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Executive Summary

Washington State is exploring linking its cap-and-invest emissions trading system
with the already linked market of California and Québec. To inform the discussions,
Resources for the Future analyzed auction allowance revenue and emissions both with
and without linkage and studied how the range of outcomes could affect Washington’s
environmentally overburdened communities designated as highly impacted by air
pollution.

Our analysis found that linkage would lead to greater regional emissions reductions,
more regional environmental benefits, and a more affordable program because of

the expanded emissions reduction opportunities across the linked jurisdictions.
However, assuming no new state policy interventions, Washington’s revenue would be
moderately lower and the rate of emissions reductions moderately slower.

As part of its due diligence in exploring linkage, Washington is exploring potential
environmental justice consequences and has received a memo from the state’s
Environmental Justice Council outlining concerns as well as a set of recommendations
for how to mitigate against these concerns. In this report, we look at three of those
recommendations:

e limit the use of banked allowances to mitigate the influence of the California-
Québec allowance bank on Washington’s allowance revenue and emissions;

o align offset rules to ensure environmental benefits in linked states; and

e implement a facility-specific emissions cap.

Limiting the use of banked allowances would be the least feasible because of
financial regulations governing such assets. Aligning the rules for the eligibility and
use of offsets across a linked market would require modifying California’s rules and
therefore may be difficult to achieve. A facility-specific emissions cap, however, could
be implemented independently by Washington, and enforcement could be tailored to
align with existing policies. This approach would provide a market-based backstop to
support emissions reductions at emitting facilities in environmentally overburdened
communities.

We also analyzed effects of an emissions containment reserve and found that it
would likely generate more state revenue without sacrificing cost efficiency for
covered entities, but only if it is adopted across all linked jurisdictions. That and other
programmatic and policy adjustments could help preserve revenues and ensure that
the emissions reductions in environmentally overburdened communities meet or
exceed the state’s average facility-level emissions reduction rate.
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1. Introduction

To inform Washington’s cap-and-invest linkage conversations with California and
Québec, Resources for the Future analyzed whether a linked program would improve
the efficiency of both the Washington and the California-Québec markets while
centering environmental justice and equity.

Linking of state and other subnational carbon markets offers efficiency gains in

the form of more stable allowance prices, reduced risk of leakage, reduced risk of
migration by emissions-intensive trade-exposed (EITE) industries, improved cost-
effectiveness for participating industries, and expanded participation (Burtraw et al.
2013; Ranson 2017). Linkage also sends a policy signal to other jurisdictions and to
federal governments. These benefits enable more aggressive climate policy within
the emissions trading framework and complementary policies, such as low-carbon
fuel standards. However, because linking of markets expands the geographic scope
in which companies may reduce emissions to comply with state regulations, it may
impede the ability of individual jurisdictions to ensure that emissions reductions
and associated environmental co-benefits, such as improvements to air quality, are
achieved in environmentally overburdened communities.

Interstate cooperation through linked carbon market programs, such as the Regional
Greenhouse Gas Initiative (RGGI), and linked energy systems, such as regional
transmission organizations (RTOs), is known to be an important force for collaboration
and policy learnings, which can advance ambition (Bell and Mallinson 2021; Carley

and Nicholson-Crotty 2018; Stafford and Wilson 2016). However, accrual of health,
environmental, and economic benefits to overburdened communities at a rate that
equals or exceeds that for the state or linked areas as a whole is not guaranteed and
remains elusive when climate policy does not make it an explicit goal (Fowlie et al.
2020; Pastor et al. 2022). Targeted market mechanisms, complementary policies, and
greater community oversight over investment of revenue may improve environmental
justice and equity outcomes for carbon market programs, particularly by achieving the
efficiency gains and stability that come from linking with other markets.

Linkage discussions between Washington, California, and Québec began against

the backdrop of a referendum threat to Washington’s cap-and-invest program. The
referendum was partly a response to the initially high allowance prices experienced

in Washington, compared with other US emissions trading system prices. After
Proposition 2117—a ballot initiative to cancel the cap-and-invest program and repeal
its authorizing legislation—was introduced, Washington’s allowance price dropped to a
near all-time low, hovering near the price floor throughout 2024. Proposition 2117 was
defeated, however, and allowance prices in the secondary market rebounded.

A critical rulemaking process for California’s cap-and-trade program is expected
to culminate in new emission caps, free allocation rules, price control mechanisms,
and environmental justice commitments (Roy et al. 2024). The rulemaking process
and potential linkage are an opportunity for California to learn from innovations in
Washington’s carbon market design, thereby improving price stability, affordability,
environmental justice, and revenue outcomes across all linked markets.
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This report looks at how benefits can accrue more equitably in Washington under a
linked cap-and-invest program. For the purposes of this report, equitability is defined
as minimizing delays in emissions reductions in overburdened communities and
optimizing program revenue for investment in climate and air quality projects while
maintaining affordability. The report covers the following topics:

e areview of Washington’s designation of overburdened community highly
impacted by air pollution, air pollution sources, and correlations of stationary
source criteria air pollutants and greenhouse gas emissions;

e lessons learned from past market linkages and novel considerations in the
Washington-California linkage;

e model results on the range of possible outcomes for allowance prices,
emissions reductions, and revenues for both states, both with and without
linkage; and

e market design mechanisms tailored to Washington and California that could
help ensure environmental justice outcomes under a linked program.

Providing long-term price and political stability for Washington’s cap-and-invest
program is important but need not eclipse thoughtful consideration of mechanisms to
achieve local environmental and economic benefits. Including in the linked program
mechanisms that will deliver benefits in targeted communities will help Washington
ensure environmental justice and equitable outcomes for its residents.

2. Regulatory Background:
Environmental Justice in Washington’s
Cap-and-Invest Program

Washington’s Climate Commitment Act (CCA), which was voted into law in 2021

and took effect in January 2023, places a statewide emissions cap on 75 percent of
emissions and establishes a cap-and-invest carbon market intended to help businesses
find the most efficient path to reducing carbon emissions. Market revenues are to be
invested in environmental and health improvements, emissions reduction programs for
hard-to-abate sectors, and climate resiliency efforts.

The CCA prioritizes environmental justice considerations through three primary
mechanisms:

e Environmental Justice Council oversight: improving community input and
oversight in program design and revenue allocations.

e Air quality improvements in overburdened communities: identifying
environmentally overburdened communities highly impacted by air pollution
and measurably reducing criteria air pollution in these areas.

e Revenue investments: using large shares of the revenue from allowance
auctions to reduce health and environmental disparities among vulnerable
populations in overburdened communities.

Resources for the Future



By designing its program to emphasize benefits to overburdened and low-income
communities affected by air pollution, Washington will become an international leader
in the use of carbon pricing to advance environmental justice objectives.

An additional component of environmental justice in carbon market design is
affordability for residents. Affordability has been identified by the California
Independent Emissions Market Advisory Committee and the California
Environmental Justice Advisory Committee as an important concern (Roy and
Burtraw 2024). For ratepayers, affordability of carbon markets correlates to allowance
prices because in some sectors, the costs associated with emissions reductions are
passed through to consumers (Cludius et al. 2020; Dagoumas and Polemis 2020).
Mechanisms discussed here therefore focus on opportunities to encourage market
efficiency to maintain overall program affordability while protecting against price
volatility.

2.1. Community Engagement in Decisionmaking
and Implementation

Washington’s 2021 Healthy Environment for All (HEAL) Act established a coordinated
state agency approach to environmental justice, the Environmental Justice Council.
Comprising 16 members appointed by the governor, the council advises the state and
an interagency working group on environmental justice considerations.

The CCA requires that agencies allocating allowance auction revenue annually report
these investments to the Environmental Justice Council and consider its feedback in
future allocations. The CCA additionally requires that the Department of Ecology work
with overburdened communities and vulnerable populations to identify significant
pollution emitters and develop monitoring and evaluation plans for high-polluting
sources. The Department of Ecology was also granted the authority to establish
stronger air quality standards in the designated overburdened communities highly
impacted by air pollution.

Tribal Government Consultation

The CCA established a government-to-government relationship structure between
Indian Tribes and state agencies. All agencies covered under the CCA are required
to make “reasonable efforts” to collaborate with Indian Tribes in developing and
implementing policies, agreements, and programs that directly affect Tribes and to
develop a consultation process for issues involving specific Tribes. It further calls for
the designation of a Tribal liaison who will report to the head of each covered agency
and requires that each department submit an annual report to the governor on Tribal
consultations, collaborations, and specific issues. The CCA also requires covered
agencies to consult Tribes on allocation of funds that may affect those Tribes, and

to develop a consultation framework in coordination with Tribal governments that
includes best practices, protocols for communication, and collaboration.

Considerations for Washington’s Linkage Negotiations with California and Québec



2.2. Selection of Overburdened Communities
Highly Impacted by Air Pollution

Criteria air pollutants, particularly fine particulate matter (PM, ), sulfur dioxide (SO,
and nitrogen oxides (NO ), are often co-pollutants with greenhouse gas emissions.
Sources of such pollution “are often concentrated in overburdened communities
because of environmental racism” (Department of Ecology 2023, 35). Carbon market
policies that regulate greenhouse gas emissions in aggregate for a region or state
rather than at the facility level could mean that some emitters maintain or even
increase pollutant levels while others decrease them, resulting in uneven local air
quality. To ensure that an allowance-based approach to emissions reductions does not
worsen air quality disparities, the CCA requires special designation of overburdened
communities that are found to be highly impacted by air pollution, with requirements
for measurable air quality improvements in these communities.

In 2023, the Department of Ecology designated some of the state’s overburdened
communities through a filtering process that used community indicators, such as the
state’s Environmental Health Disparities index, the Environmental Protection Agency
(EPA) EJScreen mapping tool for disadvantaged communities, and Tribal lands. Figure
1shows communities qualifying under these criteria. To be defined as overburdened
and highly impacted by air pollution (which is a subset of the broader definition of
overburdened communities used in Washington), a community must meet certain
thresholds under the community indicators and score high on an index for historical
air quality indicators, based on monitoring, modeling, and emissions data. Through this
process, 16 areas, shown in black in Figure 1, were designated as overburdened and
highly impacted by criteria air pollution. These areas account for about 15.5 percent

Figure 1. Washington’s 16 Overburdened Communities Highly
Impacted by Air Pollution and Other Overburdened Community
Indicators

Environmental Health
Disparities

Environmental Justice
Screening Tool (EPA)

B Overburdened
Communities
Highly Impacted
by Air Pollution

Tribal Lands

M RFF

Source: Department of Ecology
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of Washington’s population. ' Nearly one-third (49 of 166) of the facilities required to
report greenhouse gas emissions are located within three miles of a designated area. In
the black shaded regions of Figure 1, you can see that the 16 communities designated
as ‘environmentally overburdened and highly impacted by air quality’ are a small
portion of the areas that meet other state criteria for environmentally overburdened.

2.3. Air Quality Improvement Requirements

Activities required by the CCA to reduce air pollution in the overburdened communities
highly impacted by air pollution include the following:

e  Starting in 2023 and then every two years, the Department of Ecology must
perform air quality and greenhouse gas emissions analysis, including health
effects from pollution. The assessment can be conducted jointly with the
Department of Health.

e The Department of Ecology must work with local air pollution authorities on
the following:

o Establish air quality targets that are either consistent with EPA’s
national ambient air quality standards or on a par with neighboring
communities that are not overburdened, whichever target is more
stringent.

o lIdentify the stationary and mobile sources that are biggest polluters
(either increasing emissions or not reducing them).

o Adopt, along with local air pollution control authorities, stricter air
quality standards, emissions standards, or emissions limitations on
criteria pollutants, consistent with the authority of the department,
and consider alternative mitigation actions that would reduce criteria
pollutants by similar amounts.

o Ensure an enforceable order by the department or local control
authority, which must be implemented within six months.

2.3.1. Sources of Air Pollution in Washington

Washington monitors ambient air pollution to ensure compliance with EPA’s ambient
air quality standards for criteria air pollutants—nitrogen oxides (NO ), sulfur dioxide
(SOZ), particulate matter (PMw), fine particulate matter (PMZ_S), carbon monoxide (CO),
ground-level ozone (O, and lead—as well as volatile organic compounds (VOCs), such
as ammonia (NH,). All are known to be harmful to human health.

Motor vehicles are the greatest source of air pollution in Washington, constituting
about 40 percent of the state’s overall emissions. The state’s 2020 Motor Vehicle
Emission Standards law directed the Department of Ecology to adopt California’s

1 Population estimates as of March 2023, as reported in the Department of Ecology’s
“Improving Air Quality in Overburdened Communities Highly Impacted by Air Pollution.”
This is the first published review of Washington’s Air Quality Program work in designated
overburdened communities.
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