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ABSTRACT

Deep uncertainty usually refers to problems with epistemic uncertainty in which
the analyst or decision maker has very little information about the system, data are
severely lacking, and different mathematical models to describe the system may be
possible. Since little information is available to forecast the future, selecting prob-
ability distributions to represent this uncertainty is very challenging. Traditional
methods of decision making with uncertainty may not be appropriate for deep un-
certainty problems. This paper introduces a novel approach to allocate resources
within complex and very uncertain situations. The resource allocation model for
deep uncertainty (RAM-DU) incorporates different types of uncertainty (e.g., param-
eter, structural, model uncertainty) and can consider every possible model, different
probability distributions, and possible futures. Instead of identifying a single optimal
alternative as in most resource allocation models, RAM-DU recommends an interval
of allocation amounts. The RAM-DU solution generates an interval for one or mul-
tiple decision variables so that the decision maker can allocate any amount within
that interval and still ensure that the objective function is within a predefined level of
optimality for all the different parameters, models, and futures under consideration.
RAM-DU is applied to allocating resources to prepare for and respond to a Deepwater
Horizon-type oil spill. The application identifies allocation intervals for how much
should be spent to prepare for this type of oil spill and how much should be spent to

help industries recover from the spill.



CHAPTER 1. INTRODUCTION

Risk and uncertainty are most frequently linked with each other when people talk
about decision making. Risk management is a very old idea that has relatively recently
taken on somewhat of a new character. Kaplan and Garrick (1981) suggest measuring
risk using three questions. They are: 1) What can happen? 2) How likely is it that it
will happen? 3) If it does happen, what are the consequences? Answering these three
question proposed by Kaplan and Garrick (1981) is not so easy. Decision makers
often face uncertainty, which means good risk management should be implemented
during the decision-making process. However, answering questions 2 and 3 can be
very challenging especially when facing deep uncertainty with little information or a
severe lack of data.

Uncertainty is perhaps the biggest factor that makes decision making challenging
for many people, especially for complex systems. For instance, public policy, as a very
complex system, decision making is challenging as discussed above. On one hand,
not every sector will perform as planned or anticipated, because natural disasters,
an attack, and some other accident may happen in some sector. In this case, more
resources should be allocated to the dedicated sectors. The consequences of these
disruptions can be significant. Fig. 1.1 and Fig. 1.2 show the severe consequences
when some natural disaster really happened(example of Deepwater Horizon case). On
the other hand, decision makers usually need to allocate resources at the beginning of

a fiscal year or time period. After allocation, adjusting budget among sectors is not
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so easy. So allocating resources when facing uncertainty can be a very big challenge
to decision makers.

Numerous literatures have studied uncertainty and decision making under deep
uncertainty. (Helton, 1994; Hoffman and Hammonds, 1994; Tannert et al., 2007)
studied classification of uncertainty, which can be classified into aleatory or epistemic
uncertainty. Uncertainty can also be classified based on its severity (Courtney, 2001;
Walker et al., 2013) or the source of uncertainty (Grander and Max, 1990; Walker et
al., 2013). Walker et al. (2013) describes uncertainty about the future can be divided
into five categories. Deep uncertainty refers to uncertainty at level 4 (multiple possible
futures with several system models) and level 5 (unknown or unidentified futures,
unknown unknowns). Along with studying deep uncertainty, several decision-making
methods have been proposed to handle deep uncertainty.

The purpose of this thesis is to propose a new approach for decision making under
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deep uncertainty. The proposed solution can capture different types of uncertainty,
including parameter uncertainty, model uncertainty, and structural uncertainty. The
resource allocation model for deep uncertainty (RAM-DU) incorporates all of the
different types of uncertainty and can consider every possible model, different prob-
ability distributions, and possible futures. This thesis focuses on allocating infinitely
divisible resources, such as money, as opposed to discrete resources, such as the num-
ber of people or trucks. The RAM-DU solution generates an interval for the decision
variable. Allocating any amount within that interval ensures that the objective func-
tion is within a predefined optimality gap for all the different parameters, models,
and futures under consideration. The interval also provides the decision maker with
flexibility.

This paper introduces the methodology of RAM-DU and applies the method to a
real-world application of an oil spill. In Chapter 2, section 2.2 introduces the general
model structure for RAM-DU and examines interval solutions for a single decision
variable and for multiple decision variables. In Chapter 2, section 2.3 applies RAM-
DU to the problem of allocating resources to prevent and respond to a Deepwater
Horizon-type oil spill. Finally, we make conclusions and possible future extensions of

this methodology.



CHAPTER 2. A RESOURCE ALLOCATION MODEL
FOR DEEP UNCERTAINTY (RAM-DU), WITH
APPLICATION TO THE DEEPWATER HORIZON OIL
SPILL

2.1 Literature Review

Uncertainty is perhaps the biggest factor that makes decision making challeng-
ing for many people, especially for complex systems. Examples of complex decisions
with significant uncertainty exist in new product development (Hamarat et al., 2013;
Tatikonda and Rosenthal, 2000), investments (Hallegatte et al., 2012), climate change
(Heal and Millner, 2013; Lempert and Schiesinger, 2000; Polasky et al., 2011), and
national security (Lambert et al., 2012). Uncertainty can be classified into aleatory
or epistemic uncertainty (Helton, 1994; Hoffman and Hammonds, 1994; Tannert et
al., 2007). Aleatory uncertainty results from natural or stochastic variation within a
physical system or environment. Epistemic uncertainty results from a lack of knowl-
edge or information about a system. Uncertainty can also be classified based on its
severity (Courtney, 2001; Walker et al., 2013) or the source of uncertainty (Grander
and Max, 1990; Walker et al., 2013). In scientific research and modeling, uncertain-
ties can include parametric uncertainty, structural or model uncertainty, algorithm

uncertainty, experimental uncertainty, and interpolation uncertainty.



Probability is the most popular way to measure and model uncertainty. Paté-
Cornell (1996) defines six levels of treatment for uncertainty in risk analysis where
the lowest levels focus on identifying hazards and the worst cases for those hazards
and the highest level models uncertainty over probability distributions. In problems
with a lot of epistemic uncertainty where the analyst or decision maker has very little
information about the system, the use of probabilities to measure that uncertainty can
pose challenges. This type of uncertainty is known as deep uncertainty (Morgan, 2003;
Lempert et al., 2002). According to Walker et al. (2013), uncertainty about the future
can be divided into five categories. Increasing levels signify increasing uncertainty,
from a fairly certain future in level 1 to a completely unknown future in level 5. Deep
uncertainty refers to uncertainty at level 4 (multiple possible futures with several
system models) and level 5 (unknown or unidentified futures, unknown unknowns).
This article will treat deep uncertainty at level 4, in which multiple plausible futures
exist and multiple system models can represent those future scenarios, and an analyst
or decision maker does not know which model is most appropriate or which futures
are more likely. In this context, choosing a probability distribution to represent the
uncertainty in model parameters or the different futures and selecting value functions
to represent the desirability of different outcomes can be very challenging (Lempert,
2003).

Several decision-making methods have been proposed to handle deep uncertainty.
The robust decision framework was first proposed by Rosenhead (2001). Robust
decision making (RDM) (Lempert, 2003) is perhaps one of the most widely used. A
robust strategy is an alternative that performs well under many or even all possible
futures, and RDM helps a decision maker identify robust strategies, characterize
the vulnerabilities of such strategies, and evaluate the trade-offs among strategies

(Lempert and Collins, 2007; Croskerry, 2009). RDM allows for the possibility that



stakeholders in a problem do not know or cannot agree on the systems model or the
probabilities that should be used in the models (i.e., deep uncertainty) (Lempert and
Collins, 2007). Information-gap theory (Ben-Haim, 2001, 2004) seeks to identify the
optimal alternative that performs well as the uncertainty around a parameter grows.
Probability boxes, or p-boxes, calculate every possible probability distribution that
could fit within a predefined bound around that uncertainty (Ferson et al., 2003;
Zhang et al., 2017). Exploratory modeling and analysis (Bankes, 1993) copes with
deep uncertainty by calculating model outcomes across a large group of plausible
representations of the future. The uncertainty can exist due to unknown external
scenarios, model parameters, and problem structure (Agusdinata, 2008; Kwakkel et
al., 2010). Model uncertainty can also result from large amounts of data because
it is not clear which model is suitable for such a large data set. Adaptive boosting
addresses that model uncertainty by weighting different models based on a training
set (Cox, 2012). Other methods for deep uncertainty include the adaptive decision-
making framework (Hamarat et al., 2013) and using real options to hedge against
uncertain futures (Hallegatte et al., 2012).

A Bayesian approach to uncertainty and decision making can also address deep
uncertainty through the use of probabilities. According to Bayesians, probability
represents a individual’s subjective degree of belief about the future, and an individual
can always assign a probability for an uncertainty (DeGroot, 1988; Willink and White,
2012). If the individual has very little information about the uncertainty, he or
she should select a very diffuse or uninformative probability distribution. If several
probability distributions are possible to describe a single uncertainty, Bayesians can
also assign probabilities for each of these distributions, which is similar to the level 6
treatment of uncertainty in Paté-Cornell (1996).

Despite this wealth of proposed solutions, making decisions with deep uncertainty



still represents challenges. Selecting robust strategies tends to emphasize worst-case
scenarios, which may be very unlikely. Using subjective probabilities for deep uncer-
tainty can be subject to individual biases (Tversky and Kahneman, 1975; Kahneman
et al., 1982), especially the tendency to be overconfident about the future. This can
result in disastrous outcomes (Taleb, 2005). For complex problems with parameter
uncertainty, structural and model uncertainty, and uncertainty over possible futures,
it is not clear if different methods should address each type of uncertainty.

This paper offers a novel approach to decision making with deep uncertainty,
specifically for a problem in which a decision maker is allocating resources in a com-
plex, uncertain situation. The resource allocation model for deep uncertainty (RAM-
DU) incorporates all of the different types of uncertainty and can consider every
possible model, different probability distributions, and possible futures. Similar to
RDM, RAM-DU identifies allocation strategies that perform well across the possible
parameters, models, and future outcomes. However, RAM-DU is unique because it
recommends an interval of possible allocation strategies rather than a single optimal
alternative. This paper focuses on allocating infinitely divisible resources, such as
money, as opposed to discrete resources, such as the number of people or trucks.
The RAM-DU solution generates an interval for the decision variable. Allocating
any amount within that interval ensures that the objective function is within a pre-
defined optimality gap for all the different parameters, models, and futures under
consideration.

An interval solution is also beneficial because mathematical models are abstrac-
tions of the real world and cannot capture every possible factor. A decision maker
may have other considerations that are not captured in the models but that should
also influence his or her decision. By providing an interval rather than a point so-

lution, RAM-DU gives the decision maker flexibility to select a resource allocation



strategy within that interval. The decision maker can more easily incorporate other
considerations not captured by the model but still follow recommendations of the
model. For example, Floricel and Miller (2001) argue that strategies for large-scale
engineering projects with turbulent environments should include flexibility. RAM-DU
can also consider multiple stakeholders with different assumptions or opinions about
the model by incorporating those different factors within the interval solution.

This paper introduces the methodology of RAM-DU and applies the method to
a real-world application of an oil spill. Section 2.2 introduces the general model
structure for RAM-DU and examines interval solutions for a single decision variable
and for multiple decision variables. Section 2.3 applies RAM-DU to the problem of
allocating resources to prevent and respond to a Deepwater Horizon-type oil spill.
Concluding remarks and possible future extensions of this methodology appear in the

Chapter 3.

2.2 Methodology

A resource allocation model seeks to optimally distribute resources in order to
minimize or maximize an objective. Resources can be discrete or continuous. Dis-
crete resources are represented by integers such as the number of people, trucks, or
equipment. Continuous resources are infinitely divisible, such as money or time, and
are represented by positive real numbers (Slowinski, 1980). RAM-DU assumes contin-
uous resources, and the decision variables zy, 29, .. ., 2, are nonnegative real numbers
and z = (21, 29,...,2,)" is a vector of length n. A decision maker seeks to allocate
each z; in order to minimize a real-valued function f(z, @) where 8 denotes a vector of
exogenous parameters. Constraints are represented by h(z, 8), a vector-valued func-

tion of the decision variables z and exogenous parameters 6. The resource allocation
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model can be expressed as an optimization problem in (2.1):

min f(z,0)
(2.1)
st. h(z,0)<0

As discussed in the Introduction, a decision maker may be uncertain about many
aspects of this resource allocation model. Parameter uncertainty may exist in some,
or even all, of the parameters represented by 8, and a decision maker may not be com-
fortable assigning probabilities to represent the uncertainty in €. Model uncertainty
may exist with the constraints h(z, 8) and the objective function f(z,@). Different
functions could represent the decision maker’s objective because the objective is dif-
ficult to model or the decision maker is unsure of his or her true objective. Given
this parameter and model uncertainty and the difficulty of assigning probabilities to
represent the uncertainty, the resource allocation model becomes a problem with deep
uncertainty.

We assume that every possible value for the parameter @ and every possible func-
tion for f(z,60) and h(z, 0) can be identified. We assume m unique versions of the
optimization problem in (2.1) exist where the jth version of the problem is denoted by
0,, fi(z,0,), and h;(z,0;) for j = 1,...,m. For example, f;(z,0;) could differ from
fj(z,0;) because the objective function in j is exponential and the objective function
in j' is logarithmic. Or, f;(z, ;) could differ from f; (z,8;) because 8; = [1,2] and
0, = [1,3]. It could also be true that f;(z,0;) and f;/(z,0;) are identical but that
h;(z, 6;) differs from h;(z, 8;) for at least one of the constraints.

The goal of RAM-DU is to find an interval for a single decision variable or multiple
intervals for multiple decision variables that account for the m unique optimization
problems so that every solution within the interval guarantees that every objective

function is within a predefined optimality gap of its true minimum. We initially
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address a situation for a single interval and let z; be the decision variable around
which we want an interval. Identifying an interval means that the objective function
fi (z,0;) is close to its minimum value for all z; between a; and b; where b; > a; > 0.
Let f; be the minimum value for the jth optimization problem. The function f; (z, 8;)
can be considered close to its minimum f7, if f; (z, 6;) is within ¢; of f} where d; > 0.
We define a; = f; + 0;, where «; denotes the maximum acceptable threshold and
0; denotes the difference between the optimal value and the maximum acceptable
threshold for the jth optimization problem. We seek to maximize the interval width

b; — a; such that f; (z,0;) < «; for all z; within the interval [a;, b;]:

max b; — a;
st. fi(z,0;) <aj; Vz €lanb], j=1,...,m (2.2)
hi(z,0,) <0; Vz €la,bi], j=1,....m
The other decision variables z; ' # ¢ are chosen in order that the constraints in (2.2)
are satisfied.

Algorithm 1 illustrates a method to solve the optimization problem in (2.2) if
fi(z,0,) is quasiconvex and h;(z, 6;) is convex in z; for all j =1,...,m. A function
f(y) is quasiconvex if and only if f(Ay1+(1—N)y2) < max{f(y1), f(y2)} for all y; and
y2 in the domain of f and A € [0, 1] (Boyd and Vandenberghe, 2004). Quasiconvexity
ensures that f decreases and then increases. According to Algorithm 1, minimizing
z; subject to f;(z,0;) < «; returns a;;, which is a candidate for the lower bound of
the interval. Similarly, maximizing z; subject to f;(z,6;) < a; returns b;;, which is
a candidate for the upper bound of the interval. After minimizing and maximizing
z; for each of the m possible optimization problems, a; equals the largest a;; and b;
equals the smallest b;; for all j =1,...,m.

A pictorial representation of the interval endpoints a; and b; appears in Fig. 2.1
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Algorithm 1 Maximize interval width for one decision variable z;
Inputs: f;(z,0,),h;(z,0,),0,,6;,7=1,...m
Results: a;, b;

for j «+ 1 tom do
Solve min f;(z,0;), subject to h;(z,8;) <0+ f*
a; = fj +9;
Solve min z;, subject to f;(z,60;) < «;, h;(z,0;) <0+ a;;
Solve max z;, subject to f;(z,0;) < «a;, h;(z,0;) <0+ b;
end for
a; = max{a;; }

bi = mln{bw}

for three possible optimization models, i.e. m = 3. Three objective functions f;(z, 8;)
are drawn in dotted, solid, and dashed lines as a function of z;, and each corresponding
maximum acceptable threshold «; is depicted as a horizontal line. Objective functions
fi(z,01) < oy and fy(z,602) < ay when z; = 0; however, f3(z,03) > a3 when z; = 0.
The value of a; corresponds to the smallest value of z; when f3(z, 83) = a3 (the dashed
curve and line). For b;, the largest value of z; at which f;(z,6;) < «; corresponds
to the largest value of z; at which fi(z,60;) < a; (the dotted curve and line). For
all values of z; such that a; < z; < b;, the objective function for each of the three
possible models is less than or equal to the maximum acceptable threshold a;. The
interval [a;, b;] also represents the largest interval because at least one of the objective
functions is greater than the maximum acceptable threshold for z; < a; and z; > b;.
The prior discussion focused on finding an interval for a single decision variable z;
even if several decision variables exist in the resource allocation model. It might be
desirable to have intervals around multiple decision variables to provide the decision
maker with greater flexibility than a single interval. Instead of maximizing the width
of a single interval b; — a;, the objective function in (2.2) becomes a multi-objective

optimization problem. In this case, RAM-DU finds intervals for n decision variables
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where n < n. The optimization problem in (2.3) seeks to maximize the interval

widths for decision variables zq, 29, . .

max

s.t.

.,z with different weights w;:

a;)

S wi(b; —

[i(2,6;) < q;

Since (2.3) is a multi-objective optimization problem, it is necessary to identify a set

of Pareto optimal solutions in order to create a hypervolume in n dimensions such

that any set of solutions (z1, 2o, . . .

y 2

7) contained within that hypervolume will ensure
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that f;(z,0;) < a; for all j = 1,...,m. The weights w; are set before solving the
the optimization problem in (2.3), which is solved multiple times for different weights
in order to identify the Pareto optimal. The application in Section 2.3 provides an
example in two dimensions, i.e. n = 2.

The optimization problems in (2.2) and (2.3) may not have feasible solutions.
If 6; is very small for several f;(z,0;), there might not be any z; that can satisfy
fj (z,0;) < «;. If this occurs, it is necessary to increase 9.

The use of intervals in RAM-DU enables resources to be allocated to account for
situations where deep uncertainty exists. Any allocation within the interval or hyper-
volume guarantees that each objective function is less than or equal to an acceptable
threshold. The interval also provides flexibility for the decision maker because the
decision maker can choose to allocate any z; within [a;, b;]. If the decision maker
prefers to allocate less—perhaps because there are other demands for resources that
have not been modeled—he or she should select an allocation closer to a;. If the
decision maker prefers to allocate more—perhaps because these resources will have
additional benefits that are not modeled—he or she should select an allocation closer

to bz

2.3 Illustrative example of the Deepwater Horizon Oil Spill

On April 20, 2010, an explosion occurred on the Deepwater Horizon semi-submersible
mobile offshore drilling unit, which led to 11 dead workers, 17 injured workers, the
loss of almost 5 million barrels of oil, and enormous environmental damage. This sec-
tion applies RAM-DU to a large oil spill in the Gulf of Mexico similar to that of the
Deepwater Horizon oil spill. The resource allocation model is derived from MacKen-

zie (2017) in which a decision maker allocates resources to prevent and prepare for
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an oil spill and then allocates resources to help the Gulf region recover if an oil spill
occurs. This section first presents the resource allocation model for the oil spill and
then demonstrates how RAM-DU can be applied to this situation to help a decision
maker determine how much should be spent to prevent and prepare for an oil spill

and how much should be spent to help the region recover from a large oil spill.

2.3.1 Resource Allocation Model for an Oil Spill

Although the Deepwater Horizon oil spill resulted in fatalities, injuries, environ-
mental damage, and lost business, the resource allocation model focuses exclusively
on economic losses. The economic losses from an oil spill result from less drilling for
oil, decreased demand for seafood and real estate, and a drop in tourism. Economic
losses for this model are calculated for the five U.S. states touching the Gulf of Mex-
ico: Florida, Alabama, Mississippi, Louisiana, and Texas. A single decision maker in
the model controls resources that can help prevent an oil spill and limit the economic
losses if a spill occurs. In reality, resources to prepare for and respond to an oil spill
are controlled by federal, state, and local governments and the private sector.

The objective function seeks to minimize the expected economic loss from an oil
spill. The oil spill directly impacts [ = 5 industries (fishing and forestry, real estate,
amusement, accommodations, and oil and gas) out of a total of [ = 63 industries in the
economy. The Inoperability Input-Output Model (Santos and Haimes, 2004; Santos,
2006) translates these direct impacts into total production losses in all industries,
and the total economic loss equals x "Dc* where x is a vector of length [ representing
normal production for each industry and D is an [ x [ interdependency matrix that
translates direct losses to direct and indirect losses. The vector c* is of length [ where
c; measures the direct impacts, in proportional terms, to industry 7. Economic data

to populate x and D are collected by the U.S. Bureau of Economic Analysis (2010a,b,
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2011).

The decision maker can allocate resources before the oil spill for prevention and
preparedness, 21, to help all industries recover after the oil spill 29, and help each of
the [ = 5 directly impacted industries recover zs, . . ., z7. The total number of decision
variables is n = 7. The parameter p is the probability of a spill if no money is spent
to prevent a spill. Allocating z; helps prevent an oil spill by reducing the initial
probability from p to p, where p < p and can also help to reduce the direct impacts.

The direct impacts, ¢

7

for industry ¢ are a function of money z; allocated before an oil
spill, money 25 allocated to help all industries simultaneously, and money z; allocated
to industry i, where ¢ = 3,...,n = 7. Based on these decisions, the direct impacts
from an oil spill are reduced from initial estimated ¢! to ¢f. The total available
budget is Z. The minimum expected economic losses can be calculated by solving
(2.4) in which allocating resources reduces the probability and impacts according to
an exponential function (Bier and Abhichandani, 2003; Dillon et al., 2005; Guikema

and Paté-Cornell, 2002; MacKenzie et al., 2016).

min px' D’ — (1 - p)g(z1, 2)

—kpz1

s.t. p=pe

¢ =¢re(

; kq21+k022+kizi); i = 37‘

o (2.4)

n

i=1
z>0, 1=1,...,n

where k, denotes the effectiveness of allocating z; to reduce the probability of an oil

spill; k, describes the effectiveness of allocating z; to reduce the impacts; ko describes

the effectiveness of allocating zs to help all industries recover; and k; denotes the

effectiveness of allocating z; to help industry ¢ recover, where ¢ = 3, ... n.
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The right-hand part of the objective function g(z1, Z) in (2.4) is the opportunity
cost and represents what could be done with the resources to increase regional pro-
duction if no oil spill occurs. If there is no oil spill, the amount Z — z; could be
spent on other projects or returned to taxpayers which should increase production
in the region. The function g(z;, Z) is strictly decreasing in z1, increasing in Z, and
non-negative for z; < Z. Since a decision maker desires to minimize the expected
economic losses if an oil spill occurs and maximize the expected production gain if the
oil spill does not occur, minimizing the objective function requires inserting a negative
sign before the expected gain in production (1 — p)g(z1,Z) where 1 — p denotes the
probability of no spill. When the objective function in (2.4) is negative, it means the
region experiences expected production gains because the expected production gains
from (1 — p)g(z1,Z) are larger than the expected production losses from the spill,
px'Dc*. If the objective function is positive, the region has expected production
losses.

The function to describe production gains g(z1, Z) can take on different forms to
describe how resources impact regional production. Three possible functions are pro-
posed in this article: linear, exponential, and concave as described in Eqs. (2.5)-(2.7).
Fig. 2.2 depicts the linear, exponential, and concave g(+) functions. A linear g(-) func-
tion indicates that every dollar not spent on the oil spill increases regional production
by a constant amount. An exponential g(-) indicates that smaller values of z; have a
much bigger impact on production than larger values of z;. A concave g(-) function
is opposite to the exponential function. Larger values of z; have a larger impact on
production than smaller values of z;. The concave function indicates that a decision
maker is using resources more efficiently because he or she is initially removing money

from projects that that are less effective in increasing regional production.
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a=q+m1(Z—2z) (2.5)
g2 = Yo le B (2.6)
g3 = 273 — Q3Zf (2-7)

where ¢; and v;, i = 1,2,3 are parameters of the g(-) function. In this oil spill case

study, v; = 1.6 and ¢; = 1.6 x 1074

2.3.2 Optimal Allocation Results

As depicted in Table 2.1, the parameters for the Deepwater Horizon oil spill are
explained in MacKenzie et al. (2016) and MacKenzie (2017) and are based on public

economic data, government reports, and journal articles. The five directly impacted
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industries are fishing and forestry (which reflects the lack of seafood), real estate,
amusements, accommodations, and oil and gas. We choose a budget of Z = $10
billion, which is a little less than what BP spent to stop the Deepwater Horizon oil

spill.

Table 2.1 Initial parameter values for Deepwater Horizon oil spill

Probability of oil spill p = 0.045
Prevention effectiveness k,=28x10"*
Preparedness effectiveness k,=1.6x10"*
Recovery for all industries effectiveness ko =1.0x107°

i Industry k; (per $1 million) e

1 Fishing and forestry 0.074 0.0084
2 Real estate 0 0.047
3 Amusements 0.0038 0.21
4 Accommodations 0.0027 0.16
5 Oil and gas 0.0057 0.079

With these parameter values, the optimal allocation from the budget is calculated
for each of the three possible g(-) functions as illustrated in Eqgs. All the parameters
and functions are considered as known. Table 2.2 depicts the optimal amount to
spend to prevent and prepare for an oil spill, to help all industries recover, and to
help each individual industry recover.

If g(-) is linear or exponential, the decision maker should not allocate any money
to prevent or prepare for an oil spill. Since the probability of an oil spill is small, it is
better to spend the budget to increase regional production via the opportunity cost
function than prevent and prepare for an oil spill. If an oil spill occurs, the decision
maker should spend 2z, = $5.98 billion to help all industries recover and distribute
the remainder of budget among four industries (fishing and forestry, amusements,
accommodations, and oil and gas). If the opportunity cost function is concave, the
decision maker should spend z; = $1.20 billion before a spill. The amounts allocated

for the five industries remain the same, but the money to help all industries recover
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Table 2.2  Optimal allocation amounts for Deepwater Horizon oil spill for different
opportunity cost functions (millions of §)

Linear  ¢(-) Exponential  Concave g(-)

function g(+) function  function
Objective function (f;) -14,383 -14,383 -14,730
Pre oil spill allocation amount 0 0 1,205
Post oil spill allocation amount 5,982 5,982 4,777
Fishing & Forestry 46 46 46
Real estate 0 0 0
Amusements 1,209 1,209 1,209
Accommodations 1,752 1,752 1,752
Oil & Gas 1,011 1,011 1,011

simultaneously is reduced to z; = $4.78 billion. The concave g(-) function should
induce a positive z; because the concave function indicates that production does not
decrease as much as in the linear and exponential functions for small values of z;.

Thus, it is rational to spend that money to prevent and prepare for an oil spill.

2.3.3 Interval for allocating resources before an oil spill

The preceding illustration demonstrates that a different function for g(-) can result
in a different allocation amount to spend before an oil spill. This is an example of
model uncertainty. Many of the parameters used in the model also have considerable
uncertainty in part because the rarity of really big oil spills limits the availability of
historical data. In particular, the probability of an oil spill p and the effectiveness
parameters k,, k,, and Ky are very difficult to estimate.

Given the uncertainty in the function g(-) and the parameters p, k,, k,, and ko,
RAM-DU is applied to the Deepwater Horizon oil spill and we want to find an interval
around the amount of money that should be spent before an oil spill z;. The resource

allocation model in (2.4) is extended to RAM-DU to find the maximum interval [a;, b; ]
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Table 2.3 Input values for Deepwater Horizon oil spill

Category Initial value Range
Preparedness k, = 1.6 x 10~* k, € 1.0 x 107°,0.1]
Prevention — k, =2.8 x 107* k, € [1.0 x 107°,0.1]
ko =1.07x 1075 ko € [6.67 x 1077,6.67 x 1073]
p=0.045 / year p € [0.01,0.08]
for z; where the superscript j = 1,..., m refers to the different optimization problems

based on uncertainty in the parameters and the g(-) function:

max bl—al
st. px'De* — (1 —p)gW (2, 2) < a;; j=1,...,m

p :ﬁ(j)eik(j)m; .] = 17' -, Mm

e (1.(9) (7) . 2.237"‘7” 2.8
C;‘ _ C:G (kg z1+kg zg—&—kzlzz); ( )

j=1...,m

izi S Z
i=1

z2>0; 1=1,...,n

Table 2.3 depicts the ranges for p, k,, k,, and ko. MacKenzie (2017) argues that
ko = k,/15, and this relationship is preserved in this application. These ranges of
parameters are combined with the three different ¢(-) functions in order to establish
hundreds of possible optimization problems. The value of «; for each of these opti-
mization problems is selected as a percentage of the minimum value of each objective
function. Algorithm 1 is used to maximize the interval width for z;.

Figs. 2.3 and 2.4 show the objective function value as a function of z; for several
of the possible optimization problems when «; corresponds to 91% and 93%, respec-

tively, of the minimum objective function value. Although hundreds of optimization
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problems are considered, the figures only display six of these objective functions in
order to depict these results on a graph. Each figure shows two objective functions
with a linear ¢(-) function, two objective functions with an exponential ¢(-) function,
and two objective functions with a concave g(-) function. The horizontal lines repre-
sent the maximum acceptable threshold o for each of the six optimization problems.
In Fig. 2.3, when «; is 91% of the minimum objective function, a; = $244 million
is determined by the intersection of ag and objective function fg, which corresponds
to a concave ¢(-) function. The upper bound of the interval b; = $529 million is
determined by the intersection of a4 and objective function fy, which corresponds to
an exponential g(-) function. When «; is 93% of the minimum objective function,
a; = $387 million and b; = $408 million are again determined by objective functions
fe and fy, respectively. But the interval is much narrower because the maximum

acceptable threshold has been tightened.
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Table 2.4 depicts the interval for z; for several different thresholds. As the thresh-
old gets tighter—signifying that objective function must be closer to the optimal
values—the interval gets smaller. For several of the optimization problems, the in-
terval does not contain the optimal amount. For example, z; = $0 in the base case
for the linear and exponential g(-) functions and z; = $1.2 billion for the concave
g(+) function. However, neither of those amounts are contained within the intervals.
Accounting for all of the uncertainty in the resource allocation model seems to recom-
mend allocation amounts that are in between the optimal allocations of the various
optimization problems. If the decision maker wants to guarantee that the objective
function is within 91% of the minimum objective function values for the hundreds of
possible models, the decision maker should allocate between $244 and $529 million to
prevent and prepare for an oil spill in the Gulf. If the decision maker is really worried

about an oil spill, he or she should spend closer to the upper bound of the interval. If
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Table 2.4 Interval for pre oil spill allocation (millions of )

Threshold 8% 89% 90% 91% 92% 93%
21 lower bound  $66  $121 $180 $245 $312 $387
21 upper bound $716 $653 $591 $529 $468 $408

the decision maker wants to spend more money on other priorities, he or she should
spend approximately $250 million. If the decision maker requires that the interval
is within more than 93% of the optimal values, the optimization problem in (2.8) is

infeasible.

2.3.4 Multiple Allocation Intervals for Pre and Post Oil Spill

The application of RAM-DU in the previous subsection examined a single inter-
val. Given the allocation of z;, the other amounts for recovery are fixed in order
to minimize the expected economic loss. However, a decision maker may want the
allocation to help all industries to recover simultaneously to also consider all of the
different uncertainties. In this subsection, two intervals will be generated, for the
pre-oil spill amount and to help all industries after an oil spill. As depicted in the
optimization problem in (2.3), it becomes a multi-objective optimization problem in
which two interval widths b; —a; and by — a9 are maximized with their related weights.
As with the one-interval illustration, the opportunity cost function, p, k,, k,, and kg
are uncertain with the ranges for those parameters depicted in Table 2.3.

Fig. 2.5 depicts the result of RAM-DU for these two intervals when the acceptable
threshold is set at 91% of the minimum function value. Again, hundreds of possible
optimization problems are calculated, but only three of these problems are shown
in the figure. The shaded region, similar to a rectangular shape, represents the set

of solutions for (2, 22) that achieves objective functions less than or equal to «; for
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each optimization problem. The lower bound for z; (a dashed line) corresponds to
the concave ¢(-) function with parameters values p = 0.1, k, = 107°, k, = 1072, and
ko = 6.67 x 1071, The upper bound for z; (a solid line) corresponds to the exponential
g(+) function with p = 0.1, k, = 107°, k, = 1075, and ko = 6.67 x 107".

A decision maker should allocate between $244 million and $529 million for pre-
vention and preparedness. The allocation interval is between $0 and $5.57 billion
to help all industries recover. The remainder of budget helps individual industries
recover. Fig. 2.5 shows that as z; increases, the decision maker should also increase
its allocation for 2z, in order to guarantee that all objective functions are less than
or equal to the threshold. If the decision maker chooses z; = $244 million, then he
or she can choose between $0 and $1.71 billion for z,. If the decision maker chooses
z1 = $529 million, then he or she should choose between $3.18 and $5.57 billion for
2.

Fig. 2.6 shows the results of RAM-DU when the acceptable threshold is 93% of
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the minimum value. The shaded region in Fig. 2.6 is much than smaller than that
in Fig. 2.5. When a decision maker requires the objective function to be closer to its
minimum value, the deciion maker has less flexibility in allocating resources. If o;
corresponds to 91% of the minimum value, a decision maker can choose between $387
and $404 million for prevention and preparedness and between $0 and $2.21 billion

to help all industries recover.
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CHAPTER 3. CONCLUSIONS

This article discusses deep uncertainty and decision making under deep uncer-
tainty. Based on it, this article introduces RAM-DU as a solution to incorporate
deep uncertainty within resource allocation models. The unique elements of RAM-
DU include: (i) the incorporation of parameter, model, and structural uncertainty
within the resource allocation model; (ii) the recommendation of an interval for allo-
cation amounts rather than a point solution; and (iii) the objective function of each
identified model will be no greater than the maximum acceptable threshold for every
allocation amount within the interval. Extending RAM-DU to multiple decision vari-
ables generates a multidimensional hypervolume in which every set of values within
that space are acceptable allocation amounts.

Applying RAM-DU to the Deepwater Horizon oil spill shows that allocating be-
tween $244 and $529 million to prevent and prepare for an oil spill will ensure that
the economic losses are close to the minimum economic loss while accounting for
uncertainty in the opportunity cost function, the probability of an oil spill, and the
effectiveness of allocating resources. If the decision maker requires tighter thresholds,
the interval becomes narrower, and he or she should allocate between $387 and $408
million before the oil spill. When the amount spent to help all industries recover is
also considered, the decision maker has additional flexibility in spending between $0
and $5.57 billion to help all industries recover. The exact interval for this recovery

allocation depends on the amount spent before the oil spill.



29

If a decision maker believes that one model or parameter value better reflects
reality than other models or parameter values, this belief could be represented in
the acceptable threshold. For those models that do not seem the most accurate but
which the decision maker still wants to consider, the threshold could be further away
from the minimum value. RAM-DU can also be applied to multiple disruptions to
identify the different ranges to allocate to prevent and prepare for each one of several
disruptions. RAM-DU could also consider different risk attitudes where each risk
attitude represents a different objective function in the form of a utility function.
This could reflect multiple stakeholders where one individual is more risk neutral and
another individual is more risk averse.

The Deepwater Horizon case only shows an oil spill application in RAM-DU. How-
ever, RAM-DU can also be applied to other resource allocation problems with deep
uncertainty, especially public sector type problems. RAM-DU is particularly suitable
for allocating resources in national security, homeland security, climate change, and
complex system problems that plan for the distant future because these problems
typically are very uncertain and models and parameters are unknown. RAM-DU
provides decision makers with flexibility when they face multiple plausible futures.

The Deepwater Horizon case only shows a single oil spill application in RAM-DU.
However, in reality, multiple disruptions can happen in the studied region. For exam-
ple, an oil spill happens in Mexico Gulf area which impacts five Gulf coastal states.
At the same time, a medium-size hurricane strikes five Gulf coastal states. Multi-
ple disruption application in RAM-DU study is more close to reality, which can tell
decision makers how to balance resource allocation amounts considering uncertainty
and severity. At the same time, we assume decision makers hold risk neutral attitude
since we do not nominate specific decision makers. While in reality, especially public

policy decision making process, decision makers may hold risk aversion attitude. Un-
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der this circumstance, considering utility value when facing deep uncertainty will be
more close to reality. In the future work in RAM-DU, multiple disruption and risk

aversion attitude considerations can be our direction to work on.



31

Bibliography

Agusdinata, B., 2008. Exploratory modeling and analysis: a promising method to

deal with deep uncertainty.

Bankes, S., 1993. Exploratory modeling for policy analysis. Operations research,

41(3), pp.435-449.

Ben-Haim, Y., 2001. Information-gap decision theory: decisions under severe uncer-

tainty. San Diego, California: Academic Press.

Ben-Haim, Y., 2004. Uncertainty, probability and information-gaps. Reliability engi-

neering € system safety, 85(1), pp.249-266.

Bier, V.M. and Abhichandani, V., 2003. Optimal allocation of resources for defense
of simple series and parallel systems from determined adversaries. In Risk-based

decisionmaking in water resources X (pp. 59-76).

Boyd, S. and Vandenberghe, L., 2004. Convex optimization. Cambridge, U.K.: Cam-

bridge University Press.

Cox, L.A.T., 2012. Confronting deep uncertainties in risk analysis. Risk Analysis,
32(10), pp.1607-1629.

Courtney, H., 2001. 20/20 foresight: Crafting strategy in an uncertain world. Boston:

Harvard Business Press.



32

Croskerry, P., 2009. A universal model of diagnostic reasoning. Academic medicine,

84(8), pp.1022-1028.

DeGroot, M.H., 1988. A Bayesian view of assessing uncertainty and comparing expert

opinion. Journal of statistical planning and inference, 20(3), pp.295-306.

Dillon, R. L., Paté-Cornell, M. E., and Guikema, S. D. (2005). Optimal use of budget
reserves to minimize technical and management failure risks during complex project

development. IEEE Transactions on Engineering Management 52(3), 382-395.

Etkin, D.S.; 2004, April. Modeling oil spill response and damage costs. In Proceedings

of the Fifth Biennial Freshwater Spills Symposium.

Floricel, S. and Miller, R., 2001. Strategizing for anticipated risks and turbulence
in large-scale engineering projects. International Journal of project management,

19(8), pp.445-455.

Ferson, S., Kreinovich, V., Ginzburg, L., Myers, D.S. and Sentz, K., 2003. Construct-
ing probability boxes and Dempster-Shafer structures (pp. 1896-1901). Technical

report, Sandia National Laboratories.

Grander, M.M. and Max, H., 1990. A guide to dealing with uncertainty in quantitative

risk and policy analysis. Cambridge, U.K.: Cambridge University Press.

Guikema, S.D., and Paté-Cornell, M.E. (2002). Component choice for managing risk
in engineered systems with generalized risk/cost functions. Reliability Engineering

and System Safety 78(3), 227-237.

Hall, J.W., Lempert, R.J., Keller, K., Hackbarth, A., Mijere, C. and McInerney, D.J.,
2012. Robust climate policies under uncertainty: a comparison of robust decision

making and infogap methods. Risk Analysis, 32(10), pp.1657-1672.



33

Hallegatte, S., Shah, A., Brown, C., Lempert, R. and Gill, S., 2012. Investment
decision making under deep uncertainty—application to climate change (September
1, 2012). World Bank Policy Research Working Paper No. 6193. Available at SSRN:

https://ssrn.com/abstract=2143067

Hamarat, C., Kwakkel, J.H. and Pruyt, E., 2013. Adaptive robust design under deep

uncertainty. Technological Forecasting and Social Change, 80(3), pp.408-418.

Heal, G. and Millner, A., 2014. Reflections: Uncertainty and decision making in
climate change economics. Review of Environmental Economics and Policy, 8(1),

pp-120-137.

Healy, A. and Malhotra, N., 2009. Citizen competence and government accountability:
Voter responses to natural disaster relief and preparedness spending. Unpublished

manuscript.

Helton, J.C., 1994. Treatment of uncertainty in performance assessments for complex

systems. Risk analysis, 14(4), pp.483-511.

Herman, J.D., Zeff, H.B., Reed, P.M. and Characklis, G.W., 2014. Beyond optimality:
Multistakeholder robustness tradeoffs for regional water portfolio planning under

deep uncertainty. Water Resources Research, 50(10), pp.7692-7713.

Hoffman, F.O. and Hammonds, J.S., 1994. Propagation of uncertainty in risk assess-
ments: the need to distinguish between uncertainty due to lack of knowledge and

uncertainty due to variability. Risk analysis, 14(5), pp.707-712.

Kahneman, D., Slovic, P., & Tversky, A. (Eds.). (1982). Judgement under Uncer-

tainty: Heuristics and Biases. Cambridge: Cambridge University Press.



34

Kaplan, S. and Garrick, B.J., 1981. On the quantitative definition of risk. Risk anal-

ysis, 1(1), pp.11-27.

Kwakkel, J.H., Walker, W.E. and Marchau, V.A.W.J., 2010, April. From predictive
modeling to exploratory modeling: how to use non-predictive models for decision-
making under deep uncertainty. In Proceedings of the 25th Mini-EURO Conference
on Uncertainty and Robustness in Planning and Decision Making (URPDM2010),
15-17 April.

Lambert, J.H., Karvetski, C.W., Spencer, D.K., Sotirin, B.J., Liberi, D.M., Zaghloul,
H.H., Koogler, J.B., Hunter, S.L.., Goran, W.D., Ditmer, R.D. and Linkov, I., 2011.
Prioritizing infrastructure investments in Afghanistan with multiagency stakehold-

ers and deep uncertainty of emergent conditions. Journal of infrastructure systems,

18(2), pp.155-166.

Lempert, R.J. and Schlesinger, M.E.; 2000. Robust strategies for abating climate
change. Climatic Change, 45(3-4), pp.387-401.

Lempert, R., Popper, S. and Bankes, S., 2002. Confronting surprise. Social Science
Computer Review, 20(4), pp.420-440.

Lempert, R.J., 2003. Shaping the next one hundred years: new methods for quantita-

tive, long-term policy analysis. Santa Monica: Rand Corporation.

Lempert, R.J. and Collins, M.T., 2007. Managing the risk of uncertain threshold
responses: comparison of robust, optimum, and precautionary approaches. Risk

analysis, 27(4), pp.1009-1026.

MacKenzie, C.A., Baroud, H. and Barker, K., 2012, January. Optimal resource alloca-

tion for recovery of interdependent systems: Case study of the Deepwater Horizon



35

oil spill. In IIE Annual Conference. Proceedings (p. 1). Institute of Industrial and

Systems Engineers (IISE).

MacKenzie, C.A. and Zobel, C.W., 2016. Allocating Resources to Enhance Resilience,
with Application to Superstorm Sandy and an Electric Utility. Risk Analysis, 36(4),
pp-847-862.

MacKenzie, C.A., Baroud, H. and Barker, K., 2016. Static and dynamic resource allo-
cation models for recovery of interdependent systems: application to the Deepwater

Horizon oil spill. Annals of Operations Research, 236(1), pp.103-129.

MacKenzie, C. A. (2017). How much should the U.S. spend on preparing for dis-
ruptions? Working paper, Department of Industrial and Manufacturing Systems

Engineering, lowa State University.

Morgan, M.G., 2003. Characterizing and dealing with uncertainty: insights from the

integrated assessment of climate change. Integrated Assessment, 4 (1), pp.46-55.

Paté-Cornell, M.E., 1996. Uncertainties in risk analysis: Six levels of treatment. Re-

liability Engineering & System Safety, 54 (2-3), pp.95-111.

Polasky, S., Carpenter, S.R., Folke, C. and Keeler, B., 2011. Decision-making under
great uncertainty: environmental management in an era of global change. Trends

in ecology & evolution, 26(8), pp.398-404.

Rosenhead, J, 2001. Robustness analysis: keeping your options open. In Rosenhead,

J. and Mingers, J., Rational analysis for a problematic world revisited. London,

U.K.: John Wiley and Sons.



36

Santos, J.R. and Haimes, Y.Y., 2004. Modeling the Demand Reduction InputOut-
put (IO) Inoperability Due to Terrorism of Interconnected Infrastructures. Risk

Analysis, 24(6), pp.1437-1451.

Santos, J.R., 2006. Inoperability inputoutput modeling of disruptions to interdepen-

dent economic systems. Systems Engineering, 9(1), pp.20-34.

Slowinski, R., 1980. Two approaches to problems of resource allocation among
project activities—a comparative study. Journal of the Operational Research So-

ciety, pp.711-723.

Taleb, N., 2005. Fooled by Randomness: The Hidden Role of Chance in Life and in

the Markets(Vol. 1). New York: Random House Incorporated.

Tannert, C., Elvers, H.D. and Jandrig, B., 2007. The ethics of uncertainty. EMBO
reports, 8(10), pp.892-896.

Tatikonda, M.V. and Rosenthal, S.R., 2000. Technology novelty, project complexity,
and product development project execution success: a deeper look at task un-

certainty in product innovation. IEEE Transactions on engineering management,

47(1), pp.74-87.

Tversky, A. and Kahneman, D., 1975. Judgment under uncertainty: Heuristics and
biases. In Utility, probability, and human decision making (pp. 141-162). Springer
Netherlands.

U.S. Bureau of Economic Analysis. Make table, before redefinitions, 2009. 1998-2009
summary make annual I-O table before redefinitions. U.S. Department of Com-

merce, 2010a. Retrieved from http://www.bea.gov/industry/ io_annual.htm. Ac-
cessed April 17, 2012.



37

U.S. Bureau of Economic Analysis. Use table, before redefinitions, 2009. 1998-2009
summary use annual [-O table before redefinitions. U.S. Department of Com-

merce, 2010b. Retrieved from http://www.bea.gov/industry/ io_annual.htm. Ac-
cessed April 17, 2012.

U.S. Bureau of Economic Analysis. Gross domestic product by state. Regional
economic accounts. U.S. Department of Commerce, 2011. Retrieved from

http://www.bea.gov/regional /index.htm. Accessed April 17, 2012.

Walker, W.E., Lempert, R.J. and Kwakkel, J.H., 2013. Deep uncertainty. In Ency-
clopedia of operations research and management science (pp. 395-402). Springer

US.

Willink, R. and White, R., 2012. Disentangling classical and Bayesian approaches to

uncertainty analysis. Technical Report No. CCT/12-08.

Zhang, Q., Zeng, 7., Zio, E. and Kang, R., 2017. Probability box as a tool to model
and control the effect of epistemic uncertainty in multiple dependent competing

failure processes. Applied Soft Computing, 56, pp.570-579.



	TABLE OF CONTENTS
	LIST OF TABLES
	LIST OF FIGURES
	ACKNOWLEDGEMENTS
	ABSTRACT
	1. INTRODUCTION
	2. A RESOURCE ALLOCATION MODEL FOR DEEP UNCERTAINTY (RAM-DU), WITH APPLICATION TO THE DEEPWATER HORIZON OIL SPILL
	2.1 Literature Review
	2.2 Methodology
	2.3 Illustrative example of the Deepwater Horizon Oil Spill
	2.3.1 Resource Allocation Model for an Oil Spill
	2.3.2 Optimal Allocation Results
	2.3.3 Interval for allocating resources before an oil spill
	2.3.4 Multiple Allocation Intervals for Pre and Post Oil Spill


	3. CONCLUSIONS

