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Abstract 

This study examines the effect of bank branch closures on small firms’ voluntary audit decisions in 

Sweden. As local bank branches vanish, firms lose an important source of soft information exchange, 

potentially prompting them to substitute with audited financial statements. Using comprehensive 

Swedish firm‐level data, we find that firms located in areas without a bank branch are significantly 

more likely to adopt voluntary external audits. This suggests that auditing serves as an independent 

channel to convey credible information to distant lenders when local banking relationships deteriorate. 

Background and Literature 

Bank branch networks have contracted sharply in many countries, driven by technological change and 

competition. In Sweden, for example, the number of bank branches fell from 1,948 in 2003 to just 959 

by 2023. Globally, branch counts per adult have also declined. These closures increase geographic 

distance between small firms and lenders, impeding the exchange of soft information (Agarwal & 

Hauswald, 2010; Liberti & Petersen, 2019). We define soft information as the local, qualitative 

knowledge that bank officers gather from face-to-face meetings. This type of information is especially 

important for small opaque firms.  

Empirical studies have documented the credit supply consequences of branch closures. For instance, 

Agarwal and Hauswald (2010) show that greater physical distance decreases a lender’s ability to 

gather proprietary information, leading to higher borrowing costs for distant firms. Degryse & 

Ongena, (2005) similarly find that loan rates rise with distance between firm and competing banks, 

reflecting spatial pricing in credit. More recently, Amberg & Becker, (2024) use Swedish data to 

demonstrate that branch closures substantially reduce corporate lending to small, collateral-poor firms. 

Taken together, we see that branch closures tend to diminish access to bank credit for smaller firms, 

prompting them to seek alternative assurances of creditworthiness, i.e. we hypothesize that firms will 

respond to the decline in soft information exchange by moving to more hard information.  

Auditors can provide one such alternative of creating hard information for the firms (Kano et al., 

2011). An external audit is a costly mechanism that bolsters the credibility of a firm’s financial reports. 

For small private firms, where auditing is often optional, choosing to hire an auditor is a way to signal 

reliability and transparency to external stakeholders. Prior literature emphasizes that voluntary 

auditing is driven by agency and information considerations. For example, Weik et al. ( 2018) find that 

in Germany voluntary audit adoption is higher when owners are uninvolved in management or when 

financial statements are valued for decision-making, and lower when firms outsource accounting 

work. Patel & Dahlin (2021) similarly consider Swedish small firms and ask whether voluntary 

auditing improves venture outcomes and find that opting out of audits slightly improves survival odds 

except when firms are highly volatile, whereas voluntary auditing allows firms to take on higher debt 

ratios at the cost of lower sales and profits. In other words, auditors can facilitate financing but might 

not necessarily boost short-run profitability.  

None of the existing studies, however, have linked bank proximity and audit choice directly. Given 

that branch closures are largely exogenous to any one firm, they offer a suitable natural experiment. In 

our context, Swedish law made auditing optional for small firms starting in 2010, meaning that some 

firms could forego audits without penalty. We use this setting to identify whether increased distance to 

banks due to branch closures prompts those firms to choose audits they otherwise might skip. 

Intuitively, when a local bank branch disappears, the soft information channel is severed. Auditors can 

partially substitute by independently verifying financial information, making it “trustworthy” to 

remote banks. 

Research Question and Contribution 

In this paper, we examine whether bank branch closures lead small firms to adopt voluntary audits. 

This extends the debate on relationship lending and competition. Theoretical models predict that banks 

may underinvest in soft-information lending under intense competition (Boot & Thakor, 2000), and 



empirical work confirms that credit to opaque firms declines with distance. We contribute by showing 

that firms actively respond to this loss of soft links. 

Specifically, we test whether the probability of voluntary audit adoption increases when the last bank 

branch in the municipality closes. Our setting satisfies key identification criteria: branch closures are 

plausibly exogenous to individual firms’ audit choices, and the voluntary audit law provides variation 

in auditing requirements across firm sizes.  

Conceptually, our study situates itself at the intersection of two literatures. From the financial 

intermediation side, it aligns with research on the importance of geographic proximity and soft 

information in bank-firm relationships. From the accounting side, it builds on voluntary audit choice 

research (e.g., Weik et al., 2018; Patel & Dahlin, 2021) by introducing a new demand-side driver: 

banking infrastructure. We thus address a gap: prior work looks at firm-internal determinants of 

auditing or its outcomes, but not at external financial environment factors like branch proximity. 

Our empirical findings confirm the hypothesis: absence of a local bank branch is positively associated 

with audit adoption. This result is robust to various specifications (linear probability and logit models, 

with firm fixed effects). As Table 5 shows, the results complement prior studies. For example, Weik et 

al. (2018) report that audit adoption depends on ownership and accounting outsourcing, whereas we 

find it also depends on banking market structure. Patel and Dahlin (2021) find that voluntary audits 

allow firms to raise more debt; our results suggest one mechanism for that debt increase is firms 

proactively using audits to reassure distant lenders. 

Data 

The empirical analysis draws on a panel dataset of Swedish private firms covering the period 2012–

2023. The dataset is constructed by linking firm-level financial and organizational data with 

information on bank branch presence at the municipality level. After applying standard sample 

restrictions, the final sample comprises 1,787,595 firm-year observations from 340,247 unique firms, 

with firms observed for an average of 5.25 years (Table 1).  

 

The main explanatory variable, No Bank Branch, is an indicator equal to one if the firm is located in a 

municipality in which all bank branches have closed — that is, the municipality has no remaining 

physical bank presence. Of the 1,787,595 observations in the sample, 19,166 (1.07%) correspond to 

firms operating in such municipalities (Table 1). 



The primary outcome of interest is voluntary audit adoption. Following the abolition of mandatory 

audit requirements for small private firms in Sweden, firms below statutory thresholds may choose 

whether to engage an external auditor. The dependent variable, Adopt Audit, is an indicator equal to 

one in the year a firm voluntarily adopts an external audit, and zero otherwise. Approximately 0.59% 

of firm-year observations record an audit adoption event, while 21.07% of all observations reflect 

firms that hold an active audit in a given year (Table 2). 

 

Firm-level controls are drawn from annual financial statements and include the natural logarithm of 

firm age, number of employees, total sales, and total assets. Two additional indicators capture 

financing activity: Bank Loan, equal to one if the firm carries an outstanding bank loan, and Equity 

Injection, equal to one if the firm records a positive owner capital contribution in year t, constructed 

from balance sheet items including shareholders' contributions, share premium reserve, conditional 

shareholders' contributions, and subscribed capital unpaid (Table 2). Pairwise Pearson correlations 

among the main variables are reported in Table 3. The correlations are modest in magnitude, 

suggesting that multicollinearity is unlikely to pose a concern in the regression analysis. 

 

Method  



Identification exploits cross-municipal variation in the timing of complete bank branch exit. A 

municipality is classified as treated once all of its bank branches have closed, generating a binary 

treatment indicator that switches on permanently at the time of complete exit. Firms located in 

municipalities that retained at least one bank branch throughout the sample period constitute the 

control group. 

A key challenge in this setting is that treated and control firms may differ systematically along pre-

treatment observable characteristics, potentially confounding the estimated treatment effect. To 

address this, we apply entropy balancing, a pre-processing reweighting procedure that assigns weights 

to control observations such that the first and second moments of the covariate distribution in the 

reweighted control group exactly match those of the treated group (Hainmueller, 2012). The balancing 

covariates include log assets, log age, log sales, log employees, equity injection, and bank loan status. 

Table 4 reports covariate balance before and after entropy balancing. Panel A reveals meaningful pre-

weighting differences between treated and control firms: treated firms are, on average, smaller in 

terms of assets, slightly younger, less likely to have received an equity injection, and more likely to 

carry a bank loan. After applying entropy balancing weights, Panel B shows that all differences in 

means and variances are reduced to negligible magnitudes, confirming that the reweighted control 

group closely resembles the treated group on all observed dimensions.  

 

The baseline estimating equation takes the form: 



𝐴𝑑𝑜𝑝𝑡𝑖𝑡 = 𝛽1𝑁𝑜𝐵𝑎𝑛𝑘𝐵𝑟𝑎𝑛𝑐ℎ𝑡𝑚 + 𝛾𝑋𝑖𝑡 + 𝛼𝑖 + 𝛿𝑡 + 𝜇𝑚 + 𝜀𝑖𝑡 

where 𝑖 indexes firms, t indexes years, and m indexes municipalities. The coefficient of interest, 𝛽1 

captures the effect of complete bank branch exit on the probability of voluntary audit adoption. 𝑋𝑖𝑡 is a 

vector of time-varying firm-level controls. 𝛼𝑖, 𝛿𝑡, and 𝜇𝑚 denote firm, year, and municipality fixed 

effects. Firm fixed effects absorb time-invariant heterogeneity across firms, year fixed effects control 

for aggregate time trends, and municipality fixed effects account for time-invariant local 

characteristics that may affect both bank exit and auditing decisions.  

Result 

The main specifications are reported in Table 5. Columns (1) and (2) present linear probability models 

(LPM) estimated via reghdfe, with standard errors clustered at the municipality level to account for 

within-municipality correlation in treatment exposure. The LPM is weighted using entropy balancing 

weights.  

 

Columns (3) and (4) report conditional fixed-effects logistic regressions estimated via xtlogit, fe. 

Because the conditional logit estimator conditions on within-firm variation, it automatically drops 

firms that never adopt an audit, the effective sample is accordingly restricted to 57,305 observations 

from 10,038 firms. An average marginal effect (AME) for the No Bank Branch indicator is computed 

in column (3) to facilitate the interpretation of the logit coefficient in probability terms. Singleton 

observations, which do not contribute to identifying the fixed-effects regression, are dropped 

throughout to prevent overstated statistical significance and incorrect inference (Correia, 2016).  
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