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Turning Lemons into Lemonade: Credit Rating Changes and Annual Report Tones

Abstract
We investigate whether issuer credit rating changes affect management disclosure strategies.
Specifically, rating downgrades send negative signals to bond investors and worsen the
information environment for issuers in the bond market. Since the tone of annual reports plays
a crucial role in information dissemination, it can be leveraged by management to mitigate the
adverse effects of rating downgrades on the information environment. Using textual analysis
of Chinese listed companies, we find that issuers experiencing rating downgrades exhibit an
increase in optimistic tones in their annual reports. Conversely, rating upgrades do not have
such influence. This effect is more pronounced in companies with higher levels of debt burden
and in regions with weak institutional environments. We also document that rating downgrades
are followed by earlier disclosures of annual reports and are often coupled with earnings
management. Finally, we find that optimistic tones in annual reports help issuers mitigate
financing constraints caused by rating downgrades. Overall, this study reveals that management
uses optimistic tones to hedge against the negative impact of rating downgrades, with
implications for academics and policymakers in understanding how rating changes affect the

information environment in the bond market.
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