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FINANCING SMALL BUSINESSES AND
MECHANISMS FOR ATTRACTING
INVESTMENTS

Xakimov Akbar Anvarovich

Independent Researcher at Namangan State Technical University
E-mail: akbarjon_hakimov@mail.ru

Annotatsiya. Ushbu maqgolada kichik biznesni moliyalashtirish va investitsiyalarni jalb etish mexanizmlari
tadqiq etilgan. Unda kichik biznesni moliyalashtirishning nazariy yondashuvlari, jumladan, ichki va tashqi
moliyalashtirish manbalari tahlil gilingan hamda investitsiyalardan foydalanish imkoniyatlarini kengaytirishda
moliyaviy institutlar, davlat qo‘llab-quvvatlash dasturlari va xususiy investorlarning o‘rni yoritilgan. Shuningdek,
investitsion jozibadorlikka ta’sir etuvchi asosiy omillar, ya’ni biznes muhiti, risk darajasi, rentabellik va huquqiy
me’yorlarko‘rib chigilgan. Kichik biznes sohasiga kapital ogiminikuchaytiruvchizamonaviy moliyaviy instrumentlar
va strategiyalarga alohida e’tibor qaratilgan. Tadgiqot natijalari samarali moliyalashtirish mexanizmlari kichik
korxonalarning barqaror rivojlanishi va ragobatbardoshligini ta’minlashda muhim ahamiyatga ega ekanligini
ko‘rsatadi.

Kalit so‘zlar: kichik biznes, moliyalashtirish mexanizmlari, investitsiyalarni jalb etish, moliyaviy institutlar,
investitsion muhit, kapital, davlat qo‘llab-quvvatlashi, xususiy investitsiyalar, moliyaviy instrumentlar, igtisodiy
rivojlanish.

AHHOTauuAa. B paHHom cTaTbe uccregytTcs MexaHu3mbl (UHAHCUPOBAHUSA Maroro Ou3Heca wu
npvBneYeHns uHBecTuunin. [poaHanu3npoBaHbl TeopeTuyeckMe noaxodbl K (OMHAHCUPOBAHMIO Maroro
Bu3Heca, BKItoYas BHyTPEHHUE M BHELLIHME NCTOYHMKN (DUHAHCMPOBaHUS, a Takke packpbiTa posib (OMHaHCOBbIX
WHCTUTYTOB, FOCy4AapPCTBEHHbIX MPOrpaMM MOALEPXKKM M YaCTHbIX WHBECTOPOB B paclUMpeHun JocTtyna K
nHBECTUUMAM. PaccMoTpeHbI krtoveBble hakTopbl MHBECTULIMOHHON NPUBMEKaTenbHOCTM, Takne Kak AernoBas
cpena, ypoBeHb pucka, peHTabenbHOCTb 1M npaBoBble HOpMbl. Ocoboe BHUMaHWE yOoeneHO COBPEMEHHbLIM
(PUHAHCOBBIM MHCTPYMEHTaM W CTpaTernsiM, CrOoCOOCTBYIOLMM YBENIMYEHUIO MPUTOKA KamuTamna B CEeKTop
mMarnoro 6usHeca. Pe3ynbTaTbl MCCNegoBaHMs NOKa3bIiBaKOT, YTO 3hEKTUBHbIE MEXAHN3Mbl (OUHAHCUPOBAHUS
NMEIOT BaXKHOE 3HaYeHne Ansi yCTOMYMBOro PasBUTUS 1N KOHKYPEHTOCMOCOBHOCTM MarnbIX NpeanpusaTun.

KnioyeBble cnoBa: Mamnbii 6u3Hec, MexaHu3Mbl (MHAHCUPOBAHMS, MPUBMEYEHNE WHBECTULINN,
(PUHAHCOBbIE WHCTUTYTbl, WHBECTULUMOHHBIN KIMMaT, KanuTan, rocyaapCTBeHHas noadepxka, 4YacTHble
NHBECTULMMW, PUHAHCOBbIE MHCTPYMEHTbI, 3KOHOMUYECKOE pa3BuTHeE.

Abstract. This article examines the mechanisms of financing small businesses and attracting investments.
It analyzes theoretical approaches to small business financing, including internal and external funding sources,
and highlights the role of financial institutions, government support programs, and private investors in improving
access to investment resources. The study also explores the key factors influencing investment attractiveness,
such as the business environment, risk level, profitability, and legal frameworks. Special attention is given to
modern financial instruments and strategies that enhance capital inflows into the small business sector. The
findings emphasize that effective financing mechanisms are essential for the sustainable development and
competitiveness of small enterprises.

Keywords: small business, financing mechanisms, investment attraction, financial institutions, investment
climate, capital, government support, private investment, financial instruments, economic development.

INTRODUCTION

Small businesses play a crucial role in the economic development of both developed and developing
countries. They contribute significantly to employment generation, innovation, income distribution, and overall
economic growth. In a rapidly changing global economy, ensuring adequate financing and attracting investment
for small business entities has become a key priority for policymakers and economic researchers.

Financing small businesses is often challenging due to limited internal resources, a lack of collateral,
and the higher level of risk perceived by financial institutions. As a result, external funding sources such as
bank loans, microfinance institutions, venture capital, and government support programs become essential

https://ist-journal.uz t.me/scupus_IST2100 @
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for their sustainability and expansion. At the same time, attracting investment requires a favorable business
environment, a stable legal framework, and effective financial mechanisms that strengthen investor confidence.

Understanding the theoretical foundations of small business financing and investment attraction is
important for developing effective economic policies and improving access to capital. Therefore, this article
aims to examine the main mechanisms of financing small businesses and analyze the key factors influencing
investment attraction in this sector.

LITERATURE REVIEW

The financing of small businesses and the mechanisms for attracting investment have been widely discussed
in economic and financial literature due to their important role in economic development, employment creation,
and innovation. Theoretical and empirical studies emphasize that small business finance is characterized by
a high dependence on external funding sources, information asymmetry, and a higher perceived level of risk
compared to large enterprises.

One of the fundamental theoretical approaches in small business finance is the financial growth cycle
theory, which explains how firms change their financing structure as they develop over time. According to this
theory, small and young firms rely heavily on internal funds, family support, trade credit, and informal financing
sources, whereas more mature firms gain access to bank loans, venture capital, and eventually public capital
markets. This framework highlights the dynamic nature of financing decisions and the importance of firm size,
age, and transparency in determining access to capital’.

Another important contribution comes from the pecking order theory, which suggests that firms prefer
internal financing first, then debt financing, and finally equity financing due to asymmetric information and
transaction costs. In the context of small businesses, this theory is particularly relevant because these firms
often face greater borrowing constraints and limited access to equity markets, making external financing more
expensive and difficult to obtain.

Institutional and network-based theories also play a significant role in explaining investment attraction. Studies show
that the development of strong institutional frameworks, legal stability, and efficient financial systems increases investor
confidence and improves access to capital for small businesses. In addition, social capital and business networks facilitate
financing by strengthening trust between entrepreneurs and investors, reducing information asymmetry, and expanding
access to financial resources.

Foreign Direct Investment (FDI) and investment attraction theories further emphasize the importance of ownership
advantages, location advantages, and internalization advantages, commonly known as the OLI paradigm. These factors
influence how and why investors choose specific small business environments, especially in developing economies where
institutional conditions are still evolving?.

Empirical studies confirm that small business financing is strongly influenced by firm-specific factors such as
profitability, firm size, export orientation, and research and development intensity. External factors, including macroeconomic
stability, government support policies, and access to financial institutions, also significantly affect investment attraction
and capital inflows. Research further demonstrates that well-developed financial markets and supportive public policies
improve the survival rate and growth potential of small enterprises.

Despite the extensive body of literature, several gaps remain. Many studies focus primarily on large enterprises,
whereas financing mechanisms for small businesses in developing economies are still insufficiently researched. In
particular, issues such as financial constraints, investment risk perception, and the role of digital financial technologies
require further investigation.

Overall, the literature indicates that financing small businesses and attracting investment is a multidimensional
process influenced by financial theories, institutional conditions, and firm-level characteristics.

RESEARCH METHODOLOGY

This study on the financing of small businesses and the mechanisms for attracting investment is based
on a qualitative and analytical research approach. The methodology focuses on understanding theoretical
concepts, reviewing existing literature, and analyzing economic models related to small business financing and
investment attraction.

The research is primarily conducted using descriptive and comparative analysis methods, which allow for
the examination of different theoretical perspectives such as the Pecking Order Theory, Financial Growth
Cycle Theory, and Institutional Theory. These theories are compared in terms of their relevance to financing

1 Ribeiro-Soriano, D. (2017). Small business and entrepreneurship: Their role in economic and social development. Entrepreneurship & Regional
Development, 29(1-2).
2 Bloom, N., Bond, S., & Van Reenen, J. (2007). Uncertainty and investment dynamics. The Review of Economic Studies, 74(2), 391-415.
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constraints faced by small businesses and their influence on investment behavior.

In addition, the study applies a theoretical synthesis method to identify the most effective financing
mechanisms and institutional factors that can improve access to capital and enhance investment attractiveness
in the small business sector.

ANALYSIS AND RESULTS

One of the theories relevant to attracting investment in small businesses is the Pecking Order Theory,
developed by Steven M. Fazzari, R. Glenn Hubbard, and Bruce C. Petersen. This model suggests that the
sensitivity of investment to cash flow is an important indicator of financial constraints. According to the theory,
external financing is more expensive and difficult to obtain than internal financing.

Ferrando and Ruggierri found in their research that the impact of financial constraints on efficiency is
particularly high in small businesses. According to this theoretical approach, one of the most optimal strategies
is to reinvest internal profits as a primary financing source. After that, firms may seek subsidies and bank
loans. At the same time, transparent financial reporting increases opportunities to attract outside investors. This
analysis is presented more clearly in Table 1.

Table 1
Analysis of the Theory of Financial Constraints?
Stage Source of Funding Features Advantage
1 Retained earnings Dpes not require external information Independence is maintained
disclosure
Standard documents and collateral Faster to obtain than equity
2 Bank loans . ) .
required financing
3 Equity (angel investors, VC, Expensive and requires high Final option for business
IPO) transparency expansion or recovery

Another theory that positively influences the probability of attracting investment in small businesses is
Institutional Theory. One of the major contributors to this theory is Douglass C. North. According to this
approach, institutions such as laws, regulations, and property rights shape the behavior of economic agents.
Strong institutions reduce transaction costs and uncertainty, thereby improving investment opportunities for
small businesses.

C.Bjgrnskov and N. J. Foss tested North’s theory through empirical research and concluded that institutional
factors have a positive effect on small business development. According to their findings, high-quality institutions
can increase small business activity by 25-35% and strengthen social trust. Lower transaction costs also
improve investment flows. The institutional mechanism is illustrated below in Figure 1.

State reforms:

- Currency liberalization
- Tax and customs benefits

- Personalization
Official institutions: Informal institutions:
- Legal system - Neighborhood system
- Government programs - Famuly business
- Tax institutions traditions
_ Free economic zones - Entrepreneurial culture
- Central bank policv - Religious norms
v
Reducing transaction costs Economic results:
- Small business investment growth
> -  Productivity increase
- Increase in population employment
- Increased export potential

F
Figure 1. Institutional Mechanism for Small Businesses!
3 Author’s development.
4 Author’s development.
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Another theory relevant to small businesses is the Resource-Based Theory, proposed by Jay B. Barney.
This theory considers business performance to be based on strategic resources evaluated through the VRIO
criteria: Valuable, Rare, Imperfectly Imitable, and Organized. Through the effective use of such resources,
small businesses can strengthen their competitive advantage and attract potential investors.

Seitz and fellow researchers examined this theory in relation to business accelerators and analyzed the
unique resources that accelerators can provide to small enterprises. Their findings showed that accelerators
positively influence growth orientation by supplying valuable resources to small businesses. Therefore, this
theory is highly important in explaining investment attraction in the small business sector.

The key resources based on the VRIO framework for small businesses are presented in Table 2.

Table 2

Resources Based on Barney’s VRIO Criteria for Small Businesses®
Resource Type According to Feature Interested Investors
VRIO
Human capital Competence (unique knowledge, skills, abilities, | Business angels, venture

and experience) capitalists, strategic

Technology Patent ownership and non-copyable innovations | investors, banks
Customer base Long-term and loyal customers
Location Low competition and strategic market position
Product and personal brand Trust and reputation
Partnerships Broad professional and business network

In general, the more unique resources a small business possesses, the higher its potential to attract
investment.

Another important source of financing for small businesses is provided by business angels. A business
angel is a high-net-worth investor who provides funding through personal capital, family and close social
networks, or formal angel investor networks. The primary target of this type of financing is newly established
startups or small businesses with high market potential. In most cases, the investment model is equity-based.

This financing source emerged to fill the gap between traditional bank lending and large-scale venture
capital financing. Mason and Harrison introduced the concept of the equity gap, which refers to the shortage
of financing available for small and growing firms. In this regard, business angels are considered particularly
effective during the seed and early growth stages of small businesses.

The process of attracting business angels generally consists of the following stages:

Developing a business plan. A business plan designed for angel investors must be comprehensive, realistic,
and well-justified.

Accessing angel investment platforms. Entrepreneurs should participate in networks and platforms where
business angels operate.

Negotiating with investors. Effective negotiation is necessary to agree on investment conditions and
partnership terms.

In general, business angels provide not only capital, but also networking opportunities, managerial
experience, and increased credibility for obtaining bank loans or participating in government support programs
in the future.

CONCLUSIONS AND RECOMMENDATIONS

This research examined the theoretical foundations of attracting investment to small businesses based
on investment theories, traditional and modern financing sources, and the scientific views of leading scholars.
These approaches can serve as a theoretical framework for increasing sustainability in small business financing.

The study of financing small businesses and mechanisms for attracting investment demonstrates that
access to financial resources is a fundamental condition for sustainable business development and economic
growth. Small enterprises, despite their substantial contribution to employment generation and innovation,
often face serious financial constraints that limit their expansion and competitiveness.

The findings confirm that both internal and external financing sources play an important role in supporting
small businesses. Internal resources alone are usually insufficient for long-term growth; therefore, external
financing mechanisms such as bank loans, microfinance institutions, venture capital, and government support
programs are essential.

5 Author’s development.
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It is also concluded that investment attraction largely depends on the overall economic environment,
institutional stability, and the quality of a country’s financial infrastructure. A transparent legal system, supportive
government policies, and efficient financial markets significantly increase investor confidence and improve
capital inflows into the small business sector.

Moreover, firm-specific factors such as profitability, innovation capacity, managerial efficiency, and market
orientation strongly influence the ability of small businesses to attract investment. Companies that demonstrate
growth potential and financial transparency are more likely to gain access to external funding.

Overall, the study shows that improving financing mechanisms for small businesses requires a
comprehensive approach that combines financial reforms, institutional development, and the introduction of
modern financial technologies. Strengthening these areas will contribute to the long-term development and
competitiveness of small enterprises in both domestic and international markets.
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