
1

Is business logic a barrier to new firms?1

TorBjörn Nilsson
AR1999:35

Abstract
Business logic consists of unwritten rules, which set up a framework for companies’ mode of
action and possibilities for custom-oriented actions, compare Sloan Jr. (1990). This means that
it is important for managers of small businesses among other things to understand business
logic to be able to run profitable firms in a given sector. It is important to understand business
logic either to adapt to it or to break with it, thereby creating ”something new”. We can
demonstrate that there are different ways of tackling business logic, for it is possible to ”go
with” or ”go against” the valid rules of conduct in a sector. This distinction makes it possible
to identify conformists, innovators and losers, who all tackle business logic in different ways.
How business logic is tackled is of great importance to companies’ development and survival.
The business leader must therefore correctly understand and tackle the rules of conduct
existing in business, otherwise the firm’s survival is at risk. In the paper I will discuss the
necessity for leaders of new firms to understand and tackle the business logic in a “correct
way”. The empirical base is three longitudinal casestudies.

1. Introduction

An important prerequisite for the long-term survival of manufacturing firms is that they
succeed in making themselves visible to different customers, thereby finding a market for
their products. In large companies both specialised and formalised work methods are used for
this purpose. This means that in this category of firms there is often an assembled competence
enabling conscious, and above all planned efforts aimed at both existing and potential
customers. This work method, however, probably has no correspondence in small firms. For
these firms the accumulation of customer relations is done apparently intuitively and
unplanned through successive processes, where the interaction between persons in the
companies involved is important. Karlqvist (1990) discusses this and considers that simple
business transactions between two companies often give rise to more and more complex
business relations, in which personal relations and personal contacts are of great importance.
This implicates conditions where it is probable that the build-up of customer relations in small
manufacturing firms is often based on personal relations and personal contacts between
individuals in selling and buying companies. Their knowledge, experience and ways of
interacting with one another are interwoven in different proportions in a process that can be
described as trial-and-error, where failure leads to new experience that enriches continued co-
operation, according to Sweeney (1972). Relations are often woven into dense networks in
which products are manufactured in close supplier-customer co-operation.

In my opinion, the work methods used by small manufacturing firms are thereby probably
not comparable with the activities utilised by large manufacturing firms to acquire customers.
Here the term custom-oriented action is used to denote activities performed to build up new,
or to maintain existing relations between small manufacturing firms and their customers, in
order that suppliers thereby should find a market for their products.

How custom-oriented action is manifested depends among other things on the competition
existing between companies and how business logic is tackled by the businessleaders. The
purpose of this paper, then, is to discuss and analyze the necessity for leaders of new firms to
understand and tackle the business logic in a “correct way”.

                                                       
1  Paper presented at the 4th ICSB World Conference on Innovation and Economic Development, 21-23 June,
1999, Naples, Italy
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2. Theoretical background

2.1 Business logic

Business logic consists of unwritten rules, which set up a framework for companies’ mode of
action and possibilities for custom-oriented actions. Sloan Jr. (1950, p 58) describes business
logic thus ”there is a logical way of doing business in accordance with the facts and
circumstances of an industry… ”. This means that it is important for managers of small
businesses among other things to understand business logic to be able to run profitable firms
in a given sector. It is important to understand business logic either to adapt to it or to break
with it, thereby creating ”something new”.

There is however no generally accepted definition of business logic. Karlöf (1994, p 101)
considers however that it is possible ”to understand the key factors giving companies in the
sector sustainable profitability” via business logic. Small companies must then work either
with or against the existing business logic. To work against business logic means coming up
with completely new market solutions. For those companies that choose to follow business
logic, the consequence is that the company accepts the existing rules and adapts to them. In
both cases, however, knowledge about and comprehension of how this logic works in the
sector are important. It is not possible to work against business logic without knowing how it
works or without knowing how work contrary to current business logic is to be formed. There
must be knowledge of the weak points and activities must be carefully planned in accordance
with this. Forms of ”trial-and-error method”, where firms progress more or less aimlessly is
not a viable alternative, because the parties already existing on the market are often strong
through the knowledge they possess. Going with the system also demands knowledge about
the prevailing logic, namely, and understanding of the rules of the game and the tools
available. This can be achieved either through knowledge already possessed or through
knowledgeable or generous partners.

2.2 Competition

Competition can be described as a contest or rivalry between different companies. In this
contest companies compete for customers, whereby products are adapted to customers’
demands at the same time as the products are refined. Porter (1998) considers that there are
five competitive forces on existing markets, namely the threat of newly established firms, the
threat of substitution, buyers’ and suppliers’ bargaining strength and rivalry between existing
firms. The described competitive forces decide how strong the competition in a sector is. The
strength of competition and small companies’ ability to tackle it are of great importance for
the companies’ survival. The strength and type of competition also control the companies’
action towards customers. Therefore it is interesting to be able to determine the strength of
this competition. However, competition is not easily measured; although it can be described in
different ways.

One way to describe competition is in terms of the number of products and firms on the
market. This can mean that the market that consists of small competing firms and where there
are many products has a different competitive situation than a market consisting of large
companies producing few products. Depending on the different competitive situations that can
exist, small companies must act in different ways to be able to establish customer relations.
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2.3 Barriers

Barriers for new firms can be described in different ways, see figure 1, and will be related to a
variety of different dimensions. The distinction made here will distinguish between internal
and external barriers. Furthermore barriers can be divided into tangible and intangible
barriers.

Figure 1. General barriers to growth

Source: Barth (1999, p. 13)

Internal barriers refer to in-house conditions and external barriers refer to environmental
conditions. Tangible barriers can be exemplified by lack of assets, or disfavourable
institutional policies while intangible barriers can be exemplified by lack of human resouces.
This distinction reveals three sets of general barriers. The first is named “managerial and
resource barriers”. A second set of constraining factors is named “institutional barriers”. The
last set of constraining factors concerns “cultural barriers”.

Studies wich analyse market structure and competitive positions of small firms, suggest
that the “real” barrier exists within the firm dealing with management systems and processes,
organisation structures, and the availability of skilled managers (McGee, 1989). The business
leaders therefore play a central role in new firms, as they must understand the customers to be
served and besides that, correctly use and command custom-oriented action in the right
situation. This is a difficult task, which besides must be balanced against the prevailing
competition and the accepted logical way of doing business (business logic).

3. Methodology

In order to perform the present study it is designed as a retrospective investigation where
personal interviews were carried out on different occasions with managers in three companies.

Nature of barriers to growth

Tangible barriers            Intangible barriers

Internal barriers

Origin of barriers
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Growth
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Managerial and Resorce Barriers
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Additionally, interviews were held with representatives, usually the managers, of customer
companies. A total of 35 persons were therefore interviewed for a total of 73 hours. The
interviews in the three main studies were conducted during the period between November
1993 and April 1997. Storey (1995) considers ten years to be a suitable study time span for
retrospective studies of small companies. In the present study, the time studied is from the
start-up of each firm in 1985 or 1986 up until the time of the last interview, which means that
the studied time period is just over ten years.

Three new bread-and-butter firms have been selected as objects for investigation. The
reasons for this choice are two. Firstly, this type of firm has rarely been studied. Secondly,
this type of firm and its customers is easier to overview and summarise than larger, growth-
oriented firms are.

The case-study companies were selected so that they differed in some respects, while they
were similar in others. The three companies are classified as manufacturing companies that
started their activities in 1985 or 1986, and they are all located in small communities in the
same county in northern Sweden. The companies are also small, which is why company size
is not a differentiating factor. What differentiates them is instead their type of activity. This
means that the studied companies, despite being classified as manufacturing, differ
significantly as regards products, mode of production and customers. A further reason for this
selection has been to choose a company acting as sub-supplier and two that develop,
manufacture and sell their own products.

Table 1. A short description of the case study firms

The Mechanical
engineering company

The Saddlery The Stonemasonry

Number of employees 3 (the owners) 1 (the owner) 1 (the owner)

Turnover per year 3 million skr 0.2 million skr 1 million skr

Sub-supplier? yes no no

Products simple products both simple and complexe

products

simple products

Source: Nilsson (1997)

4. Findings

We can demonstrate that there are different ways of tackling business logic, for it is possible
to ”go with” or ”go against” the valid rules of conduct in a sector. This distinction makes it
possible to identify conformists, innovators and losers, who all tackle business logic in
different ways. The conformists follow the prevailing rules of conduct, which neither the
innovators or losers do. The innovators know how the logic works and thereafter consciously
defy it, to win economic advantages. The losers go against business logic without being aware
of its workings, by using different ”trial-and-error” methods, which makes these companies
unsuccessful.
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Figure 2. The consequences of business logic

Source: Nilsson (1997, p. 251)

How business logic is tackled is of great importance to companies’ development and
survival. The business leader must therefore correctly understand and tackle the rules of
conduct existing in business, otherwise the firm’s survival is at risk. The view of business
logic and how it should be handled also affects custom-oriented actions. The conformist (the
Mechanical engineering company), then prefers to use passive custom-oriented actions and
relies on the company and its competency already being known to the customer company
when contacting it. The conformist consequently adopts a very prudent manner toward
existing and potential customers, and will adapt activities to meet the customer’s demands,
without primarily presenting his/her own solutions. The innovator (the Stonemasonry) is
active in customer contacts and enjoys having the initiative in customer relations. He/she is
also unafraid and breaks with accepted business logic in order to use any active and outgoing
custom-oriented actions that may be necessary. The loser (the Saddlery) cannot understand
how existing rules of conduct work. Thereby the custom-oriented actions used turn out wrong,
with consequent problems.

We can then state that it is important for managers of small companies to know the
prevailing business logic, irrespective of whether the idea is to break with it or use it to one’s
own advantage. Therefore the business leader must use business logic as a starting-point, and
adapt the custom-oriented actions used to fit it. Knowledge about business logic can be gained
through experience or through generous and co-operative customers. It is possible for a
potential customer to test whether a new supplier knows the prevailing rules of conduct in the
sector through qualification. This means that the customer tests the small manufacturing
company through different types of tasks, to successively incorporate it into ordinary
activities if qualification works out satisfactorily. A company may however break with
traditional business logic, but in that case the offer to potential customers must be very
advantageous and attractive to be accepted. Knowledge of business logic, i.e. prevailing rules
of conduct, is probably very important for how small manufacturing companies formulate
their own custom-oriented action and how successful they will. It is even possible that this
knowledge is more significant than knowledge about the prevailing competition is.

Another factor of import for which type of custom-oriented action should be used is the
prevailing competition, and here we can state that the way a business leader tackles business
logic also appears to influence the way of meeting existing competition. The firm that in the
study ”works with” business logic, and therefore can be identified as conformist, the
Mechanical engineering company, has used such passive custom-oriented actions as the right
pricing, keeping to agreed delivery times, keeping a ”satisfactory” product quality and
adopting a high service standard toward existing customers. It would therefore seem probable
that the conformist chooses to adapt his activities to customers’ demands in order to meet the
competition, which is well in line with the conformist’s mode of operation.

                conformists

                        ”go with”
  innovators

business logic

                    ”go against”

    losers
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The weak competition experienced by the manager can therefore be seen as a result of
skilful custom-oriented action on the part of the manager, meaning that acting in an efficient
manner keeps potential competitors at bay. Porter (1998) discusses and describes the kind of
competition and goes on to name five different competitive forces, which in turn can control
custom-oriented actions in small manufacturing companies. For the conformist (the
Mechanical engineering company) it is above all the buyers’ negotiating strength that has had
impact on the nature of their custom-oriented action. The two largest customers are in a very
strong position regarding purchases of sub-deliveries, which has forced the conformist to
adapt its activities to the customers’ demands. This can be interpreted as the manager’s
understanding of business logic and consequent adaptation of the company’s activities.

The loser meets business logic without being aware of its workings. That means that such
companies find it difficult to survive, as they must continuously find their way to solutions
without finding out whether they are doing things in the right way. When it comes to meeting
competition, things are done in the same way. The Saddlery, classed as loser, has shown a
lack of sensitivity for expressed customer demands and besides that, incapability of using the
right custom-oriented action in the right situation. This fact has led to the company’s products
being replaced by those manufactured by the Tannery. The Tannery has thereby become the
Saddlery’s biggest competitor, after formerly being its biggest customer. The state of
competition has then changed so that the business leader sees strong competition where it was
previously perceived as weak. Using Porter’s (1998) terminology, we can thereby say that a
latent substitution threat has been carried out. This has meant that the company’s economic
situation has deteriorated, putting the entire business at risk.

The companies classified as innovators tackle business logic by consciously ”going
against” it thereby to win economic advantages. The ways used by the Stonemasonry, classed
as an innovator in the present study, to tackle the rules of conduct prevailing in its line of
business are also reflected in the actions used to meet prevailing competition. The
management has used active custom-oriented actions while concentrating on creating an
increased demand, by working in close contact with those customers that for the moment are
in the company. The manager has thereby succeeded in building up a good reputation on the
local market he serves. This is a competitive edge that is hard to beat for stonemasonry firms
that use the help of sales representatives, because the manager works with his company on a
local level, and therefore handles any problems that occur directly and in a personal way. The
competitive forces that have principally influenced the Stonemasonry are new firms and the
rivalry between existing firms. With the help of knowledge and skilful custom-oriented
actions the manager has however managed to ward off these threats.

5. A concluding note

The question raised in this paper, wether the way of tackling business logic is a barrier to new
firms, has accordingly been answered by an “it depends”. It depends on how businessleaders
act. Does he/she act as a conformist, an innovator or as a loser, figure 2? As we have seen the
conformist is passive and adopts a very prudent manner toward customers. The innovator is
active and breaks with accepted business logic and the loser is one who does not understand
how existing rules of conduct work. How business logic is tackled can therefor be described
as a “managerial and resourcebarrier”, figure 1. And therefor it is of great importance to new
firms development and survival how the busniess logic is tackled by businessleaders.
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