
Abstract

The sulfur dioxide (SO2) cap and trade program established in the 1990 Clean Air
Act Amendments is celebrated for reducing abatement costs ($0.7 to $2.1 billion per
year) by allowing emissions allowances to be traded. Unfortunately, places with
high marginal costs also tend to have high marginal damages. Ton-for-ton trading
reduces emissions in low damage areas (rural) while increasing emissions in high
damage areas (cities). From 2000 to 2007, conservative estimates of the value of
mortality risk suggest that trades increased damages from $0.8 to $1.1 billion
annually relative to the initial allowance allocation and from $1.5 to $1.9 billion
annually relative to a uniform performance standard. With U.S. Environmental
Protection Agency (USEPA) values, trades increased damages from $2.4 to 
$3.2 billion annually compared to the initial allowance allocation and from 
$4.4 to $5.4 billion compared to a uniform performance standard. It is not clear
that the ton-for-ton SO2 cap and trade program is actually more efficient than
comparable command and control programs. The trading program needs to be
modified so that tons are weighted by their marginal damage. © 2011 by the Asso-
ciation for Public Policy Analysis and Management.

INTRODUCTION

Since the original essay on emissions allowance trading (Dales, 1968), economists
have been very excited about the reductions in abatement costs that trading encour-
ages (Tietenberg, 1980). However, some pollutants cause different degrees of damage
depending on where they are emitted. In such contexts, scholars have recognized
that, by influencing the location of emissions, trading may change the total sever-
ity of damages. For example, trading could cause emissions to migrate from low
marginal damage to high marginal damage locations and increase total damage.
One solution is to limit markets so that trading could only occur between sources
whose marginal damages are similar (Tietenberg, 1980). However, this creates thin
markets that have other problems. The Acid Rain Program (ARP) established by the
1990 Clean Air Act Amendments (CAAA) consequently favored a national market
for allowance trades to encourage more participants and more trading (Nordhaus,
2000).

Trading programs improve cost effectiveness by allowing high marginal abate-
ment cost firms to trade with low marginal abatement cost firms. Initial estimates
for the sulfur dioxide (SO2) cap and trade program during the limited Phase I
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period between 1995 and 1999 suggest abatement cost savings of $150 to $400 mil-
lion annually (Schmalensee et al., 1998; Keohane, 2006). Phase II abatement cost
savings were even larger because even more facilities were included. The estimated
abatement cost savings from trading in the Phase II period between 2000 and 2009
range from $0.7 to $2.1 billion per year (Carlson et al., 2000; Keohane, 2006; Ellerman
et al., 2000). 

Although several ARP scholars recognized that trading implies emissions are
changing location, they argued that trading had no important consequence on dam-
ages (Burtraw et al., 1998; Burtraw & Mansur, 1999; Shadbegian, Gray, & Morgan,
2007). We argue these analyses were too limited. First, some of the analyses only
examined abatement cost savings from trades (Carlson et al., 2000). Other studies
focused on whether the trades would lead to hot spots—places with high concentra-
tions of emissions (Hausker, 1992). This did not occur because the ARP discouraged
trades into areas that did not meet SO2 National Ambient Air Quality Standards
(NAAQS) (Hausker, 1992). Finally, some analyses examined the effects of trades on
health benefits but relied only on state-level data that obscured the effect of trades
between rural and urban locations (Burtraw et al., 1998; Burtraw & Mansur, 1999;
Shadbegian, Gray, & Morgan, 2007). The previous literature consequently failed to
detect any effect on damages caused by trading. 

In this paper, we argue that the current approach to SO2 trading caused a substan-
tial increase in damages. We argue that trading encouraged emissions to move from
rural (low damage) to urban (high damage) areas. Of course, it was not the intent
of the ARP to increase damages. The purpose of trading was to move abatement
from high marginal cost to low marginal cost firms to secure abatement cost sav-
ings. If damages were randomly allocated across sites, there would be no net dam-
age effect. However, marginal costs and marginal damages happen to be positively
correlated for SO2. Before the ART, firms in nonattainment areas that exceeded 
the NAAQS had more stringent emission rules and therefore higher marginal abate-
ment costs. Urban areas often exceeded the NAAQS because cities emit half of all
local air pollution even though they make up only 3 percent of total land area
(Muller & Mendelsohn, 2009). The density of emissions leads to high ambient pol-
lution concentrations. Hence, marginal abatement costs tend to be higher for firms
in urban locations. Urban areas also have higher marginal costs because rents and
wages are higher. 

Sources in urban areas are also located near high population densities and con-
sequently they have high marginal damages (Muller & Mendelsohn, 2009; Muller,
Tong, & Mendelsohn, 2009). Because SO2 trading encourages emissions to move
from low marginal cost to high marginal cost locations, SO2 trading also led emis-
sions to go from low marginal damage (rural) to high marginal damage (urban)
counties. The overall effect was to increase annual damages. This analysis explores
just how much total damages increased because of SO2 trading under the ARP.

This paper tracks the movement of SO2 allowances from the initial allocation of
permits to each firm to the location of the final emission after trading. This study
focuses on Phase II of the ARP for the years 2000 through 2007 and covers almost
all fossil fuel electric generating stations in the United States. We calculate the dam-
ages from actual emissions and compare them to the level of damages that would
have occurred at the initial allowance allocation prior to trading. To test the robust-
ness of our findings, we also compare damages from actual emissions to damages
under a uniform emissions standard defined by heat input. By holding total emis-
sions fixed, these simulations isolate the impact of the spatial reallocation of emis-
sions due to trading.

The study relies on an integrated assessment model—the Air Pollution Emission
Experiments and Policy analysis (APEEP) model (Muller & Mendelsohn, 2007,
2009; Muller, Mendelsohn, & Nordhaus, in press)—to account for damages to
human health, visibility, crops, recreation, and timber. The model incorporates the
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dispersion of emissions, the exposure of sensitive populations (especially humans),
the response to the increased exposure, and then the sum of the values of the result-
ing damages. The integrated assessment model is used to compute marginal dam-
ages for emissions in each county in the U.S. and for over 600 individual point
sources (Muller & Mendelsohn, 2009).

These marginal damages are then used to compute the change in damages asso-
ciated with the SO2 cap and trade program by comparing the damages from emis-
sions both before and after the trades. While the total amount of emissions remains
fixed in these two scenarios, the location of emissions changes according to
whether or not trading is permitted. Employing APEEP default assumptions for the
valuation of mortality risks, damages are estimated to have increased by $0.8 to
$1.9 billion per year from 2000 to 2007. Using the higher valuation of mortality risk
that is employed by the U.S. Environmental Protection Agency (USEPA), damages
are estimated to have increased by $2.4 to $5.4 billion per year. Depending on the
values used, the increased damages are at least as large if not larger than the abate-
ment cost savings from emission trading. 

CONCEPTUAL MODEL

Earlier studies have recognized that a positive (negative) covariance between mar-
ginal costs and marginal benefits of abatement can cause allowance trading on a
ton-for-ton basis to increase (decrease) damages, relative to a command and con-
trol policy (Mendelsohn, 1986). However, the importance of the problem depends
on the heterogeneity of marginal damages and the magnitude of the correlation.
For example, if the marginal damages are almost the same everywhere, the effect of
trading on aggregate damages will be minimal. In Figure 1 we assume that the mar-
ginal damages are alike for each firm and the price for pollution allowance (Pm) is
also equal to marginal damages. Firm A is assumed to have high marginal costs of
abatement and Firm B has low marginal costs. If both firms begin by executing the
same level of abatement (Q1), they both have an incentive to trade allowances; Firm
A would like to buy (Q1 – QA) allowances because at the prevailing price (Pm), buy-
ing allowances is cheaper than abatement. Conversely, Firm B has an incentive to
sell (QB � Q1) allowances because the resulting earnings exceed the additional abate-
ment costs. There is an incentive to trade permits until MCA � MCB � Pm. These
trades would reduce aggregate abatement costs. Aggregate damages remain
unchanged because the aggregate increased damages by Firm A (rectangle A) is the

Pm = MDA,B

P

QAbatement

MCA MCB

QBQ1QA

BA

Figure 1. Effect of trading when marginal damages are equal across firms.
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same as the aggregate reduced damages (rectangle B) by Firm B. This is the classic
argument on behalf of trading allowances on a ton-for-ton basis. The classic
assumptions clearly apply to some pollutants, notably greenhouse gases, where
marginal damages do not depend on location. They also apply when the marginal
cost of abatement is uncorrelated with the marginal damage at each location. 

However, for many local pollutants the location of emission determines the level
of marginal damages (Muller & Mendelsohn, 2009). Emissions that occur near sen-
sitive populations lead to higher damages. If marginal costs are correlated with
marginal damages, the spatial reallocation of emissions due to trading will have an
effect on aggregate damages (Mendelsohn, 1986). A positive correlation suggests
trading would increase damages and a negative correlation suggests trading would
decrease damages.

Figure 2 illustrates this point using an urban firm (Firm A) and a rural firm (Firm B).
Although the marginal abatement cost function of both firms could be identical, the
NAAQS regulations force Firm A in the urban area to abate more than Firm B in
the rural area (QA � QB). Firm A has higher marginal abatement costs than Firm B
(MCA � MCB). The marginal damages are also not the same for the two firms. Emis-
sions from Firm A cause higher marginal damages than those from Firm B because
they lead to more human exposures, and health is the primary damage of SO2

(MDA � MDB). We draw the marginal damage functions as horizontal lines because
a single firm has only minute impacts on ambient concentrations and so its emis-
sions alone do not alter marginal damages (Muller & Mendelsohn, 2009). 

Because MCA is initially greater than Pm, the urban firm will want to buy permits
from the rural firm so that it can abate less. Similarly, the rural firm will want to
sell permits and pollute less because the MCB is less than Pm. The trading will reduce
aggregate abatement costs. However, because the trading will encourage emissions
to move from the rural to the urban area, damages will increase. The increase in
damage (rectangle A) due to Firm A emitting more is larger than the reduced dam-
age (rectangle B) due to Firm B abating more. The magnitude of the cost savings
and damage increase is an empirical question. The costs savings have been explored
in the literature. This paper quantifies the increase in damages. 

Ton-for-ton trading programs are designed to reduce total abatement costs. The
relative magnitude of the change in damages depends on the degree of heterogene-
ity in the marginal damages across firms relative to the variation in marginal costs
and the relative slopes of the marginal cost and marginal damage functions
(Mendelsohn, 1986). 

Pm

P

QAbatement

MDB

MDA

MCB

MCA

QAQTQB
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A

B

Figure 2. Effect of trades between urban and rural sources.
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Given the earlier reliance on NAAQS regulations, the positive correlation between
marginal costs and marginal damages is likely to be a general phenomenon for
many local pollutants. Urban areas will tend to have higher marginal damages per
unit of emission for any damage related to people, whether it is direct impacts on
health, enhanced depreciation of material possessions, or other nonmarket services
such as visibility. Firms located in urban areas are also likely to face higher costs.
First and foremost, emissions tend to be densely packed in urban areas, leading to
higher concentrations. Concentrations in urban areas are likely to violate the
NAAQS, forcing more stringent local abatement requirements. Second, the price of
land and labor and even material inputs can be higher in urban areas than in rural
areas. It therefore will often be the case that there is a positive correlation between
marginal damages and marginal costs of abatement. 

In Figure 3, we demonstrate which areas are in nonattainment with (violate) the
NAAQS. As can be seen in the figure, most of the nonattainment areas are urban.
Very few rural areas are in nonattainment. Consequently, urban areas face stricter
emission control policies. Figure 4 reveals the marginal damage caused by emis-
sions in different locations. It is clear that the marginal damages in urban areas are
quite a bit higher than the marginal damages in rural areas. The positive spatial cor-
relation by county in Figures 3 and 4 is striking. Note that a similar analysis at the
state level would not reveal this correlation because the differences in costs and
damages are driven by urban–rural land use, not state location. 

EMPIRICAL MODEL

To determine the damages caused by SO2 emissions from the facilities governed by the
ARP, we employ the Air Pollution Emission Experiments and Policy analysis model
(APEEP) (Muller & Mendelsohn, 2007, 2009; Muller, Mendelsohn, & Nordhaus,
in press). APEEP is a traditional integrated assessment model of air pollution for

Figure 3. County level National Ambient Air Quality Standards nonattainment
status.

Source: USEPA (2010b).
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the contiguous United States. APEEP is like other integrated assessment models
that have been used by the USEPA to evaluate the benefits and costs of the Clean
Air Act (USEPA, 1999). It follows a six-step process connecting the source of emis-
sions, the air quality model, the resulting concentrations, the exposure of sensitive
populations to concentrations, the dose response relationship between exposures
and physical effects, and the valuation of these physical consequences in dollars
(see Figure 5). It calculates damages for emissions of six air pollutants (sulfur diox-
ide, nitrogen oxides, volatile organic compounds, ammonia, fine particulate matter,
PM2.5, and coarse particulate matter, PM10–PM2.5). The effects encompassed by the
model calculations are: adverse effects on human health, decreased timber and agri-
culture yields, reduced visibility, enhanced depreciation of materials, and reductions
in recreation services. Schematically APEEP is represented in Figure 5.

County emissions for each criteria air pollutant (excluding carbon monoxide and
lead but including ammonia) come from the USEPA’s 2002 National Emission
Inventory (USEPA, 2006). The air quality model is based on the Gaussian plume
model (Turner, 1994). However, the model has been enhanced to capture chemical
reactions. For example, the model captures the transformation of SO2 into ammo-
nium sulfate, a component of PM2.5. The predicted pollution concentration levels by
APEEP are comparable to predictions generated by the Community Multiscale Air
Quality Model (Byun & Schere, 2006), which is considered the state-of-the-art air
quality model (Muller & Mendelsohn, 2007). 

Population-weighted exposures are computed by multiplying county-level popu-
lations times county-level pollution concentrations. The relevant populations for
SO2 and its derivatives include the number of people and the inventory of manmade
materials for each county in the contiguous United States. Each type of exposure is
computed separately. Exposures are translated into physical impacts through the
use of dose response functions, which are drawn from the peer-reviewed literature.
The relevant dose response functions in this example include premature mortalities,
cases of illness, and enhanced depreciation of manmade materials. The literature

Source: Muller and Mendelsohn (2009). 

Figure 4. County-level SO2 marginal damages. 
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suggests that the single most important concentration–response relationship is that
between (adult) human mortality and chronic exposures to PM2.5 (USEPA, 1999;
Muller & Mendelsohn, 2007, 2009). To model the mortality impacts of SO2 emis-
sions, APEEP uses the concentration–response relationship reported in Pope et al.
(2002).

APEEP uses a valuation function to express these physical effects in monetary
terms. For manmade materials, APEEP measures the effect of SO2 exposure on
painted surfaces, carbonate stone, and carbon steel. The damage to materials is the
present value of the additional maintenance required to maintain the lifetime of 
the materials. For visibility, damages are valued using contingent valuation meth-
ods based on household willingness-to-pay for incremental changes in visibility
associated with recreation experiences (Chestnut & Rowe, 1990). For acute health
impacts, such as hospital admissions for asthma, APEEP uses the cost of illness for
specific illnesses reported by USEPA (1999). However, the majority of the health
costs are for mortality risks.

APEEP employs the results of hedonic wage studies to measure the monetary
damage of small increases in mortality risk (see Viscusi & Aldy, 2003). However,
rather than applying the same value to mortality risks faced by populations of all
ages, APEEP adjusts the value to the remaining life years of the exposed populations.
Remaining life years are tied to 19 age–sex cohorts. For each age cohort, APEEP
computes the present value of the sum of life years remaining. The value of a life
year is calculated from the wage premium and life years remaining of a 45-year-old
male (which correspond to the mean age of the sample in hedonic wage studies). In
these calculations, a 3 percent discount rate is used to calculate present values. 

The mortality estimate of $2 million per value of statistical life (VSL), which is
intended to reflect the value of a small risk, comes from a review of the hedonic
wage literature (Mrozek & Taylor, 2002). In a sensitivity analysis, we also explore
using $6 million per VSL, which corresponds to the USEPA’s preferred value
(USEPA, 1999). In the sensitivity analysis, we also apply the USEPA assumption
that the VSL is the same across all ages. However, we do not employ the USEPA
assumption that mortality impacts occur following a lag period after exposure. 

We rely on estimates of the marginal damage of emissions in each county of the
U.S. produced by APEEP (Muller & Mendelsohn, 2009). The marginal damage for
SO2 emissions is computed for each facility governed by the ARP. This modeling
strategy captures the difference in damages per ton of SO2 emissions between
sources in urban versus rural counties.

A simple algorithm is used to calculate marginal damages. First, national baseline
damages are estimated by APEEP from baseline emissions reported across the
entire U.S. (USEPA, 2006). Next, APEEP adds 1 ton of SO2 to baseline emissions at
one regulated facility. APEEP then recalculates the total national damages. The
change in total damages between the baseline and the run with the additional ton

Dose–Response

Emissions Air Quality
Model

Local Ambient
Concentrations

Local
Exposures

Economic
Valuation

Figure 5. The APEEP model structure.
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of SO2 is the marginal damage of that emission. This experiment is repeated for
each location covered in this study. Note that this approach captures the impact of
secondary pollutants that result from the SO2 emission.

We then estimate the impact of trading on damages. The allowance allocation and
the actual emissions data for the original facilities governed by the ARP are col-
lected from the USEPA Clean Air Markets Data (USEPA, 2010a). The ARP legisla-
tion mandated facilities receive their Phase II allowances at the initial allocation in
1993. There were 754 generating facilities that originally received allowances. These
754 facilities contain approximately 2,200 electric generating units (EGUs) and
account for approximately 99.8 percent of the retired allowances (emissions) in
Phase II of the program (2000 to 2009) (authors’ calculations from USEPA, 2010a).
The remaining 0.2 percent of retired allowances comes mostly from facilities that
did not exist at the time of the initial allocation. 

We begin the analysis by calculating total damages given observed SO2 emissions.
Actual emissions take into account traded allowances across firms. This estimate of
damages based on observed emissions is compared to the damages associated with
two counterfactual scenarios. In all cases, total emissions of SO2 are identical. 

In the first counterfactual scenario, we assume that firms would have equated
emissions to the initial allowance allocation. The motivation is that the initial allo-
cation likely reflected existing laws and regulations before trading began. In the sec-
ond counterfactual, we assume a performance standard forces all plants to have the
same SO2 emission rate per heat input, measured in British thermal units (Btu).
The motivation of this scenario is that legislation prior to the 1990 CAAA [Mitchell
S. 1894 (1987); Waxman-Sikorski H.R. 2666 (1987); and Proxmire–Simpson S. 316
(1987)] had default provisions of a uniform standard of emissions by heat input
(Regens, 1989). The emission from each plant is equal to the heat input of that plant
times the standard. As with the first counterfactual, the aggregate amount of emis-
sions does not change; all that changes is the location of emissions. The intent of
these scenarios is to isolate the impact of trading, holding the total amount of SO2

fixed.
Total damages in each scenario for a specific source (i) in a given year (t) are com-

puted by taking the product of the emissions (Eit) times the marginal damage (MDi)
of SO2 for that facility. The damages are summed across all 754 generating stations
to determine the damage estimate for that year as shown in Equation (1), where
t � year, and i � facility. 

TDt � (MDi � Eit) (1)

This measures the total damages (TDt) given the scenario emissions (Eit).
Equation (1) assumes that marginal damages are constant for each facility

regardless of the level of emissions. As shown in Figure 6, this assumption is sup-
ported by simulated results revealing that the marginal damage of SO2 emitted from
each point source is nearly constant over a very broad range of emissions levels
(Muller & Mendelsohn, 2009). The primary reason that the marginal damage func-
tion is flat is that each source has only a minute impact on ambient concentrations.
Shifts in emissions at one facility consequently do not change marginal damages.
Of course, that does not mean that marginal damages are the same for each source.
Marginal damages are quite different for different sources because a ton from dif-
ferent sources leads to a wide range of human exposures depending on the proxim-
ity of large populations. 

There are three complications associated with computing the change in damages
due to trading relative to the two counterfactuals. First, the aggregate emissions
change over time, from 11.2 million tons (2000) to 8.9 million tons (2007). The
emissions are not the same in every year because ARP allows facilities to bank
allowances for use in a future year. To control for fluctuations in emissions due to
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banking, we match the total number of emissions in the no-trading cases to the
total number of actual emissions in the trading case by proportionally changing 
the allowance allocation for that year. This effectively removes allowances that are
banked for future years. Second, some allowances have been allocated to facilities
that emit very little SO2 because they burn natural gas or diesel, or are not operat-
ing. We do not count the allowances or emissions from these facilities in either the
trade or no-trade case. Third, some facilities contain both coal or residual oil-fired
units and natural gas- or diesel-fired units. We examine emissions and heat input
only from units that burn coal or residual oil (that emit SO2).

RESULTS

Table 1 reports the trend in both aggregate emissions and damages over the period
from 2000 to 2007. As can be seen in Table 1, the aggregate tons of emissions have
been generally falling over time in anticipation of the regulations becoming stricter
(column 1). Aggregate damages have therefore been falling over time as well. For
example, using the APEEP default assumptions, damages are falling in column 2.
Column (3) reports the damages in the first no-trade counterfactual. The damages
in the trade case (column 2) are higher than the damages in the no-trade case (col-
umn 3). Trading SO2 permits has increased total damages. Table 1 shows that trad-
ing has led to an increase in damages of $0.8 to $1.1 billion, annually (column 4).
This represents a 5 percent to 7 percent increase in damage (column 8).

Further evidence of the adverse impact of trading is evident in columns 5 and 6.
Trading has increased the damage per ton of SO2 emitted. The damages with trad-
ing are about $90 per ton more harmful (column 7). Trading is causing this increase

50
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Key: Solid line: Damage per ton SO2 emitted in large urban area. 
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Source: Muller and Mendelsohn (2009).

Figure 6. Marginal damage functions for SO2.
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in damages by inadvertently encouraging SO2 emissions to migrate from low mar-
ginal damage (rural) to high marginal damage (urban) sources. 

Note that the average damage ($/ton) has remained quite stable from 2000 to
2007. Without trading, damages average $1,580 per ton. With trading, damages
average $1,670 per ton. This constancy implies that the observed decrease in total
damages over this period has been driven by the tightening cap and the reduction
in observed emissions. 

Table 2 displays the results of the uniform performance standard counterfactual.
The increase in damage from trading is almost twice as great as the increase
reported in Table 1. In this case, firms with low emission rates per Btu would have
extra allowances to sell, and firms with high emissions rates per Btu would want to
buy allowances. Firms might have low emission rates per Btu if they are new and
more energy efficient or if they burn low-sulfur fuels (such as Western coal). The
fact that the performance standard leads to such a large increase in damages sug-
gests that low emission per Btu plants are likely to be in rural areas and high emis-
sion per Btu plants are in urban areas. High emission per Btu plants also had high
SO2 marginal damages. The fact that the ARP allowances led to a smaller increase
in damages than the performance standard suggests that these high emission per
Btu plants managed to get higher initial allowance allocations. 

From 2000 to 2007 the increase in damages ranges between $1.5 billion and $1.9
billion, annually (see Table 2). The percentage increase in damages due to trading
relative to the performance standard ranges between 9 and 12 percent. Hence, the
increase in damages from trading in Table 2 is significantly larger than in Table 1. 

In Table 3 we report a sensitivity analysis that relies on the valuation assumptions
used by USEPA in their cost–benefit analyses of the Clean Air Act (USEPA, 1999).
Instead of a VSL of $2 million, we use a VSL of $6 million. Instead of relying on the
remaining years of life, we assume that the VSL is constant for every age group.
Both of these new assumptions increase the value placed on mortality risks and
increase marginal damages across the board. The additional damages from trading
increase by a factor of approximately three in Table 3 compared to Tables 1 and 2
(columns 6 and 7). Trading from 2000 to 2007 increases damage between $2.4 and
$3.2 billion annually under the allowance allocation. With the performance stan-
dard, trading increases damages by between $4.4 and $5.4 billion annually. 

Table 3. Effect of trades on damages from SO2 emissions using USEPA valuation of a sta-
tistical life.

Annual Emissions Change in Damages
(million tons SO2) Total Damages ($billions) ($billions)

(2) (3) (5) (6) (7)
(1) Observed Allowance Uniform Allowance Uniform

Year Emissions Emissions Allocation Standard Allocation Standard

2000 11.2 $51.3 $48.7 $46.8 $2.58 $4.45
2001 10.6 $48.4 $45.9 $44.0 $2.44 $4.35
2002 10.2 $46.8 $44.2 $42.2 $2.59 $4.59
2003 10.5 $48.7 $45.6 $43.3 $3.10 $5.39
2004 10.2 $47.1 $44.0 $41.9 $3.11 $5.22
2005 10.2 $47.0 $43.9 $41.9 $3.15 $5.10
2006 9.4 $43.0 $40.4 $38.5 $2.59 $4.50
2007 8.9 $41.1 $38.6 $36.7 $2.46 $4.40
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CONCLUSION

As predicted by the theoretical models in the literature (Mendelsohn, 1986), a pos-
itive correlation between marginal abatement costs and marginal damages across
firms implies that ton-for-ton trading would increase aggregate damages. We argue
that the NAAQS cause there to be a positive correlation for SO2. Cities have high
densities of polluting sources and so have high pollution concentrations. That leads
to nonattainment with the NAAQS, more restrictive emission regulations, and high
marginal abatement costs for sources in cities. Higher wages and rents also con-
tribute to higher marginal abatement costs in cities. Urban areas also have high
concentrations of people, which cause emissions to lead to high exposures, large
health effects, and therefore high marginal damages. Cities tend to be nonattain-
ment areas, and they tend to have high marginal damages. Damages and abatement
costs are positively correlated, and ton-for-ton trading inadvertently causes emis-
sions to move from rural areas to urban areas, increasing overall damages. 

We measure the magnitude of this increased damage using the results of an inte-
grated assessment model. The model is used to estimate the marginal damages of
emissions from every power plant regulated under the ARP. We then examine how
trading affects where emissions are located. We start by assuming that emissions
would have occurred where allowances were initially given if there had been no
trades. We also examine an alternative initial distribution of emissions that would
have resulted from using a performance standard based on emission rates per Btu.
We contrast these initial allocations against the actual emissions that occurred with
trading. In all cases, the marginal damage at each plant does not change. In all
cases, the aggregate amount of emissions is the same. The only difference across
cases is the location of emissions. The location changes with each trade. 

The magnitude of the increased damages varies slightly over the time period
examined. It is likely that as the cap on SO2 continues to decrease, the magnitude
of the increased damages from trading will fall, as there will be fewer trades. Of
course, the abatement cost savings will also fall. The magnitude of the damages
depends on the counterfactual: how emissions would have been distributed if trad-
ing was not allowed. We look at both the initial distribution of allowances and a per-
formance standard as two prominent alternatives. The magnitude of the damages
also depends on which values are used to weigh health effects. Because the trading
leads to a substantial increase in health effects, the higher the value used, the
greater are the damages. 

This paper demonstrates that the cap and trade policy governing SO2 emissions
under the ARP has caused the total damage due to SO2 emissions to increase rela-
tive to both the initial allowance allocation and to an allocation based on perform-
ance standards. We examine all of the 754 original power plants regulated under the
1990 CAAA (99.8 percent of total emissions). Between 2000 and 2007, a conservative
value of mortality risks suggests that trading from the initial allowances increased
damages between $0.8 and $1.1 billion annually. With the USEPA preferred valuation
of mortality risk, the increase in damages is between $2.4 and $3.2 billion annually.
Assuming allowances were initially allocated on the basis of a performance stan-
dard, a conservative value of mortality risks suggests that trading increased damages
in this period between $1.5 and $1.9 billion annually. With the USEPA values, this
same trading increased damages between $4.4 and $5.4 billion annually. In contrast,
the literature estimates that the abatement cost savings from trading over this period
are between $0.7 and $2.1 billion annually (Carlson et al., 2000; Keohane, 2006;
Ellerman et al., 2000). The increased damages are at least as large as the cost sav-
ings, and they may well be larger. Trading SO2 on a ton-for-ton basis appears not to
have increased welfare compared to command and control regulations. 

If trading were instituted for other criteria pollutants, such as particulates, very
similar results would likely occur for the same reasons. First, damages per unit
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emission of local pollutants tend to be higher in cities because of the importance of
proximal population densities. Second, urban counties tend to be in nonattainment;
consequently, firms in these counties face higher marginal abatement costs. How-
ever, the negative impact of ton-for-ton trading on damages would not necessarily
apply to all pollutants. For example, greenhouse gas pollutants have the same mar-
ginal damage in all locations, so there is no spatial correlation between marginal
damages and marginal abatement costs. There would be no change in global warm-
ing damages associated with the cap and trade of greenhouse gases. 

The policy implication of this paper is not to ban cap and trade entirely. The
results argue that trading regimes for criteria pollutants need to be modified.
Instead of trading on a ton-for-ton basis, pollutants should be traded on a marginal
damage basis. The government should weight tons of emissions by marginal dam-
age and then allow trading of the weighted tons. This would equilibrate marginal
damage to marginal cost at each location and yield an efficient result (Montgomery,
1972; Baumol & Oates, 1988; Farrow et al., 2005; Muller & Mendelsohn, 2009). 
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