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Abstract:

This study aims to identify the dimensions of emotional tone in annual reports and examine their relationship with the
probability of corporate financial distress to provide qualitative indicators complementing traditional predictive models. A
qualitative approach using thematic analysis was employed. Data were collected through semi-structured interviews with 15
financial managers and expert analysts selected purposefully based on at least five years of experience analyzing financial
reports. The analysis process included open, axial, and selective coding. Credibility and reliability were ensured through Guba
and Lincoln’s criteria, and inter-coder agreement was measured using Krippendorff's alpha and Cohen’s kappa. The results
revealed that negative emotional tone—including financial concerns, profitability decline, liquidity issues, and economic
crises—acts as an early warning indicator of financial distress. In contrast, positive tone, reflected in sustainable growth,
improved cash flow, and reduced debt, indicates financial stability and lower distress risk. Ambiguity regarding economic
outlook and long-term strategies, as well as references to managerial weaknesses, were also associated with increased
distress risk. Moreover, external factors such as economic volatility, sanctions, and legal issues significantly influenced the
tone of reports and distress prediction. Analyzing the emotional tone of annual reports can serve as a complementary tool to
guantitative models for predicting financial distress, enabling analysts, managers, and investors to identify early warning
signals of financial crises. It is recommended that companies and regulators integrate thematic analysis and natural language
processing into financial health assessment frameworks.
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Extended Abstract

Introduction

Financial distress prediction remains one of the most critical areas of corporate risk management and sustainable business
performance (Sethi, 2025). Organizations facing financial failure not only jeopardize shareholder wealth but also threaten
employment, disrupt market stability, and diminish investor confidence (Nguyen & Ahmed, 2023). Traditional models of
distress prediction have largely relied on historical accounting ratios and market-based indicators; however, these models
are often limited in capturing the subtle, forward-looking cues embedded in managerial communication (Alaka et al., 2018).
Recent advancements highlight the importance of incorporating qualitative and narrative indicators, particularly the
emotional tone of annual reports, as a complementary source of early warning signals (Liang et al., 2020; Wang et al., 2020).

Annual reports are a crucial channel through which managers communicate both financial and strategic outlooks to
external stakeholders (Sheikhzadeh & Bani Asad, 2020). Beyond numerical disclosures, the language and emotional framing
used in these reports can implicitly signal a company’s health or vulnerability (Chen et al., 2021). Studies have shown that
negative sentiment, such as references to declining profitability, liquidity issues, or market volatility, often precedes financial
failure (Hobson et al., 2012; Huang et al.,, 2022). Conversely, when positive language is substantiated by stable
fundamentals—such as cash flow improvement and debt reduction—it may serve as an indicator of stability (Goel et al., 2023;
Mehrabi et al., 2024).

The integration of text mining and machine learning into financial distress prediction has gained traction in recent years
(Abedin et al., 2022; Araci, 2019). These technologies allow the extraction of nuanced emotional and semantic signals from
textual disclosures, enhancing the predictive performance of traditional models (Ali et al., 2022; Lotfi et al., 2024). Moreover,
thematic analysis has emerged as an effective qualitative approach to systematically categorize and interpret emotional tone
dimensions in corporate reports (Byrne, 2022; Sheikhzadeh & Bani Asad, 2020). Combining thematic exploration with
advanced computational models helps bridge the gap between qualitative interpretation and quantitative prediction,
providing a richer understanding of corporate narratives (Garain et al., 2022; Gullo et al., 2023).

Despite these advances, there is still a lack of structured frameworks for systematically identifying and categorizing
emotional tone in reports, particularly in volatile and emerging economies where external shocks such as sanctions and
inflation influence reporting behavior (Cao et al., 2020; Nguyen & Ahmed, 2023). This study addresses this gap by qualitatively
analyzing the emotional tone of annual reports to uncover their key dimensions and explore their relationship with financial
distress. The results contribute both theoretically, by refining narrative-based risk assessment models, and practically, by
providing decision-makers with early-warning indicators for proactive risk mitigation (Mohammadi & Sirani, 2023; Nazarian
et al., 2023; Sethi, 2025).

Methods and Materials

This research employed a qualitative design using thematic analysis to explore the emotional tone of annual reports and
its association with financial distress. Data were collected through semi-structured interviews with 15 experts, including
financial managers and professional analysts with extensive experience in reviewing and interpreting corporate disclosures.
Participants were selected purposefully to ensure deep familiarity with both financial performance evaluation and textual

interpretation of reports.




JAHAN TIGH ET AL.

The analysis followed Braun and Clarke’s six-phase thematic framework, beginning with data familiarization and open
coding, followed by axial and selective coding to refine and categorize patterns. Inter-coder reliability was measured using
Cohen’s kappa and Krippendorff’s alpha to ensure analytical rigor. Credibility and trustworthiness were further supported
through member checking and peer debriefing. The study also integrated document analysis by reviewing actual annual
reports to cross-validate emergent themes with authentic corporate narratives.

Findings

The thematic analysis produced a multi-dimensional framework for understanding emotional tone in annual reports and
its relationship with financial distress. Five major themes emerged:

1. Negative Emotional Tone: Recurring expressions of uncertainty, financial loss, liquidity concerns, and external
economic pressures formed the most salient cluster. Terms and narratives reflecting declining profitability, delayed
payments, and inability to meet obligations were consistent indicators of distress.

2. Positive Emotional Tone with Substantive Evidence: Reports displaying optimism backed by verifiable
improvements, such as enhanced cash flow, reduced leverage, and increased market share, were associated with
financial stability. Stakeholders interpreted these positive cues as credible when aligned with quantitative results.

3. Ambiguity and Uncertainty: Ambiguous future outlooks, use of hedged language regarding market conditions, and
avoidance of clear forward-looking statements indicated potential management concern. Vague descriptions of
strategy, undefined performance targets, and unclear plans for overcoming challenges were closely linked with
increased financial risk.

4. Managerial Narratives and Leadership Indicators: Frequent references to leadership restructuring, internal
inefficiencies, or corrective plans suggested underlying managerial instability. Such narratives raised concerns about
governance quality and the company’s ability to implement strategic change effectively.

5. External Environmental Pressures: Reports that heavily referenced sanctions, regulatory changes, currency
volatility, and geopolitical risk were strongly correlated with distress, reflecting an environment-driven vulnerability.
The weight of external threats in managerial communication shaped investor risk perception and signaled potential
fragility.

Collectively, these themes illustrate that emotional tone extends beyond a simple positive-negative polarity. Nuanced
signals—particularly ambiguity and management-driven framing—play a crucial role in shaping market expectations and
providing early warnings of distress.

Discussion and Conclusion

The study’s findings demonstrate the predictive value of narrative disclosure, reinforcing prior research advocating the
integration of textual signals with financial metrics in distress prediction (Huang et al., 2022; Li et al., 2021; Wang et al., 2020).
The presence of negative emotional tone in corporate reports supports earlier evidence that pessimistic or risk-laden
language can precede deterioration in financial health (Hajek et al., 2020; Hobson et al., 2012). Moreover, the results extend
the work of (Goel et al., 2023) and (Mehrabi et al., 2024) by showing that positive language alone is insufficient; it must be
supported by verifiable operational improvements to be meaningful and trustworthy to stakeholders.

One of the novel contributions of this research is the identification of ambiguity as a distinct narrative risk signal. While

previous models have concentrated on polarity-based sentiment (positive vs. negative), our results echo (Byrne, 2022) and
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(Zeng et al., 2019) in emphasizing that uncertainty-laden narratives provide additional predictive power. In contexts with
volatile macroeconomic conditions, the frequency and intensity of ambiguous statements increase and signal managerial
caution.

The study also underscores the importance of managerial storytelling and governance cues in corporate narratives.
Building on (Marzuki et al., 2022) and (Nazarian et al., 2023), our findings indicate that when companies report frequent
leadership changes or internal inefficiencies, it may reveal strategic fragility and resource mismanagement, which investors
should treat as early warning signals.

Another important insight is the interaction between external environment and narrative construction. Firms facing
external shocks such as sanctions, inflation, or regulatory uncertainty often encode these threats in their reports, aligning
with (Nguyen & Ahmed, 2023) and (Cao et al., 2020). This relationship suggests that combining macroeconomic risk factors
with narrative analysis could significantly improve early warning systems, especially in emerging markets where
environmental volatility is high.

Methodologically, this study validates the use of thematic analysis for structuring narrative indicators of financial distress
(Byrne, 2022; Sheikhzadeh & Bani Asad, 2020). While many prior works have relied solely on automated sentiment tools, our
approach provides a deeper qualitative understanding that can later be integrated into machine learning frameworks. This
aligns with calls from (Abedin et al., 2022; Ali et al., 2022; Gullo et al., 2023) for combining human-driven insight with
computational scalability to improve prediction accuracy.

The findings contribute to both academic discourse and practical applications. Theoretically, the study refines the
conceptualization of emotional tone beyond binary sentiment, integrating ambiguity, managerial narrative, and external
context as meaningful predictors. Practically, the framework offers analysts, investors, and regulatory authorities actionable
early warning signals for risk assessment and proactive decision-making. Companies themselves may also benefit by
understanding how their narrative choices impact investor perception and creditworthiness (Lotfi et al., 2024; Mohammadi
& Sirani, 2023; Sethi, 2025).

In conclusion, this research highlights the strategic importance of language in financial reporting and its potential to
strengthen predictive models of distress. By systematically mapping the emotional and narrative dimensions of annual
reports, we move toward more holistic, forward-looking risk assessment frameworks. The integration of thematic findings
with advanced machine learning could lead to new hybrid models that are both interpretable and highly accurate, improving

corporate transparency and protecting stakeholder interests in complex and uncertain economic landscapes.
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