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On the adaptation of the firm to the International Business
Environment

ABSTRACT
This paper advances on the importance of the adaptation of the firm to the
International Business Environment (IBE). The IBE is a distinguishing factor
in international business studies and the firm’s adaptation to the
environment has been presented as a basic survival strategy. We argue
that adaptation is indeed a dynamic and largely internally driven process
that leads the firm to co-evolve with the external environment. The ability
to adapt to different international business environments is developed over
time through the firm’s experiences and built into its routines. Adaptation is
both suggested to incorporate the elements of a planned strategy and of
random variation in search for local peaks given bounded rationality,
imperfect information and the current pool of resources and capabilities.
The ability to adapt to the environment may be conceptualized as a
knowledge-based capability and a potential source of competitive
advantage for the multinational corporation.

Keywords: Adaptation, International Business Environment, MNC,
capabilities, evolution, environmental stability.
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INTRODUCTION
“Environmental conditions determine which systems survive and thrive:
those best adapted are most likely to prosper.”
- Scott (1998: 104)

Organizations are open systems with multiple interactions with the
surrounding environment (Aldrich, 1979; Nelson & Winter, 1982; Scott,
2002). The environment provides firms with the resources and offers
opportunities for market-product expansion, but also imposes constraints.
To survive and prosper firms need to search for the right fit, or
configuration, with their environment (Miller, 1992). However, both the
environments and the firms are in continuous change and co-evolve (Nelson
& Winter, 1982; Aldrich & Ruef, 2006).
Organizational adaptation to the International Business Environment
(IBE) is difficult. First, it requires firms to recognize the need to respond
and adapt to environmental changes; and even then they are not always
able to do so. Technological changes or discontinuities, for example, have
been shown to lead to high failure rates (Tushman & Anderson, 1986) with
the explanation residing in the failure to adapt, and the inertia caused by
the focus on the firms’ existing capabilities (Leonard-Barton, 1992, 1995).
Second, adaptation involves the knowledge of multiple environmental
dimensions on the multiple countries where the firm is present, increasing
its complexity (Ghemawat, 2001, Guisinger, 2001). This is frequently
difficult given bounded rationality of the decision making agents (Simon,
1957) and the interplay among the environmental dimensions. Third, to be
able to adapt, firms must hold the necessary skills, capabilities or resources
to do so. However, in conditions of environmental uncertainty and
instability, it is hard to even identify which resources and capabilities are
valuable let alone maintain a long term competitive advantage (Sirmon, Hitt
& Ireland, 2007; Shepherd & McKelvey, 2009; Cantwell, Dunning & Lundan,
2010).
The strategy literature has tried to answer the questions of why firms
differ and why there are performance differences between firms (e.g.,
Hawawini et al., 2003; Mackey et al., 2007; Sirmon et al., 2007). The
international business literature, on the other hand, seeks to explain the
motives that lead firms to invest abroad or internationalize their operations
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(e.g., Dunning, 1988; Buckley & Ghauri, 1999; Makino et al., 2002). This
paper integrates both areas and suggests that one of the reasons why
multinationals differ is that they deploy different strategies and capabilities
to adapt to the IBE.
In this paper we develop a co-evolutionary argument in explaining how
firms develop an adaptation capability to survive and prosper in the context
of complex and difficult to understand IBEs. Adaptation is posited to occur
at three levels: first, it encompasses both the “traditional” and observable
adaptation to the external market, second it is reflected in the internal
business processes, and third, it is a co-evolving effect whereby firms,
populations of firms, and environments change together. We further explore
how firms are affected by changes in specific dimensions of the IBE.
The support on recent literature, such as the knowledge-based view of
the firm and the evolutionary, permits us the distinction between two main
alternatives: first, that adaptation is essentially characterized by random
variation, which evidences a sub-rational process that just seeks to improve
the current state of affairs. Second, that adaptation is really an intentional
process characterized by intentional variation and the use of best practices.
In this respect it is worth noting that international expansion is a major
form of strategic variation in organizations (Aldrich, 1979). Our discussion
contributes to the essential questions in business and international strategy:
“why

are

firms

different”

and

“what

accounts

for

firms’

different

performances”. It is likely that the factors that make firms different – in our
argument

an

adaptation

capability

to

different

foreign

business

environments - underlie a competitive advantage.
This paper is organized as follows. First, we briefly review a set of
concepts relevant in analyzing the IBE and firms’ adaptation. In the second
section, we put forward a number of conceptually-driven propositions.
Finally, a broad discussion and some avenues for future scholarly inquiry
conclude this paper.
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THE MULTINATIONAL CORPORATION AND THE INTERNATIONAL
BUSINESS ENVIRONMENT
The International Business Environment (IBE) is the distinctive
underlying feature of International Business (IB) research. Nehrt, Truitt,
and Wright (1970: 2), for example, suggested that the IB research is
“concerned with the interrelationship between the operations of the
business firm and international or foreign environments in which the firm
operates”. Guisinger (2000, 2001), in a similar vein, argued that the IBE is
the

distinctive

feature

that

distinguishes

IB

research

from

other

management disciplines. Confirming the importance of the environment,
Scott (2002: 21) wrote that “every organization exists in a specific physical,
technological, cultural and social environment to which it must adapt. (…)
[earlier scholars] tended to overlook or underestimate the importance of
organizations-environmental linkages (…) and indeed the number and
variety of these connections are impressive”.
Multinational corporations (MNCs) are exposed to a higher level of
environmental complexity than purely domestic firms. The environmental
complexity

increases

as

firms

move

to

different

foreign

markets

(Ghemawat, 2001) augmenting the likelihood of failure. Indeed, there are
numerous anecdotal stories (Ricks, 1999) of errors and misadaptations that
have resulted in problems for MNCs ranging from a “poor image” to
unsuccessful

foreign

ventures.

Notable

is

that

both

internationally

inexperienced MNCs as well as those more experienced have gone through
such failures, as described in Ricks ‘Blunders in international business’.
Given the complexity associated to the management of geographically
dispersed firms (Casson & Lundan, 2000; Guisinger, 2000; Landier, Nair &
Wulf, 2009), the first step is to truly understand what specifically
constitutes the IBE. To a large extent, the IBE has been treated as a set of
uncontrollable and exogenous variables that are out there (Young, 2000).
Several authors (Guisinger, 2000; Crossland & Hambrick, 2007) noted there
is not a commonly accepted definition of the environment, let alone a
standard method for measuring differences between domestic and foreign
environments.
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It is well accepted that the IBE is multidimensional. For example,
Ghemawat (2001) posited a framework for accessing the distance between
countries. This framework identified four important dimensions of the IBE:
Culture, Administration, Geography and Economy (CAGE). With a more
comprehensive

taxonomy,

Guisinger

(2000,

2001)

identified

eight

environmental dimensions that compose the IBE: Econography, Culture,
Legal system, Income level, Political risk, Tax regime, Exchange rate, and
Restrictions

(ECLIPTER).

This

taxonomy

prescribes

eight

quantifiable

dimensions to characterize any IBE. Other taxonomies exist, such as the
PEST – which stands for political, economic, sociocultural and technological
factors, and the PESTLE – which adds the legal and environment dimensions
to the analysis of the environment.
Adaptation in international business studies
“The essence of international business is the adaptation that firms must
make when they encounter unfamiliar and difficult surroundings in foreign
locations”.
- Guisinger (2000)

In the traditional international business view, adaptation is treated as
a passive reaction to external environmental changes, as a response to
contingencies (Pettigrew, 1985) or to the deterministic role of the external
environment in the organizations (Tushman & Anderson, 1986). Adaptation,
in this view, is the search for a better isomorphic fit (be it normative or
mimetic), in a fairly random search for local peaks (Levinthal, 1997). That
is, in this view, adaptation is not an actual strategy but rather a set of
actions that aim at overcoming a specific disadvantage, inefficiency or gap.
Although adaptation to the IBE has not had a major emphasis in IB
studies, its importance is frequently implicit. One example of adaptation in
IB literature is found in the internationalization model of the Uppsala school
(e.g., Johanson & Wiedersheim-Paul, 1975; Johanson & Vahlne, 1977,
1990;

Andersen,

evolutionary

1997).

approach

is

Stated
that

simplistically,
firms

evolve

the

concept

gradually

of
in

the
their

internationalization process through a model of knowledge and experience
acquisition that enables the firms to evaluate the risks and opportunities.
Firms internationalize their operations first to psychically closer countries
and as they gain more experience seek increasingly psychically more distant
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countries and commit a larger pool of resources. Thus, the entry mode
strategy is not completely decoupled from adaptation.
Another example of how adaptation has not seen its importance fully
recognized is found in Dunning’s (1981, 1988) Ownership- LocationInternalization (OLI) paradigm. O, L and I decisions are posited to drive
efficiency, but adaptation is left out. To tap this absence on the Eclectic
paradigm, Guisinger (2001) proposed the Ownership- Location- ModeAdjustment (OLMA) paradigm, to incorporate the adaptation to the IBE as a
main dimension in firms operations and decisions. More recently, some
authors implicitly consider the importance of the adaptation to the IBE in
the context of relations within a business network (Andersson, Forsgren &
Holm, 2007). Other scholars have focused on the new organizational forms
that emerge from the firm’s adaptation to the environment (Volberda,
1999). Recently, researchers focused on the impact of adaption along the
value chain (Rugman &Verbeke, 2008) and some authors consider it a
strategic resource (Ferreira, Li, Serra & Armagan, 2008).
The MNCs are exposed to a multitude of IBEs from which they depend
for essential resources, clients, financial resources, and broad wealth of
inputs. Moreover, MNCs operating in foreign environments face a liability of
foreignness (Hymer, 1976), that accrues from the lack of knowledge and
insufficient adaptation to the environment. As such, the MNCs face a set of
constraints that differ from those of purely domestic firms. Hence, an
inclusive theory of the MNC must consider the adaptation to the IBE. To
understand the MNC, the researcher needs to have a comprehensive view of
how the MNC interacts with each of its surrounding environments. The
existence of pressure to adapt to local environments was noted by DiMaggio
and Powell (1983) who defined isomorphism as the pressure exerted upon
an organization to resemble existing firms in the same environment. In line
with institutional theory, organizations must comply with the rules, norms
and behaviors set forth by the institutions in the places where they operate,
to build legitimacy (Meyer & Rowan, 1977; DiMaggio & Powell, 1983; Scott,
1995) or according to Kanter (1997) their “license to operate”. When firms
enter unfamiliar environments, they face unfamiliar contexts with rules
defined by the political, social, legal and economic institutions to which they
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must comply. This necessity for legitimacy challenges the corporation to
adapt.
Learning and knowledge strategies
Evolution in the environment forces the firm to learn and to adapt to
new constraints (Aldrich & Ruef, 2006). March (1991) suggested a model of
exploitation and exploration in organizational learning. Lewin, Long and
Carroll

(1999)

defined

exploration

as

“[e]xperimenting

with

ideas,

paradigms, technologies, strategies, and knowledge in hope of finding new
alternatives

that

are

superior

exploitation

“[l]egitimates

to

refining,

obsolete

practices”.

standardizing,

Conversely,

routinizing,

and

elaborating established ideas, paradigms, technologies, heuristics, and
knowledge” (Lewin et al., 1999). While exploration is associated with the
discovery of new opportunities, innovation, building new capabilities,
investment in the firm’s absorptive capacity (Koza & Lewin, 1998),
exploitation is associated with improving the use of the existing capabilities,
technologies and assets that the firm holds. It is important to balance these
two pressures to, on one hand, assure current viability and, on the other, to
insure future prospects (Lavie & Rosenkopf, 2006).
Koza and Lewin (1998) and Lewin et al. (1999) suggested that while in
stable environments an exploitation behaviour may lead the firm to obtain a
competitive advantage, in unstable environments the exploitation strategy
may lead the firm to be stuck in a competence trap (Levinthal & March,
1993). The core competencies become ‘core rigidities’ (Leonard-Barton,
1992, 1995) when the challenges require a new set of capabilities or
resources but the firm is unable to attain them. This suggests that the
firm’s history constrains its behaviour, therefore searching for market
opportunities tends to be mainly in the surrounding landscape - that is: a
local search. The outcome is that firms find it easier to use of the existing
set of resources in developing market offerings and in entering into
unfamiliar markets.
Adaptation should stop when the marginal costs supersede the
additional benefits derived from it. The implementation of this rationale is
not free from difficulties. On one hand, adaptation is a process of search for
a peak in the landscape (Levinthal, 1997) and as such is based in trial-and10

error. That is, the benefits are assessed after the costs have been incurred,
meaning the ex ante costs are needed to capture uncertain, probabilistic (ex
post) benefits. On the other hand, the search for alternatives may only be
carried within local landscape boundaries, which does not guarantee more
that a local maximum. That is, adaptation may need to be multidimensional and occasional adjustments in single variables are insufficient
(Winter, 2000). Therefore we argue that adaptation, besides incorporating
the elements of a planned strategy, as suggested previously, is also a
process of search for a best maximum peak, achieved through an
experimental trial-and-error process.
To conclude, while exploration and exploitation processes or strategies
lead to variation, the exposure to the IBE determines the selection, and the
ability to adapt determines the likelihood of success, as we suggest in the
model of figure 1. For example, exploratory processes induce variation in
the population of MNCs with undetermined effects on the success or failure
of firms. On the other side, it is not likely that exploitative processes
generate significant additional variation. In this case a significant change in
the IBE may lead the MNC to be selected out.
Additional insights may be drawn from co-evolutionary theory, where
both adaptation and learning may occur, driving the likelihood of success.
McKelvey (1997) and Scott (2002) suggested that the evolution of the firm
cannot be dissociated from the evolution of the surrounding environment.
Evolutionary theory has been used to explain different patterns of survival
and growth (Aldrich & Ruef, 2006). Lewin et al. (1999) argued that new
organizational forms evolve in the interplay between the environment and
firms’ strategies in conditions of environmental uncertainty. Burgelman and
Grove (2007) proposed a framework that aims at balancing the adaptation
to the current environment and the ability to adapt to an evolving
environment to achieve corporate longevity.
The co-evolutionary theory suggests that adaptation occurs at two
levels: macroevolution - that represents the adaptation of the firm to its
external environment, and microevolution - that represents the internal
adaptation of the firm’s processes, tasks, routines, structures (McKelvey,
1997; Shepherd & McKelvey, 2009). The macroevolution and microevolution
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concepts have peculiar interest for the MNC due to the diversity of IBEs the
firm is subject to. The interest lies as well in the potential role of the
subsidiaries in integrating resources and knowledge, but also as bridging
and buffering structures. Bartlett and Ghoshal (1989) and Andersson et al.
(2007), for instance, suggested a network view of the MNC where the
subsidiaries have specific roles and attributions that co-evolve with the
environment. Regardless of the specific perspective, various streams of
research have noted how firms co-evolve with their environments. Firms are
thus selected in or selected out – and thus retained or not - according to
their performance and future viability in a certain environment. It is likely
that

the

firms’

viability

depends

on

their

adaptive

response

to

environmental stability-instability (Cantwell, Dunning & Lundan, 2010).

CONCEPTUAL DEVELOPMENT
In this section we develop the concept of adaptation as an active
strategy. An integrative model of the firm and its multi-level environment is
depicted in figure 1. In the first level, are the components (tangible and
intangible) and routines of the firm that interact to build the firm’s
distinctive competences and pool of alternative strategies. The second level
defines the immediate industry environment. The third level encompasses
the broader national setting that was argued by Porter (1990) to be the
foundation of the competitive capacity of the firm. Beyond the last boundary
are the International Business Environment dimensions as an umbrella that
determines the actual set of viable possible conducts available to the MNC.

12

Figure 1. A unified view of the firm and its environment

In figure 1 we also represent the evolutionary process. Environmental
changes, and specifically how firms respond to these changes, causes
variation. Firms are selected in or out, depending (at least partly) on their
pool of capabilities and resources that permits them to perform given the
environment. Only those best fitted should survive, being retained – albeit it
is likely that the best performers develop a set of new resources and
capabilities that renders them an idiosyncratic competitive position. We
delve into the underlying arguments below.
To adapt to the environment – whether or not the action taken
comprises pro-active attitude - involves: (a) a process of systematically
collecting information on all IBE elements; (b) the systematic processing of
the

collected

information,

with

the

goal

of

enhancing

environment

knowledge; (c) the systematic identification of the more vulnerable internal
resources and the best external opportunities, which contribute to a better
environmental fit1; and (d) the implementation of the “best practices” more
adjusted to the environment. Hence, we suggest that adaptation has the
elements of a planned strategy, not only of blind variation.

The fit refers to an environment and is used to indicate a state of better performance
or increased odds of survival of the firm in a particular setting.
1
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Each IBE dimension is likely to have a somewhat diverse impact on the
MNC’s adaptive strategies (see Table 1). Each dimension imposes a different
set of opportunities, threats, challenges, and constraints. For example, if
cultural diversity is considered a threat when operating in a foreign IBE, the
MNC is likely to prefer having a high content of local citizens in their
organization chart, occupying executive roles. But, if the political risk proves
to be dominant, a set of alliances and interlocking directorates with public
officials may hedge against potential hazards. Similarly, if the income
profiles of the countries are significantly diverse the adequate strategy may
be to adapt the product to fit into the local habits and incomes or
positioning the product in a specific market segment. The exchange rate
threat may be best overcome through the internal practice of transfer prices
and local (or external) supplies. These examples must then be combined
with the nature of change in the IBE dimensions. That is to say that the IBE
dimensions are not static; they co-evolve to embed the simultaneous
evolution of firms and exogenous environments (local and international).

Table 1. Examples of specific strategic actions for different dimensions of
the IBE
Environment
dimensions
Economy and
demography
Culture

Legal systems

Income profiles

Strategies
- Export vs. investment
- Product adaptation (e.g. climate, sports)
- Local personnel (or expatriates)
- Product adaptation
- Teach consumers
- Alliances and JVs
- Structural differentiation
- Labour contracts and outsourcing
- Product adjustment and market positioning
- Price alignment
- Distribution outlets

Political risk

- Interlocking directorates
- Lobbying
- Executive recruiting

Tax regimes

- Location (e.g. Chinese SEZ and open cities)
- Consider exporting
- Transfer prices

Exchange rates

- Transfer prices
- Local content and consumption
- Inventory management
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- Local production (Greenfield, M&A, JVs)
- Local content of products
- Product specification and regulation
standards

Restrictions

To fully understand the dynamics of the co-evolution process, we need
to understand adaptation as an intended strategy and analyze the changes
in the IBE. For instance, we may observe political changes such as the
European Union (EU) integration and the end of the cold war to see how the
patterns

of

global

production

changed,

driven

by

a

strategy

of

rationalization of production sites. This was a strategy pursued by most
MNCs. Other environmental changes, such as the economic recession in
some Asian countries in the 90s lead MNCs to seek less risky modes of
foreign operation and to favour the local financing for their investments.
Finally, the institutional variations such as the mass education, reduction of
bureaucratization, or the importance of international standards (e.g., ISO
9000) alters how firms manufacture and sell their products and even where
they seek suppliers.
Environmental stability and strategies
A conceptual formulation of how firms adapt, or should adapt, to the
IBE may depart from a simple definition contrasting two broad states:
stable and unstable environments. It is understood that environmental
stability signifies the relative pace of change, the frequency, or perhaps the
radicality of the changes in the environment. The following discussion is
based

on

this

distinction

for

simplicity

purposes.

A

more

detailed

examination, or a diverse conceptualization, of the changes occurring does
not add significant contribution for a theoretical discussion. In this line,
some MNCs are subjected to environments that are unstable, while others
operate in fairly stable surrounding environments. The strategic responses
of the MNCs to stable or unstable environments must necessarily be diverse
(Nelson & Winter, 1998).
Table 2 below summarizes and extends on the propositions formulated
in the following sections. The ability to pursue exploitation and exploration
strategies is dependent on the stock of knowledge held and the absorptive
skills to acquire new knowledge, process it and implement appropriate
15

strategies (March, 1991; Lewin et al., 1999). In stable environments,
neither is essential as the firm faces predictable patterns of behaviors from
the various agents in the market. That is, in stable environments, a process
of replication (Nelson & Winter, 1982) of what worked well in the past is a
likely candidate to succeed. In sum, in stable environments, MNCs tend to
exploit/defend - for which they invest in the various markets deploying
strategies that favour the replication of the resources and capabilities
already held. For instance, preferring greenfield investments or acquisitions
over other entry modes, investing in manufacturing, in internal control
systems, and so forth.
However, in unstable environments, replication is not enough. Active
strategies are called upon, and these require the firm to be able to detect to
which environmental factors it must adapt and learn (eventually through
trial-and-error experiences) how to implement the strategies. Firms in
unstable environments are likely to dedicate efforts aimed at augmenting
their capabilities (Bosch, Volberda & Boer, 1999), possibly engaging more
often in the exploration of novel opportunities. In fact, a variety of actions
may be taken. For instance, when the environment is unstable, and
impacted by increasing technological complexity, the firm may find difficult
to hold per se the resources and knowledge needed to adapt and thus may
search for cooperative models of relationships with external partners (Lavie
& Rosenkopf, 2006). In unstable environments, MNCs may be driven to
engage more often in exploration moves - or prospecting - for which they
seek to develop, for example, international or local formal partnerships
(e.g., IJVs) or informal ties, invest in R&D, augment the product portfolio,
and so forth. As represented in table 2, another possible strategy in
unstable environments is the divestment. Divestment refers to abandoning
resources

and

activities

that

hold

less

value

under

the

specific

environmental conditions. By divesting from less valuable resources, the
firms gain slack for other investments (Sirmon & Hitt, 2003; Uhlenbruck,
Meyer, & Hitt, 2003). In other words, divesting those resources that are not
sustaining a competitive advantage and that cannot be recombined in a
more valuable manner is a strategic option.
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Sharp environmental changes increase variation, and consequently the
selection rates, and leads to mutations in organization forms. Structural
differentiation among firms is therefore likely to emerge during or after
periods of significant change. Central to evolutionary arguments is that
evolution is blind variation with selective retention (Campbell, 1960)
Stable environments are more likely to result in less variation and
more uniform strategies and structures across firms, while unstable
environments are more likely to increase variation. Any form of variation is
subjected to internal and external selection pressures. While in some
instances firms need to encourage variation – for example, when there are
market opportunities worth pursuing in a different manner or when the firm
needs to cope with uncertainty – in other instances variation needs to be
avoided – for example, when the environment is stable (Burgelman, 2002).
Managers strategize deliberately by managing variation and the selection
and retention pressures.

Table 2. Environmental stability and adaptation
Strategies in unstable environments
International strategic alliances and joint
ventures
R&D efforts
Develop new network ties (bridging ties)
Service markets at distance
EXPLORE
 Variation
Flexibility mechanisms with control of
(prospect)
routines
Differentiated product portfolio
Develop new capabilities
Network to compete for industry standards
Divest
Strategies in stable environments
Cross-border acquisitions
Greenfield manufacturing investments
Geographical expansion with local service
 No
of markets
EXPLOIT
Bureaucratic control systems
(defend)
variation
Expansion based on current products &
skills
Develop manufacturing and marketing
Network to compete for market share
Note: Stable environments are less likely to impose a continuous adaptation
pressure, instead they favour replication patterns. In unstable environments, a
continuous adaptation pressure may exist. The firm may seek to balance
exploitative strategies in the current markets and explorative strategies in new
markets.
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Strategies of replication in exploitative behaviors
March (1991) suggested that adaptation is a matter of searching for
the best fit through exploitation and exploration strategies. When the
environments are stable, the MNCs may continue with their current portfolio
of products and markets that proved to work well in the past – that is, firms
may react by replicating past conducts and strategies (Nelson & Winter,
1982).
It is reasonable to suggest that this adaptation will likely consist of the
replication of historical patterns of action – or, in other words, of past
experience of exploitation and exploration patterns. The strategy of
replicating past exploitation and exploration strategies depends on their
past success. That is to say, the strategy of the firm to adapt to the
environmental changes, at least in the initial stages of the change process,
is largely path dependent and idiosyncratic (Lewin et al., 1999) to the
specific firm. In proposition form:
Proposition 1. MNCs are more likely to replicate past exploitation and
exploration

strategic

action

patterns

when

first

subjected

to

environmental changes.
Simultaneously, when the environment is stable and the MNC firm has
some specific ownership or internalization advantage (Dunning, 1981,
1988) the conditions for geographic expansion into new markets are met.
The MNC may therefore exploit its specific advantages in new national
markets where they supposedly hold an advantage vis-a-vis the local firms
(Jaffe, Nebenzahl & Schorr, 2005). This is, in fact, the rationale supporting
that MNCs have some advantage over local firms that they are able to
exploit to overcome the traditional liabilities of foreignness (Barnard, 2010).
Lewin et al. (1999) suggest that the firms’ co-evolution with their
environment results from the “interplay between forces internal and
external to organizational environments”. So, in moments, or phases, of
stability, the firms and populations suffer minor (adaptation) changes by
elaborating and reinforcing the existing dominant organizational resources
and structural form. Notwithstanding, in stable environments a pattern of
replication may be extended to the new markets. The MNCs may exploit the
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pool of resources and capabilities held, given that they serve well the
purpose. To a large extent, this was the foundation for the international
expansion of the North American MNCs during the 70s and 80s, of such
firms as McDonalds, Levi’s, Coca-Cola, Catterpillar, and so forth. These
MNCs operated abroad in an identical manner as their operations at home.
Proposition 2. In stable environments, the MNCs are more likely to
expand

faster

to

new

markets

exploiting

the

current

pool

of

competences, skills and resources.
Hence, when the IBE is stable, the MNC may consider continuing using
the same routines, norms, procedures and keep the same portfolio of
products, technologies and markets (Zander & Kogut, 1995). Stable
environments are prolific arenas for the maintenance of the status quo and
the MNCs are encouraged to keep on “doing the same things” in a mimetic
process of past strategies. The MNC’s capacity to adapt to the IBE is built
upon the stock of resources, skills, competences and knowledge. That is,
how MNCs strategize when facing new environments is, at least partly,
determined by prior experiences, routines, and skills (Cohen & Levinthal,
1990). When the pressure to adapt is reasonably low, as occurs in stable
environments, the existing MNC’s capabilities (or skills, according to Nelson
& Winter, 1982) generate a considerable level of inertia that hinders a
radical transformation. It rather permits that the MNC just makes minor
improvements both at the operational and organizational level. Despite
these adaptations, the MNC still relies on its competences to compete in the
foreign environments and do not attempt to develop new competences.
Proposition 3. In stable IBEs, the MNCs are more likely to
continuously search for exploitative adaptations (or strategies).
Prospecting new modes of operation in exploratory behaviors
In unstable environments, the environmental changes tend to be both
more frequent and more pronounced. In these instances, MNCs are
challenged to prospect for new modes of operation, as well as for new
resources and capabilities because the MNCs that keep focused in their
existing pool of capabilities are more likely to fail. That is, in unstable
environments the MNCs may need to develop exploration skills (March,
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1991) to search for new markets (Gavetti & Levinthal, 2000). For example,
a technology destroying change (Tushman & Anderson, 1986) shifts the
focus of the industry and renders useless a significant portion of the
competences based on tangible assets (Tripsas & Gavetti, 2000).
Winter (2000) and Teece, Pisano and Shuen (1997) stated that
capabilities are reflected in the firm’s output and contribute to its survival
and growth, but implies that the awareness of those capabilities is essential
for its exploitation or use with intention. Teece et al. (1997) defend that
learning may itself be a dynamic capability. Augier and Teece (2007) extend
the dynamic capabilities argument to the MNCs, stating the difficulty of
replicating competences, capabilities and routines held in the headquarters
or other subsidiaries. In this regard it is important for the MNC to develop
the capability to scan and understand environmental changes and detecting
to which changes it must respond. Winter (2000) postulated that the
creation of new capabilities requires the firm to make investments in
tangible

and

Relationships

intangible

assets

are

possible

thus

and

in

cross-boundary

strategic

options

for

relationships.
international

adaptation.
Levinthal and March (1993: 105) contend that long term survival of an
organization depends on its ability to “engage in enough exploitation to
ensure the organization’s current viability and engage in enough exploration
to ensure its future viability”. The dilemma is that the returns associated
with exploration are distant in time and highly variable, while the returns
associated with exploitation are proximate in time and more certain. Hence,
the MNCs must balance certain and uncertain returns to survive while
keeping good development prospects. However, Lewin et al. (1999) also
argue that when pursued to the extreme, exploitation hinders the firm’s
survival by creating a “competence trap”. That is, the continued focus on
capabilities or resources leads to the replication of past actions that may
now be obsolete, given changes in the environment.
In moments of higher instability there may be a need to make more
pronounced changes to adapt. That is, firms learn to adapt to unstable
environments by developing incrementally new resources and capabilities
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that endow them the ability to face higher levels of uncertainty (e.g., Brown
& Eisenhardt, 1997).
Proposition 4. In unstable IBEs, MNCs that continuously search for
exploitation adaptations, which lead either to minor improvements or
to a “competence trap”, are more likely to be unsuccessful.
Experience and the pattern of capabilities or skills available to the MNC
evolve

slowly

from

the

prior

endowment,

in

response

to

market

opportunities (Penrose, 1959) or threats. Langlois and Steinmueller (2000)
evidenced this effect through three case studies where the technological
change contributed to broaden the firms’ capabilities and the changes in
end-user demand gave advantage to some capabilities over others. They
conclude that strategy is not about creating capabilities but about using the
capabilities

that

better

respond

to

the

present

circumstances

(or

environmental discontinuities).
Conversely, Helfat and Raubitschek (2000: 966) wrote that “expansion
into new product-markets, including perhaps different customers, may
require additions to core and integrative knowledge”. That is, the
exploration of new market opportunities demands flexibility and adaptation
of the existing set of resources (Volberda, 1999), and eventually the
development of new resources, to tap into the market (Grant, 1991; Teece
et al., 1997). Nelson and Winter (1982: 106) claimed that “flexibility
involves variation of the organizational performance in response to variation
in the environment”.
The MNCs’ strategies are idiosyncratic in that they are the result of
past strategies that position the firm in a rugged landscape with only a few
observable local peaks (Levinthal, 1997). Local peaks are positions that
provide the MNCs with above normal returns compared to the other
observable firms in the same business. In unstable environments the match
between the MNCs’ capabilities held and those required needs to be
assessed. It seems reasonable to suggest that, at least in some instances,
the best strategy might be the total exit - divesting - from the current
markets. In other instances, the building up of a pool of resources and
capabilities (Ferreira, 2008) may be justifiable if the market is particularly
attractive. Then, when the MNC perceives high environmental change or
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instability it is more likely to start new exploration paths, searching for new
markets or diversifying the product portfolio.
Proposition 5. In unstable environments, the MNC is more likely to
either divest from the operations abroad that are not tied to the current
competences or expand only to foreign markets perceived to be high
peaks.

DISCUSSION AND CONCLUDING REMARKS
This paper discusses the importance of the adaptation of the firm to
the International Business Environment. In this discussion we use two main
theoretical strands, the knowledge-based view and the evolutionary theory.
The ability to adapt is a valuable capability for MNCs that have subsidiaries
dispersed across the world that may permit them to overcome the
traditional liabilities of foreignness (Hymer, 1976; Barnard, 2010). The
ability to adapt is embedded in the firms’ routines, is tacit, is socially
complex, and is causally ambiguous, therefore it is difficult to imitate and
non-tradeable (Barney, 1991; Barney & Arikan, 2001; Ferreira et al., 2008).
Our paper contributes to the recurrent questions: “why are firms different”
and “what accounts for firms’ different performances”. Path dependent
effects and differentiated adaptation to the co-evolving environment are
likely to account for a large share of the variance. In fact, in a traditional
view, only the fittest are able to survive (Friedman, 1953; Spencer, 1987),
but it is possible that in competitive markets, the firms’ viability is
established in comparison to other competitors and thus to survive and
prosper, firms only need to be fitter than their competitors (Shepherd &
McKelvey, 2009). Firms’ differential performance may be the outcome of the
choices made on how they respond to the environment and how the
responses allow the firms to leverage, augment or recombine their pool of
resources.

According

to

Zahra

and

George

(2002)

it

is

through

organizational learning that firms gain flexibility to adapt and evolve (see
also Levinthal, 1997; Uhlenbruck et al., 2003; Aldrich & Ruef, 2006).
Environmental instability and uncertainty poses strategic hazards for
firms. Under uncertainty firms cannot be sure of which resources or
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capabilities have the potential to generate a competitive advantage. It
seems reasonable to suggest that in unstable environments building up
additional resources or capabilities entails larger risks (although some
amount of flexibility is required). Bowman & Hurry (1993) posit that in
these instances firms should explore as a manner to access other
opportunities and create a portfolio of real options (McGrath & Nerker,
2004). In sum, in unstable environments it is far harder to either respond to
changes and to identify which resources are of strategic importance.
In this paper we briefly put forward a set of simple propositions on
how firms may cope with environmental instability but it is important to also
understand how firms’ strategies may be adjusted and how it affects their
competitive advantage. For instance, it seems evident that in conditions of
instability the leveraging of the firms capabilities may only render a short
term advantage. It is also evident that the majority of the recombinations of
resources

engineered

are

likely

to

be

short-lived

because

these

combinations will lose value as additional changes occur. That is to say, any
competitive advantage will most likely be short-term and only the capability
to continuously adapt to changing environmental conditions (Ferreira, Li,
Serra & Armagan, 2008) may contribute to at least maintain a parity
positions vis-a-vis other competitors.
The co-evolutionary theory answers the question ‘why do firms
differ?’ in the form: firms manage and strategize their co-evolution in
different ways. According to Nelson and Winter (1982) strategies differ
across firms because they have different interpretations of opportunities,
because firms have different skills, and these skills are embedded in the
organizational structure, which is better suited for some strategies and
not for others.
Given the firms’ unique histories, and idiosyncrasies, the markets are
composed of diverse firms. Lewin et al. (1999) argued that exploitation
adaptations are directed primarily toward incremental improvement of
existing capabilities and efficiency. But these are less likely to be sources of
competitive advantage because exploitation adaptations are highly imitable,
and therefore any advantages that may accrue are likely to be temporary
and competed away. That is, the returns generated by exploitation
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strategies are unlikely to be a source of above-average returns in the long
run. Conversely, exploration strategies are more likely to generate aboveaverage returns in the future (March, 1991).
In this paper we did not seek to be exhaustive. Rather we set to
establish a direction and pointed out a few illustrative distinctions resorting
to a simple continuum from stable to unstable environments. Other
typologies of the environment could have been used but to little, if any,
gain. More promising is the pursuit of the many future research avenues.
For example, it is probable that the strategies of inexperienced MNCs’ may
resemble a random walk whereby they continuously adapt to all pressures.
On the other hand, experienced MNCs are probably more likely to
intentionally select to which changes they adapt and which they ignore.
Future studies may delve into understanding whether more experienced
firms are able to attain industry maximums and not only local peaks. Even if
experienced firms have a better grasp of where are the industry maximums
and the local peaks, they may not be able to reach them due to some form
of constraint – for example legal constraints as evidenced by anti-trust
legislation; or restrictions, as evidenced by import quotas to industries for
which concentration of production in a single platform is the global
maximizing strategy.
While many questions remain unresolved it would be interesting to
understand when should the MNCs pursue more adaptive strategies.
Apparently, as we argued, exploratory strategies are better suited for some
environmental

scenarios

than

others.

Moreover,

adaptation

has

the

properties of a capability (Ferreira, Li, Serra & Armagan, 2008) in that as
MNCs become ever more internationally experienced it is probable that they
develop the capability of operating in foreign markets and in different
environmental conditions.
Future studies may also examine the importance of the managers’ role
as they exert strategic choices on the location, timing, and mode (Martin et
al., 1998) in conditions of imperfect information (Simon, 1957). For the
MNCs, bounded rationality is more important because of the complexity and
multidimensionality of the IBE. Firms’ idiosyncrasies emerge not only from
their path dependent histories but also from idiosyncratic resources, prior
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strategies (experience) and information. While these influence firms’
relative performances, they also determine which firms are retained and
which are excluded.
Future research may evolve in a number of different paths. For
instance, given specific environmental changes, how do firms adapt or fail
to adapt? Should the firm respond to every “little” change or adapt to
“larger” changes and cycles? And at what point should firms stop adapting
to the environment, and favour random variation, to focus only on major
issues? These questions seem fairly unattended in the extant research, and
are worth pursuing in understanding how capabilities develop over time.
Other themes and theories could have been used to explore the
adaptation of the firm to the IBE. For example, social networks scholars
have suggested that the firm looks for referent others to perceive solutions
that other firms have developed for similar problems (e.g., Winter, 2000).
However, each firm has specific path dependencies, different expectations,
heterogeneous resource endowments (Wernerfelt, 1984), and diverse
objectives (Nelson & Winter, 1982). The idea is that idiosyncratic events
and firm-specific factors overwhelm higher level, more generalized theories
of firm adaptation for explaining performance. However, this does not mean
that we do need to study adaptation, quite the opposite. The interest is
manifest in this Lewin et al. (1999: 535) quote: “firm strategic and
organizational adaptations co-evolve with changes in the environment and
organization population and forms, and that new organizational forms can
mutate and emerge from the existing population of organizations”.
Firms’ adaptation is largely idiosyncratic and no single theory may be
prescriptive (Madhok & Phene, 2001) as to what is the extent of appropriate
adaptation. Our study argued that the MNCs ability to adapt to the IBE may
be a source of competitive advantage in a co-evolutionary process that is
simultaneously random and systematic. While a large body of research
takes a static and deterministic perspective of the environment, we noted
that managerial strategies are deployed to seek different forms of
adaptation to the environment. These strategies may be partly the result of
the managers’ expectations, partly mimetic of what other competing firms
are doing, and partly fuelled by the MNCs’ own resources and capabilities.
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