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ABSTRACT 
 
We model a supply chain in which the buyer audits the supplier’s compliance with the code of conduct. 
We investigate the effect of buyer’s upfront commitment to price and quantity on supplier’s compliance. 
We also analyze implications of raising the standard of code of conduct on sustainability and financial 
performance. 
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INTRODUCTION 
 
Major brands in many industries outsource their production and hence lose direct control in managing 
sustainability in their supplier base. An overwhelming majority (i.e., as much as 70%) of sustainability 
issues (i.e., social and environmental violations) come from suppliers [1].  Brands strive to reduce the 
likelihood of social and environmental violations in their supplier base. Many brands such as Nike, GAP, 
Wal-Mart and Apple have developed a code of conduct that sets expectations for their suppliers’ social 
and environmental practices. These brands audit their suppliers’ compliance [2].   
Yet suppliers’ likelihood of compliance varies significantly across industries with significant 
consequences for the buyer. For example, a supplier of multiple fashion brands (i.e., GAP, Old Navy, and 
Banana Republic), released untreated wastewater into local streams and rivers in China that resulted in 
significant brand damage [3] [4]. In another incident, a supplier of Nike employed child labor and paid 
low wages. Consequently, the customers organized boycotts, which resulted in loss of revenue for Nike 
[5]. 
Brands face the challenge of engaging the supplier for improving social and environmental sustainability. 
Previous researches have investigated the efficacy of using various tools such as offering price premium 
(see [6]), auditing (see [7]), and certification (see [8]) to motivate suppliers to be more socially and 
environmentally responsible. We investigate the efficacy of a brands’ use of commitment to contract terms 
in combination with auditing (i.e., committing to price and/or quantity prior to auditing) to enhance 
supplier’s compliance to the code of conduct.  We address the following research questions:  
 

1) How does commitment affect the compliance to the code of conduct?  
2) How does commitment affect the financial performance of buyer and supplier?  



 
3) What is the relative value of different modes of commitment (i.e., price only, quantity only, or 
both, or neither)?  
4) What are the implications of raising the standard of code of conduct on sustainability and 
financial performance? 

 
MODEL 

 
We develop and analyze multistage game-theoretic models. We consider a supply chain with a buyer and 
a supplier. The buyer sources a product from the supplier with a wholesale price contract and sells the 
product to the market. The supplier may misbehave socially or environmentally and cause the buyer to 
lose market revenue. The buyer audits the supplier with respect to the code of conduct. The supplier exerts 
an effort to comply with the code of conduct. To induce higher level of effort of the supplier, the buyer 
may commit to some or all the contract terms (i.e., price, quantity) before auditing. 
 

RESULTS AND IMPLICATIONS: 
 
We solve for the subgame-perfect equilibrium and characterize the contract terms, the buyer’s auditing 
effort, and the supplier’s compliance effort at the equilibrium. We also derive the overall compliance of 
the supply chain and the two parties’ profits. To the first research question, our results confirm that 
increasing the level of commitment improves the supplier’s compliance. Partial commitment to the price 
may decrease the overall compliance of the supply chain in comparison to the scenario of no commitment.  
To the second research question, we find that increasing the level of commitment always increases the 
buyer’s profit, but the supplier’s profit may decrease. Interestingly, we find that when the buyer commits 
to price only, there exists a win-win-win outcome where both parties will be financially better off and 
overall compliance of the supply chain is improved, in comparison to the scenario of no commitment.  
To the third research question, we find that there is a value for the buyer to commit to quantity only if the 
buyer has already committed to the price. Therefore, committing to the price and committing to the 
quantity are complementary to each other for the buyer. The supplier suffers a loss from buyer’s 
commitment to quantity only if the buyer also commits to the price. Therefore, committing to price and 
committing to quantity are substitutes for the supplier. Also, we find that the change in the overall 
compliance of supply chain due to committing to quantity is positive only if the buyer also commits to the 
price. 
To the last research question, our results show that when the buyer raises the standard of the code of 
conduct, interestingly, the supplier is more likely to be compliant with the code of conduct, even if the 
chance of passing the audit decreases. We show that when the auditing cost is very sensitive to increasing 
standard and the buyer commits to the price, an increase of the standard increases both the supplier and 
buyer’s profit. We also find that as the standard of the code of conduct increases, the supply chain’s total 
compliance and total profit may decrease. 
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