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ABSTRACT
This paper examines the welfare effects and the incentive for innovation of emission reduction
under different policy instruments such as emission taxes, auctioned emission permits, and
free(grandfathered) permits, when two technologies imitating technology developed by the innovating
firms are available for non—innovating firms. We find that there is no unambiguous case for preferring
any of these policy instruments and that relative welfare ranking of instruments depends on the

technological difference. We illustrate the type of situations when there can be significant change for

policy ranking by numerical simulation.
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