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I
POLICY TESTIMONY

Executive Summary

The California Public Utilities Commission (CPUC or Commission) should authorize
recovery in rates of costs of uninsured wildfire claims, to the same extent that such claims
would have been covered by insurance policies the Utilities historically have been able to
purchase.

- Insurance carriers have dramatically limited coverage in response to claims
experience and a negative perception of a legal doctrine known as “inverse
condemnation.”

- Utilities are thus exposed to uninsured claims that could be substantial.

Wildfires are inevitable. Like other natural disasters, the magnitude of damage depends
on factors outside the Ultilities’ control, such as weather, demography, and local fire-
fighting capabilities.

Insurance costs have traditionally been recovered in rates, as have extraordinary costs
resulting from natural disasters. Uninsured wildfire claims should likewise be
recoverable.

The risk of fire is inherent in the provision of utility service. Because that risk cannot be
entirely avoided, the costs of claims for wildfires allegedly caused by utility property are
properly recoverable.

Large uninsured wildfire claims could threaten the Utilities’ financial integrity, contrary
to the public interest.

Whether a utility is subject to penalties for violating a General Order (GO) is a separate
question from whether a utility should recover costs from wildfires, and a penalty

decision should not be allowed to undermine cost recovery.
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A. Introduction

In this Application, San Diego Gas & Electric Company (SDG&E), Southern California Gas
Company (SoCalGas), Southern California Edison Company (SCE) and Pacific Gas and Electric
Company (PG&E) (together the Utilities and individually a Utility) ask the Commission to authorize
recovery in rates of wildfire-related costs.1

This application is prompted by major changes in the insurance market. In the past, the Utilities
were able to purchase liability insurance covering wildfires of between $650 million and $1.2 billion,
with the premium amounts recovered through authorized rates. The amount of insurance available
today, however, has been substantially reduced. Insurers with a perception of increased risks are
dramatically limiting wildfire liability coverage, offering substantially less insurance for a much higher
price. Although the insurers’ concern initially focused on fires outside urban centers, they are limiting
coverage for major urban fires as well.

The insurers’ actions leave the Utilities exposed to claims arising from wildfires associated with
utility facilities. These uninsured claims have the potential to adversely affect the financial condition of
the Ultilities, to the detriment of customers and shareholders alike. The lack of coverage is particularly
problematic now because increasing risk of large claims arising from wildfires, especially in
Southern California, suggests a need for more coverage, not less. The Utilities must, in effect, now
self-insure for all wildfire claims above the shrinking liability coverage obtained from insurers.

Wildfires have always been part of California’s landscape due to the state’s geography and
weather patterns. However, recent experience suggests that the risk of large claims from wildfires has
increased due to population growth in fire-prone areas and changing weather conditions. In
October 2003, in the worst fire outbreak up to that point, 14 major wildfires raged across

Southern California, destroying 3,700 homes, burning over 750,000 acres, and taking 24 lives.2 Just

1 See Chapter 4 for the precise boundaries of the cost recovery request.

[}

For a detailed discussion of the 2003 fires, see California Fire Siege2003: The Story, October 21-November 4, 2003,
California Department of Forestry and Fire Protection <www. fire.ca.gov/fire_protection/downloads/
2003FireStoryInternet.pdf> (as of Aug. 17, 2009).
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four years later, drought conditions and hot, dry Santa Ana winds again spawned fires across
Southern California. Fire resources were stretched thin as eight fires broke out within 24 hours,
multiplying to 16 locations within days. The October 2007 fires ultimately burned over 500,000 acres,
destroying some 3,000 buildings and costing 17 lives.2

Less than a year later, in June 2008, Northern California faced its own wildfire crisis. Dry
lightning and drought conditions contributed to the worst fire outbreak in California history based on
acres burned. Over 50 major fires blazed across Northern California’s forests and foothills, ultimately
burning more than 1 million acres.2 Continuing the trend, the 2009 fire season has started unusually
early. In mid-May, dry winds spread fire across the hills above the city of Santa Barbara, destroying
80 homes. This wildfire, unintentionally sparked by an individual operating vegetation removal
equipment, spread under conditions bearing the hallmarks of recent major fires: high temperatures,
strong winds, low humidity and dense vegetation.

These events have created a heightened awareness of wildfire risks on the part of utility insurers.
Prior to the 2007 fires, their loss experience from utility wildfire claims was modest.5 This fact is not
surprising based on a review of historical wildfire statistics. According to California Department of
Forestry and Fire Protection (CAL FIRE) data, approximately 5,000 wildfires start annually,$ most of
which are promptly extinguished, and CAL FIRE attributes only 3 percent of these fires to power lines.Z

Although wildfire liability is more commonly associated with electric facilities than with gas facilities,

o

California Fire Siege 2007 — An Overview, California Department of Forestry and Fire Protection (CAL FIRE),
Governor’s Office of Emergency Services (OES), and the United States Department of Agriculture (U.S. Forest Service)
with the cooperation of other local, state and federal agencies

<http://www fire.ca.gov/fire_protection/downloads/siege/2007/ Overview_CompleteFinal.pdf> (as of Aug. 17, 2009)..

I~

California Wildfires, FEMA EM - 3278 - CA, Total Incidents from 6/22/08-8/11/08, (2008) California Governor’s Office
of Emergency Services (OES) <http:/ www fire.ca.gov/downloads/incidents/ All_statewide_Fires 0622 081108_a.pdf>
(as of Aug. 17, 2009)..

Jtn

See Chapter 3 of this testimony for discussions of the Utilities’ loss experiences.

o

Between 2001 and 2005, an average of 5,685 fires occurred annually in CAL FIRE’s jurisdiction. CDF Jurisdiction
Fires, Dollar Damage and Structures Destroyed (Aug. 2006) California Department of Forestry
<http://www fire.ca.gov/about/downloads/firestats8 06.pdf> (as of Aug. 17, 2009).

[N}

Percent of Fires By Cause, Statewide 5-Year Average 2000-2005, CDF Jurisdiction, California Department of Forestry
and Fire Protection <http://cdfdata.fire.ca.gov/admin/cdf/images/incidentstatsevents _106.pdf>.
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this application seeks cost recovery for gas utility operations as well. Though less frequent, gas facilities
can also be associated with a wildfire. PG&E and SDG&E gas and electric operations are covered by
the same policies, so the limited availability of insurance to cover wildfire liabilities affects gas and
electric operations equally. SoCalGas owns some electric distribution facilities and is insured under the
same policies as SDG&E.

Recent experience shows that fires ignited during adverse weather conditions can result in
extensive damage and utility equipment may contribute to the fire. As a result of damage claims from
the 2007 wildfires, insurers are now focused on this risk. In addition, as discussed in Section E below, a
California Court of Appeal ruling currently being cited by plaintiffs’ lawyers increases the potential for
sizeable wildfire damage payouts based on the theory of inverse condemnation. Insurers fear that this
theory imposes strict liability on the utilities, making them responsible for property damage from any
fire associated with utility equipment, even if there is no proof of utility negligence. Uncertain about the
risk they face, insurers have chosen to reduce or withdraw wildfire liability coverage in California, and
to increase the cost of available coverage.

Each of the Utilities renews its liability insurance policies on a different schedule. SDG&E and
SoCalGas completed their 2009 renewals in June. They were only able to obtain one-third of the
wildfire coverage they bought in 2008 ($399 million vs. $1.2 billion) at four times the cost ($55.2
million vs. $13.6 million). The insurers’ anticipated loss experience from the 2007 San Diego fires is
without doubt a contributor to this result; however, as discussed in Chapter 2 of this testimony, insurers’
general reassessment of wildfire risks has negatively affected the market as a whole.

PG&E completed its 2009 policy renewals on August 1. Although PG&E’s recent loss
experience was similar to its prior years’ experience, PG&E saw a $150 million reduction in its policy
limits (from $1.1 billion to $950.0 million), and a doubling of its premiums from $8.8 million to
$17.0 million. SCE also expects to pay substantially more for less insurance when it finalizes its
renewals in September.

The lack of sufficient coverage as the 2009 fire season begins poses significant financial risks.

As discussed in detail below, this application requests quick Commission action to assure that the
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Utilities will continue to have the financial means to provide reliable service in the aftermath of one or
more major wildfires.

Although this filing only deals with cost recovery, it is part of a broader set of ongoing
Commission activities addressing wildfires. In November 2008, the Commission opened a rulemaking
to consider changes to the rules governing the design, construction, and maintenance of overhead supply
and telecommunication lines to reduce wildfire risks.2 A recent decision in Phase I of that proceeding
contains new vegetation management rules with implementation to begin before the fall. Phase II will
address longer-term actions to further reduce wildfire risks. While these actions can help over the long
run, none of them can eliminate the risk of a catastrophic fire, nor can they resolve the possibility that
wildfire claims will greatly exceed available insurance. Insurance coverage alone may no longer protect
the Utilities against financial losses stemming from wildfires. Prompt Commission action is necessary
to ensure the Utilities’ continued financial and operational strength.

B. Cost Recoverv Approach

Insurance costs have long been recovered in rates as an ordinary and necessary component of
utility operating costs. As discussed further in Section D, the Commission recognizes that insurance
premiums and insurance deductibles are ordinary costs of business and includes those costs in rates
through General Rate Case (GRC) proceedings. Prior to 2007, there had not been large wildfire liability
claims against the Ultilities, and sizeable liability coverage was available to each company.2 As a result,
the Commission has not had to consider rate recovery for the cost of self-insuring for wildfire claims in
excess of liability insurance coverage. The current unavailability of sufficient insurance at a reasonable
cost, however, makes this action necessary now.

Chapter 4 of this testimony describes a detailed cost recovery mechanism. The primary costs

addressed are wildfire claims by third parties resulting in costs that are not paid by insurance,2

loo

Order Instituting Rulemaking to Revise and Clarify Commission Regulations Relating 1o the Safety of Electric Utility
and Communications Infrastructure Provider Facilities, R.08-11-005.

N

In 2008, the Utilities obtained liability coverage with limits between $650 million and $1.2 billion.

10 The insurance carriers have defined the term “wildfire” broadly. For example, the 2009 policy of AEGIS Insurance
Services, Inc., the lead utility insurer, defines “wildfire” to include “any wild fire, wildland fire, forest fire, brush fire,
(Continued)
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including claims for property or resource damages, fire suppression costs, the costs of defense of such
claims and other wildfire-related costs such as changes in liability insurance premiums and deductibles.
The Utilities request that the Commission authorize them to record these costs to a Wildfire Expense
Balancing Account (WEBA) and to recover the WEBA balance in rates. If the WEBA balance is large,
the Utilities will work with other stakeholders to lower the rate impact through passage of legislation
allowing issuance of securitized debt based on a dedicated rate component. This financing approach has
been used successfully by the Utilities to reduce customer costs in other situations and is similar to that
used by utilities in Florida to recover costs from hurricane damage.1l If securitization is unavailable, the
Utility may file an application for authority to issue additional debt and/or equity to finance wildfire
costs and may ask the Commission for authority to record higher financing costs to the WEBA.

Recovery of wildfire costs not paid by insurance should be based upon the same criteria used in
insurance policies for payment of liability claims: costs are recoverable so long as the event is not the
result of acts or omissions intentionally engaged in or directed by utility management with intent to
cause harm or with knowledge that harm was substantially certain to result.

There are several reasons why this insurance-based cost recovery principle is appropriate, each
of which is discussed further below:

e Unlike insurance carriers, who can limit their risk by choosing whom to cover, the

Utilities have an obligation to serve all customers in their service territories and cannot

Continued from the previous page
vegetation fire, grass fire, peat fire, bushfire, hill fire, or any other uncontrolled fire which can also consume houses,
buildings or other structures and agricultural resources in each occurring over an area that is larger than one acre
(exclusive of the Insured's premises).” This definition encompasses large urban fires as well as fires in rural and
semi-rural areas. The extent of the uninsured costs, and thus the recovery sought, is determined by the insurers’
definition of “wildfire.” Accordingly, the Utilities use the term “wildfire” in this Application to refer to all fires that fall
within the AEGIS definition. If the insurers change their definition of “wildfire” in the future, the extent of rate recovery
would conform to the new definition.

11 The Commission has substantial experience with securitization through the Rate Reduction Bonds and PG&E’s Energy
Recovery Bonds. See Chapter 4 of this testimony for a brief discussion of securitization. Florida’s investor owned
utilities have legislative authority to issue securitized debt to pay for hurricane recovery and to fund reserves against
future hurricane costs. Interest and principal on the debt are repaid through a dedicated rate component.

Fla. Stat. § 366.8260.
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withdraw from fire-prone areas. Wildfire risks come with the utility franchise and, as
such, must be addressed in rates.

e Major wildfires are natural disasters stemming from factors such as climatic conditions,
geography and demography over which the utilities have no control. The costs of natural
disasters are routinely included in rates.

¢ The Commission recognizes that insurance costs and claims are part of the reasonable
cost of providing public utility service; the Commission treats self-insurance costs the
same way.

¢ Significant uncompensated costs could threaten the Utilities’ financial strength and their
ability to provide reliable service, contrary to the Commission’s and Legislature’s
policies in support of the Utilities’ financial creditworthiness.

e The Utilities are responsible for maintaining thousands of miles of lines and millions of
poles; imposing on the Utilities broad responsibility for wildfire claims would hold them
to a standard of perfection the Commission has expressly recognized is unattainable.

e The Commission can meet its goals of reliability and safety by continuing its current
investigation and penalty policies, so long as investigations are not allowed to undermine
the principle of rate recovery for wildfire costs that would have been covered by
mnsurance.

In addition to uninsured wildfire claims costs and related expenses, the Utilities also propose to
record in the WEBA any changes in wildfire insurance premiums from amounts authorized in the
Utilities’ General Rate Cases. Like wildfire claims costs, insurance premium costs are now
unpredictable and volatile, making balancing account treatment appropriate. In order to obtain the
benefit of input from customer representatives in the decisions to procure insurance, the Utilities
propose to consult with customer representatives during the annual insurance procurement process. As
discussed in Chapter 3D, the Utilities ask the Commission to approve the establishment of a consultative

process that would include the Division of Ratepayer Advocates, Energy Division, and other stakeholder

groups.






