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Abstract: We examine how auditors’ assurance on financial statements of small 
enterprises affects bank loans. Most enterprises in Denmark now have the option to 
choose between two types of audits. Both types are termed reasonable assurance 
engagements thus enabling the auditor to provide an opinion in a positive form 
whether the financial statements are free from material misstatement. In an 
experimental study we examine whether the signal of assurance through “pure audits” 
is stronger than assurance through “extended reviews” when deciding on bank lending 
to small enterprises. The subjects participating in the experiment are senior bank 
personal typically associated as business advisors or managers of customer services. 
Using a 2*2 between-subjects experimental design we examine the effect on 
enterprise credit rates by manipulating two factors; namely assurance type and opinion 
form. We find support for the first main effect (assurance type) which suggests that 
small enterprises will receive higher credit rating as an effect of audit as compared to 
an extended review (i.e., associated with lower auditor assurance). When the main 
effect for the two types of assurance engagements are further examined, simple main 
effect suggests that the effect is prevalent when the enterprise receives a clean report, 
but not necessarily when the audit opinion is modified. We also find support for the 
second main effect (opinion form) which suggests that an enterprise will receive 
higher credit rating when the auditor’s opinion is provided as a clean opinion as 
compared to a modified opinion (i.e., possibility of a material misstatement in the 
financial reports).  The simple main effects are supported for this factor. Both for 
extended review and audit the credit rate will be higher in case of clean opinion as 
opposed to modified audit report. Overall we find no support for interaction effect 
between the two factors affecting the informational value of auditor reports on small 
enterprises.  

Introduction 
In the Danish fairy-tale written by Hans Christian Andersen the ugly duckling turned 
into a beautiful swan. We explore why the new assurance service for small enterprises 
in Denmark labelled “extended reviews” could be considered an ugly duckling and 
offer experimental evidence supporting that some swan-like potential is hidden here. 



In Denmark “small enterprises” have the least extensive reporting requirements; the so 
called class B requirements in the Financial statement Act (2015). This latest version 
of the Act now classifies about 95 percent of Danish enterprises as small, while 
medium sized and large companies all together amounts to the remaining 5 percent. 
The small enterprises are those enterprises which do not exceed any two of the 
“44;89;50-threshold” at the balance sheet date of two consecutive financial years (i.e. 
thresholds of: (i) balance sheet total of DKK 44 million; (ii) revenue of DKK 89 
million; and (iii) an average of 50 full-time employees during the financial year). Very 
small enterprises (4;8;12) are exempt from the audit requirement, while the remaining 
small enterprises can choose between two types of audits: pure audits and extended 
review (the ugly duckling). Both types belong to the category called “reasonable 
assurance engagements.” In such engagements the auditors’ opinion shall express 
whether the subject matter gives a true and fair view or has been prepared in 
accordance with the assessment and measurement criteria applied. This is an opinion 
declared in a positive form.  

Small enterprises which are exempt from the audit requirement may voluntary chose 
to have a limited assurance engagement (a review). In such engagements the auditors’ 
opinion shall express whether, in connection with the work performed, the auditor has 
come to attention of any matters that give rise to concluding that the subject matter 
does not give a true and fair view or has not been prepared in accordance with the 
assessment and measurement criteria applied. Here the auditor’s opinion is declared in 
a negative form. While “pure audits” and “reviews” are recognized engagements in 
international audit regulation, the “extended review” is a Danish departure classified 
in regulation-terms as belonging to the review-type engagements, but in the Danish 
legislation classified as belonging to the audit-type engagements (hence the ugly 
duckling label used in this paper).  

Research Question 

The financial audit is considered an indispensable corporate governance mechanism 
for public companies operating in capital markets (OECD, 2004). The demand for 
assurance provided through audits can be explained in the context of the agency 
problems associated with the separation of ownership and control in public companies 
(Jensen and Meckling, 1976; Fama and Jensen, 1983; Watts and Zimmerman, 1983). 
In order to lower the information asymmetry between management and absentee 
owners and thus lowering agency costs, it is paramount to ensure assurance on the 
company’s governance and reporting processes (e.g., Farber, 2005; Satava et al., 
2006). While the purpose of the audit as well as the declaration of the responsibilities 
of the auditor forms part of the disclosed information, the quality of audits is hard to 
discern from the companies’ audit report disclosures (Holm and Zaman, 2012; 
Francis, 2011).  



In Denmark it has been a tradition to require audits of almost all enterprises 
independent of size. However, in recent years audit exemptions for the smallest 
enterprises have been introduced (subsequent exemptions in the Financial Statements 
Act 2006, 2010 and 2013). While the exemptions were made based on legislators 
arguments of lowering administrative costs for smaller enterprises, the experience has 
been that either the audit was kept on a voluntary basis (thus leading to no decrease in 
costs) or the absence of audit assurance led to new additional costs - for example from 
bank lenders, which were not satisfied with limited assurance from voluntary reviews 
or no assurance at all. The risk of business failures, potential for tax evasions and the 
overall user experience with the audit exemptions of 2006 and 2010 led the 
government to introduce the option of extended review assurance in 2013. Hence, the 
aim of the new reporting standard has been to strike a balance between social 
considerations to make it easier to do business and to maintain a reasonable control, 
quality and integrity of the information that flows from the small enterprises to 
business partners, lenders and authorities. 

We know very little about how auditors’ assurance on financial statements of small 
enterprises affect bank loan approvals or the terms and conditions of loans once 
approved. A report from Copenhagen Economics (2014) proposes that small 
enterprises should deduct increased cost in lending from the cost savings on audit and 
with support from a Finish study further suggests that the net cost-effect may be 
negative. Hence, this provides motivation for studies trying to quantify the impact on 
credit rating from various levels of auditor engagements. We do not assume that the 
informational content of an auditor’s assurance report is sufficient for making loan 
decisions by lenders by its own. However by considering variations in the signal 
provided by the auditor we aim to ascertain the existence of differential informational 
content. 

RQ:  Is the signal of assurance through pure audits stronger than assurance through 
extended reviews when deciding on bank lending to small enterprises? 

Initially, we may distinguish between three types of assurance engagements. In a 
review, the auditor will by means of performing analyses and conducting inquiries be 
enabled to state with limited assurance (in Danish: begrænset sikkerhed) that the 
financial statements are free from material misstatement. In an extended review, the 
review is supplemented (extended) by verification of information by use of external 
sources, that is: extracts from the Land Registry and the Registry of Persons and 
Motor Vehicles; bank letters confirming engagements with banks; inquiry of 
enterprise’s attorney of potential disputes, lawsuits and litigation; and verification that 
the reporting to the tax authorities of tax withheld at source, labour market 
contributions, payroll tax and VAT is stated in accordance with the bookkeeping 
records (Bek. 385, 2013). The additional procedures are assumed to allow the auditor 
to state in a positive form that the financial statements are free from material 



misstatement. However the level of assurance is lower than in a pure audit. An audit 
requires both more depth and use of audit procedures dedicated toward verification of 
information, i.e., enabling the auditor to state with reasonable assurance (in Danish: 
høj grad af sikkerhed) that the financial statements are free from material 
misstatement. In this study we will focus on the implication of assurance type on bank 
lending by considering the two audit alternatives, namely pure audits and extended 
reviews.  

In addition, the signal provided by the auditor’s report may likely be influenced by the 
form of opinion. While most assurance engagements will result in the auditor stating a 
clean opinion (also known as an unmodified report), the audit standard ISA 705 
establishes three types of modified opinions, namely, a qualified opinion, an adverse 
opinion, and a disclaimer of opinion. The decision regarding which type of modified 
opinion is appropriate depends upon: (a) The nature of the matter giving rise to the 
modification, that is, whether the financial statements are materially misstated or, in 
the case of an inability to obtain sufficient appropriate audit evidence, may be 
materially misstated; and (b) The auditor’s judgment about the pervasiveness of the 
effects or possible effects of the matter on the financial statements. In this study we 
will focus on the implication of opinion form on bank lending by considering the two 
alternatives which may be stated following both an audit and an extended review. 
Thus we distinguish between a clean opinion and the type of modified opinion in 
which the auditor states that there is a possibility of a misstatement in the client’s 
financial records that is “material but not pervasive.” In this case, the auditor states 
that everything in the audit is fairly presented with the exception of a specific item, 
and why that item is an exception. 

Design and method 

Participants 

In order to elicit information from a pool of subjects with the relevant knowledge and 
experience in credit assessment and loan approval, the subjects chosen from local 
bank branches were senior personal typically associated as business advisors or 
managers of customer services. A total of 63 subjects completed an online survey 
holding the research instrument after an initial agreement by phone to participate. 

Research design and instrument 

In order to examine the informational content of different assurance reports, four 
different versions of the research instrument were distributed randomly to the subjects. 
The signal provided to the subjects had the same basic form varying only by two 
factors name the Assurance Type (Audit assurance or Extended Review assurance) 



and Opinion Form (Clean opinion or Modified opinion). Hence, the research design 
was set up as a 2*2 between-subjects factorial design. The manipulated (independent 
variables) were both binary, while the dependent response variable was elicited as the 
credit rate (credit worthiness) on a 5 point Likert scale with 1 being low and 5 being 
high. Because we only received one response at both end-points, we truncated the 
scale and converted the responses to three categorical responses from 1 to 3. 

The assurance report follows a set form and order prescribed by audit standards and in 
the research instrument it holds the following information across the four cases: 

- Who is the addressee? Receiver of the report (identical across all cases)  
- Classification of type of assurance (audit engagement in case 1 and 3, extended 

review in case 2 and 4) 
- Managements’ responsibility for the financial statements (identical across all 

cases) 
- Auditors’ responsibility (audit engagement in case 1 and 3, extended review in 

case 2 and 4) 
- Opinion (clean/unmodified opinion in case 1 and 2, modified opinion in case 3 

and 4) 
- Auditors assessment of the management report (identical across all cases) 

The modified opinion is described in identical manner in both the audit and extended 
review. While a focus on inventory is not part of a regular extended review, the 
auditor must address this if he becomes aware of potential material influence on the 
financial statements during the course of his investigation. In order to provide an 
identical manipulation across the cases, the information in the modified opinion is 
based on the auditors’ assessment that the inventory of the small enterprise is 
overvalued and therefore there is a need for a one-time depreciation with an after-tax 
effect on the annual income and equity amounting to DKR 3 Mio.  

Hypotheses 

We hypothesize directional main effects on credit worthiness based on the two factors 
in our experiment, namely Assurance Type and Opinion Form: 

H1: The bank credit rating of a small enterprise is higher for an audit 
assurance than for an extended review assurance engagement 

H2: The bank credit rating of a small enterprise is higher for a 
clean/unmodified assurance opinion than for a modified opinion 



In the absence of prior expectations in relation to conditional relationship between the 
two main factors we hypothesize the interaction effect to be zero (null-form): 

H3: The effect of Assurance Type on the bank credit rating of a small 
enterprise does not depend on Opinion Form (no interaction effect).  

Results  

In table 1 the average on the elicited dependent variable “credit rates” is shown for 
each of the four cases as well as the averaged totals. Enterprises which have clean 
audits have the highest credit rates (2.87 on average on 3 point scale) while enterprises 
with modified opinions derived from the auditors extended reviews have the lowest 
credit rates (1.47 on average). 

 
Table 1. Average credit rates in 2*2 experimental design.  
Case manipulation: Opinion Form*Assurance Type

     Assurance Type 
     Audit Extended Review Total 
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  CASE 1 CASE 2   
Clean 2.87 2.25 2.55 
  n=15 n=16 n=31 
  CASE 3 CASE 4
Modified 1.87 1.47 1.66 
  n=15 n=17 n=32 
Total 2.37 1.85 2.10 
  n=30 n=33 n=63 

The dependent variable ”Credit rate” is measured on ordinal scale 1-3. 

First we treat the measure for credit rates as interval scaled. Under the assumption that 
the distribution of the sample means are normally distributed we run a two-way 
ANOVA. As shown in table 2, the hypothesized main effects are significant in the 
predicted directions. That is H1 is supported; enterprises with audits receive a higher 
credit rate than enterprises with extended reviews (F=14.23; p=0.0004). Likewise H2 
is supported; enterprises receiving a clean opinion in the auditor report receive a 
higher credit rate than enterprises with a modified opinion (F=43.92; p=0.0000). As 
suggested by the ANOVA in table 3 and parallel lines in figure 1, the data suggests no 
interaction effect (H3). 

 

 



Table 2 ANOVA  
Source Partial SS df MS F Prob>F 
Model 16.7266 3 5.5755 19.70 0.0000 
H1 AssuranceType 4.0276 1 4.0276 14.23 0.0004 
H2 OpinionForm 12.4336 1 12.4336 43.92 0.0000 
H3 Interaction 0.1911 1 0.1911 0.67 0.4146 
Residual 16.7020 59 0.2831   
Total 33.4286 62 0.5392     
Model summary: n=63, Root MSE= 0.5321, R-squared=0.500, Adj R-squared= 0.475 
 

 

Next we assume that our dependent variable credit rates is going to be treated as ordinal 
under the assumption that the levels of credit worthiness have a natural ordering (low, 
middle, high), but the distances between adjacent levels are unknown. We run an 
ordered logistic regression with interaction (results parallel to table 2 not shown) and 
without interaction. In table 3 we first show the regression coefficients in terms of 
ordered log-odds (logits) and in addition coefficients in terms of proportional odds. The 
Log likelihood of the fitted model is -45.6 (convergence after the fifth successive 
iteration of maximum likelihood estimation). The reported R-square is McFadden's 
pseudo R-squared as applied in STATA.  

The ordered logistic regression supports that both AssuranceType (H1) and 
OpinionForm (H2) are significant factors in explaining credit rate. In table 3, we first 
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Figure 1. Credit rate by Assurance Type and Opinion Form



report the ordered log-odds (logit) regression coefficients. Standard interpretation of the 
ordered logit coefficient is that for a one unit increase in the predictor, the response 
variable level is expected to change by its respective regression coefficient in the ordered 
log-odds scale while the other variables in the model are held constant. The cutpoints are 
thresholds used to differentiate the adjacent levels of the response variable credit rate. 
Cutpoint 1 (0.51) is the estimated cutpoint on the latent variable used to differentiate low 
credit rate from middle and high when values of AssuranceType and OpinionForm are 
evaluated at zero. Cutpoint 2 is the estimated cutpoint on the latent variable used to 
differentiate low and middle credit rate from high when values of the predictor variables 
are evaluated at zero. Responses that had a value of 4.022 or greater on the underlying 
latent variable that gave rise to our credit rate variable would be classified as high when 
values of AssuranceType and OpinionForm are evaluated at zero.  

We have condensed a second output table into table 3 thus reporting the proportional 
odds ratios for the ordered logit model as well. We have tested the proportional odds 
assumption using Likelihood-ratio test of proportionality of odds. The non-significant 
result suggest that the assumption holds, hence we interpret the derived odds ratios 
parallel to those from a binary logistic regression. For AssuranceType, we would say 
that for a one unit increase, i.e., going from Extended Review to Audit, the odds of high 
credit rate versus the combined middle and low categories are 7.492 greater, given that 
all of the other variables in the model are held constant. Likewise, the odds of the 
combined middle and high categories versus low apply is 7.492 times greater, given that 
all of the other variables in the model are held constant. For a one unit increase in 
OpinionForm, i.e., going from modified to clean opinion, the odds of high credit rate 
versus the low and middle categories of credit rate is 31.617 times greater, given that the 
other variables in the model are held constant. Because of the proportional odds 
assumption, the same increase, 31.617 times, is found between low credit rate and the 
combined categories of middle and high credit rate. 

 
Table 3 Ordered logistic regression (logit coeffients and proportional odds ratios)

  Coef Std.err z P>|z| 
95% 

Conf.Interval 
Odds 
ratio Std.err

H1 AssuranceType 2.014 0.577 3.49 0.000 0.884 3.144 7.492 4.320
H2 OpinionForm 3.454 0.735 4.70 0.000 2.013 4.894 31.617 23.236

Cutpoint 1 0.510 0.455 -0.382 1.402 0.510 0.455
Cutpoint 2 4.022 0.756     2.541 5.503 4.022 0.756 

Model summary: n=63, Log likelihood=-45.6120, LR chi2(2)=41.78, Prob>chi2=0.000,  
Pseudo R2=0.3142 

 

Finally, we consider contrasts in order to explore the robustness of the main effects. 
We use the post-estimation procedure for pairwise comparison of marginal means in 
STATA. The six possible marginal contrasts in the 2*2 design are reported as 
significant at the 5% level when using pairwise comparison tests not adjusted for the 



number of comparisons. When adjustment is made to reflect the number of 
comparisons (using Bonferroni or Sidak type adjustments of the comparison-wise 
error rate based on the upper limit of the probability inequality) two of the six 
contrasts revert to insignificant differences. In table 4 the individual contrasts are 
listed in order of the size of difference between credit rating as measured by the three 
point interval scale.  

Table 4 Test of individual contrasts of marginal means (sorted by size of difference) 
1) Is the credit rate higher for clean audit (2.86) than for modified extended review (1.47)? 
Yes. The informational value of an audit receiving clean opinion is expected to be higher 
both due to the lower assurance provided by extended review and due to the problem 
identified in the modified opinion. This is a combination of the two main effects. 
2) Is the credit rate higher for clean audit (2.86) than for modified audit (1.86)? Yes.  
The informational value of an audit receiving clean opinion is expected to be higher than an 
audit with identified problem. This is consistent with support for the directional prediction for 
the main effect OpinionForm. 
3) Is the credit rate higher for clean extended review (2.25) than for modified extended 
review (1.47)? Yes. The informational value of an extended review receiving clean opinion is 
expected to be higher than extended review with identified problem. This is consistent with 
support for the directional prediction of the main effect OpinionForm. 
4) Is the credit rate higher for clean audit (2.86) than for clean extended review (2.25)? Yes. 
The informational value of an audit receiving clean opinion is expected to be higher than for 
an extended review receiving clean opinion. This is consistent with support for the directional 
prediction of the main effect AssuranceType. 
5) Is credit rate higher for modified audit (1.86) than for modified extended review (1.47)? 
No. The informational value of an audit with identified problem is expected to be higher than 
for an extended review with the same problem. The test result is inconsistent with the support 
for the directional prediction of the main effect AssuranceType as well as inconsistent with 
the absence of an interaction effect. 
6) Is credit rate higher for clean extended review (2.25) than for modified audit (1.86)? No. 
No prior expectation has been suggested as to the difference in informational value of an 
extended review receiving a clean opinion as compared to an audit with identified problem. 
This is a combination of the two main effects. 

Conclusion 

Most enterprises in Denmark now have the option to choose between two types of 
audits. Both types are termed reasonable assurance engagements thus enabling the 
auditor to provide an opinion in a positive form whether the financial statements are 
free from material misstatement. In an 2*2 experimental design we examine whether 
the signal of assurance through “pure audits” is stronger than assurance through 
“extended reviews” when deciding on bank lending to small enterprises. While “pure 
audits” and “reviews” are recognized engagements in international audit regulation, 
the “extended review” is a Danish departure classified in regulation-terms as 
belonging to the review-type engagements, but in the Danish legislation classified as 
belonging to the audit-type engagements (an ugly duckling). Our findings suggest that 



small enterprises will receive higher credit rating as an effect of audit as compared to 
an extended review. Hence the option for the small enterprise to choose the less 
expensive extended review comes with a cost of lower credit rating and likely less 
favourable loan conditions. In a sense this suggests that banks recognise the extended 
review as an ugly duckling. Our findings also suggest that an enterprise will receive 
higher credit rating when the auditor’s opinion is provided as a clean opinion as 
compared to a modified opinion (i.e., possibility of a material misstatement in the 
financial reports).  The simple main effects are supported for this factor. Both for 
extended review and audit the credit rate will be higher in case of clean opinion as 
opposed to modified audit report. Hence, the extended review has some swan-like 
potential. Our findings specifically support that the banks recognise the informational 
value of extended reviews as higher when the opinion is clean as opposed to 
identifying a possible material misstatement. Therefore the current challenge is to 
establish an understanding of the circumstances under which the extended review 
assurance is sufficient to support the information needs of the external users when 
making economic decisions contingent on reliance on the financial statements from 
small enterprises. 

 

References  

Copenhagen Economics (2014) 'Effekt af ændret revisionspligt for mindre virksomheder', FSR – 
Danske Revisorer.  

Danish Executive Order on Approved Auditors’ Reports (2013) 'Bekendtgørelse om godkendte 
revisorers erklæringer' (BEK nr 385 af 17/04/2013). 

Fama, E. F. and Jensen, M. C. (1983) 'Separation of Ownership and Control', Journal of Law & 
Economics, 26, pp. 301-326. 

Farber, D. B. (2005) 'Restoring Trust after Fraud: Does Corporate Governance Matter?', Accounting 
Review, 80, pp. 539-561. 

Financial Statements Act (2015) 'Årsregnskabsloven' (LBK nr 1580 af 10/12/2015). 

Francis, J. R. (2011) 'A Framework for Understanding and Researching Audit Quality', Auditing, 30, 
pp. 125-152. 

Holm, C. and Zaman, M. (2012) 'Regulating audit quality: Restoring trust and legitimacy', Accounting 
Forum, 36, pp. 51-61. 

Jensen, M. C. and Meckling, W. H. (1976) 'Theory of the Firm: Managerial Behavior, Agency Costs 
and Ownership structure', Journal of Financial Economics, 3, pp. 305-360. 

OECD (2004) Principles of Corporate Governance. OECD, Paris. 

Satava, D., Caldwell, C. and Richards, L. (2006) 'Ethics and the Auditing Culture: Rethinking the 
Foundation of Accounting and Auditing', Journal of Business Ethics, 64, pp. 271-284. 

Watts, R. L. and Zimmerman, J. L. (1983) 'Agency Problems, Auditing, and the Theory of the Firm: 
Some Evidence', Journal of Law and Economics, 26, pp. 613-633. 


	Holm_AU_Coversheet_Accepteret_manuskript_template
	Holm_paperstatsymp2017_151216_

