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With the collapse of the stock market in 1929 and the subsequent Great Depression, the federal and state
governments put regulations in place to protect investors, primarily from fraudulent investment schemes. Protection
from fraud became the sine qua non of regulators, and dominates their perspective and activities to this day.

But are investors really protected? Could they be more protected? That begs the question of what investor
protection means. Is it focused solely on protecting the public from “bad guys,” i.e., a moral objective, or is it
intended to minimize losses investors might incur, i.e., a financial objective?

If it is solely a moral objective, then there is probably little that can be done to improve on current conditions.
However, the goal of helping protect investors from a loss of their money opens the door to many other
possibilities. Investor protections are split between two groups — investors who invest in public companies on the
stock market and those who invest in private (usually small) companies.

The public marketplace has reasonably adequate safeguards that address both moral and financial protection goals.
The very nature of the regulatory structure makes it quite difficult for bad actors to perpetuate outright fraud, given
the high degree of transparency required of public companies. The Enrons, WorldComs, et al are a tiny percentage
of all public companies. Likewise, outright failure and the complete loss of one’s investment occurs only with a
relatively small percentage of all public companies.

Private companies are another matter. No government study has been produced to quantify the scope of fraudulent
schemes as a percentage of all new ventures, but common sense would suggest that in the worst case scenario,
fraudulent business schemes might at worst be no more than 1 in 20 companies or for the real doomsayers, 1 in 10.
(Crooks are always a small percentage of the overall population, and businesses would be no exception.) That pales
in comparison to the following existing and pervasive problem.

The scale of the loss in honest companies dwarfs the scale of the loss that could possibly result from the most
rampant fraud. The vast majority of entrepreneurs make an honest effort to build a business, but entrepreneurial
ventures normally have a very high failure rate. Studies have generally shown that four out of every five new
companies will fail in their first two to five years of existence. That 80% failure rate is pretty universally accepted —
the only dispute seems to be how long it takes. However, there are well-known ways to dramatically reduce that
failure rate, but the current regulatory environment does not address those. As a consequence, eight out of ten
investors in such companies will lose their money, a far cry from the goal of real investor protection.

Thus if the goal is to maximize protection of the investor public, business failures should be the area of focus. This
is best accomplished by requiring any company wishing to raise funds from the general public subject themselves
to the three Ms — merit review, mentoring and monitoring (but not by government regulators). Those three elements
have been long proven to dramatically increase the survivability rate of new companies (see business incubators)."
Requiring those three Ms would produce the added side benefit of improved fraud protection,? and therefore
improve on the results of the current regulatory environment.

But while solutions to the high failure rate are known by experts in the small business community, the government
has demonstrated little in-depth understanding of small business. It is therefore unreasonable to expect government
regulators to craft new solutions incorporating this small business expertise. On the other hand, small business
experts not only understand the needs of all stakeholders — entrepreneurs, investors and other participants — but also
the tools needed to help businesses survive at a much higher rate than the current environment permits. Therefore
the small business community should be responsible for those three Ms.

Thus the need for a new SRO (self regulatory organization), established by and for the small business community
(who best understand their own needs and how to protect themselves), that would be tasked with designing the new
solutions and systems to address the needs of the small business capital markets and all its participants. *

! http://en.wikipedia.org/wiki/Business_incubator
2 fraudsters would have a difficult time passing this three M screening process
% See more on this concept at http://www.mainstreetmatters.us/jobcreation
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