
Legal Analysis of California’s Cap-and-Trade Auction Proceeds  

 
THE ISSUE: Legal limitations are imposed on how to use AB32 state auction revenue 
 
HOW TO USE AB 32 REVENUE TO AVOID LITIGATION RISKS 
1. Proposals aimed at funding GHG Reductions 

o Using AB 32 revenue to help achieve direct reductions in GHGs is the safest way to show 
that auction proceeds are not being used for “unrelated revenue purposes.” 

o GHG reductions must occur before 2020, because of AB 32’s specific 2020 mandate. 
 

2. Proposals that achieve other goals explicitly endorsed by AB 32 
Secondary goals must still be within the auspices of GHG Emission Reduction, though it becomes risky to 
spend auction revenue on programs aimed at these ancillary goals in isolation.  

o Design the regulations in a manner that is equitable 
o Ensure that activities undertaken to comply with the regulations do not disproportionately 

impact low-income communities 
o Ensure that activities undertaken pursuant to the regulations complement, and do not 

interfere with, efforts to achieve air quality standards and reduce toxic contaminants 
o Design any market-based compliance mechanism to prevent any increase in the emission of 

toxic air contaminants or criteria air pollutants 
o Minimize leakage 
o Maximize additional environmental and economic benefits for California 
o Direct public and private investment toward the most disadvantaged communities in 

California 
o Provide an opportunity for small businesses, schools, affordable housing associations, and 

other community institutions to participate in and benefit from statewide efforts to reduce 
greenhouse gases. 

 
3. Proposals supported by a factual record developed by the Legislature or by CARB concerning the 

achievement of reductions or other goals  
 
4. Proposals that avoid direct allocation of money for revenue purposes unrelated to AB 32  
 
RISKY APPROACHES 

• If the cost‐effectiveness of a mitigation measure is very low (i.e. not focused solely on reducing 
GHGs), and if emission reductions are projected for far into the future, a court could conclude 
that auction proceeds are being used in lieu of general funds. 

• Spending proposals that provide a rebate to taxpayers would not advance the purpose of AB 32 
(see Sinclair Paint), because even though rebates infer that AB 32 was not created to “raise 
revenues,” auction petitioners  

 
 
 
 
 
 
 



BACKGROUND 
Petitioner’s Argument:  

• In November and April 2012, the California Chamber of Commerce and the Pacific Legal 
Foundation fought to invalidate ARB auctions.  

• The petitioners invoked Proposition 131, claiming that the Legislature did not intend for ARB to 
raise billions of dollars2 by selling allowances, and the auctions are therefore an unlawful tax 
that was improperly authorized without a two-thirds vote of the Legislature. 

 
ARB Counter-Argument:  

• The Legislature left the method of allowance distribution to ARB’s discretion, with full 
understanding that an auction was a possible method. 

• The Legislature passed statutes addressing auction proceeds after ARB’s adoption of an auction 
system, an implicit acknowledgement that an auction process was within ARB’s authority. 

• Proposition 13 only applies to taxes “enacted for the purpose of increasing revenues,” whereas 
ARB elected to sell allowances for regulatory reasons. 

• The selling of allowances fundamentally differs from a tax because, in buying allowances, 
market participants are “voluntarily” purchasing tradable benefits or privileges at a market 
price, with the auction proceeds being used only to further AB 32’s goal of reducing greenhouse 
gas emissions. 

 
Court Ruling:  

• In November 2013, the court overruled the petitioner’s case. 
• The ruling was in part based on precedence from Sinclair Paint3, which ruled that a regulatory 

fee was not an unlawful tax  
 

How Proposition 26 Could Remove Sinclair Precedent: 
• Proposition 26 passed as a voter initiative in 2010 and changed the distinction between taxes and 

fees previously outlined in Sinclair by modifying the definition of tax in Article XIII of the California 
constitution. 

o Many fees that would have been considered “regulatory” under Sinclair may now be 
considered a “tax” requiring a supermajority vote in the Legislature. 

o However, Prop 26 only applies to state exactions resulting from a “change in state statute” 
adopted after January 2010, nothing indicates that it should be applied to AB 32 created in 
2006. It CAN BE applied if AB 32 is amended. 

 
 

                                                           
1 Proposition 13 (1978), the “People's Initiative to Limit Property Taxation,” prohibits new “state taxes enacted for 
the purpose of increasing revenues,” unless passed by a two‐thirds supermajority vote of the Legislature. 
2 Though cap‐and‐trade auctions were not created to generate revenue, projections indicate $1 billion annual 
revenue in the first year and from $2 billion to $10 billion in annual revenue in the following years. 
3Sinclair Paint (1997), the Court assessed the validity of a fee charged by the state to manufacturers of products 
that caused environmental lead contamination. The state used the fee to pay for community health programs, like 
lead screenings. The fee was challenged in court as an unlawful tax, but the Supreme Court held that the fee could 
be a valid regulatory fee, not a tax, if it met certain criteria—and would therefore be lawful even though it was not 
passed by a 2/3 supermajority. 
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