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California Air Resources Board Proposes to 
Finalize Cap-and-Trade Regulations and Seeks 
Public Comment  
BY ROBERT P. HOFFMAN & COLIN J. BARRENO 

On July 25, 2011, the California Air Resources Board (“ARB”) released its proposed final cap-and-trade 
regulations,1 initiating a 15-day public comment period on the specifics of a cap-and-trade program2 
slated to start in 2012, with compliance obligations beginning in 2013. As compared to the original 
version of the regulations, adopted in late 2010, the current proposal includes significant 
modifications, highlights of which include: 

 Changes to market operations, oversight, and timing (most notably, an official push back in 
compliance from 2012 to 2013);  

 The inclusion of quantitative data on benchmarking and allowance allocation;  

 New compliance and oversight mechanisms for the electricity sector; and 

 Modifications and clarifications on the regulation of offsets.  

Public comment is open until August 11th. ARB staff is inviting stakeholders to provide comments on 
several specific issues. These include, among others:  

 The phasing in of various program elements in 2013 as opposed to 2012;  

 The sufficiency of the regulation’s new “Voluntary Associate Entity” category designed to provide 
opportunity for derivatives clearinghouse entities to participate in the market;  

 Regulatory verification of early action offset credits;  

 Distribution of extra allowances collected for untimely surrender; 

 The new equation for calculating obligation of electricity deliveries from outside California; and 

 The exemption from compliance of waste-to-energy facilities. 

These issues are explained in greater detail below, as are highlights of the proposed modifications in 
general and the new program timeframe for compliance. First, we offer some background on the cap-
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and-trade regulations within the framework of California’s climate change law, and the current status 
amid pending litigation that has received substantial publicity. 

Background 

Cap-and-trade to be implemented under AB 32 

The cap-and-trade regulations were promulgated pursuant to the California Global Warming Solutions 
Act of 2006 (“AB 32”) 3 as part of a comprehensive program to reduce California’s greenhouse gas 
(“GHG”) emissions. Specifically, AB 32 requires ARB to adopt GHG emission limits and emission 
reduction measures to become operative beginning in 2012. Cal. Health & Safety Code § 38562(a). 
ARB adopted the first version of the cap-and-trade regulations in late 2010, with the understanding 
that further rulemaking would be necessary prior to 2012, for instance, to provide quantitative data on 
allowance allocation and address other issues as they develop. The current set of regulations are the 
proposed final regulations.4 

Cap-and-trade implementation found to violate CEQA in California superior court 

About the same time the regulations were initially adopted, environmental groups filed a lawsuit 
alleging (in part) that ARB violated the California Environmental Quality Act (“CEQA”) by failing to 
sufficiently consider alternatives to cap-and-trade, such as a carbon tax. Association of Irritated 
Residents v. California Air Resources Bd., Case No. CPF-09-509562 (2011). CEQA generally prohibits 
an agency from approving a project or plan if there are significant environmental effects associated 
with the project or plan that can be reduced or avoided with feasible mitigation measures or project 
alternatives. See Cal. Pub. Res. Code § 21002. The trial court agreed that ARB failed to sufficiently 
analyze alternatives in its CEQA document. Accordingly, on May 20, 2011, Judge Goldsmith ordered 
ARB to cease all activity in furtherance of cap-and-trade until ARB prepared a new CEQA document 
with an adequate alternatives analysis. 

Cap-and-trade to proceed, pending appeal; ARB simultaneously adheres to Judge Goldsmith’s order 

Although the environmental plaintiffs prevailed in superior court, it appears the lawsuit will not 
adversely affect the cap-and-trade program for two reasons. First, ARB appealed the decision on June 
1st, and the appellate court granted a stay later that month, meaning ARB can proceed to implement 
the program during the appeal, which could take well over a year even to begin to proceed.5 Second, 
ARB has revisited its alternatives analysis, expanding its consideration of alternatives to cap-and-
trade, ostensibly addressing Judge Goldsmith’s concerns so that, even if ARB loses on appeal, the cap-
and-trade program will have been adopted in accordance with CEQA.6 There is a possibility, however, 
that the California Supreme Court will step in. On July 28, 2011, the environmental groups filed a brief 
in support of a petition for review with request for stay, arguing the appeals court should not have 
granted ARB a stay without explanation. It remains to be seen what the busy court will do with the 
petition. 

Highlights of Changes in Proposed Cap-and-Trade Regulations 

Many of the revisions contained in ARB’s 283-page document amending the 2010 regulations are 
considered minor and non-substantive by ARB staff. Some highlights of the major substantive changes 
are discussed below. Most of these changes were released in a discussion draft in mid-July, with a 
public workshop held on July 15th to discuss the proposed changes. The changes made since the 
discussion draft are also discussed below. 
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Market Operations, Oversight, and Timing 

Compliance delayed to 2013. 

Originally, ARB had planned to launch the cap-and-trade program in 2012 with the first three-year 
compliance period spanning 2012-2014. Covered entities would have had to surrender allowances for 
all three years by the end of the compliance period. The initial cap for the year 2012 was set at the 
actual projected emissions for 2012, and the caps for each subsequent year would be reduced by 2-
3%. 

With the proposed final regulations, ARB has decided to delay the “compliance obligation” until 2013, 
while beginning to implement the program and create the market in 2012. Specifically, there will be 
no obligation to surrender allowances for 2012. Instead, the first compliance period will include only 
2013-2014. However, in 2012 ARB will create allowance accounts and begin to allocate and auction 
allowances for subsequent years in an effort to develop the market ahead of the compliance period.  

New holding account category for central clearinghouses 

The proposed regulations create a new category of holding account designed to accommodate the 
participation in the market of derivatives clearinghouses registered with the Commodity Futures 
Trading Commission (“CFTC”). See 17 CCR § 95831(a)(5). The inclusion of this category of account – 
the “Exchange Clearing Holding Account” – allows these registered exchanges to take temporary 
ownership of large amounts of compliance instruments as a third party in order to clear transactions 
between buyers and sellers. The regulations are designed so that such temporary ownership does not 
violate the holding limits applicable to most market traders, enabling exchanges to participate in the 
market. The exchanges are classified as a new type of Voluntary Associated Entity (“VAE”) under the 
regulations. See § 95814(a)(3). 

The participation of exchanges, which provide a central location for buying and selling futures 
contracts, may be crucial to the liquidity and efficient operation of the cap-and-trade market. In 
addition to matching buyers and sellers in a central location, exchanges provide valuable information 
to the market on the price covered entities are willing to pay for allowances, facilitating market 
operation.  

Exchanges are already gearing up to participate in the market. On July 18th, just three days after 
ARB’s public workshop on the discussion draft of the proposed regulations, the Green Exchange, a 
Designated Contract Market registered with CFTC, announced the creation of a California Carbon 
Allowance futures contract, which will be listed for trading on the exchange in September of this year.7 
According to the exchange, the contract had been developed in close consultation with market 
participants.  

Allowance Allocation and Benchmarking 

The proposed regulations provide quantitative data on allowance allocation and benchmarking that 
were not previously released. Along with the revised regulations and Notice of Public Availability, ARB 
published Appendix A, detailing allocation of allowances to electricity distribution utilities, and 
Appendix B, detailing industrial producer allocation and benchmarking methodologies. 

“Product benchmarks” are used to determine the precise allocation of allowances many industry 
participants will receive. For listed industry participants manufacturing listed products, companies are 
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allocated an amount of allowances in accordance with product output, rather than actual emissions. 
For example, a glass container manufacturing company will be allocated allowances based on a 
benchmark of 0.264 allowances per short ton of container glass pulled. See § 95891, Table 9-1. The 
equation used to determine final allocations also includes an industry assistance factor (with greater 
assistance given to industries that have a high risk of leakage8); a cap adjustment factor that goes 
down in proportion to the entire market cap each year; and a “true-up” factor, which operates to 
correct for the difference between assumptions and actual production in prior years. 

Electricity Sector 

The proposed regulations involve numerous changes that were made in consultation with industry 
stakeholders to the regulation and oversight of the electricity sector. In addition to the electricity 
distribution utility allocation, two changes noted here include the creation and prohibition of the new 
activity, “resource shuffling,” and the regulation concerning voluntary renewable energy used to retire 
allowances. 

Resource Shuffling 

Resource shuffling is defined as “any plan, scheme, or artifice to receive credit based on emissions 
reductions that have not occurred, involving the delivery of electricity to the California grid,” and 
involving reporting emissions information to ARB in one of the specified scenarios. See § 
95802(a)(245). For example, resource shuffling occurs where a deliverer reports emissions reduction 
information based on a new source that hasn’t previously served California, and in the same period 
delivers electricity with higher emissions to serve load outside California. First deliverers of electricity 
to the California grid must attest to ARB annually in writing that resource shuffling is not occurring. 
See § 95852(b)(1). 

Voluntary renewable set-aside program 

The proposed regulations clarify the treatment of voluntary renewable electricity used to retire 
allowances. Voluntary renewable electricity refers to renewable electricity that is not mandatory, such 
as renewable electricity used in compliance with the Renewable Portfolio Standard. Voluntary 
renewable electricity generators, Renewable Energy Credit (REC) marketers, or end users may use 
voluntary renewable electricity to set aside and retire allowances, permanently removing them from 
the market. 

In order to retire allowances as a result of eligible generation, the entity must provide a written 
request for allowance retirement for the previous year’s generation (or REC purchases) with specified 
documentation. The documentation includes, among other items, demonstration of the generator’s 
proper certification and certain attestations. See § 95841.1(b). The regulations also create a new 
holding account, designated the “Voluntary Renewable Electricity Reserve Account,” created 
specifically for retiring allowances under this program. See § 95831(b)(6). 

Offsets 

The proposed regulations include many changes and clarifications pertaining to offsets. Some of these 
include: changing the reporting period on which offset project operators are required to annually 
report so that it is not fixed to the calendar year, § 95976(d); simplifying and shortening the record 
retention period to 15 years following issuance of ARB offset credits, § 95976(e)(2); clarifications on 
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the different processes for obtaining ARB offset credits and Registry offset credits,9 §§ 95980.1, 
95981.1; and clarifying and developing many elements of the Early Action Offset Program, § 95990. 

The proposed regulations also establish an eight-year statute of limitations, limiting the timeframe 
within which ARB will be able to invalidate an ARB offset credit. § 95985(b). The statute of limitations 
was created in response to stakeholder comments. ARB selected eight years because it would allow 
two different verification bodies10 (which are rotated every six years) to review all related offset 
project determination. Since release of the discussion draft, ARB has also included two exceptions to 
the eight-year statute of limitations, whereby ARB would have only five years to invalidate a project. 
These exceptions concern offset projects developed under the protocol for ozone depleting substances, 
and projects verified by a new offset verifier three or more years after the offset was issued by ARB. 
See § 95985(b)(5), (6).  

Schedule 

Key dates in the process for finalizing the regulations, and in the program under the final regulations 
as proposed, are summarized below. 

 August 11, 2011: Public comments due to ARB. 

 Between now and October 28, 2011: Potential 15-day release of a second set of revisions, refining 
regulations based on public input.  

 By October 28, 2011: Regulation to be finalized and submitted to the State Office of 
Administrative Law. 

 Late 2011: Entities with obligations during the first compliance period (2013-2014) will be notified 
of their exact allowance allocations. 

 August and November 2012: First auctions of allowances. 

 January 2013: Beginning of first compliance period. 

Specific Issues Flagged for Stakeholder Comment 

ARB is accepting public comment on any issue related to the regulations. However, ARB has explicitly 
requested comments from stakeholders on a number of specific issues. In particular, ARB is 
requesting comments as follows. 

Delay in Compliance and Other Program Elements 

ARB staff is requesting comment on which program elements should begin in 2012 and what 
advantages there are to phasing in various components throughout 2012. 

The purpose of delaying compliance was largely to ensure that all elements of the market were 
prepared to be up and running from day one of the compliance period. ARB was particularly interested 
in taking any extra steps required to insulate the market from manipulation and gaming.11 
Accordingly, ARB is seeking input from stakeholders with views on which elements could begin earlier 
on and which could be phased in. Depending on comments received, some additional modification to 
the schedule for allocation, auction, trading, and other activities could be warranted.  
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Sufficiency of New VAE Category In Describing Centralized Exchanges 

ARB staff is requesting comment on whether the new VAE category captures the types of clearing 
entities expected to be active in carbon markets. 

As discussed above, the proposed regulations are intended to create a new category of VAE that 
includes exchanges registered with CFTC that will serve as central clearinghouses for trading 
allowances. The new category is defined to include derivatives clearing organizations, as defined in the 
Commodities Exchange Act, that are registered with CFTC. See § 95814(a)(3).  

Notably, the category also requires that the exchange clear transactions only between entities 
registered with the cap-and-trade program. Limiting the exchange participants to commercial traders 
excludes speculators from participating in the market. Excluding speculators from participating in the 
market could adversely affect market liquidity, since fewer entities would be available to take positions 
opposite market participants who are looking to hedge price risk on the exchange. On the other hand, 
ARB may believe speculators could adversely influence price. Stakeholders have an opportunity to 
comment on this element of the new VAE category. 

Regulatory Verification of Early Action Offset Credits 

Staff is seeking stakeholder comments on potential methods to facilitate the regulatory verification of 
early action offset credits that are efficient, do not require multiple verifiers to look at the same offset 
project data, and potentially provide a single, shared cost for verification services for an Offset Project 
Data Report. 

Current proposed requirements for early action offset credit regulatory verification are located at: § 
95990(f). In general, those requirements involve detailed review by an ARB-accredited verification 
body that is not the same verification body that conducted offset verification services to validate the 
early action offset project in the first instance. § 95990(f)(1).  

Distribution of Allowances Collected for Untimely Surrender 

Staff is requesting comment on a change made since the discussion draft with respect to the 
distribution of allowances collected for untimely surrender under § 95857(d). 

An entity that fails to timely surrender allowances in proportion to its emissions is required to 
surrender four times the amount of excess emissions within five days of the auction following the 
missed surrender deadline. See § 95857(b). ARB then retires one fourth of the allowances 
surrendered (corresponding to the original obligation). Under the proposed regulations, the remaining 
three fourths are now to be distributed into the Auction Holding Account, to be sold in auctions, rather 
than the Allowance Price Containment Reserve Account, access to which is more restricted. This 
change was proposed to avoid tightening the allowance market for all participants.  

New Equation for Calculating Obligation of Electricity Deliveries from Outside California 

Since the publication of the discussion draft, ARB added an equation to calculate the compliance 
obligations of providers delivering electricity from jurisdictions that are not linked to the California 
program. § 95852(b)(7). Staff is requesting stakeholder comment on the variables in the equation and 
on the equation itself, which sums deliveries of specified and unspecified electricity, as defined, and 
subtracts qualified exports. 
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Exemption for “Waste-to-Energy” Facilities  

The discussion draft included an exemption from compliance obligations for “waste-to-energy” 
facilities where municipal solid waste is diverted from landfills and incinerated to produce energy. ARB 
staff has received industry data in support of this exemption and continues to evaluate this proposal. 
ARB is requesting comment from stakeholders.  

The currently proposed regulations exempt emissions from combustion of municipal solid waste 
(biogenic fraction only) by direct combustion or by conversion to a clean burning fuel. See § 
95852.2(a)(7). The proposed regulations delete qualifiers to the clean burning fuel option. Based on 
stakeholder comment, ARB staff determined many technologies may be used to convert municipal 
solid waste to clean fuel. 

Other issues 

Additionally, ARB is requesting comment on:  

 Whether the new § 95834(a)(2), creating a beneficial holding relationship for electrical distribution 
utilities that hold compliance instruments on behalf co-contractors, effectively resolves obligation 
issues; 

 The restriction on the use of auction proceeds by electric distribution utilities solely for the benefit 
of ratepayers, under § 95892(d);  

 Whether the procedural changes relating to purchase of allowances from the Allowance Price 
Containment Reserve introduced in § 95913(f)(3) simplify the process and reduce uncertainty; 

 The exceptions to the eight-year statute of limitations regarding invalidating ARB offset credits, 
specifically the exceptions under §§ 95985(b)(5) and (6) for projects developed under the ozone 
depleting substances protocol or projects subject to subsequent verification, as discussed above; 

 Any matters relating to the addition of Appendix A, detailing allocation of allowances to electricity 
distribution utilities, and Appendix B, detailing industrial producer allocation and benchmarking 
methodologies. 

Submitting Public Comment 

ARB is presently accepting public comments, which can be submitted directly from the ARB website at 
http://www.arb.ca.gov/cc/cc.htm. The proposed regulations and supporting materials are also 
provided. If you have questions or are interested in assistance in submitting comments, please contact 
any of the attorneys listed on the next page. 
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1 The regulations, officially known as the “California Cap on Greenhouse Gas Emissions and Market-Based Compliance 
Mechanisms Regulation” (referred to here, throughout, as “cap-and-trade regulations” or “regulations”), are located in 
article 5, commencing with section 95800, subchapter 10, chapter 1, division 3 of title 17 of the California Code of 
Regulations (“CCR”). All references to code sections, unless otherwise specified, refer to the proposed final regulations. 
2 “Cap-and-trade” is a regulatory mechanism designed to establish a price for emitting GHGs into the atmosphere. In 
summary, under the cap-and-trade program developed by ARB, in order to legally emit GHGs, “covered entities” must 
obtain freely transferrable “allowances,” which the entity must surrender to ARB, one for every metric ton of CO2 or CO2 
equivalent emitted during the applicable compliance period. The total number of allowances available (or, the “cap”) will 
decrease 2-3% per year from the actual emissions forecast for 2012, until reaching approximately 15% below 2012 levels 
in 2020. See ARB, Emissions Trading Program Overview. The price of allowances will be set by market forces of supply and 
demand. 
3 AB 32 is codified at division 25.5 of the California Health and Safety Code, commencing with section 38500.  
4 ARB has indicated, however, that it may publish another set of revisions for a subsequent 15-day comment period 
between now and the October 28 deadline for finalizing the regulations. 
5 Although CEQA requires that appellate courts give CEQA actions preference over all other civil actions in setting them for 
hearing, Cal. Pub. Res. Code § 21167.1, Reuters reported that “[a] source within the appellate court said it could take well 
over a year before the busy court weighed in on the matter.” Reuters, California Gets Carbon Market Court Win, June 25, 
2011, available at http://www.reuters.com/article/2011/06/26/us-carbon-california-idUSTRE75P01E20110626. Such 
delays are common, and are not inconsistent with CEQA, which provides that the court must, “to the extent feasible, hear 
an appeal within 1 year after the appeal was filed.” Cal. Pub. Res. Code § 21167.1(a). 
6 See ARB, Air Resources Board releases revised analysis of alternatives to the Scoping Plan, June 13, 2011, 
http://www.arb.ca.gov/newsrel/newsrelease.php?id=219.  
7 See The Green Exchange, GreenX to Launch California Futures Contract, July 18, 2011, 
http://www.thegreenx.com/news/articles/07-18-2011.html.  
8 “Leakage” refers to reductions of GHGs in California that are accompanied by related increases in GHG emissions in other 
jurisdictions. 
9 Registry offset credits have been used for several years. They are subject to protocols for verification, and are 
marketable to any entity that wishes to reduce emissions to offset its impact or otherwise. In contrast, only ARB offset 
credits will be accepted for compliance with the cap-and-trade program. Protocols for verification of ARB offset credits are 
more rigorous. Currently, there are only four approved ARB offsets with protocols (forestry, livestock digester, urban 
forestry, and ozone depleting substances). ARB is working to develop more by the end of the year. 
10 See § 95977 for background on verification of GHG emissions reductions pertaining to offsets. 
11 See California Delays Cap-and-Trade Auctions, Citing Potential Gaming, New York Times, June 30, 2011. 
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