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Ágrip
Stjórnendur, og einnig hluthafar, vilja gjarnan sjá fyrirtæki sín vaxa og verða stór, helst þau stærstu í 
atvinnugreininni.  Þetta viðhorf er meðal annars byggt á þeirri forsendu að stór fyrirtæki hafa ýmsa 
yfirburði yfir smærri keppinauta sína.  Þau geta komið við stærðar- og breiddarhagkvæmni og sérhæfingu 
og hafa sterkari samningsstöðu gagnvart birgjum og lánastofnunum.  Stór fyrirtæki ættu því að vera 
arðsamari en lítil.
Í rannsókninni er samband stærðar og arðsemi skoðuð hjá 250 íslenskum fyrirtækjum yfir 5 ára tímabil.  
Fyrirtæki sem stunda fiskveiðar og vinnslu eru skoðuð sérstaklega og einnig bankar og verkfræðistofur.  
Stærð er metin á grundvelli veltu og heildareigna.  Arðsemi er metin sem arðsemi heildareigna (ROA), 
arðsemi fjárbindingar (ROC) og arðsemi eigin fjár (ROE).  Niðurstöður eru ræddar og skýrðar með 
tilvísun í kenningar um umboðsvandann, kenningar um stefnumótun og stofnanakenningar.

Lykilorð: Stærð fyrirtækja, arðsemi, kenningar um stefnumótun, kenningar um umboðsvandann, 
stofnanakenningar.
  

Abstract
Shareholders, and managers particularly, like to see their business grow and become big, preferably the 
biggest in their industry.  The assumption is that large firms have many advantages over their smaller rivals. 
Large firms can benefit from economies of scale and scope and from specialization and they have stronger 
bargaining power. Consequently, bigger firms must be more profitable than smaller firms.  This study 
investigates the relationship between profitability and size among firms in Iceland. Two hundred and fifty 
Icelandic firms are analysed over a five-year period, particularly looking at fish and fish processing firms, 
banks and civil engineering consulting firms. The size of firms is measured as turnover and total assets and 
ranges from the largest in each industry to very small ones. Profitability is measured as return on assets 
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(ROA), return on capital invested (ROC) and return on equity (ROE). The findings are discussed with 
reference to the principal-agent theory, strategic theory and institutional theory. Several explanations are 
offered.

Keywords: Size of firms, profitability, Iceland, strategic theory, principal-agent theory, institutional 
theory

Introduction

Business people, investors and managers all seem to believe that the larger a firm becomes, the more 
profitable it also becomes.  This is very evident when searching the internet, talking to investors, listening 
to financial analysts or watching the news.  These beliefs seem to be shared with the general public 
(perhaps with the exception of economists and left-wing extremists, although for different reasons).  In 
Iceland, the number of large firms has increased proportionally in recent years compared to small firms 
(see Table 1). 

This study will examine the profitability of Icelandic firms in relation to their size. First, some theories 
that purport to explain why firms become large are discussed. Then the methodology of the study is 
described, and after that the findings.  Finally the findings are discussed in relation to the theories.

Drivers for larger firms 

The origin and drivers of the common belief that size matters can be viewed from three categories of 
theories. These are: 1) principal-agent theory, 2) strategic theories, and �) institutional theory.

1. Principal-agent theory
Principal-agent theory, or Agency theory framework, applies whenever one party (the agent) is hired by 
another (the principal) to take actions or make decisions that affect the payoff of the principal (Besanko 
et al. 2004). The theory suggests that the separation of corporate ownership and control potentially leads 
to self-interested actions by managers (Jensen & Meckling 1976).

�. Strategic theories
According to Porter (19�0) there are three generic strategies that firms can use. Firms can attempt to 
attain overall cost leadership, product differentiation, or focus-based domination. When using product 
differentiation strategy (also referred to as benefit leadership), the firm’s products are capable of 
commanding price premium relative to competitors, due to the perceived extra benefits of the products. 
The strategic logic is either to match the price of the rival firms and sell more then than they do or to 
charge a price premium and attain higher price-cost margin than they are able to.  When pursuing focus 
or niche strategy, the company configures its value chain so as to create superior economic value within a 
narrow set of industry segments.  Within these segments, the firm may have lower cost per unit than the 
broader-scope rivals or it may be capable of commanding a price premium relative to them, or both. In 
order to pursue an overall cost leadership strategy, the firm must be able to produce its products at lower 
cost per unit than its rivals and either undercut their prices and sell more or match their prices and attain 
higher price-cost margin than they can (Besanko et al. 2004). Although the logic behind Porter’s ideas 



of generic strategies have been criticised, and the empirical evidence casts some doubt as to its value (e.g. 
Hendry 1990), Porter’s ideas represent a useful starting point when considering strategic options. 

There are several ways for firms to produce their products at lower cost than their rivals; the most 
important ones are based on economies of scale and scope, or scale economies.  Informally, they can be 
referred to as ‘bigger is better’.  The more formal definition of economies of scale is that over a range 
of output the average unit cost declines. If average cost increases, however, the production exhibits 
diseconomies of scale (the average cost curve starts to rise and becomes U-shaped).  Economies of scope 
on the other hand exist if extra cost savings are available as a result of a production process where 
separate products share some production facilities, usually by increasing the variety of goods and services 
produced. There are five major sources of scale economies (Besanko et al. 2004): (1) Indivisibility and 
the spreading of fixed cost – when more units are produced, the fixed costs (that can not be scaled down) 
are spread thinner on each unit; (2) Increased productivity of variable inputs, mainly having to do with 
specialization, or division of labour, as Adam Smith pointed out as early as 1776 in his famous book, The 
Wealth of Nations; (�) Inventory, but higher volume usually decreases the per-unit cost of inventory; 
(4) The cube-square rule1, which implies that as capacity increases, the average cost of producing at full 
capacity decreases; and (5) In areas other than production, such as purchasing, advertizing and R&D, 
cost savings are possible, for example, bargaining power is stronger when more volume is purchased 
resulting in cheaper purchasing.

It is evident that if a manager decides to use a cost leadership strategy, the firm must have some 
possibilities of utilizing economies of scale or scope.  Usually it is necessary that the firm is comparatively 
large for this to be a possibility, preferably larger than its rivals.  
One of the drawbacks of becoming larger is a diseconomy of scale, that is, administrative cost or 
bureaucratic cost increases proportionally with increased size.  Larger firms may also be less flexible 
(Besanko et al. 2004).

3. Institutional theory
Institutional theory suggests that organizations seek to behave in ways that will not cause them to be 
noticed as different and consequently singled out for criticism (Meyer & Rowan 1977). Organizations 
will therefore gradually become more similar in behaviour over time and adopt approaches to businesses 
that have been legitimized (Powell & DiMaggio 1991). This gives rise to widespread social conceptions 
of appropriate organizational forms and behaviours that constitute the institutional environment of 
organizations. As organizations compete for resources, customers, political power, and economic and 
social fitness, institutional theories posit that they face pressures to conform to these shared notions 
of appropriate forms and behaviours, since violating them may call into question the legitimacy of the 
organization and thus affect its ability to secure resources and social support (DiMaggio & Powell 19��; 
Tolbert 19�5).  It is therefore suggested that the notion of business growth and that larger is better than 
smaller is embedded in the institutional environment of organizations.

The isomorphic pressure for firms to comply with the institutional environment can be typified as 
mimetic, coercive, and normative (DiMaggio & Powell 19��). Mimetic pressures manifest themselves 
in two ways: the prevalence of a practice and behaviour in the industry and the perceived success 
of organizations within the industry that have adopted the practice (Haveman 199�).  As the larger 
organizations within each industry are usually perceived as the most successful ones, such mimetic pressure 

1  The rule is well known to engineers: It states that if we increase the volume of a vessel by a given proportion, say double, the surface area increases by less than 
this proportion.
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is created. Coercive pressures are defined as formal or informal pressures exerted on organizations by 
other organizations upon which they are dependent (DiMaggio & Powell 19��).  Normative pressure 
stems mainly from professional people, trade, business, and other key organizations (Powell & DiMaggio 
1991). Today’s business education usually celebrates growth with the focus on larger firms, thus creating 
a normative pressure from professional managers on firms to grow and become larger. The trade press also 
seems to focus on high growth firms and put them in a positive light, contributing to such normative 
pressure. 

The institutional approach to the study of organizations has led to significant insights regarding the 
importance of institutional environments to organizational structure and actions (e.g., Burns & Wholey 
199�; Fligstein 19�5; Goodstein 1994; Han 1994; Haunschild 199�; Haveman 199�; Tolbert 19�5; 
Tolbert & Zucker 19��; Mezias 1990).

The relationship between size and profitability
This research focuses on the relationship between the size of firms and their profitability. Many researchers 
in industrial economics, strategic management, marketing and accounting and finance have attempted to 
identify the sources of variation of firm-level profitability. The central hypothesis in industrial economics 
is that any temporary divergence of a firm’s profit rate from the market average is rapidly corrected 
through the effects of potential or actual entry and exit or other competitive forces so that no firm can 
earn an above-average profit for a long period of time.  Empirical evidence on the strength and duration 
of persistent above- average profit suggests there are differences between firms in long-run equilibrium 
rates of profit, influenced by both industry-level and firm-level factors such as size, market share, gearing 
and liquidity.

Goddard, Tavakoli and Wilson (2005) studied manufacturing and service firms in four European 
countries for the period 199�–2001.  They concluded that firms that increase in size tend to experience 
reduction in profitability, but an increase in market share was associated with increased profitability on 
average.  Goddard, Molyneux and Wilson (2004) studied the profitability of European banks during the 
1990s and found that evidence for any consistent or systematic size-profitability relationship was relatively 
weak. However, Akhigbe and McNulty (2005) studied differences in profitability and also examined the 
sources of these differences among �000 to 6000 US commercial banks for the period from 1995 to 
2001.  They divided the banks into three groups; small (under $100 million in total assets), medium, 
and large (over $1 billion in total assets).  For the period as a whole, they found an economically (and 
statistically) significant difference in the average profitability, the small banks with the lowest profitability 
and the largest with the highest profitability.  Small banks could attain high profit efficiency by being 
older, by operating in markets with low default rates, by being independent of a holding company, by 
generating high fee income, by operating in a concentrated market, and by having more of their assets 
in loans as opposed to securities. They also found that large banks that have high profit efficiency do so 
primarily by using more leverage since none of the other variables are significant.

In order to grow, firms can increase their market share, integrate or diversify into other businesses. Size 
is therefore related to market share as well as integration and diversification activities in the past.

When firms attempt to diversify they often begin by vertical integration (Galbraith, 19��; Harrigan, 
19�5).  However, the relationship between vertical integration and financial performance is unclear. 
Most research in this area assumes that firms vertically integrate to lower transaction costs (Williamson, 
1975) and thereby increase performance (Harrigan, 19�5). But some research has shown that vertical 
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integration may increase strategic inflexibility (Harrigan,19�5) and both systematic risk and bankruptcy 
risk (D’Aveni & Ilinitch, 1992), eventually leading to poor performance. Ilinitch & Zeithaml (1995) 
conclude that the managerial costs of vertical integration can lead to inferior performance. Peyrefitte 
and Golden (2004) find indications, based on studies of the computer hardware industry, that vertical 
integration is negatively related to performance. They suggested that the core extension benefits of within-
stage integration may be outweighed by the costs of managing a wide breadth of activities in more than 
one value-added chain

Many studies have been conducted on the relationship between market share and profitability, with 
mixed results.  Hergert (19�4) found that although the relationship between return on assets and market 
share was positive in about one-third of the industries studied, it was not significant. Shanklin (19��), 
Jacobson (19��),  Schwalbach (1991), and Fraering, Martin, Minor & Michael (1994) reported similar 
findings. Smirlock (19�5), however, found a strong positive relationship between market share and 
profitability of geographically isolated banks in the USA. 

Those studies suggest that pursuit of market share is not a good ‘generic’ strategic decision for all firms 
in all industries. Its salutary effects on profitability are limited to certain industries. In other industries, 
alternative strategic goals with a direct bearing on customer satisfaction are more likely to increase 
profitability.

The Icelandic market
As an island, Iceland is geographically isolated from other markets.  The domestic market is rather small, 
as the population is only about �00,000.  However, the country is highly developed with GDP per capita, 
at the current exchange rate, of about 54,000 USD (ppp �4,000)2  with annual growth rate of 5.5% in 
2005.  Most firms are relatively small, for example less than 75 firms had more than 250 employees in 
200�.  Table 1 shows the number of wage payers (firms) and number of employees. The vast majority 
of firms have less than 10 employees, representing about one-quarter of all employees. As shown, the 
numbers of larger firms have grown proportionally much more than the smaller ones.

Table 1:  Number of wage payers by number of employees in Iceland, 1998–�003. 
year 1 2-9 10-19 20-49 50-99 100-249 250-499 500+

1998
1999
2000
2001
2002
200�

15.165
15.262
15.0��
1�.87�
1�.085
1�.619

�.878
�.21�
�.5�6
�.826
5.28�
5.5�7

826
88�
952
965
95�

1.0�1

��2
�92
5��
550
575
622

156
15�
168
182
170
215

96
108
122
115
118
155

��
��
��
�0
�2
�1

15
17
18
16
22
��

                             Source: Statistic Iceland

Research methods
In this research the following studies were conducted to investigate the relationship between size and 
profitability in Icelandic firms:  

2  See Statistics Iceland, http://www.statice.is/?PageID=1�90
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I    Cross section of all firms in all industries during the period 2000–2004,  
II   Two selected industries, 

(IIa) Fisheries and fish processing for the period 2002–2004
(IIb) Banks for the period 2002–2004 and also for the period 2000–2004

III  Civil engineering consulting firms for the period 1997–2004.

The data used was from the database of  Frjáls verslun,� a database of statistical information on the 500 
largest firms in Iceland, in 24 industries. The samples and methods of studying them were as follows:

I)  All firms. Cross section of firms in the database with more than 10 employees, for every year from 
2000 to 2004.  The reason why firms with fewer employees were not included is that data for such small 
firms were not considered reliable. There are 194–242 firms in the sample and they account for at least 
two-thirds of the total turnover of all firms in those industries, as shown in Table 2.  

Table �:  Turnover of firms in Iceland �000–�004, (in million ISK), according to VAT 
reports, and the turnover of the 194–�45 firms in the sample.  Those numbers are not 
fully comparable since not all firms pay VAT.

2000 2001 2002 2003 2004
Total turnover of all firms* 1.127.760 1.262.954 1.294.011 1.339.479 1.551.551
Turnover of firms in the sample 815.116 973.481 1.008.535 1.058.643 1.333.703
Number of firms in the sample 242 215 217 194 197
*Turnover according to value added tax (VAT) reports.  Source: Statistic Iceland

II)  Fisheries and fish processing and banks were studied separately for the period 2000–2004; (IIa) 
Fisheries and fish processing were studied because these are two of the most fundamental industries in 
Iceland. All firms in those industries with more than 10 employees are in the sample; these are 26–�0 
firms, accounting for the majority of turnover in the industries.  (IIb) The sample of banks composed of 
all banks operating in Iceland during the period, in total 15–20. The three major retail and investment 
banks were excluded from the sample, as they all have a large part of their operation abroad. All the banks 
in the sample operate in markets with rather clear geographical boundaries, although they overlap.  
Regression analysis was conducted using three measures of profitability as the dependent variable and two 
for size as the independent variable.  The measures of profitability were; return on total assets, return on 
capital and return on equity:

The first measure of profitability is return on total assets (ROA). This is the most commonly used 
measure of profitability, and is calculated as:

     sTotalasset

TEBIT
ROA

)1( −=                               (1)

EBIT is earning before interest payments and tax, T is the tax percentage. This gives the profit irrespective 
of how the firm is financed (Damodaran 2002).  Total assets are the average total assets over the period 
(year) that was used to produce the profit.

The second measure of profitability is return on capital (ROC).  If a large part of the finance in the firm 
is not carrying interest, this is a better measure than ROA (Damodaran 2002). ROC is calculated as: 

�  Frjáls verslun (Free Trade) is a periodical in Iceland.
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   equitydebtsbearingInterest

TEBIT
ROC

+
−=
__

)1(
             (2)

The interest-bearing debts and equity is the average over the period (year).
The third measure of profitability is return on equity (ROE).  This measure does not take the gearing 

ratio into account and must therefore be carefully interpreted (Damodaran, 2002).

     
                           (�)

As before, the equity is the average over the period (year).The two measures of size are turnover and 
average total assets during the period. For the banks, the profitability was only calculated as ROE because 
banks carry a lot of debts by the nature of things. The turnover was used as a measure of size.

III) Civil engineering consulting firms were studied over the eight-year period, 1997–2004. In the 
sample were nine firms, all the firms in the industry with more than ten employees (range from 16 to 
10� employees) during the period. The reason for using this industry is that for this industry rich data 
is available which can illustrate some factors in the relationship under investigation, such as turnover, 
contribution and net profit per employee, respectively. Because the sample is so small, the findings shown 
are in the form of descriptive statistics.  Size is measured as the number of employees and profitability as 
net profit per employee.

    
Findings
   

In Tables �–7 the findings from the regression analysis are shown. The t-statistics is used as a test of the 
reliability of β(slope), the rule of thumb is that the t-statistic needs to be greater than 2 for the results 
to be considered statistically significant.

All firms
As shown in Table �, there is a negative relationship between size, measured as turnover, and profitability, 
measured as ROA, for all the years studied.  However, the low R2  (less than 0.1%) suggests that this 
relationship is very weak and not statistically significant, as the low t-statistic for β, the slope, indicates 
(the t-statistic needs to be above 1.97 in order to reject a zero hypothesis that the slope, β, is 0, at 95% 
level).  Using other measures of size and profitability gives the same result.

Table 3: Regression analysis for all firms, showing ROA on turnover, each year from  
�000 to �004.   

All firms
ROA  and turnover 2000 2001 2002 2003 2004
á 0,0331 0,0149 0,0536 0,0564 0,1204
t stat 3,3752 1,2335 3,9062 4,2458 5,1580
â -6,9E-07 -4,9E-09 3,9E-07 -6,1E-07 -1,5E-06
t stat -0,4901 -0,0362 0,2684 -0,4793 -0,8299
n 242 215 217 194 197
R2 0,00207 0,00001 0,00034 0,00120 0,00352
F 0,4969 0,0013 0,0727 0,2298 0,6887
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Table 4 shows all the three measures of profitability, ROA, ROC and ROE, for all firms for the year 
2004, against size measured as turnover and total assets. All the measures show a very weak inverse, but 
statistically insignificant, relationship between size and profitability.

Table 4:  Regression analysis for all firms, �004.  The table shows ROA, ROC and ROE, respectively, 
on both turnover and total assets.

All firms
2004

ROA
and 

turnover

ROA
and total 

assets

ROC
and 

turnover

ROC
and total 

assets

ROE
and 

turnover

ROE
and total 

assets
á 0,1204 0,1152 0,3217 0,3244 0,2481 0,2437
t stat 5,1580 5,2910 2,1771 2,2196 5,0224 5,2280
â -1,5E-06 -1,1E-07 -8,0E-06 -4,6E-06 -1,2E-06 -7,4E-08
t stat -0,8299 -0,6533 -0,5444 -0,6285 -0,3224 -0,2118
n 197 197 191 191 200 198
R2 0,00352 0,00218 0,00157 0,00209 0,00052 0,00023
F 0,6887 0,4268 0,2960 0,3950 0,1039 0,0449

II. Fisheries and fish processing and banks
Tables 5 and 6 show the result from regression analysis of fisheries and fish processing, and Table 7 the 
result for banks.

IIa. Fisheries and fish processing
As shown in Table 5 there is a very weak inverse relationship between ROA and turnover for 2002 and 
200�, but a very weak positive for the year 2004, as the low R2  indicates. However, this relationship is 
not statistically significant, since the t-statistic for β is some way below critical value.  The same result 
was observed when using other measures of profitability and size. Table 6 shows all the three measures 
of profitability, ROA, ROC and ROE, for fisheries and fish-processing firms for the year 2004, against 
size, measured as turnover and total assets. All the measures show a very weak positive, but statistically 
insignificant, relationship between size and profitability.

Table 5: Regression analysis for fisheries and fish processing, 
showing ROA on turnover, each year from �000 to �004.

Fisheries and fish processing
ROA  and turnover 2002 2003 2004
á 0,1522 0,0573 0,0261
t stat 2,7842 3,7430 1,1310
â -5,6E-06 -2,0E-06 5,5E-06
t stat -0,4304 -0,2921 1,0611
n 30 28 26
R2 0,00657 0,00327 0,04481
F 0,1853 0,0853 1,1259

Table 6: Regression analysis for fisheries and fish-processing firms, �004.  The table shows 
ROA, ROC and ROE, respectively, on both turnover and total assets.

Fisheries and fish 
processing
2004

ROA
and 

turnover

ROA
and total 

assets

ROC
and 

turnover

ROC
and total 

assets

ROE
and 

turnover

ROE
and total 

assets
á 0,0261 0,0276 0,0291 0,0316 0,0732 0,0752
t stat 1,1310 1,1948 1,0545 1,1397 1,6135 1,6577
â 5,5E-06 2,4E-06 7,1E-06 3,1E-06 1,2E-05 5,8E-06
t stat 1,0611 0,9503 1,1530 0,9983 1,2195 1,1483
n 26 26 26 26 26 26
R2 0,04481 0,03626 0,05248 0,03987 0,05830 0,05200
F 1,1259 0,9030 1,3294 0,9967 1,4872 1,3186
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IIb. Banks
Table 7 shows the result of the regression analysis for the banks. There is a weak positive relationship 
between profitability measured as ROE and size of turnover for 2000, 2002, 200� and 2004, but a 
negative relationship for 2001. Using total assets as a measure of size, however gives a weak negative 
relationship. None of the relationships observed are statistically significant.  The highest value of R2 is 
for 200�, at 12%.

Table 7:  Regression analysis for ROE and turnover for banks, for each year �000–
�004 and for average ROA on average turnover for all five years.  (Full sets of data 
were not available for some banks, so some averages are for three or four years)

Banks
ROE and turnover 2000 2001 2002 2003 2004 Average
á 0,2430 0,0535 0,0741 0,0785 0,1514 0,1256
t stat 4,0310 1,8497 3,0073 2,6805 5,0449 6,2217
â 4,6E-05 -1,1E-05 1,5E-05 1,8E-05 8,7E-06 1,1E-05
t stat 1,3325 -0,8397 1,1215 1,3790 0,6819 1,0811
n 20 15 18 16 20 19
R2 0,08978 0,05145 0,07288 0,11958 0,02519 0,06433
F 1,7755 0,7051 1,2578 1,9016 0,4650 1,1689

The column ‘Average’ in Table 7 shows the average ROE per year for each bank during the five-year 
period.  This is also shown in Figure 1.  There is a wide spread in the ROE, and the relationship with 
turnover is not statistically significant as mentioned.

y = 1E-05x + 0,1256

R2 = 0,0643

0%

5%

10%

15%

20%

25%

30%

0 1.000 2.000 3.000 4.000 5.000 6.000 7.000

Average turnover

A
ve

ra
g

e 
 R

O
E

Figure 1:  Average (4–5 year) ROE for each bank during �000–�004, n=19

lll.  Civil engineering consulting firms
Figure 2 shows analysis of nine civil engineering consulting firms from 1997 to 2004.  The measure of 
size is the number of employees, calculated as full-time jobs.  During the period the firms either carried 
the same number of employees between years, or increased numbers, but never decreased numbers. It 
is logical to use the number of employees as a measure of size, since the service sold (consulting hours) 
is closely linked to the number of employees.  The figure shows turnover, contribution and net profit, 
respectively, per employee. As the number of employees increases, the turnover per employee increases, as 
well as the contribution, but net profit decreases.  None of this is statistically significant.
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Figure �:  Nine civil engineering consulting firms, 1997–�004.  Turnover (blue), 
contribution (red) and net profit (green), respectively, per employee, 

Figure � shows the spread of net profit per employee for each firm during the period. The five firms 
that showed greatest growth rate are linked with lines.  There is a great spread of net profit per employee 
for all firms but one, and the fastest growing firms (blue, green and brown lines on Figure �) seem to 
become worse off in terms of profit per employee as they grow bigger, and less likely to gain very high 
marginal profit.

Figure 3:  Profit per employee of nine civil engineering consulting firms, 1997–
�004.  Each colour represents one firm.  Almost all firms grew during the period.

Discussion
The focus of this study is the relationship between size of firm and its profitability among Icelandic firms, 
particularly fisheries and fish processing, banks and engineering consulting firms. The analysis shows 
that size has no statistically significant effect on profitability, irrespective of how profitability or size is 
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measured. However, a weak inverse relationship between size and profitability was observed for all firms 
and for fish and fish processing (with the exception of fisheries and fish processing in 2004, when it was 
positive). This is consistent with many other studies, such as that by Goddard, Tavakoli and Wilson 
(2005).  
Regarding banks, a weak positive relationship was observed for all years studied except for one, and the 
average profitability was also positively linked to size.  This is consistent with the study by Goddard, 
Molyneux and Wilson (2004) of European banks in the 1990s, but inconsistent with the study by 
Akhigbe and McNulty (2005) for US banks in the late 1990s. 

As mentioned, three categories of theories can be used to explain why managers choose to expand 
their firms. The principal agent theory would suggest that managers might expand their firm more or 
less to increase their own benefits, such as more prestige, better pay, and stock options. The strategic 
management theories suggest that managers expand in order to achieve scale economies, which is necessary 
for strategic positioning, for example when using a cost leadership strategy. The third category of theories 
is the institutional theory which suggests that managers take decisions to expand their firm as a response 
to institutional pressures, normative and mimetic, to do so. 

The number of large firms has proportionally increased in recent years in Iceland, but it is difficult 
to see that those larger firms are more profitable than the smaller ones. The following explanations are 
suggested:
1. Strategic reasons: The fact that the domestic market is so small has forced firms to expand internationally, 
particularly in the EU, but Iceland joined the European Economic Area in 1991.  To be able to compete 
in those markets, the firm must be above some minimum size. The open market has also increased 
competition in the domestic market forcing domestic firms to seek scale economies to be able to compete 
and thereby the successful ones have become larger.  In both cases, the strategic logic is rather to survive 
than to increase profitability.
2. Principal-agent reasons: As more firms become larger, presumably with well-paid managers, the 
incentive for these managers to expand their firms becomes greater. The analysis of civil engineering 
consulting firms, although not statistically significant, indicates that expansion of firms can increase the 
turnover and contribution of each employee, but in the process the overhead costs and bureaucratic costs 
more than offset these gains.  Many of the largest firms in Iceland are highly diversified, operating many 
business units in related and unrelated industries (Jonsson, 2006). Some of those firms are listed on the 
Icelandic stock exchange, and have grown by acquiring small firms and operating them independently 
under the parent group (Jonsson, 2006).
�. Institutional reasons.  The extensive growth of the economy in the past ten years, with annual growth 
rate of GNP by 4.5% on average4, has created a climate where growth is highly celebrated and those 
managers who create the highest growth rate for their firms are the heroes of our time. Only the losers 
stay still. In this atmosphere the legitimized behaviour is to grow.

This research is consistent with most research in finding little evidence for larger firms being more 
profitable than smaller ones. Some explanations have been discussed in order to explain why firms in 
Iceland are becoming larger. However, to explain this phenomenon fully, further research is necessary.

�  Source: Statistics Iceland, see http://www.statice.is/?pageid=1267&src=/temp_en/thjodhagsreikningar/landsframleidsla.asp
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