


Executive summary

There is a hidden disaster impeding financial performance within the
grocery industry: severely miscalculated shrink data. Grocers frequently
calculate their shrink rate below 15%, but true rates are often much
higher — up to 40%* in some cases, when comparing inventory delivered
to inventory sold. This alarming issue is also far more common than
grocers realize.

During an internal analysis of Shelf Engine’s customer database?, shrink
discrepancies were found to occur more than 75% of the time in both
large and small retail chains. Misrepresented information about grocery
shrink was found to be at the root of a pervasive negative feedback loop
operating deep within the systems of the largest grocery operations, and

it is crippling profit margins.
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Food retailers are already bleeding more than $61 billion annually® from known sources of shrink. That

is billions of dollars in shareholder value composting away in landfills. Despite their best efforts, grocers
continue to come up short when trying to cut down on that number because they lack a real understanding
of how to track and measure shrink. It is well understood that you cannot improve what is not measured,
and herein lies the opportunity for grocers to unlock significant enterprise value.






Why grocers struggle with fresh inventory

This problem is exacerbated for highly perishable categories like deli, bakery, meat, and produce — all
of which have experienced massive consumer demand over the last two decades. More than 80% of
grocers say’ they’re expanding fresh offerings, floor space, and fresh-department staff. More fresh
means more shrink for grocers to manage and track due to short shelf lives.
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The most common source of underreported fresh shrink is shorted deliveries. Data shows some vendors
consistently deliver 10% less inventory® than what was ordered, typically because of their own supply
chain challenges. When this happens, shorted inventory is hidden from the buyer at the store level, who
then unknowingly orders even more product to fill the gaps left on the shelves, creating a vicious cycle of
over-ordering and lost profits.

amount of inventory
vendors consistently
under-deliver to stores



This is a huge problem for grocers who, each day, typically have thousands of deliveries around the country
that are dependent on accurate receiving data. Unfortunately, modern computer assisted ordering systems
(CAOs) are not capable of auditing at this scale on their own. The same can be said for discrepancies of short-
dated products, breakage, scan-out discrepancies, and particularly theft, which is often overattributed to
spoilage given how difficult it is to track stolen merchandise. Without an optimal ordering solution,
merchandisers are forced to choose between two stocking scenarios:

Understock Overstock

Understocked shelves reduce Overstocked shelves push sales,
shrink, but there's a risk of but hurt overall profitability with
missing out on sales. higher rates of shrink.

No matter which choice, the grocer ends up making a tradeoff between lower margins or lost sales.
Intensifying this problem is the fact that merchandisers are not currently incentivized to accurately track
shrink. Executives and store managers are instead incentivized by sales, which means they are more often
than not overstocking shelves and creating a significant amount of unnecessary food waste.



3 ways grocers can track shrink & boost profits

If grocers want to stay ahead of the competition and remain profitable, they must grapple with the fact that
they are losing tremendous value as a result of underreported shrink. The good news is there are several

technologies and approaches to directly address shrink.

The most impactful new innovations are demand forecasting, inventory management, and supply chain
auditing. These specialized tech-driven tools can have significant impacts on shrink rates, ordering, and —

most importantly — overall profitability:
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Intelligent demand forecasting

Al-driven demand forecasting solutions allow grocers to buy smarter, as the technology is
more accurate than humans at forecasting sales volume during uncertain times and adjusting
orders accordingly. Machine learning models take in a grocer’s POS and delivery data, as well
as other exogenous variables, to determine optimal order quantities. When the data is properly
fed into the system, these models intelligently track high volatility in sales patterns and factors
such as breakage, vendor shorts, and spoilage.

This powerful technology also does a better job handling scale, as machine learning systems
can pull in data from thousands of stores and unique SKUs to more quickly and effectively
react to sudden changes in sales, reducing shrink and protecting grocer profits. Shelf Engine’s
internal data shows AI can reduce? the rate of grocery shrink by nearly 57%. Better yet, some
Al solutions can work alongside established CAOs, making adoption much easier for grocers
that have made sizable investments in traditional CAO systems and may be reluctant to switch
to something new.



Inventory management

Daily sales and delivery data are processed
through an AI-powered stock detection
system, providing a precise view of on-hand
inventory. Demand predictions, stock levels,
supply chain constraints, and business rules
feed an optimization engine to generate and
automatically submit ideal orders to a retailer’s
suppliers. Through this process, retailers
benefit from the ultimate intelligence machine
that minimizes the shrink that results from
excess orders.

Supply chain audits

Poor merchandising is one of the leading causes of underreported shrink,
so finding a solution provider that specializes in auditing supply chains is
another great choice for retailers. These types of partners typically deploy
a national field team to conduct audits of store locations and vendors on
fill rates, shelf lives, and proper in-store operations and merchandising.

Grocers are then able to have a clearer picture of their waste and can
drastically reduce vendor discrepancies. Instead of wasting countless
hours in the stockroom working on ordering and inventory management,
these solution partners enable employees to spend time on the floor
improving customer experience and optimizing planograms.

Al can reduce grocery shrink by nearly 57%




The best solution for shrink management

Each of these solutions uniquely addresses a specific problem grocers struggle to resolve on their
own. For grocers looking for an all-encompassing solution, finding a partner that provides all three
options can be highly rewarding.

Shelf Engine’s internal data shows grocers who utilized its end-to-end ordering solution experience?®
on average more than 50% increase in gross margins. This is accomplished by combining the power

of technology to forecast the ideal order for every single SKU and ensuring shelves stay full, all while
reducing the burden of shrink for retailers.

One of the most attractive elements of end-to-end solutions like Shelf Engine’s is how easy it is to
implement. While grocers tend to shy away from adopting technology or complicated software, Shelf
Engine’s solution can be easily integrated with existing systems and requires very little setup, making
the total cost of ownership nearly zero. Grocers are then able to drastically reduce their shrink, which
drives profits, lowers prices for consumers, and reduces the negative ecological and social impacts

of waste.

Retailers reaping the benefits of innovation Grocers who utilize
Shelf Engine's end-

While some retailers are slow to adopt new and unfamiliar solutions,

some of the largest grocers in the U.S. are already setting the stage to-end solution

for what the future of the industry will look like. The following case experience an
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Challenge

Underreported waste was a major issue for this leading national retailer, mostly caused
by a lack of labor to properly audit inventory. Fresh products were being tossed in the
garbage without being scanned, and not enough merchandisers were available to
properly stock shelves, leaving huge amounts of product to expire before making it into
customers’ hands.

Solution

The national retailer launched Shelf Engine across produce and deli departments in 458 locations to
begin tackling these daunting ordering challenges for perishable products. Compared to historical
margins provided by the retailer, these 458 locations achieved an average of 13.4% profit
contribution, more than double the historical deli profit margins of 6.2% at the same stores.

Shelf Engine’s merchandising experts were deployed at high-volume locations where proper
merchandising was vital to ensuring the ordered products were reaching shelves optimally. At a
single high-volume store, the field team performed daily merchandising and inventory auditing,
directly increasing daily average sales by 60.1% in the produce and deli categories.

Challenge
Shorted product was the main source of underreported shrink for this large national grocer — a problem
it was unaware of until it was flagged by Shelf Engine’s intelligent demand forecasting technology.

Solution

The produce and deli departments of the national grocer launched Shelf Engine across 250 retail
locations to begin tackling ordering challenges for select perishable products. Compared to historical
margins provided by the grocer, these 250 stores saw an average of 25.6% profit margin, up from the
historical profit margin of 15.6% at the same locations. With Shelf Engine, locations grew sales of a
high-performing product to exceed that of non-Shelf managed stores by 43.4% while maintaining a
constant profit margin of 35.7%.



Conclusion

While grocers may think shrink is an unavoidable cost and expensive to combat, there is no
longer an excuse for ignoring the probability that their shrink rate is vastly underestimated.
Grocers are missing out on sales, undermining their profitability, and worse, continually
contributing to the global food waste crisis by neglecting shrink discrepancies.

The retailers that do take advantage of new supply chain technologies and contemporary
inventory management solutions will be the ones with enviable financial results and loyal
customers, while those that continue to shy away from innovation will continue to
hemorrhage and squander market share.
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About Shelf Engine

Shelf Engine helps grocers maximize results by using artificial
intelligence to predict shopper demand with world-class accuracy,
provide a precise view of on-hand inventory, and automate the ideal
order every day, in every store. Launched in 2016, Seattle-based
Shelf Engine assists leading retailers at thousands of locations
nationwide to grow profits, increase sales, reduce waste, and
decrease labor costs.

shelfengine.com
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