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Vendor managed inventory (VMI) 

Vendor managed inventory (VMI) is a supply chain management strategy where the supplier 
(vendor) takes responsibility for managing and replenishing their customer's (buyer's) 
inventory.  

How VMI works 

1. Agreement and metrics: The vendor and customer establish a formal agreement 
outlining roles, responsibilities, performance metrics (like inventory turnover rate 
and stock-to-sales ratio), and terms of the VMI arrangement. 

2. Initial Inventory and Data Sharing: The vendor delivers initial inventory based on 
the predefined metrics and provides an Advance Ship Notice (ASN). The retailer 
shares real-time inventory and sales data (often through EDI or cloud-based 
platforms) with the vendor, allowing the vendor to monitor sales trends and stock 
levels. 

3. Vendor-Controlled Inventory Management: Based on the shared data, the vendor 
determines when and how much to replenish, leveraging analytics and forecasting 
models. 

4. Replenishment and Payment: The vendor initiates replenishment and arranges for 
delivery without the need for a separate purchase order from the customer. Payment 
terms are agreed upon, such as upon receipt or after the stock is sold. 

5. Continuous Monitoring and Optimization: Both parties regularly review 
performance metrics and adjust processes or agreements as needed to ensure 
optimal inventory levels and performance.  
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Benefits of VMI 

• Reduced Costs: VMI streamlines inventory planning for buyers, reducing excess 
storage and administrative costs while enabling vendors to optimize production and 
delivery schedules, lowering their operational expenses. 

• Enhanced Forecasting: Real-time data sharing between vendor and buyer leads to 
more accurate inventory predictions and demand forecasting, helping both parties 
to adapt to market fluctuations and better align supply with demand. 

• Improved Product Availability and Customer Satisfaction: By actively managing 
inventory, VMI helps reduce stockouts, ensuring that products are consistently 
available, which leads to increased customer satisfaction and loyalty. 

• Stronger Relationships: VMI fosters collaboration and trust between vendors and 
retailers, leading to more stable, long-term partnerships. 

• Reduced Risk: VMI shifts the burden of inventory risk to the vendor, reducing the 
financial risk and responsibility for the retailer.  

Potential challenges 

• Loss of control/Dependency: Buyers may experience a perceived loss of control 
over their inventory and become heavily reliant on the vendor. Mitigation involves 
establishing clear contracts and SLAs with defined performance metrics and real-
time inventory management systems. 

• Data proficiency and sharing: VMI's success hinges on seamless and accurate 
data sharing between parties. Ineffective communication or technological 
limitations can lead to inventory discrepancies. Businesses should invest in robust, 
integrated systems that facilitate real-time data exchange, preferably with 
automated data flows. 

• Market responsiveness: Unexpected demand fluctuations or market changes may 
disrupt forecasts. Businesses need flexible AI-driven analytics tools to adjust 
strategies and contingency plans to pivot quickly when the market demands, says. 

• Data security: Sharing sensitive information increases the risk of data breaches. 
Robust cybersecurity measures, encryption protocols, and confidentiality 
agreements are essential for protecting data integrity, according to Adobe for 
Business. 

https://business.adobe.com/blog/basics/vendor-managed-inventory-benefits-risks-best-practices
https://business.adobe.com/blog/basics/vendor-managed-inventory-benefits-risks-best-practices
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• Implementation costs: The initial setup costs, such as integrating IT systems and 

training, can be substantial, especially for small businesses. 

• Cultural resistance: Employees may be resistant to the change involved in 
implementing a VMI system. Clear communication, training, and effective change 
management strategies are important for overcoming this resistance.  

In essence, VMI is a collaborative strategy that requires a strong partnership, open 
communication, shared data, and the right technology to achieve its full potential in 
streamlining inventory management and improving supply chain efficiency for both 
vendors and buyers.  

 


