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It's a depressing time to be an environmentalist. Climate change hit home last year with 1 

brutal force: 2012's historic drought singed much of the Midwest, turning farms to dust 2 
and withering the corn crop. Other parts of the U.S. suffered through storms like Sandy 3 

and massive wildfires. And average annual temperatures in the continental U.S. beat the 4 
previous recorded high by a full 1°F — a landslide in meteorological terms. 5 

So, logically, 2013 would be the year when the U.S. finally gets serious about dealing with 6 

the man-made greenhouse-gas emissions that drive warming. That's not quite how it has 7 
turned out. Some Republicans do not even admit that climate change is real, leaving 8 

congressional action a fantasy. While President Barack Obama talked about making the 9 
fight against global warming a second-term priority, he's realistic about its chances. "If the 10 

message is somehow that we're going to ignore jobs and growth simply to address climate 11 
change, I don't think anybody is going to go for that," Obama said shortly after his re-12 

election in November. "I won't go for that." 13 

But if environmentalists look west from Washington — about 2,728 miles west — they'll 14 
see reason for hope. On Jan. 1, after years of preparation and legal battles, California 15 

launched a carbon cap-and-trade system, establishing a declining limit on the state's 16 
greenhouse-gas emissions. That means that the most populous state in the U.S. and the 17 

ninth biggest economy in the world has legally committed itself to reducing its carbon 18 
emissions to 1990 levels by 2020. 19 

While cutting California's carbon emissions alone might not make a big dent in climate 20 
change — the state is responsible for perhaps 1% of global emissions — the success or 21 

failure of the state's environmental experiment may well decide whether national or even 22 
international action on global warming ever becomes a reality. "California is a big 23 

economy, and it is very diverse, like the U.S. as a whole," says Mary Nichols, chairman of 24 
the California Air Resources Board (CARB), which is overseeing the cap-and-trade system. 25 

"If it can work in California, it can work in the U.S." 26 

If cap and trade sounds familiar, it's because it has long been climate-policy weapon No. 1 27 
for environmentalists. Here's how it works: The government establishes a legal cap for 28 

carbon emissions, then steadily reduces that limit over time. Companies are assigned 29 
individual caps based on their greenhouse-gas emissions in the past and are either given or 30 

required to buy through an auction carbon permits that add up to the cap. (California's 31 
system involves a mix of free and auctioned permits.) Businesses then have to reduce their 32 

emissions through energy efficiency or by using more renewable power to stay under that 33 
cap. If companies fail to reduce emissions enough, they can buy additional carbon permits 34 



on an open market to make up the difference, while businesses that stay under their cap 35 
can sell leftover permits. The advantage of an emissions cap-and-trade system — which 36 

was successfully used in the U.S. in the 1990s to cut the sulfur dioxide emissions that cause 37 
acid rain — is that businesses can decide for themselves the most economically efficient 38 

means to clean up. "If it's done right, it's a cost-effective way to reduce carbon emissions," 39 
says Robert Stavins, an environmental economist at Harvard University. 40 

That's the challenge: getting it right. California's government isn't the first to try to put a 41 

cap-and-trade program in place. In 2005 the European Union launched its Emissions 42 
Trading Scheme (ETS), a system that covered large factories and power plants in 31 43 

countries throughout the continent. But while European emissions have declined since ETS 44 
was launched, the system has been troubled. The price of carbon permits on the open 45 

market crashed in 2007, in part because the cap was set too high and companies were given 46 
too many free permits. That didn't stop utilities from raising electricity prices, ostensibly to 47 

cover the cost of complying with ETS, allowing them to rake in windfall profits. Nor did it 48 
help that liberal use of carbon offsets — which allow companies to pay to reduce carbon 49 

elsewhere instead of cutting it themselves — further diminished the cap's effectiveness. The 50 
E.U. "gave the carbon permits away, and then they were outraged when companies raised 51 

their prices," says Severin Borenstein, a co-director of the Energy Institute at the 52 
University of California, Berkeley. "Economists could have told them that would happen." 53 

Regulators have closed some of those loopholes in ETS, but the still operational trading 54 
system continues to suffer from its rocky launch. 55 

California, which has been working on cap and trade since 2006, has the advantage of 56 

hindsight and has been fine-tuning its system to avoid Europe's missteps. CARB has been 57 
collecting data on carbon emissions for years, which should help regulators set an accurate 58 

carbon cap — not too high and not too low. Offsets can make up no more than 8% of a 59 
company's carbon responsibility, and the state is tightly regulating offset programs. Most 60 

important, California will auction a portion of carbon permits to companies each year 61 
rather than giving them all away. That should limit windfall profit-taking by utilities, as 62 

will a requirement that California households receive a dividend twice a year from the 63 
money raised by the carbon system. "The auction prevents companies from banking their 64 

permits and then passing on the price to customers," says Tim O'Connor, director of the 65 
Environmental Defense Fund's California Climate and Energy Initiative. "It helps protect 66 

the integrity of the entire program." 67 

California held its first auction for carbon permits in November, and the results were 68 

mostly promising for the future of the system. The available permits for 2013 fully sold out, 69 
indicating that companies are taking the system seriously. But the permits sold at just 70 

above the regulated price floor of $10 a ton, and permits for 2014 and 2015 did not fully sell 71 
out. That relatively low market price for carbon may actually be a good thing, indicating 72 

that the cap is set at a realistic level that companies think won't be too difficult or expensive 73 
to meet. (If businesses anticipated that the cap would be too low, they would have 74 

purchased more permits, driving up the market price of carbon.) But the unsold 2014 and 75 
2015 permits could also indicate that businesses believe California might eventually back 76 

off from capping carbon, especially if the state's economy struggles or if climate-skeptic 77 



Republicans take back Sacramento. "There's definitely some regulatory risk reflected in 78 
the market, especially projecting forward," says Olga Chistyakova, a senior analyst at 79 

Thomson Reuters Point Carbon. "That's putting a downward pressure on prices." 80 

That worry may not be misplaced. Since former governor Arnold Schwarzenegger signed 81 
the Global Warming Solutions Act in 2006, California's evolving cap-and-trade system has 82 

had to fend off several legal and electoral challenges. A ballot proposition that would have 83 
effectively suspended the climate-change law was defeated in the 2010 state election, thanks 84 

in part to significant campaign spending by environmentalists and clean-tech tycoons. But 85 
shortly before the first carbon auction in November, the California Chamber of Commerce 86 

filed a lawsuit contending that the sale amounted to an illegal tax on regulated companies. 87 

California contends that the auction is not a tax because the money raised in the sale can be 88 
used only to pay the administrative costs of the system or be allocated for projects that will 89 

further reduce emissions, like energy-efficiency programs. The November auction went 90 
forward despite the lawsuit, but the legal woes add to worries about the long-term viability 91 

of the system and its impact on California's still wobbly economy. "We already have state 92 
electricity costs that are 50% higher than the national average and declining investment in 93 

manufacturing," says Dorothy Rothrock, vice president of government relations for the 94 
California Manufacturers and Technology Association. "You're going to go backward on 95 

the economy." 96 

There is a risk that rising costs due to cap and trade could drive some energy-intensive 97 

businesses out of the state — a risk exacerbated by the fact that California is essentially 98 
going it alone on climate action. That wasn't the plan in 2006. Several other Western states 99 

were supposed to join California in creating a regional carbon-capping system, the first 100 
step in what environmentalists expected would eventually become a national cap-and-trade 101 

program. But the other states dropped out, and national legislation died in the Senate in 102 
2010. California stands alone, surrounded by uncapped states. That means carbon dioxide 103 

reductions in the Golden State might be canceled out by emissions increases beyond its 104 
borders. "Leakage is a reality," says Stavins. "But you're going to have leakage unless 105 

every country in the world adopts carbon policy." 106 

That won't happen anytime soon. But despite the challenges, Stavins expresses confidence 107 
that California's cap-and-trade system has the right design to help the state reduce carbon 108 

emissions even as it continues to generate green jobs. The initial signs are promising, with 109 
the price of carbon rising since trading began on Jan. 1. By 2015, if all goes well, California 110 

will expand the cap-and-trade system from factories and power plants to include 111 
transportation fuels — a major part of the state's carbon footprint. 112 

From smog regulations to energy-efficiency standards, California has always led the way 113 
on environmental policy, with the rest of the country eventually following — sometimes 114 

kicking and screaming. Global warming is going to be tougher, though. "Climate change is 115 
only going to be solved if everyone gets involved," says O'Connor. "But the world's ninth 116 

largest economy doing something can only help." The question is whether California's 117 
climate dream will ever become a reality for the rest of us. 118 


