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The purpose of this paper is to develop an integrated financial model using an optimization approach as a business 
model for measuring and managing the value of companies to achieve Good Corporate Governance (GCG). The 
model uses the discounted cash flow valuation model and is based on accurate and reliable accounting information so 
that it provides sound financial management strategies to manage the value of the company. The integrated financial 
model offers a significant contribution to the literature because it provides a managerial application model showing 
interactivity between individual governance variables, as well as considering external governance mechanisms. This 
would be of significant benefit to organizations in pursuing GCG practice and managing their companies’ values. 
From an academic point of view, this research fills the vacuum of a business model using an integrated financial 
application model which encompasses both corporate governance practices and external regulatory environments. 
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1. INTRODUCTION 

The outrageous corporate collapses following the phenomena of corporate failure around the world in recent 
decades have raised the need for urgent GCG practice1. The volatile global economy and the dynamic business 
environment have been viewed as risks for companies, since they influence companies’ success in creating value2. 
Theoretically, the implementation of GCG would benefit the company, since it manages and minimizes risks, 
thereby increasing the value of the company and making it sustainable3-5. There is compelling evidence in the 
literature for the favorable impact of GCG on company performance5-8. The GCG practice ensures the achievement 
of economic benefits by making the use of company resources efficient, thereby underpinning growth and increasing 
company performance3,8. 

Financial crises and corporate collapses have raised questions about GCG practice, since some companies which 
claimed to have implemented corporate governance have, in fact, collapsed, while many other companies still cannot 
achieve value maximization and derive benefit from its implementation1,9. History has been repeated and responses 
have been made but the failures continue. Many companies realize the essential need for GCG and sound financial 
management strategies, so why is there still company failure and why is it that a company which claims to have 
implemented corporate governance still cannot achieve value maximization? Indeed, in this turbulent economy, 
when the company’s objective is to maximize its corporate value, the main problem is how to manage and minimize 
risks. Specifically, from corporate governance (CG) perspective, the question is what does ‘good’ mean in both good 
corporate governance and good financial management? 

Despite the fact that implementing a real sound CG system is the answer, quantification of the normative CG 
concepts into a business model is considered relevant for achieving successful GCG, as the business model provides 
a more structured tool to enable management to achieve the strategy10. A business model based on an integrated 
corporate financial model is important. The integrated financial model needs to reflect all business environments and 
risks faced by a company so that management can undertake risk management activities and thus minimize costs 
while maintaining the company’s value creation activities. The business model proposed by this study is an 
integrated financial model using an optimization approach for measuring and managing the value of companies to 
achieve GCG. To the authors’ knowledge, this has not been done before. How a company can utilize internal 
governance mechanisms to minimize risks, thereby maximizing the company’s value, is further discussed in this 
paper. Moreover, this study fills the research gap with regard to business models, as previous models are identified 
as lacking theoretical justifications of economics and business studies10. Providing a clear management strategy, 
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internal company resources and risks as a proxy for external factors faced by the company, and having the functions 
of control and financial planning, the proposed integrated financial model can be identified as a business model10. 

In addition to the literature on optimization models, literature shows that optimization has been widely utilized 
for financial decision-making 11-19. However, the existing financial models have overlooked some important points of 
business models which mean that they are not reliable for decision-making: i.e. 1) the current financial models do 
not reflect the real environments faced by companies, such as the dynamics of the economic condition, business and 
regulatory environments, and the uncertainty of the future; 2) the existing models neither consider current practice of 
GCG nor identify risks which influence the value of a company; 3) the existing financial models contain accounting 
noise. 

The present paper demonstrates the application of an optimization model as a business model in corporate 
governance and finance to measure and manage the value of a company in achieving GCG practice. 
 
2. LITERATURE REVIEW 

The structure of the conceptual framework to improve a company’s GCG practice is presented in Figure 1. 
Theories of corporate governance and the literature mentioned previously suggest benefits from the correct 
implementation of corporate governance: i.e., it increases the value of the company, since the market reacts 
positively to the GCG practice. 

Internally, GCG practice needs to be derived into internal governance instruments. Then, since GCG concepts20 
suggest that a company needs to take into account regulatory environments, i.e. external governance instruments 
developed by stock market authorization (i.e. capital and financial market characteristics), regulators (i.e. tax and 
fiscal policy), and professional and business practice (i.e. accounting practices), the internal governance mechanisms 
which are developed by management also need to accommodate the external mechanisms. In general, these internal 
governance instruments can be applied in three main activities of the company: operating, investing and financing. 
This GCG practice is finally conveyed to the external stakeholders through, for example, accounting numbers. The 
market as the representative of external stakeholders will then respond to this GCG practice by adjusting the market 
value of the company’s stock price20. Therefore, it is important for a company to ensure that the market will respond 
positively to its corporate governance practice. 
 

 
Figure.1. Conceptual Framework of an Integrated Financial Model using Optimization Approach for Sound 

Financial Management Strategies 
 
This can be done by assessing and measuring the monetary effects of the company’s corporate governance 

practice using a business model called a financial optimization model. The output of this model would be sound 

Corporate Governance 

Financial Management Strategies and Quantitative Model 

Company’s Corporate 
Governance Practices: 
1. Operating policy 
2. Investment policy 
3. Financial Policy 

Regulatory Environments  
1. Capital and financial markets 

characteristics 
2. Accounting practices 
3. Tax and fiscal policy 
4. Other business practice and 

regulations, risks and uncertainty 

Financial Optimization Model 
(Integrating Corporate Governance, Accounting and 
Capital Market in Objectives, Variables and 
Constraints) 

Output: 
Financial management strategies based on corporate 
governance practices and regulatory environments 

Sound financial management strategies to achieve 
good corporate governance 
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financial management strategies which ensure the achievement of GCG and the improvement of the firm’s value as a 
result of the GCG practice. 

 
3. RESEARCH METHOD 

A multi-objective optimization model will be used as a business model to measure and manage the value of a 
company for achieving GCG. The model is built by making use of quantitative data from the accounting, finance and 
capital market. As a business model, this project attempts to capture the dynamics of business environments by using 
a multi-year linear programming model. Five-year predictive data based on sales growth forecasting is needed as an 
input for the model. The model proposed by this paper extends the Carleton model12,13. 

An income approach valuation based on the discounted cash flows (DCF) model is used. The DCF model as an 
income approach measurement is more suitable than other methods for calculating the intrinsic value of a company 
and assessing its financial health and profitability22. DCF is also used to minimize the effect of accounting noise. 
This paper applies the model to assess the corporate governance practice in three main activities of a company: 
operating, investing and financing activities. 

 
Objective Function 

To operationalize the OECD GCG principle4 that relates to the interests of shareholders and stakeholders, the 
objective functions of this model are developed as follows: 
1) GCG ensures the profitability and sustainability of the company’s operating activities: Maximize cash flows 

from operating (proxy by cash flow from operating) 
2) GCG ensures a positive return on investments: Maximize return on investments (proxy by economic profit) 
3) GCG ensures the fulfillment of the return of debt holders and minimizes the financial distress and bankruptcy 

risks: Minimizes returns for debt-holders (proxy by debt-service coverage ratio) 
4) GCG ensures the fulfillment of the return of shareholders: a) Maximize free cash flows to equity (FCFE) (proxy 

by FCFE); b) Maximize earnings per share (proxy by EPS) 
 
Constraints 
Operating and Accounting Policy Constraints 
Accounting - Tax Difference (Accounting for Income Tax): Effects of Tax Regulation  

Differences between accounting principles and tax codes create permanent and temporary tax differences. 
Management must consider the effect of permanent differences, since it cannot be recovered forever and it puts the 
company into tax risk by paying higher tax expenses. Therefore, the management needs to control the (positive) 
effect of permanent differences, which causes higher taxable income, by controlling the non-deductible expenses. 

 
Account Receivable (AR) Level 

The risk related to AR is uncollectible ARs, which then influence the company’s liquidity. Therefore, a faster 
collecting time for the outstanding account receivables is better for the company. Since AR comes from credit sales 
activity, the management control related to the accompanying risk is achieved by making the AR turnover faster; the 
constraint is benchmarked to the historical and industry data.  

 
COGS and Inventory Amount 

Two types of risk related to inventory are excessive inventory (causing significant carrying costs) and low-level 
inventory (leading to stock outs, lost sales and unsatisfied customers)23. It is important for management to minimize 
these risks by, for example, estimating how quickly the company can sell its inventory. A common measurement 
which can be used by managers to manage these inventory risks is inventory turnover (or average days to sell 
inventory); the constraint is benchmarked to the historical and industry data. 

 
Corporate Governance Policy: Risk Management, Financial and Investments Policy Constraints 
Working Capital Policy 

This policy is related to the company’s ability to minimize liquidity risks; it represents the ability of the company 
to pay its current liabilities (risks in short-term). This policy is also recognized as a short-term investment policy: 
investment in current assets. It is important, since it shows the company’s ability to run its day-to-day operating 
activities. The ratio between current assets and current liabilities should be based on the assessment of historical data 
and the industry. 

 
Financial Distress and Bankruptcy Risk: Leverage Policy 

Financial distress, bankruptcy and their costs are highly related to the debt amount or leverage of the company24. 
To minimize the bankruptcy and solvency risks or to maintain the company’s ability to fulfill its long-term debt 
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(risks in the long term), the total debt-to-assets ratio must not be more than the total debt-to-assets ratio of the 
industry. 

 
Investment Policy 
Capital Expenditure 

Every investment decision on capital expenditure must consider the capacity of the assets: i.e., the acquisition of 
a machine to meet growth in existing products needs to consider the productivity capacity of the machine, which 
relates to the unit quantity of sales. For this study, since specific data for analyzing each capital expenditure are not 
available from public information, the constraint for the capital expenditure is based on the industry: the contribution 
of fixed assets to the sales growth. For the activity ratio, the activity of the company’s fixed assets must be equal to 
or more than those of the industry. Then, since capital expenditure is important for sustainability of the company, the 
growth rate of current capital expenditure should be at least equal to or greater than the rate in previous periods. 
Average data for the industry over more than one year is also needed, since fixed assets have long-term economic 
value.  

 
Available Funds for Investments 

The total resources which a company can use for long-term investments include internal funds and external 
financing activities: issuing stocks and issuing long-debt instruments. Based on pecking order theory, internal funds 
are preferable to external funds25-27.  

 
Compensation for Executives 

There are many types of management compensation, mostly related to accounting earnings and stock prices. 
Unfortunately, there is no empirical consensus on how these compensations affect the value of a company28,29. In 
fact, best incentives as part of governance instruments need to be constructed so that they minimize the agency costs 
by minimizing the moral hazard of the managers but still encourage managers to make their best efforts to maximize 
the shareholders’ wealth, and therefore the best incentives for managers should be based on the GCG criteria. 
 
4. DISCUSSIONS AND CONCLUSION 

This paper has described a preliminary stage of the development of a business model using an integrated financial 
optimization model to measure and manage the value of companies in achieving GCG practice. To fulfill the criteria 
of a business model, the model proposed a very clear management strategy: i.e. to ensure that the value of a 
company is in line with the spirit of the implementation of GCG and GCG principles that protect shareholders’ and 
stakeholders’ interests. The model also proposed some features which are also relevant for a business model. This 
includes, for example, internal company resources and risks as a proxy for external factors faced by the company, 
which function as a control of the model. The last characteristic of the business model is financial planning, which 
was also proposed by this paper.  

Simulation of the model will be the next step. Constructing and applying a business model based on an integrated 
financial optimization model from managerial and financial accounting perspectives, this study may show how GCG 
is achieved via sound financial management that reduces risks and improves company performance.  

Finally, the proposed business model would be more useful if future research could extend in the area of, for 
example, projection or prediction of the future value of the company. The intrinsic value of the company, calculated 
based on the expected value of its future cash flows, can be compared with the company’s fundamental value or 
current market price, and is therefore more useful in assessing whether a company’s stock is under- or over-valued. 
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