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Abstract 
 

Due diligence regulations such as the EU's Corporate Sustainability Due Diligence Directive and France's Duty of 
Vigilance Law hold downstream buyers legally responsible for sustainability violations in their supply chains, even 
though the compliance actions needed to prevent violations are chosen by upstream suppliers whose practices are hard 
to verify. This paper develops a game-theoretic model of a buyer-supplier relationship in which the supplier privately 
chooses a true compliance level, the buyer invests in a due-diligence capability that determines whether compliance 
becomes recognized in bargaining, and the parties negotiate a wholesale price based on the resulting recognized 
compliance score, while regulatory penalties depend on true compliance. Because commercial terms condition only 
on recognized compliance, a wedge opens between the information governing the relationship and the information 
governing enforcement. Under a complete-contracting benchmark, bargaining power redistributes surplus but leaves 
compliance undistorted. Once recognition is incomplete, the supplier appropriates only a partial share of the value 
created, generating underinvestment relative to the efficient benchmark. We show that stronger buyer bargaining 
power erodes supplier compliance by shrinking the supplier's appropriable share of recognized value, that greater due-
diligence capability strengthens compliance by making true compliance more likely to be rewarded, and that harsher 
penalties can have a non-monotone effect, since they raise the value of closing the compliance gap while compressing 
the surplus from which the supplier is paid. The results imply that effective policy must jointly consider buyer liability, 
bargaining structure, and the audit systems that determine whether supplier compliance is economically recognized. 
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