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cReating a u.S. caRbon maRket
by Alex Hoover*

*Alex Hoover is a J.D. candidate, May 2010, at American University, Washington 
College of Law.

President Obama’s recent budget proposal is a strong indi-
cation that the current Administration will take the first 
real steps towards realizing a nationwide cap-and-trade 

system in the United States.1 Examining existing cap-and-trade 
systems such as the European Union Emissions Trading Scheme 
(“EUETS”), the Regional Greenhouse Gas Initiative (“RGGI”), 
and the New South Wales Greenhouse Gas Abatement Scheme 
(“NSW Scheme”) illustrates the value of two increasingly com-
mon features that the United States should consider: auctions 
and offset mechanisms. As this article shows, these mechanisms 
can address major concerns with cap-and-trade by mitigating 
price distortion and encouraging technological advances.

The EUETS consists of thirty member states2 and targets 
carbon-fuel power plants and other industrial facilities.3 The sys-
tem has been widely criticized due its failure to prevent market 
price distortions in part because it uses an emission allocation 
distribution system which allows nations to directly distribute 
carbon allowances.4 However, in 2013 the EUETS will enter 
Phase III (it is currently in Phase II)5 which will include a shift 
from the current distribution system to an auction system.6 It 
will also implement a single allowance allocation system that 
sets common emissions caps for all member states, rather than 
the current “national allocation plans.”7

RGGI consists of ten northeastern U.S. states and targets 
carbon dioxide emissions from power plants.8 RGGI requires a 
ten percent reduction in GHG emissions from power plants by 
2018.9 Individual states sell the majority of the carbon credits 
offered through quarterly auctions.10 In addition to buying cred-
its, installations may receive allowance offsets by undertaking 
projects that reduce or sequester GHG.11

The NSW Scheme sets an emissions baseline and distributes 
certificates for power generators that reduce GHG emissions.12 
Power generators earn a certificate for each ton of emissions 
reduction through low-emission electricity generation, activities 
that reduce electricity consumption, and carbon sequestration 
through forestry.13 These generators may then sell their certifi-
cates to other generators.14 

In designing a national cap-and-trade system, U.S. lawmak-
ers should learn from these examples to avoid market distortion 
and encourage innovation. For example, an allowance auction 
could create revenue to fund targeted tax breaks to mitigate 
price distortion. The choice of allowance distribution is gener-
ally between auctions and direct distribution. In auctions, the 
government collects the price of each bid as revenue. Under a 
direct distribution system, the government gives companies car-
bon allowances, which they could potentially sell on the market 
for a profit. The EUETS illustrated the problems of a direct dis-
tribution system15 where companies do not generally pass their 

savings to the consumer.16 Instead, they collect the difference 
between the free carbon allowances and the market price as prof-
it.17 The EUETS’s Phase II leaves the value of the initial carbon 
allowances unavailable to correct potential price distortions.18 

The use of auction revenue to fund targeted tax breaks 
addresses the criticism that auctions would burden consumers 
through increased carbon prices passed on by companies.19 For 
instance, the European Commission will use the revenues from 
Phase III auctions to invest in renewable energies that compa-
nies may utilize to improve energy efficiency and address the 
impact of energy price increases to consumers.20 Effective use 
of tax policy could significantly offset the costs of investing in 
new technology or paying higher energy prices.

A U.S. cap-and-trade system should also include an offset 
mechanism, like those in RGGI and the NSW Scheme, to encour-
age investment in efficient technologies. An offset mechanism 
allows a company to earn allowances by undertaking projects 
that reduce or sequester carbon emissions.21 The offsets can act 
as subsidies when companies that earn offsets sell them on the 
market to recover some of the project costs.22 

Critics argue that an offset mechanism could increase emis-
sions if the government distributes allowances for projects that 
companies would have done even without the allowances.23 
RGGI’s offset mechanism addresses this problem by disquali-
fying projects encouraged by other government action.24 For 
instance, a company may not receive offset credits for projects 
that the law already requires or receive funding or assistance 
from other programs.25 Under the NSW Scheme’s Metered 
Baseline Method (“MBM”), the government determines base-
line energy use for each facility based on its historical energy 
use.26 To ensure that offset allowances truly reduce emissions, 
the MBM does not consider efficiency projects undertaken dur-
ing the baseline period or projects anticipated while the facility 
was collecting offset allowances.27

Examining policies and challenges of existing systems 
provides valuable, real-world lessons for implementing a cap-
and-trade program. As policymakers proceed with President 
Obama’s ambitious charge, they must create an efficient system 
that promotes the country’s best interests. As this article illus-
trates, including auctions and offset mechanisms to mitigate 
price distortions, encourage true reductions in GHG emissions, 
and support the development of efficient technology will be an 
important aspect of any national cap-and-trade program.
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