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Editors’ Summary: Climate change, like many environmental challenges, is a
global problem requiring local solutions. While the United States has of yet not
passed meaningful legislation that addresses climate change, several U.S.
states are taking steps to reduce the carbon footprints of their industries and
citizens. In this Article, Erwin Chemerinsky, Brigham Daniels, Brettny Hardy,
Tim Profeta, Christopher H. Schroeder, and Neil S. Siegel describe the climate
change policies proposed by one such U.S. state: California. The authors then
examine the possible constitutional issues inherent in these policies, including
the roles of the dormant Commerce Clause and the dormant foreign relations
power in moderating state efforts at regulation.

Within this Article, we see footprints of two giants.
The first is global warming, which holds the poten-

tial to become the single greatest environmental problem
facing California, the United States, and even the world.
California—along with a growing number of states—is tak-
ing unilateral actions to counter this threat. The second gi-
ant, the U.S. Constitution, restricts states’ power to address
certain problems and particularly limits the strategies states
can employ to further the interests of their citizens. This Ar-
ticle serves as a practical road map for California and other
states attempting to reduce greenhouse gas (GHG) emis-
sions without violating the dictates of the Constitution.

To begin with, we recognize that state, federal, and global
climate change policies affect every nation. The threat of
climate change does not hinge on where GHG emissions
occur. On the contrary, because these gases quickly assimi-
late into the global atmosphere, emissions in Florence, It-
aly, have the same global impact as those released in Flor-
ence, California.

Yet, even as the problem of climate change is a global one,
its solutions are often inherently local. It is only through cu-
mulative efforts of many that we have any hope of address-
ing the problem: climate change is well beyond the control
of California or even any single nation. But it is not beyond

the grasp of the world, assuming enough of us muster
enough will to do our part.

Our focus on California is well-deserved, as the state has
placed itself on the vanguard of state-level climate change
action. Most significantly, in September 2006, Gov. Arnold
Schwarzenegger (R) signed into law California’s Global
Warming Solutions Act (AB 32).1 AB 32 requires the Cali-
fornia Air Resources Board to set limits to reduce Califor-
nia’s GHG emissions to 1990 levels by the year 2020.2 This
law represents the nation’s first statewide mandate to reduce
GHG emissions across a state’s entire economy. The Act does
not specify how the Board should go about reducing emis-
sions, but instead generally states that the Board will adopt
regulations “to achieve the maximum technologically feasi-
ble and cost-effective greenhouse gas emission reductions”
possible.3 In considering different options, it seems likely
that the board will eventually promote a cap-and-trade pro-
gram. Although the Act does not directly call upon the
Board to use market-based solutions to reduce emissions, it
seems that the Board, along with many of California’s lead-
ers, prefers a cap-and-trade program over other alternatives.

It is easy to characterize AB 32 as a logical progression of
California’s past actions related to climate change. The Cal-
ifornia Legislature has previously passed pioneering legis-
lation that attempts to regulate GHG emissions from its au-
tomobile fleet.4 Additionally, about two months before
signing AB 32, Governor Schwarzenegger signed an agree-
ment with Prime Minister Tony Blair, providing for Califor-
nia and the United Kingdom to work cooperatively to ad-
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dress climate change.5 The governor has issued an executive
order that sets out an aggressive timeline for California to
reduce its GHG emissions.6 Furthermore, California’s state
bureaucracy has taken some steps to address the issue: the
California Public Utility Commission has instituted a pro-
cess to cap GHG emissions for the state’s electricity genera-
tors.7 California has also gone to great lengths to invest in re-
search to help the state understand the stakes it has in the cli-
mate change debate and the policies it could pursue to ad-
dress the problem.8

Given California’s role as a state, extraordinary circum-
stances surround AB 32. Perhaps due to the stark contrast
between California and the dearth of federal action on cli-
mate change, AB 32 has attracted the spotlight of the inter-
national stage. As Governor Schwarzenegger signed the
legislation, national and international leaders showed their
support and praised AB 32, including Prime Minister Blair
and Gov. George Pataki (R-N.Y.). Prime Minister Blair
noted that the signing ceremony represented a “historic
day for the rest of the world as well.”9 Indeed, the backdrop
for the signing ceremony—more than 100 flags of the
world’s nations—highlights the unusual fanfare surround-
ing AB 32.

Outside of the media’s spotlight, it is easy to imagine that
many others have wondered how AB 32 might impact them.
Presumably the shadow of AB 32 has created discomfort
for the president and others in Washington, D.C., who have
typically opposed taking firm action to address climate
change. Indeed, comments, such as Governor Schwarzen-
egger’s criticism of the federal government, rang out loud
and clear in the press: “California will not wait for our fed-
eral government to take strong action on global warming.”10

To some extent, those charged with negotiating our nation’s
treaties may have wondered if California’s actions compli-
cated the U.S. position at all. Additionally, those inside and
outside the state who rely on the bounty of the California
economy had to wonder whether they would help bear the
cost of AB 32.

Because both the benefits and the costs of California’s ac-
tions at least have the potential to extend beyond state lines,
it should not be surprising that California’s actions raise
some serious questions about whether the state has over-
stepped or will overstep its bounds. Depending on how the
Board implements AB 32, California’s enactment may raise
constitutional concerns, particularly if it settles on a
cap-and-trade system that impacts interstate commerce or
attempts to broaden the relevant GHG market by coor-
dinating California’s GHG markets with those created in
other countries.

Part I of this Article focuses on how California’s plan may
implicate interstate commerce and, hence, the Constitu-
tion’s dormant Commerce Clause. Specifically, this comes
into play as the state attempts to confront “leakage,” which
is the problem of those regulated by the program relocating
outside of California in order to avoid regulation. If Califor-
nia fails to address leakage, its system may impose burdens
on Californians without achieving actual reductions in
global warming gases. When attempting to stop system
leakage, however, California must remain mindful of the
Constitution’s dormant Commerce Clause.

Part II of this Article discusses the possibility of extend-
ing California’s market for emissions trading beyond its
boundaries and perhaps even beyond the boundaries of the
United States. For example, the European Union (EU),
which already has a GHG cap-and-trade program in opera-
tion, seems like a sensible place for California to expand its
market. To the extent that California considers counting re-
ductions outside of the United States as reductions under
California’s program, California may trigger constitutional
concerns under another dormant power in the Constitution:
the dormant foreign relations power.

This Article is meant to provide California with some
sound advice on the extent to which potential federal con-
stitutional pitfalls surround the state’s action. In writing
this Article, we also understand that a growing number of
states are on track to follow California’s steps in short or-
der. Given this, we also highlight the fact that the analysis
contained in this Article has practical value for those out-
side California.

I. Leakage and the Dormant Commerce Clause

California’s purpose behind its GHG reduction program is
simple: to reduce its contribution to GHGs in the global at-
mosphere. Despite the simplicity of the goal, the state faces
some significant challenges to creating an effective cap-
and-trade system that genuinely achieves that result. One
such barrier is that those outside California might undo any
progress California makes inside its borders. In confronting
a global problem, the fluid nature of the global economy can
make it difficult to achieve and assess progress.

In order to ensure that any reductions within California
translate to actual reductions of GHGs in the global atmo-
sphere, the state implementing agencies will need to design
a program that takes precautions to guarantee that gains
from such reductions are not lost through GHG increases
elsewhere. The concern that the dynamics of the larger
economy could wash out efforts within California is com-
monly referred to as leakage. The danger in proceeding with
indifference to leakage is that it could undermine Califor-
nia’s goals.
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Leakage is a common challenge for policies attempting to
reduce undesirable activities. For example, when a munici-
pal police force institutes an aggressive attack on illegal
drug sales, drug sellers may relocate to other jurisdictions
and continue their illegal business. This is a form of leakage.
Within the electricity sector, relocating generating facilities
to escape global warming regulation is implausible, at least
in the short term, but the integrated, interstate electrical grid
and the interchangeable nature of generated electricity al-
low for a different form of leakage. If global warming initia-
tives regulate electricity generation—which it almost cer-
tainly will—the market may respond by shifting production
from facilities inside California to unregulated facilities
outside the state. The risk of leakage grows out of several
factors including transportation costs, the pollution inten-
sity of the product, the ability of out-of-state producers to
create similar products, the regulatory burden outside Cali-
fornia, and the capacity of out-of-state producers to fill Cali-
fornia reductions.

Leakage can reduce the effectiveness of a regulatory pro-
gram, depending upon the program’s objectives. If munici-
pal police are only concerned about reducing crime in their
city, then leakage is not a problem. If they are concerned
about reducing crime within a larger region, however, leak-
age that simply shifts the incidence of crime from one area
within that region to another undermines and may even
completely negate the program’s effects. Leakage is a prob-
lem for a California cap-and-trade program precisely be-
cause one of California’s objectives is to reduce the impact
that California has on climate change—a problem of global
dimensions. If the reductions of global warming gases
within California are largely displaced to other states, then
the net effect of leakage is that it may substantially negate
California’s efforts.

At the outset, we also wish to emphasize that the term
leakage is an unfortunate one. While it captures the con-
cern that efforts within California may be undone by the
response of the broader economy, it also unfortunately
and inaccurately seems to suggest that California will at-
tempt to reach out beyond its borders or that it will some-
how target “trouble makers” outside of the state. Instead,
a better way to think of anti-leakage measures is that they
are devices to plug holes in California’s regulatory pro-
gram to prevent the benefits of that program from dissi-
pating. So long as these measures are applied evenhand-
edly and without discriminatory effects on economic ac-
tivity outside the state, they are appropriate measures for
a state to enact. This document examines a number of
ways that California might address leakage by focusing
exclusively within itself. As discussed below, the more
that California looks outward or aims its program at out-
siders, the more likely it is that the dormant Commerce
Clause will cause problems. In contrast, the more Califor-
nia concentrates inside its borders, the more likely it is
that California’s actions could withstand a dormant Com-
merce Clause challenge.

A. The Problem of Leakage in the Electricity Sector

We will focus our discussion below primarily on the dynam-
ics of the electricity sector. Of all the sectors that a cap-
and-trade program will likely cover, the electricity sector
faces the greatest challenges in curbing leakage for several

reasons. First, the specific characteristics of the sector make
it prone to leakage: electricity transmission lines make
transporting electricity simple and inexpensive; prominent
methods used to produce electricity—burning large
amounts of coal or gas—are carbon-intensive processes;
electrons on the grid are indistinguishable from each other;
and many out-of-state production facilities have excess ca-
pacity, meaning opportunities to shift output abound.

The second reason that the electricity sector faces acute
challenges from leakage relates to California’s existing re-
liance on pollution-intensive electricity produced outside
California. California currently purchases about one-quar-
ter of its electricity from outside its borders. However, be-
cause California’s electricity production facilities largely
rely on sources of power other than coal and gas, the im-
ported power accounts for one-half of the GHG emissions
attributable to California’s electricity use.11 Thus, if Cali-
fornia increasingly comes to rely on electricity produced
outside of California, it seems plausible that the
out-of-state energy may be dirtier than that produced
within California.

Below, we briefly explain how California’s options in
controlling leakage from its cap-and-trade system implicate
the Constitution. First, we discuss the state’s objectives and
how leakage impacts those objectives. Next, we describe
the legal structure of the dormant Commerce Clause. We
then examine how the dormant Commerce Clause impli-
cates California’s decision, focusing on the import of ex-
pressing and remaining true to the state’s purpose of enact-
ing GHG regulations.

1. Program Objectives

In evaluating California’s cap-and-trade program with the
dormant Commerce Clause in mind, the constitutionality of
any government action that implicates interstate commerce
will in large part turn on its objectives and whether the pro-
visions of California’s cap-and-trade program can be de-
fended as an effective means of achieving those objectives.
The state’s basic objectives for the program were defined by
the California Legislature in AB 32:

The Legislature finds and declares all of the following:

(a) Global warming poses a serious threat to the
economic well-being, public health, natural re-
sources, and the environment of California. The po-
tential adverse impacts of global warming include
the exacerbation of air quality problems, a reduc-
tion in . . . the Sierra snowpack, a rise in sea levels
. . . , damage to marine ecosystems and the natural
environment, and an increase in . . . human health-
related problems.

(b) Global warming will have detrimental effects
on some of California’s largest industries. . . . It will
also increase the strain on electricity supplies. . . .

(c) California has long been a national and interna-
tional leader on energy conservation and environ-
mental stewardship efforts. . . . The program estab-
lished by this division will continue this tradition. . . .
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(d) National and international actions are neces-
sary to fully address the issue of global warming.
However, action taken by California to reduce
emissions of greenhouse gases will have far-reach-
ing effects . . . .

(e) By exercising a global leadership role, Califor-
nia will also position its economy . . . to benefit from
. . . efforts to reduce emissions of greenhouse gases . . .
and will provide an opportunity for the state to take a
. . . leadership role in reducing emissions of green-
house gases.12

These rationales contrast starkly to the thrust of the con-
cerns behind the dormant Commerce Clause, which relate to
economic protectionism. Rather than protecting its internal
economy, California aims to lead the way in taking actions
that will help the world reduce the threat of climate change.

2. Leakage in Light of California’s Program Objectives

To understand why California is justified in worrying about
leakage, it is useful to think about how leakage implicates
California’s stated purposes in enacting AB 32. Put into the
context of energy production and consumption, California’s
purposes boil down to three recurring themes:

� Taking responsibility for emissions caused by
the energy it produces and consumes;

� Reducing externalities related to its production
and consumption of energy; and

� Showing leadership as an environmental steward.

Leakage relates to each of these themes.
Leakage directly undermines all three of these primary

objectives. California wants to take responsibility for the
emissions that it produces and consumes—what is some-
times called the state’s global warming footprint. Leakage
makes it much more difficult for California to do so. If in re-
sponse to California’s regulation a producer stops generat-
ing electricity in-state only to increase its generation outside
the state, California will not have reduced its global warm-
ing footprint: consumption in California will be just as re-
sponsible for the GHGs being generated outside the state as
it would be if production came from a California-located
power plant. Depending on the way the in-state and out-of-
state electricity are produced, this may even result in a net
increase in GHG emissions. Similarly, leakage undercuts
the objective of reducing for the benefits of California citi-
zens the global warming externalities associated with its
consumption and production of electricity. Regardless of
where they are released, GHGs contribute equally to the
global warming problem. Displacing California emissions
with emissions outside the state leaves the global warming
problem unaffected or worsened. Finally, it is hard for Cali-
fornia to show environmental leadership if leakages make
California’s regulatory structure ineffective.

California has a compelling argument that it has the au-
thority to design a cap-and-trade system sufficient to meet
its goals. Yet, at the same time, the Constitution limits how
California may go about negating the adverse effects of
leakage. Just as a municipal police chief could not investi-
gate and arrest drug dealers who have moved out of the po-
lice chief’s municipality and started up business somewhere

else, states face limits in what they can do to minimize the
adverse effects of leakage. So long as the cap-and-trade pro-
gram places legal responsibilities on entities that remain in
California or on sales of electricity to users in California,
and so long as it does not place burdens on the entities or
transactions that differ according to whether the electricity
involved was generated inside or outside the state, its efforts
have a good chance of being sustained. The next section re-
views the Supreme Court case law that supports these con-
clusions. The first two subsections describe the existing Su-
preme Court doctrine. The third subsection applies these
doctrinal principles to different approaches to the regulation
of GHGs.

B. Dormant Commerce Clause

The dormant Commerce Clause is a constitutional principle
not actually mentioned in the text of the Constitution. Under
the Constitution, the U.S. Congress has the power to regu-
late interstate commerce. The dormant Commerce Clause is
an unwritten logical extension of Congress’power (hence, it
is “dormant”) that prevents states from usurping Congress’
authority to regulate interstate commerce.

At the heart of the dormant Commerce Clause is the prin-
ciple that states are not allowed to discriminate against citi-
zens of other states “simply to give a competitive advantage
to in-state businesses.”13 The concern that states had erected
trade barriers among them

reflect[s] a central concern of the Framers that was an
immediate reason for calling the Constitutional Conven-
tion: the conviction that in order to succeed, the new Un-
ion would have to avoid the tendencies toward eco-
nomic Balkanization that had plagued relations among
the Colonies and later among the [s]tates under the Arti-
cles of Confederation.14

Undoubtedly, the free flow of commerce among the states is
one of the chief assets of U.S. economic strength.

In reviewing dormant Commerce Clause challenges,
courts first look to whether the law discriminates against
out-of-staters or attempts to regulate beyond a state’s juris-
diction. If a law does either of these, courts apply a strict
scrutiny standard which is extremely difficult for a state to
satisfy.15 If a law regulates evenhandedly and only attempts
to regulate within its borders, it still receives dormant Com-
merce Clause scrutiny, but the courts apply a balancing test
that is much more favorable to the state law.16

If a state law receives strict scrutiny, it is subject to a “vir-
tually per se rule of invalidity.”17 Few laws—exactly one, in
fact—have survived the strict scrutiny that the Court applies
to discriminatory laws. Under the balancing test that courts
apply to evenhanded laws—sometimes called the Pike
balancing test (see case mentioned below)—laws have
much greater chances for success. In all cases, courts exam-
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12. Cal. Health & Safety Code §38501 (in part).

13. Granholm v. Heald, 544 U.S. 460, 472 (2005).

14. Id. (citing Hughes v. Oklahoma, 441 U.S. 322, 325-26, 9 ELR 20360
(1979)); see also The Federalist No. 22 (Alexander Hamilton)
(discussing how the Constitution would prevent local protectionism
and trade barriers resulting from states seeking retaliation for an-
other state’s trade barriers).
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16. Pike v. Bruce Church, Inc., 397 U.S. 137, 142 (1970).

17. Philadelphia v. New Jersey, 437 U.S. 617, 624 (1978).
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ine the law, the information before the state when it made the
law (the record), and the real-world impact of the law.

1. Strict Scrutiny

The first order question for dormant Commerce Clause anal-
ysis is what level of scrutiny a court should apply. In order to
ferret out a law that burdens interstate commerce, courts first
look to whether a state regulation is discriminatory.

Discriminatory laws fall into two categories: (1) facially
discriminatory laws; and (2) facially neutral laws.18 Facially
discriminatory laws are those that differentiate between in-
state and out-of-state entities in terms of the laws them-
selves. Facially neutral laws do not draw a distinction in
terms of the law between in-state and out-of-state entities,
but they are found to be discriminatory either because of
their effects or their purposes.

If a law is facially neutral, a court will review a law based
on its impacts on interstate commerce.19 Whether a court
deems a facially neutral state law discriminatory or neutral
in application largely depends on how the court character-
izes the law’s application. Here, courts should focus primar-
ily on the law’s practical effect, although a discriminatory
purpose can also subject a law to strict scrutiny.20 If a fa-
cially neutral law does not create barriers to trade, prohibit
the flow or increase the costs of interstate commerce, or dis-
tinguish between in-staters and out-of-staters, courts will
deem a law nondiscriminatory.21

Although strict scrutiny is usually reserved for discrimi-
natory laws, there is also the special case of laws that attempt
to “control conduct beyond the boundary of the state,” or ex-
traterritorial legislation.22 Again, courts will look to see if a
law explicitly is extraterritorial or has the “practical effect”
of being extraterritorial. In evaluating whether a law has the
practical effect of regulating conduct beyond state bound-
aries, courts consider the consequences of the law, how the
challenged law interacts with other states’ regulations, and
what would happen if many or all states adopted similar leg-
islation.23 After weighing these specific considerations, if
the court finds that a state regulation would produce “incon-
sistent legislation,” it will apply strict scrutiny and consis-
tently strike down such laws.24

Once a court determines that it should apply strict scru-
tiny, what does this mean? From a pragmatic approach, it
means that the state will almost certainly lose. The Court has
upheld only one state law that was deemed to be a discrimi-
natory state law25 and no state law that attempts to control
conduct beyond the state’s boundaries.

From a more doctrinal perspective, in order to uphold a
discriminatory or extraterritorial law, courts must find that

the law has a legitimate and substantial purpose and that
there are no less discriminatory means of accomplishing
that purpose. While courts look critically at both prongs, the
burden of showing that there are no less discriminatory
means is an especially heavy one.26 If a court finds that there
is any potentially less discriminatory way for a state to ac-
complish its purposes, the court will require the state to pur-
sue this method.27 Litigants and courts have proven to be
very capable of finding less discriminatory means.28 As Jus-
tice Thurgood Marshall famously explained in another con-
text: “[S]trict scrutiny is strict in theory but fatal in fact.”29

While that aphorism has not held true in the context of equal
protection jurisprudence,30 it remains true in the context of
the dormant Commerce Clause.

2. Pike Balancing Test

When a state law is not discriminatory or extraterritorial,
courts apply a balancing test. The Supreme Court articu-
lated the standard for a balancing test for dormant Com-
merce Clause challenges in Pike v. Bruce Church, Inc.31:
“Where the 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.”32

The Pike test requires courts to make a number of rela-
tively subjective evaluations: (1) whether the claimed local
interest is “legitimate”; (2) whether any “less burden-
some” regulatory alternatives are available; and, ulti-
mately, (3) whether the alleged benefits of the regulation
outweigh the burdens on interstate commerce.33 Because of
the subjective nature of this test, the outcome of the test is
often difficult to predict.34

The Supreme Court has found that protecting the busi-
ness reputation of in-state producers is a fairly insignificant
interest.35 In contrast, the Court has found a wide range of
purposes to be legitimate including public safety,36 con-
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27. See id.

28. Granholm v. Heald, 544 U.S. 460 (2005) (holding that a law prohib-
iting the selling of wine directly to out-of-staters over the Internet to
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Dean Milk Co. v. City of Madison, 340 U.S. 349 (1951) (suggesting
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achieve health-motivated regulation).

29. Regents of Univ. of Cal. v. Bakke, 438 U.S. 265, 363 (1978) (Mar-
shall, J., concurring in part and dissenting in part).

30. See, e.g., Grutter v. Bollinger 539 U.S. 306, 326 (2003) (observing
that “[s]trict scrutiny is not ‘strict in theory, but fatal in fact’” while
upholding the University of Michigan Law School’s affirmative ac-
tion admissions program against an application of strict scrutiny).

31. 397 U.S. 137 (1970).

32. Id. at 142.

33. Id.

34. Camps Newfound, Inc. v. Town of Harrison, 520 U.S. 564, 610-
12 (1997) (Thomas, J., joined by Rehnquist, C.J., & Scalia, J., dis-
senting) (going so far as to call application of the dormant Com-
merce Clause “tangled underbrush” and “virtually unworkable
in practice”).

35. Pike, 397 U.S. at 145.

36. Id. at 146.
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sumer protection,37 resource conservation, and environ-
mental quality.38 While courts have found many purposes
legitimate, states should cast a wide net to justify their regu-
lations. Some interests may receive more weight than oth-
ers. For example, while the Supreme Court has recognized
environmental protection as a legitimate local interest, it
has done so on limited occasions and seems to prefer such
interests be articulated in terms of public safety. This may
particularly be the case with the current makeup of the Su-
preme Court.

In the Supreme Court’s most recent environmental deci-
sion, Massachusetts v. EPA,39 four dissenting Justices would
find that the state challengers did not have standing to sue
over harm caused by climate change40 and would allow the
U.S. Environmental Protection Agency (EPA) to reject
GHGs as pollutants under the Clean Air Act.41 Similarly, in
Rapanos v. United States,42 the same four Justices dissented
and read the Clean Water Act in a way that would strip it of
much of the environmental protection currently provided
under the Act. Taken together, it seems wise to frame the
threats of climate change more broadly than environmental
problems. Indeed, this is what the California Legislature did
in laying out its purposes for enacting AB 32.

While we suggest that states should cast a fairly wide net
in framing their purpose, states need to understand that
overstating the case may prove harmful in the course of liti-
gation. One reason for this is that it is critical that a state
build a robust record justifying the state’s purposes for ac-
tion. Hollow reasons for action will make it difficult to build
an adequate record. States should take time to draw a clear
relationship between the state regulation and the harm it
seeks to prevent. Additionally, it hurts states to concoct ra-
tionales out of thin air, because in parsing a state’s purpose,
courts are often skeptical about a state’s purported interests.
The main concern underlying this is that any stated reasons
may actually be merely dressed up rationales that cloak eco-
nomic protectionism. Our assessment is that the stated pur-
poses for enacting AB 32 are substantial and justifiable ra-
tionales for regulatory action. California should attempt to
back up these rationales with an administrative record that
shows a clear connection between the regulatory measures it
chooses and the purposes set forth by the legislature.

3. Application

If California aims to stop leakage by treating electricity gen-
erated outside of California differently than electricity gen-
erated inside California, the state will almost certainly lose
when facing a lawsuit based on dormant Commerce Clause
grounds. This means that California should avoid making
policy distinctions between in-state energy and out-of-state
energy and create a process that is blind to the location of en-
ergy production. Similarly, if California attempts to stop
leakage by attempting to regulate outside of California, the
state will likely lose. This means that the incidence of regu-

lation—the events upon which regulatory requirements are
imposed—ought to be easily describable as occurring with-
in California. For example, California might be tempted to
require those generating energy to install costly equipment
to monitor emissions. Imposing this burden outside of the
state might invite the argument that California is regulating
beyond its boundaries. In contrast, California might require
that anyone selling electricity in the state of California be
able to provide assurance that certain GHG-related stan-
dards are being met. Such assurance might be provided by
continuous emissions monitors, but these would not have
been directly mandated.

Given the stringency of the strict scrutiny test, Califor-
nia’s only viable option is to regulate in such a way that
courts will apply the Pike balancing test, or in other words,
to create laws that do not discriminate or have extraterrito-
rial effects.

With regard to the first prong of the balancing test, a re-
viewing court will evaluate California’s legitimate interests
in enacting a GHG cap-and-trade program. California’s in-
terests as well as how those interests are served by the mea-
sures it is taking should be substantiated by a record of evi-
dence. Assuming that California builds a proper record to
support its decision, a reviewing court should find that Cali-
fornia’s interests are substantial. However, California can
help a potential reviewing court see the policy in its most fa-
vorable light. To do so, California will want to highlight
those factors that receive greater recognition from review-
ing courts.

With the justifications California has already laid out in
AB 32,43 the state has started out on the right foot. In moving
forward, we suggest that California keep four principles in
mind when crafting its regulations. First, California should
create a process and rationale for action that focuses on reg-
ulating California. Not only should California document its
desire to regulate its own internal consumption and produc-
tion of GHGs, its actions should back this up. This means
finding ways to run its program—including its attempt to
control leakage—by focusing on actors operating within the
state. This is discussed in a little more detail below when
discussing the burden prong of the Pike analysis.

Second, California should identify and stress the benefits
that accrue specifically to California. Even though Califor-
nia is attempting to lessen the impact of a global problem,
California’s strongest justification for taking state action is
that this global problem has severe localized impacts on the
state. California’s record should explain how the actions
that it takes are aimed at helping the state and should de-
scribe the local factors at risk. Again, the groundwork for
this approach is already in place in the legislative purposes
found in AB 32.44

In a related vein, California should anticipate the argu-
ment that its efforts are futile. In other words, opponents in
litigation might argue that regardless of what California
does, it will suffer the harm it seeks to avoid. In passing AB
32, California has emphasized its desire to show environ-
mental leadership.45 Its desire to inspire others to act is im-
portant. California should also make the case that the only
way to solve international problems is for many to do their
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38. Minnesota v. Clover Leaf Creamery Co., 449 U.S. 456, 11 ELR
20070 (1981).
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45. See Cal. Health & Safety Code §38501(c).

Copyright © 2007 Environmental Law Institute®, Washington, DC. reprinted with permission from ELR®, http://www.eli.org, 1-800-433-5120.



part. If every government had to wait for the world to agree
before taking action, nothing would be done. California’s
efforts to reduce the challenge make others more likely
to act.

Third, California needs to take special pains to avoid even
the appearance that its program is motivated by punishing
out-of-staters. While we have no reason to anticipate that
this would be any part of California’s motives, the record
ought to reflect clearly that California is solely interested in
taking responsibility for its share of the global warming
problem, and not out of any desire to go after out-of-state
“bad guys.” If such motivation became an important ele-
ment in California’s decision, even if only because rhetori-
cally it is a way to generate in-state support, this will put the
state on much less solid ground.

Fourth, in crafting its policy, California should avoid in-
dicting the federal government for its lack of action. Califor-
nia should take care not to frame its efforts as an attempt to
override federal politics on GHG regulation.46 While Cali-
fornia can legitimately note that it is dissatisfied with na-
tional policies, it needs to walk a fine line so that it does not
appear that the overriding motivation for California’s action
is to put a stick in the eye of the federal government.

With regard to the second prong of the Pike balancing
test, a reviewing court will weigh California’s benefit
against the burden its policies place on interstate commerce.
Again, California can assist itself by intelligently designing
its regulatory system. While it is impossible to assess the
burden of an unknown program, we do wish to provide
two benchmarks that would lessen the impact on the inter-
state economy.

One benchmark policymakers should keep in mind is the
more squarely that California can place the regulatory bur-
den on in-state actors the better. For example, California
could place its burden on load-serving entities that transport
electricity within the state, utilities that generate or sell elec-
tricity within the state, or consumers that consume within
the state. Of course, in making its decision, California will
want to reduce leakage, and it will somehow need to track
both the energy produced outside the state but sold in Cali-
fornia along with the electricity produced in California but
exported elsewhere.

A second benchmark is that the simpler California makes
it for out-of-staters to comply with the state’s regulations,
the better. The more burdensome the regulation, the more
likely it is that a court will find that the state failed the Pike
balancing test. This is important enough that it is not unrea-
sonable for the state to seriously consider making small con-
cessions of the program’s effectiveness in order to accom-
modate this goal. Similarly, California will also want to
make sure that its policy will place out-of-staters that want
to participate in California’s market on equal footing with
in-staters. The theme should be that out-of-staters are only
asked to do their fair share and that the burdens and pro-
cesses that out-of-staters encounter are no different from
those of in-state producers.

In sum, we think that California’s legislation will survive
a legal challenge under the dormant Commerce Clause if it
avoids strict scrutiny, attaches regulatory obligations on
events that can readily be described as in-state activities, and
compiles a record documenting the effectiveness of its regu-

latory measures in accomplishing the state’s legitimate ob-
jectives. That said, California can do much to help its cause
in the instance that a reviewing court weighs California’s
regulation under the Pike balancing test. Climate change
looms large in California’s future, as it does for the entire
world. To build a strong record, California needs to tie its
actions and explain its policies in light of those threats. Ad-
ditionally, it should avoid vilifying out-of-state interests or
the federal government.

As far as the burden prong of the Pike analysis goes, Cali-
fornia should focus as much as possible on placing the com-
pliance burdens of regulations on in-state actors. We sug-
gest, for example, that California do this by focusing on
load-serving entities, in-state utilities that buy and sell
power, or on in-state consumers and generators of electric-
ity. Additionally, the state will help its cause if it makes it
easy to comply with its regulations and takes pains to as-
sure that out-of-staters do not have different burdens or
have to comply with different processes than those re-
quired of in-staters.

The key to surviving a reviewing court’s analysis of the
Pike balancing test, however, is to focus on California as
much as possible. This is true as California lays out the pur-
poses of its program and as it determines where to place the
burden of regulations. While the import of California’s ac-
tions is easy to dramatize, this should not blur the policy-
makers’ realization that it is prudence that will win the day.
And, in fact, if California regulates in an evenhanded way
and takes the necessary pains to justify its actions, we be-
lieve that the state can withstand a dormant Commerce
Clause challenge.

II. Emissions Trading and Dormant Foreign Policy
Power

In addition to leakage issues and the dormant Commerce
Clause, California needs to remain aware of another federal
constitutional matter. California has taken steps to initiate
linkages between its own future cap-and-trade program and
trading systems of foreign governments, which may impli-
cate the dormant foreign relations power.

In particular, on July 31, 2006, Governor Schwarzen-
egger and Prime Minister Blair announced they had come to
an agreement to make California and the United Kingdom
partners in the war against global warming. As a result of the
agreement, California and the United Kingdom will share
best practices on market-based systems to reduce GHGs.
They will also cooperate to investigate new technologies to
control GHGs into the future. The agreement has been her-
alded as a beachhead for those who hope to reduce GHGs
and as a first step toward the growth of an efficient GHG
trading market that would link California’s market with the
EU. Additionally, just this year, Governor Schwarzenegger
has entered into similar agreements with the State of Vic-
toria in Australia, as well as British Columbia, Ontario,
and Manitoba.

In all the fanfare, the legal implications of such interna-
tional connections have received little attention. In particu-
lar, the question remains whether the Constitution would
even allow California to enter into an agreement regarding
GHG regulation with another foreign nation. Such a system
might implicate the dormant foreign relations power, a legal
principle which holds that the federal government is the ulti-
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mate authority with respect to U.S. foreign policy. In es-
sence, the dormant foreign relations power attempts to as-
sure that states do not pass laws that supplant federal foreign
policy or that somehow interfere with the ability of the
United States to speak to foreign nations with a single,
clear voice.

Even though the federal government has declined to take
action against global warming explicitly, California may
still be precluded from taking such action on its own under
the Constitution’s dormant foreign relations power. This is a
possibility, because an agreement between California and
other foreign nations arguably undermines the foreign pol-
icy of the federal government.

A. Extra-Jurisdictional Trading

As California considers adopting a cap-and-trade pro-
gram, one issue it will have to consider is what types of
trading it will allow. A key question in this regard is the ex-
tent to which the system will issue credits for offsets made
outside of California. In considering this question, Califor-
nia will likely have to balance the purposes of its program.
On one hand, allowing extra-jurisdictional offsets pro-
vides opportunities for California to lower the cost of re-
ducing emissions; larger markets generally increase diver-
sity, which would lead to increased reductions and a more
economically efficient program. On the other hand, extra-
jurisdictional offsets reduce the incentives for California
to reform its own dependence on GHG emissions. Extra-
jurisdictional offsets are also more difficult to monitor ef-
fectively, which decreases certainty that claimed reduc-
tions are actual reductions.

Particularly in light of concerns regarding monitoring,
California may consider limiting offsets to other states and
even foreign governments that have reliable GHG markets
in place. For example, California could limit its program to
those states that have joined with California—at least in
principle—to create the Western Regional Climate Action
Initiative or perhaps expand its reach to the several north-
eastern and mid-Atlantic states that presently are develop-
ing a regional strategy to reduce carbon dioxide emissions,
known as the Regional Greenhouse Gas Initiative (RGGI).
If California could allow entities in its program to trade with
other states, it is likely that this larger domestic market
would benefit both California and the other states by provid-
ing more opportunities for low-cost reductions and more
stability in trading markets.

California may also decide to look outside of the United
States. International cooperation to reduce GHG emissions
has already begun to take place. In 1992, 180 countries
signed the United Nations Framework Convention on Cli-
mate Change (UNFCCC).47 Negotiations under the
UNFCCC led to the Kyoto Protocol, which was signed in
1997 and ratified in 2005, requiring Member nations to
achieve an averaged 5.2% reduction in 1990 GHG levels by
2012.48 In order to meet these requirements, the EU has re-
cently initiated the largest GHG trading market in the world,

the EU’s emissions trading scheme (EU-ETS), covering 25
countries and 6 major industrial sectors.49 California may
find great program savings if it honored offsets in the EU-
ETS market (beyond that required by Kyoto) to count to-
ward California’s program. Furthermore, the agreement that
Governor Schwarzenegger and Prime Minister Blair signed
in July 2006 and those signed with other jurisdictions subse-
quently hint that California is seriously considering a mar-
ket-based cap-and-trade program to reduce GHGs, which
could potentially be linked to the EU-ETS or to other carbon
markets outside the United States.50

At this point, it is only speculation whether the EU-ETS
or other foreign carbon markets would incorporate outside
actors—particularly those governments that are part of a na-
tion that has not ratified the Kyoto Protocol, such as a U.S.
state. The EU-ETS, however, does allow Members to the
EU-ETS to participate in international emissions trading
with any Party included in Annex B of the Kyoto Protocol.51

Annex B includes the United States, so the EU could poten-
tially link with individual U.S. states as subsidiaries of an
Annex B nation.52 Again, it is at least plausible that Califor-
nia and the EU nations could benefit from such an interna-
tional partnership.53
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If the California Air Resources Board decides to adopt a
cap-and-trade program to reduce GHGs that is linked to the
EU-ETS or some other foreign carbon market, there might
be significant legal implications. We focus our analysis
here on constitutional questions that surround such a trad-
ing scheme. Typically, foreign relations powers are vested
in the federal government. State statutes that officially rec-
ognize foreign emissions credits may be preempted by fed-
eral action.

B. Dormant Foreign Relations Power

Clause 3 in Article I, §8 of the Constitution provides Con-
gress the power to “regulate Commerce with foreign Na-
tions.”54 The Court has read the Constitution to mean that
the federal government has authority to conduct foreign re-
lations.55 Furthermore, under the Constitution, the president
has extensive foreign relations powers56 and speaks with
the country’s supreme voice on foreign policy.57 The presi-
dent has the authority not only to enter into treaties with the
advice and consent of the Senate.58

All this is not to say that a state government does not have
any way to engage in agreements with international partners
or to conduct business with firms from other nations. Rather,
it means that any state cannot interfere with the federal
government’s ability to create foreign policy—in other
words, federal statutes dealing with foreign affairs, inter-
national treaties, and federal executive agreements pre-
empt state regulations that interfere with them.59

Article VI states that federal law, including treaties, is the
“supreme Law of the Land.”60 Sensibly, this provision is
generally understood to mean that state laws that conflict
with federal action must yield to federal power. The preemp-
tion of state laws can be either express or implied. Express
preemption occurs when a federal statute explicitly says a
state may not pass a law addressing a particular issue. Alter-

natively, implied preemption can occur in three different
ways. First, a state statute can be preempted if it invades a
field of federal law that is “so pervasive”61 that there is no
room for state regulation. This first type of implied preemp-
tion is called “field preemption.”62 Second, a state statute
that is in direct conflict with federal law is preempted.63

Finally, a state statute that “stands as an obstacle to the ac-
complishment and execution of the full purposes and objec-
tives of Congress”64 can also be preempted.

Because foreign relations seem quintessentially a federal
issue, the Court views state intrusion into foreign relations
with a skeptical eye. At times, the Court has interpreted the
field of foreign policy to be so broad that some state statutes
which conflict with federal diplomacy have been deemed
preempted without contradicting specific foreign agree-
ments. This type of preemption could be seen as field pre-
emption, but in the specific context of foreign policy has
been dubbed the “dormant foreign relations power.”65

While the Court has employed it sparsely, this broad power
has been used to preempt state laws even if there is not an
express treaty on the matter, even if the state law is not in
direct conflict with foreign treaties, and even if the state
law does not impede federal objectives directly. Basi-
cally, a state statute can be preempted regardless of
whether the federal government has already acted
through statute, treaty, or executive agreement.

Undercurrents of a dormant foreign relations power first
surfaced in the case Zschernig v. Miller.66 In that case, the
Court evaluated an Oregon probate statute that allowed for-
eign nationals to inherit property in Oregon only if their
country of citizenship recognized a reciprocal right for
American citizens to inherit property and only if there was
proof that the country of the foreign national would not con-
fiscate the property in question.67 Even though the statute
did not directly conflict with federal law or treaties, the
Court concluded it was “an intrusion by the State into the
field of foreign affairs which the Constitution entrusts to the
President and the Congress.”68

The Zschernig Court cited decisions in Oregon and other
states where courts had conducted inquiries into foreign law
and investigations into foreign diplomacy in a manner
likely to be found offensive by the countries involved, and
found “[t]he practice of state courts in withholding remit-
tances to legatees residing in Communist countries or in
preventing them from assigning them [was] notorious.”69

As a result, the Oregon law had affected “international re-
lations in a persistent and subtle way.”70 The Court con-
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cluded that the Oregon law impacted foreign relations with
the potential to affect adversely the power of the federal
government to interact with some countries.71 In so con-
cluding, it developed a direct effects test which meant state
statutes directly affecting foreign policy in a negative way
would be preempted.72

Since Zschernig, the Court has not often revisited the dor-
mant foreign relations power. American Insurance Ass’n v.
Garamendi73 is the only other case in which the Court has
expressly relied on the dormant foreign relations power to
preempt state statute. Garamendi dealt with a California
statute called the California’s Holocaust Victim’s Insurance
Relief Act of 1999 (HVIRA), which required any insurance
company dealing in California to disclose involvement
those companies may have had with the insurance policies
of Holocaust victims. California enacted HVIRA in order to
allow Holocaust victims to gain redress for violations suf-
fered during World War II, when Nazi officials had forced
victims to relinquish or cash in their insurance policies.74

American Insurance argued HVIRA intruded on execu-
tive agreements already established that created a founda-
tion with funds to address Holocaust claims.75 Those agree-
ments stipulated any claims would be settled through a vol-
untary organization called the International Commission on
Holocaust-Era Insurance Claims (ICHEIC), using monies
from the foundation.76 The majority of the Court agreed
with American Insurance and relied heavily on Zschernig to
find that the executive agreements preempted HVIRA.77

In Garamendi, the Supreme Court set up a two-step anal-
ysis, the first step of which determined whether the state
statute in question involved a traditional state interest. If a
state law affecting foreign policy did not fall under tradi-
tional state competence, the Court suggested the state law
should be preempted whether or not the federal government
had already acted.78 While the Court has yet to employ this
type of preemption, it seems quite similar to that of the dor-
mant Commerce Clause’s strict scrutiny standard. If, a
state law did address a topic of traditional state compe-
tence, as the regulation of insurance did, the Court held that
state laws were to be reviewed under a balancing test. In
such a circumstance, the Court explained that it would
weigh the strength of the foreign policy interest against the
importance of the state concern.79 While this line of case
law is far from completely developed, it appears to work
very similarly to the balancing test used for dormant Com-
merce Clause challenges.

In evaluating HVIRA, the Garamendi Court concluded
foreign policy interests outweighed state interests in the

matter of “vindicating victims” of war crimes.80 The Court
stated that HVIRA “compromises the very capacity of the
President to speak for the Nation with one voice in dealing
with other governments to resolve claims against European
companies arising out of World War II.”81 The Court went
on to say that “[t]he basic fact is that California seeks to use
an iron fist where the President has consistently chosen kid
gloves.”82 The Court found that the Constitution forbade
California from using HVIRA because it compromised the
president’s diplomatic relations and on this basis struck
down the law.

Even though the dormant foreign relations power itself
sat idle in the Court’s jurisprudence in the 35 years since
Zschernig, the recent Court decision in Garamendi effec-
tively revitalized the dormant foreign relations power. To
be sure, states are usually not precluded from acting unless
the federal government has directly spoken to an issue
through statute or treaty, or unless the state action would
directly conflict with federal action. But Garamendi illus-
trates a narrow exception to that general rule. In cases like
Garamendi, state action can be preempted if it interferes
with federal diplomatic efforts. As a result, California, or
any other state, should take care when embarking on inter-
national agreements.

C. The Dormant Foreign Relations Power and
California’s Ability to Expand Its Market to Include
Offsets Outside of the United States

Starting with the premise that states can act as long as the
federal government has not acted, it would seem that states
are not precluded from developing international trading
agreements for GHG emissions. Although the federal gov-
ernment has expressed various positions on climate change
through a number of different channels, none of them di-
rectly preempt California from incorporating offsets outside
of the United States into its state program.

In 1997, the U.S. Senate approved a resolution that de-
clared that the United States would not ratify any interna-
tional agreement on climate change unless the agreement re-
quired adequate emission controls on developing countries
and did not cause the United States economic harm.83 Presi-
dent George W. Bush has stated that his Administration is
opposed to the Kyoto Protocol because it does not include
major carbon-producing countries, like China.84 These
statements address the deficiencies to Kyoto specifically.
They only demonstrate that the federal government will not
presently act to reduce GHGs under Kyoto. This does not
mean that states are precluded from acting as a result. Presi-
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dent Bush also has entered into an executive agreement with
Asian nations, called the Asia-Pacific Partnership on Clean
Development and Climate, which focuses on encouraging
the development of new technology that can reduce GHG
emissions.85 “The Partnership focuses on voluntary practi-
cal measures taken by these six countries in the Asia-Pacific
region to create new investment opportunities, build local
capacity, and remove barriers to the introduction of clean,
more efficient technologies.”86

Of the measures listed above, the Asia-Pacific Partner-
ship is the only formal action that deals explicitly with fed-
eral government action on climate change. It is proper to ask
whether this is preemption by an executive agreement. It
does not appear that it is. The Asia-Pacific Partnership does
not expressly preempt state law. In fact, the charter states
that the partnership is meant to complement and not to re-
place the Kyoto Protocol, and that it will build on other
global initiatives. Thus, it seems rather than prohibiting ac-
tion, the partnership seeks to encourage other efforts to re-
duce GHG emissions.87 Furthermore, given that the agree-
ment focuses on developing clean technologies, rather than
economic cap-and-trade programs, a state statute to initiate
carbon trading with the EU is unlikely to directly conflict
with or impede the partnership. So, it is not probable that the
Asia-Pacific Partnership, alone, will preempt state initia-
tives related to GHG emissions.

It should be noted that Congress has recently been consid-
ering a number of bills to address climate change and doing
so with increasing fervor, including the Lieberman-McCain
Climate Stewardship Act of 2007.88 If any of these bills are
ratified, state cap-and-trade programs might be more di-
rectly preempted. For now, however, we are operating under
the assumption that the federal government has not taken
any direct action to establish a cap-and-trade program in the
United States.

1. The Garamendi Exception

Because state carbon trading schemes are not explicitly pre-
empted, to the extent that the federal government prohibits
California from setting up a trading system that cooperates
with foreign countries, it would have to be under the narrow
exception of Garamendi, or the dormant foreign relations
power. In fact, the Supreme Court in Massachusetts v. EPA
suggested that a state’s ability to act on the international
stage in this very context of climate change is limited:

When a State enters the Union, it surrenders certain sov-
ereign prerogatives. Massachusetts cannot invade
Rhode Island to force reductions in greenhouse gas
emissions, it cannot negotiate an emissions treaty with
China or India, and in some circumstances the exercise
of its police powers to reduce in-state motor-vehicle
emissions might well be pre-empted.89

The relevant question, then, is whether Garamendi can be
distinguished from the case of an international agreement
on GHG emissions reductions between California and the
EU. Basically, if the California Air Resources Board is able
to demonstrate how trading regulations do not fall within the
Garamendi exception, those regulations will be more robust
to potential constitutional challenges.

One difference between the insurance laws in Garamen-
di, as compared to a GHG trading market, is that the insur-
ance laws implicated the president’s wartime power. In
other words, when a state’s law implicates the president’s
ability to broker peace, the executive’s dormant foreign re-
lations power is particularly robust. In fact, the Court in
Garamendi specifically noted that the executive would not
normally have had as much power to regulate claims from
private entities, but with regard to wartime claims, the pub-
lic and the private sectors become blurred.90 Accordingly,
state initiatives aimed at resolving private liability claims
would be much more durable absent the presence of the ex-
ecutive’s war power.91 In contrast to the laws at issue in
Garamendi, California’s GHG regulations avoid compro-
mising the president’s wartime authority.

A cap-and-trade market linking California with the EU
would be aimed at facilitating private voluntary exchanges,
not at resolving public international disputes. It is not as if
California would be ratifying a formal policy with the EU on
how to address climate change, but rather it would only
serve to facilitate efficient trading markets. While it is true
that public regulations would need to be in place in order to
ensure an efficient trading scheme, the private market
would be controlling the trades, rather than public negotia-
tions. As a result, international diplomacy is not at stake in
as precarious a way as it was in Garamendi or as in the illus-
trative example of initiating formal talks with China, as the
Court described in Massachusetts v. EPA. It would be im-
portant for the California Air Resources Board to emphasize
this distinction in its regulations and focus on the private
rather than public aim of any negotiations that would in-
clude the EU.

Another difference between Garamendi and emissions
trading markets is that emissions trading fits more easily
within a traditional state interest. In Garamendi, the Court
stated that California was not acting within a traditional
state interest by enacting regulations directing insurance
companies to disclose Holocaust-era insurance claims. As
compared to the limited aim of redressing Holocaust vic-
tims in Garamendi, a GHG emissions trading scheme would
have much broader relevance for the entire state.

In large part, just as governmental purpose established in
the record will control the dormant Commerce Clause anal-
ysis, the record built by the California Air Resources Board
during its decisionmaking process will fundamentally de-
termine how a court would view California’s interest. It is
not hard to imagine that in formulating regulations for a
cap-and-trade system, one reason California might move
forward is to make up for what might be viewed as the fail-
ure of the federal government to take any meaningful inter-
national action on climate change. Indeed, the fact that the
federal government has not entered into the Kyoto Protocol
might have great value as symbolic politics. The more that
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California articulates an interest in trying to demonstrate the
inadequacies of the federal approach, the more its own char-
acterization suggests a desire to set up a conflict between
federal policy and state policy—and the closer it gets to the
dormant foreign affairs line.

Particularly problematic would be an effort by Califor-
nia to try to use its program to somehow reform the interna-
tional trading system formed by Kyoto, perhaps by insist-
ing on some change to its trading or processes before Cali-
fornia would concede to reciprocity of emission credits. If
this is the case, as suggested in Massachusetts v. EPA, Cali-
fornia would have very weak footing. The Court has long
recognized a prominent federal interest in foreign com-
merce, just as it has its interest in interstate commerce. For
example in Japan Line, Ltd. v. City of Los Angeles,92 the
Court struck down a state tax on Japanese shipping compa-
nies, stating, “foreign commerce is preeminently a matter
of national concern.”93 It would be wise for California to
avoid renegotiating existing Kyoto conditions during
any discussions.

Thus, California would be smart to build a strong record
emphasizing the ways in which California would benefit
from both its program and its desire to reduce costs of the
program on its regulated community. While the particular
method of establishing an international trading system may
be a novel approach to minimizing the cost of exercising po-
lice power, the idea of both seeking efficiency and attempt-
ing to protect and look after its citizens is a very familiar one
for state lawmakers.

The theme California may want to emphasize is that its
trading scheme would increase environmental well-being
by encouraging the reduction of GHGs while saving busi-
nesses money by allowing them to trade carbon credits in a
larger market. In particular, it should make clear that linking
state initiatives to the EU-ETS or other foreign carbon mar-
kets has the potential of making it easier for state businesses
to comply with stringent emission caps because the EU-ETS
is such a large and comprehensive market.94

Both the private nature of emissions trading regulations
that would include Europe and the fact that such regulations
would align with traditional state interests serve to distin-
guish Garamendi from an emissions trading scheme. Yet, it
may still be argued that the federal government has a federal
interest to speak with one voice in continued negotiations
and that if California were to incorporate international coop-
eration into its trading system, the United States would have
less clout as a hold out. It could also be argued that establish-
ing a trading initiative between foreign governments and
U.S. states would interfere with the Administration’s pro-
tests against the Kyoto Protocol. The argument may go that
if Kyoto Member nations can deal with states individually,
there is less allure to meet U.S. demands. This is something
that California should keep in mind as it begins to consider
opening discussions with foreign governments. In the end,
California should proceed gingerly when attempting to
bridge markets. The more that California attempts to engage
in negotiations about economic or political discrepancies
between trading systems, the more likely that it will enter
the realm of foreign policy.

While it is uncertain whether it would be possible for
California to create an economically advantageous and po-
litically feasible trading system with foreign govern-
ments considering the constitutional limits inherent, it
would be prudent for the California Air Resources Board
to include a severability clause in relation to any regula-
tions linking California with foreign carbon markets. With
that added protection, California could ensure that a
cap-and-trade system could still exist within the state even if
it was unable to formally establish a trading relationship
with foreign governments.

III. Conclusion

In this promising time for GHG regulation in California,
the state faces some critical choices about how to structure
its cap-and-trade program. Its decisions will create differ-
ent political winners and losers and will have distinct im-
plications for the program’s efficiency, equity, and admin-
istrative costs. Among the many factors that California
ought to consider are the constitutional implications of
combating leakage and extending a trading market into in-
ternational territory.

This Article has first illustrated that the fate of Califor-
nia’s ability to control leakage will hinge on whether Cali-
fornia can take actions without triggering strict scrutiny un-
der the dormant Commerce Clause. Facially discriminatory
laws, laws with discriminatory effects or purposes, or laws
that regulate outside a state’s jurisdiction always face strict
scrutiny. Accordingly, such laws are almost never upheld.

When a law is nondiscriminatory and does not reach out-
side the state’s jurisdiction, courts are likely to utilize the
less stringent Pike balancing test. In large part, Pike requires
courts to weigh the burden a law places on interstate com-
merce against the purported benefit of the law.

Because of the subjective nature of this test, the upshot of
judicial review is often difficult to predict. Part of the chal-
lenge is that this balancing test requires the reviewing court
to balance incommensurate values. Courts must weigh a
state’s interests and purposes against the burdens that the
law places on interstate commerce.

To succeed under the Pike test, California should find a
way to regulate the carbon content of electricity by focusing
entirely on California entities. In doing so, it should ensure
that its regulation does not place an unequal burden on out-
of-staters who are navigating the regulations in order to
achieve compliance.

Finding the right balance may prove challenging. But
creating a program that exceeds constitutional limits will
prove fatal. If California invests ahead of time in address-
ing constitutional concerns, it will not have to invest after
the fact in defending a program that cannot withstand judi-
cial scrutiny.

This Article has also illustrated how international link-
ages between California’s trading market and the carbon
markets of other nations might be effective. The agreement
between Governor Schwarzenegger and Prime Minister
Blair, and subsequent agreements with state and provincial
governments within Australia and Canada, may yield a
ground-breaking step toward an efficient market in GHG
emissions trading throughout the world. But it is important
first to determine whether it is constitutionally permissible
for California to enter into such agreements with foreign
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nations. Action by California that is directed toward for-
eign governments may be preempted by the dormant for-
eign relations power under the Garamendi exception. Of
course, Garamendi is a limited holding, and the facts of
Garamendi may be distinguished from a GHG trading pro-
gram in California that would incorporate trading with for-
eign nations.

As it begins to develop a program to address GHG emis-
sions, the California Air Resources Board should attempt to
emphasize the differences between Garamendi and any link
between California and foreign nations in order to make a
future trading program robust. In particular, the board
should highlight the private, as opposed to public, nature of
a trading market. The board should also develop a record

that demonstrates how GHG trading markets can be classi-
fied as a traditional state interest. Finally, the Board should
consider including a severability clause in its regulations
that would allow it to terminate relations with the EU if nec-
essary while keeping the rest of a trading program intact.
Overall, it may be legally difficult for California to develop
relations with foreign nations in an attempt to combat global
warming and even potentially to enter into the EU-ETS or
other foreign carbon trading markets, but California may
decide the benefits are worth the effort. If so, as it moves for-
ward, California should remain aware of the legal chal-
lenges and attempt to avoid interfering with international
negotiations surrounding climate change reductions.
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