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Abstract

While the cap-and-trade program was initially proposed as a static regulation, its im-

plementation introduces dynamic incentives such as banking of permits and abatement in-

vestment. I examine the performance of the program by accounting for dynamic incentives

in the context of the US Acid Rain Program. I develop and estimate a heterogeneous-firm

dynamic equilibrium model of emissions abatement and permit trading with transaction

costs. Simulations reveal that although the permit banking system improves the overall

cost-effectiveness, the aggregate level of banking is excess due to transaction costs. Equi-

librium distribution of emissions is more dispersed in the cost-effective outcome.
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