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EXECUTIVE SUMMARY Pricing carbon dioxide and other greenhouse gases (GHGs) would address the market failure inherent in an economy that doesn’t price damaging emissions. Much has been written about the design of a federal-level carbon tax. This paper adapts these findings to the state level, motivated by pending federal regulations (which place implementation obligations on states), policy discussions in states with commitments to ambitious long-term emissions targets, and state budget shortfalls that could necessitate new revenue. Notwithstanding the myriad political impediments to a carbon tax, this paper explains how state policymakers can design one to fit their fiscal, economic, distributional, and environmental goals. A state-level carbon tax, particularly if set above prevailing emissions allowance prices in state cap-and-trade programs and applied economy-wide, could raise enough revenue in many states to play a substantial fiscal role; a $20 per ton tax on energy-related CO2 emissions could raise up to two or three percent of state GDP in the most emissions-intensive states. That is significant for a state tax; nationally, on average states collect only about five percent of GDP total from their own revenue instruments, including sales, property, income, and business taxes. A tax that rises at an annual rate above inflation should produce a reliable revenue source for decades even while it reduces emissions. States face many choices, including the sectors and sources of GHGs to cover, the point in the supply chain of fossil fuels at which to impose the tax, and other policy design elements. Importantly, the point of taxation is largely independent of who actually bears the economic burden of the tax because upstream producers or distributors will pass their costs along to those who buy their products. Thus states can choose a point of taxation that maximizes coverage, minimizes the number of taxpayers, and/or or coincides with existing state or federal tax or GHG reporting obligations. This paper reviews those and a host of other options regarding: • the tax treatment of carbon embodied in fuels, electricity, and goods that are imported or exported from the state; • tradeoffs arising across addressing the disproportionate burdens on low-income households and using the revenue in ways that promote economic growth; • how states can harmonize policies to avoid distortions in investment and trade; and • how a carbon tax can feature in state implementation plans for the Clean Power Plan and EPA rules under the Clean Air Act
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