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Abstract: The reason of being of corporate accounting is not only to record, interpret
and present data about existing business processes, but also to provide information for
supporting main decision-making activities of management. This article presents basic
problems outlining the relationship between accounting and strategic management of
companies. The main ideas are connected with the philosophy of presenting informa-
tion in financial and management reports, on the one hand, and the levels of manage-
ment activities and their relationship to the development strategy of the organization,
on the other hand. The aim is to trace the relationship between the segmental accoun-
ting and the strategic management of diversified organizations and to highlight pro-
blem areas, deserving management attention. The research methods of analysis and
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synthesis have been used. The outcomes of the research show that choosing a proper
cost structure and allocation basis at operating segment level will contribute to incre-
asing the capabilities of managers to make better corporate strategic decisions.

[ | INTRODUCTION

In a market environment, the progress of a business is dependent on continu-
ous improvement of its long-term competitiveness based on attracting of suit-
able investors, ensuring of proper market positions, setting-up of optimal busi-
ness portfolios and creating of conditions for rational use of resources. In this
respect, the tasks of company’s accountancy consist not only of registration,
interpretation and presentation of already undergoing business processes and
phenomena, but also of information provision of the activities connected with
taking managerial decisions of different nature - strategic, tactical and opera-
tional.

Strategic decisions are inherent to the senior management of a company
and are related mainly to the development of new products, exploration of new
markets or utilization of new technologies and resources. Following its strat-
egy, every business organization tries to find a position in the sector, in which
it is active, and defend this position as long as possible (Papazov & Mihaylova,
2015; Ciemleja & Lace, 2011; Mitev, 2016; Arun, 2015).

Principally, each of the main components of a company’s strategy is a sub-
ject of attention by different stakeholders, and therefore, when making stra-
tegic decisions, there is a need to look for informational links between them.
They also appear in the tracking of the information flow, as well as in the ways
of its summarizing and presentation to the upper management.

The accumulated experience shows that financial statements, having often
amandatory character, present, as a rule, mostly material and financial results
of company’s development. The obtained information enables analysts to as-
sess the enterprise’s long-term sustainability, liquidity and profitability. How-
ever, it is more difficult to evaluate all other strategic parameters in order to
take appropriate management action, if required.

The difficulty is compounded by the fact that companies - in order to keep
or raise revenues and profits - are increasingly using diversification (multi-
segmentation) techniques as a strategic tool, i. e. entering other related or un-
related businesses, regardless of the size and nature of company’s activities so
far. Diversification is becoming a preferable strategy, especially in times of eco-
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nomic crises. (For further details, see Papazov & Mihaylova, 2011; Trifonova
& Atanassov, 2016).

The diversification of a company’s business requires undertaking of specific
strategicactions, substantiated by sufficient volume and content of information.
The ways this information is reported and presented to senior management de-
pend usually on the planned objectives, the imposed internal organizational
and management structure, and the offered variety of products and services.
In this respect, the emphasis on management information is placed in relation
to the products or services and is concentrated in the so-called “strategic busi-
ness units”. In more recent times and mainly in the accounting literature, the
term “strategic business unit” is substituted by the term “operating segment”
developed for financial reporting purposes and endorsed by the International
Financial Reporting Standard 8 - Operating Segments (European Commission,
2007; IFRS 8, 2017).

The IFRS 8 defines the operating segment as “a component of an entity that
engages in business activities from which it may earn revenues and incur ex-
penses (including revenues and expenses relating to transactions with oth-
er components of the same entity); whose operating results are regularly re-
viewed by the entity’s chief operating decision maker to make decisions about
resources to be allocated to the segment and assess its performance; and for
which discrete financial information is available”. The purpose of the regulato-
ry norm is to assure first and foremost publicity of information broken down by
segments, when it comes to a company that has a complex (diversified) charac-
ter and is traded (or is about to be listed) on the stock exchange (Ernst & Young,
2009).

In this article, the focus will be placed on the relationship between the stra-
tegic decision-making and accounting reporting for managerial purposes at
strategic business unit (or operating segment) level. This relationship is impor-
tant because the taken strategic decisions will be based on reliable and timely
reporting information, which will make them appear to the company’s stake-
holders as reasonably justified.

For the purposes of this investigation, the terms “strategic business unit”
and “operating segment” will be used as equivalent and interchangeable, al-
though they have in fact a complementary nature showing common character-
istics, but also peculiarities that distinguish them from one another.
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METHODOLOGY OF RESEARCH

The results of the investigation will be presented after applying the analytical-
synthetic method by offering a cascading hypothetical case study. The com-
piled example will illustrate that reporting by strategic business units (oper-
ating segments) is a prerequisite not only for a proper analysis of corporate
performance, but also for tracing of future strategic directions initiated by sen-
ior managers.

RESEARCH CONTEXT: ACCOUNTING INFORMATION
AND STRATEGIC DECISION-MAKING

Practitioner’s views on the relationship between strategic management and fi-
nancial accounting have endured changes over time, but no consensus on this
issue has been reached so far. There are many interpretations arising from the
different management perspectives. However, the view about the need for mu-
tual penetration between accounting information and strategic decision-mak-
ing with a focus on costs and benefits of company’s activities seems to prevail
(Hart & Roslender, 2003; Simeonov & Lambovska, 2012).

Analyzing sales revenues of individual products or product lines can be
done on the basis of financial reporting, as well as on the basis of intercompany
estimates made for management purposes. The strategic analysis could be or-
ganized also by business segments, created on cost-revenue base and consist-
ent with the followed firm strategy. The revenue could be directly related to
an operating segment or be part of the enterprise’s revenue that could be ad-
dressed to a relevant strategic business unit, if an appropriate allocation base
is available, independent of fact where it comes from - external or internal cus-
tomer sales.

Specific in this case is that from the point of view of financial reporting, the
costs of the operating segment do not include general and administrative ex-
penses, including costs of the central management and other costs arising at
enterprise level and relating to its management as a whole (figure 1). In the
management accounting, however, there are no such constraints, because cost
allocation complies principally with the policy of managers at different levels.
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Figure 1. Segmented Structure of a Company

Senior management Investment centre
0S1 0S2 0S3 Profit centre
Manufacturing Marketing Finance Revenue/Cost centre

Source:adapted from: Papazov, 2012, p. 110.

The financial reporting in diversified enterprises is tied to the accounting
policies adopted by their management. In this regard, it is important to define
the scope of the assets of the operating segments, i.e. those assets which have
been engaged in the operational activities of the segment or can be attributed
to it on a reasonable basis. In some cases, for strategic management purposes,
revenues, expenses, or assets may be allocated to certain operating segments
on a basis that is reasonably chosen by the entity’s management, but from the
point of view of external users the financial statements could be considered
subjective, controversial, or difficult to understand (the examples of complex
engineering manufacturing, chemical or similar production). There are also
opposite cases, when the entity’s management decides that for the purposes of
management reporting it will not refer to revenues, expenses or assets for any
of the segregated operating segments, although there is a reason for such an ac-
tion due to existing financial reporting norms.

To justify whether an income or expense is attributable to a relevant oper-
ating segment, managers need to assess whether associated risks and returns
are product-dependent variables. For example, when advertising a product of
a company, it is sometimes difficult to assess whether risks and benefits relate
to that product only or would have an impact on the entity as a whole. Accord-
ingly, the question of revenue and expense allocation arises.
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The practical experience shows that the management reporting system
usually provides good evidence of the prevailing sources of risks and expected
returns that are also used for financial reporting purposes by operating seg-
ments. In 90% of the cases, a unit renders in its statements an account of infor-
mation by operating segments in the same way, as it reports strategically im-
portant facts and circumstances to the senior management. The idea of such
solutions is to increase the intelligibility of the received information and to re-
spond to the expressed needs of investors, creditors and others for risk and re-
turn information related to company’s products (Bojarenko, 2017; Hofbauer,
2017, pp. 20-31; Simberova, 2008).

Companies are also trying to utilize methods providing full transparency of
the processes inside it. They also implement techniques giving opportunities
for the company’s management to accomplish different goals simultaneously.
(§koda, Lengyelfalusy & Gabrhelova, 2017; Khocha, 2017; Ruland, 1984; Pepur,
Mihanovié¢ & Pepur, 2013).

For the purpose of financial reporting, an operating segment should be iden-
tified, if the predominant part of its revenue arises from sales to external cus-
tomers. In this respect, [FRS 8 sets three important conditions: First, sales rev-
enue as a whole (i.e. to both external and internal customers) are 10% or more
of the total revenue of all sectors. Second, the financial result (differentiated in
profit or loss) of an emerging segment is 10% or more of the total financial re-
sult (differentiated in profit or loss) for the company as a whole. Third, the seg-
mental assets are 10% or more of the company’s total assets.

At the discretion of company’s management, an operating segment eligible
for reporting in the prior period, may continue to be reported in the current pe-
riod, even though it does not meet the accounting standards, but continues to
be of strategic importance for the company’s management. The decision is tak-
en in line with the followed strategy and is a priority of the senior management.
There is also an opposite variant: If the operating segment is identified as being
subject to reporting in the current period because it meets required conditions,
then the information for prior periods should be revised for comparative pur-
poses, unless it is impracticable to do so. When such actions occur, strong re-
lationships between financial and managerial accounting, on the one side, and
strategic management, on the other, emerge.
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STRATEGIZING IN A MULTI-SEGMENTED COMPANY BASED
ON ACCOUNTING INFORMATION

Reporting by operating segments (strategic business units) and achieving com-
parability of results is a prerequisite for analyzing business performance indi-
cators. On this basis, strategic management decisions can be made, for example
in connection with a possible restructuring of the company’s product portfolio.

When analyzing financial result of an operating segment (strategic business
units), there are some issues that are essential from strategic point of view.
If calculating the financial result of an operating segment (strategic business
units), both variable and fixed costs (direct and indirect; distributed on a “rea-
sonable” basis) should be taken into account. However, the formation of some
of the fixed indirect costs (for example, rental costs of a production facility;
costs pertaining to machinery and equipment used for manufacturing in all
segments of the enterprise) appears perhaps a result of past decisions of the
senior management and a consequence of earlier adopted accounting policy. It
follows that the financial result generated by the operating segment (strategic
business unit) will strongly be influenced by the already adopted methodology
underlying cost allocation calculation. When defining it, account should be tak-
en of the specific features of each activity, so that it can be applied systemati-
cally in the enterprise.

As stated above, for the purpose of financial reporting, the operating seg-
ment costs do not include those made for overall purposes, as well as those
used for the needs of company’s senior management. If we take in this respect
the example of a leather manufacturer, things would look like this (table 1).

Table 1. Financial results by operating segments (0S) of a company (1)

. 0S “Men’s 0S “Lady’s OS “Children’s | OS “Leather
Indicators ” ” ” rretD Total
shoes shoes shoes accessories

Sales revenues 600 400 400 300 1700
Variable costs 400 310 350 200 1260
Fixed technological costs 95 74 83 48 300
after distribution on the

basis of variable costs

Financial result 105 16 -33 52 140

Source:authors’ own analysis.



28 Lyudmila Mihaylova, Emil Papazov

The analytical calculations are made from the point of view of financial re-
porting. The preparation of the information is primarily intended for third par-
ties. The data show that the enterprise as a whole has a profit of 140 units. If
the reported 300 unit costs are allocated on a variable cost basis, the operating
segment “Children’s shoes” indicates a loss of 33 units.

If we choose under the same circumstances another basis for the distribu-
tion of fixed costs, for instance the sales revenues, the results will be as follows
(table 2).

Table 2. Financial results by operating segments (0S) of a company (2)

. 0S “Men’s 0S “Lady’s OS “Children’s | OS “Leather
Indicators ” ” ” . Total
shoes shoes shoes accessories

Sales revenues 600 400 400 300 1700
Variable costs 400 310 350 200 1260
Fixed technological costs 105 70 70 55 300
after distribution on the

basis of sales revenues

Financial result 95 20 -20 45 140

Source:authors’ own analysis.

In the second case the result is identical. It turns out that the operating seg-
ment “Children’s shoes” is again losing, although the loss is less.

If the question arises as to whether or not the total expenses of corporate
governance should be allocated or not in pricing and determining the profits
of individual strategic business units, then more problems arise. The above ex-
ample can be complemented for management reporting and strategic analysis
purposes. We choose the option with distribution of fixed costs on revenue ba-
sis. Assuming that the general business costs are allocated on the same basis,
the results will look like the following (table 3).

Table 3. Financial results by operating segments (0S) of a company (3)

. 0S “Men’s 0S “Lady’s OS “Children’s | OS “Leather
Indicators ” ” ” retD Total
shoes shoes shoes accessories
Sales revenues 600 400 400 300 1700
Variable costs 400 310 350 200 1260
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Table 3. Financial results by operating segments (0OS) of a company (3)

29

. 0S “Men’s OS “Lady’s 0S “Children’s | OS “Leather
Indicators ” ” ” rtD Total
shoes shoes shoes accessories

Contribution 200 90 50 100 440
Fixed technological costs 105 70 70 55 300
after distribution on the
basis of variable costs
Financial result | 95 20 -20 45 140
SG&A expenses” after 35 23 23 19 100
distribution on the basis of
variable costs
Financial result I 60 -3 -43 26 40

“ SG&A stands for selling, general and administrative (expenses).

Source:authors’ own analysis.

After the additional non-accounting calculations, a second strategic busi-

ness unit is now at loss. In such situations, the firm’s management usually de-

cides on a strategic plan to gradually phase out the business units and restruc-

ture its product portfolio. If such a solution is used, the indicators will look like

this (see table 4).

Table 4. Financial results by operating segments (0S) of a company (4)

“

Indicators 0S “Men’s shoes” 0s Leat'he: Total
accessories

Sales revenues 600 300 900

Variable costs 400 200 600

Contribution 200 100 300

Fixed technological costs after distri- 200 100 300

bution on the basis of variable costs

Financial result | 0 0 1]

SG&A expenses” after distribution on 67 33 100

the basis of variable costs

Financial result I -67 -33 -100

“SG&A stands for selling, general and administrative (expenses).

Source:authors’ own analysis.
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The enterprise accounts for a loss of 100 units, and following the above-
mentioned logic, the management should decide to fully restructure the prod-
uct portfolio of the enterprise or cease its business. This decision seems prac-
tically absurd (variant 3 in table 3 shows a positive financial result of 40 units
for the company as a whole!), but is indicative for the overall cost analysis by
operating segments, which should take into account that:
= The total company’s costs affect the overall financial result but are not
dependent on the segmental level management. The negative financial
result of a strategic business unit obtained after the distribution of to-
tal firm expenses (for management reporting purposes), is not fair to be
considered an important indicator justifying the cessation or restructu-
ring of the diversified enterprise portfolio (Yonkova, 2005).

= When complying with the financial reporting requirements, specific in-
dicators are not taken into account for the value of the overall business
activities and its relationship to the entity’s functional (or strategic bu-
siness) units. These costs, however, inevitably accompany the business
and are related to the strategic management and authority of the top ma-
nagers. This raises the need to integrate financial and management acco-
unting information for the needs of strategic governance in diversified
businesses.

=  When doing accounting for the needs of strategic management of diver-

sified enterprises, the bases of distribution of the total company costs
are often arbitrarily chosen and do not take into consideration the fac-
tors that cause them. They should stem from the peculiarities of the ope-
rating segment’s activities characterized by different opportunities for
economic contribution across the enterprise as a whole.

From a strategic point of view, the appropriate benchmark for assessing
managerial actions concerning an operating segment (strategic business unit)
is the indicator contribution. In addition, an analysis could be undertaken fo-
cusing on the costs influenced by managerial decisions and concerning the
product portfolio, the organization of the manufacturing process and realiza-
tion of the sales of the strategic business unit.

The contribution indicator represents the difference between revenue and
variable costs calculated by operating segments or for the company as a whole.
The specific values for the example under consideration are shown in table 5.
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Table 5. Financial results by operating segments (0OS) of a company (5)

. 0S “Men’s OS “Lady’s OS “Children’s OS “Leather
Indicators ” ” ” : Total
shoes shoes shoes accessories
Sales revenues 600 400 400 300 1700
Variable costs 400 310 350 200 1260
Contribution 200 90 50 100 440
Fixed costs 140 93 93 74 400
Financial result 60 -3 -43 26 40

Source:authors’ own analysis.

If a multi-segmented company uses the contribution indicator for strate-
gic decision-making, the segments reporting negative financial results could
be left untouched at least as long as they cover some of the total fixed costs as-
sociated with company’s business. This, of course, will continue until the com-
pany as a whole is profitable.

[ | CONCLUSIONS

The presented approaches for information provision and justification of stra-
tegic decisions in multi-segmented companies depend heavily on the way ac-
counting activities are organized. Choosing properly a cost allocation basis at
the operating segment level will lead to increased capabilities of managers to
plan, analyze and control the business development. The resulting reporting
information may disclose risks and opportunities of individual business units
belonging to a complex enterprise and present a true “picture” to the poten-
tial investors to facilitate their informed investment decisions. On the basis of
the systematic information and under the collaboration with interested third
parties, the ability of managers to plan and control business activities will in-
crease while in the same time the chances of a company to develop effectively
and competitively will enlarge.
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