Is Uber Unconstitutional?
J Gregory Sidak’

For decades, the taxi industry in the United States has been heavily regulat-
ed.’ In most U.S. cities, the provision of taxi services is organized under the
medallion system, which requires that a taxi driver either own a medallion—a
license to operate a taxi in the city—or rent one from a medallion holder.
Local authorities limit the number of medallions and, consequently, the
number of taxis that may operate in a given geographical area. Those author-
ities also prescribe rules that govern the provision of taxi services, such as
mandatory enrollment of drivers in driver-training courses, vehicle-mainte-
nance requirements, and rate control.? The ostensible purpose of these regu-
lations is to correct alleged market failures that exist in the taxi industry*
The expressed concern is that, in an unregulated market, the high costs of
executing a transaction would lead to such maladies as the undersupply or
oversupply of taxi services, traffic congestion, poor quality of service, and the
exploitation of passengers.’

* Chairman, Criterion Economics, Washington, D.C. Email: jgsidak@criterioneconomics.com. The
views expressed are solely my own. This article draws on my earlier writings with Daniel Spulber. It was not
commissioned or requested by any person, company, or interest group, and I have no relationship to the
litigation discussed here. I thank Ur$ka Petrov¢ic¢ and Jihyuon Park for helpful comments. Copyright 2016
by J. Gregory Sidak. All rights reserved.
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In the resulting regulated environment, taxi medallions had been consid-
ered for several decades to be a profitable investment.® For example, the
value of a medallion in New York City quadrupled from $240,000 in 2003
to $1 million in 20137 Similarly, in Chicago, the price of a taxi medallion
increased by more than 8o percent in the five years leading up to 2014, from
a maximum price of $202,000 in 2009 to a maximum price of $370,000 in
2014.® However, investments in medallions became less profitable after Uber
Technologies Inc. and other companies started offering online mobile plat-
forms over which passengers can connect with drivers to arrange a ride. By
providing a user-friendly mobile application, convenient service, and lower
rates, Uber introduced an attractive alternative to traditional taxi services
for both passengers and drivers. The increased competition from Uber
caused medallions to lose their high valuations. For example, in January 2015,
the New York Times reported that the value of a medallion in New York City
had fallen from approximately $1 million in 2013 to $805,000.° In Chicago,
prices fell from $370,000 in 2014 to $60,000 in 2016.°

Medallion holders have challenged the emerging competition from Uber
through avariety of legal claims. In Chicago and Newark, for example, medal-
lion holders have sued the local authorities that regulate the provision of taxi
services.” They have argued, among other things, that the local authorities’
failure to impose on Uber drivers the same requirements that apply to taxi
drivers—in particular, the requirement to obtain a taxi medallion—violates
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the Takings Clause of the Fifth Amendment to the U.S. Constitution,” which
states that “private property [shall not} be taken for public use, without just
compensation.” Medallion holders argued that, by allowing Uber drivers to
offer de facto taxi services, local authorities “destroyed the core property right
of medallion-holders” and caused an unconstitutional taking.'+

In this article, I explain that, assuming for the sake of argument that a
medallion is a property right,” a medallion holder has no plausible claim for
just compensation under the Takings Clause.” The claims to just compensa-
tion that medallion holders have made recall the more sympathetic claims
made two decades earlier, when state and federal legislation mandated
open-access or network unbundling for public utilities.” On those previous
occasions, courts found no taking when deregulation threatened to reduce
or destroy, without any offsetting compensation, the value of private prop-
erty in network industries. It is therefore inconceivable that the competitive
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pressure that Uber places on the taxi industry constitutes a taking, given that
the provision of taxi services requires little or no irreversible investment.

The Uber litigation in Chicago exemplifies a symmetry in the consti-
tutional analysis of rent seeking. The First Amendment’s right to petition
government exempts from antitrust liability those who sincerely pursue the
enactment of laws suppressing competition in a given market.” However, if
asset-specific investment by the incumbent is inessential to providing the
public service, then the incumbent has no valid claim to just compensa-
tion under the Takings Clause if the state subsequently permits an entrant
exploiting a technological innovation to circumvent the statutory restraint
of trade. That symmetry is currently only implicit in the constitutional juris-
prudence on rent seeking. Perhaps the Uber litigation will cause courts to
recognize the symmetry explicitly.

In Part I of this article, I briefly explain Uber’s business model. In
Part II, using the well-briefed litigation in Chicago, I summarize the argu-
ments by which medallion holders claim just compensation for an alleged
taking of private property resulting from Uber’s entry. In Part III, I show
that, by allowing Uber to offer its service, the City of Chicago does not take
the private property of taxi medallion holders.

I. UBer’s BusiNEss MODEL

Uber acts as an intermediary between a passenger and a driver: it provides an
online platform using global positioning system (GPS) technology by which
a passenger can connect with a driver to arrange a ride.”” Uber’s free mobile
app provides a convenient way for a passenger to request a ride by entering
a pickup location and a destination in the app. The app sends the request to
any driver in the passenger’s vicinity who offers rides on Uber’s platform and
asks the driver to accept or decline that request. Upon the driver’s accep-
tance, the passenger can track the driver’s location and estimated arrival time
and view the driver’s first name, profile picture, vehicle type, and license plate
number.* At the end of the trip, Uber automatically charges the passenger’s
selected payment method registered on file, obviating cash exchange.”” The
passenger can view her ride history and charges online.

Uber neither employs drivers nor owns any cars. It simply connects
passengers with independently contracted drivers who supply and maintain
their own vehicles, including the provision of fuel and insurance. Anyone

18 See US. Const. amend. I (“Congress shall make no law . . . abridging . . . the right of the people . . . to
petition the government for a redress of grievances.”); United Mine Workers v. Pennington, 381 U.S. 657
(1965); Eastern R.R. Presidents Conf. v. Noerr Motor Freight, Inc., 365 US. 127 (1961).

19 Terms and Conditions, UBER, https://www.uber.com/legal/terms/us/.

20 How Does Uber Work?, UBER, https://help.uber.com/h/738d1ff7-5fe0-4383-b34c-4a2480efd71e.

21 Id



2016} Is Uber Unconstitutional? 183

with a driver’s license and a vehicle may apply to become an Uber driver
and may provide service on a full-time or part-time basis upon successful
completion of that application process.?? Uber calculates fares on the basis
of the trip’s duration and the distance travelled. It charges a 20-percent to
30-percent commission on that fare, with the remainder going to the driver.”
Uber seeks to discourage drivers from rejecting short, less profitable rides by
(0 hiding the passenger’s destination from the driver until commencement
of the ride** and (2) requiring a driver to maintain a low cancellation rate—
that is, the number of ride requests that the driver accepts but then cancels.”
One difference between Uber drivers and taxi drivers is that Uber drivers
typically cannot accept street hails.>

Uber uses a dynamic pricing model based on an internal algorithm to
determine the price of each arranged ride.” During a high-demand period,
such as a holiday or rush hour, Uber applies a “surge” price multiplier to its
base fare to reflect the heightened demand.?® Economists have long recog-
nized the benefits of peak-load pricing.*® By offering drivers higher compen-
sation during periods of high demand, Uber’s dynamic pricing encourages
more drivers to offer rides, thereby increasing the quantity supplied to
meet peak demand. Surge pricing also encourages passengers to reduce
their demand, perhaps by shifting their travel to oftf-peak periods. Dynamic
pricing thus addresses the potential for short-run disequilibrium in the
market for rides. Despite its dynamic pricing model, Uber’s fares are typi-
cally lower than those of taxis.®

Uber reduces the transaction costs between a passenger and a driver.'
In the traditional taxi industry, both drivers and passengers incur significant
search costs in the process of seeking a match between a customer and an
empty cab. Uber reduces search costs by matching passengers with drivers

22 Juha-Pekka Nurvala, ‘Uberisation’ Is the Future of the Digitalized Labour Market, 14 EUR. VIEW 231, 233
(2015); Details on Safety at Uber, UBER, https://newsroom.uber.com/details-on-safety/.
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1, 2015), http://www.forbes.com/sites/ellenhuet/2015/09/11/uber-raises-uberx-commission-to-25-per-
cent-in-five-more-markets/#15460cao64bs; How Are Uber Fares Calculated?, UBER, https://help.uber.com
/h/6a11c805-a9ff-44b7-8e2f-4ae10e7f861b.

24 See, e.g., Press Release, Uber, Uber Raises the Bar For Safety & Quality (Dec. 18, 2015), https://
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26 See, e.g., Brief of Plaintiffs-Appellants in Chicago Litigation, supra note 11, at 4.

27 Bill Gurley, A Deeper Look at Uber’s Dynamic Pricing Model, ABovE THE CROWD (Mar. 11, 2014), http://
abovethecrowd.com/2014/03/11/a-deeper-look-at-ubers-dynamic-pricing-model/.

28 Understanding Surge, UBER, https://help.uber.com/h/19572afo-d494-4885-aref-1aods4doe68f.

29 See, e.g., DENNIS W. CARLTON & JEFFREY M. PERLOFF, MODERN INDUSTRIAL ORGANIZATION (Prentice
Hall 4th ed. 2004); ALrreD E. Kann, THE EcoNomics OF REGULATION: PRINCIPLES AND INSTITUTIONS
(MIT Press 1988).

30 See, e.g., Sara Silverstein, These Animated Charts Tell You Everything About Uber Prices in 21 Cities, Bus.
InsIDER (Oct. 16, 2014), http://www.businessinsider.com/uber-vs-taxi-pricing-by-city-2014-10.

31 See, eg, DELOITTE, EcONOMIC EFFECTS OF RIDESHARING IN AUSTRALIA 2 (2016), https://www2.
deloitte.com/content/dam/Deloitte/au/Documents/Economics/deloitte-au-economic-effects-rideshar-
ing-australia-010216.pdf.
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instantly over its online platform.* In addition, Uber offers in its app an
optional rating system by which the driver and the passenger can rate each
other, which decreases the asymmetry of information regarding the quality
of both the driver and the passenger. Uber also acts as an adjudicator in
disputes between the passenger and the driver, such as when a passenger
complains about an “inefficient” route. Thus, Uber addresses many of the
market failures that traditionally have been invoked to justify taxi regulation.

Uber has experienced enormous success. In less than 7 years, Uber has
expanded its operations to more than 500 cities across 60 countries and, as
of August 2016, was valued at $62.5 billion.3+

II. TaE TAKINGS L1TIGATION IN CHICAGO

In 2014, medallion holders sued the City of Chicago in the US. District
Court for the Northern District of Illinois arguing, among other things, that
the City’s actions (or inactions) that allowed Uber drivers to offer unregu-
lated de facto taxi services so impaired the medallion holders’ property as to
constitute a compensable taking.” The district court dismissed the takings
claim.** The medallion holders appealed that decision,” and, as of August
2016, the U.S. Court of Appeals for the Seventh Circuit had not yet rendered
its opinion. For reasons that should be obvious, it is likely that, whatever its
outcome in the Seventh Circuit, the case will be appealed to the Supreme
Court. The novelty and commercial significance of the technology and the
legal question presented make a grant of certiorari more likely than in a
typical takings case.

A. Deregulatory Takings

The prototypical takings case involves a physical invasion of land. For
example, the state needs a piece of private land to build a highway and
commences an eminent domain proceeding to condemn the land and pay

32 See, e.g, UBER, CHICAGO: AN UBER CASE STUDY 16 (2015), https://uber-static.s3. amazonaws.com/
web-fresh/legal/Uber_Chicago_CaseStudy.pdf (‘Whereas taxi drivers in Chicago complete 1.68 trips per
hour, uberX driver-partners average roughly 15% more, or approximately two rides per hour.”); Judd Cramer
& Alan B. Krueger, Disruptive Change in the Taxi Business: The Case of Uber, 106 Am. ECoN. REV. 177 (2016).

33 My Driver Took a Poor Route, UBER, https://help.uber.com/h/0487{360-dc56-4904-bsc9-9d3fo4810fag.

34 Find a City, UBER, https://www.uber.com/cities/; Leslie Hook, Uber Hitches a Ride With Car Finance
Schemes, FIN. TiMEs (Aug. 11, 2016), http://www.ft.com/cms/s/0/921289f6-5dd1-11€6-bb77-a121aa8abdo9s.
html#axzz4H3fLDBHG6. For a detailed analysis of the development of Uber’s services in U.S. cities, see
Andrew T. Bond, An App for That: Local Governments and the Rise of the Sharing Economy, 90 NOTRE DAME L.
REv. 77, 86-93 (2015).

35 Illinois Transp. Trade Ass’n v. City of Chicago, 134 F. Supp. 3d 1108, r111—12 (N.D. Ill. 2015).

36 Illinois Transp. Trade Ass’n v. City of Chicago, No. 14 cv 827, 2016 WL 1623206, at *1 (N.D. Ill. Apr. 25,
2016); see also Illinois Transp. Trade Ass'n, 134 F. Supp. 3d at 1112.

37 Brief of Plaintiffs-Appellants in Chicago Litigation, supra note 11, at 11.
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just compensation to its owner.”® The dramatic growth of the regulatory state
has produced a second category of takings cases—the regulatory taking—in
which the owner of a private property is not forced to sell the property to the
government pursuant to a condemnation action, but rather is allowed to keep
his property subject to significant constraints on its use that are issued in the
name of the state’s police power® In 1922, Justice Oliver Wendell Holmes
introduced this theory when he observed, in Pennsylvania Coal Co. v. Mahon,
that a law making it “commercially impracticable to mine certain coal” on
one’s property has “very nearly the same effect for constitutional purposes
as appropriating or destroying it.”+* In determining whether regulation went
“too far” in limiting the property right, courts apply the three-pronged test
developed in Penn Central Transportation Co. v. New York City, which examines
(1) “[tlhe economic impact of the regulation,” (2) “the extent to which the
regulation has interfered with distinct investment-backed expectations,” and
(3) “the character of the governmental action.”#

By the late 1980s, courts (and regulatory commissions) faced a third
category of takings cases—what Daniel Spulber and I would subsequently
term “deregulatory takings”—which arose during the competitive transfor-
mation of network industries served by public utilities long presumed to be
natural monopolies, subject to price regulation and “incumbent burdens.*
The takings issue arose because those utilities had assumed “obligations to
serve”—including the obligation to comply with maximum rate regulation
and to establish service requirements through universal service, carrier-
of-last-resort, and other rules—in return for the regulator’s assurance that
the utilities would have the reasonable opportunity to earn a competitive
return on invested capital and compensation for the full cost of providing
service. Such an arrangement between the regulator and the service provider
is called the regulatory contract.¥ When the state eases entry restrictions
while simultaneously maintaining incumbent burdens, the incumbent utility
might encounter costly competitive disadvantages that so jeopardize its
financial solvency as to constitute a taking.

38 A taking is categorical if it results in a “complete elimination of value or a total loss,” but a taking can
also be partial. Tahoe-Sierra Pres. Council, Inc. v. Tahoe Reg’l Planning Agency, 535 U.S. 302, 330 (2002).

39 See, e.g, Yee v. City of Escondido, 503 U.S. 519, 522 (1992).

40 260 US. 393, 414 (1922).

41 438 US. 104, 124 (1978); see also Horne v. Dep’t of Agric., 135 S. Ct. 2419 (2015); Lingle v. Chevron US.A.
Inc., 544 U.S. 528 (200%); Palazzolo v. Rhode Island, 533 U.S. 606 (2001).

42 The term “incumbent burdens” was introduced in Paul W. MacAvoy, Daniel F. Spulber & Bruce E.
Stangle, Is Competitive Entry Free? Bypass and Partial Deregulation in Natural Gas Markets, 6 YALE J. oN REG.
209, 210, 224-31 (1989). For an extended explanation of incumbent burdens, see SIDAK & SPULBER, supra
note 17, at 30—31, 8385, 417-19.

43 SIDAK & SPULBER, supra note 17, at 4.
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B.  Tuakings and Uber

Relying in essence on the theory of deregulatory takings, incumbents in the
taxi industry in Chicago allege that the City of Chicago violated the Takings
Clause. The plaintiffs include individual owners of taxi medallions, firms
that manage taxi operations, and issuers of loans secured by medallions—all
of whom I will collectively call medallion holders for simplicity. They allege
that, by imposing “burdensome and costly” regulation on taxi drivers while
allowing Uber to operate without that regulation, Chicago violated the
medallion holders’ constitutional rights,* including the right to just compen-
sation under the Takings Clause.# For ease of exposition, I will assume that
all of the plaintiffs’ factual allegations in the Chicago litigation are true.

Since the 1930s, Chicago has imposed “strict and costly regulation
on taxis.** Among other things, Chicago “requires taxi owners to buy . . .
‘medallion{s],”” which confer the “exclusive right” to provide “for-hire trans-
portation” in Chicago.** Chicago granted medallions for over 6o years and
“fostered . . . the billion-dollar taxi industry that grew in reliance” on that
system.*”® The medallions were “until recently sold for between $325,000
and $375,000.° They “were bought, sold and financed like homes and other
property in an active market.” In 2012, the 6,800 medallions in Chicago
were “worth over $2 billion ($360,000 each)” and “secur[ed] over $900
million in loans.”

Since 2012, Chicago has allowed Uber to provide de facto taxi services
without requiring Uber drivers to obtain medallions or to comply with other
requirements imposed on taxi drivers.”? Those requirements include a back-
ground check, fingerprinting, and drug tests for each taxi driver, along with
vehicle requirements, insurance requirements, and compliance with fare
regulation.s* The different regulatory treatment gives Uber a competitive
advantage,” leading to a situation in which Uber is “flourishing and taxis
and liveries are dying.”® Such unequal treatment has caused the “collapse” of
the medallion market and made medallions “virtually worthless.”” In 2013,

44 Brief of Plaintiffs-Appellants in Chicago Litigation, suprz note 11. Although the plaintiffs target
additional ride-sharing services, I will refer solely to Uber for simplicity.

4 Idatr.

46 Id at 4.

47 Id ats.

48 Id at 41.

49 14

50 Id. at1r.

51 Id ats.

52 Id

53 Id at2.

54 Id at 5—7.

55 Id. at 6.

56 Id at 9.

57 Id. at 4.
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Chicago attempted to auction 50 medallions for $360,000 each but sold
none.* “By May 2014, medallion liquidity disappeared,” and “[I}enders exited
the market.™ Consequently, “[elach medallion owner has lost a six-figure
investment,” and “many are, or soon will be, in default on their loans.”°

The medallion holders argue that, by allowing Uber to provide de facto
taxi services without medallions, Chicago has caused a taking.® They say
that medallions are property because they grant the owner an “exclusive’
right to provide for-hire individual transportation on a mileage-and-time
basis.”* By allowing Uber to provide taxi services, Chicago has “destroyed
the core property right of medallion holders[,} . . . {taking} away the exclu-
sive right” to provide taxi services.” “Without exclusivity, medallions have
no value or purpose.”* The medallion holders argue that Chicago may not
eliminate the exclusivity that they previously purchased “without paying just
compensation, when a billion-dollar industry is reasonably built in reliance
on it.” The medallion holders emphasize that they “do not assert a prop-
erty interest in the ‘market value’ of medallions.”¢ In their view, “the loss of
market value is relevant to calculating just compensation for the taking, but
is not the taking itself,” which instead resides in the loss of exclusivity.®”

III. Dip CH1cAGO CAUSE A TAKING By
ALLOWING UBER TO ENTER THE MARKET?

I apply here insights that Daniel Spulber and I developed two decades ago
in our book, Deregulatory Takings and the Regulatory Contract, which analyzed
how regulatory changes in network industries threatened to reduce or destroy
the value of private property without any offsetting compensation. When
assessing an allegation of a deregulatory taking, it is necessary to distinguish
between (1) the case in which the firm has entered into a regulatory contract
with the state and (2) the case in which the firm has merely benefited from
regulation that enabled the firm to earn economic rents without delivering
any corresponding qguid pro quo. In the former case, the overriding purpose
of the regulatory contract is to induce the incumbent company to make irre-
versible investments that are necessary to provide the regulated service.®

58 Id. ats.

59 Id

60 Id. at 34.

61 4. at 16, 39, 46.
62 ]d. at 16, 39, 41.
63 Id. at 39.
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68 SIDAK & SPULBER, supra note 17, at 226.
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Price regulation seeks to prevent monopoly pricing yet give the incumbent
company a reasonable opportunity to recover its investment and to earn a
competitive risk-adjusted return on that investment.® When the state elimi-
nates a regulatory entry barrier, the incumbent company confronts a material
impediment to its ability to recover the costs of its investment, such that the
state should ease the company’s incumbent burdens and offer just compensa-
tion for its remaining loss from any stranded investment—which consists of
“expenditures . . . that reflect outlays required by regulators that firms cannot
recoup in the presence of competitive entry.””° The absence of such cost-re-
duction and cost-recovery mechanisms could cause an unconstitutional
taking. However, the state’s obligation to counterbalance the firm’s loss from
deregulation of the market is absent when, as in the case of taxi medallion
holders, the provision of the public service in question does not require the
tirm to make a significant irreversible investment in infrastructure.

A. Irreversible Investment to Discharge the Obligation to Serve

Four economic conditions are necessary to support a takings claim by a
regulated firm for the recovery of stranded investment: (1) the existence of a
regulatory contract, (2) evidence of investment-backed expectations, (3) the
elimination of a regulatory barrier to entry, and (4) a decline in the regulated
tirm’s expected revenues.” The absence of any one of these conditions will
defeat a firm’s claim that it has suffered a deregulatory taking. For brevity, I
will focus solely on evidence of investment-backed expectations.

The regulatory contract’s overriding purpose is to induce the regulated
firm to make substantial /rreversible investment in facilities built to discharge
its regulatory obligation to serve. Nobel laureate Oliver Williamson has
defined the irreversibility of an investment in terms of its asset specificity.
Asset-specific investments are “durable investments that are undertaken in
support of particular transactions, the opportunity cost of which invest-
ments is much lower in best alternative uses or by alternative users should
the original transaction be prematurely terminated.””” Without the regula-
tory contract, the regulated firm would not be willing to incur capital costs
to build the asset-specific facilities needed to satisfy its regulatory obliga-
tions. In the language of contract law, the basis for compensating stranded
costs is detrimental reliance, which manifests itself as the firm’s irreversible

69 Id. at 104.

70 Id. at 114

71 1d. at 29; see also 7d. at 450. William J. Baumol & J. Gregory Sidak, Stranded Costs, 18 Harv. J.L. & Pus.
Porly 835, 835 (1995), https://www.criterioneconomics.com/docs/stranded_costs1.pdf.

72 OLrrver E. WiLLiamson, THe Economic INsTrTuTIONS OF CAPITALISM 55 (Free Press 1985). For an
analysis of how a regulator might exploit asset-specific investment by the regulated firm to achieve illegiti-
mate objectives, see J. Gregory Sidak, An Economic Theory of Censorship, 11 Sup. Ct. Econ. Rev. 81, 89 (2004).
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investment to perform the contract. Without such objectively verifiable reli-
ance on the part of the regulated firm, there can be no deregulatory taking.
Conversely, if a firm simply produces a regulated service and can recover all
its economic costs as they are incurred, then the firm cannot suffer a deregu-
latory taking if the state removes entry control.

One might argue that taxi companies have entered into a regulatory
contract with Chicago: they received entry regulation in return for submit-
ting to Chicago’s rate regulation and the public service obligation of carrying
any passenger to any neighborhood in Chicago, regardless of how inconve-
nient the trip might be. Even so, the provision of the taxi service required
little if any érreversible investment. Taxicabs that currently bear medallions
in Chicago are not irreversible investments. To the contrary, taxicabs are
quintessentially mobile assets, redeployable for the same use in another city
or for a different use in Chicago. Moreover, a fleet of taxicabs is divisible; it
does not have the “lumpiness” of an integrated network that is used for the
provision of electricity or local telephony services.”” The same point regard-
ing the reversibility of investment is true to only a slightly lesser extent for
the taxicab company’s investments in garage and radio communications
assets.

In short, one can reach either of two conclusions that have the same
economic and legal significance: (1) taxicab regulation in Chicago is not
a regulatory contract because it does not exist to induce irreversible and
asset-specific investment, or (2) such regulation does establish a regulatory
contract, but one that can give rise to only negligible stranded costs in the
face of competitive entry because most of the firm’s invested capital can be
thoroughly and immediately redeployed in alternative uses. Put differently,
when the degree of asset specificity is low, the firm has a greater opportunity
to mitigate its stranded costs. Consequently, a deregulatory taking becomes
implausible.

B.  Statutory Gratuities and Government-Managed Cartels

The regulation that has benefited medallion holders for Chicago taxicabs is
closer to a government-managed cartel than a regulatory contract. The regu-
latory contract is a bargained-for exchange between the state and a private
tirm that is intended to benefit consumers as third-party beneficiaries. That
relationship differs fundamentally from the relationship that frequently
exists when—as in the notorious case of the California raisin cartel that the
Supreme Court gave state-action immunity from federal antitrust law in

73 See William J. Baumol & J. Gregory Sidak, The Pig in the Python: Is Lumpy Capacity Investment Used and
Useful?, 23 ENERGY L.J. 383 (2002).



190 The Criterion Journal on Innovation [Vol. 1:179

Parker v. Brown’—the government confers a statutory gratuity on a firm or
permits (or even encourages) the government’s use of its regulatory preroga-
tives to cartelize an industry” Unlike a regulatory contract, a state-managed
cartel harms, rather than benefits, consumers.

In 1991, the Supreme Court was asked to remove antitrust immunity
from state-managed restraints of trade in cases in which the state action
resulted from a conspiracy against consumers or competitors into which
public officials and private actors had entered. The Court refused to apply
the Sherman Act to such conduct:

Few governmental actions are immune from the charge that they are “not
in the public interest” or in some sense “corrupt.” The California market-
ing scheme at issue in Parker itself, for example, can readily be viewed as
the result of a “conspiracy” to put the “private” interest of the State’s raisin
growers above the “public” interest of the State’s consumers. The fact is that
virtually all regulation benefits some segments of the society and harms
others; and that it is not universally considered contrary to the public good
if the net economic loss to the losers exceeds the net economic gain to the
winners.”®

If federal antitrust law does not oblige the state to compensate losers when
it restrains trade and reduces consumer welfare for the purpose of transfer-
ring wealth to a favored constituency, then surely the state need not compen-
sate yesterday’s winners when it subsequently reverses course and terminates
their statutory gratuity or state-managed cartel.

To be sure, the private firms that benefited from the prior state of
affairs will have lost an economic expectation. That expectation might have
even led to some measure of irreversible investment. However, the expec-
tation held by a member of a state-managed cartel is qualitatively different
from the expectation of a regulated utility. The latter is rooted in the law
of contract and property and predicated on the recovery of the cost of the
transaction-specific investment that the utility needed to make to discharge
its obligation to serve. Thus, a state’s decision to terminate or impair the
expectation of a formerly state-sanctioned cartel, even an znvestment-backed
expectation, would not support a claim for a deregulatory taking.

“No person,” wrote Justice Mahlon Pitney in 1917 in New York Central
Railroad v. White, “has a vested interest in any rule of law entitling him

74 317 US. 341 (1943).

75 See, eg, Bates v. State Bar of Ariz., 433 U.S. 350 (1977); Cal. Retail Liquor Dealers Ass'n v. Midcal
Aluminum, Inc., 445 U.S. 97 (1980); Hoover v. Ronwin, 466 U.S. 558 (1984); S. Motor Carriers Rate Conf.
v. United States, 471 U.S. 48 (1985); 324 Liquor Corp. v. Duffy, 479 U.S. 335 (1987); City of Columbia v. Omni
Outdoor Advert., Inc., 499 U.S. 365 (1991); FTC v. Ticor Title Ins. Co., 504 U.S. 621 (1992). As noted earlier,
the antitrust laws do not constrain the sincere (as opposed to sham) attempts of private actors to petition
government to crush their competitors. See supra note 18 and accompanying text.

76 Omni Outdoor, 499 US. at 377.
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to insist that it shall remain unchanged for his benefit.””” The regulatory
contract does not entitle the regulated utility to insist that the law remain
unchanged for the firm’s benefit. Rather, the regulatory contract—to para-
phrase Justice Oliver Wendell Holmes’s famous aphorism about contracts
generally and damages for breach of contract in particular—merely entitles
the regulated utility to compensation when the state breaches the regulatory
contract’® As Judge Richard Posner has recognized, there is a fundamental
symmetry between the logic underlying Justice Holmes’s observation and
the proposition that the government avoids a taking by paying just compen-
sation for its changes in regulation:

The essence . . . of a breach of contract is that it triggers a duty to pay
damages for the reasonably foreseeable consequences of the breach. If the
duty is unimpaired, the obligation of the contract cannot be said to have
been impaired. In Holmes’s vivid formulation, the obligation created by a
contract is an obligation to perform or pay damages for nonperformance,
and if the second alternative remains, then, since it is an alternative, the
obligation created by the contract is not impaired. The analogy to the prin-
ciple that government does not violate the takings clause if it stands ready
to pay compensation for its takings should be evident.”

Judge Posner’s insight applies directly to deregulatory takings and breach of
the regulatory contract. It is the state’s choice whether to exercise its police
power in a manner that abrogates the regulatory contract, subject to the
resulting obligation to compensate the utility for its lost expectation of cost
recovery. The existence of a regulatory contract thus clarifies the distinction
between the Takings Clause and the state’s police power to impose or remove
entry regulation.

The conclusion that the breach of a regulatory contract obligates the
state to compensate the regulated firm is entirely congruent with the well-es-
tablished principle in constitutional law that the termination of statutory
gratuities, such as welfare or pension rights, is not compensable under the
Takings Clause.*® Such relationships between the state and private parties
are not sufficiently significant to constitute a contract, even if those rela-
tionships induce detrimental reliance by private parties and might therefore
sustain a claim based on promissory estoppel. No obvious consideration

77 243 U.S. 188,198 (1917).

78 Oliver Wendell Holmes, The Path of the Law, 10 Harv. L. REV. 457, 462 (1897) (“The duty to keep a
contract at common law means a prediction that you must pay damages if you do not keep it—and nothing
else.”).

79 Horwitz-Matthews, Inc. v. City of Chicago, 78 F.3d 1248, 1251 (7th Cir. 1996) (citing Ruckelshaus v.
Monsanto Co., 467 U.S. 986, 1016 (1984); Coniston Corp. v. Village of Hoffman Estates, 844 F.2d 461, 463
(7th Cir. 1988) (citation to Holmes, supra note 78, omitted).

80 United States v. Teller, 107 U.S. 64, 68 (1883); Lynch v. United States, 292 U.S. 571, 576-77 (1934); R.R.
Retirement Bd. v. Fritz, 449 U.S. 166, 174 (1980); Bowen v. Gilliard, 483 U.S. 587, 604, 607 (1987); Hoffman v.
City of Warwick, 909 F.2d 608, 616-17 (st Cir. 1990).
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flows from the recipient of such benefits to the state—as there does when a
public utility accepts an obligation to serve all customers in its area at regu-
lated rates. Deregulation of Chicago’s taxi industry that permits circumven-
tion of an entry barrier that gratuitously benefited medallion holders is not a
deregulatory taking.

To identify the limits on stranded cost recovery, it is critical to compre-
hend the difference between a regulatory contract and the phenomenon
of cartelization by regulation. In a comment on my writings with Daniel
Spulber, Judge Stephen F. Williams of the U.S. Court of Appeals for the
D.C. Circuit posed in 1996 the following questions concerning the potential
recovery of stranded costs by a third party who had purchased a taxi fran-
chise, which then experiences the elimination of entry regulation:

[Sidak and Spulber}] set forth the existence of a franchise as a limit to
their proposal [to compensate deregulatory takings}, but also seem ready
to embrace franchises generally, 7.e., to see franchises as manifesting the
sort of regulatory bargain that calls for their solution. What of taxi fran-
chises, held now not by the original rent-seekers but by people who have
bought their franchises at market rates, 7.e., rates that capitalized the value
of the artificially created scarcity? Those purchases were transfer payments
induced by regulation. Must the state provide compensation for losses
in franchise value that will flow from any increase in the number of taxi
franchises?™

Judge Williams then answered his questions this way:

Perhaps compensation should be excluded . . . because the medallion
owners’ payments have been made outside the system, somewhat like the
payments by which particular investors in a utility become stockholders,
as opposed to the investments of the utility itself (just as, today, a firm
purchasing a regulated utility does not get a stepped-up “rate base” merely
by paying more than book value for the firm’s assets). Or perbaps compensa-
tion should be denied on the ground that such purchasers were obviously buying the
capitalized value of prior rent-seeking, and thus, the argument would run, an asset
that is not only self-evidently bazardous but one of questionable social utility.>

Judge Williams’ insight about the questionable social utility of buying the
capitalized value of prior rent seeking meshes well with the distinguishing
characteristic of the regulatory contract—namely, the zrreversible deployment
of capital necessary to discharge an obligation to serve the public. Hence,

81 Stephen F. Williams, Deregulatory Tuakings and Breach of the Regulatory Contract: A Comment, 71 N.Y.U. L.
REV. 1000, 1004-05 (1996).

82 Id. (emphasis added). These questions resemble the question of whether holders of spectrum licenses
in the United States have any protected property interest in light of the fact that federal law expressly
forbids the grant of ownership rights in spectrum. For an extensive discussion of how there evolved a
legal regime of faux property, manifested in ornate procedural rights regarding the renewal, transfer, and
revocation of licenses, see Sidak, An Economic Theory of Censorship, supra note 72, at 93—110.
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it is straightforward to distinguish the case of taxi medallions from, say, the
mandatory unbundling of the electricity and local telephony industries in the
1990s. To be eligible for just compensation in the event of deregulation, the
irreversible investment of the property holder cannot consist solely of the
right to receive supracompetitive returns. An investment in taxi medallions
is not the kind of irreversible investment that deserves just compensation
under the Takings Clause when competition reduces it value.

That qualification helps to distinguish the taxicab example from the
regulatory contract in electric power and local telephony, which was formed
in the late 1800s and early 1900s in response to the need of municipalities
to induce private investors to make asset-specific investments in network
infrastructure.® The regulation of taxicabs, in contrast, was directed at an
industry with a far lower level of asset specificity.®* The problem of induc-
ing asset-specific investment and committing the regulator to refrain from
acting opportunistically once the firm has made nonsalvageable investments
does not exist to the same degree in the taxicab industry as in the electric
power and local telephony industries.

True, a subsequent buyer of a taxi medallion cannot mitigate the loss in
value of that franchise if the regulator permits Uber to expand aggregate
supply in the market. But the specialized asset that this buyer acquires—
the medallion in the secondary market—is an irreversible investment only
because, as Judge Williams observes, it “obviously” embodies the naked
demand that the law not change to the medallion holder’s detriment.® That
obvious political risk makes the taxi medallion “an asset that is . . . self-ev-
idently hazardous.”®® It is a hazardous asset precisely because, as Justice
Pitney observed, the medallion holder has no right to “to insist that” entry
regulation “shall remain unchanged for his benefit.”®” A simple rule of thumb
is that the government owes no compensation for deregulation that expands
output and lowers price while preserving the incumbent firm’s ability to
recoup the costs of its irreversible investments in infrastructure required to
provide a public service.

83 See SIDAK & SPULBER, supra note 17, at 463—66.

84 One can define the degree of asset specificity as “the fraction of [the asset’s} value that would be lost
if it were excluded from its major use.” PAuL M1LGROM & JOHN ROBERTS, EcONOMICS, ORGANIZATION AND
MaNAGEMENT 307 (Prentice Hall 1992). In 1930, for example, the Supreme Court of California affirmed the
regulator’s grant to an entrant of a certificate of public convenience and necessity to provide ferry service
across San Diego Bay, notwithstanding the incumbent’s recent purchase of an expensive, new ferryboat.
San Diego & Coronado Ferry Co. v. R.R. Comm’n of Cal., 210 Cal. 504, 292 P. 640 (1930). That result
implicitly recognizes that a ferryboat is inherently mobile. A firm that no longer needs a ferry in San Diego
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IV. CoNncLUSION

Uber’s online platform enables passengers to find drivers to arrange a ride.
Uber has introduced a convenient and often cheaper alternative to the
traditional taxi service. The traditional taxi industry has challenged Uber’s
entrance into a market that previously had faced little competition due to
regulatory barriers to entry. In the United States, the holder of a taxi medal-
lion possesses the right to operate a taxi in the designated geographical area.
Medallion holders have sued local regulators of taxi services, challenging their
failure to impose on Uber obligations similar to those that taxis bear. Such
lawsuits in Chicago and other cities have alleged that the regulator’s failure
to require Uber drivers to obtain medallions violates the Takings Clause of
the Fifth Amendment to the U.S. Constitution. The medallion holders argue
that, by allowing Uber to offer de facto taxi services without medallions, local
authorities have so impaired the medallion holders’ property as to cause a
compensable taking of private property:.

That conclusion is false as a matter of both economic analysis and consti-
tutional law. As an economic matter, to establish a deregulatory taking, one
must prove: (1) the existence of a regulatory contract, (2) the presence of
investment-backed expectations based on irreversible investment, (3) the
elimination of a regulatory barrier to entry, and (4) a decline in the regu-
lated firm’s expected revenues. Because the provision of taxi service requires
little if any irreversible investment, for this reason alone the deregulation of
the taxi industry cannot be a deregulatory taking. For many years, medal-
lion holders benefited from a regulatory barrier to entry in the taxi industry
enforced by the limited number of issued medallions. But with a business
model based on an entirely new technology, Uber upended that equilibrium.
As Justice Pitney said in 1917, no one has the right to insist that a law shall
remain unchanged for his benefit. The claim that the City of Chicago has
violated the Takings Clause by permitting Uber to operate in competition
with taxicabs is baseless.

The Uber litigation over taxi medallions reifies a rough justice in
the Constitution’s treatment of rent seeking. On the one hand, the First
Amendment’s right to petition government immunizes from antitrust
liability a person’s sincere efforts to persuade the legislature to bar compet-
itors from his market. On the other hand, if the statutory barrier to entry
was never essential to eliciting the incumbent’s asset-specific investment
to provide a public service by enabling the incumbent to recover its quasi-
rents—that is, if the incumbent has reaped pure economic rent from a naked
restraint of trade that legislators created at his (or his predecessor’s) behest—
then the Takings Clause will not be read to entitle the incumbent to just
compensation when a new technology evades that statutory barrier to entry
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and competes away the economic rent that it created for incumbents. To
my knowledge, this symmetry between the First and Fifth Amendments is
currently only implicit in the constitutional jurisprudence on rent seeking.
The current Uber litigation will give the Seventh Circuit or the Supreme
Court the opportunity to declare that symmetry explicitly.



