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Charting a new course

The retail merchandising-supply network

Executive summary

A new model for merchandising and supply chain
management is emerging; it is about to transform the way
in which retailers do business and deliver the customer
experience. Many retailers see the supply chain simply as
a means of moving goods from one place to another. In
fact, a fully integrated merchandising-supply network can
help companies achieve greater, sustainable growth by
becoming more innovative and differentiating themselves
in the marketplace.

New market forces and internal constraints explain why
most retailers still struggle to manage their merchandising
and supply chain functions very effectively. But, if they are
to satisfy their target customers, they must make funda-
mental changes. They must build networks in which the
various merchandising and supply chain functions are
fully integrated and supported by systematic business
intelligence, including a much more detailed under-
standing of the customers they serve. They must also
tailor their operations to suit different products, customer
segments, markets and timeframes. It is the complete
integration and optimization of the merchandising-supply
network that makes it one of the key levers in delivering a
customer-centric shopping experience.

So what, precisely, does this transformation entail? We
believe that there are four key steps:

e Craft a fully integrated merchandising and supply orga-
nization. Retailers will have to create common planning
mechanisms, processes, systems, metrics and infor-
mation flows to connect employees sitting in separate
merchandising and supply chain functions. Only then
can their staff work as teams, share expertise and skills,
and synchronize their activities. They will ultimately have
to include external suppliers and partners to leverage
the full potential of this integrated organization.

® Use analytics and systematic data to improve decision
making. Retailers will have to nurture a culture that
embraces the widespread use of data, implement the
technologies and tools required to collect and analyze
that data efficiently, and develop methodologies and
practices to encourage data-based decision making.

o Align the product/service offering with actual customer
demand. Retailers will have to know what different
customer segments value, and how those values shape
what they want when they shop. They will have to give
employees in their merchandising-supply networks
dynamic access to this information, so that they can
make decisions which take the needs and preferences
of specific customer segments into account. In addition,
retailers will have to measure their performance by how
well they are satisfying their customers.

* Tailor operations to create the most effective and
efficient paths to market. Retailers will have to recon-
figure their merchandising and supply chain processes
and infrastructure to meet the needs of different
products, customer segments and markets. They will
also have to tailor their service levels, sourcing strate-
gies, transportation methods, distribution centers, stock
levels and replenishment cycles accordingly — as well
as their relationships with their suppliers and partners
and their approach to IT investments.

This new operating model will enable retailers to cater to
different customer segments, make their product/service
offerings more novel and appealing, display those offerings
more effectively, and help ensure that they are available in
the right amounts and the right channels at the right times.
As they improve their performance and meet the needs of
customers more effectively, they are positioned to generate
greater value for all their stakeholders.
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Introduction: The opportunity

A new model for merchandising and supply chain
management is emerging; it will transform the way in
which retailers do business and deliver the customer
experience. Many retailers still regard the supply chain

as the back end of their business, but the modern supply
chain has a much bigger contribution to make. It can help
companies differentiate themselves from the competition
and achieve greater, sustainable growth.

In 2004, over 80 percent of the chief executives partici-
pating in a survey conducted by IBM said that growth
was the main item on their corporate agendas, and that
they believed innovation through products and services
was the key to that growth." Today, most chief executives
say that multiple market forces have precipitated the
need for fundamental changes, and they have responded
by widening their definition of innovation. They now place
as much emphasis on innovations in their business
models and operations as they do on the development of
new products and services.”

This change in perspective is particularly relevant in

the retail sector, where pronounced shifts in demo-
graphics, attitudes and consumer values have polarized
the marketplace.® Retailers competing in a “world of
extremes” will have to become much more innovative.
They will have to restructure their business models to
concentrate on their key differentiating capabilities;
improve the effectiveness and efficiency of their core
operations; and focus on their target customers to deliver
a tailored offering.

The merchandising and supply chain functions are,
together, one of the most important levers they can use.
Creating a fully integrated merchandising-supply network,
and using customer insights to drive decision making,
enables a retailer to deliver a differentiated experience
that keeps customers shopping longer and more often.

The current state of the retail industry

One of the core goals of retailers is to run their merchan-
dising and supply chain functions as cost-effectively

and efficiently as possible. This is understandable, given
the expectations of shareholders and the competitive
pressures they face. Yet most retailers are currently failing
to realize the full potential of those functions; their financial
performance is lagging, and they are providing a shopping
experience that leaves much to be desired.

The IBM Institute for Business Value, together with
FinListics Solutions, recently conducted financial analysis
which shows just how far such companies still have to
go. We evaluated the performance of 795 large retailers
based in North America, Europe and Asia Pacific, using
three key measures which excellent merchandising and
supply chain management has the potential to improve:
revenue growth, operating income margin and days
inventory.* The companies in our sample covered six retail
subsectors and collectively generated revenues of more
than US$2.5 trillion.

Our research shows that there is a big gap between
the industry leaders and those that are merely average.
The best companies saw their revenues grow at more
than double the median rate, enjoyed operating income
margins that were one-third larger, and carried almost
one-third less stock.”

These gaps have huge financial implications. If every
company in our sample performed as well as those in the
first quartile in their respective regions and subsectors, they
would collectively generate an additional US$6.8 billion in
revenue benefits and US$56.5 billion in operating income.
They would also improve their cash flows by US$76.8 billion
as a result of reducing their inventories (see Figure 1).







































