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Vendor Managed Inventory (VMI)
Making it a Win-Win - for Suppliers and their Customers

Introduction

Most large retailers that we meet with have a very unhappy history with their suppliers. It is
no wonder that they only trust a handful of suppliers to be successful with a VMI approach.
In Vendor Managed Inventory, trust is essential because the customer no longer places
orders for stock items. The vendor is supposed to track the customer’s consumption of the
stock, and automatically replace stock as necessary, ensuring that the customer runs out
much more rarely.

When correctly implemented, there are, in fact, significant advantages in VMI programs not
only for the customer but for the supplier as well. However, what typically blocks a VMI
implementation is that customers worry about the vendor living up to their commitments.
If a vendor does not already have close to a 100% service level without VMI, how can the
customer trust them and just wait for the vendor to deliver? If the vendor does not have a
perfect track record, what makes a vendor think that they will do better under a VMI model?

In this article, we address these issues from both the customer’s and the supplier's points of
view. We will also describe what a successful VMI model should have, to provide both the
assurance to the customer and the system’s approach for the vendor to succeed.

Why Vendor Managed Inventory?

Inventory turns, increased sales, customer service levels and supply chain costs are the key
performance indicators of a successful supply chain. Superior supply chain management
yields improvement in all areas. Furthermore, the smartest companies in many industries
realize that competition is no longer about Company A fighting Company B. It is more and
more about supply chains competing with each other. Therefore, improvements must be
beneficial and attainable by all links in the supply chain.

VMI programs, with the correct metrics and logistics, provide exactly that. Here we look into
how each partner in a Vendor Managed Inventory relationship makes more money by
reducing cost, improving service, increasing turns and increasing sales.

Cost Reduction

The volatility of demand is one of the key problems facing most supply chains. Customer
service and product revenues are eroded by unanticipated demand fluctuations. As a
result, when a company has too much stock and loses a large amount of money due to
write-offs or markdowns, top management demands more efficient operations.

Procurement departments, often measured on cost reduction, are frequently caughtin a
huge conflict. To get the best deals, they want to buy large orders. By having more stock,
they also satisfy sales and customers. Yet with demand uncertainties, purchasing



departments are also blamed for the exposure to obsolescence and markdowns. Suppliers
often see confusing or temporary policies governing ordering patterns, conflicting
performance measures, buyers acting in isolation, product shortages and, at the very same
time, excess inventory - all of which add up to increased cost.

A vendor cannot offer an effective VMI program unless such confusion and policy issues are
permanently resolved in partnership with their customer. A vendor must have their own
manufacturing and distribution logistics working perfectly, but perfection does not mean a
totally predictable environment. Therefore, the range of inventory levels required to meet
the conflicting needs of customer service levels vs. minimum obsolescence and minimum
carrying cost must be agreed upon.

Performance Measures

Month end inventory levels and customer service levels are both key performance
indicators for buyers. In order to keep high customer service levels, we have seen buyers
who keep excessive inventory to buffer against stock outs and demand fluctuations.
Conversely, buyers are also measured on how much inventory is in the system and how
long it takes to convert the inventory to revenue. How can you measure performance
when the performance goals are contradictory?

To "beat” the performance measure, in an actual case, buyers stock up in the beginning of
the period to ensure high scores on customer service. At the end of the period, the same
buyers hold orders and reduce stock to score high on inventory goals. Since consumers do
not stop buying at the end of the measurement period, the reduction of inventory levels is
often accompanied by poor service levels.

To resolve this dilemma, VMI must find a way to reduce the amount of inventory needed to
maintain high levels of customer service. But this is not sufficient. A vendor who has this
confidence should be willing to guarantee performance, by paying penalties when stock-
outs occur beyond the agreed upon service level. Otherwise, supplier commitments are
about as useful as political promises during an election campaign.

Of course, even guarantees are not enough. The supplier must have a replenishment
system to back up the guarantee. Such a system needs to monitor inventory on the
customer site, on order to manufacturing, and in transit to the customer. Only with such a
buffer management' system can a supplier take full responsibility for replenishment,
maintenance, and improvements in service.

Another essential ingredient of a VMI system is frequent monitoring of actual consumption
across the supply chain. Any VMI system that replenishes DCs or retail locations based on a
min/max approach is doomed to either fail frequently or produce mediocre results.

Uncertainty of Demand

Consumer buying patterns are erratic, especially at the retail level. Retail buyers not only
have to deal with erratic consumer buying but management policies and procedures for
replenishment orders. Order minimums, economic order quantities, quantity discounts,
and demand uncertainty often lead to infrequent ordering patterns with large order

' See the David J. Burch article on how IDEA buffer management works, available as a download from www.ideallc.com






