How the Gann Limit Interacts with
Cap-and-Trade

Overview

This article explores whether California should include revenue from its cap-and-
trade program in the state’s appropriations limit.

California voters enacted Article XIII B of the state constitution in 1979 (Proposition
4) to constrain state and local spending. That provision limits state appropriations to
1978 spending levels, plus the growth of the state’s population and personal income.
This is commonly called the “Gann Limit,” after the measure’s author, conservative
political activist Paul Gann. It applies to spending from tax revenues and other
proceeds, including regulatory licenses, user charges and fees, and tax revenue
investment. The state reached the Gann Limit once in the 1980s, but since then it
has been a relatively minor part of the state’s budget process, due to economic
growth and subsequent ballot measures. Today, however, due to increasing state
spending and the continued economic expansion, state spending is inching closer to
this limit.

California’s cap-and-trade (CAT) program is the state’s newest revenue source. In
2006, the state enacted it to lower the state’s greenhouse gas emissions. This
program generates significant revenues by auctioning permits to emit greenhouse
gas. CAT auction revenue is likely to increase in the near future, due to the
program’s recent extension and the state’s aggressive greenhouse gas reduction
targets. To date there has been no analysis of whether CAT auction revenue fits
under the Gann Limit. Currently, the state Department of Finance does not classify it
as tax revenue, nor does the state count this revenue under the Gann Limit.[1]

The Issue: How the Gann Limit and CAT Revenue Interact

This article reviews CAT revenue’s characteristics and concludes that it should not
be included as revenue under the Gann Limit.[2] Revenue from selling a public asset
could be a tax, a fee, or something else. The state’s CAT auctions are a unique and
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not easily-classifiable transaction: the state trades an allowance to pollute (which
has a market value) for revenue. As discussed below, CAT revenue is best excluded
from the Gann Limit because it is unrelated to the electorate’s intent of lower taxes
and reduced spending, and because including it would achieve the dubious public
policy goal of discouraging creative legislative solutions like a market-based solution
to combat climate change.

Analysis
1. Cap-and-Trade

In 2006, California’s Global Warming Solutions Act established the state’s CAT
program.[3] Under this program, the California Air Resources Board establishes a
statewide greenhouse gas emission cap and issues a set number of permits to allow
greenhouse gas emissions. Companies may purchase these permits at state-run
auctions.[4] The program allows market forces to set the price of a pollution permit
based on the supply of permits and companies’ need to pollute. Compared with a
carbon tax or alternative regulations, CAT is a low-cost regulatory framework to
address greenhouse gas pollution.[5] Economic theory posits that the market for
permits encourages companies to reduce pollution.[6]

The state’s permit auctions collect significant revenue, and it is rising. In last year’s
budget, the state appropriated $1.4 billion in auction revenue.[7] The 2017-18
budget appropriates $2.6 billion in auction revenue. From 2015 to 2017, the state
generated $5 billion from these auctions.[8] The legislature directs this spending to
various climate change abatement projects, including programs for transportation,
housing, and low-income Californians.[9]

Recent state policy changes are likely to significantly increase CAT auction revenue.
In 2016, the state enacted a new and aggressively low greenhouse gas emissions
target: By 2030, California aims to reduce greenhouse gas emissions to 40 percent
lower than 1990 levels.[10] The state will issue fewer greenhouse gas pollution
permits to meet this target. Next, the state extended its CAT program through
2030.[11] Together, these new policies will lower the supply of permits but increase
the demand for them. Pollution allowance prices will rise, increasing state revenue.
At slightly above current auction prices, the Legislative Analyst’s Office estimated



that CAT auction revenue could be between $2.5 and $3 billion.[12] Permit prices at
the state’s most recent auction for the last quarter of 2017 reflect this change.[13]
Prices were the highest in the program’s history as companies bought an estimated
$862 million worth of permits.[14] With the increasing demand for permits along
with their deceasing supply, future auction revenues may be substantially higher.
The Legislative Analyst’s Office estim,ates that auction revenue by 2030 could range
from $2 billion to $7 billion.[15]

The Gann Limit

The Gann Limit is a multiple-step equation to calculate the maximum amount the
state can spend in a given fiscal year. First, the state must determine all proceeds of
taxes “levied by or for the state.”[16] The state’s “proceeds of taxes” are broadly
defined and include (but are not restricted to) all tax revenues and the proceeds
from regulatory licenses, user charges, and user fees.[17] The Gann Limit’s
definition of the “proceeds of taxes” differs from other tax definitions in the
California constitution.[18] Next, the state determines all budget appropriations
from these sources.[19] Some spending is exempt, including state subventions to
local governments, appropriations for debt service, and appropriations for qualified
capital outlay projects (as defined by the legislature).[20] Last, appropriations
subject to this limit are compared to a baseline spending amount. This baseline
amount equals the prior year’s spending limit plus adjustments for changes in state
personal income and population.[21] Breaching the Gann Limit has significant
consequences for state spending. If appropriations exceed the baseline in two
consecutive years, the state must split the spending above the baseline by providing
half to public schools and the other half to taxpayers.[22]

The calculation process looks like this:
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Since the 1980s, state spending has been far below the Gann Limit.[23] This is
because later initiatives loosened the limit, and the state diverted spending subject
to this limit to local governments by transferring responsibility for certain programs
and their funding to them.[24] But due to the state’s economic expansion, state
spending today is approaching the Gann Limit ceiling.[25] The 2013-14 budget was
$18 billion under the spending limit.[26] In 2017-18, spending is only $6 billion or so
under the limit: the appropriations limit is estimated at $103.39 billion, while state
spending subject to the limit is $97.3 billion.[27] Before the 2017-18 budget was
enacted, the governor and the legislature initially clashed over the methodology for
calculating the Gann Limit.[28] This previews a future when the state gets closer to
breaching the limit. The closer the state gets to the limit, the more it matters
whether CAP revenue should be counted under the Gann Limit.

This means the state needs an answer to the question about whether CAT revenue
should count under this limit. The state constitution does not provide a clear answer.
If this revenue is counted under the Gann Limit, the state would have to reevaluate
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the CAT program specifically, and spending generally: either reducing spending over
the limit, reallocating it, or disbursing it to schools and taxpayers. This will impair
the state’s ability to fund climate change abatement policies, and create difficult
fiscal policy choices.

1. Cap-And-Trade Auction Proceeds Should Not Be Included Under the
Gann Limit

Starting with a textual analysis, cap-and-trade auction proceeds do not fairly fit
within any of the Gann Limit’s categories. Article XIII B describes five revenue
categories: (1) tax revenues; (2) proceeds from regulatory licenses; (3) user charges;
(4) user fees; and (5) tax revenue investments.[29] CAT auction proceeds fall within
none of those categories. Instead, auction proceeds stem from a transaction for a
valuable commodity that gives businesses the right to pollute. No one could contend
that the auction proceeds are income from tax revenue investments, so we need only
consider whether the proceeds are revenue from taxes or from user licenses,
charges, or fees.

Auction proceeds are not a tax.[30] A tax is a compulsory payment where the payer
receives nothing of value.[31] CAT program auctions do not fit in this category
because the buyer receives something of value in a marketplace exchange.[32]
Furthermore, purchasing a CAT permit is voluntary, while taxes are compulsory.

Auction proceeds also cannot be classified under any of the other government
proceeds listed in Article XIII B. Auction revenues are not an excessive regulatory
license. A regulatory license is a formal approval allowing an entity to conduct a
regulated activity.[33] Auction proceeds could possibly be categorized as a type of
regulatory license: a permit conveying the privilege to pollute greenhouse gas.[34]
But the Gann Limit only includes “excessive” regulatory licenses.[35] The reverse is
true for CAT permits: the social cost of carbon is significantly higher than the CAT
auction price.[36] And the auction price fluctuates according to market forces. Thus,
it is impossible to determine if the price a company pays for a pollution permit is
excessive.

CAT auction proceeds do not have the characteristics of a user fee or user charge,
because these proceeds are a permit to conduct a regulatory activity, rather than a



payment to offset the cost of a government service.[37] Instead, CAT provides the
state with revenue based on the sale of a valuable commodity: a property right to
emit greenhouse gas pollution.[38] Companies purchase this right voluntarily to
mitigate the impact of the purchaser’s business operations.

CAT revenue is unlike any revenue source the state has previously collected.
Because CAT revenue does not fit within any of Article XIII B’s textual categories,
the state should not be required to include that revenue when calculating the Gann
Limit.

The intent behind the Gann Limit also does not support including CAT revenue.
Article XIII B contains an undefined catch-all phrase stating that proceeds subject to
the Gann Limit “include, but [are] not . . . restricted” to the listed revenue sources.
Even if this catchall makes Article XIII B’s text unclear, the electorate could not have
intended to include CAT revenue. The primary goal when interpreting an initiative is
to effectuate the electorate’s intent. A court will look first to the voter’s intent as
expressed in the ballot pamphlet.[39] The ballot arguments here contain nothing to
indicate that state auction proceeds are included.

Cap-and-trade auction proceeds are nowhere mentioned in the ballot pamphlet for
Proposition 4; obviously, they had not been invented yet. Cap-and-trade proposals
did not exist until a decade after voters approved the Gann Limit.[40] Voters cannot
anticipate new forms of revenue.[41] The 1979 voters aimed their fiscal
policymaking power only at limiting the state’s taxing and spending. Because the
Gann Limit’s authors and voters could not have anticipated (either in fact or as a
matter of law) CAT program revenue, there is no basis for inferring an intent to
include what would have been imaginary money at the time.

The canons of interpretation support excluding auction revenues from the Gann
Limit, because those auction revenues are nowhere in the constitution’s text.[42]
California courts narrowly construe the state constitution’s fiscal limits when the
proposed limit has no textual support.[43] This narrow construction of the
constitution’s fiscal limitations also applies when these limitations conflict with the
legislature’s powers.[44] Similarly, the Gann Limit restricts spending on enumerated
taxes and fees, but not other revenue-raising techniques. Instead, the legislature has



the power to design policies outside of the Gann Limit’s constraints. The
legislature’s power is to do anything not prohibited by the state constitution, so here
doubts should be resolved in the legislature’s favor.[45]

CAT revenue is not included in any of Article XIII B’s categories, and cap-and-trade
did not yet exist when the Gann Limit was enacted. Thus, voters could not have
intended to include CAT auction revenue. Courts narrowly interpret the state’s fiscal
limitations in the constitution. Accordingly, CAT auction revenue should not be
included under the Gann Limit.

Limited government advocates no doubt will argue that, notwithstanding the
problems discussed above, CAT revenue should be included in the Gann Limit
because voters enacted Proposition 4 to reduce government spending, and including
this revenue in the limit would promote that aim. No one doubts that voters in 1979
enacted the Gann Limit to constrain state spending.[46] The Gann Limit’s revenue
definitions are not exclusive; instead, revenue counted under this limitation includes,
but is not restricted to, taxes and fees. While auction proceeds are not a tax or fee,
this argument goes, they are at least a government program that raises revenue and
increases state spending.[47]

This argument fails for two reasons. Cap-and-trade did not yet exist when the voters
enacted Proposition 4. And the CAT program furthers the Gann Limit’s limited
government purpose. California could have chosen a variety of ways to limit
greenhouse gas emissions, like increasing the regulatory, inspection, and
compliance burden by creating a bureaucracy to enforce a ban on emissions or a
carbon tax.[48] Instead, CAT is a market-based, Coasian solution.[49] Cap-and-trade
limits the total amount of pollution that companies can emit and encourages them to
either pollute less or to buy credits to pollute. Including CAT auction revenue in the
Gann Limit would distort the voters’ intent to limit government spending and
misapplying that intent to estop a small-government, pro-market policy to combat
climate change.[50]

Conclusion

California’s CAT system was not primarily designed to raise revenue; instead, it
attempts to lower the state’s greenhouse gas emissions. The program’s success is



not measured by the amount of revenue raised but by the amount of greenhouse gas
emissions reduction. Those are not the goals underlying a tax or fee, which have
only one purpose: to raise revenue to fund government services. Nevertheless, this
system is flush with cash. With CAT’s recent reauthorization, the state will likely see
a significant increase in CAT auction proceeds and spending on climate abatement
programs. This means that a dispute about whether the California constitution’s
structural impediments on state spending apply to CAT revenue is coming into focus.
Voters enacted the Gann Limit to produce smaller government, lower taxes, and less
spending. Those voters could not have anticipated including CAT, because CAT did
not exist. In any event, this market-based solution fosters those small government
goals: instead of forcing companies to cease polluting through regulation or
taxation, CAT creates a marketplace to allow companies to purchase the right to
pollute.

Accordingly, CAT spending should not be included in the Gann Limit. Doing so would
constrain the state’s marquee climate program and the spending associated with it.
It would also be the death knell of the legislature’s power to create novel solutions
to complex problems.

Ben Gevercer is a research fellow with the California Constitution Center and a
third-year law student at the UC Davis School of Law.
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