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Information and the Scope of Liability for Breach
of Contract: The Rule of Hadley v. Baxendale

Lucian Ayre Bebchuk and Steven Shavell
Harvard Law School and the National Bureau of Economic Research

1. Introduction

A promisor will often lack knowledge of the value of contract performance
unless the promisee communicates it to him. This was the situation in the
classic nineteenth-century English case of Hadley v. Baxendale.! In that case
Hadley, a mill owner, engaged Baxendale, a carrier, to transport a broken
engine shaft to another city by a certain date. The value to Hadley of perfor-
mance was much greater than ordinary because the broken shaft was to serve
as a model for a new one without which his mill could not operate. But Hadley
did not tell this to Baxendale, and he therefore had no reason to take special
precautions to ensure timely delivery. As it happened, Baxendale failed to
convey the shaft by the specified date, delaying resumption of the mill’s
operation.

When Hadley sued for damages, the court decided that Baxendale was not
liable for Hadley’s lost profits because they were the result of unusual circum-
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stances that could not be reasonably supposed to have been contemplated by
Baxendale. For Baxendale to be responsible for Hadley’s lost profits, the court
said, Hadley had to have communicated his particular circumstances to Bax-
endale at the time that the contract was made. This limitation on liability for
breach of contract to the ordinary level of losses, unless the promisee had
informed the promisor otherwise, has been accepted ever since in the common
law world.?

We attempt in the present article to analyze systematically the effects and
the social desirability of the foregoing limited liability rule, as opposed to the
rule of unlimited liability for breach. To this end, we study a stylized model
with buyers and sellers. A seller can reduce the likelihood of breach by taking
precautions, but these will involve additional expense or effort. There are two
types of buyers: a minority who place a high value on performance, and the
majority who place a low value on it.3 Whether a buyer places a high or low
valuation on performance is not observable to sellers. Buyers, however, may
choose to identify themselves—that is, make representations to the seller
about the value they place on performance. (As will be discussed, for a buyer
to identify himself as having low valuation will imply that the seller’s liability
would be limited to such valuation.) The addition of such buyer representa-
tions to the contracting process involves transaction costs, which we will call
“communication costs.”

Accordingly, two types of decision are made in the model: buyers’ deci-
sions about communication of their valuations; and sellers’ decisions about
the level of precautions to reduce the likelihood of nonperformance. We
identify the decisions that are socially optimal for buyers and sellers to make,
and then compare such decisions to those that the parties in fact make under
the limited and unlimited liability rules for breach.

The gist of our conclusions from the model is as follows. First, if it is
socially desirable that sellers possess information enabling them to distinguish
between buyers’ types, then high valuation buyers alone should communicate
their valuation to sellers; buyers who do not communicate will then be known
by sellers to be of the low valuation type. This way of transferring information

2. See, for example, Calamari and Perillo (§14-5) and Farnsworth (§12.14); and see also
Corbin (§1007) and Williston (§1357). Such limitation has also been the rule in France. See
Treitel (§§82—90) and von Mehren (§113). German law, however, proceeds from the assumption
that liability for losses is complete. See Treitel (§82,8§91-92) and von Mehren (§113). These
authors explain that German law tends to reject foreseeability as a limitation on liability. But
liability may be limited by the fault of the injured party, and this may take into account his failure
to communicate with the other party; see Forrester et al. (§254). Nevertheless, we are told by
those familiar with German law that limitation of liability due to the injured party’s failure to
communicate his situation is less likely than under the French and common law systems.

3. Although our main interest is in the assumption that high valuation buyers are in the
minority, we discuss also the case in which they are in the majority in note 22. We should observe
as well that the assumption that high valuation buyers are in the minority may be regarded as an
approximation to the truth: In reality, the values of performance to buyers will range along a
continuum, and we may always choose an upper region of this continuum sufficiently high that
the buyers whose valuations fall within it are a minority. See Section 4.
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minimizes transaction costs. The two other possible ways—for all buyers to
communicate their valuations, or for low valuation buyers alone to do so—are
wasteful, for they involve greater communication costs. Furthermore, it is
socially desirable that sellers obtain information enabling them to distinguish
between buyers’ types if and only if the resulting social benefits—which
inhere in sellers’ taking different precautions for low and high valuation
buyers—exceed the communication costs incurred.

Second, if transfer of information about buyers’ types is socially desirable,
then the limited liability rule of Hadley will result in socially optimal behav-
jor. Under the rule, high valuation buyers will find it beneficial to identify
themselves to secure full protection against breach even though they will have
to pay a higher contract price. And, informed of a buyer’s high valuation,
sellers will take proper measures to increase the likelihood of performance.

Third, if transfer of information about buyers’ types is socially desirable,
then the unlimited liability rule will produce behavior that differs from the
socially optimal. Under the unlimited liability rule, high valuation buyers will
have no reason to identify themselves (indeed, doing so would be costly, as it
would result in sellers’ raising the contract price). Thus, the rule may lead to a
situation in which sellers are unable to determine buyers’ types and conse-
quently do not take added precautions for high valuation buyers. Alter-
natively, the rule may lead Jow valuation buyers to identify themselves in
order to enjoy a reduction in the price. In the latter case, sellers will have the
information necessary to distinguish between buyers’ types, but the costs of
transferring the information will not be minimized.

Fourth, if transfer of information about buyers’ types is not desirable—
because communication costs are higher than the benefits from differential
precautions—then neither the limited liability rule nor the unlimited liability
rule will necessarily lead to socially optimal behavior. The reasons for this
divergence from social optimality will be explained in the course of the
analysis.

Legal commentators have generally approved the limited liability rule of
Hadley v. Baxendale. Their endorsement is grounded for the most part in a
perception that it is not fair for a person to be saddled unnecessarily with an
unforeseen burden, in the form of unusually high liability for breach.* In
recent, economically oriented writing on the rule, the point has been stressed
that high valuation buyers may be led to communicate their valuations, and
that this will lead sellers to take greater precautions.> The contribution of our
article is the development of a formal model in which socially desirable
behavior of buyers and sellers and their behavior under the two aiternative
liability rules are fully characterized. This analysis allows us to determine the

4. See, for example, Williston (§1357).

5. This observation was apparently first made by Barton (295) and Posner (1972:60;
1986:114). See also Bishop (254), Danzig (227-84), Perloff, Ayres and Gertner ( 101-104, 108—
112), and Johnston.
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conditions under which each of the rules induces, or fails to induce, socially
desirable behavior, and the conditions under which each of the rules is superi-
or to the other.®

In Section 2, an informal analysis of the model is presented, and, in Section
3, the formal analysis is supplied. In Section 4, various issues of relevance to
our subject but not examined in the model are discussed: the possibility that
sellers may commit breach deliberately (rather than fail to perform owing to
inadequacy of precaution, as in Hadley v. Baxendale); buyers’ opportunities
to mitigate losses from breach; sellers’ ignorance of the existence of high
valuation buyers; risk aversion; reasons for sellers to place absolute limita-
tions on liability; distributional considerations; and the fact that the valuations
of buyers will generally lie on a continuum.

Finally, we conclude with an assessment of the practical importance of the
rule of Hadley v. Baxendale in Section 5. Our judgment will be that the rule is
not likely to be of much significance in situations in which a contract is
elaborate and dickered over, but may well be of importance in a vast number
of informal, routinized transactions.

2. Informal Analysis

2.1 Socially Desirable Behavior
The measure of social welfare is taken to be the sum of buyers’ expected
values’ from contract performance, less sellers’ costs of precautions,® and less
parties’ costs of communication.

We first ascertain the socially optimal level of a seller’s precautions, condi-
tional on his knowledge of a buyer’s valuation. If a seller knows a buyer’s
valuation, then the optimal level of precautions maximizes the expected value
of performance minus the costs of precautions, where the expected value of
performance equals its probability multiplied by its known value. Let us call
this optimal level of precautions for low valuation buyers the “low” level, and
the optimal level of precautions for high valuation buyers the “high” level.® If

6. Our model was first developed in an earlier version of our article, which was presented at
the University of Pennsylvania Law School in 1983. Ayres and Gertner (108—112) later indepen-
dently sketched a model of the subject. But, importantly, they did not identify socially optimal
behavior of buyers and sellers and thus did not contrast it with behavior under the two alternative
liability rules; and they did not identify the conditions under which each of the rules is superior to
the other.

7. “Expected value” means probability-discounted value. If a seller will obtain performance
worth 100 to him with probability 50 percent, the expected value of performance is 50. The
expected value of performance may be interpreted as the average value that buyers would obtain if
they repeatedly made contracts of the same type.

8. For simplicity, we speak only of costs of precautions, even though sellers will bear other
expenses in providing a service or producing a good.

9. For example, suppose that there are three levels of precautions: low, involving an expendi-
ture of $20 and producing a 70 percent probability of performance; intermediate, requiring an
expenditure of $30 and leading to an 80 percent probability of performance; and high, necessitat-
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a seller does not know a buyer’s valuation, the optimal level of precautions
maximizes the expected value of performance minus the costs of precautions,
but where the expected value of performance now equals its probability multi-
plied by the seller’s estimated average value of performance.!? This latter
optimal level of precautions falls between the low and high optimal levels,
and thus will be called “intermediate.”!!

We next determine the social value of communication of information. In
essence, this is the value of the provision of the two individually optimal
levels of precautions for the two types of buyers rather than the intermediate
Jevel for both. Specifically, the social value of communication of information
is the difference between the following two quantities: (i) the expected value
of performance minus costs of precautions if sellers know the identity of
buyers, in which case they take the low level of precautions for low valuation
buyers and the high level of precautions for high valuation buyers; and (ii) the
expected value of performance minus costs of precautions if sellers receive no
information, in which case they take the intermediate level of precautions for
both types of buyers.!2

We then observe that the minimum cost of communication of information is
the cost of the minority of buyers alone identifying themselves. It is not
necessary for both types of buyers to communicate for sellers to possess
complete information about buyers’ valuations. If only one type communi-

ing an expenditure of $50 and yielding a 90 percent probability of performance. Suppose also that
the low valuation placed on performance is $50 and that the high valuation is $500. Then for low
valuation buyers, low precautions are best: if precautions are low, social welfare is 70% X $50 —
$20 = $15; if precautions are intermediate, welfare is 80% X $50 — $30 = $10; and if
precautions are high, welfare is 90% X $50 — $50 = —$5; so low precautions are optimal. On
the other hand, for high valuation buyers, high precautions are best: if precautions are low,
welfare is 70% X $500 — $20 = $330; if precautions are intermediate, welfare is $80% x $500
— $30 = $370; and if precautions are high, welfare is 90% X $500 — $50 = $400.

10. That is, the fraction of low valuation buyers multiplied by the low valuation, plus the
fraction of high valuation buyers multiplied by the high valuation. Thus, if in our example 80
percent of buyers are low valuation buyers, the average value would be 80% % $50 + 20% X
$500, or $140.

11. In our example, if precautions are low, welfare per buyer is 70% X $140 — $20 = $78; if
precautions are intermediate, welfare is 80% X $140 — $30 = $82; and if precautions are high,
welfare is 90% X $140 — $50 = $76; so the intermediate level of precaution is optimal. (It may
occur to the reader that, in our example, we had to select numbers with some care, so that it would
turn out that the intermediate level of precautions would be optimal. However, the reader should
1ot be disturbed about this: for in the formal version of our mode} the level of precautions is
continuously variable, and the optimal level of precautions is always intermediate—that is,
somewhere between the level that is best for low valuation buyers and the level that is best for
high valuation buyers.)

12. In our example, the value of communication of information is calculated as follows. If
there is communication, then social welfare per buyer is 80% X $15 + 20% X $400 = $92, since
$20 is the level of precautions for low valuation buyers and $50 is the level of precautions for high
valuation buyers (see note 9, supra). If there is no communication, then welfare per buyer is $82,
since $30 is the level of precautions taken for all buyers (see note 11, supra). Hence, the social
value of communication is $92 — $82 or $10 per buyer.
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cates, sellers will know that the silent buyers must be of the second type.
Moreover, it is best if the type of buyer that is fewest in number communi-
cates, namely, the high valuation buyers, because that results in lower total
communication costs.!3

Thus, socially optimal behavior can be simply described. It is socially
desirable for there to be communication, and solely by the high valuation
buyers, if and only if the social value of information exceeds the minimized
cost of communication. 4 When that is so, sellers should take the low level of
precautions for the low valuation buyers and the high level of precautions for
the high valuation buyers. If, however, communication is not optimal, sellers
should take the intermediate level of precautions for all buyers.15

2.2 Behavior under the Two Rules of Contract Law
We suppose that the price charged to a buyer will equal a seller’s costs, for we
assume that sellers are in competition with each other.16 A seller’s costs equal
the sum of his costs of precautions, his expected liability payments under the
relevant rule of contract law, and his costs of communication.

2.2.1 Limited Liability Rule. Under the limited liability rule, a low valuation
buyer will be compensated for his losses in the event of breach, but a high
valuation buyer will obtain only the low valuation in that event unless he
identified himself as having high valuation when entering the contract.
What will happen under this rule? Clearly, low valuation buyers will never
choose to communicate, because they will obtain the same amount in the
event of breach whether or not they communicate. High valuation buyers, on
the other hand, may wish to communicate. If a high valuation buyer does
identify himself, he will receive more if there is a breach but he will also be
charged more. The latter is true not only because the seller will have to pay
more if he fails to perform, but also because he will be induced to increase his
level of precautions to the high level, as well as to bear communication costs.
If the communication costs borne by the buyer and the seller are sufficiently

13. For instance, if $3 is the cost of communication for a buyer, then if only the 20 percent of
high valuation buyers communicate, the average communication cost per buyer in the population
would be 20% X $3 or $.60.

14. In our example, if $3 is the cost of communication per person, then $.60 would be the
minimized cost, when just the high valuation buyers communicate, and $10 is the social value of
communication. Therefore, it is socially optimal for there to be communication by high valuation
buyers.

15. In our example, if communication cost per person were very high, over $50, minimized
communication costs per person, when just high valuation buyers communicate, would exceed
$10, so that communication would not be socially worthwhile.

16. This assumption is helpful because it makes the connection between price and costs as
simple as possible. Were we to analyze different assumptions, such as that the market were
monopolistic, price would still reflect costs, but in a more complicated way. For an analysis of the
case in which the market is not competitive, see Johnston.
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low, the high valuation buyer will decide to communicate; otherwise he will
not.17

1t follows that there are two possible equilibrium outcomes: a no-commu-
nication equilibrium, and a communication equilibrium. In the former, be-
cause sellers are liable only for the low value if there is a breach, their level of
precautions will be low. In the latter equilibrium, sellers choose the low level
of precautions for the buyers who do not communicate (the low valuation
buyers); and they choose the high level of precautions for the buyers who do
communicate (the high valuation buyers).

The relationship between these types of outcomes and social optimality can
be shown to be as follows. If it is socially optimal for sellers to learn about
buyers’ types,!8 then the equilibrium under the limited liability rule will be the
communication equilibrium, and the socially optimal outcome will result. In
the communication equilibrium, only the high valuation buyers communicate,
which is optimal, and the levels of precautions for high and low valuation
buyers are high and low, respectively.

Exactly why the high valuation buyers will choose to communicate when-
ever that is socially optimal is a somewhat subtle point that is best appreciated
from the formal analysis. It should be added that high valuation buyers may
choose to communicate even if it is not optimal, which leads us to the next
result.

If it is not socially optimal for sellers to learn about buyers’ types, then the
equilibrium under the limited liability rule may be a communication equi-
librium or a no-communication equilibrium. If the equilibrium involves com-
munication, it obviously is not socially optimal. And even if the equilibrium is
a no-communication equilibrium, it will not be socially optimal: as we ex-
plained, in a no-communication equilibrium, sellers will choose the low level
of precautions, because their liability for breach will be low. Yet the socially
optimal level of precautions if there is no communication is the intermediate
level. Thus, the level of precautions under the limited liability rule will be
too low.

229 Unlimited Liability Rule. Under the unlimited liability rule, both types
of buyers will be compensated for their losses in the event of breach, whether

17. In our numerical example, suppose that the buyer’s cost of communicating is $1 and that
the seller’s cost of communicating is $2. The price charged to silent buyers would be $35, for $20
is the expenditures on precautions, and 30% X $50 or $15 is the expected liability for nonperfor-
mance. The price charged to a high valuation buyer who identifies himself would be, by similar
reasoning, $50 + 10% X $500 + $2, or $102. Now if a high valuation buyer is silent, and
therefore Teceives only $50 in the event of nonperformance, he will obtain expected utility of 70%
% $500 + 30% X $50 — $35, or $330. If, on the other hand, he identifies himself, he will obtain
expected utility of 90% X $500 + 10% X $500 — $102 — $1 or $397. Thus, a high valuation
buyer will choose to identify himself, given the low costs of communication assumed in our
example.

18. This is the case in our numerical example.
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or not they communicate. The situation under this rule is in many respects the
mirror image of that under the limited liability rule.

It is evident that under the unlimited liability rule, high valuation buyers
will never communicate. They will obtain the same amount in the event of
breach whether or not they communicate, and communicating their valuation
not only involves communication costs but also could result in sellers charg-
ing a higher price.

Low valuation buyers, though, may decide to identify themselves. If a low
valuation buyer makes a representation about his low valuation, the seller will
know that his liability costs will be lower and, because of this, will choose a
lower level of precautions and charge a lower price. A low valuation buyer
will communicate if this price reduction would outweigh the communication
costs he would bear.!?

Again, therefore, both a no-communication equilibrium and a communica-
tion equilibrium are possible. In the no-communication equilibrium, because
sellers are liable for whatever the buyer’s valuation turns out to be, sellers will
decide to take the intermediate level of precautions. In the communication
equilibrium, sellers will choose the low level of precautions for the low
valuation buyers (who will identify themselves) and the high level of precau-
tions for the other buyers whom sellers will know have high valuations.20

The relationship between the equilibrium outcomes and social optimality is
as follows. First, if communication is socially optimal, then the equilibrium
may either be a no-communication or a communication equilibrium, but in
neither case will the outcome be socially optimal. If there is no communica-
tion, plainly the outcome is not socially optimal. If there is communication,
then the outcome is not socially optimal because the majority of buyers
communicate; the costs of communication are therefore higher than necessary.
(The levels of precautions, however, are optimal.)

Second, if communication is not optimal, then again both a communication
equilibrium and a no-communication equilibrium are possible. If the equi-
librium involves communication, it cannot be optimal. If the equilibrium is a
no-communication equilibrium, it is socially optimal. In particular, sellers’
levels of precaution will be intermediate, as was mentioned, which is socially
optimal when there is no communication.

2.2.3 Comparison of the Rules. If communication is socially optimal, the
limited liability rule is socially superior to the unlimited liability rule. In this

19. In our numerical example, suppose that if low valuation buyers communicate and identify
themselves, they are charged the costs sellers bear, $20 + 30% X $50 + 32, or $37. Suppose that
if they do not identify themselves, they are charged a higher price than $38. Then they will
identify themselves.

20. Specifically, in our numerical example, suppose that silent buyers are charged what must
be charged if they are high valuation buyers, namely, $50 + 10% X $500, or $100. And suppose
that low valuation buyers who identify themselves are charged $37. Then, as observed in the
previous note, low valuation buyers will identify themselves, and high valuation buyers will be
the silent buyers.
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