
The Environmental 
F O R U M

The Environmental  Law Inst i tute’s Pol icy Journal  for the Environmental  Profession

®

Advancing Environmental Protection Through Analysis • Opinion • Debate

Natural Disaster
Social Insurance in an  
Era of Climate Change

Village Genius
Making a Community 
Whole After Pollution 

Interior Decor
Reorganize Department  
to Improve Functioning?

Testimony: Allying Black and Green

May-June 
 2018

Green Conservatism's New Generation

See colleagues’ new jobs 

in  Movers & Shakers, p. 58



26 | T H E  E N V I R O N M E N TA L  F O R U M Copyright © 2018, Environmental Law Institute®, Washington, D.C. www.eli.org.  
Reprinted by permission from The Environmental Forum®, May/June 2018



M AY / J U N E  2 0 1 8 |  27Copyright © 2018 Environmental Law Institute®, Washington, D.C. www.eli.org. 
Reprinted by permission from The Environmental Forum®, May/June 2018

Unnatural Disaster
As a society, we are devoted to the idea of spreading the costs of catastrophic losses. 

Continuing this commitment in the face of projected increases due to climate change will 
require ensuring that such programs also create incentives to engage in hazard mitigation

fact, the impact of extreme weather events can already 
be seen in the National Flood Insurance Program and 
the Stafford Disaster relief program administered by 
the Federal Emergency Management Agency, which 
collectively required FEMA to borrow approximately 
$24 billion from the federal treasury to pay out NFIP 
claims and provide Stafford Disaster relief in the wake 
of Hurricane Katrina and Superstorm Sandy.

Going forward, climate change will pose two 
separate but related challenges for the programs that 
distribute government funds in response to disasters. 
First, can social insurance be structured such that it 
remains a financially viable tool to promote resilience 
and community recovery? Second, how can insurance 
programs be structured to promote adaptation mea-
sures that reduce exposure to extreme events?

An interesting example of the limitations of social 
insurance arises from the California courts’ attempt 
to socialize wildfire costs through an expansion of the 
state’s inverse condemnation law. As this example and 
others show, the viability of social insurance will be de-
pendent upon the ability of policymakers to proactive-
ly structure programs that both engage in risk spread-
ing and promote risk-reduction behaviors.

The role of any insurance product is to spread risk. 
Insurers remain solvent by collecting more premiums 
than the losses they have to pay out. They accomplish 
this in two ways: setting premiums that correlate to 
the risk of loss, and ensuring risks that are sufficiently 
diversified that the likelihood of too many claims be-
ing made at the same time is reduced. This is particu-

N
atural disaster response in the United States 
has long been characterized by the distribu-
tion of significant amounts of government 
funds to aid recovery. These funds are allo-
cated in the form of direct aid in the wake 

of an event and through subsidized insurance policies 
before a hurricane, flood, wildfire, or tornado. In fact, 
our cultural paradigms around sharing the burden of 
disaster recovery have become so strong that research-
ers find that individual property owners often choose 
to live in hazard-prone areas in part because they be-
lieve the government will make these areas safe for 
them or help them rebuild in the wake of an adverse 
event. This effect is further compounded by the fact 
that people often misevaluate or even ignore risk, and 
tend to be under-insured for high-value losses that are 
rarely experienced.

Against this backdrop, the United States has experi-
enced increasing natural disaster losses from hurricane, 
flood, and fire events, all of which are attributed at least 
in part to the impacts of climate change. According to 
the National Climate Assessment, recent increases in 
hurricane activity are attributable in part to higher sea 
surface temperatures. The report notes that floods may 
intensify in the future as a result of climate change be-
cause human-induced warming increases the factors 
that cause and amplify inundation, such as heavy or 
prolonged precipitation and storm surges. Wildfires 
are also impacted, as hotter and drier weather, as well 
as earlier snow melt, extends the length of the wild-
fire season and causes fires to burn more acreage. In 
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larly challenging when insuring natural disaster events, 
which often cause losses that are both near total and 
occur at the same time. When a hurricane storm surge 
causes flooding, for example, it does not just inun-
date one house. If an insurer has too much exposure 
to flood risk, it will not be able to maintain solvency. 
While insurers can reduce their exposure by purchas-
ing reinsurance and transferring some of the risk to a 
third party, the ability of insurers to purchase reinsur-
ance will be limited by whether they can increase pre-
miums to cover the costs of such reinsurance programs.

T
 he problem of limited market capacity to ad-
dress correlated disaster losses led to the cre-
ation of the National Flood Insurance Pro-
gram in the United States. Prior to the 1950s, 
commercial flood insurance was available. 

However, a series of catastrophic floods along the Mis-
sissippi River caused many insurers to face significant 
losses — leading them to either go out of business or 
exit the flood insurance market. The federal govern-
ment therefore stepped in to become 
an insurer of last resort, creating 
NFIP by statute in 1968.

The program acts as primary in-
surance for property owners that is 
underwritten by the federal govern-
ment. The purchase of insurance un-
der NFIP is required for all property 
owners who hold a federally backed 
mortgage in the 100-year floodplain. 
In theory, NFIP premiums should 
be set at levels that reflect the risk of 
flooding at any given property, but 
there are several factors that result in 
premiums being heavily subsidized, 
including the setting of rates based 
on outdated maps that do not reflect current flood 
risks.

The structural issues in NFIP were particularly ex-
posed after Katrina and Sandy, when claims on policies 
vastly exceeded the amount the program collected in 
premiums. While FEMA is required by statute to repay 
resultant borrowing, a 2017 GAO report concluded 
that NFIP is unlikely to generate sufficient revenues to 
repay these debts. Last year FEMA used new statutory 
authority to place reinsurance for NFIP, transferring 
$1.042 billion of risk to the private market to cover 
payouts exceeding $4 billion. This policy was triggered 
after Hurricane Harvey, which caused estimated losses 
to NFIP between $8.5 and $9.5 billion.

The other form of disaster relief at the federal level 
is the Stafford Disaster Relief Act, which provides aid 
for the immediate aftermath of presidentially declared 
disasters as well as for rebuilding. In the case of flood or 
hurricane events, Stafford works in concert with NFIP 
to provide funds for rebuilding, but there are limita-
tions on Stafford Relief provided in response to floods. 
Specifically, the Stafford Act prohibits the use of funds 
to provide assistance to property owners who were le-
gally required to obtain flood insurance and did not 
have coverage. There is not a similar statutory provision 
requiring insurance coverage for recipients of aid after 
other disaster events, including wildfires.

Prudently, the Stafford Act also has programs to 
funds to reduce risk, including the Hazard Mitiga-
tion Grant Program and the Pre-Disaster Mitigation 
Program. The first provides post-disaster funds for the 
deployment of hazard-mitigation measures during re-
building, although implementation of the program has 
been uneven. The latter provides grant funding to state, 
local, and tribal governments for mitigation measures.

The upshot from the combination of the NFIP 
and Stafford programs is that federal 
taxpayers will bear most of the costs 
of disaster recovery (and perhaps an 
even greater share for non-flood di-
sasters such as fires). In this context, 
there is an argument that the NFIP 
program, while flawed, is better than 
nothing; if taxpayers inevitably foot 
the bill, it is better for all property 
owners to pay something in insur-
ance premiums, even if the premi-
ums do not fully reflect risks. In addi-
tion, once property owners purchase 
insurance, the pricing of insurance 
can be used to create incentives for 
risk mitigation. NFIP, for example, 

offers to reduce premiums based upon risk-reduction 
measures taken at the community level, such as restor-
ing natural functions of floodplains. Because Stafford 
Relief for other disasters is not tied to similar insur-
ance requirements, the ability of federal policymakers 
to encourage hazard mitigation for natural disaster 
risks such as fires is limited to attempting to incentivize 
action through federal grant programs for hazard-risk 
reduction.

Several states have also intervened to provide social 
insurance programs for natural disasters. The most no-
table of these is in Florida, where the state both par-
ticipates in the primary insurance market and acts as 

Continued on page 30
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Tort System Leads Way on Loss Prevention 

When it comes to major 
risks to public health and 
safety, the tort system has 

appropriately been the venue for 
standard-setting and compensation 
in areas where legislatures are slow 
to act. This has been true with pol-
lution, auto safety, cigarettes, and 
product safety, among others. Even-
tually, lawmakers and regulators 
catch up with the judiciary, often to 
codify common law standards and 
approaches birthed in the court-
room.

Climate risk is proving no differ-
ent. Liability is looming for public 
and private entities as well as de-
sign and construction professionals 
when their risk management does 
not take into account climate risks 
that are eminently ascertainable 
and predictable. And the judicial 
development of standards in this 
area is not confined to the common 
law but extends to any statutory 
interpretation wherever law or regu-
lation includes a duty of care with 
regard to risks that climate may 
exacerbate.

Whether you are a bridge engi-
neer, a coastal building architect, 
or a municipality, you are on notice 
that good practice requires reason-
able measures to reduce climate-
related risks, and prudence in turn 
demands private insurance for 
errors and omissions that increase 
risk of climate-related damage or 
diminish climate readiness.

The creaky old tort system may 
be uneven and inefficient, at best, 
in compensation. But it can be quite 
effective in bringing about loss pre-
vention. Social insurance, on the 
other hand, tends to be stingy albeit 
even on compensation but miser-
able for loss reduction. If your focus 
is on reducing climate losses as 
well as providing compensation, you 
hold a special place in the pantheon 
of bad policy ideas for proposals for 
social insurance of climate risk.

Bradley Campbell

Such insurance would create 
moral hazard, the tendency for 
individuals to make riskier choices 
because the cost of their risk-taking 
is borne in whole or in part by oth-
ers, at an unprecedented and epic 
scale. The moral hazard begins at 
the policy and political level — what 
better way to induce complacency 
in the electorate about the need for 
mitigation and adaptation than the 
assurance that, in the event of cli-
mate catastrophe, “you’re covered.”

And the moral hazard filters 
down to every level of government 
and to every individual home or 
business owner. By socializing cli-
mate risk, you remove or dampen 
the incentive of those in 
the best position to devise 
cost-effective climate risk 
reduction strategies, from 
towns choosing between 
adaptation and other de-
mands on the public fisc, 
to developers choosing 
where and how to build, 
to architects and property 
owners deciding whether to incur 
additional expense at the margins 
for design, elevation, and landscap-
ing to reduce loss of life or property 
damage attributable to climate 
impacts.

In theory, the moral hazard prob-
lem can be tempered by actuarial 
rates and high deductibles that 
reward risk reduction, thereby al-
lowing the pooling of risk without 
(or without as much) diminution 
in incentives to take cost-justified 
adaptation or resilience measures. 
But loss prevention incentives are 
always an afterthought in social 
insurance, and their influence is 
dwarfed by the power of subsidized 
premiums.

These limitations to social insur-
ance of climate risk are demonstra-
ble. The United States already has 
social insurance for climate risks, 
albeit partial and inadvertent, and it 

is failing at every level.
We have socialized the costs 

of climate risk in part through the 
National Flood Insurance Program, 
which provides subsidized (social) 
insurance for homeowners and 
(importantly) mortgage lenders 
who build or finance construction in 
floodplains and on coasts.

The NFIP enables construction 
in the riskiest places in terms of 
climate risk. Loss prevention mea-
sures are modest, focused primarily 
on repetitive-loss properties, and 
have little force compared to the 
inducement that subsidized rates 
provide for riskier behavior and prac-
tices. The NFIP reauthorization bill 

now pending in Congress 
reinforces the policy of 
keeping rates artificially 
low relative to risk, even 
for repetitive-loss proper-
ties.

Elected officials have 
proven incapable of 
rationalizing the NFIP 
so that it provides both 

compensation and meaningful loss 
reduction incentives. And after the 
NFIP’s short-lived dalliance with 
market rates, this is unlikely to 
change.

This stubborn fact is also plain 
in Congress’s even larger, yet again 
partial and inadvertent, social insur-
ance program for increased risk due 
to climate change: the reflexive pro-
vision of off-budget, debt-enlarging 
disaster relief with every climate-
influenced catastrophe. This de 
facto program has no incentives for 
risk reduction, and is 100 percent 
subsidized — by future generations 
of taxpayers saddled with the na-
tional debt.
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a reinsurer to provide coverage for hurricane damage. 
Florida participates in the primary insurance market 
through a company called Citizens Property Insurance 
Corporation, created by the legislature in 2002 to pro-
vide property insurance to Floridians who are unable to 
find coverage on the private market. While Citizens is 
financed by policyholder premiums, catastrophic losses 
that exceed premiums are financed by assessments that 
Citizens is statutorily required to levy on all holders of 
insurance policies in the state — including those who 
do not purchase their insurance from Citizens — until 
the debt is eliminated.

Florida is also involved in the reinsurance mar-
ket through the Florida Hurricane Catastrophe 
Fund, which provides a way for insurers to increase 
their capacity by transferring some of their assumed 
risk to a third party. Florida’s reinsurance interven-
tion occurred in the wake of Hurricane Andrew in 
1992, when many private insurers 
informed the state of their intent to 
exit the market. Because it wanted 
to ensure the continued availability 
of reasonably priced coverage, the 
legislature authorized the state to 
create its own reinsurance program, 
the Florida Hurricane Catastrophe 
Fund. Relying on its authority to 
raise funds through the issuance of 
pre- and post-event bonds, the fund 
accumulated a balance of $14.9 
billion between the years 2006 
and 2016, when the state experi-
enced minimal storm activity. This 
changed in 2017, when the fund reported estimated 
losses of $2.04 billion from Hurricane Irma. While 
a significant balance remains even after this loss, the 
fund warns that it might need to resort to emergency 
assessments or post-event bonding if a storm of suf-
ficient size were to hit.

The examples outlined above highlight not only 
the precarious financial state of social insurance pro-
grams, a condition that will only worsen if climate 
change increases the frequency or severity of extreme 
weather events, but also the failure of these programs 
to incentivize risk-mitigation behavior. If insured losses 
increase in the future, the ability of heavily subsidized 
social insurance programs to maintain solvency will 
be in question. In addition, policymakers’ decision to 
provide heavily discounted insurance rates — which 
would not be available in a competitively priced mar-
ket — has undermined the function that insurance 
rates play in signaling the extent of hazard exposure 

to property owners. These social insurance programs 
thus create the risk of increasing societal exposure to 
natural hazards. Therefore, to the extent that social in-
surance programs are to be maintained, they must be 
reexamined and modified to meet the twin goals of risk 
spreading and promoting hazard mitigation.

T
 he need to revisit our social insurance mech-
anisms is well illustrated by the unsustainable 
approach that some California courts have 
taken to wildfire risk. Damage from wildfires 
in the state has increased over recent decades, 

especially those occurring during the Santa Ana season, 
which is characterized by strong, dry winds that cause 
fires to spread more quickly. The wildfires in Northern 
California last October were some of the most destruc-
tive in state history, killing 44 people and destroying an 

estimated 8,900 structures.
In response to fires in years past, 

California property owners have 
sought to recoup some of their dam-
ages by bringing lawsuits against 
power companies on the grounds 
that electric transmission and distri-
bution lines and other equipment 
owned by the utilities played a role 
in starting the fires at issue. For ex-
ample, in Barham v. Southern Cali-
fornia Edison Company, homeowners 
argued that power lines ignited the 
wildfire that destroyed their homes. 
Finding in favor of such plaintiffs, 

California courts have held power companies liable for 
wildfire damages, effectively creating a social insurance 
regime in which power companies provide additional 
insurance to homeowners who face losses.

California is unique in this approach. The state 
constitution requires that the government must pay an 
owner fair compensation whenever property is taken 
or damaged for public use under the state’s eminent 
domain power. Normally, this process occurs when 
a public entity initiates an eminent domain proceed-
ing. But when the public entity fails to do so, property 
owners may seek compensation by bringing an inverse 
condemnation action. As the California Supreme Court 
has explained, “The underlying purpose of . . . inverse 
. . . condemnation is to distribute throughout the com-
munity the loss inflicted upon the individual by . . . 
public improvements: to socialize the burden . . . that 
should be assumed by society.”

Continued on page 32
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Federal Mitigation Grants Are Cost Effective

Costly natural disasters are 
likely to occur more frequently 
with climate change. Flood-

prone areas along the nation’s rivers 
could increase by about 45 percent 
and coastal flood-prone areas by 
about 55 percent by 2100.

Our federal investment to ad-
dress disasters has primarily 
focused on response and recov-
ery after an event. However, with 
increasingly numerous and costly 
storms and wildfires, significant 
investments need to be made in 
pre-disaster mitigation. Expanding 
efforts to move more people out of 
harm’s way through expanded volun-
tary property buyout programs and 
strategically protecting and restoring 
critical natural infrastructure, such 
as floodplains and coastal wetlands, 
can improve safety and save money 
over the long-term.

In anticipation of the next event, 
hazard mitigation attempts to break 
the cycle of disaster, reconstruction, 
and repeated damage. Since 1988, 
the Federal Emergency Management 
Agency has provided more than $15 
billion in grants to help communi-
ties rebuild and improve resilience. 
This investment has repeatedly been 
shown to be cost effective. According 
to a 2017 study conducted by the 
National Institute of Building Scienc-
es, the impacts of federal mitigation 
grants resulted “in a national benefit 
of $6 for every $1 invested.”

Perhaps the most effective miti-
gation strategy is getting people out 
of disaster-prone areas. Over the 
past 30 years, FEMA has funded 
the public acquisition of more than 
55,000 properties from willing land-
owners. Property buyouts perma-
nently remove people and property 
from hazardous areas (deed restric-
tions required for acquired proper-
ties prevent future development on 
the land), thus reducing or eliminat-
ing future damage and emergency 
response costs. A 2008  study of 12 

Rebecca Kihslinger

communities in Iowa concluded that 
buyouts yielded a 219 percent re-
turn on investment. The NIBS study 
reported that flood mitigation activi-
ties  — specifically buyouts — had a 
benefit of $7 for every $1 invested.

Because acquired land must 
be permanently dedicated to open 
space, recreational, or wetland-man-
agement uses, buyouts also provide 
an opportunity for communities to 
create public assets while restoring 
the ecological integrity of the flood-
plain, which can further strengthen 
the community’s resilience. Plan-
ning that sets strategic priorities 
for future acquisitions can allow a 
community to target limited acqui-
sition resources to areas that will 
maximize risk reduction while also 
providing habitat and fulfilling other 
community objectives.

Recently, planners have 
placed increased empha-
sis on the restoration or 
protection of natural (or 
green) infrastructure as 
cost-effective alternative 
hazard-mitigation solu-
tions. This includes the 
restoration of natural 
habitat. In 2015, FEMA announced 
the eligibility of new activities for 
mitigation funding, including flood-
plain and stream restoration. These 
methods are eligible and available 
to be used to mitigate any hazard; 
however, very few of these projects 
have been funded.

Coastal wetlands are one of the 
natural features that provide valu-
able protection from catastrophic 
storms. Hurricane Sandy provides 
a clear illustration of the value of 
such wetlands as mitigation. Accord-
ing to one study, existing wetlands 
prevented $625 million in property 
damage. The authors state, “In this 
study, we show a clear correlation 
between wetland cover and avoided 
property damages: the greater the 
extent of the wetland, the more 

protection it provides. Even relatively 
degraded wetlands in highly urban 
areas like New York City provided 
hundreds of millions of dollars in 
flood protection.” 

More funding should be directed 
toward identifying, protecting, and 
restoring wetlands and floodplains 
that can help to provide long-term 
resilience. Ongoing priority setting 
assessments and methods (such as 
New York’s PlaNYC) could be lever-
aged to provide financial resources. 
ELI’s report “Developing Wetland 
Restoration Priorities for Climate 
Risk Reduction and Resilience in the 
MARCO Region” outlines recommen-
dations for policy and process im-
provements that could improve the 
ability of states to develop wetland 
restoration priorities for climate risk 

reduction and resilience.
Much of the needed 

investment in hazard mit-
igation could be accom-
plished by leveraging and 
integrating existing insti-
tutions and programs. 
A significant increase 
in FEMA’s Pre-Disaster 
Mitigation Program 

funding could pay for the targeted 
acquisition of properties from will-
ing sellers in some of the country’s 
most vulnerable areas before the 
next disaster hits. The new omnibus 
spending package includes a record 
$249 million for the PDM program, 
a good step forward. 

This investment, combined with 
programs that incentivize voluntary 
participation in buyouts; help relo-
cate buyout participants within their 
communities; and increase funding 
for the restoration and protection 
of critical natural infrastructure like 
wetlands and natural floodplains 
could improve outcomes and reduce 
costs from the next disaster.

Rebecca Kihslinger is a science and policy 

analyst at the Environmental Law Institute.
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The application of this doctrine has been expand-
ed to hold privately owned utilities liable when they 
damage private property while providing a public 
service. Courts have explained that while inverse 
condemnation liability applies only to public enti-
ties, privately owned utilities may be held liable as 
public entities because such utilities enjoy a state-
protected monopoly to provide a public service and 
are afforded some eminent domain authority to con-
struct the power lines that serve customers. As the 
Barham court explained with respect to the wildfire 
case against SCE, public utilities are therefore “more 
akin to a governmental entity.” In the court’s view, 
because utilities provide “services 
and functions .  .  . of vital public 
interest,” the “loss-spreading ratio-
nale” that drives inverse condemna-
tion still applies. “The fundamental 
policy” driving these decisions “is to 
spread among the benefiting com-
munity any burden disproportion-
ately borne by a member of that 
community.” 

In effect, the state courts have 
grabbed onto the utility model as 
a way to spread risk, akin to an in-
surance program for fire damages. 
Critical to this policy rationale, how-
ever, is the assumption by courts that the loss will suc-
cessfully be redistributed among the public. In inverse 
condemnation cases against governmental entities, 
this makes sense because costs incurred by such enti-
ties can be socialized through taxes, thereby distribut-
ing the costs across the public.

But this assumption breaks down when the en-
tity incurring the costs is a privately owned entity 
that does not have the ability to tax. While a utility 
could theoretically spread costs across its customer 
base by raising charges, those prices are closely reg-
ulated by California’s Public Utilities Commission. 
As noted by a state appellate court in Pacific Bell v. 
Southern California Edison — another inverse con-
demnation case involving a privately owned util-
ity — this tight regulatory control is in large part 
due to the fact that utilities enjoy state-protected 
monopolies over services that are essential to the 
public. 

In return, the state regulates the prices that utili-
ties charge their customers. Pursuant to the Califor-
nia Public Utilities Code, the Public Utilities Com-
mission therefore ensures that all charges for services 
provided by a public utility are “just and reasonable.” 
To do so, the commission hears general rate case pro-
ceedings that determine the costs of operating, main-
taining, and financing the infrastructure used to run 

the utility. Using these numbers, it authorizes the to-
tal amount of revenue a utility can collect in order to 
cover costs as well as a pre-approved profit.

Because electricity rates are predetermined via rate 
cases, utilities cannot simply adjust their rates when 
they experience unexpected costs. Rather, they must 
apply for approval to recover those costs through for-
mal mechanisms established by the commission. Such 
applications, and the commission’s decisions to grant 
or deny them, are highly fact-specific and do not guar-
antee recovery.

It is here that the rationale adopted by the courts 
in Barham and Pacific Bell for holding utilities liable 

under inverse condemnation — and 
the de facto supplemental fire insur-
ance regime — starts to break down. 
Those courts argued that utilities 
should be held liable under inverse 
condemnation theory precisely be-
cause doing so would ensure that the 
risks posed by the utilities’ services 
would be “spread among the ben-
efitting community.” But, as SCE 
argued in Pacific Bell, this loss-shar-
ing rationale does not make sense 
when applied to investor-owned 
utilities because utilities cannot reli-
ably spread losses among the broader 

public without guaranteed cost-recovery.
Notably, the Pacific Bell court rejected that argu-

ment, stating that it was unpersuaded by SCE’s “im-
plication that the commission would not allow Edison 
[rate] adjustments to pass on damages liability” from 
the case. This holding is striking because it indicates 
that the courts misunderstand key realities of ratemak-
ing law, which simply does not guarantee recovery of 
unexpected costs. Indeed, last year the commission 
denied an application by San Diego Gas & Electric 
to recover costs incurred from similar wildfire litiga-
tion. This decision directly negates the Pacific Bell and 
Barham courts’ assumption that power companies can 
reliably spread risks of unexpected losses associated 
with their services across their customer base and, as 
a result, undermines the doctrinal rationale for apply-
ing inverse condemnation liability to privately owned 
utilities.

This raises the question of why California would 
turn to the utilities rather than the insurance markets 
as a mechanism to provide social insurance for fire 
losses. California does have a legislatively created in-
surer of last-resort for fires, called the California Fair 
Access Insurance Requirements Plan. Under the Cali-
fornia Insurance Code, all insurers licensed to write 
property and casualty insurance must participate in 
the FAIR Plan. The FAIR Plan provides fire insurance 

Why has California 
turned to the utilities 

rather than the insurance 
markets as a mechanism 

to provide social 
insurance for fire losses? 

It does have a legislatively 
created insurer of last-

resort for fires
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policies to homeowners who cannot obtain them else-
where, and participating insurers bear the losses and 
expenses of the plan in proportion to their share of the 
market. However, while insurers are required to pro-
vide coverage, homeowners are not legally required to 
buy the policies. And even those homeowners who do 
have fire insurance may well find themselves under-
insured in the event of a catastrophic loss if they have 
not purchased additional fire coverage. The courts’ 
approach to inverse condemnation in these cases ex-
acerbates under-insurance concerns and fails to incen-
tivize risk mitigation, such as zoning restrictions for 
fire-prone areas.

The literature establishes that most property owners 
will tend to under-insure for natural disaster risks and 
fail to take mitigation measures to reduce their hazard 
exposure. It is not clear why the policy solution to these 
behavioral economic problems should be to shift the 
cost of losses to utilities — especially if they are unable 
to socialize the costs of those losses through rate recov-
ery. As noted above, this is particularly problematic 
because losses from wildfires, as is true with all natural 
disasters, are widespread and occur at the same time. 
Further, unlike an insurance underwriter or a govern-
ment relief program, utilities providing social insur-
ance through inverse condemnation proceedings have 
no ability to incentivize investments that will mitigate 
future wildfire risks. As it stands, California’s current 
approach to wildfire losses is unsus-
tainable and fails to achieve either the 
risk spreading or hazard mitigation 
goals of a social insurance program.

A
s a society, we have been 
politically committed to 
the idea of spreading the 
costs of disaster losses. 
 Continuing this com-

mitment in the face of projected 
increases in such losses due to cli-
mate change will require that social 
insurance programs be restructured 
to ensure that while they spread risk, they also create 
sufficient incentives to engage in hazard-mitigation 
behavior. This can be accomplished both through rate 
reductions in subsidized insurance programs and also 
through conditioning receipt of disaster relief for re-
building on the adoption of hazard-mitigation mea-
sures. To be most effective, social insurance programs 
should be administered in concert with zoning re-
quirements to ensure that taxpayer funds are not being 
used in a manner that will increase future losses. As 
currently structured, most programs create a signifi-
cant moral hazard by allowing property owners to re-

build in disaster areas with full knowledge that others 
will bear the cost should they lose their home again. 
On this dimension, California’s current use of inverse 
condemnation looks particularly inadequate, as nei-
ther the utilities nor the state have the ability to con-
dition how any awarded compensation can be spent 
— meaning there is no way to encourage mitigation.

There are several ways that the programs discussed 
in this article could be modified to encourage hazard 
mitigation. For federal and state insurance programs, 
premiums should accurately reflect risks in order to 
provide stronger signals to policyholders regarding 
the hazards of building in certain locations. NFIP, for 
example, should rely on up-to-date flood zone maps 
when setting rates. Social insurance programs should 
also encourage hazard mitigation by offering discount-
ed premiums for such measures, as NFIP does. In ad-
dition, state programs should be structured to take full 
advantage of federal disaster mitigation funds. For ex-
ample, California’s legislature might consider creating 
a comprehensive social insurance program that takes 
advantage of the federal Pre-Disaster Mitigation Pro-
gram, which provides grant funding for wildfire and 
utility-line mitigation measures.

Social insurance programs also need to ensure that 
there is a continued source of funds that can be drawn 
upon in the event of disaster. As noted, this is a major 
concern for NFIP, which has put FEMA in debt. The 

obvious solution is to raise premi-
ums to reflect the actual risk of natu-
ral disasters. However, to the extent 
that this is politically unpalatable, 
legislators will have to come up with 
some other funding mechanism. 
Florida, for example, chose to ad-
dress this problem by giving Citizens 
the authority to levy assessments on 
policyholders in order to pay for any 
losses that exceed premiums.

Finally, programs should distrib-
ute costs in a manner that reflects 
the likelihood of increasing losses 
in the future. The current federal 

system seems designed to provide relief for truly one-
in-a-lifetime disaster events that communities could 
not have foreseen nor prepared for. However, NOAA 
reports that in 2016, the United States was subject to 
16 separate disaster events with damages in excess of 
$1 billion. Therefore, any reexamination of social in-
surance programs should ask whether these significant 
costs are most appropriately spread over the federal tax 
base as a whole or if social insurance for certain types 
of risks should be spread across a smaller subsection of 
property owners who share in that risk, as the Califor-
nia courts seem to have intended. TEF

For federal and state 
insurance programs, 

premiums should 
accurately reflect risks in 
order to provide stronger 
signals to policyholders 
regarding the hazards 
of building in certain 

locations


