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The formation of the theoretical concept of internal labour market has begun 

rather recently under the conditions of both the subsiding of the orthodox Western neo-
classic school which treated the firm as “the blackbox”. (inputs on the entry and 
outputs on the outlet) and the strengthening of the institutional approach which 
interprets economic and labour relations from the position of the micro- level analysis 
methodology.  

P. Dorringer and V. Paior define “internal labour market” as an administrative 
organization where the remuneration for labour and the distribution of labour resources 
are regulated by the body of administrative rules and procedures. It should be 
distinguished from the term “labour market” or “external labour market” supported by 
standard economic theory because on “labour market” decisions concerning wage, 
distribution of workers and their professional education are taken directly by economic 
variables. The two markets are interconnected and the transition from one to another 
occurs on a definite level of the classification of working places which is the “entrance 
gate” of the internal market. Other working places on the internal market are filled up 
by promotion or transfer of the employees. Thus, these places are protected from the 
influence of competitive forces of the external market. (Doringer P., Piore M., 1971) 

Nevertheless, the differences between the internal and the external labour 
market are quite big. In the case of the former, the production materializes the 
fulfillment of the law of demand and supply of the workforce with the help of various 
inter- firm procedures. In the case of the latter, the production blocks possible 
utilization of the law of the demand and supply of the workforce by using either 
normative or restrictive rules. Internal labour market is a complex of procedures which 
protect the employees at a definite enterprise from the competition of workers not 
appertain to the organization. 

Thus, enterprises create their own internal labour markets along the external 
labour market. These markets are to a great extent isolated from the external 
competitive market and are not subject to its spontaneous fluctuations. The conditions 
of labour and its remuneration are regulated by rather stable administrative rules. They 
set their own standards of employment and release, remuneration of labour and 
promotion of the employees. Part of these rules is not connected with the level of the 
productivity of labour (e.g. promotion can be made according to the record of service 
at this very enterprise). The appearance of relatively isolated internal labour market is 
mainly caused by both the specific skills required for this very enterprise and the 
necessity for organizing vocational training directly at working places. It is also 
connected with the existence of informal inter- firm connections, determined by 
customs and oral norms. 

External labour market is a socio-economic category which includes 
historically formatted, specific social mechanism (the model of demand and supply of 
the workforce) which realizes a specific complex of socio- labour relations 
(employment, utilization and exchange of the workforce) and helps establishing and 
observing the balance between the employers, employees and the state. Unlike the 
external, internal labour market is a system of socio- labour relations, limited within a 



specific enterprise where the remuneration of labour (wage) and its allocation are set 
and determined by administrative rules and procedures. Internal labour market is 
determined by the presence and the content of human capital at the enterprise, its 
movement inside the enterprise, the reasons for movement, employment level, the 
degree of equipment’ utilization, the availability of free, recreated and releasing 
working places. A given functional comparison helps to discover the goal of the 
division of labour markets and the reasons for internal labour market formation. 

The goal for dividing labour markets on external (with respect to organization) 
and internal (within organization) is created by an obvious need in a mechanism, 
which connects the functioning of markets at every level to provide effective 
utilization of human capital. If the state doesn’t reach the level of organization in the 
issues of social sphere regulation, it narrows the scale of state regulation of labour 
market greatly because major part of economically active population has the status of 
employed and is concentrated at internal labour markets of organizations. The absence 
of such mechanism doesn’t allow state regulation policies touch the level of 
organizations, which leads to a spontaneous development of internal labour markets. 

The analysis of the goal of external and internal labour markets division, and 
the examination of the factors affecting the formation of internal labour market allow 
us define the reasons for the creation of such a market. They can be characterized 
according to two available directions of advantages: 

1. The availability of advantages for the employers on internal labour market:  
- the advancement of the workforce inside the enterprise diminishes the costs of 

employment and selection of the employees, and decreases the risk of making a 
mistake when filling up vacant places; 

- retrenchment on labour costs connected with the retraining and the education 
of workers; 

- effectiveness of inter-firm investments into the specific (qualificative) human 
capital; 

- retrenchment on transaction costs (costs connected with making deals on 
external labour market); 

2. The availability of advantages for the employees: 
- employees get guarantees of employment and permanent income; 
- possibility of promotion; 
- the search for a new working place outside the enterprise takes much time and 

is quite expensive; 
- provision of social guarantees and social defense. 
Wage- laborers (as the carriers of human capital) and employers (as the 

consumers of human capital) can be considered the subjects of internal labour market. 
Wage- laborers are the people selling their human capital on internal labour market, 
concluded an agreement with the employer and receiving wages as the equivalent of 
the labour force sold. (Dunlop S. 1957, p.191) Wage-laborers of the organization 
should be classified in accordance to qualitative indicators of human capital which 
determines their level of qualification. 

Sale and movement of wage- laborers’ human capital at internal labour market 
occurs in the processes of socio- labour relations. Inter- firm competition between 
employees – the workers of the same appointment level in specific organization 
department is one of the most important processes. The incentive for such competition 
can be either qualification (receiving a higher skill-category) or economic (receiving a 
higher salary, or bonus), or career growth (receiving a higher position). 

Employers are legal or natural persons, irrespective of the form of ownership, 
who permanently employ one or more employees and offering labour agreement to the 
latter.  



Traditionally, the following people are considered as employers on internal 
labour market: the director of the enterprise, who has, according to the organization 
charter, the right to officially employ the workers; chief managers of the departments 
of the enterprise. The latter conduct the direct management of the employees’ labour 
activity during the process of realization of socio- labour relations.  

Socio- labour relations between the subjects of internal labour markets are the 
components of ILM at any given level of its functioning (team, section, workshop, 
etc.) that have a legal status and the character of social and labour interrelations. It 
predetermines the possibility of the wide use of these relation a s an instrument of 
effective utilization of human capital in ILM.  

Objects of internal labour market are those on which practical and economic 
activity of its subjects is directed. As such for ILM we define the following: first, 
human capital, as the form of the refection of qualitative level of the workforce 
determining future level of revenue and incomes; and, second, forms and conditions of 
realization of human capital on internal labour market (qualification level of the 
employees, working places, forms and conditions of employment, salary). A detailed 
analysis of the forms of realization of human capital on ILM will be made later.  

 
The definition of the subjects and the objects allows finding out major functions 

of internal labour markets which it fulfils: 
1) providing the workers with various social defense, and guaranteed of 

employment; 
2) provision of specific professional training and development of the 

workers’ human capital in accordance to innovation changes in organization; 
3) retention of the most valuable part f the workers, possessing a highly 

developed human capital; 
4) maintaining the definite level of socio-economic conditions for 

realization of the forms of human capital; 
5) provision of the equilibration of demand and supply of human capital 

inside organization. 
So, internal labour market can exist in the form of intra-organizational market 

the object of influence of which is human capital (i.e. human capital market). 
Education and the professional and qualification level are necessary requirements for 
the subjects of this market. The level of human capital development affects the 
functioning of ILM on the one side, and the position of every particular worker in the 
organization, on the other. 

The analysis of existing human capital investment models allows 
methodologically define the essence of a given investment process. Its basis is the 
understanding of the term “investments in human capital”. Economic concepts of 
human capital (T. Schultz, G. Bekker, J. Kandrick, J. Mintser and the others) interpret 
this notion quite widely and fully and determine it, in general, as the costs which, 
transform the skills and the abilities of a person and let him achieve some economic 
results: receive greater money income, produce the goods in bigger amounts and of 
better quality, on the one hand. On the other hands these are real financial inputs made 
by an entrepreneur (employer), that bring him economic profit, reflected in the growth 
of his revenues and growing competitiveness of his enterprise. 

Investment as the instrument of the development of human capital under the 
conditions of internal labour market is a system of methodological and technical 
devices of realization of this process which is embodied in corresponding operations 
and procedures. Thus, investment as the instrument of human capital development can 
be presented as an investment mechanism defined as a complex of appropriate 
connections and relations, determining investment measures (operations and 



procedures) in the area of human capital development in ILM. The structure of the 
human capital investment mechanism on internal labour market will be presented as 
the interrelations between the subject and the object of this process; the totality of 
methods and means of investment influence on the development of human capital; the 
characteristics and the principles of the analysis of the assessment of effectiveness of 
the input of investment resources. 

Main production and functional role of human capital investment mechanism in 
ILM consists in the provision of the quality of functioning of worker’s human capital 
aimed at the accomplishment of long-term structural shifts in different elements of 
human capital. The more large-scale are the effects of human capital investment 
mechanism under the conditions of ILM, the wider is the usage of qualities of human 
capital, the more brim-full they are incarnated in professional and qualification 
characteristics of the workers, the greater is the output of high technology goods, 
which, in the very end, affects the growth of the wealth of the workers, the 
entrepreneurs, and the state in general. 

The production and functional role of a human capital investment mechanism in 
ILM determines the goal of the functioning of this mechanism under production 
conditions which are: 

- broadening of production due to full and effective utilization of 
the possibilities of human capital, available at ILM; 

- preventing the moral and physical wear of human capital and 
minimizing its affect on the technical level of production; 

- increasing the quality of the produced goods by using high 
professional, qualification and technological skills of the workers; 

- implementing the measures to create positive social and 
production conditions for the realization of human capital. 
 
Nevertheless, we should admit the existence of special features of human 

capital investment mechanism at ILM, distinguishing it from investment mechanisms 
of other types. These characteristic features are the consequence of the specificity of 
the investment in human capital. Thus, the following special features of human capital 
investment mechanism at ILM can be mentioned: 

1. The effectiveness of influence of human capital investment 
mechanism on a particular worker directly depends on the length of the period 
of his working activity. The earlier the worker is involved in the human capital 
investment process, the sooner the revenues from the investment appear, 
though more qualitative and protracted investments bring a higher and more 
prolonged effect.  

2. Human capital investment mechanism is affected by both its 
moral and physical wear under the condition of a specific ILM, and the process 
of its accumulation. Thus, the direction of activities of a particular human 
capital investment mechanism will be determined, first, by the extent of the 
natural wear (ageing) of a human organism and its psycho-physiological 
functions; second, by the degree of a moral (economic) wear in the 
consequence of the ageing of knowledge or changing value of the education 
acquired determined by ILM; third, the need in a human capital accumulation 
which occurs during the recurring retraining of the employee and the process of 
gaining the production-related experience.  

3. The investment mechanism examined is affected by the 
specificity of a human capital accumulation process, i.e. the yield of a human 
capital investment reaches a definite level, limited by the highest frontier of a 
human labour activity (active working age) and then decreases sharply.  



4. Human capital investment mechanism can have a “mutual 
multiplying effect”. (Becker 1962, p.50) Its crux is that characteristic features 
of human capital qualitatively increase during the investment process not just 
for those directly affected by the investments but also for those involved in 
indirectly (e.g. if the retraining of the employee is funded, then the professional 
characteristics of both the trained and the trainer improve; the result is that they 
both begin receiving a higher salary).  

5. Any human capital investment mechanism under the conditions 
of a particular enterprise and its ILM will be specific and unique because both 
its character and the types of investments in the workforce are determined by 
intra- firm socio-economic conditions and by intra- firm culture (traditions and 
values).  

6. Being compared with other investment mechanisms in different 
forms of capital, human capital investment mechanism is determined by the 
highest effectiveness of the influence which, in its turn, is determined by huge 
revenues from the investment in human capital. This circumstance has been 
fully proved in the concepts of human capital investment. (Shultz 1975, 
Thurow 1975,  Becker 1964,  etc.) 
Thus, human capital investment mechanism in ILM is the process which 

encompasses: 
1) investment or investing (the term “investing” is closely 

connected to the term “funding” because the utilization of funds 
presupposes their preliminary formation. “Funding” is accommodating 
somebody a capital for the purposes of property formation, financial 
assets accumulation; “investing” is the utilization of financial assets); 

2) the complex of practical activities (investment activities) 
in implementing the investments conducted by the subjects of internal 
labour market. 

Human capital investing at ILM is the process that assumes the presence of 
both the object of the investing impact and the subject implementing this impact with 
the use of specific methods. The specificity of a given investment process under the 
conditions of ILM is that the owner of a human capital can be both the subject, the 
object, and the result of investing. This specificity is determined by the fact that 
qualitative characteristics of human capital are created at a personal (individual) level 
of a worker; his expenditures of labour and efforts of self-development and self-
improvement play a crucial role in this process. But these expenditures are inevitably 
included in general process costs because the accumulated stock of knowledge, skills 
and other productive qualities of a man may be applied and estimated only during the 
productive process and under specific conditions of ILM. This circumstance proves the 
existence of objective interconnection between the objects of investment and its 
subjects who implement specific methods of investment impact.  

The objects of a human capital investment are: 
1) workers’ education – the level of secondary, professional and 

higher education, ability of the workers for the professional retraining and 
qualification upgrading; 

2) workers’ health – the condition of full physical, mental and 
social welfare, reflected in a definite level of a person’s health; 

3) workers’ culture – the complex of specific means, benchmarks, 
examples and norms of behavior of the personnel of a particular enterprise, 
reflected in every employee’s cultural and intellectual level.  
Distinguishing features of the objects of investing affecting the process of 

investing in any way are: 



- the absence of any material base, intangibility and, at the same 
time, the ability to bring profit to the owner based on long-term rights and 
advantages which work for him as long as possible; 

- the absence of a desire to sell these objects under normal 
conditions of the work of the enterprise and the functioning of ILM; 

- the duration of exploitation, that allows taking into account the 
term of investment (e.g. the possibility of a long-term investment); 

- the absence of useful tailings; 
- the multi-purpose character of utilization, that allows using these 

objects in different sections of production activity (in the process of production 
of selected types of products, fulfilling the work or rendering the productive 
services, in the area of management, etc.); 

- the impossibility to divide and extract any part of the property of 
the enterprise due to its intangibility. 
The subjects of a human capital investment process are the people (investors) 

implementing the investing their own, borrowed or debt capital in the form of 
investments and providing their purpose utilization. Direct investors of human capital 
in ILM are: the employer (entrepreneur), the worker (a human capital bearer), 
government bodies, supporting the development of the enterprise, foreign natural or 
legal persons interested in the enterprise. Banks, insurance companies, brokerage 
businesses, and other organizations can be considered indirect subjects of investment 
activity. 

The subjects of investment process act in the sphere of practical realization of 
the investments in ILM. This investment sphere includes: 

- the sphere of human capital development where the investing in 
the objects of investment takes place; 

- the sphere of innovations where the research and development 
potential of the workers is created and sold; 

- the sphere of creation of the organizational and productive 
conditions of ILM where the sale of human capital occurs.  
The subject of investment process in ILM determine the methods of investment 

influence on the objects of investments, proceeding from their specificity and 
profitability of investments. The mode of human capital investment can be defined as a 
system of devices, implemented in a definite succession during the investment process. 
The modes of investment are designed according to a thorough analysis of procedures 
(measures) and a reveal of the most suitable and economical way of investment 
influence. 

Based on this definition it is advisable to separate out major general methods of 
a human capital investment in ILM: 

- the method of initial human capital investment – the system of 
procedures and activities used in the process of initial engagement of a worker 
in the conditions of a particular ILM (training, employment, adaptation, 
apprenticeship of the worker, etc.); 

- the method of extensive investment - the system of procedures 
and activities used when the productive potential of the worker increases under 
the conditions of previous (permanent) production environment (the systems of 
public health, advanced training, measures of economic and social incitement, 
etc.); 

- the method of reinvestment (intensive investment) – the system 
of procedures and activities used when free investment resources directed to 
the qualitative innovation perfection of the human capital that will be possibly 
used in future (public health, advanced training, development and perfection of 



specific skills and the level of intelligence, incitement, the formation of every 
worker’s mission, intra- firm culture, etc.) are available. 

 
CONCLUSION 
 
Thus, the methodology of human capital investment in internal labour market of 

organizations under the conditions of market transformation can become a strategic 
basis for maintaining high professional level of the workforce. 

Represented as such, the methodology of human capital investment is adopted 
to the conditions of post-Soviet countries. Besides a human capital investment 
mechanism under the conditions of internal labour market of organization, looks more 
individually-aimed and specific, for it can be used as a practical instrument in 
managing labour resources of organization. 
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