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Abstract

Deterministic models of conjunctive surface and groundwater management aren’t much
more complicated than typical groundwater-only management models under simple
assumptions. However, when water quality problems exist, the fact that there are two
alternative sources of water gains a new significance, as there is no guarantee that they
will be of comparable quality. Thus the benefit from using one unit of surface water
may not be the same as that of one unit of groundwater. This paper analyses the
implications of considering a conjunctive ground and surface water system where water
quality varies according to source, with and without uncertainty in hydrological
parameters.
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Abstract

Deterministic models of conjunctive surface and groundwater man-
agement aren’t much more complicated than typical groundwater-only
management models under simple assumptions. However, when water
quality problems exist, the fact that there are two alternative sources
of water gains a new signi..cance, as there is no guarantee that they
will be of comparable quality. Thus the bene..t from using one unit of
surface water may not be the same as that of one unit of groundwa-
ter. This paper analyses the implications of considering a conjunctive
ground and surface water system where water quality varies according
to source, with and without uncertainty in hydrological parameters.

1 Introduction

In most water systems groundwater is not used on its own but rather as a
complement of whatever surface water supplies are available (rainfall, stream
tows, surface water reservoirs). Accordingly, the literature that analyses
management of groundwater stocks has included conjunctive use from the
beginning (see the seminal article by Burt [1] and the reviews on the topic
by Provencher [10] and Tsur [17]). With a set of simple assumptions, such
as that surface water is constant, cheaper, and that surface and groundwater
are perfect substitutes, deterministic conjunctive use models are not much
more complicated than groundwater-only management models. The main
dicerence is that groundwater is used only after the given endowment of
surface water has been exhausted.



A natural extension that brings these models closer to reality is to consider
stochastic surface water supplies, highlighting the role played by groundwa-
ter in protecting users against uncertainty. Tsur [15] studies the buzer role of
groundwater in a static setting and shows that it is positive under standard
concavity assumptions of the bene..t function, so that groundwater is more
highly valued when surface water varies than when it is constant. Tsur and
Graham-Tomasi [?] provide a similar analysis for a dynamic setting, although
in this case the proof of positive buzer values requires more restrictive as-
sumptions (namely, that marginal bene..ts are convex). Knapp and Olson
[7] also consider surface water variability; their paper analyses decision rules
and establishes conditions for convergence of extraction and stock to lim-
iting probability distributions using lattice programming, which is a useful
method in problems where the value function associated with the dynamic
programming problem is not concave. Provencher and Burt [11] consider a
two period model of surface water variability with risk averse ..rms to identify
the risk externality associated with common property situations.

However, there is one aspect of water use that seems to have been some-
what overlooked in typical conjunctive use models. Considering that water
quality is a relevant parameter in many regions, the fact that there are two
alternative sources of water gains a new signi..cance, since there is no guar-
antee that both sources will be of comparable quality. Therefore, the bene..t
for users of using one unit of surface water may not be the same as that of
using one unit of groundwater. Yet they should still be regarded as part of
one single management system, except in the few extreme situations where
only one source of water is explored.

There are some examples of deterministic models of joint quantity-quality
management of groundwater in economic literature, but the only case where
a conjunctive system is considered is the salinity model of Dinar[2], Dinar
and Xepapadeas [?]. There is also a paper on drainage problems by Tsur [16]
which briety touches the issue. Tsur and Zemel’s [19] paper on irreversibility
has a stochastic element (the size of stock below which groundwater use be-
comes unfeasible is unknown), but it does not consider conjunctive use. Two
other papers that consider uncertainty but not conjunctive use are Fisher
and Rubio [5] where the recharge fow is variable and the maximum size of



water stock depends on how much capital is invested, and Rubio and Castro
[13], where there is both recharge and demand uncertainty.

This chapter analyses the implications of considering a conjunctive ground
and surface water system where water quality varies according to source, with
and without uncertainty in hydrological parameters. A simple, static model
of conjunctive use is introduced in section 2 to illustrate the issues that en-
sue from the inclusion of a quality parameter in the water revenue function.
Results are compared to those of Tsur [15]. Finally, a dynamic model of
groundwater evolution is presented, both in the standard deterministic ver-
sion and in a stochastic version that uses methods similar to those in Fisher
and Rubio [?], Rubio [12].

2 Model (static case)

Users of the water (such as farmers) are assumed to maximize their pro..t by
choosing the amount of water they want to apply. Surface water is exogenous,
so that by choosing total water use the amount of groundwater to be pumped
Is established. There is a ..xed unit cost of pumping, z, surface water, s, is
provided at no cost, and there is a water revenue function which depends on
total water used, w, and on the concentration of some undesirable pollutant
in that water: y(w, C'). The maximum pro..t, II, is:!

II= maxpy yw,C)—z(w—s) 2

Under the usual assumptions on y (namely, considering that the derivatives
of y have the following properties: 4, > 0, Yuww < 0,yc < 0,7,c < 0)? this

LIf s was costly or C9—C* < 0, then the choice of s might become endogenous, although
there would still be an exogenous maximum available amount of surface water (this makes
sense for certain types of surface water, such as stream tows and lakes, and not for others,
such as precipitation). The water management problem would become:

max,, s y(w,C*= 4 CIL=2) — z(w — s) 0
s.t. 5§ < gmax

2The expected sign of the second derivative on concentration, yoc, depends on whether
additional pollution is more harmful for small values of concentration or for large ones.
This is an empirical question. See Letey and Dinar [?], which contains a number of
estimated agricultural production functions when the quality problem is salinity.



looks like a simple conjunctive use problem. However, even if the pollutant
concentration levels in surface water and groundwater are both exogenous,
C will be a weighted average of the two, thus it will be endogenous:

— S

C= (JS + o2
s(CY — 05)

w

3
— 9 —

where C* and CY are respectively pollutant concentrations in surface and
groundwater.

This introduces two dizerent sorts of new problems: ..rst, the likelihood of
getting a dicerentiable and concave objective function using only the intuitive
assumptions presented above is a lot smaller, so that second order conditions
will be more di¢cult to check. All cases that will be analyzed in this chapter
assume that the functional objective is well behaved: concavity is satis..ed,
and w > s (ensuring dicerentiability in the relevant range of w). Situations
where excess water is harmful, such as foods, although possible, are ruled
out. It is considered that the amount of surface water is never too large, so
that the last unit of water received is still revenue-increasing.

Second, the optimal choice of water will vary with the amount of avail-
able surface water, which is something that did not happen in quantity-only
static conjunctive models. To show this, consider the ..rst order condition

for problem 2:
e @

Thus the marginal bene..t of pumping has two terms: the ..rst one is the
direct impact on production of oumping additional water, and the second is
the impact on production through the ecect on water quality. Note that this
term is positive if groundwater is less contaminated than surface water and
negative otherwise.

Equation 4 implicitly de..nes the optimal water decision, w*(s,CY, C*, z),
so that:

=z

g__(1s)2 g__(s
Wt = _ywc& + Yco (C:USC ) + yc (ng_QC ) )
’ Yww + 2wa’C’w + Yco (Cw)2 + yC’wa

Note that if CY = C° = C, w; = 0 and the traditional conjunctive
use model holds. In that case, if surface water fuctuates, groundwater is
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simply pumped so as to keep total water used constant (ie. stabilizing water
consumption).®> If C9 # C*, however, optimal water consumption is not
stable when s varies. It may increase or decrease, depending on the sign
of the numerator in 5 (the denominator is negative by the assumption of
concavity).

Example 1 Suppose s is rainfall; then it should be true that C9 — C* > 0.
If yoc = 0 and y,c = 0, then w? < 0. Thus, an increase in rainfall will
decrease total water used. The reason is that an increase in s increases the
negative impact on concentration of additional pumped units of water (C,
increases), so that if w remained constant the marginal bene..t of pumping
an extra unit would be lower than the marginal cost. This requires optimal w
to decrease. If yoo > 0 (ie. bene..t is convex in (') the exect of a larger s
would be even stronger, and w would decrease even more, whereas if yoc < 0
then w would decrease less or even increase. If y,c < 0, on the other hand,
there is an extra increase in the marginal bene..t of using water due to the
higher availability of the better quality water (s), so that w tends to increase,
although it may be positive or negative.

Performing comparative static analysis with the remaining parameters of
the model highlights some other interesting properties of the optimal water
choice. Denoting ¢ = Yww + 2YuwcCw + Yoo (Cw)2 +ycCyw, and recalling that
¢ < 0, the following results are obtained:

1
w, =-=<0 (6)
¢
. wa% + ycc(w—yjs)% + Yoz
Wog = — )
¢
S S S(Cg?c’s) S
wCy, v wr — — Yoz
Whe = _ YuwCy, T YoCy, : 02 Yo o2 ®)

Note that an increase (decrease) in w* corresponds to an increase (decrease)
in pumped water, since surface water is now being held constant. Thus, equa-
tion 6 shows that, as expected, less water is pumped when pumping costs
increase. However, equations 7 and 8 are ambiguous. The optimal reaction

3The ..rst order condition for the model without quality is the same as for the model
with constant quality C9 = C* = C, ie. y,, = z. This expression does not depend on s.
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to a higher level of contamination in either type of water is undetermined,
depending again on ycc, ywe and (C9 — C*). If the second order derivatives
are zero, then w¢, < 0 (less groundwater is pumped when its quality dete-
riorates*) and wy. > 0 (more groundwater is pumped to compensate a fall
in surface water quality). These results seem reasonable, but they do not
hold in general. For instance, it is actually possible for more groundwater
to be pumped even though its quality has fallen; notice that the numerator
of 7 can be written as (%) = +yc=5. The second term is negative, so
that w, > 0 requires % > 0, which implies that the (negative) impact
of quality on revenue will increase (ie. become less negative), increasing the
attractiveness of pumping extra water. If this ezect is strong enough, more
water will be pumped.

2.1 Surface water variability

In many geographical regions surface water supplies fuctuate greatly between
periods. In Portugal, for example, the available water supplies in a dry year
can be as little as one third of their average values [?]. It has already been
remarked in the previous section that the optimal consumption of water
in a simple model, without quality considerations, is invariant with surface
water. Accordingly, in the presence of a stochastic surface water supply,
groundwater will be used to complement surface water so that total water
use remains constant. When there are quality dicerences between the two
types of water, this result no longer holds, and groundwater use may fuctuate
more or less than surface water. Moreover, the impact on groundwater use
will depend on whether pumping decisions are made before (ex ante) or after
(ex post) the exact realization of surface water is known. The latter is the
more realistic assumption for most systems, thus it will be the one pursued
here.

Surface water variability is introduced into a static conjunctive use model
in Tsur [15]. As he notes, in a static model where decisions are made ex post
“the uncertainty of water supplies is really an instability”. He compares the
value of groundwater when s is a random variable to its value when s is ..xed
at the mean (5), naming the dicerence the bucer value of groundwater. He

*1f only groundwater is used (s = 0), this result also holds, as expected.
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shows that the buxer value is positive as long as the water bene..t function
is concave. In this section the same concept is applied to the case where
there are quality dicerences. To ensure dicerentiability for any s, it must be
assumed that desired water use will be greater than the highest admissible
value for s.

By de...nition, the buzer value of groundwater is given by:

BV = E{y(w(s), C(w"(s), s)) —y(s,C°) = z(w"(s) — s)}
= [y(w(3), C(w"(5),5)) = y(5,C°) = 2(w"(5) = 3)]
Y5, — Bly(s, )} +EAII)) — TI65)
1 2

9)

By Jensen’s inequality, the ..rst term is positive under simple concavity
of y in w. In fact, in Tsur’s model the bucer value is exactly equal to this
term,® since other terms are zero when w* is independent of surface water.
Thus he concludes that the buzer value is always positive. In our case, to
ascertain the sign of the buwer value the curvature properties of I have to
be investigated. Using the envelope theorem and recalling expressions 2 and
3: (v )

II, = yCT + z (10)
The sign of II, depends on which source of water is more contaminated,
with II, > 0 whenever surface water is the relatively cleaner source (ie.
(C9 — C*) > 0), and TI; < 0 when surface water is the relatively more pol-
luted source. It should be stressed that the increase in maximum pro..t de-
pends only on the relative contamination of surface water, not on its absolute

value.® As for second order conditions, dicerentiating 10 yields:
—(C9 - C¥) —(C9 - C¥) (C9 — C*)

+ wa’w:) ——— tyo———w; (11)
w w

Hss - (yC’C’

If I, > 0, then the buger value is always positive and it is greater than
in the no quality model. Otherwise its sign is undetermined. Although the

°Note that y(u, C*) — E{y(s,C*)} = y(u,0) — E{y(s,0)}; since only surface water is
being used in either case, the y(.) simply shifts down when C* > 0.
6As for TIos = yo=2 and II¢s = yo =, they are both negative, as expected.

w w’?




sign of II,, cannot always be ascertained, it is possible to check that it is
positive for the case of yoc = 0. In this case, taking into account that w? is
given by 5, expression 11 can then be rewritten as:

s = —% {(% _wa> @r >0

On the other hand, if I1,, < 0, then the buzer value is lower than in the no
guality case, and it cannot be guaranteed that its sign will be positive. Thus
the incorporation of quality dicerences raises new questions on the buwmer
role of groundwater.

3 Dynamic water stock evolution

3.1 Optimal choices under certainty

Considering that the groundwater stock is not constant implies that pump-
ing cost is not constant either. Moreover, when taking aquifer dynamics
into account all users of the aquifer system must be considered simultane-
ously. It is assumed that there are M identical agents exploiting a single
stock of groundwater, which contains G, units of recoverable water and is
characterised by a tat bottom and perpendicular sides. The aquifer receives
a constant recharge, R. The unit cost of groundwater extraction, denoted by
2(G¢), depends negatively on the size of the groundwater stock and the cost
increase per unit depleted is higher the lower the remaining stock (i.e. z(Gy)
Is decreasing and convex). A percentage « of the applied water returns to
the aquifer, so that G evolves according to:

G=M[—(w—s)+aw + R (12)

Depending on the source of surface water being considered, it would also
be possible for its amount and quality to be stock variables (surface water
reservoirs, lakes). However, that would bring additional complexity to the
model without bringing new insights, so in this chapter surface water is
always considered a fow variable in the sense that it is used up immediately.’
s, C* and CY are known, constant values.

"Note that the one stock/one tow model can also be used in the absence of groundwater,
whenever there are alternative sources of surface water of which at least one is a stock.



Optimal use of the aquifer requires (let M = 1 for the moment since it
does not acect optimal choices):

maxyy,} [y W(w, Cy) — 2(Gy)(w, — s)] e Fidt (13)

subject to equation 12, and to non-negativity restrictions on w; and G, as
well as an initial condition Gy = G. The current value Hamiltonian for this
problem is:®

s(C9 — C?)

H = |y(w,C —
w

) — 2(G)(w — s)] +A (G)

Letting 7 denote instantaneous pro..t, m, = y, + ye 2“5 — 2(G) and

w?

..rst order conditions for interior solutions can be stated as:

o = A1 — ) (14)
A= p\+ 2¢(w — s) (15)
G=—(1-a)w+s+R (16)

From conditions 14 to 16, the behaviour of w along the optimal path can
be derived:

0 — pw + 26 (as + R)
Trww

Considering cost function properties and concavity of y(.), the w = 0
locus has a positive slope:

(17)

_ —pzc + zaa (as+ R)
P ww

Thus the steady state will be a saddle point. The w = 0 locus may be
convex or concave, depending on the signs of 7., and zgaa, Since:

wely—o = >0

[—pzaa + zcac (as + R)| pTww — PwwwWa [—pza + 2ae (as + R)]
(pﬂww)2

The case of linear pumping costs and convex marginal bene..ts for water
use (muuww > 0) provides an example of a convex w = 0 locus. A phase
diagram of the system might look like that of Figure 1. There is a stable arm
that leads to the steady state equilibrium. For a given Gy, the chosen level
of wy must be on that stable arm, so that the optimal path will converge to
the steady state.

WeG o = —

8t subscripts have been dropped for ease of exposition.
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Figure 1: Possible phase diagram for wgg > 0

3.2 Uncertainty in hydrological parameters

There are several ways in which uncertainty could acect the problem of
groundwater extraction. One of them, as noted in section 2.1, is through
surface water variability. When surface water and groundwater have dicer-
ent quality levels, these can also fuctuate, depending on weather conditions
or imperfectly known pollution processes (some references to stochastic pol-
lution processes can be found in Kampas and White [6], Shortle and Dunn
[14], Xepapadeas [20]). Hence, none of the three hydrological parameters, s,
C* and CY will generally be known with certainty, so that a stochastic setting
in the decision problem may be more adequate.

It is assumed that the current realization of all parameters is known,
although their future increments are stochastic, according to the following:

ds = o18dwy (18)
dC?® = 0,C?dwy (19)
dCY = 03CY%dws (20)

where wq, ws, wz are brownian motions with correlation coe¢cients given
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by pi2, p13 and pas, respectively.® The speci..c type of stochastic behaviour
chosen for the hydrological parameters (as geometric brownian motions with-
out drift) implies that each of them is lognormally distributed, taking only
positive values and with constant expected value (equal to its initial value).
Similar assumptions are used in Fisher and Rubio [5] for a hydrological pa-
rameter like s. If a drift component was relevant in shaping the behaviour
of s, C* or CY9, it would have to be incorporated in the above equations (see
also Appendix A.1).

The expected present value of total discounted pro..t is similar to that of
problem 13. Thus the optimal value function will be:

V(G,s,C° C% = maxqy,y Eo [, [y(w, Cr) — 2(Gy)(w, — s)] e *dt  (21)
The associated Bellman equation is:*°
pV () = maxgy y(w,C) —2(G)(w—s)+ L EdV (22)

Label as = the set of variables = = {G, s, C*, C9} , and de..ne the Jacobian
as V,, the Hessian as V., the transition vector as 7, = (dG,ds,dC*,dCY),
as well as o = (01s,02C°, 03C7) . Then, using Ito’s Lemma:

1
AV =V.Ty + 5TVea T, (23)

Expanding terms and taking the expected value of dV as dt — 0 yields:*!
1 1
EEdV =Ve(-1-—a)w+s+R)+ 5 [a%s%fss + 03 (CS)2 Vesos + a§ (C’g)2 chcg} +
01025C Vyos p1a + 01035C Voo p13 + 0203C°CIVis o pa3 (24)

Or, in more compact notation, with @ = [pi;Vij] for i, j =s,C%,C9 (ie.
y refers to elements of = except G):*?

%Edv =Voe(-(1—a)w+s+R)+ %aVyyaT (25)

9The increments of brownian motions have mean zero and variance dt (thus E(dw;) = 0,
E(dw;)? = dt , E(dw;dw;) = pi;dt, 4,7 = 1,2,3). For an introduction to stochastic
processes, see Dixit and Pindyck [4, cp.3].

10Unless otherwise speci..ed, the operator E refers to the expected value at moment ¢.
For an introductory reference to stochastic dynamic programming, see [4, cp.4].

In going from 23 to 25, all terms in dw, disappear as their expected value is zero.
Terms of order dt are kept, whereas terms in dt of any order higher than one go to zero.

12Note that second derivatives with respect to G are absent, since the transition for
stock does not have a variance term. Also note that p;; = 1.
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Replacing expression 25 in 22 and undertaking the maximization yields:
T =(1— )V (26)
Direrentiating 22 with respect to GG at the optimal value of w :

1
Ve = —za(w — 8) + VgadG + 3 (052 Vasi + 03 (C%) Voscs + 03 (C9)? Voscsa] +

01025C°Viosapia + 01035CVcogpiz + 0203C°C'Viscoapas (27)

Now, considering that Vi = V(G, s,C%,CY), and using Ito’s lemma to
obtain éEdVG, this expression reduces to:

1
pVa = —zg(w — s) + ﬁEdVG (28)

Note that equations 26 and 28 are the counterparts for the stochastic
problem of equations 14 and 15, and they can be used to ..nd the stochastic
equivalent of 17. Using similar notation as above, but de..ning X = {w, x}
(ie. w and all elements of x), and noting that 7, = 7, (w, G, s,C%, CY):

1
dﬂ'w = waT}; + §DX7TwXXD;( (29)

Before expanding equation 29, the expressions for dw and (dw)? must be
developed. Along the optimal path, w = w(G, s, C*, CY), so that:

1
dw = waIT + 3 xmef (30)

As for (dw)?, it is greatly simpli..ed by recalling that all terms of order
higher than dt can be discarded, leaving:

(dw)* = Tyww, TT (31)

Equation 29 can now be rewritten, in expected value form (considering
in..nitesimal dt):13

1 1 dG 1 — _—
—FEdr, = mpw—Fdw + myg— + = {ﬂ'www [UwTwyUT} + UﬂwyyUT}

dt dt 2 Y
+ Twwy [wyaTU} (32)

13Note that ., is a scalar, whereas Twwy 1S @ 3 X 1 vector and m,,,, is a 3 x 3 matrix.
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where, as before, a matrix with a hat means that each of its elements appears
multiplied by the appropriate correlation coe®cient. De..ne:

1 — P —_—
A= 3 {Wwww [Jwg’wyaT] + aﬂwyyaT} + Twwy [wyaTU} (33)

Using conditions 26 and 28:

1
TTw %Edﬂ'w
= — = a4 4
P = —a(w—s)+S— (34)

Replacing %Edww with the expression obtained in equation 32, substi-
tuting 7,¢dG and reorganizing terms:
1 _ pmy +aglas+ R)— A

~ Edw —
p dw — (35)

This expression can be compared with 17. The sign of A will determine
whether expected steady state water stock is greater or smaller than in the
optimal case.! If A > 0 then the o Edw = 0 locus is below the «w = 0 locus
and expected water stock is greater with uncertainty, as can be seen in the
phase diagram of Figure 2. If A < 0 the opposite occurs. Unlike Fisher and
Rubio [5], it is not su€cient to have convex marginal bene..ts to ensure a
clear result, since A has a number of additional terms with generally unknown

signs. Note that the term %{wwww [aw/yT?yaTH is positive if T, > 0

—

because all terms in ow]'w,c” are positive.

3.2.1 Surface water variability

Since the derivation of equation 35 in the general uncertain case above is
rather abstract, it might be useful to look at the case of only one uncertain
variable so that the meaning of those extra terms in A is clari..ed. When
surface water is variable (with increments described by equation 18 as before),
the expanded version of 25 is simply:

1 1
—BdV = Vo (~(1 - a)w+s+R) + Eafszvss (36)

14The stochastic steady state equilibrium, if it exists in the sense of convergence to a
distribution for w and G, will satisfy 4. Edw = 4. EdG = 0.
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Figure 2: Phase diagram for A > 0

As for dr,, and terms in dw, expressions 29, 30 and 31 reduce to:

Ay = TwwdW + TuwadG + Tysds

1
+ 5 [Wwww(dw)2 + sts(ds)ﬂ + Twwsdwds

1
dw = wsds +wedG + Sws, (ds)®

(dw)? = (ws,)? o252t

So that the expression for the optimal expected motion of water is:

1 . PTy + ZG(OCS + R) - U%SQ {% [7-‘-111111111(Ujs)2 + sts] + 7Twws’ws}

— Fdw =

(37)

(38)
(39)

(40)

This equation corresponds to equation 35 except shocks exist only in s.
It is clear now that the additional terms in A result directly from the inclu-
sion of surface water in the production function through weighted-average
concentration, since instantaneous pro..t is no longer linear in s. Thus the

cross-derivatives of m,, with respect to s do not disappear.

The ewects of increasing surface water variability (ie. increasing o;) on
stock size can also be derived analytically, for a given level of surface water.

14



At the steady state, 4 Edw = 4. EdG = 0, so that 0 = Es + R — (1 — «) Ew,

Todt
which implies:
s+ R

l—«

w=Fw=

(41)

Furthermore, evaluating all derivatives at w and :
— 2=2 1 2
P + 26(aS + R) — 073 3 [Twww(Ws)? + Tuss] + Twwsws ¢ =0 (42)
None of the terms in A depends on G, so the total dicerential of 42 is:

—pze + zaa(as + R)] dG — 52 1 Twww (Ws)? F Twss| + TwwsWs ¢ do? =0
[—p ( 9 1

(43)
From this expression it is clear that:

dG . §2 {% [ﬂ'www(ws)2 + sts] + 7TwwsUJs}
do? [—pzc + 26a(as + R))

(44)

The denominator is positive under cost convexity, so that the sign of jTG%
will be the same as the sign of A. If A > 0, increasing the variance results
in a higher groundwater stock, which is consistent with the result shown in
Figure 2, since in that case variance is going from zero to a positive value.

4 Conclusion

A truly integrated approach to water management must embody not only
guantity-quality interactions but also conjunctive use of surface water and
groundwater. This paper is an attempt at analysing optimal choices when
both aspects of water systems are considered, emphasizing the economic
implications of conjunctive use when the quality of the water varies according
to the source.

Water productivity depends on its quality. When dicerent types of wa-
ter are mixed, the relevant pollutant concentration is a weighted average of
individual concentration levels. This simple fact alters a well established re-
sult in the conjunctive use literature, which was that for dicerent levels of
surface water endowments, groundwater would be pumped so as to keep a
given optimal level of total water consumption, as that level was invariant

15



with respect to surface water realizations. Now the optimal level of water
consumption will no longer remain the same, and performing comparative
statics shows that its reaction to parameter variations will always depend on
the dicerence between surface water quality and groundwater quality.

Another aspect that has rightly received attention in the water manage-
ment literature regards the ecect of uncertainty on optimal choices. In this
chapter uncertainty in hydrological parameters was modelled in a dynamic
setting through their description as geometric brownian motions, and the
impact of such uncertainty on the evolution of water consumption and on
optimal steady state stock was described, although no general results can be
obtained without specifying a production function.

There are two aspects that have been treated in the literature and were
not incorporated in the present analysis. One deals with the choice of op-
timal storage capacity in the context of ground or surface water stocks (see
Tsur [15], Fisher and Rubio [5]). Another deals with models where surface
water does not have to be entirely consumed, so that surface water used and
groundwater pumped are actually two dicerent, albeit related, choices. With
uncertainty in quality parameters, each type of water has dicerent risk and
return. The conjunctive use problem could then be viewed as a choice of
optimal portfolio mix. These are areas for future research.

A General dynamic case

In this appendix it is acknowledged that both the amount and the quality of
available groundwater are stock variables whose dynamics are acected by the
agents’ choices. Pollutant concentration is, as before, a weighted average of
surface and groundwater. However, groundwater quality evolves according
to the pollutant concentration in the contaminant load (emissions) and a
natural regeneration rate:

C9 = e(w, ) — 6CY (45)

where ~ refers to the amount of polluting input used in the productive
process, as in chapters 1 and 2.

15 A more realistic equation for groundwater quality’s evolution could take into consider-
ation the relative weights of emissions quality, recharge quality and existing groundwater
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If there was no uncertainty, the solution would result from the following
problem:

MAX fapy v} fooo [y(wta Yt Ct) - Z(Gt)(wt — 8)] e Ptdt

subject to equations 12 and 45, initial conditions and non-negativity con-
straints.
The current value Hamiltonian for this problem is:

H = | y(w, v, 09 — W) (G w - s)} +a(€) +6(cv)
First order conditions:
Tw = A1 — a) — Bey, (46)
T, = —fe, 47
A= pA+ zg(w — s) (48)
i= 405 - (30" 2) 9)

Conditions 46 to 49 can also be used for the case of dynamic quantity-
quality evolution when only groundwater is used (see chapter 2); in that case
s=0and C = ¢, simplifying 46, and “=* =1 in 49.

Unfortunately, this model is too general to produce tractable expressions
for « and 4, which are the relevant decision variables.'® However, for the
purpose of analysing the impact of shocks on water choices while considering
a dynamic quality evolution, it will be assumed that the amount of pollut-
ing input is exogenous and that emissions vary linearly with water use, ie.
e(w, ) = ew~y. Under these circumstances:

quality, making e(.) a function of G, R, C¥ and C.
Twt =2 ey

16Equations 46 and 47 imply 8 = —™* = ® and \ = a4 = Y, which are both non-

N
linear with respect to w, v, and C(w,C?). Even if it is assumed that 7,c = 0, calculating
their time derivatives and using the remaining ..rst order conditions yields:

(1=0) [pY = YerC9 = 32 ((p+6) @ — yo %) | + 26(as + R)
(1= a) [T =1, 5]

w:
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5= P + 26 (as + R) — myes (ewy — 6C9) — ey (68 + yo=2)

(50)
Tww
The new terms in this expression, as compared to equation 17, appear
because water pro..tability varies with pollutant concentration in groundwa-
ter, which is now endogenous. The fact that there is a single control variable
and two state variables implies that the term in the costate g cannot be fully
eliminated.

A.1 Stochastic shocks in water quality

The three types of hydrological shocks described in section 3.2 could be
introduced into the general dynamic model developed above. However, one of
them must be treated in a dicerent manner now that groundwater pollutant
concentration is not exogenous, since the stochastic increments in CY can
no longer be modeled as a simple geometric brownian motion without drift,
like in equation 20. Therefore, to avoid the cumbersome notation of the
multiple-shock case, this section considers that surface water and its pollutant
concentration are constant, so that only C is prone to stochastic shocks.
The increments in groundwater pollutant concentration are assumed to
follow:
dCY = (ewy — 6CY) dt + o4dw, (51

where w, is a brownian motion.
The Bellman equation for the problem becomes:

pV(.) = max y(w,C;y) —2(G)(w—35)+ Vg (—(1 —)w+ s+ R)

w +VC'9 (ewy — 509) + %VC’QCQO—E (52)

Using similar methods as in section 3.2, the stochastic analogues of equa-
tions 46, 48 and 49 can be derived:

Tw = V(1 —a) — eyVeg (53)
1
aEdVG = pVa + zg(w — s) (54)
1 w— S
il (p+6)Ve (Z/C ” ) (55)
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From 53:
1 w— 8

EEdww = pmy + (1 — @) zg(w — s) — dey Vs — eyyco "

Using Ito’s Lemma to obtain — Edr,, from m,, = 7, (w, CY, G), replacing
that expression in the right hand side of 56, and rearranging terms:

1
nwwaEdw = pmw + 2¢(as + R) — €y (5V09 T Yo

(56)

w—Ss

) — Tweo (ecw — 6CY)
w

1
— 0’2 {5 [Wwww(wCQ)Q + 7TwC’FJC’Q] + 7Twa'-‘J/LUCg} (57)

This expression depends explicitly on V¢, which cannot be eliminated.
However, it can be seen that the impact of uncertainty is similar to the case
where quality was exogenous.
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