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Abstract
This study aims to investigate not only Narrative Disclosure Tone predictive power, but
also who has this power within companies to predict future performance in the UK context (executive vs. governance). We conduct a computerized textual analysis to measure
the tone of UK annual reports narratives. Our results contribute to accounting and financial reporting literature by showing that corporate narrative tone can predict future performance. However, answering our main question about who has this predictive power, we
found executives’ reporting tone has the power to predict a company’s future performance
but not governance tone. Considering the moderation effect of the 2014 financial reporting
guidance, we found this guidance increases corporate narrative tone power in general and
executive tone in particular in predicting future performance. Moreover, the current study
contributes to financial reporting literature by providing a UK evidence, which operates
under the principles-based approach with more flexibility in financial reporting than the
US context that follows the rules-based approach. Finally, this study has practical implications for regulators and external users of financial reporting.
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1 Introduction
Narratives provide credible information alongside financial statements that can affect
firms’ outcomes (e.g., Merkley 2014; Yekini et al. 2016; Loughran and McDonald
2016). Prior studies in accounting and financial reporting literature have investigated
narrative disclosures in different ways as follows, risk reporting (e.g., Linsley and
Shrives 2006; Elshandidy, Fraser and Husssainey 2015; Hussein et al. 2020), ForwardLooking disclosure (e.g., Hassanein et al. 2019; Hussainey et al. 2003) and Corporate
Social Responsibility (CSR) (e.g., Gray et al. 1995; Dhaliwal, Li, Tsang and Yang
2011). However, it is substantial to investigate how this information is being framed to
stakeholders (Blankespoor 2018; Henry and Leone 2016; Pennebaker et al. 2003). As
previous studies show that the way of presenting such information affects firms’ outcomes and market reaction (e.g Henry and Leone 2016; Brochet et al. 2019). This drives
us to explore Narrative Disclosure Tone (NDT) and how managers use language to present information to external users. Tone refers to the optimistic (pessimistic) language
used by managers in narrative reporting to convey material information about the company (Henry 2008).
Most of NDT studies investigated the short-term effect of tone on stock market using
event study approach and found positive market reaction to optimistic tone (e.g., Price
et al. 2012; Feldman et al. 2010; Rahman 2019; Davis and Tama-Sweet 2012; Barakat
et al. 2019). However, studies about tone predictive power and its long-term effects are
limited (Wisniewski and Yekini 2015; Marquez‑Illescas, Zebedee and Zhou 2019). Subsequently, in the current study we are focusing on tone predictive power and its ability
to expect companies’ future performance in the UK context.
It is worth mentioning that our study aims to examine not only narrative tone predictive power, but also, who has this predictive power inside the company (executives
or governance). No one can expect both groups to have the same tone consistency and
the same effects on firms’ outcomes, as both have a different narrative reporting nature
with different responsibilities to report. Executives are responsible for providing a fair
view about operational performance, financial reviews and future strategies that might
affect future performance. Whereas, governance is responsible for monitoring the internal quality controls, risk management and firms’ going concern, which might affect
future performance (Melloni, Stacchezzini and Lai, 2016). Therefore, we aim to investigate who has the power to expect future performance (executives vs. governance).
Moreover, the UK context is different from the US context, where most tone studies
were conducted. The UK context has more flexibility in financial reporting as it follows
principle-based approach which might give more opportunities for tone management.
However, the US context follows the rule-based approach that has more restrictions in
narrative reporting.
We use Loughran and McDonald (2011) wordlist in the textual analysis to measure the tone of narrative reporting in the UK annual reports, after excluding the notes
of financial statements and external audit reports. Our sample ended by having 2,322
observations from 2010 to 2019. Loughran and McDonald (2011) wordlist was chosen because it is more applicable in financial reporting and business communications
research as it was extracted from financial documents (Bassyouny et al. 2020). In addition, it is more comprehensive compared with other financial based wordlists (Loughran
and McDonald 2016). Choosing this examination period allows us to investigate the
moderation effect of Financial Reporting Council (FRC) narrative guidance issued in
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2014 and if it improves narrative tone power in predicting future performance. Moreover, we chose annual reports as a channel of narrative disclosure, because it is the
largest narrative sample that can represent a company’s narrative reporting style (Wisniewski and Yekini 2015).
Our results show that corporate narrative tone can predict future performance, as we
found a positive and significant association between net optimistic tone and future ROA.
However, investigating the debate about who got this predictive power, we found executive’s net optimistic tone is positively and significantly associated with future performance,
however governance’s tone cannot predict future performance. Therefore, we conclude that
executive’s tone has the power to predict a company’s future performance but not governance’s tone. Considering the moderation effect of FRC narratives guidance, we found the
narratives guidance issued in 2014 increases corporate narrative tone’s power in general
and executives’ tone in particular in predicting future performance. We report these results
after finding narrative tone differs among executives and governance sections. Our results
are robust by using an alternative proxy for future performance and abnormal optimistic
tone.
This study contributes to accounting and financial reporting literature as follows. First,
it contributes to the debate on who has the power to predict future performance inside the
company (executives vs. governance). Second, to the best of our knowledge, our study is
the first to provide evidence about how narrative linguistic features, named as tone, can
predict companies’ future performance in the UK that follows a principles-based approach
with more flexibility in financial reporting style than the US context. Third, it sheds light
on the moderation effect of FRC narrative guidance in improving tone’s power to predict
future performance. Our study has practical implications by showing investors and analysts
the part of annual reports that might predict future performance and providing evidence
about the importance of narratives guidance issued by regulators.
Section 2 discusses previous NDT studies and hypotheses development. Second 3
presents the methodology, variables definitions and the empirical model. While Sect. 4
focuses on sample selection and data description. While, Sect. 5 shows the main results of
the current research, robustness tests and additional analyses. Finally, Sect. 6 presents the
conclusion and the limitations of our research.

2 Literature review and hypotheses development
2.1 The importance of narratives
In the last decade, textual analysis received more attention in accounting and financial
reporting literature (Loughran and Mcdonald 2016; Ataullah et al. 2018). In particular,
researchers aim to investigate firms’ communication strategies and their impact on investors and financial outcomes (Blankespoor 2018). One of the main channels of communication between the company and external uses is narrative disclosure as part of corporate
financial reporting (Schleicher and Walker 2010). Previous research proved that narratives
provide credible information alongside financial statements that can affect market reactions
and firms’ outcomes (e.g., Merkley 2014; Huang et al. 2014; Henry 2008; Davis and TamaSweet 2012; Yekini et al. 2016). They argue that narratives can discuss several aspects,
which cannot be covered in financial statements such as firms’ strategies, future plans and
environmental practices. Moreover, narratives can solve the lack of financial background
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for some investors as they explain beyond financial statements in a simple way (ArslanAyaydin et al. 2016). In addition, over 70% of financial reporting documents now are narrative disclosures which means researchers should give more attention to these textual disclosures and how they affect firms’ outcomes (Li 2010).

2.2 Prior studies in narrative tone
Nowadays, researchers in accounting and financial reporting literature argue that it is substantial to know, not only the information content of financial reporting, but also how this
information is being framed to stakeholders (Bassyouny et al. 2020; Henry and Leone
2016). As a result, previous research investigated the effect of narrative tone, as one of the
important characteristics of narratives, on firms’ outcomes. Prior studies investigated the
effect of narrative tone among different channels as following press releases (e.g., Henry
2008; Davis et al. 2012; Davis and Tama-Sweet 2012; Kimbrough and Wang 2013; Huang
et al. 2014;), social media and online reportage (e.g., Tetlock 2007; Tetlock et al. 2008;
Sprengers et al. 2014; Bartov et al. 2018; Bhardwaj and Imam 2019), conference calls (e.g.,
Davis et al. 2015; Price et al. 2012), and annual reports (e.g., Kothari et al. 2009; Loughran
and McDonald 2011 and Yekini et al. 2016).
The great majority of prior studies, which examine the consequences of narrative tone,
focus on short-term effects, however, studies about the long-term effects are limited (Wisniewski and Yekini 2015). Most of these studies conducted a short window event study, a
few days before and after the event, to examine market reaction to narrative tone in such
a context. They expected and found that firms display more positive tone than negative
to make investors think about the positive side of the company’s performance, therefore,
investors react positively in stock markets (e.g., Price et al. 2012; Henry 2008; Feldman
et al. 2010; Loughran and McDonald 2011; DeHaan et al. 2015; Henry and Leone 2016;
Brochet et al. 2019; Rahman 2019; Barakat et al. 2019; Gordon et al. 2013). Similar to
previous research, Davis and Tama-Sweet (2012) found a positive market reaction, using
cumulative abnormal return, to net optimistic tone in press releases and MD&A immediately the day after the issuing date. However, they reported that companies disclose a
more optimistic tone in quarter press releases compared with the MD&A section in 10-Ks,
because press releases are more timely documents that get more attention from investors.
In contrast, Huang et al., (2014) conducted three different event studies to investigate
the immediate and the long-term market reaction to narrative tone. They noticed investors
react positively to positive tone immediately after the press releases are published, but they
react negatively in the long term (120 days). These results mean companies sometimes
play games with investors and present some bad news in a positive way to let investors
react positively for short-term purposes. Similarly, Schleicher and Walker (2010) argue that
firms manipulate the tone in order to mislead investors, as they found declining performance companies bias the tone upwards to give investors a good impression about firm
performance.
In a different way, Borochin et al., (2018) found that a higher positive tone in conference
calls is beneficial as it decreases market uncertainty in the US context. However, Baginski
et al., (2018) found a more positive tone leads to more disagreement, measured by trade
volume between investors. Nevertheless, in their additional analysis, they have similar
results with Tan, Wang and Zhou (2014) as they found small investors are more likely to be
misled by an optimistic tone than sophisticated investors.
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2.3 Hypotheses development
2.3.1 Executives vs. governance narrative reporting
This study aims to investigate not only tone predictive power for future performance, but
also who has this power inside the company (executives or governance). Therefore, in this
section, we explore and discuss the narrative reporting features for both executives and
governance sections. It is noticeable that executives and governance teams are the strongest two groups within the company in general and are included in the narrative reporting
process in particular, as these sections represent over 70% of annual reports narratives (Li
2010). However, no one can expect that these two groups with different responsibilities
would have the same tone in their narrative reporting and the same effects on firms’ outcomes. On one hand, executives provide information about current and future performance,
financial position, operational and financial review and future developments and strategies
(Clatworthy and Jones 2003; Davis et al. 2015). Executives report this information in order
to give a fair review for the company’s’ future and provide material information for investors and external users (Yekini et al. 2016; Marquez‑Illescas et al. 2019).
On the other hand, governance team in general and audit committee in particular are
responsible for monitoring the effectiveness of internal quality control, risk management
system, corporate going concern and monitoring the financial reporting process (Zalata
et al. 2018). According to the previous discussion, and how different the responsibilities
are for both groups, consequently, their narrative reporting style, we argue that both groups
have different tone consistency in UK annual reports narratives.
H1: Net optimistic tone differs in UK annual reports narratives among executives and
governance sections.

2.3.2 Tone predictive power
Most NDT studies focus on short-term market reactions as tone consequences (e.g., Davis
et al. 2012; Yekini et al. 2016). However, narratives contain useful information discussing
firm’s future visions, strategies and operations which might affect future performance for
the long-term (Bryan 1997). Therefore, our main focus for the current study is to investigate the tone predictive power by examining if narrative tone can predict future performance for the subsequent years.
Few studies have examined the long-term consequences of narrative reporting. Wisniewski and Yekini (2015) found that UK narrative characteristics, named as Activity and
Realism, can predict future abnormal returns using a long window event study (1, 250),
whereas Bryan (1997) found MD&A disclosure level, especially the discussion of future
operations is associated with the next quarter performance. Our study is different from
these previous studies. While they focused on the characteristics of narratives in general
and the amount of disclosures in narrative reports, we focus on the presenting method and
how managers frame information to external users, not the content of information, to investigate if the tone of these narratives can predict future performance.
Moreover, few studies have investigated narrative tone predictive power and they
found optimistic tone is associated with higher future ROA in the subsequent quarter (Davis et al. 2015; Patteli and Pedrini 2014; Boudt et al. 2018; Druz et al. 2020).
Whereas, D’Augusta and DeAngelis (2020) confirm these findings and add that the
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relationship between tone and earning performance depends of whether the company
meets or beats investors’ expectations. In addition, previous studies link NDT with
social performance and found optimistic tone is associated with future CSR performance (Du and Yu 2020). However, our study adds to previous studies in different
ways as follows. First, the current study aims to report about not only narrative tone
predictive power, but also, who has this predictive power inside the company, is it
the executives or governance. This might have an implication to investors and analysts
providing them with the part of annual reports narratives that can expect company’s
future performance. Second, prior studies in this area examined US data, whereas we
are investigating the UK context, which has different regulatory settings. The UK follows a principles-based approach that provides more flexibility in financial reporting
than the US context that follows rules-based approach (Bassyouny et al. 2020; Yekini
et al. 2016). Third, it aims to investigate the effect of 2014 FRC narrative guidance in
monitoring tone predictive power and its ability to expect future performance. Fourth,
previous studies focused on accounting-based performance as a proxy of future performance; however, in the current study we consider both accounting and market-based
performance to investigate future performance.
In addition, prior studies suggest that firms with good performance disclose this
information positively to send signals to the external users, and both current and
potential investors about their performance to differentiate themselves from companies
with poor performance (Clatworthy and Jones 2003; Spence 1973). Therefore, they
will have a more optimistic tone in their narratives trying to describe the current performance and giving good indicators for future performance and a company’s position
in stock markets (Smith and Taffler 2000). According to the previous discussion, the
current study expects narrative tone to predict future performance.
H2: There is a significant positive association between net optimistic tone in UK
annual reports narratives and future performance.
As mentioned above, we aim to report about not only narrative tone predictive
power, but also who has this predictive power (executives or governance). Executives are responsible for providing external users with a fair review about firm performance and future plans. Moreover, they aim to maximize their benefits by focusing
on good news and presenting information in a positive way to satisfy current investors and attract potential investors (Patteli and Pedrini 2014; Davis et al. 2012; Yekini
et al. 2016; Bartov et al. 2018; Clatworthy and Jones 2006; DeBoskey et al. 2019).
Therefore, we argue that executives’ tone might expect company’s future performance.
Whereas governance teams are responsible for monitoring the financial reporting process and reporting about firm responsibilities, principle risks and going concern which
affects firms’ outcomes (Melloni et al. 2016; Mangena and Pike 2005). We argue that,
as long as governance teams are responsible to report about principle risks and firms’
going concern, these reports can be related to expecting future performance. Therefore, we aim to investigate which group’s tone has the predictive power and can expect
firm future performance.
H2a: There is a significant positive association between executive’s net optimistic
tone in UK annual reports narratives and future performance.
H2b: There is a significant positive association between governance’s net optimistic
tone in UK annual reports narratives and future performance.
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2.4 The research context
We argue that the UK is a unique context to investigate narrative tone for two reasons.
First, the UK regulatory setting is different from the US context, where most of the NDT
studies have been conducted. The UK follows a principle-based approach, which has more
flexibility in narrative reporting and allows managers to be more inclined in framing the
tone of narrative reporting, compared with the US, which follows a rule-based approach
with more restrictions in narrative reporting style (Yekini et al. 2016). Second, the UK
regulation settings received more attention about narrative reporting recently from FRC
by issuing the guidance for strategic reporting in 2014, which aims to improve the UK
narrative reporting and encourages companies to disclose information related to long-term
performance (FRC 2014).

3 Methodology
3.1 Tone measurement
This study aims to examine narrative tone predictive power and if tone can predict future
performance in the UK context. Therefore, we conduct a computerized textual analysis and
employ the bag-of-words approach by using a software called CFIE in order to measure the
tone of narrative reporting. This approach is commonly used in financial reporting research
and in NDT research in particular. It aims to calculate the frequency of positive and negative words in the financial documents in order to capture the tone of narrative reporting
(Bassyouny et al. 2020; Henry and Leone 2016).
Following previous studies in NDT (e.g., Feldman et al. 2010; Davis and Tama-Sweet
2012; Marquez‑Illescas et al. 2019; Huang et al. 2014; Lee and Park 2019), we chose
Loughran and McDonald (2011) wordlist to measure NDT. The reasons behind that are,
first, it is generated based on a financial document,10-K filings, consequently it is more
applicable in financial reporting studies than other general dictionaries (Bassyouny et al.
2020). Second, it is more comprehensive compared with Henry (2008) wordlist. As a
result, net optimistic tone is calculated as (Positive–Negative) words divided by the total
number of words to control for the length of the annual reports (Feldman et al. 2010; Davis
et al. 2015; Loughran and McDonald 2011; Davis and Tama-Sweet 2012; Arslan-Ayaydin
et al. 2016).
Since our objective is to investigate not only tone predictive power, but also to find out
who has this power, executives vs. governance, to predict future performance. We have
three proxies of net optimistic tone. First, corporate Net Optimistic Tone, which covers the
tone of entire annual report narratives to examine if narrative tone is able to predict future
performance. Then, in order to examine who has the predictive power we extracted executive sections and governance sections to measure the net optimistic tone for both groups.
Therefore, the second is Executives Net Optimistic Tone, which focuses on executives’
reporting (Chairman Statements, CEO letters to shareholders, Operational and Financial
review written by CEO and CFO of the company). The third is Governance Net Optimistic
Tone, which focuses on governance reports, including audit committee reports.
This study focuses on the UK corporate annual reports narratives that represents the
company’s narrative reporting style, therefore we excluded the external auditor reports
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Table 1  Variables definition
Variable

Definition

Net_Tone

Number of (positive words-negative words) divided by the total number of words in
annual report

Exec_Net_Tone

Number of (positive words-negative words) in the executives’ section divided by the
total number of words of that section
Gov_Net_Tone
Number of (positive words-negative words) in the governance’s section divided by
the total number of words of the section
ROA + 1
Proxy of future performance, using future return on assets for the subsequent year
ROE + 1
Alternative measure for future performance, return on Equity (ROE) ratio
Firm Size
Natural logarithm of total assets at the end of fiscal year
Leverage
Total liabilities over total assets
MTB
Market price to book value ratio
Dividend
dividend per share
ROA
Return on assets, as an indicator for current performance
Sales growth
Change in sales compared with the previous fiscal year
FRC
Dummy variable = 1 for years after 2014, and equal 0 otherwise
Board Independence Percentage of independent directors in the board
Board Diversity
Percentage of females on board of directors per year
AC_Size
Number of members on the board of directors
AC_IND
Percentage of independent members in the audit committee
AC_Activity
Number of audit committee meetings per year
CEO_Comp
Natural log for total salaries and bonuses that the CEO gets from the company

section and the notes of financial statements. We chose CFIE software to conduct textual
analysis as CFIE is designed for the UK annual reports PDF structure and it transfers the
PDF to text and separates the entire annual report to different sections based on the table
of contents in the PDF file (El-Haj et al., 2020). After that, it gives the results of word
frequencies for the whole annual report and the separated sections as well, therefore, it is
suitable for the current study since we are examining the whole annual report plus focusing on specific sections. Moreover, it is important to mention that UK listed companies are
required to release their annual reports at the latest four months after the end of the fiscal
year, therefore we link the tone of annual reports with the performance of the subsequent
year to investigate tone predictive power. Finally, other firm financial characteristics variables to measure future performance and control variables are defined in Table 1.

3.2 Empirical models
We investigate tone predictive power in UK context by applying the following regression
model:
ROA + 1it+1 = ∝ +𝛽1 Net_Toneit + 𝛽2 Sizeit + 𝛽3 Leverageit + 𝛽4 MTBit + 𝛽5 DIVit
+ 𝛽6 ROAit + 𝛽7 S_Growthit + Year_FEt + Firm_FEt + IND_FEi + 𝜀it
(1)
ROA + 1 is a proxy for future performance measured as ROA for the subsequent fiscal year (Davis et al. 2015; Patteli and Pedrini 2014). Whereas Net_Tone is equal
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(positive–negative) words divided by the total number of words in order to control for the
length of the annual reports (e.g., Bassyouny et al. 2020; Davis and Tama-Sweet 2012;
Arslan-Ayaydin et al. 2016; Yekini et al. 2016). This model controls for firm characteristics that might affect firms’ outcomes as follows. Previous studies suggest controlling for
Firm_Size because big companies have more conservatism strategies and disclose more
balanced information to avoid future risks (Rogers et al. 2011). Moreover, we control for
credit crunch using leverage ratio (Yekini et al. 2016). In addition, we control for Sales_
growth, ROA, Dividend and MTB, as an indicator for growth, current performance, investment activities and market risk respectively (Bassyouny et al. 2020). Moreover, we include
firm-fixed effect in order to control for firm time invariant characteristics and reduce endogeneity issues.
To investigate who has the power inside the company to predict future performance, we
run the same model but using Executives_Net_Tone and Governance_Net_Tone, instead of
Net_Tone, respectively in model (2) and (3).
ROA + 1it+1 = ∝ +𝛽1 Exec_Net_Toneit + 𝛽2 Sizeit + 𝛽3 Leverageit + 𝛽4 MTBit + 𝛽5 DIVit
+ 𝛽6 ROAit + 𝛽7 S_Growthit + Year_FEt + Firm_FEt + IND_FEi + 𝜀it

(2)

ROA + 1it+1 = ∝ +𝛽1 Gov_Net_Toneit + 𝛽2 Sizeit + 𝛽3 Leverageit + 𝛽4 MTBit + 𝛽5 DIVit
+ 𝛽6 ROAit + 𝛽7 S_Growthit + Year_FEt + Firm_FEt + IND_FEi + 𝜀it

(3)
where Exec_Net_Tone equal (positive–negative) words in the executive section divided by
the total number of words for the section. Whereas, Gov_Net_Tone equal (positive–negative) words in the governance section divided by the total number of words for the section.
We use the same control variables that were used in model (1) as explained above.

4 Data
Our sample is based on FTSE All-Share Index. However, we excluded 283 firms from the
financial services sector because of having different accounting practices and financial
statements structure (Schleicher and Walker 2010). In addition, we excluded 36 firms with
missing data and companies that their annual reports were available as pictures and it was
not possible to transfer them to text for the textual analysis process. Our final sample consists of 224 UK listed companies from 2010 to 2019. Our sample starts from 2010 to avoid
the noises during the financial reporting crisis.
In addition, investigating NDT in this period will allow us to cover UK narrative reporting around the 2014 FRC narrative reporting guidance. As we aim to report about the FRC
moderation effect on the relationship between NDT and future performance in order to
know whether this regulatory guidance has an effect or not. We collected the annual reports
for our sample from Bloomberg database and firms’ websites, that was reflected in having
2,322 firm observations.
While prior tone studies investigated different channels of narrative reporting, we are
focusing on annual reports rather than other channels of financial reporting for two reasons.
First, annual reports provide a larger sample of narratives that can represent the narrative
reporting style for the company (Wisniewski and Yekini 2015; Loughran and Mcdonald
2016). Second, analyzing annual reports narratives enables us to provide information about
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Table 2  Descriptive statistics

Variable

Obs

Mean

Net_Tone

2,322

0.0021

Exec_Net_Tone
Gov_Net_Tone
ROA + 1
Size
Lev
MTB
DIV
ROA
S_Growth
ROE + 1
ROA + 2
B_IND
B_Diversity
AC_Size
AC_IND
AC_Activity
CEO_Comp

2,322
2,322
2,322
2,322
2,322
2,322
2,322
2,322
2,322
2,322
2,321
2,206
2,206
2,206
2,206
2,206
2,206

0.1428
0.0471
6.2965
7.2090
21.7787
4.2415
0.2186
6.2966
8.246
24.89
6.897
60.884
15.583
3.623
97.983
4.223
14.196

Std.Dev Min
0.0051 − 0.0982
0.0052
0.0053
14.9052
1.7007
18.3461
37.8824
0.3419
92.9912
22.416
82.99
15.379
12.984
11.032
0.9165
8.674
1.488
0.841

0.0425
− 0.0595
− 68.9512
2.3228
0
− 964.2491
0
− 345.5713
− 93.44
− 254.86
− 69.129
0
0
2
0
0
9.876

Max
0.0550
0.1957
0.0862
236.7815
12.9270
165.5771
918.2393
3.07
240.862
383.89
209.256
278.145
92.86
57.14
8
100
15
18.069

tone consistency in annual reports narratives and compare between the tone of executives
and governance sections to examine who has the tone predictive power.
Finally, in order to examine tone predictive power and its effect on future performance,
we collect data about firm performance (ROA + 1) and other firm financial characteristic
data from the Bloomberg database. In addition, more control variables were collected from
Bloomberg as mentioned in the variables definition in Table 1.

5 Empirical results
5.1 Descriptive statistics and correlations
Table 2 presents the variables’ descriptive statistics. The mean value of Net_Tone in our
sample is 0.002, which shows that UK annual reports narratives have a variation between
positive and negative words; however, they have more positivity. This value is similar to
NDT studies that measure net optimistic tone by calculating (positive–negative) words
divided by the total number of words in order to control for the length (e.g., Yekini et al.
2016; Davis and Tama-Sweet 2012; Davis et al. 2015; Marquez‑Illescas et al. 2019). It is
obvious that the mean value of Exec_Net_Tone and Gov_Net_Tone is different. The mean
value of Exec_Net_Tone is 0.1428 indicating that 14.28% of executive sections in annual
reports have optimistic tone. However, the mean value of Gov_Net_Tone is 0.0471 indicating that just 4.71% of governance sections in annual reports have optimistic tone. Therefore, we conclude that executives have more optimistic tone in annual reports narratives
compared with governance reporting, supporting H1 assuming that net optimistic tone differs among executives and governance sections.
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We argue that these results can be explained by the different responsibilities for both
groups as executives are responsible for giving a fair view about companies’ performance,
and therefore, they want to present the information in a positive way to attract new investors. However, governance team is more responsible for monitoring the financial reporting
process, internal control quality, risk management strategies and going concern. Moreover,
our descriptive shows that Fut_ROA has an average of 6.29 and the average of firm size in
our sample is 7.21. The mean value of (DPS) is 0.22, also the mean value of the current
performance according to (ROA) is 6.29.
Table 3 shows the Person correlation matrix, moreover it provides an initial relationship
between the explanatory variables and the association with the dependent variable (Fut_
ROA); In addition, it shows any potential indicators for multicollinearity. The correlation
matrix shows that small companies, firms with higher growth, higher current performance
and lower leverage ratio have more optimistic tone and better future performance. These
findings are similar to previous NDT studies (e.g., Wisniewski and Yekini 2015). Finally,
it is noticeable that the correlation among the explanatory variables is comparatively low,
suggesting no multicollinearity problems in our examination.

5.2 Multivariable results and discussion
5.2.1 Corporate narrative tone predictive power
Table 4 shows the main findings of the OLS regression of the current study. Column (1)
reports about corporate narrative tone predictive power of future accounting performance.
We found that corporate net optimistic tone in annual reports narratives is positively and
significantly associated with future ROA, showing a 0.1548 coefficient and t score of 3.69.
Supporting H2, which is assuming that, net optimistic tone in the UK context can predict
future performance. This is consistent with prior studies in the US context arguing that narrative tone is positively associated with the subsequent quarter performance (e.g., ArslanAyaydin et al. 2016; Davis et al. 2015). In addition, the high R2 is because of controlling
for the current performance for the company, these results are similar to previous literature
(e.g., Davis et al. 2012; Li 2010). Moreover, this result supports signalling theory, which
assumes that improving performance companies aim to send a good signal about current
and future performance to external users to distinguish themselves from companies with
bad performance (Smith and Taffler 2000).
In addition, we control for firm characteristics that may impact future performance. We
found that small firms and lower leverage ratio companies have better performance for the
subsequent year whereas companies with higher growth, current performance and those
paying more dividends have better future performance. In order to examine if multicollinearity problem impacts the findings in model (1), we calculate the variance inflation factor
(VIF) which is a common way that is used in accounting and finance literature to indicate
for multicollinearity if the value is higher than 10 (Chatterjee and Price 1991). The VIF
value for model (1) is 4.18; consequently, we report no multicollinearity problem in this
model.

5.2.2 Executives vs. governance tone predictive power
As mentioned before, the current study aims to report about not only narrative tone
predictive power, but also who has this predictive power inside the company, is it the
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1

0.7701***
0.3460
0.1273***
− 0.0445**
− 0.0579***
0.0221
0.0403**
0.0588***
0.0956***

Net_Tone

Exec_Net_Tone
Gov_Net_Tone
FUT ROA
Size
Lev
MTB
DIV
ROA
S_Growth

1
0.1640
0.1143***
− 0.0285
− 0.0855***
0.0214
0.0850***
0.0475**
0.0879***

Exec_Tone

1
0.0131
− 0.0368**
0.0345**
− 0.0083
− 0.0111
0.0325
0.0173

Gov_Tone

1
− 0.1172***
− 0.0921***
0.5100***
0.0849***
0.7695***
0.0716***

FUT ROA

1
0.2661***
− 0.0983***
0.4599***
− 0.0980***
− 0.0806***

Size

*Significance at the 10% level; **significance at the 5% level; *** significance at the 1% level

Net_Tone

VAR

Table 3  Correlation matrix

1
− 0.0383*
0.0288
0.0108
− 0.0921***

Lev

1
− 0.0222
0.5328***
0.0204

MTB

1
0.0519**
− 0.0437**

DIV

1
0.0155

ROA

1

S_Growth
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Table 4  Narratives tone
predictive power (future
performance)

ROA + 1

Model (1)

Model (2)

Model (3)

Intercept

3.6613***
(3.34)

1.1382**
(1.57)

3.2218***
(3.73)

Net_Tone

0.1548***
(3.69)

Exec_Net_Tone
Gov_Net_Tone
Size
Lev
MTB
DIV
ROA
S_Grwoth
Yea FE
Firm FE
Industry FE
Observations
VIF
Adj-R2

− 0.6165***
(− 7.20)
− 0.0149**
(− 0.76)
0.0516***
(9.46)
5.6213***
(3.99)
0.3541***
(1.87)
0.3351***
(5.72)
YES
YES
YES
2,322
4.18
78.60%

0.1556***
(3.74)

− 0.6153***
(− 7.19)
− 0.0152**
(− 0.77)
0.0513***
(9.45)
5.6188***
(3.99)
0.3568***
(1.88)
0.3369***
(5.75)
YES
YES
YES
2,322
4.18
78.59%

0.0417
(0.12)
− 0.5887***
(− 6.81)
− 0.0214**
(− 1.09)
0.0518***
(9.47)
5.9266***
(4.20)
0.3556***
(1.87)
0.3578***
(6.10)
YES
YES
YES
2,322
4.05
78.42%

*Significance at the 10% level; **significance at the 5% level; *** significance at the 1% level. Coefficient for each variable is mentioned,
t-test scores are between brackets

executives or governance. Column (2) and (3) in Table 4 report about executives and
governance tone predictive power of future performance respectively (model 2 and 3).
We found that executives’ net optimistic tone in annual reports narratives is positively
and significantly associated with future ROA, with a coefficient of 0.1556 and t value
of 3.74. Supporting H2a that executives’ net optimistic tone in UK annual reports narratives can predict future performance. However, we found that governances’ net optimistic tone is positively associated with future ROA, with a coefficient of 0.0417 and t
value of 0.12, but it is not significant. Therefore, we reject H2b assuming governance
net optimistic tone can predict future performance.
As a result, we conclude that executive’s tone has the power to predict future performance for the company, but not governances’ tone. These results can be explained by
the nature of narrative reporting for both of them as they have different responsibilities.
Executives provide a fair view about firm performance, operational and financial review,
future developments and strategies, which is more related to future performance. However, governance team is responsible for reporting about risk management and monitoring the process of financial reporting. These results support signalling theory that
managers have more incentive to send good signals about firm performance to external
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users to satisfy current shareholders and attract potential investors (Clatworthy and
Jones 2003).
Moreover, we control for the same firm characteristics that have been used in model (1)
and we found the same results that small companies have better performance and current
profitability and growth ratio are significantly associated with future performance. The VIF
score for model (3) and (4) are 4.18 and 4.05 respectively, and therefore, we conclude there
is not multicollinearity problem in these models.

5.3 Endogeneity checks
5.3.1 Omitted variables bias
In the main analysis for investigating NDT predictive power, we used firm-specific characteristics as control variables. However, this robustness test aims to address the concern
of endogeneity due to omitted variables. Therefore, the current study includes CG mechanisms as additional controls that can affect NDT and future performance (Melloni et al.
2016; Li 2010B). Moreover, we take into account audit committee characteristics because
audit committee plays an important part in monitoring the financial reporting progress
(Wang and Hussainey 2013; Zalata et al. 2018B). Moreover, board characteristics is important to be considered while investigating NDT as it can be one of the effective NDT determinants and it can be related to future performance (Li 2010B; Iatridis 2016). In addition,
we include CEO compensation as control variable because it can be argued that since this
information is available in the annual report, the tone of narratives may not be as important
as the incentive for the CEO to affect future performance.1
Table 5 shows the results of the additional controls to examine the association between
NDT and future performance. The results remain the same after controlling for CG mechanisms and CEO compensation, as this analysis confirms the main results that NDT is associated with future performance and can expect company’s future performance. Moreover,
it confirms the main findings that executives’ tone, but not governance, is associated with
future performance, meaning that it can be used in helping external users in predicting
future performance.

5.3.2 Robustness test (alternative measure for future performance)
We use an alternative measure for future performance in order to account for endogeneity problems related to measurement errors and as a robustness test of our main findings.
While we used future ROA in our main analyses as a proxy of future performance, we use
future Return on Equity (ROE) as an alternative proxy to measure future performance. The
results in Table 6 support our main results that corporate net optimistic tone is positively
and significantly associated with future performance. Moreover, our robustness analyses
confirm that executives’ net optimistic tone, but not governances’ tone, has the power to
predict future performance for the company.

1

We would like to thank the reviewer for the suggestion to include a proxy for CEO compensation.
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Table 5  Omitted variables bias

ROA + 1

Model (1)

Model (2)

Model (3)

Intercept

3.1014***
(1.20)

1.8978**
(1.89)

3.1053***
(3.78)

Net_Tone

0.1456***
(3.49)

Exec_Net_Tone
Gov_Net_Tone
B_IND
B_Diversity
AC_Size
AC_IND
AC_Activity
CEO_Comp
Other controls
Year FE
Firm FE
Industry FE
Observations
VIF
Adj-R2

0.0566***
(2.36)
0.0169**
(1.65)
0.1409
(2.34)
0.0631***
(2.34)
0.4518**
(2.32)
0.1897***
(2.58)
YES
YES
YES
YES
2,206
3.30
78.76%

0.1428***
(3.48)

0.0674***
(2.12)
0.0164**
(0.63)
0.1364
(0.49)
0.0634***
(2.35)
0.4493**
(2.31)
0.1891***
(2.57)
YES
YES
YES
YES
2,206
3.30
78.75%

0.0342
(0.10)
0.0583***
(2.42)
0.0149**
(0.57)
0.1301
(0.47)
0.0637***
(2.35)
0.4827**
(2.47)
0.1951***
(2.65)
YES
YES
YES
YES
2,206
2.03
78.63%

*Significance at the 10% level; **significance at the 5% level; *** significance at the 1% level. Coefficient for each variable is mentioned,
t-test scores are between brackets

5.4 Additional analyses
5.4.1 Moderating effect of FRC narratives guidance
Recently, the UK regulation settings received more attention about narrative reporting
from FRC by issuing narrative reporting guidance in 2014 aiming to improve narrative
reporting quality. Therefore, in our additional analysis we aim to investigate the moderation effect of the guidance issued by FRC on the relationship between narrative tone
and future performance. Consequently, we can report if this guidance helps narrative
tone in predicting future performance and providing external users with relevant useful
information. In order to investigate the FRC narratives guidance moderation effect, we
use the following regression model:
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Table 6  Robustness analysis
(Alternative measure for Future
performance)

ROE + 1

Model (1)

Model (2)

Model (3)

Intercept

1.4635*
(0.50)

1.5037**
(3.10)

1.3376*
(0.42)

Net_Tone

0.1198***
(3.32)

Exec_Net_Tone
Gov_Net_Tone
Size
Lev
MTB
DIV
ROA
S_Grwoth
Year FE
Firm FE
Industry FE
Observations
VIF
Adj-R2

− 3.4661**
(− 0.84)
− 0.1961
(− 1.51)
0.6625***
(9.75)
8.5979**
(1.42)
0.3553***
(2.87)
0.0501
(1.25)
YES
YES
YES
2,322
4.16
73.91%

0.1169***
(3.28)

− 3.3415**
(− 0.81)
− 0.1989
(− 1.53)
0.6623***
(9.74)
9.6486**
(1.43)
0.3573***
(2.89)
0.0515
(1.29)
YES
YES
YES
2,322
4.16
73.90%

0.1929
(0.08)
− 1.6657**
(− 0.40)
− 0.2432*
(− 1.87)
0.6643***
(9.71)
8.0012**
(1.69)
0.3522***
(2.83)
0.0679*
(1.69)
YES
YES
YES
2,322
3.02
73.66%

*Significance at the 10% level; **significance at the 5% level; *** significance at the 1% level. Coefficient for each variable is mentioned,
t-test scores are between brackets

ROA + 1it+1 = ∝ +𝛽1 Net_Toneit + 𝛽2 FRCit + 𝛽3 Net_Tone ∗ FRCit + 𝛽4 Sizeit
+ 𝛽5 Leverageit + 𝛽6 MTBit + 𝛽7 DIVit + 𝛽8 ROAit + 𝛽9 S_Growthit + Year_FEi
+ Firm_FEi + IND_FEi + 𝜀it

(4)
where ROA + 1 and Net_Tone is measured following the same in model (1) as a proxy of
future performance and net optimistic tone respectively. While FRC is a proxy of regulatory narrative guidance issued by FRC equal 1 if year is > 2014 and equal 0 otherwise, Net_
Tone*FRC represents the moderation effect of FRC guidance for the relationship between
Net_Tone and future performance.
Column (1) in Table 7 presents moderation effect of FRC guidance on the relationship between Net_Tone and future performance. While Net_Tone remains positively
and significantly associated with future performance, with a 0.1395 coefficient and t
score of 2.79, the interaction between Net_Tone and FRC is positively and significantly
associated with future performance, with a 0.3357 coefficient and 1.53 t score. These
findings show that the new narratives guidance issued by FRC increases corporate narrative tone power in predicting future performance.
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Table 7  FRC moderation effects

ROA + 1

Model (1)

Model (2)

Model (3)

Intercept

3.2749***
(4.35)

1.3616**
(1.65)

3.2667***
(4.83)

Net_Tone

0.1395***
(2.79)
− 1.7335**
(− 2.15)
0.3357*
(1.53)

− 1.7534*
(− 0.46)

− 1.0192*
(− 1.46)

FRC
Net_Tone*FRC
Exec_Net_Tone
Exec_Net_Tone*FRC
Gov_Net_Tone

0.1357***
(2.93)
0.1698*
(0.57)

Gov_Net_Tone*frc
Controls
Year FE
Firm FE
Industry FE
Observations
VIF
Adj-R2

YES
YES
YES
YES
2,322
4.26
78.59%

YES
YES
YES
YES
2,322
4.26
78.59%

0.0017
(0.04)
− 0.0561
(− 0.09)
YES
YES
YES
YES
2,322
4.18
78.43%

*Significance at the 10% level; **significance at the 5% level; *** significance at the 1% level. Coefficient for each variable is mentioned,
t-test scores are between brackets

Following our main analyses, we run the same model to investigate FRC guidance moderation effects but using Exec_Net_Tone and Gov_Net_Tone instead of using just Net_
Tone for all annual reports. Column (2) in Table 7 shows that Exec_Net_Tone remains
positively and significantly associated with future performance. In addition, the interaction
between Exec_Net_Tone and FRC is positively and significantly associated with future performance, with a coefficient of 0.1698 and t value of 0.57. However, column (3) in Table 7
shows that the interaction between Gov_Net_Tone and FRC is not significantly associated
with Future performance. There results support our main analysis when we find executives’
tone, but not governances’ tone, has the power to predict future performance. Therefore,
we conclude that the FRC narratives guidance improves the power of corporate tone in
general and executives’ tone in particular in predicting a company’s future performance.

5.4.2 Future market performance
In our main analyses, we used future ROA as a proxy of future performance, focusing on
accounting-based performance. However, in our additional analysis we aim to investigate if
narrative tone can predict future market performance. Therefore, we use future Tobin’s Q
ratio as a proxy of future market-based performance. Table 8 shows that corporate net optimistic tone, executive net optimistic tone and governance net optimistic tone are positively
associated with future market performance, however, they are not significant. These results
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Table 8  Narratives tone
predictive power (future market
performance)

Tobin’s Q + 1

Model (1)

Model (2)

Model (3)

Intercept

0.3699***
(3.28)

0.2538**
(2.22)

0.3832***
(3.11)

Net_Tone

0.9754
(1.15)

Exec_Net_Tone
Gov_Net_Tone
Size
Lev
MTB
DIV
Cur_Tobin’s Q
S_Grwoth
Year FE
Firm FE
Industry FE
Observations
VIF
Adj-R2

− 0.4553***
(− 4.32)
− 0.0035*
(− 1.15)
0.0159***
(14.57)
0.3599**
(1.63)
0.2017***
(6.76)
0.0185**
(1.96)
YES
YES
YES
2,322
4.09
91.10%

0.8245
(1.27)

− 0.4562***
(− 4.33)
− 0.0035*
(− 1.14)
0.0159***
(14.56)
0.3581**
(1.62)
0.0202***
(6.76)
0.0183**
(1.96)
YES
YES
YES
2,322
4.09
91.10%

0.2891
(0.54)
− 0.4411***
(− 4.21)
− 0.0037*
(− 1.22)
0.0159***
(12.58)
0.3716**
(1.68)
0.0202***
(6.76)
0.0192**
(2.10)
YES
YES
YES
2,322
3.06
91.08%

*Significance at the 10% level; **significance at the 5% level; *** significance at the 1% level. Coefficient for each variable is mentioned,
t-test scores are between brackets

are consistent with Wisniewski and Yekini (2015) when they found optimism in annual
reports narratives is positive but not significant with future stock returns. In addition, our
results are in line with prior studies that found positive tone is not significant with stock
market reaction in the long term (Arslan-Ayaydin et al. 2016; Huang et al. 2014).

6 Conclusion
The current research aims to examine not only narrative tone predictive power but also who
has this predictive power inside the company (executives or governance). It is expected
that both groups will not have the same tone consistency in their narrative reporting as
they have different responsibilities. Executives are responsible for providing a fair view
about companies’ performance and future strategies, whereas, governance is responsible
for monitoring the internal quality controls and financial reporting process. The current
study used Loughran and McDonald (2011) dictionary to conduct a computerized content
analysis for the UK annual reports narratives, 2,437 observations, to measure NDT. Our
findings show that corporate narrative tone can predict future performance, however, our
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main interest is to investigate who has this predictive power. We found that executive’s tone
has the power to predict companies’ future performance but not governance tone.
We contribute to the debate on who has the power to predict future performance inside
the company (executives vs. governance). Moreover, this study contributes to the accounting literature by providing an evidence about linguistic tone predictive power from the
UK context that follows principles-based approach with more flexible financial reporting
style and more opportunity for tone management. In addition, we highlight the importance
of FRC narrative guidance in improving tone’s predictive power and its ability to expect
future performance. Therefore, our study has practical implications by showing investors
and analysts the part of annual reports that might predict future performance. Moreover,
it provides an evidence about the importance of narratives guidance issued by regulators.
This study is not free from limitations. First, while we use bag-of-words approach to
capture tone, future research might develop an alternative method that focuses on meanings rather than word frequency. Second, our main focus was annual reports narratives
in order to compare between executives and governance sections, however, future studies might compare between different documents of narrative reporting to investigate which
channel affects market reaction and firms’ outcomes more. Finally, based on our results, it
is suggested for future research to investigate the characteristics of executives who provide
higher positive tone in different contexts.
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