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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 maqolada kichik biznesni moliyalashtirish va investitsiyalarni jalb etish mexanizmlari 
tadqiq etilgan. Unda kichik biznesni moliyalashtirishning nazariy yondashuvlari, jumladan, ichki va tashqi 
moliyalashtirish manbalari tahlil qilingan 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’yorlar ko‘rib chiqilgan. Kichik biznes sohasiga kapital oqimini kuchaytiruvchi zamonaviy moliyaviy instrumentlar 
va strategiyalarga alohida e’tibor qaratilgan. Tadqiqot natijalari samarali moliyalashtirish mexanizmlari kichik 
korxonalarning barqaror rivojlanishi va raqobatbardoshligini 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, iqtisodiy 
rivojlanish.

Аннотация. В данной статье исследуются механизмы финансирования малого бизнеса и 
привлечения инвестиций. Проанализированы теоретические подходы к финансированию малого 
бизнеса, включая внутренние и внешние источники финансирования, а также раскрыта роль финансовых 
институтов, государственных программ поддержки и частных инвесторов в расширении доступа к 
инвестициям. Рассмотрены ключевые факторы инвестиционной привлекательности, такие как деловая 
среда, уровень риска, рентабельность и правовые нормы. Особое внимание уделено современным 
финансовым инструментам и стратегиям, способствующим увеличению притока капитала в сектор 
малого бизнеса. Результаты исследования показывают, что эффективные механизмы финансирования 
имеют важное значение для устойчивого развития и конкурентоспособности малых предприятий.

Ключевые слова: малый бизнес, механизмы финансирования, привлечение инвестиций, 
финансовые институты, инвестиционный климат, капитал, государственная поддержка, частные 
инвестиции, финансовые инструменты, экономическое развитие.

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.

I N T R O D U C T I O N
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 
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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.

L I T E R A T U R E  R E V I E W
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 capital1.

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 evolving2.

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.

R E S E A R C H  M E T H O D O L O G Y
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.

A N A LY S I S  A N D  R E S U LT S
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 Constraints3

Stage Source of Funding Features Advantage

1 Retained earnings Does not require external information 
disclosure Independence is maintained

2 Bank loans Standard documents and collateral 
required

Faster to obtain than equity 
financing

3 Equity (angel investors, VC, 
IPO)

Expensive and requires high 
transparency

Final option for business 
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. Bjørnskov 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.

Figure 1. Institutional Mechanism for Small Businesses4

3	  Author’s development.
4	  Author’s development. 

:State reforms

Currency liberalization -
Tax and customs benefits -
Personalization -
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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 Businesses5

Resource Type According to 
VRIO

Feature Interested Investors

Human capital Competence (unique knowledge, skills, abilities, 
and experience)

Business angels, venture 
capitalists, strategic 
investors, banksTechnology Patent ownership and non-copyable innovations

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.

C O N C L U S I O N S  A N D  R E C O M M E N D A T I O N S
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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