-cost 

controller can reduce its costs by purchasing the allowances. Therefore a “gains in trade” can 

be established. However in reality, a lot more factors will be important to determine whether 

or not it is advantageous to trade with an other country or firm (for example state policy, 

transaction costs, compliance enforcement, monitoring, verification, liability accountability, 

carbon leakage,…).
14

  

In the economics of emission trading, the “Lagrange framework” is also applied frequently. 

The Lagrange theorem basically helps to determine the maximum and minimum of a function. 

With this theory, the minimum cost of achieving the obliged carbon reduction in a year can be 

calculated. Countries can use this theory to minimize their costs to achieve the best level of 

regulatory environmental standards.
15

 

  

                                                   
14 JEA EDMUNDS, MICHAEL J. SCHOCTT, JOSEPH M. ROOP & CHRISTOPHER N. MACCRACKEN, International 

emission trading and global change, Impacts on the Costs of Greenhouse Gas Mitigation: Prepared for the Pew 

Center of Global Climate Change, 3-4, available at 

http://www.pewclimate.org/docUploads/econ_emissions.pdf. 
15 TIETENBERG, 2006 supra at 29. 

http://www.pewclimate.org/docUploads/econ_emissions.pdf
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CHAPTER 2. ALTERNATIVE METHODS  
 

Cap–and-trade systems are just one of the many remedies used to decrease GHG emissions. A 

distinction should be made between the classical regulative strategies and the market-based 

instruments. The “Command and Control” policy is the strategy to reduce emissions by 

classical regulations. Market-based instruments, on the contrary, provide incentives for 

polluters to emit less. These incentives are most of the time economical in nature. Subsidies, 

deposit-refund funds, eco-labeling, licenses, concessions, etc. are examples of those economic 

incentives. In the following chapter however, only the main alternatives for emission trading 

are discussed. 

2.1. “THE COMMAND AND CONTROL” POLICY 

According to The Environment Encyclopedia  “the Command and Control policy is the name 

for a type of environmental regulation that tends to set an absolute limit on the amount of 

pollution control, and also sometimes legislates how the pollution control is actually to be 

achieved.”
16

 In this classic regulative strategy, the legislators restrict the carbon emission 

amount of individual firms or entities. Two central types of regulatory standards are used: 

performance-based and technology-based.
17

 The latter specifies the methods, techniques, 

instruments and equipment that should be used during a production process in order to emit 

less GHG’s. The performance standard, on the other hand, sets a target for each firm or entity 

and they can choose to their own discretion how they are going to meet the set target.   

The “Command and Control” regulations are useful for the decrease of “point sources”
18

, 

described by the U.S. Environmental Protection Agency (EPA) as “any single identifiable 

source of pollution from which pollutants are discharged, such as a pipe, ditch, ship or factory 

smokestack”.
19

 Historically, the United States used the “Command and Control” strategy for 

environmental methods. For example in 1978 the Corporate Average Fuel Efficiency (CAFE) 

standards were originally enacted to reduce carbon emissions from motorized vehicles. The 

regulation has been tightened in 2007 and mandates the minimum fleet mileage standards for 

motor vehicles sold in the United States.
20

 This environmental policy was also used in the 

Clean Air Act and Clean Water Act to reduce specific pollution sources.
21

  

                                                   
16 Command and control, The environment encyclopedia and directory 2001, Volume 3, 60. 
17

 DUNCAN AUSTIN, Economic Instruments for Pollution Control and Prevention – A Brief Overview, World 

Resources Institute , 2 (September 2009) available at http://pdf.wri.org/incentives_austin.pdf. 
18 Command and Control regulations, The Encyclopedia of Earth, 

http://www.eoearth.org/article/Command_and_control_regulation (last visited Dec. 5, 2011). 
19 Point source pollution, The Encyclopedia of Earth, 

http://www.eoearth.org/article/Point_source_pollution#gen0 (last visited Dec 5, 2011). 
20 GILBERT E. METCALF, “Market-based Policy Options to Control U.S. Greenhouse Gas Emissions”, Journal of 

Economic Perspectives (Volume 23, Number 2), 6 (spring 2009) available at 

http://econ.ucdenver.edu/beckman/econ%204410/Paper%20Resources/Environment/metcalf-climate-jep.pdf . 
21 Command and Control regulations, The Encyclopedia of Earth, 

http://www.eoearth.org/article/Command_and_control_regulation (last visited Dec. 5, 2011) 

http://pdf.wri.org/incentives_austin.pdf
http://www.eoearth.org/article/Command_and_control_regulation
http://www.eoearth.org/article/Point_source_pollution#gen0
http://econ.ucdenver.edu/beckman/econ%204410/Paper%20Resources/Environment/metcalf-climate-jep.pdf
http://www.eoearth.org/article/Command_and_control_regulation
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For the decrease of CO2 emissions, however, this method is viewed as the least attractive one 

because those regulations are not flexible enough.
22

 The biggest problem of this policy is that 

it is not cost-benefit-effective.
23

 Usually the government will only set out one kind of 

performance-based or technology-based regulation for all entities and firms. So for some of 

those entities there will be overregulation and for others the protection against GHG 

emissions will be far too less. The fact that the regulations are the same for every firm is also 

unfair for some businesses that won’t be able to abate GHG emissions as cheaply as others. 

Furthermore, businesses don’t get economic incentives (apart from the potential fine) to 

comply. Additionally, it could be a technological loss because it is most unlikely that new 

environmental friendly technologies will be invented when one specific standard is set by the 

government.  

 

Not only is this strategy not cost-effective for the individual polluters, but also the costs 

imposed on government and regulators will be high. Because of the fact that it is their 

obligation to set out the standards, time and money will be invested in collecting information 

to create a suitable standard. Regulators always have to be updated of the technological 

developments in many different industries.
24

 New emission sources are invented constantly 

and these set standards cannot address all types of new sources.
25

 The compliance, monitoring 

and sanctioning costs, moreover, will be expensive and it is most likely that the standards will 

be challenged in court, which brings a long extra costs.  

Apart from these negative points and disadvantages, “Command and Control” regulations are 

easier to use if there is no political consensus for other environmental techniques, such as the 

market-based strategies. The outcome of Massachusetts v. Environmental Protection Agency  

(this Supreme Court case will be discussed later) required the EPA to determine whether or 

not  the EPA was responsible for regulating GHG emissions because of the threat to public 

health
26

 and the endangerment finding in 2009 concluded that concentrations of GHG gases in 

the atmosphere threaten the public health and welfare of current and future generations. These 

findings forces the EPA to use “Command and Control” regulations because no federal 

regulations with other market-based mechanisms could pass in Congress. Several regulations 

concerning GHG have already been issued since. For example on August 9, 2011 the EPA 

and the Department of Transportation's National Highway Traffic Safety Administration 

(NHTSA) announced the first-ever standards to reduce greenhouse gas (GHG) emissions and 

improve the fuel efficiency of heavy-duty trucks and buses. And in May 2010, the EPA issued 

                                                   
22 A CBO STUDY, Policy Options for Reducing CO2 Emissions , 7 (Congress of the United States - Congressional 

Budget Office, February 2008) available at http://www.cbo.gov/ftpdocs/89xx/doc8934/02-12-Carbon.pdf . 
23 STEPHEN M. JOHNSON, ECONOMICS, EQUITY AND THE ENVIRONMENT, 1 (Environmental Law Institute, 2004). 
24 DUNCAN AUSTIN, Economic Instruments for Pollution Control and Prevention – A Brief Overview, 2 (World 

Resources Institute, September 2009) available at http://pdf.wri.org/incentives_austin.pdf. 
25

 Sen. Lisa Murkowski & Rob Stavins, Should we Nix Cap-And-trade, NATIONAL JOURNAL EXPERT BLOGS 

ENERGY & ENVIRONMENT, 3 (Oct. 5, 2009 7:38 AM), http://energy.nationaljournal.com/2009/10/should-we-nix-

capandtrade.php (Last visited Nov 27, 2011). 
26 LISA HEINZERLING, Massachusetts v. EPA, Supreme court reviews, 22 J. Envtl. L. & Litig. 305(2007) 

available at http://www.law.uoregon.edu/org/jell/docs/222/OEL203.pdf. 

http://www.cbo.gov/ftpdocs/89xx/doc8934/02-12-Carbon.pdf
http://pdf.wri.org/incentives_austin.pdf
http://energy.nationaljournal.com/2009/10/should-we-nix-capandtrade.php
http://energy.nationaljournal.com/2009/10/should-we-nix-capandtrade.php
http://www.law.uoregon.edu/org/jell/docs/222/OEL203.pdf


THEORETICAL BACKGROUND 

13 

 

a rule establishing GHG thresholds for stationary sources, including power plants, refineries, 

and other industrial facilities.
27

 

2.2. MARKET-BASED INSTRUMENTS 

Market-based instruments are incentive based policies and hence they are viewed to be more 

cost-effective than the above discussed standards. Not only the cap-and-trade systems but also 

the carbon tax and the hybrid solution called “the safety valve” are incentive based. The 

details of the cap-and-trade systems are discussed later in this thesis, under the next chapter. 

In this part, the carbon tax is discussed and compared to the carbon market. Furthermore, a 

short overview is given of the use of the carbon tax in the USA. Additionally the safety valve 

is briefly explained. 

2.2.1. The carbon tax 

According to the glossary of statistical terms of the OECD, the carbon tax can be defined as 

“an instrument of environmental cost internalization. It is an excise tax on the producers of 

raw fossil fuels based on the relative carbon content of those fuels.”
28

 The carbon tax is 

derived from the economics of Pigou, therefore they are often called Pigouvian taxes. The 

taxes represent clearly “the polluter pays principle”, which requires the polluter to pay for the 

environmental damage it has caused.
29

 In the United States no nationwide carbon tax is 

provided. Remarkable however is the fact that approximately four decades ago, the United 

States frequently used taxes to reduce pollution.
30

  A tax on gas-guzzling cars and a tax on 

chemicals to finance cleaning up hazardous waste sites were enacted in 1978 and 1980.
31

  

The principal advantages of carbon taxes are that they provide a clear market incentive 

through setting a price on CO2.
32

 Therefore the market can decide when and where emissions 

are reduced. A higher incentive is placed on firms to adopt new green and environment-

friendly technologies in order to keep the tax fee lower. Furthermore they are relatively easy 

to establish and administer as they can be readily incorporated into existing tax systems. 

Hence, they are transparent, easy to understand and will provide quicker results. But the most 

important advantage is the fact that the carbon price is known in advance for the market 

participants and thus it provides considerable price certainty and stability that can assist 

investment planning. This advantage is opposed to the emission trading systems where the 

price fluctuates constantly, depending on the market.  

Carbon Taxes also have disadvantages such as the fact that they cannot guarantee a specific 

emission reduction outcome, unlike emission trading where the quantity of emissions is fixed. 

Also they are not well suited to situations where the demand for emission intensive products 
                                                   
27 Regulatory initiatives, U.S. Environmental Protection Agency, 

http://epa.gov/climatechange/initiatives/index.html (last visited Jan 21, 2012). 
28 Carbon tax, Glossary of Statistical Terms, OECD, (http://stats.oecd.org/glossary/detail.asp?ID=287 (last 

visited Nov. 27, 2011). 
29 PRINCIPLES OF INTERNATIONAL ENVIRONMENTAL LAW, 279 (Cambridge University press, 2003) . 
30JANET E. MILNE, Carbon Taxes in the United States: The Context for the Future, Vermont Journal of 

Environmental Law (vol. 10), 2 (May 27, 2009). 
31 Id. 
32

 BRIAN DAWSON & MATT SPANNAGLE, THE COMPLETE GUIDE TO CLIMATE CHANGE, 76 (Taylor & Francis, 

2009). 

http://epa.gov/climatechange/initiatives/index.html
http://stats.oecd.org/glossary/detail.asp?ID=287
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is relatively insensitive to price. Furthermore it is most likely that only high carbon taxes are 

able to make significant emission reductions. This is a problem because most politicians fear 

that high taxes will upset the voters. Sometimes polluters may be more willing to just pay the 

tax rather than reduce emissions
33

 or they will pass the cost of the tax on to the consumers. 

2.2.2. Comparison cap-and-trade and carbon tax  

Both cap-and-trade systems and taxes are market instruments and therefore they force the 

market to achieve the lowest cost reduction in GHG emissions.
34

 Both put a price on carbon. 

In the cap-and-trade system, the price fluctuates, which is in contrast with the fixed price of 

the tax system. Both require monitoring, reporting and verification of the emissions in order 

to check compliance. 

The main difference between a carbon tax and an emission trading system is that the former is 

a price instrument, fixing the price of CO2, hence providing economic certainty. The latter is a 

quantity instrument aiming on a fixed emission level and a fluctuating price. Therefore cap-

and-trade systems can be compared with taxes on the level of the cost certainty and the 

environmental certainty. A carbon tax provides greater certainty regarding costs but on the 

other it guarantees less the achievement of an emission target. The cap-and-trade system can 

also be characterized through its ability to minimize the costs through more flexibility. This is 

because under a trading system a company can determine its compliance planning decisions 

through modalities such as banking, borrowing offsets, selling or purchasing emission 

permits, under a tax system however a firm can only decide how much emissions it will abate 

and how much taxes it will pay.  

In addition to the firms’ environmental planning flexibility, the flexibility of the cap-and-trade 

system also located on the impact of economic circumstances. As the economy will encounter 

a setback, the price of the allowances will be lower.
35

 While under a tax, it is the government 

that will be responsible to lower the tax prices on carbon. When there is an economic growth, 

on the other hand, allowance prices under a cap-and-trade system will increase automatically 

but the government will not have it easy to augment the carbon taxes. Therefore it can be said 

that cap-and-trade systems deliver self-adjustments of prices.  

Furthermore cap-and-trade systems are easier to handle on an international level. First of all,  

already a lot of countries are active in cap-and-trade systems, which contain regulation for 

future linking with other trade systems and secondly it is harder and more unrealistic to adjust 

an international carbon tax because of the difference in regulations, policies towards taxes, 

national taxes, compliance, etc. More information on international trading can be found in 

section “3.7 international trading and carbon leakage”. Moreover it must be said that taxes are 

harder to address in a world where political discussion and election-vision is always present.
36

   

                                                   
33 Id. 
34 Cap and Trade vs Taxes, Center for Climate and Energy Solutions, http://www.c2es.org/docUploads/Policy-

Memo-1-CapTradevTax.pdf (Last visited Nov. 27, 2011). 
35 See infra 3.2 The price at 22. 
36 TED NORDHAUS & MICHAEL SHELLENBERGER, The flawed Logic of the Cap-and-Trade Debate, Yale 

Environment 360, 1 (May, 2009) 

http://www.c2es.org/docUploads/Policy-Memo-1-CapTradevTax.pdf
http://www.c2es.org/docUploads/Policy-Memo-1-CapTradevTax.pdf
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2.2.3. Carbon tax in the U.SA 

During the Clinton Administration in 1992, a carbon tax (Btu-tax) was almost adopted but 

because of many special exemptions it was ultimately enacted as “a few pennies tax on 

gasoline”.
37

 Although currently there is no national carbon tax, a lot of bills have been 

proposed in Congress.
38

 For example the “Save Our Climate Act of 2007,” H.R. 2069, and the 

“America’s Energy Security Trust Fund Act of 2007,” H.R. 3416, are bills that were 

proposed.
39

 They were both referred to the Committee on Ways and Means, the chief tax-

writing committee of the U.S. house of Representatives and according to the Library of 

Congress that is still their status.
40

 Currently, at the time of writing (Dec 2011) “Save Our 

Climate Act of 2011” H.R. 3242. is being introduced in the House of Representatives.
41

 On a 

local level, however, some carbon taxes were enacted. For example in Boulder, Colorado with 

the Climate Action Plan Tax and in San Francisco with the Bay Area Air Quality 

Management District Fee.
42

  

2.2.4. Safety valve 

Another alternative to an emission trading system in a market-based system is the “safety 

valve”. This instrument is a hybrid solution because it is a mixture of the carbon tax and the 

cap-and-trade system. Through this mechanism the cost control is more effective because the 

government can act against excessive compliance costs.
43

  A maximum price on CO2 permits 

would be set in a cap-and-trade system and therefore participants can purchase allowances 

from the government at the safety valve price if market prices exceed the maximum price.
44

 

Hence, the price-uncertainty of the carbon market and the uncertainty of quantity emission 

reduction in carbon taxes would be limited via the safety valve.  
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CHAPTER 3. MODALITIES OF THE CARBON MARKET 
 

The functioning of emission trading was already briefly explained in the previous chapter. In 

the next chapter, however, the different modalities of the cap-and-trade systems are reviewed 

more extensively. 

3.1. THE UNIT 

In this thesis, the emission trading systems that are discussed are those of the carbon market. 

It is important to know why it is called “the carbon market”. As already was mentioned, under 

the Kyoto Protocol, six greenhouse gases were recognized. Carbon or Carbon dioxide is one 

of the most important and widespread gases.  Not every cap-and-trade system puts a limit on 

all greenhouse gases. Some only deal with CO2 emissions and others do include all GHG’s. 

Although all gases are not the same, they can be expressed with the same unit through a 

comparison with carbon dioxide by calculating the global warming potential (GWP). 

According to Global Greenhouse Warming GWP are “based on the heat-absorbing ability of 

each gas relative to that of carbon dioxide (CO2), as well as the decay rate of each gas (the 

amount removed from the atmosphere over a given number of years).”
45

 The unit standard for 

measuring is expressed in Metric Ton of Carbon Dioxide Equivalent (MtCO2e). Hence a 

carbon credit or a unit in carbon trading equals the reduction of one metric ton of carbon 

dioxide or its equivalent in other greenhouse gases.  

3.2. THE PRICE 

To be able to trade, a price needs to be set on one MtCO2e. As with any commodity, the price 

setting is influenced by many factors and therefore it fluctuates constantly. The economic 

model of supply and demand determines the price.  

3.2.1. The supply  

3.2.1.1. The allocation of carbon units  

The supply in the carbon market depends on many different elements. A government or 

supervising body is responsible for establishing a certain amount of credits. In the EU ETS, 

for example, every participating country is obliged to create a NAP (National Allocation Plan) 

in which the total amount of permits is determined. Hence, the sum of the amounts of 

emission credits stated in every National Allocation Plan adds up to the total number of 

permits available in the EU ETS.  

3.2.1.2. The carbon offsets 

Furthermore in most cap-and-trade systems, carbon offsets are ad hand to earn emission 

credits. Different definitions and understandings of carbon offsets are circulating but 

generally speaking, a GHG offset refers to a ton of greenhouse gas that has not been emitted 

due to resources applied and some purposeful action taken. An important feature of the 

resources and the action is that they are “additional” to normal business-as-usual (BAU) 
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behavior.
46

 Offsets are typically achieved by financial investment in projects that reduce GHG 

emission. Classical examples are financing of hydrologic dams, wind farms, foresting 

projects, etc. Those investments can be done regional, national or international, depending on 

the regulations concerning the acquisition of offsets. Most systems have different regulations. 

It is important that the supervising authority clearly determines regulatory criteria to approve 

an offset. Those obtained offsets are later on transferred into emission permits. Hence the 

more offsets, the higher the permits, the higher the supply. 

In the European Emission Trading System, the “Linking Directive” links the Kyoto Protocol 

with the EU ETS and therefore carbon offsets, obtained through the Kyoto Protocol’s flexible 

mechanisms, are also allowed in the EU ETS. Internationally obtained offsets are viewed as a 

“win-win” solution because they offer developed countries a source of low-cost emissions 

reductions and offer developing countries a source of funding to alter their development paths 

to a climate friendly orientation.
47

 However, on the other hand, it is difficult to calculate how 

much tons of carbon emissions have been abated by the project. Not always are there good 

measuring techniques at hand and consequently carbon offsets are often used in a fraudulent 

manner to comply with their domestic emission reduction obligations. Therefore it is very 

important to have detailed regulation about the exact requirements for projects in order for 

offsets to be taken into consideration as permits in the domestic cap-and-trade system. 

3.2.1.3. Banking and borrowing 

It is not necessary for all cap-and-trade systems that the obtained or allocated permits are 

being used immediately. If carbon unit credits are not sold or used to emit extra, they can be 

“banked” or saved for the next compliance period. Companies or countries can for example 

wait to sell their unit until the price of carbon is high. Sometimes, the opposite of banking is 

also allowed: borrowing. Through borrowing, permits that will be allocated in the next 

compliance period may be already used up in the preceding period.  

The fact that this is possible brings uncertainty to the supply amount because not all allocated 

or obtained units represent the market. When companies bank their permits for the next 

period, the carbon emission permits will become scarcer and therefore the price will rise. On 

the other hand, when permits are borrowed, the supply will increase and the price will 

decrease. 

3.2.2. The demand 

3.2.2.1. Economic growth 

The economic situation is in every commodity an important factor that may influence the 

price. The higher the economic welfare is, the higher the demand, the higher the consumption, 

the more production. Activities such as burning fossil fuels to create electricity, deforestation, 

and agricultural activities will increase and therefore the GHGs emission will rise as well.  
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3.2.2.2. Weather conditions 

Weather is another factor that plays a role in determining the demand of GHG. The 

temperature, rainfall and wind speed are of crucial importance.  

Not only during a cold winter but also during a warm summer the demand of electricity will 

be higher. In the winter combustion of fuels will be used for generating warmth, in the 

summer for refrigerating. 

Furthermore rainfall and wind speed may produce extra electricity through green energy. This 

will cause a drop in the production of electricity through fossil fuels and consequently less 

GHG’ will need to be produced. However when rainfall and windspeed decrease, hydro 

power plants and wind farms will generate less electricity and therefore combustion of fossil 

fuels will be needed. 

3.2.2.3. Commodity prices 

The price of materials and fuels are of crucial importance. Depending on what kind of raw 

material that is used to generate electricity, the price will be higher or lower. Gas, oil or coals 

are the main commodities used to process. When the price of gas will rise, the price of CO2 

produced by a gas turbine power station will increase as well.  

3.2.3. Other elements 

Of course other elements will influence the price for example the strictness of the regulation, 

the monitoring and compliance regime, information available to abate, etc.  

3.3. THE SCOPE 

The scope of the regulations of the different cap-and-trade systems varies. As already 

mentioned, not all scopes regulate the same gases. The Kyoto Protocol and the EU ETS, for 

example, limit all GHG emissions while the Regional Greenhouse Gas Initiative, a cap-and-

trade system in the U.S., regulates only CO2.  

Furthermore not all activities are regulated. Some only focus on one sector (e.g. The Regional 

Greenhouse Gas Initiative that regulates CO2 from the power sector) others include multiple 

sectors.  

There is also a difference in regulating  “the upstream” and “the downstream” emissions. 

While “downstream” cap-and-trade programs involve the GHG sources at the point of 

combustion or use, the “upstream” program covers the energy producers, suppliers and 

transporters.
48

  

3.4. VOLUNTARY OR MANDATORY 

It should also be mentioned that the carbon market consists of a voluntary and a mandatory 

part. The voluntary market is rather small compared to the regulated one but it is starting to 

grow. In the voluntary market, companies and individuals that are not subject to mandatory 

emission reduction may buy carbon permits or invest in green projects to reduce their carbon 

footprint. It creates a commodity market in which companies target “Corporate Social 
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Responsibility”. This is self-regulating whereby companies “should have in place a process to 

integrate social, environmental, ethical and human rights concerns into their business 

operations and core strategy in close collaboration with their stakeholders”.
49

   

 After being the only country not ratifying the Kyoto Protocol, in 2002 President Bush 

publicized a U.S. policy for climate change, based on voluntary domestic measures, 

characterized as a “new approach for meeting the long-term challenge of climate change.”
50

 

An example of the voluntary kind in CO2 emissions is called the Chicago Climate Exchange, 

which was enacted in 2003 and ended in 2010. Although this trading scheme is no longer 

active, a lot of individuals, companies and non-governmental organizations that are not 

subject to a mandatory system still buy credits or finance offsets.   

There are over 17 third-party voluntary offset standards and certification programs, whereby 

the Chicago Climate Exchange Offsets Program is the only one working with a cap. Others 

are “Over-The-Counter” offsets that work through investments in projects.
51

 Although the 

voluntary market is very interesting and has an upcoming environmental and economic role, 

this thesis will solely deal with the mandatory emission trading systems.  

3.5. MEASURING, REPORTING AND MONITORING  

Because emission trading is based on the use of allowances and emission amounts, it is very 

important to have a good, honest and relying measuring, monitoring and reporting 

mechanism. For a well functioning of the carbon market the amount of emissions must be 

correct, the trading must be permissible, the cap may not be exceeded, etc. Therefore, a secure 

and trustworthy system to monitor is highly necessary. Art 7 of the Kyoto Protocol for 

example obligates Annex 1-parties to submit annual greenhouse gas inventories. Expert 

review teams are appointed to review those inventories and to determine the soundness.  

3.6. COMPLIANCE MECHANISM 

Countries or companies should be punished if they exceed the limited cap. The punishment is 

an extra incentive to comply with the regulations. Therefore the authority should also be 

assisted by a compliance mechanism that enforces compliance when too much was emitted 

during the regulated period. A compliance mechanism is seen as an effective method to force 

implementation of an international agreement while it allows parties of the agreement to 

demand collective action in case of breach of pacta sunt servanda.
52

 Therefore they are an 

effective alternative for the classical dispute settlements such as mediation, arbitration and 

ICJ.
53

 No compliance mechanism is identical as they all differ from each other depending on 

their goal, the triggering subjects of the compliance mechanism, the punishments and so on. 
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The Kyoto protocol, for example, has two different branches. The facilitative branch helps 

countries to fulfill their obligations and the enforcement branch may sanction countries in 

case of non-compliance. Financial penalties, access denial to the flexibility mechanisms and 

reduction in future allocations are at hand sanctions.  

3.7. INTERNATIONAL TRADE AND CARBON LEAKAGE 

3.7.1. International trade 

To understand the importance of an international framework, “global pollutants” should be 

distinguished from “local pollutants”. Sulphur oxides, ammonia and nitrogen oxides are 

examples of regional and local air pollutants. Because they do not transcend local areas, 

regional projects may be sufficient to reduce the concentration of those pollutants.
54

 Important 

greenhouse gases, such as carbon dioxide and methane, on the other hand, are global as they 

can be transported through the air to far distances.
55

 Because they do not stay located in one 

region and the consequences transmit to a global level, they might be best handled in a 

regional-transcending, international context.  

A few issues however make international trading of CO2 emissions, rather difficult and a 

technical matter. First of all there should be similar levels of ambition with respect to 

environmental objectives.
56

 Further in this thesis, the environmental policy of the United 

States will be described. Clearly they represent a different angle in the climate change-

problem than for example the European Union countries. Furthermore, it is crucial in 

international trading that the modalities in the systems are more or less uniform or coherent. 

For example it is critical that the offsets, the scope of the emissions, the monitoring and 

verifying mechanisms, the compliance mechanisms are roughly conform to each other. 

Otherwise inequalities exist and carbon leakage may appear.  

3.7.2. Carbon leakage 

It is important to understand the meaning of “carbon leakage” because this is the main reason 

why uniform and conform international regulations are essential. The problem with different 

regulations is that in one country it will be a lot easier and cheaper to produce a product or 

energy because the environmental regulation is less strict. The Marginal Abatement Curve 

that was explained earlier also proves this difference in cost of emission reduction. For that 

reason, other countries or factories will re-allocate their production in the country or region 

that has a less strict environmental policy. Because of that re-allocation, the emission amount 

in that region or country will increase dramatically. Hence, the total percentage of carbon 

emission will not be reduced but solely the geographical emission concentration will have 

shifted. But because of the fact that global warming is a worldwide problem, no real solution 
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is offered if the carbon leakage is too large. It is estimated that the Kyoto Protocol leads to the 

carbon leakage up to the rate of ten percent.
57
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CHAPTER 4. THE DIFFERENT CAP-AND-TRADE SYSTEMS 
 

Although other countries, such as New Zealand, have cap-and-trade systems, in this thesis 

only the American regional markets, the Kyoto Protocol and the EU ETS are discussed. The 

U.S. markets are regional and limited between co-operation of states. The Kyoto Protocol and 

the European market, on the other hand, are transnational and include countries. Therefore in 

the American systems, state laws and agreements between states, determines the domestic 

regulation. In the Kyoto Protocol and European market, international law prevails.   

4.1. THE AMERICAN REGIONAL MARKETS 

Although the United States of America did not ratify the Kyoto Protocol, more than half of 

the fifty states are somehow involved in a regional cap-and-trade system. Originally twenty-

three states were intending to participate in a cap-and-trade program to reduce greenhouse gas 

emissions. Fourteen states had an observation role in one of the programs. However a lot of 

states have recently withdrawn from the regional emission trading system. This setback is 

inter alia caused by the economic crisis. Four cap-and-trade systems are currently regulated: 

The Regional Greenhouse Gas Initiative, the Midwestern Accord, the Western Climate 

Initiative and the California cap-and-trade system. Two of them are partly international 

because of the transboundary participation of Canadian provinces. While three of them 

involve multiple states, one is only state-bound. They all have a different regulated scope, 

time scales, emission targets, allocation methods, penalty system, offset mechanisms, etc. A 

new project called “North America 2050” is also discussed briefly. Although this project does 

not really fit under this chapter because it does not include a cap-and-trade system, it is 

logical to mention it here since a lot of states switched to this project after exiting their 

regional market.  

4.1.1. The Regional Greenhouse Gas Initiative (RGGI) 

The first mandatory emission-trading program in the United States was the Regional 

Greenhouse Gas Initiative (RGGI).
58

 It was officially established in 2005 and it became 

operational on January 1, 2009. 
59

 A Memorandum of Understandings, signed by the states’ 

governors, is the legal instrument through which states can participate in the regional cap-and-

trade system. At the time of writing (December 2011) it is the only operating cap-and-trade 

program in the United States.  

Nine Northeastern and Mid-Atlantic states participate: Connecticut, Delaware, Maine, 

Maryland, Massachusetts, New Hampshire, New York, Rhode Island and Vermont. Several 

other States and Canadian provinces act at the moment as observers.  

The program is a cap-and-trade system but the scope is limited to the power sector. A regional 

cap is established on CO2 emissions from fossil-fuel-fired electric generating units.
60

  In total 

209 power plants are covered by the scheme and they have to possess a tradable CO2 
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allowance for each tonne they emit. 
61

 The cap was originally set for the 2009-2014 trading 

period with 188 million tonnes of CO2 emissions. Beginning in 2015, the program will reduce 

the cap by 2,5 percent per year over the next four year so that in 2018 there will be a 10 

percent reduction from the baseline. 

The RGGI program works through individual independent regulation in each participating 

state, called the CO2 Budget Trading Programs. They are based on the RGGI Model Rule that 

sets a guideline to issue C02 allowances for electric power plants. Therefore each state 

according to their respective CO2 Budget Trading Program, issues allowances to the power 

generators. However, the power plants may use a CO2 allowance issued by any of the then 

participating states to demonstrate compliance with an individual program. 

The allowances are distributed by auctions, of which the first was held on September 25, 

2008. The auctions are held quarterly. The first auction, which included allowances from only 

six states, raised $38.5 million, while the second raised $106.5 million. The proceeds are 

invested in programs to improve end-use energy efficiency and to accelerate the deployment 

of renewable energy technologies. Although New York, New Jersey and New Hampshire 

have used some of it to help close budget shortfalls.
62

  

Under the RGGI, there is a compliance and control period of 3 year. The first control period 

began on the first of January 2009.  During that period the power plants can either reduce 

their emissions or purchase allowances to cover their emissions in case they have a larger 

amount of CO2 then their initial allocation permit. They can reduce their emissions through 

efficiency measures, switching fuels or using new technologies. Afterwards they can sell the 

extra allowances they have obtained if they have reduced more CO2 emission than the obliged 

cap. The RGGI allows also flexibility mechanisms, for example the emission “offsets”.  

The Regional Greenhouse Gas Initiative has become to the largest mandatory Emission 

Trading Program in the United States. In 2011 however, influenced by the economic 

recession, conservative activists and political motives, governor of New Jersey Chris Christie 

wanted to pull out from the RGGI. The motivation for this action is that “trading is an 

ineffective way to reduce carbon dioxide emissions”.
63

 After that announcement the trading in 

the RGGI was set back, showing that markets have less faith in the future of the program.
64

 

Other states such as New Hampshire, Delaware and Maine have considered exiting the 

program. New Jersey officially withdrew from the RGGI in January 1, 2012. 
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Nevertheless, a recent report of the Analysis Group proves that studied the economic benefits 

of the RGGI, the opposite of governor Christie’s statements. The key findings of the report 

include
65

: 

 The regional economy gains more than $1.6 billion in economic value added 

(reflecting the difference between total revenues in the overall economy, less the cost 

to produce goods and services) 

 Customers save nearly $1.1 billion on electricity bills, and an additional $174 million 

on natural gas and heating oil bills, for a total of $1.3 billion in savings over the next 

decade through installation of energy efficiency measures using funding from RGGI 

auction proceeds to date 

 16,000 jobs are created region wide 

 Reduced demand for fossil fuels keeps more than $765 million in the local economy 

 Power plant owners experience $1.6 billion in lower revenue over time, although they 

overall had higher revenues than costs as a result of RGGI during the 2009-2011 

period 

 

As the RGGI began it second 3-years compliance period in January 2012, this report might 

bring back the confidence in the cap-and-trade program. Nevertheless was the last auction of 

the first period on December 7 2011 was disappointing as it was the fifth-lowest sale since 

2008.
66

 The auction prices are at a minimum because of the worst U.S. economic crash since 

the Great Depression: “Electricity demand is down, so there’s less power production and less 

pressure on the power sector.”
67

 

4.1.2. The Midwestern Greenhouse Gas Reduction Accord 

The Midwestern Greenhouse Gas Reduction Accord (Midwest Accord)
68

 covers six U.S. 

states (Illinois, Iowa, Kansas, Michigan, Minnesota and Wisconsin) and one Canadian 

Province (Manitoba). Another three U.S. states (Indiana, Ohio and South Dakota) and one 

Canadian province (Ontario) are formally observing this process. The Midwestern Accord 

was established in 2007 and began its first compliance period on January 1, 2012. In 2008 an 

Advisory Group, consisting out of representatives from environmental groups, industry and 

the participating jurisdictions, was appointed to develop recommendations on a regional cap-

and-trade program. In May 2009, these draft recommendations were presented.  
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The object is an emission reduction of 20% below 2005 levels by 2020 and 80 percent below 

2005 levels by 2050. It covers all six Kyoto gases economy-wide (opposed to the RGGI that 

only involves CO2 emissions from large electric generators). The use of offsets is allowed 

although the Advisory Group recommends that it is limited to 20 % of each regulated 

facilities compliance obligation. Because The Midwestern Accord was formed after it became 

clear that the Federal U.S. government would not succeed in a nation-wide cap-and-trade 

program as the Lieberman-Warner bill could not pass in the Congress, the Advisory Group 

recommends participations with other regional programs such as the RGGI and the Western 

Climate Initiative. It also advises to participate with the European Union Emission Trading 

Scheme (EU ETS). Therefore its goal is to develop into a federal trading system together with 

Canada.  

4.1.3. Western Climate Initiative 

Originally the Western Climate Initiative (WCI)
69

 was composed out of seven U.S. states 

(Arizona, California, Montana, New Mexico, Oregon, Utah and Washington) and four 

Canadian provinces (British Columbia, Manitoba, Ontario and Quebec). Another 6 U.S. 

states, one Canadian province and 6 Mexican states were formally observing this process. In 

2008 the foundation of this program was laid out in an agreement that stated that this program 

would cover nearly 90 percent of the region’s greenhouse gas emissions. This cap-and-trade 

program would involve an economy-wide program, as opposed to the RGGI that covers only 

the power sector.  In November 2011, the Western Climate Initiative formed Western Climate 

Initiative, Inc., a non-profit corporation that will provide administrative and technical services 

to support the implementation of state and provincial greenhouse gas emissions trading 

programs.
70

 

 

WCI would begin in January 2012 with a 3-years-compliance period and a 15 percent 

reduction of the 2005 levels by 2020.
71

 The allowances would be issued and distributed by the 

WCI partner’s jurisdiction through auctioning. 
72

 Flexibility mechanisms such as offsets were 

also provided in the WCI.
73

 Although the emission regulation would only begin in January 

2012, mandatory measurement and monitoring was already commenced in January 2010. The 

reporting began in early 2011.
74

    

 

Economic pressures on state budgets, however, pulled the six U.S. states out of the Western 

Climate Initiative one by one.  Arizona, Montana, New Mexico, Oregon, Utah and 
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Washington formally declined to participate in the WCI, leaving only California and the four 

Canadian states in the program. 
75

  

 

California announced that they would implement the rules on January 1, 2013 instead of 

2012.
76

 Moreover, they had a lot of legal issues, which are discussed below in this thesis. The 

government of Quebec announced on December 15, 2011 that companies of that province will 

be able to trade allowances with Californian firms under the WCI and that they adopted 

regulations to launch a cap-and-trade system in 2013.
77

 They are planning to have their first 

auction in august 2012. Therefore, it is necessary to have a formal linkage agreement by then. 

Although if for some reason the linking is impossible they will hold “side-by-side auctions to 

present a unified front”.
78

 However on April 4, 2012 they announced that the auction is 

delayed to November the first. 

 

Ontario’s participation hung in the balance at the province-wide election on the 6
th
 of October 

2011 but after the victory of the Liberal Party, the odds are that it will play an active role in 

the Western Climate Initiative.
79

 Its start date however, is still unclear.
80

 On 13 December 

2011 Ontario announced that they will not be ready to start trading to meet the 2013 deadline. 

According to a source close to the process that means that the market could decrease with 22 

percent.
81

 In January 2012 they were analyzing the carbon prices options, which includes cap-

and-trade. 
82

 

 

The Environment Minister of British Colombia said that it has not made its final decision. It is 

particularly difficult for British Colombia to choose because at the moment it is in its third 

year of a carbon tax, which complicates adding on a cap-and-trade regime.
83

 According to 

Jock Finlayson, the Executive Vice President of the Business Council of British Colombia, “it 

is a fair question whether it is advisable or necessary to have such a program on top of a 

carbon tax. For industry it could provide useful flexibility but whether its administrative cost 
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would be worth it, even in a large trading area, is not entirely clear.”
84

 Due to the all the 

setbacks, the program will start on January 1 in 2013 and would form the second largest 

carbon cap-and-trade system in the world after the EU ETS.  

 

4.1.4. North America 2050 

All states that left the cap-and-trade programs, joined “North America 2050” (NA2050). This 

is a “an organization of states that will explore the issue of greenhouse gas emissions, but 

leave it up to each member to decide what makes sense, both environmentally and 

economically.”
85

 According to its “fact sheet” these are its (rather vague) objects: (1) 

Coordinate efforts to design, promote and implement cost-effective policies, (2) Advocate for 

the most appropriate roles for federal, state and provincial governments, (3) Achieve 

meaningful emissions reductions and (4) Demonstrate the economic and job creation benefits 

of policies.
86

 All U.S. states, Canadian provinces and Mexican states can join NA 2050, 

including the private sector, NGO’s and stakeholders.
87

 The states involved in the 3 earlier 

discussed regional programs (The RGGI, the Midwest accord and the WCI) are all 

participants of NA 2050 as well. So far nearly 30 states and provinces are on board.
88

   

 

Unlike the earlier discussed regional systems, NA 2050 will not be focusing on cap-and-trade. 

The new partnership promotes clean energy without having to commit to emission trading, 

which some state governors and local businesses are opposed to.
89

 Therefore NA 2050 can 

possibly be an initiative to encourage states or provinces that are not fond of the emission 

trading, to take environmental clean actions and measures anyhow. This way, despite the 

recent setbacks in the regional carbon markets, the United States’ greenhouse gas emissions 

might be reduced through this less stringent and flexible manner. So far the participation is 

quite large but whether this program will be coherent and sustainable enough is a question 

that can only be answered through time and action. 

 

4.1.5. California cap-and-trade system 

4.1.5.1. General requirements  

The state of California is involved in two regional programs: the WCI and the NA 2050. 

Furthermore it is the first state to have a mandatory state cap-and-trade program. In 2006, 

September 27, Governor Schwarzenegger signed the Assembly Bill 32 (AB 32)
90

 or the 
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Global Warming Solutions Act of 2006. Therefore, the California statute became a Chaptered 

Bill (Chapter 488) because it passed through both houses of the Legislature and was signed by 

the Governor.
91

 Under this regulation the California Air Resources Board (ARB or Board), 

the State Energy Resources Conservation and Development Commission (Energy 

Commission) and the California Climate Action Registry have responsibilities with respect to 

the control of emissions of greenhouse gases. The Secretary for Environmental Protection 

coordinates the emission reductions. Under this bill, the Board is required to adopt regulations 

to bring the statewide greenhouse gas emissions by 2020 back to an equivalent of the levels in 

1990. The board has to adopt specified requirements to meet its goals.  

 

An analysis of the obligations is given on the website of the California Air recourses board
92

: 

 “ ARB shall prepare and approve a scoping plan for achieving the maximum 

technologically feasible and cost-effective reductions in greenhouse gas emissions 

from sources or categories of sources of greenhouse gases by 2020 Health and Safety 

Code (HSC) §38561”. The approved scoping plan in December 2008 specifies how 

the Board is planning to meet the GHG reductions by 2020 through market-

mechanisms, regulations and other actions. 
93

 

 “ Identify the statewide level of greenhouse gas emissions in 1990 to serve as the 

emissions limit to be achieved by 2020 (HSC §38550).” The Board put a limit on the 

2020 emissions in December 2007: 427 million metric tons of carbon dioxide 

equivalent (MMTCO2E) of greenhouse gases.  

 “Adopt a regulation requiring the mandatory reporting of greenhouse gas emissions 

(HSC §38530).”  In December 2007 as well, the Board adopted a regulation requiring 

the largest industrial sources to report and verify their greenhouse gas emissions.   

 “Identify and adopt regulations for discrete early actions that could be enforceable on or 

before January 1, 2010 (HSC §38560.5).” Nine discrete early measures were taken but 

nothing specific for the cap-and-trade system. 

  “Ensure early voluntary reductions receive appropriate credit in the implementation of 

AB 32 (HSC §38562(b)(3)).   

  “Convene an Environmental Justice Advisory Committee (EJAC) to advise the Board 

in developing the Scoping Plan and any other pertinent matter in implementing AB 32 

(HSC §38591).  The EJAC has met 12 times since early 2007, providing comments on 

the proposed early action measures and the development of the scoping plan, and 

submitted its comments and recommendations on the scoping plan in October 

2008.  ARB will continue to work with the EJAC as AB 32 is implemented.”  

 An Economic and technology Advancement Advisory Committee (ETAAC) was also 

appointed to provide recommendations for technologies, research and greenhouse gas 

emission reduction measures (HSC §38591).  
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4.1.5.2. Legal issues 

Although the CARB met all of the requirements, a legal hurdle had to be tackled a couple of 

months before the start of the program (the first deadline was set on the 1
st
 of January, 2012).  

In December 2010, a lawsuit was filed against the CARB because the choice of cap-and-trade 

system was not sufficiently motivated and no alternatives were adequately researched. 

Therefore six environmental groups that represent low-income communities
94

 stated that the 

Board violated the requirements of the AB 32 and the California Environmental Quality Act 

(CEQA).
95

  

 

In the first level of the trial before the San Francisco Superior Court the case of Association of 

Irritated Residents, et al. v. the California Air Resources Board was decided on by Judge 

Ernest H. Goldsmith. In March 2011, the court ruled that the Air Resources Board did violate 

the CEQA, the AB 32 and the Health and Safety Code
96

 and therefore a permanent hold was 

set on the execution of the cap-and-trade section of the AB 32 (permanent injunction)
97

. 

Although the writ gave permission to continue the rest of the measures, with the obstruction 

of the centerpiece of the AB 32, the regulation and the scoping plan would become for the 

most part irrelevant.
98

 The Board’s chairwoman Mary D. Nichols refused to give up and the 

board pursued the litigation by filing for appeal.  

 

The First District Court of appeal issued an order granting CARB’s petition for a writ of 

supersedeas.
99

 Meaning that the authority of the trial court was suspended and the CARB 

could finalize the plans for the cap-and-trade system while waiting for the determination on 

the merits of the appeal.
100

  

 

After the overruling of the Superior Court’s decision, a petition for review in the California 

Supreme Court. The petitioners asked to lift the order and therefore to stop the Board again 

from continuing the emission trading system. The petitioning environmental groups again 

argued that no adequate alternatives were sought.
101

 The CARB countered that by motivating 

that “the petitioners failed to raise an important question of law justifying review” because 

they described the cap-and-trade proceedings as a “premature implementation, rather than the 
                                                   
94 Judge places California’s global warming program on hold, LOS ANGELES TIMES (March 21, 2011), 

http://latimesblogs.latimes.com/greenspace/2011/03/california-global-warming-program-put-on-hold.html (last 

visited Dec. 14, 2011). 
95 California Global Warming Solutions Act (AB32), CENTER FOR CLIMATE AND ENERGY SOLUTIONS, 

http://www.c2es.org/states-regions/california/ab32 (last visited Dec. 14, 2011). 
96 Cal. Prayer for relief, F, Association of irritated residents et al. v. CARB Case No. CPF-09-509562, March 18, 

2011). 
97 Cal. Prayer for relief, E, Association of irritated residents et al. v. CARB Case No. CPF-09-509562, March 18, 

2011). 
98 Jeff Conant, EJ lawsuit vs. CA carbon trading + Chiapas REDD scheme, Decolonizing Environmentalism, 

JUSTICE EN ECOLOGY (May 23, 2011), http://justicenecology.posterous.com/archive/5/2011 (Last visited Dec. 

14, 2011). 
99 Sheppard Mullin, California AB 32’s Cap-And-Trade Program Developments, CLIMATE CHANGE & CLEAN 

TECHNOLOGY BLOG (October 5, 2011), http://www.cleantechlawblog.com/2011/10/articles/global-climate-

change/california-ab-32s-capandtrade-program-developments/ (last visited Dec. 14, 2011). 
100 Id. 
101 Id. 

http://latimesblogs.latimes.com/greenspace/2011/03/california-global-warming-program-put-on-hold.html
http://www.c2es.org/states-regions/california/ab32
http://justicenecology.posterous.com/archive/5/2011
http://www.cleantechlawblog.com/2011/10/articles/global-climate-change/california-ab-32s-capandtrade-program-developments/
http://www.cleantechlawblog.com/2011/10/articles/global-climate-change/california-ab-32s-capandtrade-program-developments/


THEORETICAL BACKGROUND 

30 

 

non-final administrative proceeding it was.”
102

 In other words, the CARB reasoned the fact 

that not every detail of the AB 32 cap-and-trade system was in place was caused by the mere 

reason that the regulation was not finished and not because it was not a good system. 

 

After a publication of the alternatives of cap-and-trade in June 2011, a cap-and-trade system 

still came out as the best solution to tackle the CO2 emissions.
103

 In September 2011 the 

Supreme Court, as its jurisdiction was limited to the stay of the injunction and could not 

decide on the merits of the case, only determined that the order given by the Appellate Court 

could stay until there was decided on the merits.
104

  

 

In December 2011, the initial court with judge Goldsmith ruled in favor of the CARB, stating 

that the alternatives were sufficiently researched and therefore discharged the first verdict.
105

 

Because of this legal impediment, the CARB was forced to postpone the opening of the cap-

and-trade scheme for one year. Hence, the start is now foreseen on the first of January 2013 

instead of 2012, although some elements will start in 2012.
106

  The first auction will be on 

August the fifteenth, the compliance period will not start until January 2013 and the 

allowances do not need to be surrendered back to the state until 2014.
107

 

 

4.1.5.3. Implementation regulation 

After the positive outcome in June, the Board continued their rulemaking. This resulted in 

October 20, 2011 in final implementation regulation for the emission trading system. In the 

following paragraph a short overview of these rules will be given.
108

 

The gasses that are regulated in this cap-and trade scheme are the following greenhouse 

gasses: carbon dioxide (CO2), methane (CH4), nitrous oxide (N2O), sulfur hexafluoride 

(SF6), hydrofluorocarbons (HFCs), perfluorocarbons (PFCs), nitrogen trifluoride (NF3), and 

other fluorinated greenhouse gases. The applicability threshold for each covered entity is 

based on the annual GHG emissions of at least 25.000 metric tons CO2e per data year.  

 

The program will cover GHG emissions from electric generating units located in California 

and on entities that import electricity generated outside of California. Petroleum and Natural 

Gas Facilities, distributors and transporters of petroleum and natural gas fuels used by sources 
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that are not directly regulated (subarticle 3). There is also a possibility for entities to 

voluntarily opt in if they meet the requirements set out in § 95813.  

 

The compliance instruments and the California Greenhouse gas Emissions Allowances are 

issued by the Air Resources Board. Furthermore offsets are also allowed, although these may 

not exceed 8 percent of the compliance obligations and they have to meet the requirements 

under subarticles 13 and 14.  

 

In the first years of the cap-and-trade program the emissions will be allocated to the 

individual entities based on the output (for industrial facilities) or historical emissions and 

sales (for electric utilities). The free allocation will over time change into auctions. The 

compliance-period will be 3 years. Penalties may be assessed if there are violations. 

 

An important subarticle is included; subarticle 12 foresees the possibility of linkage to 

External Greenhouse Gas Emissions Trading. “A compliance instrument issued by an external 

greenhouse gas emissions trading system (GHG ETS) may be used to meet the requirements 

of this Article if the external GHG ETS and the compliance instrument have been approved 

pursuant to this section and section 95941” (§95940, general requirements). The linkage has 

to be approved by the board after public notice and opportunity for public comment in 

accordance with the Administrative Procedure Act (Government Code sections 11340 et 

seq.). As already was mentioned, under the Western Climate Initiative, the CARB has already 

been talking with three Canadian provinces. However extra rulemaking is needed.
109

  

 

4.1.5.4. Future  

Although the CARB won the case Association of Irritated Residents, et al. v. the California 

Air Resources Board, more lawsuits are inevitable as the new rules and the revised scoping 

plan are brought into action. On March 28, 2012 Citizens Climate Lobby and Our Children’s 

Earth Foundation filed a lawsuit against the California Air Resources board, challenging the 

offsets of the California cap-and-trade system. 

 

As we have looked at the regional cap-and-trade systems in the United States, we’ve seen that 

good will and initiatives are not lacking. However while this thesis is being written, the 

systems have to deal with a lot of backlashes. Due to the economic world crisis and the 

uncertainty that trading might not be the appropriate remedy to cost-effective fight against 

climate change, several states have left the choice to participate in a mandatory scheme and 

welcome less stringent rules, e.g. NA 2050. 

4.2. KYOTO PROTOCOL 

4.2.1. The background - UNFCCC 

Before dealing with the details of the Kyoto Protocol Emission Trading Scheme, it is 

important to know the context in which it was built. In 1992 the impact of the climate change 

became clear worldwide. The realization of this threat contributed to the negotiation of world 
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leaders on the “Earth Summit” the United Nations Framework Convention on Climate 

Change (UNFCCC).  This is an international environmental treaty concluded under the 

United Nations. It sets an overall framework to tackle the challenge of climate change and 

reduce the universal greenhouse gases.  This convention was drawn without binding targets 

and timetables. Instead protocols would be negotiated to determine the quantified emission 

limitation and reduction objectives (QELRO). Especially the U.S. rejected to too many 

obligations and favored a “no regrets” policy in which it only would take actions if there were 

other positive consequences that had nothing to do with climate change.
110

  

 

The commitments of the parties were set out in article 4.  All parties to the regime had to 

“take into account their common but differentiated responsibilities and their specific national 

and regional development priorities, objectives and circumstances.” 
111

 The second section of 

article four establishes commitments only for the developed country parties, annex I parties. 

The requirements of these countries is basically that they have to “adopt national policies and 

to take responding measures on the mitigation of climate change, by limiting anthropogenic 

emissions of greenhouse gases and protecting and enhancing greenhouse gas sinks and 

reservoirs.”
112

  They are also required to provide detailed information on their policies and on 

their emissions “with the aim of returning individually or jointly to their 1990 levels”
113

 

 Although the outcome is vague and disappointing for a lot of environmentalists, this 

convention was an important step to the worldwide interest in climate change. It recognized 

that binding targets and timetables would be necessary later and this opened the way to the 

Kyoto Protocol.  

 

4.2.2. Kyoto-Protocol 

The protocol was negotiated in 1997 by the Conference of the Parties (COP) as an 

international agreement linked under the UNFCCC. The surroundings in which this protocol 

was set up was different from the UNFCCC. There was a huge media attention and no 

country wanted to be blamed for “killing Kyoto”. In contrast to the UNFCCC, the protocol 

does have binding targets and timetables or “quantified emission limitation and reduction 

commitments” as set out in article 3 of the Kyoto protocol. The commitment period started in 

2008 and ends in 2012. In this period the industrialized countries have to reduce their 

emission of greenhouse gases below a certain percent below the 1990 levels. The setting of 

the percentage was done in a flexible way, under pressure of the United States. This flexibility 

means that not every annex I country has the same commitments. Eventually the U.S. agreed 

to a 7% reduction and the European countries to 8% emission reduction below 1990 levels.
114

 

Countries in transition could select an alternative baseline other than 1990.   

 

To set an incentive and a more supple way to adapt, the “flexibility mechanisms” were 
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brought into force. The goal of these three instruments is to help countries reach their 

reduction level. Article 6 of the Kyoto Protocol deals with “Joint Implementation (JI)”. A 

mechanism in which annex I countries or enterprises can set up or finance specific projects 

held in another Annex I party or enterprise. “Carbon Reduction Units (CRU)” will be given to 

the investing party. Article 12 handles the Clean Development Mechanism, which is basically 

the same as the JI but with respect to non-Annex I countries. An Annex I party or enterprise 

will get “Certified Emission Reductions (CRU)” through participating in sustainable 

development projects in developing countries.  The flexibility mechanism “Emission trading”, 

set out in Article 17 of the Kyoto protocol, allows one Annex I party to vend or purchase part 

of its assigned amount from another Annex I party.  The allowances to emit given in this 

Emission Trading system are called “Assigned Amount Units (AAU)”. The cap of the trading 

mechanism was set out to be an overall 5.2% of the 1990 emission level, with flexible 

percentages per country (as already explained).  

 

A facilitative branch and an enforcement branch were set up to monitor and enforce 

compliance with the Kyoto Protocol. The operation of these branches and specific 

consequences were negotiated by the Conference of the parties serving as the Meeting of the 

Protocol (CMP) in Bonn in 2001.  By then it had already become clear that the U.S. would 

not ratify the Kyoto Protocol. Although the United States did not ratify, the Kyoto Protocol 

entered into force in 2005, February 16. Part III of this thesis will discuss the U.S. 

negotiations regarding the Kyoto Protocol and its reasons for non-ratification. 

 

4.2.3. Post-Kyoto 

After the Kyoto Protocol there were three main goals that had to be reached: (1) to build on 

the Kyoto Protocol and set up commitments for a second period after 2012, (2) to try to 

include the United States back into the climate change debate, (3) to draft also obligations for 

the developing countries, a point that was very important for the United states.
115

 In the Bali 

Action Plan the United States were involved in the negotiations and several forward-looking 

decisions could be agreed upon unanimously. Two different action groups were launched: the 

“Ad Hoc Working Group on Long-term Cooperative Action under the Convention” (AWG-

LCA) and the “Ad Hoc Working Group under the Kyoto Protocol”(AWF-KP). The first 

group was created to involve non-Kyoto parties in the environmental long-term cooperation. 

Four themes were set: (1) advancing development goals in a sustainable way; (2) addressing 

action on adaptation; (3) realizing the full potential of technology; and (4) realizing the full 

potential of market-based opportunities.
116

 The latter workgroup was founded to ensure the 

future of the Kyoto Protocol and to include developing countries in the scheme.  

 

In 2009 the Copenhagen Accord was negotiated and became a non-legally binding agreement 

that the COP has to “take note” of.
117

  Which means that parties formally acknowledge its 
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existence without making a statement as to their support or otherwise of its content.
118

 The 

agreement could not be adopted while there was a lack of consensus. Therefore it is rather a 

political agreement consisting out of “recognitions” and voluntary pledges from countries that 

were not negotiated but decided on unilaterally. In this way, the voluntary bottom-up 

approach was embraced instead of overall binding top-down commitments like the Kyoto 

Protocol.  

 

Therefore the legal form of these pledges needed to be negotiated in later climate conferences. 

Several possibilities involving the legal implications can be recognized. Either these pledges 

will become legally binding commitments or incorporated in a legal binding agreement, 

which means that domestic governments will need to ratify and enforce them through national 

legislation and courts. The legal character of an international agreement becomes clear in the 

form, content clarity and specificity and institutions and procedures for compliance and 

enforcement. An international legal agreement is the highest legal level and the fact that 

ratification is necessary, carries the risk of lower common commitments, non-participation 

and even non-ratification. While all internationally binding agreements are governed by the 

principle of “pacta sunt servanda”, a breach means state responsibility for the 

consequences.
119

 Another possible future conception of the Copenhagen Accord is that the 

pledges will be placed in the context of the legally binding treaty of the UNFCCC that sets a 

framework for an overall objective, a set of principles, a series of procedural obligations and 

institutions to oversee the implementation and development.
120

 

 

Until later specifications about the exact legal form of these pledges, they remain voluntary 

commitments politically enforceable. Although the lack of a legal binding agreement 

provoked a lot of disappointment, some of these voluntary commitments are in fact 

significant. Developing countries, such as China and India, agreed to reduce the carbon 

intensity compared with a level of 2005. The U.S. pledged to reduce 17 % of its emissions 

compared to the 2005 level. The Copenhagen Accord was viewed on the one hand as a step 

forward because it was the first time that developing countries agreed to “commitments” but 

on the other hand as an “non-transparent” and “undemocratic” negotiating process.
121

 

 

In 2010, The Cancun Climate Change Conference was held. Both negotiation tracks (AWG-

LCA and AWF-KP) resulted in decisions and agreements. Under the Convention track
122

, int. 

al. a worldwide goal was set to cut the global emissions in order to reduce the global average 
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temperature rise to 2°C.
123

 Under the Kyoto Protocol track, the Conference of the Parties 

serving as the meeting of the parties (CMP) agreed to finish the work of the working group 

and adopt the decision in order to avoid a gap between the first and second commitment 

period. 
124

 Therefore the Parties decided to adopt a second agreement on climate change, no 

later than 2015. 

 

In 2011, the COP met again for the seventeenth time and the Meeting of Parties under the 

Kyoto Protocol (CMP) for the seventh time in Durban. With the end of Kyoto Protocol’s first 

commitment period in sight, the pressure on the politicians and negotiators was high. After a 

negotiating “marathon” of fourteen days, both negotiation tracks resulted in agreements. The 

most important decisions under the AWG-LCA is the launch of “a protocol, another legal 

instrument or an agreement with a legal force” under the United Nations Framework 

Convention on Climate Change.  The Ad Hoc Working Group on Enhanced Action was 

composed and assigned with the burden of completing the protocol so it can be adopted no 

later than 2015 and it can come into effect and be implemented in 2020.
125

  

 

Furthermore under the AWG-KP-track is decided that the Kyoto Protocol will continue with a 

second commitment period starting on January the first, 2013. It is not quite sure if the period 

will be for 5 or 8 years. The Parties’ quantified targets for reducing emissions, as well as the 

banking of the surplus emission rights of the first commitment period, will be decided at the 

end of 2012.
126

 Strikingly, Canada, Japan and Russia already decided not to join the second 

commitment period.
127

 On December 13 2011 Canada announced to withdrawal from the 

Kyoto Protocol as it will not be able to comply with the reduction obligations.
128

 However 

this  decision faces legal challenges because the withdrawal violates Canada’s 2007 Kyoto 

Protocol Implementation Act.
129

 

 

4.3. EUROPEAN UNION EMISSION TRADING SCHEME (EU ETS) 

In the previous chapters, the American carbon markets and the Kyoto Protocol and its 

surroundings were discussed. In the following chapter, the European Union Emission Trading 

Scheme will be examined. The twenty-seven EU member states and Iceland, Liechtenstein 
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and Norway are participating in the largest emission trading system in the world. The scheme 

has been the example of the carbon market since it started.  

 

4.3.1. Scope 

In 2003 the Emission Trading Directive established the EU ETS, which created national 

emission caps and European Union Allowances (EUA) that permit to trade CO2 emissions 

under those caps.
130

  

One year later, in November 2004, the “Linking Directive” connected the EU ETS to the 

Kyoto Protocol’s flexibility mechanisms. Hence the emission trading system under Kyoto 

was linked with the EU ETS. Therefore one EUA is the equivalent one AAU. Furthermore it 

became possible to accomplish the legal requirement under the EU ETS cap through the 

projects allowed in the KP such as Joint implementation (JI) and Clean Development 

Mechanisms (CDM).
131

 Therefore obtained CERs or ERUs through those Kyoto projects can 

substitute EAU. Hence one EAU is the equivalent of one CER or one ERU. As the amount of 

these substitutes that can be “recycled” into EAUs is limited, only a certain percentage of 

these projects may conduce to the total amount of emission reduction.  

 

In 30 countries a cap has been placed on some 11,000 installations.
132

 It covers installations 

such as power stations, combustion plants, oil refineries and iron and steel works, as well as 

factories making cement, glass, lime, bricks, ceramics, pulp, paper and board.
133

 The 

participation is mandatory for these businesses but anyone else, for example individuals, 

institutions, non-governmental organizations, etc. are allowed to buy and sell in the market 

the same way as companies.
134

 

 

4.3.2. Phases 

4.3.2.1. First Phase 

So far, three different phases are established. The first phase of the trading scheme started in 

2005, January the first. It was a two-year “pilot”-period ending on December 31, 2007. 

During that period the cap was set below the full range of ‘business as usual’ estimates, with 

the objective of establishing the infrastructure for trading, not to achieve significant 

reductions. Each Member State had to decide the total quantity of allowances it will allocate, 
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based primarily on historical emissions.
135

 Through the National Allocation Plans (NAP)
136

 

the states propose the quantity, which will be reviewed and approved by the European 

Commission. During the first period the allocations were given away free of charge, which is 

called “grandfathering”. Because of the trial purpose, the scheme only covered the electricity, 

refining, iron and steel, cement, glass, ceramics, pulp and paper sector. 
137

 A number of 

design flaws became clear after the first period. Because of the free allocation the carbon 

price dropped which made the EUAs basically worthless the last six months of 2007 and 

causing “windfall profits”.
138

  

 

4.3.2.2. Second phase 

During the second phase, which started 1 January 2008 and runs until 31 December 2012, the 

goal is to cut the volume of emission allowances to 6.5% below the 2005 level. Therefore real 

emission reductions had to take place, in contrast to the first period where the emphasis was 

on the development of new infrastructure and experience. The same sectors as in the first 

phase were covered but N2O from production of nictric acid was also included this time. It is 

in this second period that the geographical scope of the EU ETS was enlarged beyond the 

European Union and covered also Liechtenstein, Iceland and Norway through the 

incorporation of the EU Emissions Allowance Trading Directive into the European Economic 

Area Agreement.
139

 In the last year of the second period, the aviation industry is included in 

the EU ETS starting January the first, 2012.  In this Aviation Directive, all flights that depart 

from or arrive at airports in the territory of a member state are covered. The impact on the 

aviation sector worldwide is enormous. The advocate General of the European Court made a 

preliminary opinion, which has to serve as independent and unbiased legal advise, that finds 

the EU law legal although it regulates airlines outside its territorial jurisdiction.
140

 

As the last year of the second period entered in January 2012, the EU’s sovereign debt crisis 

takes its toll according to Thomas Reuters Point Carbon price prediction for phase three.
141

 

Although to push up carbon prices, on December 19 2011, a bill was passed to let the 

European Commission withhold 1.4 billion CO2 allowances from the third trading phase.
142
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4.3.2.3. Third phase 

For phase three some critical adjustments have been made. A substantial difference is that the 

NAPs no longer will be made by a national authority. Instead they will directly be determined 

by the Commission. Hence, the power of the EC will be enlarged in this phase as the 

allocating and supervising authority. As from 2013, other sectors and greenhouse gasses will 

be covered by the scheme: “more CO2 emissions from installations producing bulk organic 

chemicals, hydrogen, ammonia and aluminum will be included, as will nitrous oxide (N2O) 

emissions from the production of nitric, adipic and glyocalic acid production and 

perfluorocarbons from the aluminium sector.”
143

 Furthermore the emission permits will no 

longer be given away for free but they will be auctioned.  
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PART II 

LEGAL ISSUES OF LINKING REGIONAL U.S. 

MARKETS: 

BOTTOM-UP APPROACH 
 

As the previous chapter explained, although the United States is not part of an international 

carbon market such as the Kyoto Protocol, recently regional cap-and-trade markets have come 

into operation and Command and Control standards have been enacted by the EPA. Several 

U.S. carbon markets intend linking with each other in a national context or with an other 

international system. Hence, the second part of this thesis deals with the bottom-up approach 

of creating a cap-and-trade system. Therefore in the context of the United States’ carbon 

markets, this part investigates whether it is legitimate to link U.S. regional carbon markets in 

a national and international context. In the first chapter, the possible instruments for such 

linking are discussed. Hence an answer is given to the question what legal form should be 

applied to link regional carbon markets. After finding the best means available, the second 

chapter examines the legal issues that arise in case U.S. regional cap-and-trade systems would 

link with each other. The third chapter researches whether U.S. regional cap-and-trade 

systems can lawfully link with other carbon markets in an international context. The U.S. 

Constitution and case law are observed in order to know whether such bottom-up linking in 

an American context is legitimate.  
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CHAPTER 1: LEGAL FORMS OF LINKING 
 

To solve the question of which legal instruments can be used to link two different cap-and-

trade systems, a distinction in the level of certainty and strictness should be made. Five 

possibilities for linkage are available:  (1) formal and binding international agreements, (2) 

through unilateral domestic law that constitutes reciprocal legislation which makes trading 

allowances possible, (3) through political agreements, (4) through unilateral linkages, (5) 

through trans-boundary contracts used in the private market (which will not be discussed 

under this thesis since only the mandatory market will be handled).
144

 

The definition, functioning and requirements  of these legal means are analyzed. Moreover 

the advantages and disadvantages for a carbon market linkage are researched. Subsequently, 

these theories are viewed in the light of the provisions in regional cap-and-trade systems. 

1.1. ANALYSIS 

According to Haites  “two national emissions trading schemes are linked if one country’s 

allowance can be used directly or indirectly by a participant in the other country’s scheme for 

compliance purposes.”
145

 When there is direct linkage, emission allowances generated in one 

cap-and-trade system can be purchased and used in another for their domestic compliance 

obligations.
146

 With indirect linking two cap-and-trade systems are linked to a third cap-and-

trade system but not with each other. Therefore the trading link is construed through an 

overarching framework.
147

 For example when cap-and-trade systems allow CER credits under 

the Kyoto Protocol’s CDM, those systems will be indirectly linked with each other. For the 

purpose of this thesis, only direct linkage will be discussed because direct linkage is the first 

necessary factor to be able to have indirect linkage. 

1.1.1. Treaties 

1.1.1.1. Definition 

An international agreement that is legally binding between states under international law, is 

called a treaty.
148

 Article 2 of the Vienna Convention on Law of Treaties defines a treaty as 

“an international agreement concluded between States in written form and governed by 

international law, whether embodied in a single instrument or in two or more related 

instruments and whatever its particular designation”
149

 Article 38 of the International Court of 

Justice statute, which recognizes four traditional sources of law, uses the word “international 

convention”.
150

 The instrument need not to be called a specific word; “charter”, “convenant”, 
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“protocol”, “pact” and agreement or virtually any other name may be used to describe 

international binding agreements.
151

 

1.1.1.2. Requirements 

The form is rather irrelevant for an international treaty, as long as it is written. This 

requirement is clearly expressed in Article 2 of the Vienna Convention on Law of Treaties.  

The predominant actors of a treaty are states although international governmental 

organizations, non-governmental organizations and other non-state actors can play significant 

roles in the early treaty making stages. It is important, however, to emphasize that treaties 

may only be concluded by formal subjects of international law and therefore only states may 

enter an international agreement. Regional bodies and sub-national entities do not have the 

same recognition in public international law and most federal systems do not give them the 

power to conclude legally binding agreements with foreign countries.
152

 

The treaty-making process is rather lengthy and difficult as there are several basic steps that 

need to be fulfilled before a treaty is legally binding. First of all the needs and the goals of the 

treaty need to be identified. In order to understand the interpretation and views of different 

countries and to come to a mutual understanding, negotiations are necessary. These 

negotiations will be bilateral or multilateral. In international environmental law important 

negotiations are made under the framework of the UNFCCC that construed general norms and 

created institutions to guide and monitor the negotiations.  

After the negotiations, the text of the act needs to be adopted and authenticated. Article 9 and 

10 of the Vienna convention declares that the adoption of the text signifies that the text of the 

treaty is acceptable in principle and the authentication by each state’s representative, 

identifies that the text was negotiated and shows the state’s agreement with the terms.
153

 It is 

very important to understand that the authentication or signing of the text does not mean that 

the party is bound by the treaty. Article 18 of the Vienna Convention explains that by this 

action the party merely agrees to refrain from acts, which would defeat the object and purpose 

of the treaty, until it has clearly stated its intentions not to become a treaty party.
154

  

Article 11 of the Vienna Convention expresses the means to be bound by “signature, 

exchange of instruments constituting a treaty, ratification, acceptance, approval or accession, 

or by any other means if so agreed.”
155

 Before a treaty can be ratified, most states foresee a 

domestic political process through legislative branches and national law. 

                                                   
151 M.J. MACE, ILONA MILLAR, CHRISTOPH SCHWARTE, JASON ANDERSON, DERIK BROEKHOFF, ROBERT 

BRADLEY, CATHERINE BOWYER & ROBERT HEILMAYR, Analysis of the legal and organizational issues arising in 

linking the EU Emissions Trading Scheme to other existing and emerging emissions trading schemes, Study 

Commissioned by the European Commission DG-Environment, Climate Change and Air, 73 (May, 2008)  

[Hereinafter MACE et al., 2008] available at 

http://www.field.org.uk/files/Linking%20emission%20trading%20schemes_0.pdf. 
152 Id. 
153 Vienna Convention, supra, art. 9 and 10. 
154 Vienna Convention, supra art.18. 
155 Vienna Convention, supra art.11.  

http://www.field.org.uk/files/Linking%20emission%20trading%20schemes_0.pdf


LEGAL ISSUES OF LINKING REGIONAL U.S. MARKETS: BOTTOM-UP APPROACH 

42 

 

Most of the time special provisions are made requiring a certain number of states that have to 

ratify the treaty before it comes into force, if no such requirements are made all negotiating 

states have to ratify.
156

 The Kyoto Protocol, for example, required 55 Annex I parties 

responsible for at least 55 % of the 1990 carbon dioxide levels to ratify before coming into 

force. 

1.1.1.3. Withdrawal and termination 

As a treaty is a formal and binding agreement, it will not be easy for a state to terminate or to 

withdraw from its obligations. Most of the times specific provisions to withdraw are foreseen. 

However if not, the provision can be inferred if the parties intended withdrawal to be 

permitted, or the nature of the treaty was to permit withdrawal.
157

 If a party wants to 

withdrawal, in that case it should give at least a twelve month notice.  

The Vienna Convention also gives few causes for the termination of a treaty: material 

breach
158

, impossibility of performing
159

, fundamental change of circumstances.
160

 Treaties 

follow the rule pacta sunt servanda and therefore states need to implement them in good faith 

and its state sovereignty is limited through voluntary consent.
161

 Article 27 of the Vienna 

Convention dictates that internal law may be a reason but it is not considered an acceptable 

reason for non-compliance. If there is a breach of a treaty-provision, there is a breach of 

international law under its responsibility and most of the time the treaty itself is provided with 

remedies and mechanisms to enforce compliance. 

1.1.1.4. Advantages and disadvantages 

Because of the above-mentioned legal restrictions for implementation, withdrawal termination 

and compliance, treaties provide a high level of certainty and transparency. For carbon 

markets, the level of certainty may be crucial as it will determine modalities such as the price, 

the monitoring, verification and reporting mechanism, the level of compliance, etc. Therefore 

one of the most important and best instruments for linking cap-and-trade systems 

internationally is the treaty. 

Negative implications involving the treaty-making is the lengthy, sometimes difficult 

negotiating process and the national procedure of ratification that may risk lower common 

commitments, non-participation and even non-ratification. 

  

                                                   
156 Vienna Convention, supra art. 24. 
157 Vienna Convention, supra art. 54 and 56.  
158 Vienna Convention, supra art. 60. 
159 Vienna Convention, supra art. 62. 
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1.1.2. Political cooperation arrangements 

1.1.2.1. Definition 

A second option for international linkage of emission reduction markets is the adoption of 

political cooperation arrangements.
162

 The outcome of political and diplomatic negotiations 

will not be legally binding, as a mere informal agreement is concluded.  The existence and 

form of political arrangements resort under the soft law-category and therefore it is also much 

harder to enforce it than legally binding formal agreements. The compliance and enforcement 

of a political agreement relies upon the honor and good faith of the parties and the 

relationship between the parties. 

1.1.2.2. Requirements 

A political agreement may take many different forms and may range from a simple oral deal 

to detailed executive agreements.
163

 Sometimes political agreements may also be concluded 

implicitly and tacit. ‘Declarations of intent’ or ‘joint statements at political summits’ are the 

most informal of all political agreements. A more advanced and detailed manner of forming 

political consensus agreements are the ‘Memorandums of Understandings’, in which parties 

draw out their mutual interests and desired action plan. Another name for a political 

agreement is called a ‘gentlemen’s agreement’. In order to have any legal effect for these 

political agreements, the parties are obliged to implement the agreed provisions through 

domestic legislation. 
164

  

The content of these agreements are most of the time rather vague towards actual 

commitments and obligations. Instead of legally binding language, guidelines are agreed upon 

and the future goals are discussed. Political agreements are a means to establish the intent of 

the parties and confirm their mutual interests and policy. 

1.1.2.3.  Advantages and disadvantages 

Advantages of the political arrangements are the fact that the procedure to conclude these, are 

(most of the time) much faster, less lengthy and the outcome of diplomatic negotiations do 

not need to be ratified by domestic legislators.  The goal is to provide more flexibility for 

future modification or for potential withdrawal. 

While previous explained characteristics may be useful for some topics of international 

agreements, the flexibity and the unpredictability may not have the most positive effect on a 

cap-and-trade system, which is market based. Therefore in order to have trust in the made 

investments, implementation and enforcement, transparency and security is an important 

issue.
165

  

  

                                                   
162 MACE et al., 2008 supra at 74. 
163 CHARLES LIPSON, “Why are some international agreements informal?”, International organization (Vol 45, 
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164 MACE et al., 2008 supra at 75.  
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1.1.3. Reciprocal legislation 

1.1.3.1. Definition 

The third possibility for a trading link is to have the parties adopt reciprocal legislation 

concerning a cap-and-trade system. This approach builds on the previous mentioned political 

agreements. The difference with the latter is that the agreement is implemented into national 

legislation and therefore a legal binding context is added. This might be done after political 

consensus to give legal consequences to the arrangements within the parties’ jurisdiction. 

Hence the power governing these agreements will depend on the domestic legislation. Using 

this approach in the cap-and-trade context, both parties ensure mutually the recognition of 

emission allowances of the other party through a political agreement and in their domestic 

legislation they foresee the possibility of trade between the entities.
166

 In other words, the 

parties agree upon the modalities of the markets in a political agreement and tailor their 

domestic law of the cap-and-trade system conform to that arrangement. The fact that both 

domestic legislations are reciprocal makes it possible for mutual trade in each other’s 

allowances. 

1.1.3.2. Implications 

Because of the fact that the agreement between both parties is merely politically, the legally 

binding part will only be vested on a domestic level through the parties’ legislation. Therefore 

the other party will not be able to enforce compliance purely on the basis of their agreement. 

Parties may construe an authority to help and guide the parties with implementing the 

political agreement. The power of an overlooking, supra-domestic construction or authority, 

however, will not be able to bind the parties. This is in contrast to institutions created under 

an international treaty. Although provisions in the political agreement may limit parties’ 

ability to withdraw, parties might be able to terminate their participation to the trading link 

agreement unilaterally or amend their domestic legislation without prior consent of other 

parties.
167

 

1.1.3.3. Advantages and disadvantages 

The fact that entities are allowed to amend their legislation or withdraw according to their 

domestic regulation, might be a persuasive factor for parties to participate in a linking 

agreement.  Additionally, the fact that no supra-domestic authority has extensive power offers 

more freedom and flexibility for the parties than under legally binding agreements. 

Furthermore parties might be more convinced and enthusiast to conclude to a cap-and-trade 

system because they still have the ultimate supervising authority. 

Although the level of flexibility might be interesting and persuasive for some parties, it also 

causes some insecurity. Reciprocal commitments offer a degree of uncertainty since parties 

will be able to change their domestic legislation or withdraw from the political agreement 

when problems occur. As already mentioned, a cap-and-trade system is a market-based 

system and in order to have a well functioning market some legal certainty about the 

modalities and compliance is necessary. Although the legal certainty is not given on a supra-

domestic level, there is a degree of certainty and transparency on the domestic level through 
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the domestic formal law. Because some parties don’t want to give away their authority and 

commit to legally binding obligations, sometimes the adoption of a non-binding political 

agreement, implemented in domestic reciprocal legislations, is the only available method to 

connect carbon markets while offering legal certainty and transparency.
168

 

 

1.1.4. Unilateral linkage 

1.1.4.1. Definition 

The fourth possible means to come to a certain linkage between two regional markets, is to 

provide unilateral linkage. A national or sub-national emission trading system may wish to 

unilateral recognize credits from external trading system. Consequently, a one-way flow of 

allowances from separate carbon markets is created, which might give the domestic industry, 

that is regulated under the market, additional flexibility to obtain greenhouse gas emission 

reductions.
169

  

1.1.4.2. Requirements 

In order for the sale of permits to go on, some requirements are necessary. First of all, one 

country or state has to have unilaterally recognized the credits from the other trading system. 

To provide such recognition a provision should allow the purchase of emission allowances 

generated in another market to apply in their domestic cap-and-trade system. 

Furthermore it is necessary that the other market did not place restrictions on the sale of 

permits for the regulated entities. Hence those regulated entities may not only sell their 

permits in their domestic cap-and-trade system but also outside the system.  

In order to have the transaction of credits continue, an economical incentive is needed. 

Consequently, the price of the carbon credits of the market where unilateral linkage is 

foreseen, needs to be higher than the price of the “linked-to” market. Therefore regulated 

entities under the former will want to purchase cheaper credits in the latter cap-and-trade 

system. In the “linked-to” market,  owners of excessive permits will be motivated to sell them 

at a higher price to the outside market. Therefore through the unilateral linkage a cost-benefit 

is created. However if the price is too high, no permits will be purchased inside the domestic 

system anymore. This will create an oversupply of domestic permits, which will make the 

price of the allowances drop. In this way, the use of unilateral linkage might create a safety 

valve that assures that the price of the domestic allowances will not rise above the price of the 

permits in the “linked-to” market.
170

 

1.1.4.3. Advantages and disadvantages 

Unilateral linking is an interesting means to connect carbon markets. Although the 

recognition of emission allowances is only unilateral, this might be a first step to a full 

bilateral linkage. This is because through this approach regional systems have the opportunity 

to adjust and test the influence of the linkage on their regional market. In this way, the 

                                                   
168 Id.  
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170 Emission trading scheme discussion paper, Gernaut climate change review, 63 (March 2008), available at 
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regional systems can prepare themselves for full participation and mutual recognition. For 

example, in the first phase of the EU ETS, Norway recognized European Union Allowances 

unilaterally. In the second phase, the country was fully included in the European cap-and-

trade system. 

Additionally, as mentioned earlier, the unilateral linkage creates a cost-benefit situation for 

both markets. This is under the condition, however, that the price of credits is higher in the 

market that foresees the unilateral linkage than in “linked-to” one. It creates more flexibility 

for the regulated entities as they can purchase their permits from outside their domestic 

market and the entities regulated in the other market have the ability to offer their permits to a 

larger number of potential buyers. 

On the other hand a unilateral link might also be disadvantageous because the well 

functioning of the linkage with the other market might be influenced too much by the price. If 

the price of the market permits is lower than the price of the credits in the linked-to market, 

the transaction deal will normally not even take place, as there will be no economic incentives 

for the regulated entities to buy them externally.  

1.2. IMPLEMENTATION OF THEORY 
 

1.2.1. U.S.’ Position 

1.2.1.1. The Regional Greenhouse Gas Initiative 

The Memorandum of Understanding of the Regional Greenhouse Gas Initiative organizes the 

Regional Greenhouse Gas Initiative through reciprocal legislation. The participating states 

concluded a political agreement, in which they agreed to the overall goal and modalities of the 

carbon market. In domestic regulations, called the CO2 Budget Trading Programs, the 

provisions of the MoU are implemented. Therefore the internal functioning of the RGGI 

works with reciprocal legislation. Furthermore an article is added that forces Signatory States 

to work together to encourage Non-Signatory States to become part of the RGGI with a goal 

to expand the geographical reach of the program.
171

 The Regional Greenhouse Gas Initiative 

MoU also includes the provision that allowances may be awarded to credits from international 

trading programs on the basis of one allowance for each CO2-equivalent ton of certified 

reduction.
172

 Hence, unilateral recognition of overseas credits is allowed. 

1.2.1.2. The Western Climate Initiative 

To connect the states’ jurisdictions, that are part of the Western Climate Initiative, domestic 

legislation is adopted in the states that recognizes the emission allowances of other states. 

Therefore at an intern level, the functioning of the WCI also works with reciprocal legislation 

adapted by the domestic states “linking among the WCI partner jurisdictions through this 
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recognition, the emission allowances and offset certificates issued by each jurisdiction will be 

usable throughout the linked jurisdictions for compliance purposes..”
173

  

Furthermore, the WCI also provides for linkage with jurisdictions in other cap-and-trade 

systems. “Initially, WCI Partner jurisdictions will consider unilateral linking to accept 

compliance instruments from trading programs external to WCI Partner jurisdictions. Prior 

to initiating a unilateral link, external programs will also be evaluated to ensure that they 

exhibit the integrity inherent in the WCI Cap-and-Trade Program design recommendations. 

In particular, a mechanism will be developed to ensure the compliance instruments from 

external programs can only be used once.” Therefore the WCI plans to start with unilaterally 

linkage and recognize emission allowances in other jurisdiction cap-and-trade systems to 

allow their regulated entities to buy credits for domestic usage. Later on they will work 

through bilateral or multilateral linkage so that emission allowances can flow mutual between 

two or more regional cap-and-trade systems. As the Western Climate Initiative has Canadian 

and American participating states, this program itself contains already an international linkage 

but on sub-national level.  

 

1.2.1.3. California AB 32 

The AB 32 provides for linkage with other programs in order to allow regulated entities in 

California’s program the flexibility to use allowances or credits from other programs to meet 

their compliance obligations.
174

 Like in the other cap-and-trade systems, the linkage with 

other programs functions through rulemaking that foresees mutual or unilateral recognition of 

the allowances. Furthermore California expressed its will to link internationally several times. 

In 2006, California made an agreement with the United Kingdom to become partners in the 

fight against global warming. This agreement is seen as the first step towards linking 

California’s market with the EU.
175

 Since then, several meetings and negotiations have passed 

in order to come to an agreement for a well-functioning international market. California’s AB 

32 is in addition planning to link its future cap-and-trade system with the WCI. Draft 

amendments for linkage of cap-and-trade regulations between California and Quebec were 

made public on April 13, 2012. It purposes a joint market program where there is mutual 

acceptance of compliance instruments.  

 

1.2.1.4. The Midwestern Greenhouse Gas reduction Accord 

The Midwestern Greenhouse Gas Reduction Accord, already recognizes unilaterally emission 

allowances from the RGGI. However the RGGI does not recognize the emission allowances 

of the MGGRA and therefore the linkage is only unilateral. Furthermore the Midwestern 

Accord Advisory Group is recommending participation and linkage with the WCI, the 

European Union Emission Trading Scheme and other mandatory GHG reduction programs.  

                                                   
173 Design summary, Western Climate Initiative, 22 (Jul. 27, 2010)  available at 

http://www.westernclimateinitiative.org/component/remository/general/program-design/Design-Summary/ .    
174 Public meeting to discuss linking California’s Cap-and-Trade Program to other greenhouse gas trading 

programs, 24 available at http://www.arb.ca.gov/cc/capandtrade/meetings/072709pm/presentation.pdf.  
175 ERWIN CHEMERINSKY, BRIGHAM DANIELS, BRETTNY HARDY, TIM PROFETA, CHRISTOPHER H. SCHROEDER & 

NEIL S. SIEGEL, “California, Climate Change and the Constitution”, Environmental Law Institute, 57 

(July/August,  2008) available at http://www.law.duke.edu/news/pdf/forum.pdf . 
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Additionally, it recommends that the linking of regional greenhouse gas markets would 

eventually transfer into a federal program in the U.S.
176

  

 

1.2.2. The EU Position 

In the founding directive of the EU ETS a separate article was provided for linking the EU 

ETS to other cap-and-trade systems.
177

 In 2003, only emission trading systems of countries 

that had ratified the Kyoto Protocol, could be linked to the EU ETS. In 2009 the Linking 

Directive was amended. Through the 2009 Directive, non-Kyoto parties and sub-federal or 

regional entities may also be included in the EU ETS. The amended Linking Directive 

foresees that: 

 "1a. Agreements may be made to provide for the recognition of allowances between the 

Community scheme and compatible mandatory greenhouse gas emissions trading systems 

with absolute emissions caps established in any other country or in sub-federal or regional 

entities. 

1b. Non-binding arrangements may be made with third countries or with sub-federal or 

regional entities to provide for administrative and technical coordination in relation to 

allowances in the Community scheme or other mandatory greenhouse gas emissions trading 

systems with absolute emissions caps”
178

  

Hence, U.S.’ states that are part regional greenhouse gases can be linked with the EU ETS 

through formal agreements and through non-binding agreements. The non-binding 

agreements refer to the reciprocal legislation or multi- or bilateral recognition of emission 

allowances.  Hence, the Linking Directive of the EU ETS foresees all possible means to link 

with an other international cap-and-trade system. 

1.2.3. Conclusion 

In this chapter an overview was given of the legal instruments for linking carbon markets. In 

order to examine how the United States’ regional cap-and-trade systems function and intend 

to link, their organizing statutes were studied. In conclusion, all current U.S. carbon markets 

function internally through reciprocal legislation. Regional carbon markets that involve 

multiple states, work with one overarching political agreement in which the modalities of a 

carbon market is negotiated and written. This political agreement is not binding. However the 

agreed provisions are implemented through domestic legislation and therefore some legal 

certainty is given. Each American regional cap-and-trade system also includes a provision for 

linking with other markets. All of these articles provide for the possibility of recognition of 

emission allowances of cap-and-trade markets from other jurisdictions. Most of those 

recognitions are unilateral. None of them foresee a legally binding agreement, however they 

do not preclude it either. This is in contrast with Article 25 of the Linking Directive that 

contains all possible means for linkage of the EU ETS with other markets. 

 
                                                   
176 Overview, Midwestern Greenhouse Gas Reduction Accord, 
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177 EC 2003, supra art. 25. 
178 EC 2009, supra art. 27. 
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As we have seen in the analysis, treaties and legally binding agreements provide the most 

security for a carbon market. Disadvantages such as the long treaty-making process and the 

difficult withdrawal can be transformed into benefits due to the fact that a market-based 

structure needs a lot of certainty in order to function well. Regulated entities, investors and 

participants may be reticent to invest in carbon allowances generated in an other market if 

there is a possibility that the market will withdraw from the agreement. Subsequently the risk 

exists that those purchased allowances may not be applied for compliance in its domestic 

market anymore and hence making the investment worthless. Although, treaties and legally 

binding agreements are theoretically the best instruments for linking regional markets in a 

national and international context, legally this means would compose a lot of legal issues. 

These legal impediments will be discussed extensively in the next chapter. 

 

However states should also not conclude solely a political agreement. Because of the fact that 

political agreements provide insufficient legal security for a market-based mechanism, the 

step towards reciprocal regulation is crucial because the implementation of the political 

agreement gets a legal binding factor through the domestic legislation. This will provide more 

security that is of essential importance for a market-based mechanism. A disadvantage of the 

reciprocal legislation, however, is that states may unilaterally amend their legislation or 

withdraw from the political agreement. An example of that possibility can be found in the 

state of New Jersey that pulled out of the Regional Greenhouse Gas Initiative.  

 

The fact that all carbon markets legislation contain provisions to link with other regional cap-

and-trade systems through the adoption of regulation that recognizes the achieved credits in 

other markets, offers the first step towards a full multilateral linking. Because through this 

unilateral recognition of emission allowances of an other cap-and-trade system, the different 

carbon markets can adjust to each other and prepare for any possible future full multi- or 

bilateral linking. 
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CHAPTER 2: LINKING U.S. CAP-AND-TRADE SYSTEMS TO EACH OTHER 

NATIONALLY 
 

As we have seen in previous chapter, all U.S. carbon markets function internally through 

reciprocal legislation and foresee provisions for linking with other markets through unilateral 

or bilateral recognition of extra-jurisdictional allowances. This chapter investigates whether it 

is allowed under the U.S. Constitution to link the regional cap-and-trade systems together in a 

national context. Several clauses that are included in the U.S. Constitution could forbid states 

or regional carbon markets to trade in emission credits amongst each other. The Supremacy 

Clause, the Commerce Clause, the Compact Clause and the Foreign Affairs Powers are all 

possible articles that could raise legal issues and lead to lawsuits in which one claims that the 

linkage of carbon markets between states is unlawful and unconstitutional.  

2.1. ANALYSIS 

2.1.1. The Supremacy Clause 

2.1.1.1. The theory 

Article VI, clause 2 of the U.S. Constitution states that “ This Constitution, and the Laws of 

the United States which shall be made in Pursuance thereof; and all Treaties made, or which 

shall be made, under the Authority of the United States, shall be the supreme Law of the 

Land; and the Judges in every State shall be bound thereby, any Thing in the Constitution or 

Laws of any State to the Contrary notwithstanding.”
179

 This article is better known as the 

Supremacy Clause, which determines that federal law is ranked the highest in hierarchy of 

laws in the United States. The principle of “preemption” is derived from the Supremacy 

Clause. This principle encompasses that all federal made laws or even regulations of a federal 

agency trumps or “preempts” any conflicting state law. 
180

 Consequently the possibility exists 

that a preemption claim would be filed to litigate the unconstitutionality of state cap-and-trade 

linking laws because it conflicts with federal laws that regulate GHG emissions. The effect of 

preemption is the prevalence of the federal law and the state law will be without effect.
181

 

Hence, this could mean the end of the regulation that constitutes the linkage of the cap-and-

trade system. 

One of the landmark cases Jones v. Rath Packing co. made by the Supreme Court, makes a 

distinction between federal law that expressly provided the preemption or either implied that 

states are not allowed to regulate beyond the scope of the federal law.
182

 When the federal law 

has explicitly included preemption, courts merely have to examine whether the state law 

regulate the same subject as federal law. In case a court decides that state law regulates a 

                                                   
179 U.S. Const.,  Art. VI.  
180 Crosby v. Nat'l Foreign Trade Council, 530 U.S. 363 (2000). 
181

 CHRISTOPHER R. DRAHOZA, THE SUPREMACY CLAUSE: A REFERENCE GUIDE TO THE UNITED STATES 

CONSTITUTION, 94 (Preager publishers, 2004). 
182 Gade v. Nat'l Solid Wastes Mgmt. Ass'n, 505 U.S. 88, 98 (1992) (O'Connor, J.) (citations omitted); DAVID R. 

HODAS, “State Law Responses to Global Warming: Is It Constitutional to Think Globally and Act Locally?”, 

Pace Environmental Law Review, 27 (2003) available at http://ssrn.com/abstract=1549747 ;  YVONNE GROSS, 

“Kyoto, congress or bust: the constitutional invalidity of state CO2 cap-and-trade programs”, Thomas Jefferson 

Law Review, 229 (Vol. 28 (No. 205), 2005), available at http://ssrn.com/abstract=883687.  
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subject that was express preempted by the federal law, the state law will be without effect. On 

the other hand, it is more complex when the federal statute or regulation of a federal agency 

does not express anything about preemption. In that situation, the court will have to search 

whether Congress has implied that States are not allowed to regulate the subject. In case of 

implied preemption, two types of preemption can be distinguished from each other: conflict 

preemption and field preemption.
183

 Conflict preemption occurs when the compliance of the 

statute law and the federal law is physical impossible or when state law imposes an obstacle 

to the achievement and execution of the purposes intended by the Congress.
184

 Field 

preemption is present in case no express preemption is provided and there is no conflict 

between federal and state law. In that situation, the court will need to examine whether the 

Congress or the Regulatory agency intended to preempt state law. In order to answer such 

question, the court needs to review if the Congress has “occupied the field” of regulation, 

which means that no room is left for state regulation. Another possibility of such field 

preemption occurs when state law might frustrate federal purposes.
185

 In order to determine 

whether the Congress intended to “occupy the field”, courts have to research the 

pervasiveness of the federal regulation in depth, breadth and detail.
186

 

2.1.1.2. Federal laws 

In order to examine whether state laws that impose a cap-and-trade system are preempting, it 

is necessary to first give an overview of all federal laws that deal with GHG regulation. No 

federal law made in Congress addresses the reduction of GHG emissions on a national level. 

However, recently the Environmental Protection Agency produced Command and Control 

regulations that contain standards for GHG reduction.  

The ruling of the Supreme Court in 2007 in the case of Mass et al vs. EPA states that the EPA 

is authorized to regulate CO2 emissions under section 202 (a) (1) of the Clean Air Act. Prior 

to this decision, the Clean Air Act gave the Environmental Protection Agency the authority to 

regulate pollutants that are dangerous for public health or welfare. However, greenhouse 

gasses were never included in this act. And therefore prior to the case, no federal laws existed 

concerning GHG emissions. The outcome of that case meant a shift in that area because the 

Supreme Court concluded that greenhouse gasses are endangering public health and welfare 

and the ruling obliged the EPA to determine whether greenhouse gases are air pollutants that 

need to be regulated under 42 U.S.C. §7521(a)(1). “ In relevant part, §202 (a) (1) provides 

that the EPA shall by regulation prescribe […] standards applicable to the emission of any 

air pollutant from any class or classes of new motor vehicle or new motor vehicle engines 

which in the administrator’s judgment cause, to contribute, air pollution which may 

reasonably be anticipated to endanger public health or welfare.” 
187

 During Bush’s 

administration, such judgment was not approved by inter alia the Office of Management and 
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Budget and has not been made publicly.
188

 In 2009 the EPA produced an “endangerment 

finding”. Although the decision of the Mass. V. EPA case merely referred to section 202 of 

the Clean air act, which addresses emissions from motorized vehicles, the “endangerment 

finding” by the EPA in 2009 states that GHG emissions are dangerous for public health and 

welfare for current and future generations. The combination of the Supreme Court’s landmark 

case and the endangerment finding of the EPA resulted in the authority of the administrator of 

EPA to regulate GHG emissions. These findings however, do not impose themselves 

regulations on vehicles or other entities.
189

  

Consequently implementing its new authority, the EPA finalized emission standards for light-

duty vehicles in May 2010 and heavy-duty cars in August 2011 in cooperation with National 

Highway Traffic Safety Administration. On the 19
th
 of May 2010 Obama announced new 

federal Corporate Average Fuel Economy standards (CAFE standards) that will increase fuel 

efficiency and reduce greenhouse gas emissions from cars and trucks sold in the United States 

beginning in 2012. It is the first time that the U.S. government has exercised its authority to 

control vehicle tailpipe emissions of carbon dioxide and other greenhouse gases that 

contribute to global warming.
190

  With this regulation, it is the first time that the overall 

country has the same regulation while previously, the state of California was always the one 

that excelled with more stringent GHG emissions standards than other states.191 

Furthermore in May 2010 the EPA that established “thresholds for greenhouse gas emissions 

that define when permits under the New Source Review Prevention of Significant 

Deterioration (PSD) and title V Operating Permit programs are required for new and existing 

industrial facilities.”
192

 According to the EPA, this tailoring rule will make 70 percent of the 

national GHG emissions from stationary sources subject to permitting requirements. This will 

include “power plants, refineries, and cement production facilities. Emissions from small 

farms, restaurants, and all but the very largest commercial facilities will not be covered by 

these programs at this time.”
193

 

On 27 March 2012, EPA proposed a New Source Performance Standard that would limit 

GHG emissions from new power plants. 

No federal law made in Congress addresses the reduction of GHG emissions. However the 

EPA has produced Command and Control regulations that contain standards for stationary 

and mobile sources. These standards are not free of legal impediments. Recently a law suit 

has been filed by the Coalition for Responsible Regulation, which challenges the validity of 

                                                   
188 Cf.  infra Part 3, 1.1.1 Environmental Protection Agency, 70. 
189 Endangerment and Cause or Contribute Findings for Greenhouse Gases under Section 202(a) of the Clean 

Air Act, EPA regulatory initiatives, http://epa.gov/climatechange/endangerment.html (last visited Feb. 5. 2012). 
190 Belynda Reck, MCLE Self Study, CALIFORNIA LAWYER (July, 2007), 

http://www.callawyer.com/cle/cle_story.cfm?eid=886897&evid=1&qVersionID=193&qTypeID=7&qcatid=45 

(last visited Feb 4, 2012). 
191 Events leading to regulation of greenhouse gases under the clean air act, C2es Center for Climate and 

Energy Solutions (April, 2011) available at http://www.c2es.org/docUploads/epa-action-narrative.pdf . 
192 Final GHG Tailoring Rule, Federal Register / Vol. 76, No. 85 available at http://www.gpo.gov/fdsys/pkg/FR-

2011-05-03/pdf/2011-10285.pdf . 
193 Id. 
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previous mentioned standards. The CRR, which consists out of big oil and coal firms, 

challenged the EPA’s endangerment finding, the Light Duty Vehicle Rule, the Tailoring rule 

arguing that the EPA has misinterpreted its authority under the EPA.194  So far the oral 

arguments have been heard in the D.C. Circuit. The outcome of the case is still insecure. 

2.1.1.3. Implementation of the theory  

To implement the Supreme Clause theory, the question needs to be asked whether the CAA or 

GHG regulation preempts expressly or implicitly the states from regulating GHG emissions 

and therefore also prohibiting cap-and-trade linkage. Furthermore the legislative proposals 

that tried to enact a cap-and-trade system are reviewed in order to see whether they would 

preempt regional cap-and-trade systems and their linkage.  

2.1.1.3.1. Express Preemption 

Prior to the Supreme Court case, no federal law was applicable to GHG emissions. The 

outcome of Mass. v. EPA and the “endangerment finding” of the EPA, decided that six key 

well-mixed greenhouse gases — carbon dioxide (CO2), methane (CH4), nitrous oxide (N2O), 

hydrofluorocarbons (HFCs), perfluorocarbons (PFCs), and sulfur hexafluoride (SF6) — in the 

atmosphere threaten the public health and welfare of current and future generations. And 

consequently they can be regulated by the EPA under the Clean Air Act. 

In one section the Clean Air Act expressly preempts state regulation as it prohibits states from 

issuing their own auto emissions regulations, except when the state regulated auto emissions 

already prior to the enactment of the Clean Air Act in 1966. On this basis, the state of 

California was allowed seek a waiver from the EPA which “shall be granted unless the 

Administrator finds that (a) the determination of the State is arbitrary and capricious (b) such 

state does not need such state standards to meet compelling and extraordinary conditions, or 

(c) such state standards and accompanying enforcement procedures are not consistent with 

section 202 (a) of the Clean Air Act.”
195

 In 2009 this waiver was granted to California rather  

as a symbolic gesture because the federal agency was planning on issuing the above 

mentioned CAFE standards, which California approved of. Therefore the fact that  one 

section in the Clean Air Act expressly preempted state law, except California law -if allowed 

by a waiver-, is not relevant anymore while the United States implement the EPA standard at 

the same level all over the country. 

Prior to the waiver and the new federal CAFE standards, two cases have been filed involving 

the preemption of state laws by the Clean Air Act.  In Green mountain Chrysler v. Crombie 

and Central Valley Chrysler-Jeep. v. Goldstene, the auto industry challenges state regulations 

that reduce greenhouse gas emissions from new motor vehicles. In both cases federal 

preemption was called into play as an argument against the unconstitutional regulations. 

However the outcome of both cases the court declined to find preemption.  Consequently,  the 

Clean Air Act does not expressly say that it is only the EPA that is allowed to regulate GHG 

emissions and that no states are entitled to do so. Therefore the Clean Air Act does not 

expressly preempt state law. 

                                                   
194 Coalition for responsible regulation v. EPA, No. 10-1092 (2012). 
195 42 USC 7543 (b)(1) 2008. 



LEGAL ISSUES OF LINKING REGIONAL U.S. MARKETS: BOTTOM-UP APPROACH 

54 

 

After the “endangerment finding” the EPA produced standard regulations involving the 

emission of greenhouse gasses. However these standards do not contain any provision in 

which states are prohibited to regulate GHG emissions further. Therefore it is certain that no 

express preemption is foreseen in any law or executive standards. Hence the Clean Air Act 

nor the standards produced by the EPA preempt state law on an express level. 

It is most likely that if a national cap-and-trade bill was passed in Congress, it would 

contain express provisions of state preemption. The Dingell- Boucher white paper advocates 

for express preemption in a future cap-and-trade bill as it says “Once a national, economy-

wide cap-and-trade program is adopted, State or regional cap-and-trade programs may 

interfere with the efficient functioning of the federal cap-and-trade programs”.
196

 All latest 

federal cap-and-trade proposals, include provisions that express preemption of state law that 

creates a regional emission trading system. Hence the bill proposals prohibit states from 

implementing or enforcing their own cap-and-trade programs for GHG emissions. 

Remarkably however, is the fact that each proposal contains an extra provision to secure the 

holders of allowances, issued by California, the western Climate Initiative or RGGI as they 

could be compensated for the costs of obtaining and holding these allowances 

2.1.1.3.2.  Conflict preemption 

Although no express preemption has been found CAA or executive standards, state law 

implementing a cap-and-trade system, might be implicitly preempted by federal law because 

of the conflict preemption. In order to have conflict preemption, the mutual existence of state 

law and federal law has to be physical impossible or state law has to impose an obstacle to the 

achievement and execution of the purposes intended by the Congress. Therefore the possible 

conflict with regional cap-and-trade systems and federal law needs to be researched. 

In one case, the Supreme Court addressed the conflict preemption of the Clean Air Act 

directly. In Clean Air Markets group v. Pataki New York law that prohibited NY utilities 

from selling SO 2 offsets to upwind states under the Clean Air Act’s acid rain cap-and-trade 

program, was preempted. In this case was decided that the New York law “stands as an 

obstacle” for the implementation of federal regulation because it “interferes with the methods 

by which the federal statute was designed to reach this goal”
197

. In sum the New York statute 

was preempted by Title IV of the Clean Air Act Amendments of 1990 because it impedes the 

execution of “the full purposes and objectives of Title IV and because it is not otherwise 

authorized by federal law”. Therefore the Supremacy Clause of the United States Constitution 

was violated. A clear distinction between this case and linking of regional carbon markets is 

located in the existence of a federal cap-and-trade system, namely the Acid Rain Program. 

Because local law was in conflict with the implementation of this federal program, local law 

was preempted. However, no federal cap-and-trade system for greenhouse gas exists. If a 

federal law would impose a federal cap-and-trade system, regional emission trading systems 

would be most likely be preempted either via express preemption
198

 or conflict preemption.  

                                                   
196 ROBERT K. HUFFMAN & JONATHAN M. WAISGALL, “Climate change and the states: constitutional issues 

arising from state climate protection leadership”,  Sustainable Development law & Policy, 11( Winter 2008). 
197 Clean Air Markets Groups v. Pataki, No. 02-7519, 02-7569. (2003). 
198 Cf. Supra. 2.1.1.3.1. Express Preemption. 
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However, since no federal cap-and-trade bills have been passed in Congress, we will have to 

examine whether the implementation of regional cap-and-trade systems is in conflict with the 

Clean Air Act and the federal standards that have been recently issued by the EPA. Since 

the outcome of Mass. v. EPA combined with the endangerment finding delegates the power to 

the the Environmental Protection Agency to regulate GHG emissions, Command and Control 

regulations have been produced recently.  

The new CAFE standards, which regulate emission standards for light-duty vehicles and 

heavy-duty cars, will most likely not conflict with the regional emission trading systems 

while none of the existing systems include car emissions. Therefore no regional carbon 

market will interfere with the new existing CAFE standards. However WCI and California are 

planning to implement transportation in their cap-and-trade system by 2015.  

The EPA also produced the Tailoring Rule that requires a permit for stationary sources. And 

in March 2012 the EPA produced legislation proposals for new power plants. Regional cap-

and-trade systems also impose emission caps for stationary sources. For example the RGGI 

includes power plants in their carbon market and California AB 32 covers electric generating 

units. Therefore there is a possibility that the existence of the carbon market would be 

preempted by the recent EPA standards because of a conflict.  

However it is doubtful that a clear conflict would exist in the fact EPA imposes a cap for 

sources and the state laws impose a stricter cap. The compliance of both laws are still physical 

possible. In addition do the cap-and-trade systems not impose an obstacle to the achievement 

and execution of the intended purposes, namely reducing GHG emissions. 

2.1.1.3.3. Field preemption 

Field preemption requires evidence that Congress or the EPA intended regulation of GHG 

emissions to remain solely the regulative territory of the federal government. Therefore it 

needs to be examined whether the Clean Air Act and the EPA standards are sufficiently 

comprehensive to make reasonable that Congress left no room for supplementary state 

regulation. 

A recent ruling of the Supreme Court of the United States, the American Electric Power CO., 

Inc., et al v. Connecticut et al. addressed the question whether the judicial branch is allowed 

to set emission standards under federal common law of nuisance. In this case the Court 

prescribes the possibility of the EPA to “delegate implementation and enforcement authority 

to the States, but the agency retains the power to inspect and monitor regulated source, to 

impose administrative penalties for noncompliance and to commence civil actions against 

polluters in federal court.” While this paragraph touches shortly the separation of powers 

between the federal agency and the states, the court does not address the question whether the 

Clean Air Act preempts state law because “none of the parties have briefed preemption” . The 

Supreme Court does mention that the fact that federal common law is displaced by legislation 

does not mean that the legislation preempts state law. 

It is questionable that the CAA will be found sufficiently comprehensive in order to prove 

that the Congress left no room for states to regulate GHG emissions. Especially because prior 

to 2009, GHG emission regulations were not even included in the act. As the GHG standards 
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solely impose regulations for GHG emissions for a few sources it is not comprehensive 

enough in order to say that they leave no room for states to regulate regional carbon markets 

and their linkage. 

2.1.2. The Dormant Commerce Clause (DCC) 

2.1.2.1. The theory  

Article I, § 8, clause 3, states that the Congress has “the power to regulate Commerce with 

foreign Nations, and among the several States, and with the Indian Tribes”. The clause has 

been interpreted implicitly with goal to limit the power of the states. Therefore this clause 

invalidates state law that does commerce with other states by negative implication of the 

Commerce Clause.199 The negative implicit treatment that refers to the states’ power is called 

the “Dormant” Commerce Clause. “It is an unwritten logical extension of Congress’s power 

that prevents states from usurping Congress’s authority to regulate interstate commerce” 200 

Because of the negative usage, the Dormant Commerce Clause is only applicable when the 

Congress did not act by preempting state law or consenting to the state laws.201 In Huges v 

Oklahoma, the Supreme Court clearly stated that the intend of such clause was to “avoid the 

tendencies toward economic Balkanization”.
202

  

Case law has made a distinction between facially discriminatory laws and facially neutral 

laws. In Philadelphia v. New Jersey, the Supreme Court initiated the two-tiered approach, which 

first tier deals with facial discrimination and the second tier with the practical effect of the 

statute. Hence, when a court needs to decide whether a state law is violating the Dormant 

Commerce Clause, it has to apply the first tier test (or strict scrutiny test) and look prima 

facie whether the law subscribes a different treatment for in-state and out-of-state entities or 

whether the law regulates in another state’s jurisdiction. Consequently the court needs to look 

if a law is explicitly extraterritorial or has a “practical effect” of being extraterritorial.
203

 The 

practical effect refers to the consequences that the statute brings along in other states. 

Therefore the question whether a state law will be facially discriminatory depends on the  fact 

if state law treats out-of-state businesses disadvantageously compared to in-state interest. 

Hence there will be some sort of protectionist reason behind the different treatment. In the 

                                                   
199ROBERT K. HUFFMAN & JONATHAN M. WAISGALL, “Climate change and the states: constitutional issues 
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situation of facial discrimination of interstate commerce, the court will apply a strict scrutiny 

and it is then presumed that the law is unconstitutional.
204

 

Only one state statute was “uphold” or supported even though it was facially discriminatory. 

The doctrine has derived from this case (Maine v Taylor) two requirements to uphold or 

validate state law that is facially discriminatory.205 Firstly, the law has to have a legitimate and 

substantial purpose and therefore may not have a protectionist intent.206  Secondly there are no 

less discriminatory means available for accomplishing that purpose. In Dean Milk Co. v. 

Madison, the Court held that Wisconsin law, that “forbade the sale of pasteurized milk in 

Madison unless it was processed and bottled within five miles of the center of Madison”207, 

was facially discriminatory. When the Court applied the doctrine-made test it concluded that 

the Wisconsin law had a legitimate purpose because it was protecting the health and safety of 

the consumers but that the prohibition on milk from out of the region was not the less 

discriminatory means available. 

If the state statute passes the first test, the law is facially neutral and then the court has to 

apply the second-tier test. The Pike balancing test, which is used for the first time in Pike v. 

Bruce Church, Inc., states that “Where a statute regulates even-handedly to effectuate a 

legitimate local public interest, and its effects on interstate commerce are only incidental, it 

will be upheld unless the burden imposed on such commerce is clearly excessive in relation to 

the putative local benefits.”208 Therefore three subjective evaluations have to be made when a 

state statute is alleged to be violating the Dormant Commerce Clause but is facially neutral. 

The state law needs to regulate in order to pursue a local interest that is “legitimate”, no “less 

burdensome” regulatory alternatives may be available and the alleged benefits of the 

regulation outweigh the burdens on interstate commerce.209 

2.1.2.2. Implementation of the theory 

To determine whether the linkage of regional cap-and-trade systems would violate the 

Dormant Commerce Clause, the two-tier test will have to be applied on the state statutes that 

construe a carbon market.  

Hence, in first order the strict scrutiny test will research whether state laws are considered 

facially discriminatory. In order to be facially discriminatory the law has to distinct out-of-

state businesses or entities from in-state entities and thereby discriminating the interstate 

commerce. Therefore the state laws that enact the cap-and-trade systems of California AB 32, 

the RGGI, the WCI and the MRGGA, may not differentiate in-state entities from out-of-state 

entities and furthermore if there would be a link between them, the law construing such a 
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large carbon market may not treat entities in non-participating states less advantageous as 

others. 

When constructing a link, a good regulation of carbon markets is very important because 

otherwise the possibility of “carbon leakage” exists. This previously explained concept
210

, 

describes the process in which regulated entities will move their businesses to or reduce their 

GHG emissions in a less regulated area. Because that region will be less or not regulated, the 

regulated entities will try to find a less costly way to comply.  A possible way to reduce such 

behavior, carbon markets can limit the import of electricity, gas or other regulated GHG 

containing substances from non or less regulated areas. This limitation on the supply of out-

of-state substances may be a violation to the DCC.  

In reviewing the cap-and-trade systems’ regulation, there is a remarkable difference between 

the California AB 32 carbon market and the other regional carbon markets. First of all 

California is the first state which implements an emission trading system alone without other 

states (although it is planning on linking with other markets, such as the WCI). The RGGI, 

MRGGA and WCI are all emission trading systems that include more than one state in the 

program. Furthermore there is a difference in the regulated entities. In the California cap-and-

trade system, the cap is placed on electric generating units located in California and entities 

that import electricity generated outside of California. Therefore California includes out-of-

state entities in its system’s regulation. The other regional systems do not include out-of-state 

imports under the cap in its carbon market. This difference between the regional carbon 

markets, is very important as it might influence the possible violation of the Dormant 

Commerce Clause. Therefore in the study of the implementation of the Dormant Commerce 

Clause, the multiple-state carbon markets will be distinguished from the California carbon 

market, which is for now a one-state carbon market. 

2.1.2.2.1. One-state carbon market: California 

The California AB 32 regulation includes provisions to limit leakage as the covered entities in 

subarticle 3, § 95811 of the AB 32 cap-and-trade regulation include generating sources within 

California and suppliers of gas and importers of electricity into California. Hence it is 

questionable if the regulation of the AB 32 does not violates the Dormant Commerce Clause. 

According to a recent precedent, it is possible that California’s Carbon Market will be found 

unconstitutional 

2.1.2.2.1.1. Rocky Mountain v. Goldstene 

In a recent case
211

, in which two cases were consolidated, the California Low Carbon Fuel 

Standard (LCFS) was found unconstitutional because of the violation of the Dormant 

Commerce Clause. Rocky Mountain Farmers Union et al. and National Petrochemical & 

Refiners Association et al. were the consolidated plaintiffs and James N. Goldstene, the 

Executive Officer of the California Air Resources Board the defendant. In this case they 

challenged the LCFS that goals a reduction of “Carbon Intensity (CI)” of all transportation 

                                                   
210 Part 1, Chapter 3, 3.7 International Trade and Carbon Leakage 
211 Rocky Mounain Farmers Union v. Goldstene,  NO. CV-F-09-2234 LJO DLB (2011) Consolidated with 

National Petrochemical & Refiners Association v. Goldstene. NO. CV-F-10-163 LJO DLB (2011) [Hereinafter 

Rocky Mountain v. Goldstene, 2011]. 
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fuels consumed in California by 10 percent by the year 2020. The scope of the standard 

includes all transportation fuels sold, supplied and offered for sale in California. To calculate 

the CI, a life cycle analysis is made of those transportation fuels.  The California regulation 

inserts a look up table, in which it has calculated the Carbon Intensity of Midwest ethanol and 

corn fuel generating entities and California corn fuel generating entities. In that table it 

becomes clear that California calculated a higher Carbon Intensity for Midwest states than for 

California itself. Therefore fuel that is sold or imported into California will have to buy or 

surrender credits. In the previous mentioned case, this rule has been found unconstitutional 

because of the facial discrimination of interstate commerce and out-of-state regulation.  

“While the ethanol made in the Midwest and California are physically and chemically 

identical when ultimately mixed with petroleum, and while the pathways may be the similar, 

this Court appreciates that the carbon intensities of these two otherwise-identical products 

are different according to lifecycle analysis”
212

 “But the price differential is based on 

transportation and out-of-state electricity–both factors that discriminate based on 

location.”
213

 The Court derived from Dean Milk Co. v. Madison, 340 .S.  349, 354 n 4 that 

barriers on an interstate commerce based on distance that the product must travel in interstate 

commerce a facial discrimination against out-of-state commerce. Furthermore the court 

concluded that the CARB regulated beyond the boundaries of the state  as the out-of-state 

generated fuel had to be identified by the CARB, the Court agrees with Rocky Mountain 

Plaintiffs that this type of regulation “forc[es] a merchant to seek regulatory approval in one 

State before undertaking a transaction in another,” causing the LCFS to“directly regulate[] 

interstate commerce.”
214

 The Court also stated that the DCC existed to prevent states from 

economic Balkanization and concluded that the LCFS would balkanize the ethanol market. 

The CARB filed for appeal on January 6, 2012 to seek an order staying on the injunction. 

Until the order staying the preliminary injunction is granted, the CARB is not allowed to 

enforce LCFS requirements.  

2.1.2.2.1.2. Application of Rocky Mountain v Goldstene 

Although the case of  Rocky Mountain v. Goldstene is not exactly the same as the cap-and-

trade market, it may form an important precedent to decide upon a future lawsuit against 

CARB cap-and-trade regulations. The California cap-and-trade regulation includes operators 

of facilities, first deliverers of electricity and suppliers of transportation fuels and natural 

gas.
215

 All imports of electricity are subject to the cap if they deliver more than 25 000 metric 

ton per year. If the electricity importer has unspecified sources, it will also be regulated under 

the cap. These regulations will most likely be challenged under the Dormant Commerce 

Clause.  In order to know whether this regulation is unconstitutional under the DCC, the two-

tier test will need to be applied. 

To survive the first-tier test or strict scrutiny test, the law may not subscribe a different 

treatment for in-state and out-of-state entities or regulate in another state’s jurisdiction. In a 

future lawsuit it is most likely that the court will decide that there is no different 
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disadvantageous treatment for  out-of-state entities in comparison with the in-state 

counterparts.
216

 While the AB 32 regulation does not place a ban or a quantity limitation on 

imports, it is most likely that the court will conclude that there is no different treatment of in-

state and out-of-state entities. Furthermore, unlike the Rocky Mountain case, there is no table 

that explicitly differentiates the “Carbon Intensity” of Californian and Midwestern fuel. 

It is not certain however, that the court will also conclude that there is no extraterritorial 

regulation. In order to decide whether there is an extraterritorial conduct, the legislation needs 

to have a practical effect to control conduct beyond boundaries of the states. Similarly as in 

Rocky Mountain v. Goldstene, the entities outside the state of California need to measure their 

annual emissions and they need to be allowed by the CARB. Therefore there is a possibility 

that in a future lawsuit the court would take in account the precedent and decide that the 

regulation that forces a merchant to seek approval in another state before taking actions, is 

directly regulating out of its territory.  If the court follows the precedent of Rocky mountain v. 

Goldstene, it is most likely that the cap-and-trade regulations of the AB 32 will be found in 

violation with the Dormant Commerce Clause because of the extraterritorial conduct.  

 

If however in a future lawsuit the court decides that the AB 32 cap-and-trade regulation 

survives the strict scrutiny test, the regulation still needs to pass the Pike Balancing test. 

Therefore the California law will need to have a legitimate local interest. In Massachusetts v. 

EPA the Supreme Court recognized that a state has a “well-founded desire to preserve its 

sovereign territory” from the threats of rising seas and other impacts of global warming. 

Furthermore together with the endangerment finding, it was decided that GHG emission 

gasses impose a threat for public’s health and welfare. Consequently, it is most probable that 

a court in a future lawsuit would find that the goal of the AB  32 regulation to reduce of GHG 

emissions and protect the environment is legitimate. Another criteria for the Pike Balancing 

test is the fact that there are no alternative means available. The CARB has the burden of 

proof that the inclusion of importers and suppliers of electricity and gas is the best available 

means that discriminates the less. Several papers studied alternatives to limit carbon leakage 

such as carbon procurement adder, carbon procurement emission rate, emissions portfolio 

standard,…
217

 Because of technical complexity of these alternatives, the question whether 

other alternatives are available will be part of a discussion between experts and the court and 

will not be administered in this thesis. Perhaps another alternative can be derived from the 

case Dean Milk v. Madison, in which the court found the ban on pasteurized milk, that was 

produced farther than five miles of the center of Madison, facially discriminating. In that case 

the Supreme Court suggested that Madison could rely on inspectors authorized in the 

jurisdiction of the other states to apply the same type of validation procedure. If this proposed 

alternative would be applied to the cap-and-trade regulation, that would mean that credits out-

of-state would be given by the authority in the other state. However, in order to be able to 
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have such regulation other states need to apply uniform standards. Consequently a compact or 

memorandum of understanding would probably be necessary to lay out the correct measuring 

and verifying applications. The last criteria of the Pike Balancing test needs to analyze 

whether the burden on interstate commerce is not excessive with the local benefits. To study 

the outcome of this last criteria, one will need to weigh the positive GHG reductions against 

the negative influences on interstate commerce. Again this is a test that economics and 

experts will need to address together with the courts. Undoubtedly the positive study report of 

the Analysis Group that was released in December 2011, could argument the benefits of a 

cap-and-trade system.
 218

   

2.1.2.2.2.  Multiple state carbon markets 

This section examines whether the state laws that implement the RGGI, the WCI and the 

MGGRA construe an infringement of the Dormant Commerce Clause. In these regulations, 

no provisions that reduce leakage in non-participating states are included. Because of the fact 

that there is no limitation on the import of electricity or gas from outside the regional markets, 

no facial discrimination of the DCC can be found. While there is no disadvantageous 

treatment of out-of-state GHG generating and in-state importing entities and no 

extraterritorial regulations, no strict scrutiny needs to be applied. Therefore the regulations of 

the RGGI, WCI and MGGRA are most likely to survive the prima facie test of the DCC.  

2.1.3. The Compact Clause 

2.1.3.1. The theory 

Article 1, § 10, clause 3 of the U.S. Constitution determines that “No State shall, without the 

Consent of Congress, lay any Duty of Tonnage, keep Troops, or Ships of War in time of 

Peace, enter into any Agreement or Compact with another State, or with a foreign Power, or 

engage in War, unless actually invaded, or in such imminent danger as will not admit of 

delay.” Hence, in order for states to make a compact amongst each other, the consent of the 

Congress is needed. Because of the fact that the linkage of regional cap-and-trade systems 

with each other, would involve states, we have to determine whether such linking will be in 

conflict with the Compact Clause. 

In Virginia v. Tennessee, the U.S. Supreme Court decided that the Compact Clause should 

not be read literally. The Compact Clause was intended to “direct to the formation of any 

combination tending to the increase of political power in the states, which may encroach 

upon or interfere with the just supremacy of the United States.” 219 Therefore the Compact 

Clause needs to be viewed as a prohibition for the states to conclude agreements which would 

interfere with the federal sovereignty by increasing the states’ political power. In Cuyler v. 

Adams was repeated that the real intention of the Compact Clause was to restrict states that 

want to enhance their power at expense of the federal government.  

Hence, in order to conflict with the Compact Clause, there needs to be an interstate compact 

that intended the increase of the political power. If there is no compact, subsequently no 

violation of the Compact Clause can be made. The criteria for a compact have been laid down 
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in Northeast Bancorp Inc v. Board of Governors of Federal Reserve System.220 Three criteria 

need to be fulfilled in order to conclude a “compact”. First some sort of joint organization or 

body has to be created to govern the regulations. Secondly, the agreement or compact should 

be binding and therefore no state can freely withdraw from the agreement. And thirdly, the 

compact must state that only a few states can enter into the agreement and therefore it must 

require a “reciprocity of the regional limitation”.221  

2.1.3.2. Implementation of  the theory 

To research the question whether the linkage of regional cap-and-trade systems would violate 

the Compact Clause, we need to examine firstly if the agreements, that the states conclude, 

should be qualified as compacts according to the Northeast Bancorp Inc. criterea. If there is 

no such compact, no approval of the Congress is necessary. As already explained in the 

previous chapter, all current regional cap-and-trade systems function through reciprocal 

legislation and most of them foresee provisions of unilateral linkage. The theory of the 

Compact Clause will be implemented to the main working emission trading system, that 

formed an example for all U.S. cap-and-trade systems 

The RGGI, that functions through reciprocal legislation, one can conclude that none of the 

above mentioned criteria is fulfilled. Although a joint organization is established, it is also 

provided that the body “has no regulatory or enforcement authority with respect to the 

Program, and such authority is reserved to each Signatory State for the implementation of its 

rule”222. Furthermore states can withdraw from the RGGI with a 30 days’ notice.  Hence, the 

agreement is not legally binding. Also the third criteria that requests reciprocity of the 

regional limitation, is not fulfilled as nothing is mentioned about a limitation of the states’ 

amount in the Memorandum of Understanding. On the contrary, the goal of the RGGI is to 

expand the geographical surface. In the case Indeck Corinth L.P. v. Paterson, the 

unconstitutionality of the RGGI was claimed because of inter alia  a violation of the compact 

clause.  The plaintiff held that the MoU of RGGI was an impermissible compact because “ it 

enlarges the Compact States’ political influence over environmental issues, specifically the 

regulation of greenhouse gases, without the express authorization of the United States 

Congress.”223Eventually the parties reached an out-of-court settlement and therefore the court 

never addressed the question of the Compact Clause 

As long as the linkage of regional carbon markets is administered by reciprocal legislation, 

most likely it will not be considered as a violation of the Compact Clause. After applying the 

Northeast Bancorp Inc. criterea, one can conclude that reciprocal legislations are not 

compacts and therefore no approval by the Congress is necessary. Furthermore, is the 

Compact Clause has never been applied by court to invalidate an interstate agreement. 

Therefore it is doubtful that the court would apply this theory now for the first time. 
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2.1.4. The Foreign Affairs Powers 

2.1.4.1. The theory 

Article II of the U.S. Constitution reserves the powers to make treaties to the president and 

article I gives the Congress the power to raise an army or declare war. Consequently is 

derived from the Constitution that the foreign affairs power is exclusively reserved for the 

federal government.224 Hence states are prohibited to interfere with foreign powers. Case law 

formed that foreign affairs have a preemptive effect on state action. In the Zchernig v Miller 

state law imposed restrictions for a non resident alien to inherit property. Even though there 

was no treaty with East Germany (where the citizen was a resident), the court decided that the 

state statute still disturbed foreign policy.225 In Crosby v. National Foreign Trade Council, 

Massachusetts law prohibited buying goods or doing business with companies in Burma. The 

court decided that the U.S. bargaining position against Burma was reduced because the 

leverage was “access to the entire national economy without exception for enclaved fenced off 

willy-nilly by inconsistent political tactics”226. The most important case for the preemption by 

foreign affairs power however, is American Insurance Co. v. Garamendi.227 In that case, 

California law was found unconstitutional because of its interference with foreign affairs. The 

Californian statute imposed requirements on foreign insurance companies that did business 

with Germany during the Holocaust. However, president Clinton made an executive 

agreement with Germany, Austria and France to establish an international commission that 

had to decide over all claims against German insurance companies.228 Hence the Supreme 

Court concluded that there was interference with the presidents’ negotiations and therefore 

contrasting foreign affairs power. Thus from this case law can be concluded that it is 

necessary for state laws to have the same approach as foreign affairs in order to have no risk 

of conflict with foreign affairs activity.  

2.1.4.2. Implementation of the theory 

2.1.4.2.1.  case law 

Do the state statutes that legalize such a link with other U.S. regional carbon markets, 

constitute a conflict with foreign affairs power? To answer this question, case law and the 

foreign policy on emission trading has to be reviewed. Firstly it needs to be said that all above 

discussed cases involved preemption on foreign policy of state laws that directly addressed an 

international factor. All the above cases ruled on state laws that regulated against international 

elements. However the situation in which regional cap-and-trade system would link in a 

national context, does not involve any international element. Consequently, these previous 

discussed cases of foreign affairs preemption are not applicable.  
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An important precedent is for the cap-and-trade systems is Central Valley Chrystel Jeep. Inc. 

v. Goldstene.
229

 In this case the court rejected the claim of preemption by foreign affairs 

policy of California law that regulated automobile emissions. The court concluded that 

automobile regulations that intend to reduce greenhouse gas emissions don’t form an actual 

conflict or interfere with foreign affairs power.  “Plaintiffs' claim of foreign policy preemption 

must fail nonetheless because the kind of interference claimed is not "clear conflict" within 

the meaning of Zschernig, Garamendi or any of their progeny.”
230

 Furthermore the court said 

that there was no evidence that such regulation would interfere with the U.S. bargaining 

position in international environmental agreements. Consequently, a court that needs to 

decide over a claim of foreign affairs preemption of linkage of cap-and-trade systems, will 

most likely conclude the state law is not unconstitutional when following this precedent. 

2.1.4.2.2.  Foreign policy on GHG regulation 

Furthermore, not many treaties or executive agreements have been concluded by the U.S. 

when it comes to CO2 emissions. In 2007 the Bush Administration announced that they would 

form the “Asia-Pacific Partnership on Clean Development and Climate (APP).
231

 Members of 

this partnership are the United States, Canada, China, India, Japan, Australia and South 

Korea. The goal is to “Create a voluntary, non-legally binding framework for international 

cooperation to facilitate the development, diffusion, deployment, and transfer of existing, 

emerging and longer term cost-effective, cleaner, more efficient technologies and practices 

among the Partners through concrete and substantial cooperation so as to achieve practical 

results.”
232

 Furthermore it will be will be consistent with and contribute to Partners’ efforts 

under the UNFCCC and will complement, but not replace, the Kyoto Protocol. On one hand, 

opponents of a national linkage of cap-and-trade systems can say that such linkage is in 

contrast with the Asian Partnership because the partnership creates voluntary commitments 

instead of the mandatory caps of emission trading systems. Furthermore the partnership’s goal 

is to promote technologies that lower emissions of GHG in a most cost-effective strategy. 

Opponents might argue that cap-and-trade is not the most cost-effective way to reduce CO2 

emissions. On the other hand, supporters of such national linkage can use the argument that 

the main goal of the Asian partnership and the U.S. cap-and-trade systems is to reduce CO2 

emissions and therefore they are “speaking in one voice”. This argument leads to the 

conclusion that a linkage does not contrast with foreign affairs of the Asian Partnership. 

The refusal of joining the Kyoto Protocol can also be seen as an expression of foreign affairs. 

The Byrd-Hagel Resolution, which gave a clear 0-95 vote result in Congress against Kyoto 
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Protocol ratification, imposed two requirements. The United States of America was prohibited 

to join an international agreement unless “the agreement also mandates new specific 

scheduled commitments to limit or reduce greenhouse gas emissions for Developing 

Countries Parties within the same compliance period” and no harm is done to the economy of 

the United States.
233

 It is possible that opponents of a U.S. carbon market linkage will argue 

such linkage is in contrast with the requirements of the Byrd-Hagel Resolution and therefore 

in conflict with the foreign affairs policy.  

Additionally, from recent international environmental negotiations of the United States and 

recent international agreements, such as the Cancun agreement and Copenhagen Accord, the 

United States obviously promotes a bottom-up voluntary structure without binding 

commitments. Carbon markets however pose mandatory caps on regulated entities and could 

therefore be in contrast to the voluntary pledges of the latest international agreements. On the 

other hand, in those agreements the United States pledged to reduce its CO2 emissions by 17 

percent by 2020. Regional carbon markets have as a main goal the reduction of CO2 

emissions and therefore it could also be argued that the linkage of carbon markets and the 

Cancun and Copenhagen agreements have the same approach. 

Consequently from the above-discussed foreign policy in regards to CO2 emissions, can be 

concluded broadly that the United States promotes voluntary actions instead of binding 

mandatory commitments. Opponents of the carbon market can reason that carbon markets are 

in conflict with the foreign affairs policy because of the mandatory caps. The fact that the 

U.S. already reduces CO2 emissions on a large scale because of the cap-and-trade system, 

would reduce the bargaining position of the United States to include developing countries in 

legally binding commitments.   

2.2. CONCLUSION  

In this chapter the legal issues of linking regional carbon market in the United States have 

been researched. Several clauses in the United States Constitution could form a legal 

impediment for the linkage of the emission trading programs. Derived from the above 

analysis, this conclusion forms an advise with regards to linking regional cap-and-trade 

markets in order to avoid Constitutional claims in the future. 

Under the Federal Preemption Clause it became clear that neither the Clean Air Act, nor the 

EPA emission standards include an express preemption that prohibits states from 

implementing GHG regulations. Implicitly cap-and-trade systems would most likely not be 

found to conflict with these federal legislations because of the fact that they impose no 

obstacle for the federal purposes. On the contrary, both have the same ultimate goal, which is 

reducing GHG emissions. Furthermore it is improbable that it is physical impossible to 

implement the EPA standards together with a cap-and-trade system, as long as the regulations 

under the emission trading system are not less stringent than the federal caps. Additionally the 

federal standards are not sufficiently comprehensive to conclude that the Congress left no 

room for the states to regulate GHG emissions. Consequently, while cap-and-trade systems 

form no problem under the Federal Preemption Clause, their linking will a fortiori not be 
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found unconstitutional based on this clause. However if a federal cap-and-trade system were 

enacted, regional cap-and-trade systems would most definitely be preempted. All federal 

legislative bills that proposed a national emission trading system contained a provision that 

expressly prohibits states to have an own regional carbon market. Therefore if a federal 

carbon market would existed, the regional cap-and-trade systems would vanish and would be 

absorbed in the federal market. Hence if a national cap-and-trade system were concluded, the 

linkage of regional carbon markets would be found unconstitutional under the Federal 

Preemption Clause. 

When constructing a link between the regional emission trading markets, the Dormant 

Commerce Clause could form a serious legal problem. This is because of the existence of the 

carbon leakage phenomenon that describes the process in which regulated entities will move 

their businesses to or reduce their GHG emissions in a less regulated area. In order to reduce 

the possibility that entities under the cap-and-trade system would import non-regulated 

electricity, gas or other regulated GHG substances, states have the intention to prohibit or 

limit the import into their jurisdictions. California’s AB 32 for example includes importers of 

electricity in its cap-and-trade regulation. Hence producers of electricity out of state are 

obliged to measure and verify their carbon emissions according to the CARB’s standards. 

Based on the recent precedent of Rocky Mountain v. Goldstene, this obligation to seek 

regulatory approval for out-of-staters is violating the Dormant Commerce Clause. Hence, 

there is a large possibility that California’s cap-and-trade system would be found 

unconstitutional in future lawsuits. Other carbon markets such as the RGGI do not contain 

such carbon leakage provisions and therefore they would most likely not violate the DCC. In 

contrast to California, the other U.S. markets are multi-state markets and therefore there is a 

larger geographical scope for the regulated entities to seek compliance. For this reason carbon 

leakage is less present if there is a larger compliance possibility. Consequently, if these 

regional cap-and-trade systems would link with each other, it is important to be careful not to 

regulate outside of the state participants’ jurisdiction. Because there is a possibility that the 

CARB will be confronted with unconstitutionality, it is advisable for them to strike out the 

provision that regulates imports of electricity. Moreover, if California linked with other states, 

its scope would enlarge as it would become a part of a multi-state carbon market. 

Subsequently, the need for carbon leakage regulation would decrease. Nevertheless, without 

regulation carbon leakage will always be present. Therefore, when constructing a link, 

provisions to reduce leakage should be less burdensome than a prohibition or a limitation, 

they should be non-protectionist and not place an excessive burden on interstate commerce. 

Each regional cap-and-trade system intends to link with an other cap-and-trade system 

unilaterally. Therefore they would merely recognize the emission credits of the other market. 

This is a first step to a full multilateral linkage. Because of the fact that all regional markets 

function through reciprocal legislation, the Compact Clause is not violated. According to the 

Northeast Bancorp. Inc. criteria,  the link may not establish a joint organization that is the 

regulatory or enforcing authority. All states should keep their sovereignty. Furthermore states 

should be able to withdraw from the linking market without any problem. Additionally the 

amount of states that are allowed to participate should not be limited. As long as the linkage 

implements reciprocal legislation instead of a imposing a “compact”, the Compact Clause 
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imposes no threat for the validity. Moreover, courts have never addressed the Compact Clause 

to invalidate state law. Therefore it is most unlikely that they would do so in case of linkage. 

The Foreign Affairs Clause that determines that state actions and foreign policy should 

speak with one voice, will not invalidate the linkage of carbon markets. All cases in which 

state statutes were preempted by the United States foreign policy, involved an international 

element. As the linkage of regional cap-and-trade systems in a national context solely 

involves American subjects, all precedents of foreign preemption are not applicable. Although 

opponents of a carbon market linkage could argument that the Asia-Pacific Partnership, the 

Byrd-Hagel Resolution and the recent international agreements conflict with the linking, the 

outcome of a recent Supreme Court case could be used as a counterargument. In Central 

Valley Chrystel Jeep Inc. v. Goldstene was decided that there was no evidence that regulations 

of greenhouse gas emissions would interfere with the U.S. bargaining position in international 

agreements. Therefore if this precedent is followed, the linkage of cap-and-trade system will 

not conflict with the foreign affairs policy. 

To conclude, when constructing a link for the United States’ carbon markets it is crucial to 

draft with caution in order not to violate Constitutional clauses. Neither the Compact Clause 

nor the Federal Preemption Clause nor the Foreign Affairs Clause impose a serious threat for 

the validity of a carbon market linkage. The Dormant Commerce Clause, on the contrary, 

could have a dangerous impact on California’s cap-and-trade system. Hence with regards to 

carbon leakage, states should try to find provisions that avoid out-of-state regulations.  
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CHAPTER 3: LINKING U.S. CAP-AND-TRADE SYSTEMS INTERNATIONALLY 
 

3.1. ANALYSIS 

In the previous chapter, the constitutionality of regional carbon markets with each other was 

discussed. Hence the previous chapter contained the bottom-up approach of a carbon market 

in a national context. In this chapter the legality of linking U.S. carbon markets with 

international carbon markets, such as the EU ETS, is researched. Therefore this chapter forms 

the international angle of the bottom-up approach. Just like in the previous chapter the 

Constitutional clauses are examined.  

3.1.1. Foreign Compact Clause 

3.1.1.1. The theory  

Article I, § 10, clause 3 of the U.S. Constitution prohibits states from making compacts or 

agreements with foreign entities as it says “no state shall enter into a treaty, alliance or 

confederation.” Moreover article II, clause 2 reserves foreign power explicitly for the 

Executive Branch of the United States. In previous chapter was explained that the Compact 

Clause should be interpreted as a restriction for states that want to enhance their power at 

expense of the federal government. Therefore the clause needs to be understood as prevention 

against political balkanization of the states. No court has ever applied the Compact Clause to 

invalid an interstate agreement on the national level. And only one case translates the theory 

of Interstate Compact Clause in an international context. 

 

In Holmes v. Jennison, the agreement of the Governor of Vermont with Canadian authorities 

to extradite the fugitive Holmes back to Canada, was found unconstitutional.
234

 Although the 

agreement was not a written instrument, it was qualified as a compact and thus it was 

unconstitutional. The Supreme Court decided that the criteria for the constitutionality under 

the Compact Clause is the existence of “mutual understanding” instead of the “mere form of 

an agreement”.
235

 Furthermore the Supreme Court explained that it was the intention of the 

framers of the Constitution that “provisions were […] introduced to cut off all negotiations 

and intercourse between the state authorities and foreign nations. If they could make no 

agreement, either in writing or by parol, formal or informal, there would be no occasion for 

negotiation or intercourse between the state authorities and a foreign government.”
236

 Hence 

the Compact Clause should not be taken so loosely in an international context as the Interstate 

Compact Clause. Therefore no compact with a foreign government can be made without 

Congress approval.  

 

3.1.1.2. Implementation of the theory 

Although this very strict application of the Compact Clause has never been overruled, the 

Supreme Court has since the Holmes case always avoided to invalidate a state law on the 
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basis of the Foreign Commerce Clause. Instead of applying the former clause, the Supreme 

Clause and its statutory preemption and foreign affairs preemption is addressed.  

Hence it is most likely that if there were a Compact Clause claim to challenge the 

constitutionality of the link between a regional carbon market and an international emission 

trading system, the court would address this on the basis of the Supreme Clause and Foreign 

affairs power  

 

3.1.2. Foreign Commerce Clause 

3.1.2.1. The theory 

Article I, § 8, clause 3, states that the Congress has “the power to regulate Commerce with 

foreign Nations, and among the several States, and with the Indian Tribes”. The clause has 

been interpreted implicitly with a view limiting the power of the states. Therefore this clause 

invalidates state law that regulates commerce with foreign entities. Initially the commerce 

clause was only used in a national level for interstate commerce. Later on in the case Japan 

Line, Ltd. V. County of Los Angeles, the Commerce Clause was applied for the first time to 

invalidate a state law because it conflicted with foreign commerce.
237

 The issue at stake was a 

property tax that was imposed by Los Angeles law on Japanese shipping companies. In this 

case the Court decided that “ a more extensive constitutional inquiry is required” when it 

comes to Foreign Commerce Clause instead of Interstate Commerce Clause.
238

 Hence, the 

Court researched whether the California tax caused double taxation and whether the tax 

created a risk of impairing “federal uniformity in an area where federal uniformity is 

essential”.
239

 Furthermore it stated “foreign commerce is preeminently a matter of national 

concern.”
240

 Moreover, the Court said that the federal government must speak with one voice 

when regulating commercial relations with foreign governments.
241

 Notably, the United 

States and Japan had signed the Customs Convention on Containers, a document that 

expressed the desire to address shipping from both countries in a uniform way.
242

  

Later the scope of the Foreign Dormant Commerce Clause was limited by an other Supreme 

Court case, Container Corp. of America v Franchise Tax Board . This case created a new 

criteria  by making a distinction between state regulations that have “foreign resonances” 

and those that “implicate foreign affairs”.
243

 The Court decided that additional condition for 

whether or not to invalidate state law on the basis of interference with foreign commerce, is 

the threat of retaliation. 
244

 Consequently in applying the Foreign Commerce Clause 
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“implicate foreign affairs” refers to the possibility of retaliation against the United States by a 

foreign government in response to an unfair state action.  

3.1.2.2. Implementation of the theory 

Implementing the precedents of the Foreign Commerce Clause on an international carbon 

market with U.S. regional emission trading systems, it is unlikely that a court would 

invalidate state law that establish such linking. Clearly, several distinctions can be made 

between the two earlier discussed cases and the potential international carbon market. First of 

all, both Japan Line and Container Corp involve state laws that imposed taxes. The carbon 

market, however, should be differentiated from carbon taxes while the functioning and the 

effect is extremely dissimilar.
245

 Additionally in Japan Line the Court feared double taxation, 

which is impossible to happen in a well organized carbon market. Furthermore, following the 

distinction made in Container Corp. between “foreign resonances” and “ implicate foreign 

affairs”, a state regulation that links the regional cap-and-trade system internationally, will 

most likely merely have “foreign resonances”. It is highly doubtable that foreign governments 

would take retaliation actions because the foreign governments would have approved such 

linking or at least be aware of the recognition of its emission credits by U.S. cap-and-trade 

system. Hence, these precedents would lead to no unconstitutionality under the Foreign 

Commerce Clause.  

However remarkably, more recent decisions have caused a shift in the application of the 

Foreign Dormant Commerce Clause. In American Insurance Ass’n v. Garamendi and Crosby 

v National Foreign Trade Council, it has become clear that the Supreme Court, when 

confronted with a claim involving the Dormant Foreign Commerce Clause, it will first look at 

the Supreme Clause and federal government actions or statements. Therefore as a primary 

research, a court will check whether state law is preempted by positive federal law or federal 

action.
246

 Hence, the Supreme Court starts renouncing from the Foreign Commerce Clause 

and prefers the application of the preemption theory (statutory preemption and foreign affairs 

preemption). Paying attention to the shift in the use of the Foreign Commerce Clause, the 

question of the constitutionality of U.S. regional linkage with an international carbon market 

should be solved by the Supremacy Clause and its foreign affairs preemption. 

3.1.3. Supremacy Clause  

3.1.3.1. The theory 

In both the application of the Compact Clause and the Commerce Clause a shift was caused 

by case law and they went out of use in an international context. Instead of measuring the 

validity of state law with these clauses, the courts applied the Supreme Clause and the 

Foreign Affairs clause to check their legality.  

The principle of preemption is derived from the Supremacy Clause. This principle 

encompasses that all federal made law or even regulations of a federal agency trumps or 

“preempts” any conflicting state law.
247

 Consequently the possibility exists that a preemption 

                                                   
245 Cf. Supra , 2.2.2 Comparison tax v. cap-and-trade, 20. 
246 LEANNE M. WILSON, “The fate of the dormant foreign commerce clause after Garamendi and Crosby?”,  

Columbia Law Review, 748 (April, 2007). 
247Crosby v. Nat'l Foreign Trade Council, 530 U.S. 363 (2000). 



LEGAL ISSUES OF LINKING REGIONAL U.S. MARKETS: BOTTOM-UP APPROACH 

71 

 

claim would be filed to litigate the unconstitutionality of state cap-and-trade laws because it 

conflicts with federal laws that regulate GHG emissions in an international context.  

3.1.3.2. Implementation of the theory 

No federal laws can be used as an argument for statutory preemption. The only legally 

binding international agreement in the United States that addresses climate change in an 

international context is the UNFCCC. Since 1994, March 21, The United States has been 

bound both under international and domestic law. No specific regulations on GHG emissions 

however were included. Neither does the UNFCCC expressly prohibit states to regulate GHG 

emissions on an international level. Furthermore the UNFCCC will not preempt state law that 

establishes an international link on an implicit preemption basis. While the UNFCCC and an 

international carbon market linked to U.S. regional cap-and-trade systems are both organized 

in a framework of Climate change, no conflict between the two exists.  

Perhaps opponents of an international environmental link could argue that the linkage of 

regional carbon markets with an international system is violating the Byrd-Hagel Resolution. 

However, this resolution is a mere expressing of the Senate and is non-binding. It prohibits 

the United States from entering in an international agreement unless no harm is caused to the 

economy and developing countries are committed to limit or reduce greenhouse gas 

emissions. Does the Byrd-Hagel Resolution prohibit states to regulate GHG emissions on an 

international level? To begin with, since it is non-binding, it is not law and therefore it does 

not fall under the Supremacy Clause. However the Resolution has a noteworthy value, hence 

it shouldn’t be ignored. The Byrd-Hagel Resolution is “expressing the sense of the Senate 

regarding the conditions for the United States becoming a signatory to any international 

agreement on greenhouse gas emissions under the United Nations Framework Convention on 

Climate Change.”
248

 Because this resolution refers to “becoming a signatory to any 

international agreement”, it is most likely that the reciprocal legislation of the carbon market 

would not be preempted by the Byrd-Hagel Resolution. Because as we have already 

explained, if states would constructed an international carbon market, they would recognize 

foreign emission allowances and would not be a part of a binding international treaty. Hence 

the Byrd-Hagel Resolution would not preempt the reciprocal legislation expressly or 

implicitly because of the different scope and instrument. 

3.1.4. Foreign Affairs Power 

3.1.4.1. The theory 

In all likelihood, opponents of American regional carbon markets linking with international 

carbon markets will claim that the state statutes with reciprocal legislation, conflict with 

foreign affairs power.  While the statutory preemption of the Supreme Clause forbids states to 

produce regulations that conflict with federal law, foreign affairs preemption forbids states to 

produce regulations that don’t speak “with one voice” with federal law. As we have seen in 

the previous paragraph not many federal laws address GHG emissions in an international 

context and therefore a claim based on foreign powers preemption will have more chances to 

pass in court than the claim based on statutory preemption. 
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Furthermore, the in the previous chapter that dealt with a national context of the foreign 

power exemption, all foreign policy preemption cases were not found applicable because no 

international elements were involved. This chapter, however, includes an international 

element, namely a state statute that prescribes a link with an international actor. In the 

Zchernig v Miller state law imposed restrictions for a non resident alien to inherit property. 

Even though there was no treaty with East Germany (where the citizen was a resident), the 

court decided that the state statute still disturbed foreign policy. 249 In Crosby v. National 

Foreign Trade Council, Massachusetts law prohibited buying goods or doing business with 

companies in Burma. The Court decided that the U.S. bargaining position against Burma was 

reduced because the leverage was “access to the entire national economy without exception 

for enclaved fenced off willy-nilly by inconsistent political tactics” 250 . Furthermore in 

American Insurance Co. v. Garamendi state law was preempted because it conflicted with the 

president’s negotiations and executive agreement. Additionally, the Supreme Court decided 

that if state law does not fall under traditional state competence, the state law will most 

definitely be preempted. If the state law addresses a topic of traditional state competence, 

however, a balancing test will need to be made. In that balancing test the foreign policy 

interest will be weighed against state concern.  

3.1.4.2. Implementation of the theory 

First of all, the previous mentioned Byrd-Hagel Resolution and refusal of the Kyoto Protocol 

form a great expression of the United States’ position towards American participation in an 

international carbon market. Regional carbon markets that link with international emission 

trading system could therefore oppose the foreign affairs policy. In order not to conflict, the 

linkage has to fulfill the requirements of the Byrd-Hagel Resolution and should not reduce the 

U.S.’ bargaining position in international environmental agreements. 

3.1.4.2.1. Byrd-Hagel and Kyoto Protocol Refusal 

The Byrd-Hagel Resolution is an exhibit of the U.S. foreign policy towards emission trading. 

It imposes requirements that should be met if an international agreement on GHG emissions 

would be formed. The first requirement demands the developing countries to have the same 

commitments. However since United States’ regional carbon markets will most likely not 

enter into a market with developing countries at first, there is already a possibility of the non-

fulfillment of the first requirement. Nevertheless, a remarkable sentence from the Supreme 

Court could counter argue the previous reasoning. The Court stated in Massachusetts v EPA 

that “a state cannot negotiate an emission treaty with China or India”.
251

 Because China or 

India are developing countries, this would clearly interfere with the United States foreign 

policy towards emission reduction and the involvement of developing countries. Out of this 

phrasing could be concluded that a state cannot negotiate with developing countries but might 

be able to do so with developed countries. Hence, if this phrasing is used in a negative 

deviation the Supreme Court could have implied that negotiations with developed countries is 

legitimate. The second requirement of the Byrd-Hagel Resolution demands no harm to the 

United States’ economy. The question of the economic consequences of such an international 
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carbon market will require economic analysis. A possible argument that proves economic 

benefits is the report of the Analysis Group involving the RGGI. However this report only 

examined a regional carbon market, it might be used to argue that an emission trading system 

creates economic benefits. Furthermore did the Supreme Court and the EPA pronounce that 

GHG emissions compose a threat to health and welfare. The Stern Review also examined the 

economic consequences of the non-treatment of GHG emissions. The Review concluded that 

negative implications for the economy would arise from non-regulation. Nevertheless, it is 

noteworthy that the value of carbon in the EU Emission Trading System has dropped 

significantly. Although this is caused by various factors such as the grandfathering of credits 

and the economic crisis, the negative prices might have a repellent effect for the United 

States.  

3.1.4.2.2. Case law  

The most important case in Foreign Affairs preemption is American Insurance Co. v. 

Garamendi. Although this case could be a precedent for the international carbon market, there 

is a clear difference between the Garamendi case and a future case that would involve an 

international market. First of all the Garamendi case involved claims that found their origin in 

the second world war. Claims that were connected with Jewish life-insurance policies that 

were confiscated by the Nazi Government of Germany, were worldwide spread. Therefore the 

United States Government and other foreign governments established a specialized 

foundation to handle the claims. The fact that California law forced payments of such claims 

was against the goal of the foundation and foreign policy. Furthermore the Supreme Court 

decided that the subject did not fall under the traditional state competence and therefore state 

law was preempted. However in this situation, the foreign policy on environmental 

greenhouse gases is not as clearly pronounced as in the Garmendi case. Furthermore 

environmental protection is considered a traditional state competence and therefore the state 

law that foresees international linkage would not be preempted immediately. Consequently 

the balancing test, will be applied, which balances traditional state interest and competence 

against foreign policy interest. State interest for an international market lays in the fact that a 

larger geographical market will bring along a broader compliance possibility for the regulated 

entities and therefore there is more chance of reducing overall GHG emissions. This state 

benefit would have to be compared with the reduced bargaining position of the United States 

in international agreements.  

If the states entered into an international carbon market, the bargaining position of the United 

States in an international environmental agreements would be reduced. For international 

components the participation of the United States is important, as it is one of the largest 

polluters. Consequently the United States have a significant bargaining position in 

international negotiations and have the reduction of their national carbon emission reduction 

level as leverage. Once regional markets have linked on an international level through 

reciprocal legislation, the U.S.’ bargaining position will decrease since the reduction of 

carbon emissions are already secured through reciprocal legislation. Nevertheless, reciprocal 

legislation does not have the same binding force as an international agreement. As 

international legal enforceable commitments have a surplus value, it remains crucial to have 

the United States’ participation in an international agreement. Consequently an international 



LEGAL ISSUES OF LINKING REGIONAL U.S. MARKETS: BOTTOM-UP APPROACH 

74 

 

carbon market with U.S. regional states would not decrease the U.S. bargaining position so 

dramatically.  

3.2. CONCLUSION 

In this chapter the legal issues of a bottom-up international carbon market are examined. 

Hence the potential constitutional claims for the link between a United States regional cap-

and-trade system and an international carbon market are researched. In the analysis, the same 

constitutional clauses as in the national bottom-up linking study are applied. However, these 

clauses have different implementation on an international level.  

The Foreign Compact Clause, which prohibits states from entering into an agreement with a 

foreign entity, has not been implemented in many cases. In only one single lawsuit, Holmes v. 

Jennison, the interstate Compact Clause was translated into an international context. This 

international application is characterized by a harsh and strict regime. Hence no agreement 

with a foreign entity may be concluded. The form or the content does not matter according to 

the outcome of this case as the Supreme Court believed that the framers of the Constitution 

intended to cut off all negotiations and intercourse between the state authorities and foreign 

nations. Remarkably, the Court has never applied this stringent approach again nor has it 

overruled this case. In order to avoid a ruling on the Foreign Compact Clause, the preemption 

theory is used. Consequently, the theory of the Foreign Compact Clause does still exist and if 

implemented on the international link with a U.S. regional carbon market,  the state link 

would be unconstitutional. The fact that reciprocal legislation is applied and no international 

written agreement would not be found significant as the form and subject is irrelevant. 

Nevertheless, most likely the court will address the constitutionality in the framework of the 

preemption theory. 

According to the Foreign Commerce Clause, no state may regulate issues with regards to 

international commerce because they are preeminently of national concern. As carbon 

emission credits are commodities that are traded on the carbon market, an international link 

could form a violation of the Constitution. However, through case law a transparent 

interpretation of the clause has been fabricated. When constructing an international link with 

the United States regional carbon markets, it is important that the regulation has mere 

“foreign resonances” and does not implicate foreign policy. Furthermore the states’ legislation 

may not lead to retaliation action of foreign governments against the United States. It is 

highly unlikely that foreign nations with whom a carbon market link has been concluded, will 

have the intention to take actions against the United States. This is in contrast to the case law, 

in which foreign entities were taxed in the U.S. and therefore the possibility of double 

taxation existed. To avoid a comparison with these tax cases, a well organized cooperation is 

crucial. For example emission credits may only be used for compliance in one carbon market. 

Hence communication between the cap-and-trade authorities is important in order to avoid 

dual use of emission permits. However, just like the Foreign Compact Clause, the courts are 

shying away from the doctrine of the Foreign Commerce Clause. Instead the preemption 

theory is used to review the constitutional validity of state law. 

The application shift of the Foreign Compact- and Commerce Clause, leads to the preemption 

theory. Therefore if a future link between a U.S. regional carbon market and an international 
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market is challenged under the Constitution, it is most probable that courts will address this 

issue under the preemption theory. The preemption theory contains two large divisions, 

derived from two different clauses i.e. the Supreme Clause and the Foreign Affairs Clause.  

The Supreme Clause leads to statutory preemption that prohibits states to produce 

regulations that conflict with federal law. A U.S. carbon market with an international link will 

not be exempted explicitly nor implicitly since there exists no conflict with federal law. No 

statutes are related with international GHG emissions except the UNFCCC that binds the 

United States domestically. Since an international cap-and-system and the UNFCCC both 

target the reduction of climate change’s consequences, simultaneous implementation is 

possible.   

 

The foreign affairs preemption forbids states to produce regulations that do not speak “with 

one voice”. Therefore the foreign affairs preemption has a larger scope while no statutes are 

necessary to conflict with the foreign affairs policy. In order for state law to be valid with 

regards to this clause, the subject of regulation needs to lay within state competence and may 

not outweigh the foreign policy interest or decrease the U.S. bargaining position in an 

international agreement. As environmental protection lays within state competence, the 

balancing test will depend on whether courts will qualify the international carbon market with 

U.S. regional participation as a too steep decline in the bargaining position of the United 

States in international negotiations. The leverage of the United States in these negotiations is 

its overall reduction of carbon emissions and its monetary funds. Most likely, a link will not 

decrease the bargaining position since the carbon market will not be part of an international 

binding agreement. Since through reciprocal legislation states are allowed to withdraw at any 

time, the need for the United States’ participation in a legally binding agreement will exist. 

Furthermore the international carbon market will not influence its monetary funds leverage. 
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PART III 

LEGAL ISSUES OF U.S. PARTICIPATION IN A 

CARBON MARKET: 

TOP-DOWN APPROACH 
 

In contrast to the previous part, the third part of this thesis researches the top-down approach. 

The top-down approach requires the involvement of the federal government that will regulate 

a carbon market top-downwards. This participation of the U.S. federal government is studied, 

just like the second part, in a national and international context. The first chapter discusses a 

national cap-and-trade system. In this chapter is researched which of the three federal 

branches (Judicial, Legislative and Executive) is allowed to regulate and enact a national 

GHG emission trading system. Several cap-and-trade bills have been proposed, however none 

of them have passed in congress. Nevertheless, if a federal cap-and-trade system would be 

enacted, it would most likely have to deal with legal obstacles. Hence an overview is given of 

the necessary criteria that drafters should take into account. The second chapter is situated in 

the hypothesis that a federal cap-and-trade system is operative and a link is built with an 

international cap-and-trade system, such as the EU ETS. In this background, the best legal 

instrument to accomplish this link is researched.  Will just like in the bottom-up linkage of 

part 2 reciprocal legislation be the best means available? The third chapter gives a short 

overview of the history of the U.S. position towards carbon trading in international 

negotiations is given. Derived from this history, what is the legal possibility of a the U.S. 

federal governmental participation in an international carbon market. 
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CHAPTER 1. THE LEGAL ISSUES OF A FEDERAL CAP-AND-TRADE SYSTEM 
 

1.1. POWER TO ENACT A CAP-AND-TRADE SYSTEM 

In case the United States of America intend to reduce the GHG emissions through the 

enactment of a federal cap-and-system, the question should be asked if each of the three 

federal branches are allowed to install such a national market-based mechanism. Is the 

judicial branch allowed to regulate GHG emissions, based on common nuisance? And may 

the courts therefore also give the initiative of an emission trading system construction? Or 

does recent case law that obliges the Environmental Protection Agency to produce GHG 

regulations also allow the EPA to construct a cap-and-trade system?  Or is the legislative 

branch the only branch with the legal authority to regulate a federal emission trading system?  

1.1.1 The judicial branch 

In the landmark case Mass. v. EPA, the Supreme Court decides that greenhouse gasses are 

dangerous and that they impose a threat to the public’s health and welfare. Subsequently from 

this case it could be inferred that the judicial branch has the authority to set emission 

standards or even enact a cap-and-trade program if harm is done to the public by emitting 

greenhouse gasses. In a recent case the Supreme Court addressed the question whether the 

judicial branch is allowed to set emission standards under federal common law of nuisance. 

The issue at stake is a lawsuit that began before the enactment of the Command and Control 

standards of the EPA that regulate GHG emissions of motorized vehicles and power plants. 

The plaintiffs, that included eight states and New York City and three non-profit land trusts, 

challenged five companies because they were “the five largest emitters of carbon dioxide in 

the United States” and therefore created a “substantial and unreasonable interference with 

public rights”
252

. The plaintiffs sought injunctive relief  “requiring each defendant to cap its 

carbon dioxide emissions and then reduce them by specified percentage each year for at least 

a decade”. 
253

The plaintiffs based their claim on federal common nuisance. The District Court 

dismissed the lawsuit because there were non-justifiable political questions. Court of Appeals 

reversed and decided that the Clean Air Act did not displace federal common law. According 

to this ruling, courts would have the authority to oblige private emitters to cap their emissions 

because of the public nuisance offence. The Supreme Court, however, decided differently and 

overturned this case.  

The Supreme Court deducted from Erie R. Co. v. Tompkins that environmental protection is 

an area within national legislative power in which federal courts may apply federal common 

law. However it also stated that “the recognition that a subject is meet for federal law 

governance does not necessarily mean that federal courts should create the controlling law”. 
254

The difference between the context of the Court of Appeals and the Supreme Court is that 
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when the case was brought in front of the Supreme Court, the EPA already published the 

“endangerment finding” and enacted emission reduction standards.  

Consequently, the Court decided that “a delegation from the Congress to the EPA to decide 

whether and how to regulate carbon-dioxide emissions […] is a delegation that displaces 

federal common law.”
255

 The Court refers for the decision-making in regards to greenhouse 

gas emissions to the expert agency, being the EPA, that is more entrusted to a complex 

balancing.  Judges may not use federal common law of public nuisance to regulate GHG 

emissions because they do not have “the scientific, economic and technological resources an 

agency can utilize.” Hence, the federal courts have a different task. Judges may not 

commence with setting caps for GHG emissions under common tort law, public nuisance, 

while a federal law (the Clean Air Act) already delegated the such power to the EPA. 

However “If the plaintiffs in the case are dissatisfied with the outcome of EPA’s forthcoming 

rulemaking, their recourse is to seek Court of Appeals review, and ultimitely, to petition for 

certiorari.”256  The only authority the courts have, is to review the regulations of the EPA if 

they are “arbitrary, capricious,… or otherwise not in accordance with law”.
257

  

Consequently, as the jurisdictional branch is not allowed to set caps or GHG emission 

standards, a fortiori courts may not enact a cap-and-trade system. The Supreme Court decided 

that Congress delegated such authority to the EPA, an expert agency that has scientific, 

economic and technological resources. The only authority of the courts is to subject the 

EPA’s emission standards to judicial review.   

1.1.2 The Environmental Protection Agency 

1.1.2.1 Massachusetts v. EPA and Endangerment Finding 

Before researching whether the EPA has the power to enact a cap-and-trade system, the 

process in which the EPA receives the authority to regulate greenhouse gas emissions is 

briefly explained.  The amended Clean Air Act of 1963 is a federal statute that gives the U.S.’ 

Environmental Protection Agency (EPA) the power to regulate air emissions of hazardous air 

pollutants in order to protect public health and public welfare. 
258

 This legislative authority 

was given under section 202 that deals with motor vehicles and fuel standards. Until 2007, 

however carbon-dioxide was not seen as a hazardous pollutant and therefore the EPA did not 

have the authority to regulate. In 2007 the U.S. Supreme Court ruled, after the long-lasting 

case of Mass et al. vs. EPA, that GHG emissions endanger public health and welfare. This 

ruling stated that the Environmental Protection Agency had to determine whether or not GHG 

emissions from new motor vehicles “cause or contribute” to air pollution which may be 

reasonably be anticipated to “endanger” public health or welfare. A decision, if positive, 

would require the agency to decide whether to regulate GHG emissions and enact 

performance- or technology based standards. If the EPA denied regulations, a well motivated 

explanation would be necessary. 

After the outcome of this case during the Bush administration, EPA administrator Johnson, 
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emphasized that “a positive endangerment finding” was needed in order to combine the 

Supreme Court’s decision and the latest science of climate change.
259

 Furthermore the EPA 

under Bush his administration was planning to enact standards in order to reduce the level of 

gases. These regulations would be standard Command and Control regulation addressing 

vehicles and stationary sources. The fact that President George W. Bush approved the 

proposal by the EPA was not known until 2011. Due to the fact that the approval was rejected 

by the Office of Management and Budget, the Transportation Department and Exxon Mobil 

Corpbut.
260

 

 

Therefore it was not until in 2009, when Obama was inaugurated, the EPA announced an 

official “endangerment finding”. This opened doors for regulations on CO2 emissions. 

Originally this endangerment finding was done in regards to section 202 of the Clean Air Act 

and thus it only applied to motorized vehicles. Consequently, new GHG emission Command 

and Control regulations were produced. New Corporate Average Fuel Economy standards 

(CAFE standards) were announced. The purpose of these standards is to increase fuel 

efficiency and reduce greenhouse gas emissions from cars and trucks sold in the United States 

beginning in 2012. It was the first time that the U.S. government exercised its authority to 

control vehicle tailpipe emissions of carbon dioxide and other greenhouse gases. Although the 

EPA’s authorization to regulate GHG emissions was given for section 202 of the Clean Air 

Act, the official endangerment finding gave it the right to also regulate stationary sources.  

Hence, the “Tailoring rule” regulates emissions from power plants, refineries and other large 

industrial plants while exempting smaller sources like farms, restaurants, schools and other 

facilities.  

 

1.1.2.2 Chevron Doctrine 

In the previous paragraph was explained that the ruling of the Superior Court in 

Massachusetts et al vs. EPA and the official endangerment finding of GHG gasses by EPA, 

gives the administrator of the Environmental Protection Agency the right to legislate GHG 

emissions under the Clean Air Act. However does the EPA also have the authority to enact a 

cap and trade program? To answer this question, the Chevron Doctrine needs to be applied. 

This doctrine was derived from the Chevron U.S.A. inc. v. natural Resources Defense 

Council, Inc, 467 U.S. 837. In that case a two-step test determines whether a governmental 

agency has interpreted the statute well in order to regulate under that law. The Chevron 

Doctrine for standard review prescribes that “When a court reviews an agency’s construction 

of the statute which it administers, it is confronted with two questions. First, always is the 

question whether Congress has spoken directly to the precise question at issue. If the intent of 

Congress is clear, that is the end of the matter; for the court, as well as the agency, must give 

effect to the unambiguously expressed intent of Congress. If, however, the court determines 

Congress has not directly addressed the precise question at issue, the court does not simply 
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impose its own construction on the statute, as would be necessary in the absence of an 

administrative interpretation. Rather, if the statute is silent or ambiguous with respect to the 

specific issue, the question for the court is whether the agency’s answer is based on a 

permissible construction of the statute”261 Therefore in order to decide whether the EPA has 

the authority to enact a federal cap-and-trade system, this two-step analysis needs to be 

applied.  

In the first step, the Clean Air Act needs to be reviewed to examine whether the Congress has 

directly addressed the delegation of GHG emission regulation through a cap-and-trade 

system in the CAA. The answer to this is clear. Since the Clean Air Act not even included 

GHG emissions for starters, and the Supreme Court and the EPA itself had to decide whether 

the agency had authority to regulate GHG emissions, the Clean Air Act does not address the 

issue directly. This is in contrast to the Acid Rain Program that was established by title IV of 

the 1990 Clean Air Act. That cap-and-trade program was clearly regulated under the Clean 

Air Act to reduce sulfur dioxide and nitrogen oxides, to prevent acid rain. In all latest bill 

proposals (H.R. 2454, Lieberman-Warner and Kerry-Lieberman)that would enact a cap-and-

trade bill, it is clearly said that the administrator of the Environmental Protection Agency is 

directed to establish a program to decrease emissions of greenhouse gases. Consequently, 

since the Clean Air Act does not directly delegate such authority, the second test of the 

chevron doctrine needs to be applied as the statute is ambiguous. Through that test, the court 

has to decide whether the cap-and-trade construction made by the EPA is permissible.  

In American Petroleum Institute v. Environmental Protection Agency the Court declined to 

recognize a delegation of power “based on the absence of Congress’s explicit withholding of 

the claimed power. The authority to set a standard under the CAA does not authorize the EPA 

to mandate the manner of compliance or the precise formula for compliance without 

additional explicit authority.”262 In this case the American Petroleum Institute challenged the 

EPA’s standards under the CAA that regulated reformulated gasoline in areas that were not 

covered by Congress. This case could be an important precedent for when the EPA would 

construct a federal carbon market. On this basis, the construction of the cap-and-trade system 

would be invalid as the CAA only mandates to set standards but not a new compliance 

mechanism. Furthermore in a recent lawsuit, the National Association of Manufacturers v. 

EPA, the petitioners challenged several times the EPA’s endangerment findings and the new 

produced standards for GHG emissions
263

. The outcome of the case is still unclear as so far 

only the oral arguments have been heard. Moreover in Coalition for Responsible Regulation 

v. EPA, a current lawsuit as well challenges the validity of the EPA standards. The CRR, 

which consists of big oil and coal firms, challenged the EPA’s endangerment finding, the 

Light Duty Vehicle Rule, the Tailoring rule arguing that the EPA has misinterpreted its 
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authority under the EPA.264 So far the oral arguments have been heard in the D.C. Circuit. The 

outcome of the case is still insecure. Furthermore it will be crucial for the EPA to have a close 

cooperation with other departments and laws. For example the National Environmental Policy 

Act that is a one of the first laws established in a national framework for protecting the 

environment.265The law obliges all federal agencies to install environmental safeguards when 

undertaking major federal actions that could cause significant environmental harm. Hence the 

EPA will also be responsible to make an assessment of the “likelihood of impacts from 

alternative courses of action.”266 Furthermore, when regulating entities that generate, import 

or transport electricity, the EPA will need to cooperate with the Federal Energy Regulatory 

Commission (FERC). The FERC is an “independent agency that regulates the interstate 

transmission of electricity, natural gas and oil”267. Moreover, when the EPA would include 

transportation in its cap-and-trade system, it would have to negotiate and collaborate with the 

national Highway Traffic Safety Administration NHTSA, the agency that is responsible for 

national traffic. Other possible conflicts could arise with the Department of Agriculture, the 

Department of Commerce, the Department of Energy and the Department of Health and 

Human Services. 

 

To conclude, the two-step test of the Chevron Doctrine will decide whether the EPA has the 

authority under the Clean Air Act to construct a GHG cap-and-trade system. The first test 

pointed out that the Clean Air Act did not expressly delegate the power to the EPA, in 

contrast to the Acid Rain Program. Hence the statute is ambiguous and it is case law that 

authorized the EPA to regulate GHG emissions in Mass. v. EPA. Therefore the court will 

have to apply the second test and decide whether the construction of the carbon market is 

permissible. In that balancing test, several legal impediments will be at stake. The recently 

produced GHG standards of the EPA already have to deal with a lot of legal challenges. All 

petitioners’ claims argue that the EPA has misinterpreted its authority under Mass. v. EPA. 

Since a cap-and-trade system includes the involvement of more agencies, different laws and 

will regulate more entities, such a mechanism will a fortiori be confronted with several claims 

raising its illegality. Therefore it is better to have Congress produce a cap-and-trade 

legislation. 

1.1.3 The legislative Branch 

In a recent produced article of the Pace Environmental Law Review268, the constitutionality of 

a federal cap-and-trade legislation is researched in the light of new Supreme Court decisions 

that limit Congress’ authority to regulate interstate commerce. Hence, a recent shift in the 

Commerce Clause application could threat the Congress’ power to legislate a national carbon 

                                                   
264 Coalition for Responsible Regulation, Inc., et. al. v. EPA, No. 09-1322 (Oral arguments Feb 28 -29, 2012)  
265 42 U.S.C. 4321 et seq.; National Environmental Policy Act , EPA United States Environmental Protection 

Agency, http://www.epa.gov/region1/nepa/ (last visited March 18, 2012). 
266 Id. 
267 What FERC does, Federal Energy Regulatory Commission, http://www.ferc.gov/about/ferc-does.asp (last 

visited March 18, 2012). 
268 ILAN W. GUTHERZ, “Cap and Trade Meets the Interstate Commerce Clause: Are Greenhouse Gas 

Regulations Constitutional after Lopez and Morrison”, Pace Environmental Law Review (Vol. 29 Iss. 1, 2011). 

available at http://digitalcommons.pace.edu/pelr/vol29/iss1/7. 

http://www.epa.gov/region1/nepa/
http://www.ferc.gov/about/ferc-does.asp
http://digitalcommons.pace.edu/pelr/vol29/iss1/7
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market. In the previous part the Commerce Clause was researched in the dormant approach, 

applicable on the states’ authority. Here the Commerce Clause is reviewed with regards to the 

power of the Congress.  

The Commerce Clause of the United States Constitution, written in Article I, § 8, clause 3, 

states that the Congress has “the power to regulate Commerce with foreign Nations, and 

among the several States, and with the Indian Tribes”. Until 1990, the Congress has always 

had full power to regulate commerce among several states. However, “in 1995 with the 

United States v. Lopez the present Court has retreated from its predecessors’ expensive and 

highly deferential view of congressional power under the Commerce Clause.”269 In the Lopez 

case was decided that Congress did not have the authority to produce a federal statute that 

criminalizes gun possession in schools. In United States v. Morrison Supreme Court ruled that 

“a federal law establishing a cause of action for victims of gender-motivated violence also 

exceeded the scope of the Commerce Clause.”270 Hence the possibility exists that the Supreme 

Court will not recognize a federal cap-and-trade system as the authority of the Congress since 

it exceeds the scope of the Commerce Clause, when following the precedents 

In the Lopez-Morrison framework three limitations have been imposed on the regulatory 

authority of the Congress in interstate Commerce. Firstly, the regulated activities must be 

“economic endeavors”. For this limitation the Supreme Court only focuses on the nature of 

the activity and therefore the court views the object of regulation in a narrow and abstract 

way. Hence, a federal law that regulates commerce between states will not be held 

constitutional if they are not directed at economic activities.271The second limitation builds on 

the first one, stating that “a law that regulates some non-economic behavior may still be 

considered constitutional if it comprises an essential part of a larger economic activity.”272 

The third limitation prescribes “that the link between the regulated activity and its effect on 

commerce must not be indirect or attenuated.” This last limitation requires direct effect on 

interstate commerce.  

The author of this article emphasizes the importance of a good description of the regulation. 

“A court is much more likely to uphold a measure that regulates the production of electricity 

or goods directly and explicitly than it is to uphold one that regulates quintessentially 

economic activities”.273 Furthermore the article states that authors of cap-and-trade legislation 

or GHG regulations should “make detailed findings to support the argument that the object of 

regulation is economic in nature”.274 The article also advises the authors of climate legislation 

to explicitly limit the scope of the climate legislation to actors that substantially affect 

interstate commerce. Additionally the author says that “schemes with small scopes will be 

harder to defend as being larger regulations of economic activities”. Hence he stresses that the 

regulators should regulate large sources of GHG’s in a cap-and-trade system. 

                                                   
269 Id. at 295. 
270 Id. 
271 Id. at 299. 
272 Id. at 300. 
273 Id. at 315. 
274 Id. 
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Undoubtedly the scope and description of a federal cap-and-trade regulation are crucial, 

especially when the possibility of legal challenges exist. However, it could be argued that the 

Lopez-Morrison framework, that limits Congress’ power to regulate interstate commerce, is 

not applicable to a cap-and-trade regulation. This is because of the fact that the discussion 

about the limitation of the interstate Commerce Clause is beyond question, while a federal 

carbon market should be placed in a larger context than the Commerce Clause. A carbon 

market’s main goal is to reduce GHG emissions and limit or stop the climate change. 

Congress has the authority to regulate environmental issues.  Furthermore landmark cases 

such as Mass. v. EPA and American Electric Power co., Inc., et al. v. Connecticut et al. 

expressed the court’s opinion in how GHG emissions should be regulated. In both cases the 

authority was delegated to federal legislation. Consequently, the Congress as the federal 

legislator has the authority to regulate greenhouse gas emissions and subsequently create a 

cap-and-trade system. Hence it is unlikely that a claim for interstate Commerce Clause 

violation will invalidate a future cap-and-trade system. If however, the courts decide that the 

Lopez-Morrison framework is applicable on the cap-and-trade statute, they will also 

understand that a cap-and-trade system is an economic solution to the reduction of GHG 

emissions. Consequently, the carbon market has “economic endeavors” or it comprises at 

least an essential part of a larger economic activity.  

The exact framework of the Commerce Clause will become clear after the decision of an 

important case. At the time of writing275 a key case in the Supreme Court will determine the 

constitutionality of the Patient Protection and Affordable Care Act, also known as the famous 

Obama Health Care Act. It is most likely in the multistate lawsuit, known as Florida v. 

Department of Health & Human Services,  the federal legislation of health care reform, will be 

upheld or struck down depending on the interpretations of the interstate Commerce Clause. 

Hence if the Supreme Court decides to keep limiting the power of the Congress through the 

interstate Commerce Clause, this could have also negative implications on the Congress’ 

authority to build a cap-and-trade system. 

1.2 CRITERIA FOR FEDERAL CAP-AND-TRADE REGULATION 

 Case a federal cap-and-trade system will be constructed, the drafters should take into account 

important criteria. These criteria are derived from the Byrd-Hagel and S. Amdt 866 

Resolutions. In the following paragraphs, the legislative proposals are briefly discussed and 

consequently is researched whether they correspond with these criteria. 

1.2.1 Byrd-Hagel and S. Amdt. 866 

In 1997 the Senate passed the “Byrd-Hagel” Resolution with a 95-0 vote in order to give a 

clear message to the U.S. negotiators for Kyoto Protocol: “The United States should not 

accept any new emission limitation commitment unless developing countries also accept 

specific scheduled commitments nor should it accept any commitment that would harm the 

U.S. economy”.276  However these two conditions express the sense of the Senate with regards 

to the United States participation in an international agreement on greenhouse gas emissions, 

                                                   
275 The Supreme Court heard oral arguments on March 26-28, 2012.  
276 ODILE BLANCHARD, The Bush Administration’s Climate Proposal: Rhetoric and Reality, Institute français des 

relations internationales, 3 (March 2003). 
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these conditions were also incorporated in S. Amdt. 866. This is a non-binding resolution that 

finds that “there is a growing scientific consensus that human activity is a substantial cause of 

GHG accumulation in the atmosphere, and expresses the sense of the Senate that Congress 

should enact a national program of mandatory, market-based limits and incentives on 

emissions of GHGs that slow, stop, and reverse the growth of such emissions”
277

 . In this 2005 

expression of a willingness towards a national program of mandatory, market-based 

mechanism, the same conditions of the Byrd-Hagel Resolution were included. Therefore 

firstly, the federal cap-and-trade system may not significantly harm the United States’ 

economy. And secondly, the regulation must encourage comparable action by other nations 

that are major trading partners and key contributors to global emissions. However the S. 

Amdt. 866 failed to pass the Congress by 9 votes, it becomes clear that these criteria will be 

nevertheless important while constructing a federal cap-and-trade system. 

1.2.2 Legislative proposals 

In the 110th Congress, S. 2191, Lieberman-Warner Climate Security Act of 2008 was 

introduced.
278

 This bill would establish a federal cap-and-trade system for greenhouse gasses. 

On June 6, 2008 the Senate voted on whether to end the debate (i.e. to “invoke cloture”) on 

the Lieberman-Warner bill. In order to be able to invoke cloture, 60 votes in the Senate were 

necessary. However with its 48-36 majority. Because of the six votes short, the bill did not 

pass. Sessions of Congress last two years and at the end of each session all proposed bills and 

resolutions that haven’t passed are cleared from the books.279 

In 111th Congress, a new cap-and-trade bill was proposed in the American Clean Energy and 

security Act (ACES) of 2009, also called the Waxman-Markey bill or H.R. 2454. The authors 

were Representatives Henry A. Waxman of California and Edward J. Markey of 

Massachusetts. 280  The goal of this bill is “To create clean energy jobs, achieve energy 

independence, reduce global warming pollution and transition to a clean energy economy.”281 

The centerpiece of the legislation is a cap-and-trade system, called the Greenhouse Gas 

Pollution Reduction Program, with limits on overall emissions of “heat-trapping gasses” or 

greenhouse gases while allowing utilities, manufacturers and other emitters to trade pollution 

permits, or allowances, among themselves.282 The goal of the bill is to reduce 17 percent 

below 2005 levels by 2020 and 83 percent by 2050. The program would begin in 2012. In 

June 26, 2009 the bill passed in the House of Representatives with 219 Ayes, 212 Nays, 3 

                                                   
277 S. AMDT. 866, Center for climate and energy solutions, http://www.c2es.org/node/5024 (last visited March 

28, 2012). 
278 S. 2191, 110th Cong. (2008)( Lieberman-Warner Climate Security Act) available at  

http://www.govtrack.us/congress/bills/110/s3036  [Hereinafter Lieberman-Warner, S 2191]. 
279 S. 1733, 111th Cong. ( 2009) (Clean Energy Jobs and American Power Act) available at 

http://www.govtrack.us/congress/bills/111/s1733/text  [Hereinafter APA, S. 1733]. 
280 H.R. 2454 , 111th Cong. (2009) (American Clean Energy and Security Act) of 2009 available at 

http://www.govtrack.us/congress/bill.xpd?bill=h111-2454 [Hereinafter ACES, H.R. 2454]. 
281 Id.  
282 John M. Broder, House Passes Bill to Address Threat of Climate Change, NEW  YORK TIMES (June 26, 2009),  

http://www.nytimes.com/2009/06/27/us/politics/27climate.html (last visited March 29, 2012).  

http://www.c2es.org/node/5024
http://www.govtrack.us/congress/bills/110/s3036
http://www.govtrack.us/congress/bills/111/s1733/text
http://www.govtrack.us/congress/bill.xpd?bill=h111-2454
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Present/ NotVoting.283 Later in July 2010, however the bill was denounced in the Senate and 

therefore the bill ended its life there.  

On May 12 of 2010, the proposal of the American Power Act bill is released. The bill is 

similar to a 2009 version that is called the Kerry-Boxer bill or the Clean Energy Jobs and 

American Power Act.284 This bill never became law because it could not pass in Congress. 

With this new attempt of the bill proposal of the APA, Senator Kerry tries to enact a bi-

partisan proposal as he involved the Republican Senator Graham in the drafting (however he 

dissociated him from the cap-and trade proposal in April 2010) and hereby increases his 

chance to a necessary filibuster-proof 60 votes in the Senate. The bill was drafted by senators 

John Kerry and Joe Lieberman (and therefore also called the Kerry-Lieberman bill) with goal 

“to secure the energy future of the United States, to provide incentives for the domestic 

production of clean energy technology, to achieve meaningful pollution reductions, to create 

jobs, and for other purposes.”285 Just like the H.R. 2454, its house-counterpart286, the bill 

imposes a federal cap and trade regulation, called the “Greenhouse Gas Pollution Reduction 

and Investment Program.”287 

1.2.3 Implementation of the criteria to the legislative cap-and-trade bills 

1.2.3.1  No significant economic harm 

In order to fulfill the first condition of a federal mandatory cap-and-trade system, no 

significant harm must be done to the United States’ economy. All previous mentioned federal 

cap-and-trade bill proposals have been researched to check whether they would comply with 

the first condition. The Warner-Lieberman bill or the  S. 2191 includes several provisions 

that refer to the economic benefits. The provision describing the purposes of the bill states “to 

accomplish that purpose while preserving robust growth in the United States economy, 

creating new jobs, and avoiding the imposition of hardship on United States citizens.”
288

 

Hence in the goal description of the bill, it already becomes clear that economy is a crucial 

factor. Furthermore the bill proposal establishes a Congress Market Efficiency Board. This 

board has the duty to investigate the economic effects of the cap-and-trade system in the 

United States.
289

 Inter alia the board has to investigate “maximum levels of cost relief 

measures that are necessary to achieve avoidance of economic harm and preserve 

achievement of the purposes of this Act”.
290

 

                                                   
283 House vote on passage, H.R. 2454 , 111th Cong. (2009) available at 

http://www.govtrack.us/congress/bill.xpd?bill=h111-2454. 
284 S. 1733, 111th Cong. ( 2009 – 2010) available at http://www.govtrack.us/congress/bills/111/s1733/text . 
285 Id. 
286 Comparison of major climate and energy proposals in the 111th Congress, C2es Climate Policy Memo # 9, 

available at http://www.pewclimate.org/docUploads/policy-memo-9-111-congress-climate-energy-bill-

comparisons.pdf . 
287 APA, Supra , title VII. 
288 Lieberman-Warner, S. 2191, supra, § 3 (2).  
289 Lieberman-Warner, S. 2191, supra, § 2602. 
290 Lieberman-Warner, S. 2191, supra, § 2602 (F) (2). 
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In H.R. 2454 it is the Administrator of the EPA that is assigned with the job to check the 

economic feasibility of the cap-and-trade regulation. However, less is said about the economy 

compared to the Lieberman-Warner bill, in which a special board is established.  

In the Kerry-Lieberman, American Power Act, Section 2, is stated that the goal is to 

substantially increase the investment in the clean energy future of the United States in order to 

provide economic opportunities to millions of people in the United States and drive future 

economic growth in the United States. The findings in section 2 of the APA clearly stress the 

job opportunity that a new cap-and-trade system will create. Moreover, an extra section is 

created that deals with the budgetary effects of the bill.
291

 To conclude, all recent cap-and-

trade bills contained provisions in order to avoid significant environmental harm to the United 

States Economy and thus fulfilling the first requirement of the non-binding resolutions. 

1.2.3.2 Encourage other nations with comparable action 

The second condition that was imposed by the S. Amdt. 866, is the requirement to encourage 

comparable action by other nations that are major trading partners and key contributors to 

global emissions. The Warner-Lieberman bill states in section 381 (4) (a) that “encouraging 

reduced deforestation and other forest carbon activities in other countries can provide 

critical leverage to encourage voluntary developing country participation in emission 

limitation regimes”. Furthermore the bill contains the provision of an “International Climate 

Change Adaptation and National Security Program.”
292

 However most important is title VI 

that discusses the global effort to reduce greenhouse gas emissions. This section describes the 

international efforts to “encourage effective international action to achieve those objectives 

through (A) agreements negotiated between the United States and foreign countries; and (B) 

measures carried out by the United States that comply with applicable international 

agreements.”
293

  

A rather startling article is included in the H.R. 2454. Section 3 of this bill proposal states 

“The Administrator, in consultation with the Department of State and the United States Trade 

Representative, shall annually prepare and certify a report to the Congress regarding 

whether China and India have adopted greenhouse gas emissions standards at least as strict 

as those standards required under this Act. If the Administrator determines that China and 

India have not adopted greenhouse gas emissions standards at least as stringent as those set 

forth in this Act, the Administrator shall notify each Member of Congress of his 

determination, and shall release his determination to the media.”
294

 Hence, the American 

Clean Energy and Security Act of 2009 guarantees in its very first sections that the EPA is 

responsible to research whether China and India have adopted mandatory emission standards. 

If no actions are taken by those countries, that omission should be made publicly. Therefore, 

the H.R. 2454 bill interpreted the second condition clearly as a reference to the commitments 

of developing countries China and India. These countries play an important role in the U.S. 

                                                   
291 APA, S. 1733, supra, § 7001. 
292 Lieberman-Warner, S. 2191, supra, § 4801. 
293 Lieberman-Warner, S. 2191, supra, §  6002 (3). 
294 ACES, H.R. 2454, supra, Sect. 3. 
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foreign policy towards greenhouse gas emissions.
295

 It is however the first time that the 

specific countries are called by name instead of “developing countries”.  Another article in the 

H.R. 2454 bill mentions that the EPA, when approving an international offset credit, should 

take into consideration if the international project encourages countries to take nationally 

appropriate mitigation action to reduce greenhouse gases.
296

  

The Kerry-Lieberman bill contains the same article in regards with the approval of the EPA 

of international offset credits.297 However it does not contain the explicit article that requires 

commitments of China and India. Instead it writes that “full implementation is necessary to 

engage other countries in an international effort to mitigate and threat the harm from climate 

change” 298  . The bill also includes the same International Climate Change Adaptation 

Program as the Warner-Lieberman bill contained. 299 

1.3 CONCLUSION 

Regarding the authority in the United States to create a federal cap-and-trade system, the 

power of the three branches have been examined. The landmark case of Massachusetts v. EPA 

determined that GHG gasses imposed a threat for the public health and welfare. The EPA’s 

endangerment finding confirmed this case in 2009. Consequently the question was asked 

whether the judicial branch had the authority to impose greenhouse gas emission caps if 

common tort law or public nuisance was violated. In American Electric Power co., Inc., et al. 

v. Connecticut et al. the Supreme Court decided that courts have no such authority while they 

don’t have the expertise as the EPA. Hence the judicial branch may not regulate GHG 

emissions and a fortiori, it may not enact a cap-and-trade system.  

In Supreme Court’s key cases of Mass v. EPA and American Electric Power co., Inc, et al. v. 

Connecticut et al. the power to regulate GHG emissions under the Clean Air Act is delegated 

to the EPA. Hence, the question should be asked whether the EPA may interpret such rulings 

as the authority to construe a national cap-and-trade system. To answer this question, the 

Chevron Doctrine should be applied to the EPA. This doctrine imposes a two-step test that is 

directed to determine whether a governmental agency has the interpreted the statute, which it 

administers, well in order to regulate under that law. Because the Clean Air Act was not 

intended specifically to target climate change, the Congress has not addressed the issue 

directly. This is in contrast to the construction of the Acid Rain Program that was explicitly 

included in the Clean Air Act. Hence the first test of the Chevron Doctrine, points out that the 

EPA does not have express authority under the Clean Air Act to build a federal cap-and-trade 

system. Consequently in the second step, because the statute is ambiguous the court needs to 

decide whether the construction is permissible. In this balancing test several factors will be 

important. First of all,  in American Petroleum Institute v. Environmental Protection Agency 

was decided that the EPA only has the authority to set GHG emission standards but not to 

enact a new market-based mechanism. Hence, following this precedent, the EPA would not 

                                                   
295 Cf. infra, Chapter 3, future of U.S. participation in international agreements.  
296 ACES, H.R. 2454, supra, §743 (c) (1) .  
297 APA, S. 1733, supra, § 705 (c) (2). 
298 APA, S. 1733, supra, § 701 (9). 
299 APA, S. 1733, supra, § 5005. 
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have the authority to construct a cap-and-trade system. Furthermore recent lawsuits claim the 

unconstitutionality of the EPA’s GHG emission reduction standards. The outcome of 

National Association of Manufacturers v. EPA and Coalition for Responsible Regulation v. 

EPA, will have an important influence on future EPA regulation. If the Court rules in these 

cases that the EPA has misread its authority under Mass. v. EPA to impose GHG standards, a 

fortiori the EPA will have no power to enact a cap-and-trade system. An other crucial factor 

that will determine whether a cap-and-trade construction of the EPA is permissible, is the 

cooperation with other executive agencies and legislations. To conclude, the question whether 

Mass. v. EPA, the endangerment finding and the Clean Air Act authorize the EPA to construct 

a federal cap-and-trade system, will have to be determined in court. Because of the many 

legal impediments and insecurity such an EPA construction will create, it might be better for 

Congress to produce a national carbon market through legislation.  

Congress has the power to produce regulations involving environmental issues and 

consequently climate change. However as recent cases such as United States v. Lopez and 

United States v. Morrison limit the scope of the Congress to regulate interstate commerce, 

several scholars argue that a cap-and-trade legislation could be found unconstitutional 

because of violation of the Commerce Clause. Notwithstanding the changes in regards to the 

interpretation of the Commerce Clause, it is highly unlikely that a federal cap-and-trade 

system would be struck down due to the shift of the Commerce Clause application. 

Nevertheless, in a current key case involving the constitutionality of the Health Care 

regulation, the interpretation of the interstate Commerce Clause will be determinant. Hence, 

the outcome of  Florida v. Department of Health & Human will bring more clarity on the 

scope of the clause. 

If a federal carbon market would be built, important criteria should be taken into 

consideration. S. Amdt. 866 imposed two requirements for a future market-based mechanism 

to reduce greenhouse gas emission. These conditions are derived from the Byrd-Hagel 

Resolution that prohibited the United States from concluding an international agreement 

involving greenhouse gas regulations. Even though both resolutions are non-binding and S. 

Amdt. 866 did not pass in Congress, it is important to fulfill the requirements because 

basically the United  States’ environmental policy, with regards to GHG emissions, is 

anchored in those two conditions. All discussed legislative proposals of a federal cap-and-

trade system include provisions in order to fulfill the requirements. In regards with condition 

of no economic harm, all proposals appoint an institution that is responsible to research the 

economic costs and benefits of the market. In the Warner-Lieberman bill the Congress Market 

Efficiency Board is established for the purpose of avoiding economic harm. In the other bills, 

it is the EPA that is burdened with such duty. To fulfill the second condition, which involves 

the encouragement of other countries in comparable commitments, all bill proposals contain 

articles to engage other countries in the international climate change effort. Moreover, one 

section in the H.R. 2454 was very specific and even requested the EPA to keep the ‘public’ 

informed in case China and India took no action to reduce greenhouse gas emissions. To 

conclude, if a federal cap-and-trade system were constructed and the bill proposals were taken 

as an example, it would comply to the two crucial criteria. 
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CHAPTER 2. LEGAL FORMS OF LINKING A FEDERAL CAP-AND-TRADE SYSTEM  
 

Similarly to the study with relation to the bottom-up linkage of regional carbon markets, an 

examination is done of the best available means for linkage of a federal U.S. carbon market 

with other markets internationally. As we have seen, several legislative proposals that 

enhanced a cap-and-trade system to eliminate carbon emissions have been put forward. 

However, none of them passed the necessary voting in Congress. Therefore this study is 

positioned in the hypothesis that the United States passes such a federal legislation. The 

instruments for linking, described in the second part, are studied here from the point of view 

of an international carbon market, the EU ETS and the American cap-and-trade proposals. 

Additionally is researched how a U.S. federal emission trading system would link with the 

Kyoto Protocol.  

2.1. TREATIES 

As seen in the second part, although disadvantageous because of their lengthy negotiation and 

concluding process, the treaties or international legal binding agreements offer the most 

security and transparency of all linkage possibilities. Furthermore treaties compose an extra 

certainty while withdrawal will be more difficult. Moreover the rule pacta sunt servanda in 

international law imposes a moral obligation on the participants. 

2.1.1. From EU ETS’ position 

The question whether the linkage of a future federal cap-and-trade system to the European 

Emission Trading System is possible, leads us to Article 25 of the linking directive.  

The first Linking Directive in 2003 only provided linking with other cap-and-trade systems of 

countries that have ratified the Kyoto Protocol: 

“1. Agreements should be concluded with third countries listed in Annex B to the Kyoto 

Protocol which have ratified the Protocol to provide for the mutual recognition of allowances 

between the Community scheme and other greenhouse gas emissions trading schemes in 

accordance with the rules set out in Article 300 of the Treaty. 2. Where an agreement referred 

to in paragraph 1 has been concluded, the Commission shall draw up any necessary 

provisions relating to the mutual recognition of allowances under that agreement in 

accordance with the procedure referred to in Article 23(2).”
300

   

 

Therefore this Linking Directive of 2003 places three limitations on linking. First, it needs to 

be with countries listed in Annex B of the Kyoto Protocol, namely those with quantified 

emission limitation or reduction commitments and secondly the linking has to take place with 

a greenhouse gas emission trading system that covers one or more of the gases listed in Annex 

II to the Directive.
301

 Thirdly, it refers to Article 300 of the Treaty Establishing the European 

                                                   
300 Article 25, Directive 2003/87/EC of the European parliament and of the Council of 13 October 2003, 

establishing a scheme for greenhouse gas emission allowance trading within the Community and amending 

Council Directive 96/61/EC, (Oct. 25, 2003) Hereinafter EC, 2003 available at http://eur-

lex.europa.eu/LexUriServ/LexUriServ.do?uri=OJ:L:2003:275:0032:0046:en:PDF.  
301 J. ROBINSON, CLIMATE CHANGE LAW: EMISSIONS TRADING IN THE EU AND THE UK, 187 (Cameron May, 
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Community (EC Treaty) and therefore the international agreement has to be concluded 

according to the foreseen general procedure, which delegates the authority to the Community. 

In 2009, other provisions were added, which not only enlarged the possible participants for 

linkage with the EU ETS but also expanded the procedure for agreements. Through the 

Directive of 2009, non-Kyoto parties and sub-federal or regional entities may also be included 

in the international market. And furthermore the Directive decides that legal binding 

agreements as well as political non-binding agreements may be concluded in order to 

participate in the European Emission Trading System.   Consequently the following 

paragraphs were inserted in Art 25 of the Linking Directive : 

"1a. Agreements may be made to provide for the recognition of allowances between the 

Community scheme and compatible mandatory greenhouse gas emissions trading systems 

with absolute emissions caps established in any other country or in sub-federal or regional 

entities. 

1b. Non-binding arrangements may be made with third countries or with sub-federal or 

regional entities to provide for administrative and technical coordination in relation to 

allowances in the Community scheme or other mandatory greenhouse gas emissions trading 

systems with absolute emissions caps”
302

 

To conclude, a provision in the Linking Directive states that international agreements can be 

made with an emission trading system in any other country and therefore also with a national 

carbon market of the United States. The fact that it refers to Art 300 of the Treaty Establishing 

the European Community means that the linkage can be done through a treaty-making 

process. 

2.1.2. From U.S. position 

2.1.2.1. Treaty making power  

Before viewing the legal means available to link a federal U.S. cap-and-trade system to other 

international markets, it is important to know a little bit more about the treaty making process 

in the United States.  

Article II of the United States Constitution deals with the executive powers of the United 

States and specifies that they are vested in the President of the United States of America.
303

 

Section 2 of article II of the U.S. Constitution reserves the treaty making power, which is 

included in the foreign affairs power, for the executive branch. Furthermore it explicitly 

forbids the states to join or conclude treaties in article 1, section 10.  

Nevertheless the presidents’ power to exercise foreign affairs is not fully exclusive while the 

president still needs the “advice and consent” of the Senate. As the treaty clause formulates 

                                                                                                                                                               

2007). 
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the requirement that “by and with the advice and consent of the senate, provided two thirds of 

the senators present concur.” After the consent of the Senate, the President needs to ratify the 

treaty.  

 

Strikingly, “treaties” are not the only international agreement that can be concluded in the 

United States. Other means to bind the United States internationally are the “Congressional-

Executive” agreements and the “Presidential” or “Sole Executive” agreements. Treaties as 

well as Congressional Executive agreements and Sole-Executive agreements have the same 

legal status and recognition under international law, although in the U.S. they all have 

different concluding processes and application requirements. To conclude the former 

agreement, the simple majority of both houses in the Congress is needed. The concurrence of 

the Senate and the House of Representatives may already be given before the executive 

branch negotiated the agreement.
304

 The President’s authority to enter into a Sole-Executive 

agreement is limited to his capacity as commander in chief of armed forced and as “chief 

diplomat”.
305

  To enter such an agreement, the president does not need the concurrence of any 

house of the Congress. However, because the use of this Sole-Executive agreement is limited, 

it can certainly not be applied to form an international carbon market. 

 

The American Law Institute's Restatement Third of Foreign Relations Law of the United 

States, § 303, Comment e, states that Congressional-Executive agreements may be used 

whenever a treaty can be and therefore they are interchangeable.
306

 The advantage of this 

Congressional-Executive agreement is that there would be a stronger democratic legitimacy 

because of the inclusion of the House of Representatives and both reliable commitment 

because of effectuation by both houses of Congress.
307

 However, it is most unlikely that the 

Senate will give up its exclusive Constitutional power of giving its advice and consent for an 

negotiated treaty under article II of the Constitution. Therefore the possibility regarding the 

use of Congressional-Executive agreements over treaties to reduce CO2 emissions, will be a 

political question.
308

 In the past, for environmental treaties the requirement of a two-thirds 

majority in the Senate has always been necessary and, for example in the Kyoto Protocol, the 

lack of such majority prevented the ratification and the legally binding effect. However the 

fact that this matter will be about the international linkage of a national cap-and-trade system 

means that domestically the Congress already approved federal legislation that enables such 

an emission trading system, so it is likely that a simple majority in the Congress will be 

sufficient.
309
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2.1.2.2. The legislative proposals. 

All important cap-and-trade legislation proposals allow international linkage. In the H.R. 

2454 “unlimited use of allowances from approved, comparable national or sectoral trading 

systems (applying absolute tonnage limit) is allowed for compliance.” 
310

In the Kerry-

Lieberman bill “use of international allowances from a qualifying international program (run 

by a national or supranational foreign government, imposes a mandatory absolute tonnage 

limit and is at least as stringent as the U.S. program) for compliance” is allowed. 

Furthermore both bills call for “constructive engagement within the UNFCCC to get all major 

emitters to contribute equitably to global GHG reductions”
311

 

However, unlike the EU ETS, the U.S. bill proposals do not contain an explicit mandate to 

conclude treaties to link with other trading schemes. Nor the Lieberman-Warner legislative 

proposal, nor the Waxman-Markey bill, nor the Kerry-Lieberman bill contain supervisions for 

bilateral linking through treaties. Instead they propose linking with a foreign carbon market 

through the adaption of reciprocal legislation or through unilateral recognition of foreign 

allowances.
312

 However it must also be emphasized that linking via a binding international 

agreement is not explicitly excluded either. 

 

2.2. (POLITICAL COOPERATION AGREEMENTS COMBINED WITH) 

RECIPROCAL UNILATERAL OR BILATERAL LEGISLATION 

As already mentioned in chapter 1 of the second part of this thesis, political cooperation 

agreements only have a legal binding effect when they are combined with the will to legislate 

domestically. The sole existence political cooperation agreement will provide too little 

security for a market-based system such as the carbon market. Therefore as it is most unlikely 

that an international cap-and-trade system would be built merely on a political agreement, this 

part will immediately describe a possible situation in which the European Emission Trading 

System and a future national U.S. cap-and-trade system is linked through the adoption of 

mutual coherent legislation (following a political cooperation agreement). 

2.2.1. From the EU ETS’ view 

Originally did the Linking Directive of the EU only provide the possibility to link with 

members of the Kyoto Protocol through a legally binding agreement. The 2009 amendment of 

article 25 inserted extra means to create participation with other foreign carbon markets that 

are not part of the Kyoto Protocol. In 1b of article 25 of the Linking Directive it is said that 

non-binding agreements may be made with third countries (…) to provide for administrative 

and technical coordination in relation to allowances in the Community scheme or other 

mandatory greenhouse gas emissions trading systems with absolute emissions caps. Therefore 
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it is made possible to conclude political agreements that discuss the functioning of a 

combined carbon market. Paragraph 2 of article 25 states “Where an agreement referred to in 

paragraph 1 has been concluded, the Commission shall draw up any necessary provisions 

relating to the mutual recognition of allowances under that agreement in accordance with the 

procedure referred in Article 23(2)”. This latter article refers to the Council Decision of 28 

June 1999 that lays down the procedures for the exercise of implementing powers conferred 

on to the commission.
313

 More specifically it deals with the regulatory procedure to 

implement measures that have been adopted by the Commission and the Commission’s right 

of initiative in legislative matters. The combination of article 1(b) and 2 of article 25 provides 

for the possibility to conclude international non-binding agreements and implement them later 

through legislation. Consequently linking of a future national U.S. cap-and-trade system and 

the EU ETS through reciprocal legislation is made possible in the EU Linking Directive.  
 

2.2.2. From the U.S’. view 

An analysis will be made to see whether the proposed legislative cap-and-trade bills also 

allow reciprocal legislation to link a future national U.S. carbon market with other 

international emission trading systems. 

In the Lieberman-Warner proposal a section is devoted to the emission allowances from 

other nations. It states that “Not later than 2 years after the date of enactment of this Act, the 

Administrator shall promulgate rules, taking into consideration protocols adopted in 

accordance with the United Nations Framework Convention on Climate Change, done at New 

York on May 9, 1992, approving the use in the United States of emission allowances issued by 

nations other than the United States.”
314

 This article provides the possibility for the 

administrator, being the administrator of the Environmental Protection Agency, to adopt rules 

that allow the use of emission allowances issued by other countries.  

Section 2502(a) of the Lieberman-Warner bill, deals with the requirements for such regulation 

of foreign emission allowances recognition. It states that the emissions have to be issued by a 

foreign country pursuant to a governmental program that imposes a mandatory cap on 

greenhouse gas emissions. Furthermore for the eligibility of the allowances the cap-and-trade 

program needs to have “comparable stringency to the program established by this Act, 

including comparable monitoring, compliance, and enforcement”. Moreover it is obliged for 

the regulated entity that submits an international allowance to comply with its domestic goals, 

to certify that the credit has not been used in the other foreign country.
315

 As long as he 

Administrator did not change, by rule, the percentage of a firm’s compliance obligation that 

can be met with international allowances, the use of foreign credits is unlimited. 

 
Likewise, the Waxman-Markey bill proposal includes a provision that allows the EPA, in 

consultation with the Secretary of State, to designate an international trading scheme as a 

qualifying international program “if it is run by a national or supra-national foreign 

government, and imposes a mandatory absolute tonnage limit on greenhouse gas emissions 
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from one or more foreign countries, or from one or more economic sectors in such a country 

or countries, and is at least as stringent as the US program in terms of comparable 

monitoring, compliance, enforcement, quality of offsets, and restrictions on the use of 

offsets.”
316

  Similar to the Lieberman-Warner bill, the covered entity has to provide a 

certification to the administrator to proof that the allowance was not used in another country. 

Furthermore the Waxman-Markey bill provides a subarticle that deals with the political 

cooperation. Good political agreements are necessary while, by any means appropriate, the 

Administrator needs to ensure that the relevant foreign authority is notified of the use of the 

international emission allowance and will provide a disqualification of an international 

emission allowance if it has been used once. The incorporation of the words “by any means 

appropriate” refers to possible political negotiations between the EPA, in consultation with 

the Secretary of State, and the regulators of the foreign cap-and-trade program. 

 

The Senate’s version of the cap-and-trade bills, the Kerry-Lieberman draft, provides the 

similar applicability of international emission allowances as “a tradable authorization to emit 

1 ton of carbon dioxide equivalent of greenhouse gas that is issued by a national or 

supranational foreign government pursuant to a qualifying international program designed 

by the Administrator pursuant to section  728 (a).”
317

 The latter mentioned article that deals 

with the requirements of international systems, is almost an exact copy as section 728(a) of 

the Waxman-Markey bill. Therefore it authorizes the EPA to adopt legislation that provides 

recognition of foreign emission allowances under certain circumstances. Just like previous 

cap-and-trade bill proposals, there is a quota on the use of foreign emission credits.  

 

2.2.3. From the Kyoto Emission trading mechanism’s position 

If a federal United States’ carbon market is operative and it intends to link with the Kyoto 

Protocol’s emission trading system, will this legally be possible? On the Cancun Conference 

in 2010 was decided that the Kyoto Protocol would be continued and a sequel would be made 

no later than 2015. One year later at Durban, that agreement was repeated again with the goal 

to start the sequel of the Kyoto Protocol in 2013. The United States however, made clear that 

they will not participate in this agreement as long as the essential equality is missing between 

the developing countries and the developed countries. Repeatedly did the U.S. representative 

Todd Stern emphasize that they will not commit to an agreement unless the big polluters, 

such as China and Brazil join the obligations to cut emissions. Therefore it is highly unlikely 

that the United States will participate in the future Kyoto-follow-up emission trading market.  

If however the United States does decide to participate, they can join the cap-and-trade 

system by immediate accession of the new international agreement through ratification. 

However it might be possible that they would rather participate in an international cap-and-

trade system through linking while such provisions will limit the U.S.’ sovereignty less than a 

treaty. In that situation, an amendment of the Kyoto-rules will be necessary for reintegration 

of the U.S.A. into the climate regime.
318

 That amendment would contain stipulations to 
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recognize the trading units from the U.S., consequently U.S. credits can be purchased to 

comply with the rules of the second Kyoto protocol agreement. 

2.3. CONCLUSION 

Pursuant to this analysis, the proposed U.S. federal carbon markets all include provisions that 

allow the Environmental Protection Agency to produce regulations in order to create an 

international carbon market. None of the bill proposals, however, include provisions that 

mention the adoption of international agreements to make sure that there is bilateral linking, 

which allows the two-way flow of credits. Hence the proposals only contains provisions that 

recognize foreign emission allowances, which solely permit the American regulated entities to 

purchase those international credits. Owners of American emission allowances may under this 

kind of regulation not sell them to entities in foreign countries. In this way, all proposed 

carbon bills contain provisions to adopt reciprocal regulations to enact unilateral linking. 

Although treaties provide for more security, which is important for a carbon market, it is most 

likely that the United States will want to keep its sovereignty and use reciprocal legislation 

instead of international binding law. This is in contrast to the EU ETS that foresees linkage 

with non-Kyoto parties through legally binding and political non-binding agreements. If the 

U.S. would want to link its national cap-and-trade system to the Kyoto Protocol’s second 

commitment period, an amendment of the Kyoto Protocol would be necessary.  
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CHAPTER 3: FUTURE OF U.S. PARTICIPATION IN INTERNATIONAL 

AGREEMENTS. 
 

The question that will be dealt with in the following chapter is whether in the near future there 

will be U.S. participation in an international carbon market. Hence the international context of 

the top-down approach is addressed in this chapter. To research this hypothesis, it is 

important to know the history of the U.S. foreign climate policy towards an emission trading 

scheme. Therefore in order to know the U.S. position during international negotiations, a 

overview will be provided of the negotiating process with regard to a cap-and-trade system 

during the COPs under the UNFCCC.   

3.1. HISTORY OF U.S.’ POSITION TOWARDS EMISSION TRADING 

3.1.1. U.S.’ free market approach and international emission trading 

During COP-2 in 1996, it was the first time emission trading was mentioned.
319

 In those 

negotiations in Geneva, the United States announced that they would support a legally 

binding agreement if a protocol was linked to tradable permits.
320

 Because of the positive 

outcomes of the cap-and-trade system organized in the framework of the Acid Rain Program 

of the Clean Air Act and the support of the business community
321

, the U.S. proposed an 

international market-based system.  Reactions to that statement were divided: on the one hand 

a lot of environmental groups and NGOs were pleased with the shift in U.S. position but on 

the other hand several countries had their doubts about the theoretical and practical issues. 

Developing countries in particular spoke against a marked-based mechanism, arguing that 

markets favor the wealthy.
322

 The EU repeatedly communicated to the conference that they 

did not have confidence in a cap-and-trade system. This due to the fact that they had no 

experience, in contrast to the U.S., and also because they were convinced that the trade would 

motivate non-commitment to the “quantified emission limitation and reduction 

objectives”(QELRO’s) .
323

 Hence two conflicting policies were pointed out in the negotiation: 

U.S. supported the free-market environmentalism and EU the risk-prevention leadership.
324

 

Consequently the U.S. supported an economic view to solve environmental problems. This 

free-market based environmentalism finds its origin in the theory of the tragedy of the 
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Commons and the Coase-theorem.
325

 The EU on the other hand argued for clear regulations 

that prevented risks of consequences of climate change. 

3.1.2. Creating an emission trading article in the Kyoto Protocol 

In COP-1 the Ad Hoc Group on the Berlin Mandate (AGMB) was established to strengthen 

the commitments of the industrialized countries and therefore in this group the QELROS were 

discussed together with the concept of emission trading. In its eighth section, a text was 

written that “allowed any Annex I Party or any other Party making a voluntary commitment 

to transfer to or acquire from any other like Party any of its allowed emissions if the Party 

was in compliance with its obligations and had in place a national mechanism for the 

certification and verification of emissions trades.”
326

 At COP- 3 China warned that first 

“rules, guidelines and regulations for emissions trading would have to be studied” as the 

country was afraid that the system would not contribute to actual reductions in emissions but 

shift reductions overseas.
327

 The developing countries pleaded for strict definition of the rules 

e.g. “equitable allocation of initial entitlements for such emissions trading". This is a demand 

that the U.S. could not follow since too strict definitions would make the system unworkable 

and not flexible enough.
328

  

Eventually chairman Estrada proposed to the article 16bis as an interim arrangement for 

emission trading after a speech, in which he warned the parties of the possibility of blowing 

up an agreement. The final text of the Article 16bis reads "The COP shall define the relevant 

principles, modalities, rules and guidelines, in particular for verification, reporting and 

accountability for emissions trading. The Parties included in Annex B may participate in 

emissions trading for the purposes of fulfilling their commitments under Article 3 of this 

protocol. Any such trading shall be supplemental to domestic actions for the purpose of 

meeting quantified emission limitation and reduction commitments under that Article."
329

 

During this COP-3 the Kyoto protocol was adopted and the final agreement included the 

possibility of emission trading in article 17, which would come into force in 2008 although 

further negotiations and detail decisions were needed. The Kyoto Protocol was opened for 

signature by parties to UNFCCC on March 16, 1998. 

3.1.3. After writing the Kyoto Protocol 

It became clear that detailing the emission trading mechanism would be rather difficult as the 

United States and the EU’s interpretation of the Kyoto emission trading mechanism 

differentiated. In subsidiary bodies to the COP (Subsidiary Body for Implementation and 

Subsidiary Body for Scientific and Technological Advice) emission trading was further 

discussed and researched. Shortly after the Kyoto Protocol was formed, the EU researched the 

trading system and said that “the best preparation for the Community and its Member States 
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might be to develop their own emission trading experience”.
330

 In that context the European 

Union started its EU Emission Trading System. 

The “Buenos Aires Plan of Action” established a deadline by 2000 for finalizing work on 

Kyoto Mechanisms.
331

 However in COP-6 in The Hague, the negotiations collapsed after no 

compromises could be found. The United States proposed to include “afforestation, 

reforestation and deforestation” in emission trading and therefore credit would be allowed for 

the use of sinks.
332

 Negotiators say "It was sinks that sunk The Hague."  

3.1.4. Refusal of Kyoto Protocol’s ratification and proposal of non-binding 

commitments 

The Clinton Administration had signed the Kyoto Protocol but did not submit it to Senate 

because it was clear that no “advice and consent” would be given. According to article 2, 

section 2 of the Constitution, two-thirds of the Senate’s support is needed in order to become 

legally binding. However, already in 1997 the Senate passed the “Byrd-Hagel” Resolution 

with a 95-0 vote in order to give a clear message to the U.S. negotiators for Kyoto Protocol: 

“The United States should not accept any new emission limitation commitment unless 

developing countries also accept specific scheduled commitments nor should it accept any 

commitment that would harm the U.S. economy.”
333

 Although this resolution is non-binding, 

it was enough to prevent U.S. participation in the Kyoto Protocol. 

During the resumed 6
th
 COP (COP-6bis) in Bonn, the diplomatic negotiating landscape had 

clearly changed. As the U.S. always sided with the EU and the G77/China on the key-issues, 

the bargaining power shifted to the Umbrella Group that opposed to a legally binding 

compliance regime.
334

 The support of Japan, The Federation of Russia, Australia and Canada 

was very important for the survival of the Kyoto protocol because at least 55 parties were 

needed to ratify the agreement and the total emissions of global production of greenhouse 

gasses had to be 55 %.  

Despite the U.S. refusal, significant consensus was achieved, which many view as “saving the 

Kyoto Protocol”.
335

 One U.S. observer called it “a major foreign policy defeat for President 
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Bush”.
336

 The Marrakesh accords at COP-7 were famous for the “US-EU flip-flop” over 

approaches the emission trading system. As the U.S. formally rejected the Kyoto Protocol, the 

EU showed serious commitment to the mechanism and could convince many countries to 

agree to terms and timetables for implementing the emissions trading system.
337

  

In the Conference of the Parties’ negotiations, the United States delegates continued their role 

as observers and refused to participate actively. The highlight of this silent behavior is at the 

Montreal negotiations in 2005 (when the Kyoto Protocol came into force) when they left the 

negotiations. When they returned they proposed an open dialogue about commitments as long 

as it was non-binding and would not lead to negotiations.
338

 

3.1.5. Copenhagen, Cancun and Durban: voluntary pledges 

America’s proposal during the Copenhagen Accords was to voluntarily pledge emission 

reduction and enact national obligations unilaterally. Therefore no supra national body could 

enforce their obligations and could preserve their national sovereignty. Nevertheless, the 

opinion about these voluntary pledges of the Copenhagen Accord was divided. The key 

differences between the United States and Europe reappeared, especially in the structure of a 

new worldwide treaty. The United States favored a “conformity with domestic law approach” 

meaning a unilateral rule-setting so that the United States could not be forced to implement 

international action it does not agree with while Europe supported a top-down construction 

such as the Kyoto Protocol.339 As the Copenhagen Accord consists of voluntary pledges to set 

back greenhouse gas emissions, major economy countries such as the United States, China, 

India, made their “first-ever commitments for greenhouse gas reductions that are subject to 

international consultations and analysis.”340 By these unilateral pledges a great step forward 

was taken not only because it showed their positive intentions internationally but also because 

for the United States participation and action of developing countries was essential. The 

United States pledged a 17 percent cut in emissions from 2005 levels by 2020. The 

relationship between the U.S., China and other developing countries was crucial for the 

outcome of the Copenhagen Accord. The outcome of the Copenhagen Accord was more a 

political agreement than a legally binding treaty. 

On the Cancun Climate Change Conference of 2010 the “all-or-nothing approach” was 

applied, which demanded from the developing countries clear legally binding greenhouse gas 

emissions. The United States negotiators refused to continue talks about funding or 

technology if no such global binding accord could be reached. Although the United States’ 
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ambassador in Belgium Howard Gutman stressed that the U.S. wants a binding agreement but 

declares that it is useless without China’s participation.
341

 Eventually, the Cancun Climate 

Conference resulted in basically two agreements: one dealing with the future of the Kyoto 

Protocol, the other following the path of the UNFCCC trying to include major emitters on a 

new climate deal. The U.S. declares its disinterest towards the Kyoto Protocol again. 

Nevertheless U.S. Negotiator Todd Stern communicates that the Cancun climate outcome is 

“consistent with U.S. objectives”.
342

 This is because of the second part of the Cancun 

agreement that focuses on a new treaty with all major polluters, is based on the Copenhagen 

accord. The voluntary pledges from developed and developing countries to cut greenhouse 

gas emissions are now recorded and a framework for transparency is made. Todd Stern calls it 

the “legitimization of the Copenhagen Accord”. However the exact legal form was not agreed 

upon. 

Under the AWG-LCA track of the Durban Climate Change, developing country Parties’ 

commitments have increased because they are forced to adopt nationally appropriate 

mitigation actions.
343

 Furthermore is agreed to conclude  “a protocol, another legal instrument 

or an agreement with a legal force” under the United Nations Framework Convention on 

Climate Change.
344

 This phrasing is rather unclear and can be interpreted in many ways. What 

needs to be understood from “an agreement with a legal force”?  It could be a step for large 

economies such as US, China, India and Brazil to have legally binding obligations for the first 

time.
345

 The Ad Hoc Working Group on Enhanced Action was composed and assigned with 

the burden of completing the agreement so it can be adopted no later than 2015 and it can 

come into effect and be implemented in 2020.
346

 Furthermore under the AWG-KP track is 

decided that the Kyoto Protocol will continue with a second commitment period starting on 

January the first, 2013. The United States has again declared that it will not become a 

participant as long as there are no legal binding commitments from developing countries. 

Both the U.S. and the EU are excited and pleased with the overall outcome of Durban: the 

U.S. praises the “legal symmetry” that they have been striving for and the EU is pleased with 

the roadmap that will include large emitters such as the U.S., India and China.  
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3.2. CONCLUSION 
 

Subsequent to the history of the United States’ policy towards emission trading in an 

international framework, several limitations have become clear over time.  

The main obstruction for the United States to come towards a binding international agreement 

is the fact that two thirds of the Senate is necessary in order to be legally binding. As it has 

become clear from the Byrd-Hagel Resolution, the Senate plays an important role in 

international agreements. It states that if the United States would take up binding 

commitments to limit or reduce greenhouse gas emissions, (A) new specific scheduled 

commitments to limit or reduce greenhouse gas emissions for Developing Country Parties 

within the same compliance period, should be agreed upon and (B) the international 

agreement may not result in serious harm to the economy of the United States. 

However the Byrd-Hagel is a non-binding resolution, it patterns and characterizes the United 

States’ international environmental policy. The participation in emission reduction 

commitments of developing countries is crucial to the United States as this was also one of 

the two conditions of the resolution. According to this resolution the U.S. is prohibited to 

enter into any international agreement without the commitments of developing countries. 

Recently developing countries’ contribution in environmental obligations have increased 

while since the Copenhagen Accord voluntary pledges from China and India were done. 

Furthermore in Durban was decided that developing countries are forced to adopt national 

mitigation actions. Although these pledges are a step forward towards legal symmetry, it is 

most likely insufficient in order to be qualified as “new specific scheduled commitments to 

limit or reduce greenhouse gas emissions within the same compliance period”.
347

 Developing 

countries refuse to have the same binding commitments as developed countries and argue this 

with article 3 of the UNFCCC that adopts the principle of “common but differentiated 

responsibility”. According to this principle, the current global amount of greenhouse gas 

emissions were mainly caused by developed countries, the per capita GHG emission in 

developing countries is relatively low and means to reduce emissions are more scarce than in 

developed countries. The United States has often adopted the “all-or-nothing approach” in its 

diplomatic negotiations and therefore pressuring important developing countries such as 

China. Frequently financial funds are used as leverage. However this striving for legal 

symmetry, is also seen as a strategy of the U.S. to shift the international focus off of the 

Senate’s necessary and most likely missing approval, on to China’s or developing countries’ 

refusal to participate in binding emission cuts. 

Moreover the Byrd-Hagel Resolution demanded that an international environmental 

agreement did not impose any serious harm on the United States’ economy. The economic 

crisis that arose in 2008 did not make it easier to promote positive economic consequences of  

an international cap-and-trade system. As we have seen, on a national level several states have 

pulled back from a regional emission trading system, saying that a carbon market is not a 

cost-effective mechanism to reduce carbon emissions (however the RGGI report by the 
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Analysis group says differently). Furthermore recently, the prices of the EU ETS have 

collapsed. Although this is caused by a lot of different factors such as the economic crisis and 

the grandfathering of credits, this EU setback is not a motivation for the United States to 

participate in an international carbon market. 

Another clear pattern in the United States’ limitations, is the influence of the domestic 

occurrences on the international negotiations. For example during the Copenhagen Accord, a 

legislation for a national cap-and-trade system, American Clean Energy and Security Act of 

2009, was debated in Congress. A fear existed that if a too stringent international treaty would 

be negotiated, the Congress would repudiate the bill proposal. Furthermore the participation 

of developing countries, such as China and India, is crucial for the U.S. Congress. As long as 

developing countries have not committed to any serious emission reduction obligations, it is 

most unlikely that the U.S. will enact a national system itself. Therefore national limitations 

restricted the possibility to conclude a robust new treaty in Copenhagen. United States favors 

a “conformity with domestic law approach” meaning a unilateral rule-setting so that the 

United States could not be forced to implement international action it does not agree with.
348
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PART IV 

CONCLUSION 
 

Greenhouse gas emission trading systems give an economic incentive to abate emissions and 

reduce the consequences of climate change. It is the implementation of an economic theory 

that is used by the European Union and the Kyoto Protocol in the framework of the 

UNFCCC. While the United States did not ratify the Kyoto Protocol, the country is not a 

participant of an international cap-and-trade system. At the end of 2012, Kyoto Protocol’s 

first commitment period will end and the United States has already made clear that it will 

repell its partaking. Hence this thesis attempts to forecast if there is a different manner to 

enhance United States’ involvement in the carbon market. Two available approaches are at 

hand. In the bottom-up approach we have seen that recently regional carbon markets are being 

formed or put into operation. Through linking of these markets, the geographical scope 

enlarges and hence the bottom-up linking approach is a potential future for United States’ 

participation in the national or international carbon market. The top-down approach requires 

the enactment of a federal cap-and-trade system or the participation in an international 

agreement. And therefore the Federal government is involved in the top-down approach. 

In the international top-down study it became clear that it is a challenge for the United 

States’ to become part of an international binding agreement with regards to GHG emissions. 

Several national constrains are reflected in their international policy. The Byrd-Hagel 

Resolution represents crucial requirements in their foreign policy with regards to climate 

change. In this Resolution, the United States’ Senate expressed the conditions that need to be 

fulfilled in order to conclude an international agreement. 

First of all it is necessary that developing countries, with the emphasis on China and India, 

need to take on binding emission commitments. Although a step forward has been taken on 

latest international conventions, these commitments are still not sufficient to answer the 

Senate’s demand. Furthermore, as a second requirement, the international agreement may not 

harm the United States’ economy. As the 2008 economic crisis still has the upper hand in the 

United States and Europe, it will be of vital importance to give a sustaining proof that 

participation will be economic beneficial. However this is hard to evidence while the EU ETS 

carbon prices have collapsed and on a regional level, several states are withdrawing from their 

cap-and-trade system.  

Another constraint that influences the position of the United States in an international carbon 

market is the domestic need for a two-third vote approval in the Senate, which is not easy to 

reach particularly with regards to the political divisions. Additionally bill proposals that are 

pending in Congress may form an obstacle for the foreign policy. During the Copenhagen 

negotiations for example, the American Clean Energy and Security Act was introduced in 

Congress. Diplomats and negotiators were instructed not to conclude a too stringent 

international agreement, while this could lead to dismissal of the national bill.  Consequently, 

voluntary commitments were pledged and no sovereignty was surrendered. It is highly 

doubtful that these patterns in the foreign policy with regards to GHG emissions will change 
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in near future. Therefore, a different approach for the United States to participate in the 

international carbon market need to be found elsewhere.  

An other possible means in the top-down approach is the enactment of a national federal 

cap-and-trade system and the linking with an international emission trading system. Since it is 

not necessary to conclude an international legally binding agreement if the international 

linking is accomplished through reciprocal legislation, this could form a crucial alternative for 

the above mentioned difficulties. Consequently, the United States would still hold the 

sovereign authority over its carbon market, the two-third Senate vote would not be necessary 

and the Byrd-Hagel Resolution will not be a valid argument.  

Nevertheless for this structure, a national emission trading system is needed. Several cap-and-

trade bills have been proposed in Congress and none of them have obtained the sufficient 

number of votes to pass and become law. This thesis has researched whether it is possible to 

avoid such legislative voting and construct a carbon market through the different federal 

branches. On the one hand, in American Electric Power co., Inc, et al. v. Connecticut et al. 

the Supreme Court decided that the Judicial branch may not set GHG emission caps while 

courts lack expertise and the Congress delegated such power to the Environmental Protection 

Agency. The task of the Judicial branch is to merely review the agency’s actions and  

examine their accordance with the Clean Air Act. On the other hand, Mass. v. EPA and the 

“endangerment finding” has given the Executive branch’s agency, the EPA, the authority to 

regulate GHG emissions under the Clean Air Act. However, it is not certain that the EPA is 

also authorized to construct a federal cap-and-trade system under the Clean Air Act. If the 

EPA enacted a federal emission trading system, it would face many legal impediments. With 

regards to the pending lawsuits, in which EPA’s interpretation of Mass. v. EPA  is challenged, 

the recently regulated Command and Control standards already have to deal with legal 

obstacles. Undoubtedly, an interpretation of Mass. v. EPA and the “endangerment finding” 

that leads to EPA’s authority to build a cap-and-trade system, will a fortiori be challenged. In 

case of such a lawsuit, the Chevron Doctrine will determine whether the governmental agency 

interpreted the statute well in order to regulate under that law. Hence this will bring along 

uncertainty, which is not advisable in an economic market-based system.  

Hence, the top-down participation of the United States in the carbon market needs to 

overcome a lot of additional requirements as well in the national as in the international 

context. Therefore the bottom-up approach has more potential for the Unites States’ 

involvement in the carbon market. As half of the amount of states are already somehow taking 

part in different cap-and-trade systems, a link of these systems would broaden the 

geographical scope and enlarge the United States’ carbon market. However it is crucial that 

the regional linkage comply with the U.S.’ Constitution. Due to the fact that several clauses 

could form a threat for the legal validity, a good draft and good regulations are fundamental.  

Consequently to the examination of the possible dangerous clauses in the national linking 

situation, it is unlikely that the Foreign Affairs Clause will impede the linking. With regards 

to the Supreme Clause it is most important that the cap-and-trade systems do not conflict the 

recent EPA standard regulations. As long as the regulations under the emission trading system 

are not less stringent than the federal caps, the implementation of both will not impose a 
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difficulty. The Constitutional clauses that will bring along the most legal claims involving a 

national bottom-up linkage, are the Compact Clause and the Commerce Clause.  

Despite the fact that the Compact Clause has never been used to invalid state law, the linking 

should not provoke the clause. Hence it is advisable to keep functioning with the reciprocal 

legislation and recognitions of extra-jurisdictional credits as a standard for the link. An 

overarching supra-domestic body that regulates the states should be avoided. States should be 

able to withdraw from the market without difficulties. Unfortunately, there is an enormous 

disadvantage to this manner of linkage. It provides for less certainty, which is crucial for a 

carbon market. Nevertheless, it is the safest manner to avoid a conflict with the Compact 

Clause.  

Furthermore it is recommended to avoid a conflict with the Interstate Commerce Clause. 

Particularly provisions that avoid “carbon leakage” may violate the former clause. Carbon 

leakage describes the process in which regulated entities will move their businesses to  a less 

regulated area or attempt to comply in a less costly way for example by importing electricity 

from non-regulated areas. Consequently cap-and-trade systems have the tendency to limit or 

prohibit the import of GHG substances. This is a clear violation of the Interstate Commerce 

Clause. The precedent of Rocky Mountain v Goldstene could even form a threat for the 

current cap-and-trade system of California. While California’s AB 32 includes importers of 

electricity in its cap-and-trade regulation, producers of electricity out-of-state are obliged to 

measure and verify their carbon emissions according to the CARB’s standards. Based on the 

recent precedent this obligation to seek regulatory approval for out-of-staters is violating the 

Dormant Commerce Clause. An accord with the other states, in which is agreed that their 

authorities will measure and verify the emissions, could be a possible solution to circumvent 

the unconstitutionality. If states want to include other provisions to reduce “carbon leakage” 

they should make sure that they are not burdensome on interstate commerce. The limitation or 

prohibition of import reduces the area of distribution in other states, which will shrink the 

demand and will raise the prices. Consequently this kind of regulation will have a negative 

influence on the commerce in other states. Therefore, when linking the carbon markets, the 

regulators may not place an excessive burden on the commerce of the non-participating states.  

If all of the above remarks are taken into account, there is no reason why the linkage of 

regional U.S. cap-and-trade systems to each other should be unconstitutional.  

An international bottom-up link with U.S. regional carbon markets is likely to have more 

legal obstacles than in the national context.  In contrast to the Interstate Compact Clause, state 

law has already been invalidated on the basis of the Foreign Compact Clause. The Supreme 

Court decided that a strict application of this clause is necessary as it believes that the framers 

of the Constitution intended to cut off all negotiations and intercourse between the state 

authorities and foreign nations. Subsequently, it is irrelevant whether international bottom-up 

linking is done through reciprocal legislation or recognition of the credits or an international 

legally binding agreement. This due to the fact that under this stringent regime, every 

agreement with a foreign entity would be unconstitutional. Although this case has not been 

overruled and therefore still exists, the Supreme Court has been avoiding further ruling on the 
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Foreign Compact Clause and has shifted the implementation towards the Preemption theory 

of the Supreme Clause and the Foreign Affairs Clause.  

Additionally, when linking regional cap-and-trade systems to an international carbon market, 

it may not violate the Foreign Commerce Clause. Hence the link may not implicate foreign 

policy and may not create a reason for retaliation against the United States. In order to have a 

well functioning international market, good communication is crucial. The authorities should 

monitor very closely in order to avoid that emission credits are used in more than one cap-

and-trade system to comply. If a good communication is maintained it is unlikely that foreign 

nations, with whom a carbon market link has been concluded, will have the intention to take 

retaliation actions against the United States. Just like the Foreign Compact Clause, however, 

the application of this clause has been circumvented by using the Preemption theory.  

While there are no statutes that could conflict with the international linking of cap-and-trade 

systems, the Supreme Clauses’ statutory preemption will not impose a threat. The Foreign 

Affairs Clause, on the other hand, could possibly preempt state law from concluding an 

international link. All will depend on whether courts will qualify the international carbon 

market with U.S. regional participation as a too steep decline in the bargaining position of the 

United States in international negotiations.  

Subsequently to the examination of the U.S.’ history in international climate change, it can be 

concluded that the overall emission reduction of carbon emissions and monetary funds are 

used as leverage. Most likely, an international link will not decrease the bargaining position if 

a sub-national link is made through reciprocal legislation. Since this manner of linking is not 

legally binding on a supra-national level and withdrawal of the participating countries and 

states is allowed at any time, reciprocal legislation does not provide for the same certainty as 

an international binding agreement. Therefore there will still be a need to include the United 

States in an international binding agreement. Furthermore the existence of a regional carbon 

market link with international entities, will not influence the monetary funds’ leverage.  

Hence, the linkage will not impose a sufficiently comprehensive threat in order to violate the 

Foreign Affairs Clause. 

As an overall conclusion, in case no federal cap-and-trade legislation can pass in Congress, 

the bottom-up linking has more potential than the top-down linking to involve the United 

States in the carbon market. However, the national bottom-up linking will be less intricate 

than an international link. Undoubtedly any link will deal with many legal claims and 

therefore it is crucial for the states and their regional markets to draft linking regulations that 

don’t violate the U.S.’ Constitution. This thesis examined the key topics that should be 

avoided in order to construct a valid legal link.  
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