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Abstract: To set an emission tax consistent with a given environmental target, the regulator must know the firms’ abatement cost functions. But this is never the case. Most of the textbooks in environmental economics have argued that this problem can be solved by a trial and error process through which the regulator imposes a tax level, then observes firms’ emissions and adjusts the tax accordingly. We explore the consequences of using this type of rule on the possibility of achieving the aggregate emissions target in the context of incomplete enforcement and propose a simple alternative rule. Our results indicate that: (i) by using the trial and error process, the regulator is unable to set the appropriate tax level; consequently, the environmental target can never be reached; and (ii) the simple alternative rule that we propose allows the regulator to set the proper level of the tax based upon all the relevant information received from the firms. 
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