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December 19th decisions of the U.S. Court of 
Appeals for the Ninth Circuit

• Suggests moving from the “public interest” standard to the “just
and reasonable standard”

• Concern that the new standard may make contracts effectively 
unenforceable

• What happens when you can’t write an enforceable contract?

• Still open the question as to whether it applies here
– “Even if a particular rate exceeds marginal cost, … it will still be within 

this reasonable range if that higher than cost based price results from 
normal market forces and is part of a general trend toward rates that do 
reflect cost.” [p.19610]



How do people react to the lack of security in 
contracts?

• Lessons from experience with sovereign debt
– No assets external to the country
– No legal structure to constrain government action

• The existence of sovereign debt is a puzzle in its own right
• It is an extreme benchmark but one that allows to see 

clearly the effects of contractual uncertainty



What happens in sovereign debt markets?

• Typically four things:
– Higher risk premiums (higher price)
– Volumes shrink
– Debt shortens
– Debt becomes more “clumsy”



An example from unpredictable Argentina



Why does this happen?

• When a contract can be enforced a contract is a contract
• When it is not you play a “strategic game”
• Let’s review two reasons why this matters:

– The lemons problem
– The time inconsistency problem

• This last channel is worrisome because it is self reinforcing



Adjusting to uncertainty

• The structure of the contracts change
– Risk aversion on the side of producer (lender)

• Long term debt will be riskier, making it expensive
• Lending is voluntary and must be compensated ex ante

– Commitment problem by the consumer (borrowers)
• This could be a moral hazard problem (promise to 

customers of low rates)
• Short term contracts allow the producer to walk away and 

act as a disciplining device
• Limits the types of contracts that can be written



How much foreign currency debt?



Is it a good deal for the buyer?



Contractual clauses to the rescue

• In the sovereign debt market contracts are modified to 
account for the lack of enforcement. For example: 
– Cost sharing clauses

• Pari Passu

– Ex ante punishment
• Cross default clauses and acceleration clauses 

– Negative covenants
• Negative pledge clause in sovereign debt

• I can easily envision equivalent developments in future 
electricity contracts



Conclusions

• The lack of enforcement will:
– Reduce the size of the market
– Probably not reduce the cost of electricity to the 

buyer
– Will lead to shorter contracts
– Will lead to a myriad of new contractual covenants 

that will protect the seller
• It seems to be a lose-lose proposition


