Glossary of Terms

From Dan Gardner’s new book Supply Chain Vector
ABC Analysis - An inventory management tool based on the tenets of Pareto Analysis, ABC categorizes inventory by its highest value and greatest volume.  With this information, inventory managers can focus on increasing those inventory SKUs with the greatest potential positive return for the organization.

Accounts Payable Turnover - The number of times in a measured period that a company receives bills from suppliers and effects payment.  The calculation is cost of goods sold/average payables.

Accounts Receivable Turnover - The number of times in a measured period that a company bills customers and collects on receivables. The calculation is net sales/average receivables.

Ad Valorem Duty Rates - Duty rates applied by the customs entity of an importing country based on the monetary value of the goods.

Appraisal Costs - Expenses associated with monitoring the quality of a product, including inspections, audits and quality control.

Available to Promise - A part of the Manufacturing Planning & Control System, an ATP is that part of unused inventory and unallocated production that can be committed to customers in future periods.

Back Flushing - An inventory management practice whereby goods are not checked or counted upon receipt, but rather the number of finished goods determines component use produced.  For example, if a product calls for 3 units of a given component and 1000 end units are manufactured, back flushing dictates that 3,000 units of that component have been received and use.

Bi-lateral Trade Agreement - A trade agreement between two countries.

Bill of Materials - An integral part of a Manufacturing Planning & Control System, BOMs provide production personnel with a list of required components/assemblies in a given product, as well as the quantities needed and value of each.

Capacity Planning - Part of the Manufacturing Planning & Control System, capacity planning allows production managers to determine what types of products will be produced at a given factory over a period of time and in what quantity.

Cause & Effects Diagram - Also known as a fish bone diagram or Ishikawa diagram, this six sigma tool helps teams break down potential problems or opportunities by area; people, process, technology and physical plant.

Cash-to-Cash Cycle - Expressed in days, the time that expires between paying suppliers for raw materials and collecting from customers from the sale of finished goods.  Mathematically, it is the sum of the operating cycle minus days payable outstanding

Classification - A customs term that defines the identification of merchandise under a country’s import nomenclature.  Classification allows for the determination of customs duties based on the country of origin of the product and its description found on the commercial invoice.

Contract Manufacturing - The sub-contracting of manufacturing and related services to third party entities specializing in the field.  Other services include prototyping, product engineering, sourcing and distribution.

Cost of Poor Quality - The quantitative and qualitative cost of having to engage in waste creating activities like rework, repairs, product returns and increased inventories.

Critical To Quality Characteristics - Those quantifiable characteristics of a product or service identified by the customer as being critical to a gratifying client experience.

Critical To Quality Tree Diagram - A six-sigma tool that helps team members bring operational definition to customer relationships.  Business needs are linked to process drivers of that need and operational definition is then determined.

Cumulative Lead-time - The time that transpires from the moment a need is recognized until that need is fulfilled.

Current Ratio - A measure of liquidity and utilization, the current ratio measures the ability to meet short-term obligations based on the value of short-term assets.  Mathematically, it is calculated as current assets/current liabilities.

Customs Broker - A supply chain service provider that acts as an agent on behalf of an importer with relation to the classification, valuation, entry and payment of duties on imported merchandise.

Cycle Counting - Different from physical inventories which are more concerned with the value of total inventory, cycle counting focuses on the daily counting of pieces to determine inventory accuracy.  Normally, a warehouse is divided by section and cycle counting takes place in sections on set days of the month.

Days of Inventory - The average number of days that a company takes to transform raw materials into finished goods and complete a sale.  Mathematically, days of inventory is average inventory divided by (cost of goods sold/365).

Days Payable Outstanding - The average amount of days that transpires between the receipt of a supplier invoice and payment of it.  Mathematically, DPO is calculated as average payables divided by (cost of goods sold/365).

Days Receivables Outstanding - The number of days that transpires after completing a sale, billing a customer and collecting on receivables.  Mathematically, the calculation is average receivables divided by (net sales/365).

Defects Per Million Opportunities - Six Sigma terminology that determines the type and number of potential errors associated with a given process or activity.

Deployment Process Map - The horizontal mapping of business processes across functions.  With deployment process maps, a six-sigma team can track the movement of a process as it proceeds across discrete functions like sales, credit approval, production and shipping.

Detailed Process Map - Sometimes used in conjunction with SIPOC maps, detailed process maps guide six sigma team members through the details associated with a business activity.

DMAIC - An acronym from the Six Sigma body of thought that describes its core methodology: Define, Measure, Analyze, Improve & Control.

Dupont Formula - Developed at the Dupont Corporation in the early years of the 20th century, the Dupont Formula is the product of the net margin calculation and total asset turnover calculation.  It is meant to create a balance between the importance of profitability and asset utilization.

Efficient Consumer Response/Quick Response - A term coined in the retail sector, ECR/QR is an inventory management program driven by real time information provided by retailers to their supplier community.  Supply chain visibility is provided by point of purchase information, which triggers suppliers to respond to retailer needs on a real time basis.  In some instances, retailers do not effect payment for goods until a consumer completes the retail purchase.

Enterprise Resource Planning - Business software suites that have been developed over the last 20 years that allow companies to integrate all aspects of their business, including forecasting, production planning, distribution planning and financials.

External Defects - Defects that are discovered after a customer receives the merchandise.  They can include shipment of the wrong product, damaged merchandise, bogus documentation and wrong invoices.

Five Why Analysis - A Six Sigma tool, 5 why analysis was first developed by the Japanese and then adopted by Motorola.  5 why forces team members to question any aspect of a business process at least 5 times, drilling down to root causes of problems or process variation.

Frame of Reference Management Model - Based on the concept of Systems Dynamics, the FRMM is a simplified graphic that aids executives in their decision-making processes by considering all constituents of the organization.  Based on an understanding of a company’s philosophy, values and vision, this model helps executives to understand the cause and effect nature of their actions.
Freight Forwarder - A supply chain service provider that offers consolidated transportation services to importers and exporters to/from destinations around the world.  Freight Forwarders can offer consolidated freight services via air, ocean, truck, rail or multi-modal.

Globalization - An international movement whereby governments, in a reciprocal fashion, agree to reduce or eliminate both tariff and non-tariff barriers to trade.

Gross to Net Exploding - A key component of Materials Requirements Planning, gross to net exploding allows buyers to determine the actual (net) amount of raw materials needed in a weekly period by subtracting current inventories and purchases in transit from the gross amount.

Incoterms - First developed by the International Chamber of Commerce in 1936; the 13 Incoterms (International Commercial Terms) are designed to provide a standard terminology for the interpretation of shipping terms between buyer and seller in an international transaction.

Internal Defects - Product defects that are discovered prior to shipment to a customer.  A customer can be defined as either internal or external to an organization; so internal defects can include rework, scrap, down lines or multiple inspections.

International Materials Management - Historically a purchasing function, international materials management has evolved to encompass the sourcing of raw materials suppliers, price negotiations, inbound logistics management and delivery to the production line.

Integrated Logistics - A logistics model that promotes the integration of transportation, distribution and value-added services under one service provider.

Inventory Turnover - A calculation that determines the number of times a company acquires inventory (raw material, work in process and/or finished goods) and is able to sell that inventory.  The calculation is cost of goods sold/average inventory.

Just In Time - First developed by Toyota and then adopted by much of the automotive industry, JIT promotes the close coordination of planning and delivery of raw materials so that they are pulled down the production line exactly when they are needed for production.  JIT is driven by high supply chain visibility, tight supplier involvement and the kanban, or two bin system.
Landed Costs - An international materials management term, landed cost is the total cost associated with bringing a product to its final destination.  These costs include unit costs, transportation, customs clearance, duties and taxes, as well as local delivery.

Lead Logistics Provider - A practice whereby one logistics service provider is designated by a customer to coordinate the execution of a variety of different services by different and sometimes-competing service provider.

Lead Time Offsetting - The second pillar of Materials Requirements Planning, lead time offsetting allows buyers to time the arrival of raw materials to a production line when it is needed by offsetting production/delivery lead times with the placement of purchase orders.

Lean Manufacturing - First utilized by the Japanese, lean manufacturing emphasizes the removal of waste from all business process, reduction in cycle times and the direct involvement of work teams in the design/execution of all business activities.

Lean Supply Chains - The application of the tenets of lean thinking to global supply chain management.  Emphasis is placed on removing waste that impacts landed costs, lead-time and inventory levels.
Lean Thinking - An extension of lean manufacturing, lean thinks applies the same principles of employee involvement, waste removal and reduction in cycle times to non-manufacturing environments.

Local Content Requirements - Used by countries to promote domestic job creation, local content requirements are applied to establish the country of origin of goods manufactured from imported materials.  For example, production of cellular phones in a given country may require a certain percentage of local labor and raw materials to qualify for country of origin of the host country.  In many cases, local content requirements have a 35% minimum threshold.

Liquidity - The ability to meet short-term financial obligations (payroll, accounts payable, etc).

Manufacturing Planning & Control Systems - Developed in the 1970s, MPC is a planning system that provides a holistic approach to the planning of manufacturing activities.  By “cascading” information across the entire organization, MPC allows companies to use a forecast to plan for raw materials purchases, allocate production capacity and make delivery commitments to customers.

Materials Requirements Planning - That part of the Manufacturing Planning & Control System that allows for the time phased ordering of raw materials.  Driven mainly by gross to net exploding and lead time offsetting, MRP allows planners to coordinate the arrival of the correct amount of raw materials at the time needed on the production line.

Mercosur - A trade agreement between the countries of Argentina, Brazil, Paraguay and Uruguay, with associate membership for Chile and Bolivia.

Min/Max Level - A materials management term, min/max levels establish at what level stock may be depleted before a replenishment order must be placed and up to what amount inventory levels can go to.

Multi-lateral Trade Agreement - A trade agreement between more than two countries.

Non-tariff Barriers to Trade - Non monetary barriers to trade created by countries to discourage the importation of goods into domestic markets. These include import license requirements, quotas and lengthy inspections processes

Operating Cycle - A financial calculation measured in days, the operating cycle depicts the time necessary to source raw materials, produce finished goods, sell the product and collect on receivables.  Mathematically, it is the sum of the days of inventory calculation and days receivables outstanding calculation.

Operational Definition - A term first used in the Total Quality Management movement, operational definition means bringing quantifiable definition to a business process, activity or product.  Qualitative terms like “good customer service” are not an acceptable operational definition, whereas “delivery within 5 business days of placing an order” is.

Order Points - A term from the field of materials management, order points allow planners to determine at what inventory level replenishment orders must be placed.  In an international environment, the order point is many times interpreted as demand during lead-time plus safety stock.

Outsourcing - A business practice whereby a company sub-contracts services and activities to third party organizations that specialize in certain fields.  In a global environment, the most common examples of outsourcing are manufacturing, logistics and some technology services (network management, programming, etc).

Pareto Analysis - Also known as the 80/20 rule, Pareto analysis helps teams distinguish between high return process improvement efforts and initiatives that may be less productive.  Based on the idea that 80% of a process effect is produced by 20% of the possible causes, Pareto analysis reveals process initiatives with the highest potential for leverage and return on investment.

Point of Purchase Technology - Found in a retail environment, POP technology (scanners, bar code enabled cash registers, etc) creates supply chain visibility for the retail community and its upstream suppliers.

Poka Yoke - A Japanese term translated to mean the “foolproofing” of business activities and processes. In a general sense, a Poka Yoke business tactic means that subsequent steps in a process cannot be completed until the previous steps are done correctly.

Pre-clearance - A customs process by which goods are allowed to clear through a country’s customs prior to arrival of the merchandise.  In most cases, air freight shipments must be in transit and ocean freight shipments must be a minimum of 5 days out of destination port qualify for pre-clearance.

Prevention Costs - Costs associated with a proactive approach to quality that include supplier integration efforts, training, quality at the source, and equipment maintenance.

Quick Ratio (Acid Test) - The same calculation as the current ratio, but the value of inventories is removed from the numerator.  This is a much better indicator of liquidity than the current ratio.

Radio Frequency Identification - A relatively new technology, RFID uses chips embedded in products in conjunction with transmitters located across a logistics chain to determine the exact location of merchandise anywhere in the world.

Return on Total Assets - Also known as return on investment or the Dupont Formula, RTA measures the net profit of an organization against the money invested in the assets needed to generate that profitability.  The calculation is net income/total assets.

Returns & Allowances - The amount of money deducted from gross sales for product returns or invoice allowances taken by customers.  Gross sales less R&A creates the net sales figure.

Safety Stock - Additional inventory kept in stock to account for potential forecast errors.  In an international model, safety stock is also kept to compensate for variances in lead times.

Sigma Level - The base line calculation used in a Six Sigma project that allows team members to determine what is their level of excellence at the beginning of a project.

SIPOC Map - A six-sigma tool that provides a high-level process map for team members.  Broken down by supplier, input, process, output and customer, SIPOC maps are used in the early stages of a sigma project.

Six Sigma - Based on use of the standard deviation to measure variance in business processes, Six Sigma is a comprehensive business methodology designed to help companies enhance productivity and profitability through reductions in business process variation.

Standard Deviation - A mathematical calculation that determines the amount of variation from the mean in a population or sample of data.

Statistical Process Control - The use of statistical tools (trend charts, run charts) to monitor variation in business processes.

Substantial Transformation - A term used by customs entities used to qualify the nature and fundamental characteristics of manufactured goods.  An example of substantial transformation is the importation of circuitry, wiring and plastic casing for assembly into a personal computer.  In this case, the assembly of these discrete components constitutes a new or substantially transformed product.  This type of transformation can change the country of origin, as well as customs duty applied to a product.

Supplier Tiers - Part of the lean manufacturing school of thought, supplier tiers are characterized by tier one suppliers delivering major assemblies to a manufacturer’s production line (assembled seats as opposed to the parts for a seat, for example).  Tier two suppliers delivery components that assembly to the tier one supplier and so on.  While all suppliers are encouraged to have contact with the manufacturer, the tier one supplier makes deliveries of full assemblies.

Supply Chain Management - A global business model based on the philosophical, strategic and tactical values of an organization.  SCM encourages businesspeople to consider all facets of the business environment, both internally amongst functional areas and externally with suppliers, strategic partners and government entities.  Key components of the SCM school of thought are landed costs controls, lead-time rationalization and effective inventory management.

SWOT Analysis - An analysis tool that forces decision makers to look their strengths, weaknesses, opportunities and threats associated with their business environments.

Target Pricing - A practice whereby a company estimates a reasonable sales price for a product and then works backwards from their cost base to determine if the product can be made profitably after accounting for all costs.


Tariff Barriers to Trade - High customs duties applied by a country on the importation of foreign goods in order to encourage the consumption of less expensive, domestically produced goods.
Third Party Logistics - A multi-billion dollar industry comprised of entities engaged in providing transportation, warehousing, distribution and value added services to domestic and international customers.

Three C Analysis - A documentation accuracy tool that states all elements of a international documentation package associated with a sale must be Complete, Correct and Consistent.

Total Asset Turnover - Used to measure the productivity of total assets, TAT measure the level of sales against the investment in assets deemed necessary to make those sales.  The calculation is net sales/total assets.

Total Quality Management - First promoted in Japan during the 1950’s, TQM promotes the use of statistical tools to reduce variation in processes, thus eliminating the need for rework, excess inventories and excessive plant space.

Transaction Value -A customs term, Transaction Value means the price actually paid or payable between buyer and seller.

Utilization - In a financial context, the degree to which company funds are being used to their maximum potential.  Large funds tied up in inventories, for example, are not considered the best way to “utilize” capital.

Valuation - The calculation of customs duties on imported merchandise based on the price actually paid or payable between buyer and seller.

Value Added Process Maps - Value added process maps are designed to help six sigma teams map current processes, while seeking methods to improve future performance by removing non-valued adding steps.  While process steps are mapped the time associated with executing each step is also calculated.  As non-value adding steps are removed, the time associated with that step is also subtracted, creating a new value map based on time of execution.

Vector Approach - A business practice that compels executives to look at decisions, opportunities and/or problems from multiple perspectives.  The vector approach considers all ramifications and unintended circumstances of a given decision making process by focusing on all facets of an organization, both internally and externally.
Vendor Managed Inventories - A raw materials inventory management model whereby suppliers retain title to merchandise until a manufacturer in the production process consumes it.

Waste - In the parlance of lean thinking, waste is any business activity that does not add value to the client experience

Working Capital - An accounting term, working capital is defined as the difference between current assets and current liabilities.

