
Munich Personal RePEc Archive

SuperMontage in the American

Securities Markets Context

Senn, Myriam

University of Pennsylvania

August 2002

Online at https://mpra.ub.uni-muenchen.de/9818/

MPRA Paper No. 9818, posted 05 Aug 2008 00:39 UTC



 

Journal of I nternat ional Financial Markets 

 

Volum e 4 /  I ssue 6 /  2002 

 

Art icle 

 

SUPERMONTAGE I N THE AMERI CAN SECURI TI ES MARKETS CONTEXT 

 

Myriam  Senn. 

 

Copyright  (c)  2002 Sweet  and Maxwell Lim ited and Cont r ibutors 

Subject :  BANKI NG AND FI NANCE 

Keywords:  NASDAQ;  Securit ies m arkets;  United States 

Abst ract :  Scope of SuperMontage changes to NASDAQ including order collect ion, 

display of quotas and orders and execut ion services, elect ronic 

com m unicat ion networks and issues raised including m arket  st ructure, 

fragm entat ion and com pet it ion. 

 

Abst ract  

The approval of NASDAQ’s SuperMontage was described by the Chairm an of the SEC 

Arthur Levit t  in the following m anner:  “ I n m y tenure, there has been no m ore t im e-

consum ing, cont roversial or divisive proposed rule-change than the SuperMontage” . Due 

to its form  and the funct ionalit ies it  offers, SuperMontage raises issues in relat ion to 

m arket  st ructure, fragm entat ion and com pet it ion. This art icle describes SuperMontage in 

the context  of the U.S. securit ies m arkets and the potent ial of SuperMontage on those 

m arkets, in part icular in the context  of elect ronic com m unicat ions networks. 

 

 

* 2 0 0  I . I nt roduct ion 

The approval of NASDAQ's SuperMontage by the Securit ies and Exchange Com m ission 

(SEC)  in January 2001 [ FN1]  was very cont roversial. The new system  raises var ious 

issues, in part icular in relat ion to the organisat ion of the securit ies m arkets. As 

SuperMontage has just  becom e fully  operat ional, [ FN2]  it s pract ical consequences st ill are 

unknown. 

This art icle provides a brief descr ipt ion of the Nasdaq system  and of SuperMontage 

within the fram ework of the Am erican securit ies m arkets. I t  deals only with aspects of the 

m arkets which are relevant  to SuperMontage:  the definit ion of an exchange, the auct ion 

and dealer m arkets, the over- the-counter m arket  and Nasdaq. There is then a br ief 

analysis and evaluat ion of the SuperMontage system  and of its potent ial future effects on 

m arket  st ructure and, in part icular, an Elect ronic Com m unicat ions Network (ECN) . Finally, 

the art icle expresses the view that  SuperMontage will have posit ive effects on the m arkets. 

As to the role of supervisory authorit ies, it  st resses that  they should not  direct ly intervene 

in order to influence the st ructure of the m arket , when evaluat ing authorisat ion requests. 



 

I I . Descr ipt ion 

 

1. Definit ion of Exchange 

The Securit ies Exchange Act  of 1934 (SEA)  defines the term  "exchange" in sect ion 

3(a) (1) . [ FN3]  The definit ion has been m odernised and adapted following the int roduct ion 

of the rules for Alternat ive Trading System s (ATS)  in 1998. [ FN4]  I n part icular, it  has been 

expanded in order to cover new requirem ents result ing from  the elect ronisat ion of the 

securit ies m arkets. 

The new Rule 3b-16(a)  [ FN5]  interprets key language in the statutory definit ion of 

exchange. Two m ain features character ise an exchange, which as an organisat ion, 

associat ion or group of persons:   

- -  br ings together the orders of m ult iple buyers and sellers,  

- -  uses established, non-discret ionary m ethods (whether by providing a t rading 

facilit y or by set t ing rules)  under which such orders interact  which each other, and the 

buyers and sellers enter ing such orders agree to the term s of a t rade.  

Rule 3b-16 has a dual funct ion:  it  not  only clarif ies the applicabilit y of the definit ion of 

"exchange" to ATS, but  it  also defines and gives the SEC general author ity to exem pt  

system s from  being considered an exchange. [ FN6]  

These possible interpretat ions take m arket  developm ents properly into account . I n 

part icular, due to the technological developm ents, it  has becom e m ore and m ore difficult  

to seize and subm it  new system s to the supervisory regim e applicable to exchanges or 

broker-dealers. With regard to ATS, which funct ionally can- -depending on the system --be 

considered to be the equivalent  of exchanges and which have the possibilit y of choosing 

between a body t reated as exchanges or broker-dealers, a m ore flexible definit ion of 

"exchange" was necessary. [ FN7]  

* 2 0 1  A system  or ent ity  which only executes som e of the funct ions of an exchange 

will not  be considered an exchange. For exam ple, it  can be a system  that  is lim ited to the 

rout ing of orders to a m arket , their execut ion, or it  m ay offer the m atching of orders. 

Furtherm ore, system s perform ing typical broker-dealer act iv it ies are explicit ly excluded 

from  the definit ion of exchange. [ FN8]  

As to the st ructure of the U.S. exchange m arket , [ FN9]  only a few exchanges have 

been authorised as Nat ional Securit ies Exchanges [ FN10]  unt il today. The authorised 

exchanges are all auct ion m arkets. [ FN11]  One very im portant  stock exchange is the New 

York Stock Exchange (NYSE) , which can be considered to be the m ain exchange. [ FN12]  

The Am ex exchange on the other hand represents the "m inor league". [ FN13]  Seven other 

exchanges have been author ised. Five of them  are known as the " regional exchanges" . 

[ FN14]  When dealing with exchanges and m arkets part icipants, the SEC pursues the 

concept  of the Nat ional Market  System  (NMS)  [ FN15]  for securit ies. [ FN16]  I ts efforts to 

facilitate the creat ion of this m arket  system  focus on the report ing system s and the 

organisat ion of the authorised exchanges, which are to be sim ilar. 

 

2. Auct ion/ dealer m arkets 

The m arket  system s which can qualify as exchange m arkets are num erous. [ FN17]  

However, the categories m ainly follow two types of m arkets:  the agency or auct ion and 

the dealer m arket . 

An auct ion m arket  is a m arket  (such as the NYSE for exam ple [ FN18] )  in which 

securit ies are bought  and sold by com pet it ive bidding through brokers. [ FN19]  An auct ion 

m arket  has only one person for each stock, a specialist , [ FN20]  who in a cent ralised 

locat ion or " floor"  m atches incom ing orders to buy and sell each stock. These specialists 

are lim ited only to one firm 's available capital. They offer no research or retail sales 

support . Furtherm ore, a fee is charged for bringing buyers and sellers together. 



A dealer m arket  is characterised by m any dealers or m arket -m akers [ FN21]  who use 

their own capital, research, retail or system  resources to represent  a stock. A m arket -

m aker is a firm  or principal that  m aintains a firm  bid and offer pr ice in a given security by 

standing ready to buy or sell at  publicly-  quoted pr ices and who executes an order. [ FN22]  

The m arket -m akers are com pensated by the profits on the t rades m ade. However, 

because m any m arket -  m akers can represent  the sam e stock they can com pete fiercely 

am ongst  each other to buy and sell that  stock. 

A dealer m arket  is physically fragm ented across the various com pet it ive m arket -  

m aker firm s. [ FN23]  The dealers set  the pr ices and thus provide for the necessary liquidity 

for the m arket . Due to the com pet it ion am ong the m arket -  m akers, the bid and ask 

spreads are t ight , but  the t ransact ions costs m ay be higher. [ FN24]  Furtherm ore, it  m ay 

be m ore difficult  to find out  which prices are offered by other com pet itors. 

The econom ic theory at tem pts to assess how the type of m arket  influences their 

perform ance. Different  com parat ive analyses of the types of m arkets already exist . [ FN25]  

Cont rary to other author ised exchanges in the United States, Nasdaq is a dealer 

m arket  and not  an auct ion m arket . Nasdaq is a decent ralised network of com pet it ive 

m arket -m akers who process orders for their own custom ers and for other NASD brokers or 

dealers. [ FN26]  

 

* 2 0 2  3. Over- the-counter m arket  

Basically, the over- the-counter m arket  (OTC)  relates to all stocks not  t raded on a stock 

exchange. [ FN27]  The over- the-counter m arket  can include different  types of securit ies. 

[ FN28]  The m ain dist inct ion between an OTC m arket  and a stock exchange is that  t rading 

on the OTC m arket  is not  cent ralised and the dealers are norm ally m arket -m akers in a 

specific security. [ FN29]  

An im portant  feature of the OTC m arket  is that  it  is a dealer m arket . Due to the 

st ructure of the m arket , it  is not  necessary to purchase a seat  on an exchange. [ FN30]  

Nowadays, the OTC m arket  is an elect ronically linked m arket  that  com prises thousands of 

geographically dispersed com pet it ive dealer and m em ber firm s linked together by 

telephones and com puter screens. [ FN31]  Like the NYSE, the OTC m arket  is m ore 

adequate to handle sm all orders than large ones. However, the negot iat ion of large block 

t rades is possible on both m arkets. [ FN32]  

The OTC m arket , OTC m arket -m akers and m em ber securit ies firm s are regulated by 

the NASD, [ FN33]  which also is responsible for NASDAQ. As a self- regulatory organisat ion, 

the NASD relies m ore on m arket  and com pet it ive forces than on regulat ion and the rules it  

applies are not  com plicated. 

 

4. Nasdaq 

The Nasdaq Stock Market  I nc. (Nasdaq [ FN34] )  was first  created 30 years ago for the 

purpose of collect ing and displaying quotat ions posted by indiv idual dealers in the over-

the-counter m arket  regulated by the NASD. [ FN35]  

Technically, Nasdaq was first  thought  to be an autom ated extension of the OTC 

m arket . Dealers could dissem inate bid and offer quotes for securit ies, but  they were free 

to execute the orders. All the t ransact ions were agreed upon over the telephone. [ FN36]  

Basically, Nasdaq is a decent ralised com pet ing dealer m arket . The dealers or m arket -

m akers [ FN37]  use their own capital, research and retail system  resources to represent  a 

stock. The com pet it ive situat ion is due to the fact  that  m any m arket -m akers can represent  

the sam e stock. 

Since 1984, with the int roduct ion of the Sm all Order Execut ion System  (SOES) , it  is 

possible to execute sm all orders autom at ically against  the quotat ion of a m arket -m aker 

[ FN38]  at  the best  bid or offer. Thus, with SOES, the volum e has increased as well as the 

efficiency in t rading. I n 1990, the SelectNet , an online screen negot iat ion and execut ion 



service was launched. I t  enhances opportunit ies for finding and execut ing t ransact ions at  

the best  pr ices at  greater volum e than allowed by SOES. [ FN39]  

Ten years later, Nasdaq surpassed the New York Stock Exchange in annual share 

volum e and, in 1999, becam e the largest  stock m arket  in the United States. Nasdaq also 

began to im plem ent  a global st rategy and to rest ructure it s organisat ion into a 

shareholder-owned, for-profit  com pany. [ FN40]  The Nasdaq quotat ion m anagem ent  

system  now collects and displays quotat ions of registered m arket -m akers and ECNs 

[ FN41]  that  are m em bers of the NASD. [ FN42]  They const itute it s part icipants. [ FN43]  

Nasdaq also collects and displays quotat ions in Nasdaq securit ies from  Unlisted Trading 

Priv ileges (UTP)  exchanges by agreem ent . [ FN44]  Nasdaq's m arket  part icipants and UTP 

exchanges can enter quotat ions which are displayed on a quotat ion m ontage. This 

m ontage can be viewed and dissem inated to other m arket  part icipants. [ FN45]  

* 2 0 3  Legally, Nasdaq is overseen by a registered securit ies associat ion, the NASD, 

and is st ill not  registered as an exchange. [ FN46]  Nasdaq was first  a wholly-owned 

subsidiary of NASD, which acts as a self- regulatory organisat ion according to sect ion 

19(a) (1)  of the Securit ies Exchange Act  of 1934. However, the role of the NASD as owner 

of Nasdaq was not  without  it s problem s. On the one hand, it  cont rolled Nasdaq, which in 

the course of t im e has becom e a dom inant  securit ies m arket . On the other hand, it  acts as 

a regulatory author ity with regard to the ECNs that  as a m at ter of fact  com pete with 

Nasdaq itself. Thus, this m arket  st ructure of Nasdaq presented a dilem m a and conflict  of 

interest  were unavoidable for the NASD. [ FN47]  

 

5. SuperMontage 

On January 10, 2001, the SEC approved the SuperMontage proposal, [ FN48]  which will 

radically m odify the working of the Nasdaq. I t  has been operat ional since October 2002. 

[ FN49]  

I n order to bet ter understand what  SuperMontage is, it  is first  worth to look at  the 

m eaning of the word and its com posit ion, part icularly the use of "m ontage". According to 

the Webster 's I nternat ional Dict ionary, m ontage m eans:   

- -  "The act  of photographic process of com bining several dist inct  pictures so that  

they often blend with or into each other to produce a com posite picture which m ay or 

m ay not  appear to be m ade up of separate pictures.  

- -  An art ist ic com posit ion m ade by com bining heterogeneous elem ents."  [ FN50]   

As a m at ter of fact  and according to the definit ion of m ontage, the SuperMontage is 

com posed of different  elem ents, [ FN51]  each fulfilling other funct ions within the Nasdaq's 

system . The addit ion of the prefix "super"  m ost  probably indicates that  the system  will 

offer a new way of t rading and will radically m odify the exist ing system . [ FN52]  

The goal of SuperMontage is to m odernise the exist ing t rading configurat ion in order to 

im prove the com pet it iveness of Nasdaq both nat ionally and internat ionally. The current  

t rading plat form s and quotat ion m ontage of Nasdaq will be com pleted by a new facilit y for 

collect ing the quotes and orders, the Order Collect ing Facilit y. Furtherm ore, the Nasdaq 

NMS, the pr im ary Nasdaq t rading plat form , will be m odified. Cont rary to the exist ing 

Nasdaq system s, SuperMontage will offer the possibilit y of t rading all Nasdaq securit ies on 

it . [ FN53]  

Basically, SuperMontage will alter the exist ing Nasdaq's system  and it s working 

funct ions in three principal areas:  quote/ order collect ion, quote/ order display and 

execut ion services. [ FN54]  

 

a. Quote/ Order Collect ion 

The Order Collect ion Facilit y (OCF)  will part ially elim inate the dist inct ion between 

quotes and orders. I t  will allow part icipants to enter either a single quotat ion or m ult iple 

quotes or orders at  the sam e or at  different  price levels. I n this case, the best  priced 



at t r ibutable quotes or orders on the bid and ask sides will be aggregated and a 

part icipant 's displayed quote created. [ FN55]  The part icipants will also have the possibilit y 

of sending Nasdaq only their best  quotes or " top of the book". Furtherm ore, anonym ous 

( i.e., non-  at t r ibutable)  quotes or orders m ay also be entered into the system , but  a two-  

sided at t r ibutable quote or order m ust  be entered. [ FN56]  The elem ents of each quote 

( ident ity, pr ice, t im e of ent ry)  will be m aintained. The orders m ay be directed or non-

directed into the system  to access quotes or orders through the Order Collect ion Facilit y. 

[ FN57]  A part icipant  m ay also choose to m aintain only his required quotat ion and not  

enter addit ional quotes or orders. 

 

b. Display of Quotes/ Orders 

Basically, SuperMontage will give m ore inform at ion regarding the quotes and orders 

than the current  quotat ion m ontage. The addit ional inform at ion will be displayed in two 

ways. [ FN58]  On the one hand, it  will be possible to aggregate the best  priced non-

at t r ibutable orders or quotes from  all part icipants and to display them  in the quotat ion 

m ontage as one buy and one sell pr ice together with the best -pr iced at t r ibutable orders or 

quotes of each Nasdaq Quot ing Market  Part icipant  and UTP Exchange. On the other hand, 

the new system  will aggregate all quotes or orders whether * 2 0 4  they are at t r ibutable or 

not  at  each pr ice level. Furtherm ore, the three best  prices with associated aggregate size 

on each side of the m arket  will be displayed through the Nasdaq Order Display Facilit y. 

The m arket  data vendors will receive this inform at ion and will be able to provide an 

equivalent  display service to their custom ers. [ FN59]  

Nasdaq will also give these vendors individual at t r ibutable quotes or orders displayed 

in the three best  price levels in the Nasdaq Order Display Facilit y . [ FN60]  The result  of the 

display im provem ents will be that  the investors and other m arket  part icipants will be able 

to see the aggregate of the interests at  three pr ice levels, which are easily provided and 

that  the Nasdaq part icipants will be able voluntarily to enter their "near the m arket "  

quotes or orders. [ FN61]  

These changes will enhance the m arket  t ransparency of t rading interests, because 

m ore quotes and orders will be displayed than in other system s. [ FN62]  This will put  the 

m arket  part icipants in a far bet ter posit ion in order to decide which securit ies to buy or to 

sell. Thus, the already open m arket  st ructure of Nasdaq will be largely reinforced through 

SuperMontage. 

 

c. Execut ion Services 

With SuperMontage the SOES and SelectNet  services will disappear. The access will be 

replaced with two new processes:  a directed order process and a non-  directed order 

process. The part icipants are however also free to use other accessing m ethods like the 

telephone, direct  connect ions to m arket -m akers or even own execut ion services provided 

that  they ensure an access. [ FN63]  

The directed order process will be funct ionally sim ilar to the current  SelectNet  service. 

This m eans that  the part icipants will have the possibilit y to direct  an order to a determ ined 

Nasdaq Quot ing Market  Part icipant  or UTP Exchange. The directed order m ay m atch a 

quote or order of the recipient  or not . I n order to avoid double liabilit y , a Nasdaq Quot ing 

Market  Part icipant  or UTP Exchange can elect  to receive directed Liabilit y Orders through 

the OCF. [ FN64]  

The non-directed order process will represent  the default  execut ion process for 

m arketable orders. These orders will be m atched with the highest  ranked quotes or orders 

of Nasdaq Quot ing Market  Part icipants and UTP Exchanges and will be executed 

autom at ically or delivered to the m atched Nasdaq Quot ing Part icipants and UTP 

Exchanges, whereby the way these part icipants take part  in the non-  directed order 

process will be determ ining. [ FN65]  

I n the non-directed order process, the ranking of Nasdaq Quot ing Market  part icipants 

and UTP Exchange quotes or orders is fixed by one of three order execut ion algor ithm s. A 



non-directed order entered by a Nasdaq part icipant  will be m atched first  against  its own 

quote or order on the other side of the m arket , provided that  its quote or order is at  the 

best  bid or offer. The orders m ay also be addressed to the "preference" of a determ ined 

Nasdaq Quot ing Market  Part icipant  or UTP Exchange. [ FN66]  On the whole, the execut ion 

services will be m ore flexible and will offer m ore possibilit ies to the m arket  part icipants. 

 

6. ECNs [ FN67]  

Elect ronic Com m unicat ions Networks (ECNs)  belong to the category of Alternat ive 

Trading System s. [ FN68]  There exist  a variety of such system s and their m arkets norm ally 

are private. [ FN69]  ECNs m ay offer a whole range of services, which are typically based on 

technological developm ents. Depending on the system , they also can furnish services, 

which norm ally are or should be provided by registered exchanges. [ FN70]  I n com parison 

to exchanges, the m ain advantage of ECNs is that  the services they offer m ay be cheaper 

than the ones of an exchange and the execut ion can be m ore efficient . This m ay be due to 

their concent rat ion on only specific funct ions of exchanges. 

Through ECNs, investors can norm ally enter orders anonym ously into the m arketplace. 

ECNs also can provide facilit ies, which can be used by investors to t rade direct ly with each 

other, and they can offer m atching facilit ies too. Following the * 2 0 5  int roduct ion of a new 

Regulat ion for Alternat ive Trading System s in 1998, [ FN71]  these system s now have to be 

recognised by the SEC and can choose to register either as broker-dealers or as 

exchanges. [ FN72]  

ECNs norm ally are linked to exchange system s. I n part icular, the Nasdaq network 

offers the possibilit y of connect ing ECNs into its m arket . The part icipat ion or m em bership 

of ECNs to Nasdaq is governed by rule and private cont ract . [ FN73]  

Before the int roduct ion of SuperMontage, ECNs have handled m ore than 20 per cent  of 

the orders in securit ies listed on Nasdaq. [ FN74]  ECNs like I nst inet  [ FN75]  for exam ple, 

can accept  lim it  orders for Nasdaq issues and offer the possibilit y of m aking t rades in 

Nasdaq. So public orders can com pete with the dealer 's bids and offers. [ FN76]  

ECNs that  are NASD m em bers will also be able to part icipate in SuperMontage. They 

will have full access to the system  for order ent ry and delivery as well as other funct ions at  

their disposal. They will also have the possibilit y to part icipate in the funct ions of order 

delivery or autom at ic execut ion. [ FN77]  

 

I I I . Analysis 

The author isat ion of SuperMontage through the SEC was granted under sect ion 

19(b) (1)  of the Securit ies Exchange Act  of 1934 and Rule 19b-4. [ FN78]  From  a legal point  

of view, this author isat ion was not  problem at ic. The system  belonged to a self- regulatory 

organisat ion (NASD)  and was subm it ted to the SEC as a change of rules within the NASD. 

[ FN79]  Due to the com plexity and role of Nasdaq within the U.S.-securit ies m arket  and its 

com pet it ive posit ion with regard to other exchanges, the m ain quest ion m ay be, rather, 

whether Nasdaq should be considered an exchange. An author isat ion request  for 

recognit ion as an exchange has been subm it ted in the m eant im e. [ FN80]  

Thus, the m ain issues raised by SuperMontage do not  relate to the internal aspects of 

the system . They principally relate to the external consequences of the system  on the 

m arket  and are econom ic ones. I n this context , three areas can be ident if ied:  m arket  

st ructure, m arket  fragm entat ion and com pet it ion between Nasdaq and ECNs. 

 

1. Market  st ructure 

With regard to m arket  st ructure, [ FN81]  SuperMontage m ay first  exercise an influence 

as to the role of * 2 0 6  self- regulatory organisat ions, part icularly the NASD. SuperMontage 

will direct ly com pete with the ECNs. Som e of the funct ions it  will offer will be the sam e as 

the ones offered by ECNs. Thus, som e m arket  part icipants will prefer to be m em bers of 



SuperMontage only in order to m ake use of all the advantages of this new system . Most  

probably, som e ECNs will becom e obsolete and disappear. 

I n this context , it  has to be taken into account  that  the NASD not  only owns and 

supervises Nasdaq- -of which SuperMontage is a part - -but  it  also supervises the ECNs, 

which are registered and regulated by it . With the int roduct ion of Nasdaq's SuperMontage, 

the NASD will inevitably be confronted with a conflict  of interest . I t  would then own and 

regulate SuperMontage whilst  supervising the ECNs, which will com pete am ongst  each 

other. [ FN82]  This situat ion presents the r isk to NASD of losing it s credibilit y and authority 

with regard to a lot  of the inst itutes it  supervises. [ FN83]  

A solut ion for the ECNs would be for them selves to register as nat ional securit ies 

associat ions under sect ion 15A of the Securit ies Exchange Act  of 1934. This however 

necessitates a certain degree of organisat ion and creates new dut ies, so that  not  all ECNs 

would be willing and adm inist rat ively able to choose this route. 

The other way to solve this problem  is that  already chosen by the NASD, which is to 

spin-off Nasdaq [ FN84]  and have it  organised as a profit -m aking corporat ion. [ FN85]  

However, Nasdaq was exem pted from  the definit ion of "exchange" under Rule 3a1-1 

because the NASD operated it . [ FN86]  So, before the NASD m ay relinquish cont rol, 

Nasdaq will have to be registered as a nat ional securit ies exchange, because no exem pt ion 

will apply any m ore. Pract ically , this will be realised in the following m anner:  The NASD 

ownership is in the process of being changed. NASD now will divest  it self of all it s shares 

of Nasdaq, [ FN87]  which should becom e an independent , investor-owned stock m arket . 

Two pr ivate placem ent  sales of shares and warrants [ FN88]  will shift  the vot ing r ights for 

NASD shares under lying warrants to the warrant  holders once Nasdaq has been registered 

as an exchange. [ FN89]  I n the m eant im e, a t rustee will vote the NASD shares in Nasdaq 

at  the direct ion of the NASD. [ FN90]  

Thus, the m ain benefit s of the regist rat ion of Nasdaq as a nat ional securit ies exchange 

will be that  the st ructure of the m arket  will be im proved because Nasdaq will be an 

independent  ent ity . I t  will be able to concent rate only on t rading and will not  have to rely 

on the NASD any m ore, which basically pursues different  goals. Nasdaq will also avoid 

potent ial conflicts with ECNs result ing from  the fact  that  they are supervised by the NASD. 

As a profit -m axim ising com pany, Nasdaq will be m ore adequately able to com pete 

nat ionally and internat ionally with other exchanges and dispose of a m odern st ructure. The 

NASD will then be able to concent rate only on the supervision of one category of ent ity, 

broker-dealers. 

 

2. Market  fragm entat ion 

Another issue raised by SuperMontage is the possible effect  of the system  on m arket  

fragm entat ion. [ FN91]  The im pact  of the increasing num ber of * 2 0 7  ECNs has m ainly 

been that  m ult iple m arket  cent res have been created. These cent res can execute orders, 

but  the r isk exists that  they reduce quote com pet it ion and liquidity and therefore prevent  

investors from  receiving best  execut ion. [ FN92]  The cent res m ay be too isolated and the 

disclosure requirem ents m ay not  be sufficient . 

Basically, in the context  of a nat ional m arket  system , the orders should interact  with 

each other and the pr ices should be the result  of fierce com pet it ion. I n part icular, the 

secondary m arkets should ensure that  the investors get  fair deals and the m arkets work 

efficient ly. [ FN93]  I n the case of m ult iple m arket  cent res, fragm entat ion m ay lead to pr ice 

distort ion and the inefficient  execut ion of orders, in other words to an im perfect  m arket . 

Furtherm ore, it  will becom e m ore difficult  for brokers to fulfill their duty of best  execut ion. 

[ FN94]  

With view to this situat ion, the SEC now proposes to enhance m arket  disclosure with 

regard to price t ransparency. I t  proposes to create a Consolidated Lim it  Order Book, which 

would establish price/ t im e pr ior ity for all displayed orders in all m arkets. [ FN95]  

The int roduct ion of SuperMontage will m ost  probably represent  a concent rat ion of 

t rading act iv it ies, because the system  will offer som e of the funct ions which were first  

offered by the ECNs. Som e ECNs will probably disappear because SuperMontage will be 



able to provide services m ore efficient ly and they will also be cheaper. I t  is also expected 

that  SuperMontage will offer a fairer m arket . I t  will provide for m ore liquidity and 

t ransparency and will enhance the abilit y to obtain the best  execut ion. [ FN96]  

 

3. Com pet it ion:  Nasdaq versus ECNs 

As already stated, the int roduct ion of SuperMontage m eans that  a cent ralisat ion within 

the Nasdaq m arket  will take place. As the m arket  is expected to be m ore efficient  and 

t ransparent , it  should have a posit ive effect  on the execut ion of orders and thus will 

im prove the posit ion of investors. 

With regard to the com pet it ion am ong m arkets, there is however a r isk that  

SuperMontage m ay have a negat ive im pact . [ FN97]  An integrat ion of the m arket  will occur 

and SuperMontage will im plem ent  a rather m onopolist ic, cent ralised execut ion system . 

However, this should be considered within the historical context  of the com pet it ive 

situat ion exist ing between Nasdaq and the ECNs. For several years ECNs have 

cont inuously developed and thus at t racted m ore and m ore Nasdaq orders. They offered 

technologically bet ter solut ions and could also provide for the m atching of orders. [ FN98]  

Thus, the int roduct ion of SuperMontage is to be understood in the sense that  Nasdaq now 

catches up with it s own technological solut ions. Order flow m ay even be forced into the 

SuperMontage. [ FN99]  

This new situat ion will increase com pet it ion am ong the m arket  system s and force the 

ECNs to innovate and offer new services. However, it  can also be considered to be ant i-

com pet it ive, because SuperMontage will be able to cover all the funct ions of a securit ies 

m arket  and will neut ralise m any if not  all of the advantages of ECNs. [ FN1]  I n a certain 

way, the system  will be quasi self-  sufficient  and ECNs will lose m arket  share. I n order to 

survive, ECNs will have either to create products or build up own com pet it ive m arkets. 

When evaluat ing SuperMontage from  a com pet it ion perspect ive, the SEC found that  

the system  was consistent  with the goal of enhancing com pet it ion and allowing econom ic 

forces to interact . According to the Com m ission, the system  is reasonably designed to 

prom ote price discovery, best  execut ion, liquidity and m arket  innovat ion, while cont inuing 

to preserve com pet it ion am ong m arket  cent res. [ FN2]  

 

* 2 0 8  I V. Evaluat ion 

 

1. Market  evolut ion 

The int roduct ion of SuperMontage will represent  a basic change within the m arket  

st ructure. First , it  will enhance the com pet it ive posit ion of the exchanges and reinforce 

their role within the m arket . As it s int roduct ion will probably threaten at  least  som e of the 

exist ing ECNs, it  will probably m ot ivate these system s to offer services m ost  certainly 

based on the developm ent  of new technological resources. Thus, a new com pet it ive era is 

going to com m ence. On the whole, as to the nat ional securit ies m arkets, the m ain 

quest ion m ay be whether SuperMontage will cont r ibute to the realisat ion of a Nat ional 

Market  System  or not . 

With regard to internat ional com pet it ion am ong securit ies m arkets, this developm ent  is 

very posit ive for the Am erican m arkets. A lot  of financial cent res worldwide are st ill at  

least  one step back. They are now discussing and evaluat ing proposals in order to regulate 

ATSs, i.e. ECNs. [ FN3]  With the approval of the new rules regarding alternat ive system s in 

1998 [ FN4]  and now of SuperMontage, the Am erican securit ies m arkets have already 

reached a posit ion where they can develop new and m ore efficient  t rading m ethods than 

the one offered by ATSs. 

 

2. Crit ique 

The role of the supervisory author ity was determ ining and cent ral, because it  was 

responsible for the approval of SuperMontage. I n this case, the SEC did not  sim ply 



approve the system , but  it  f irst  studied the whole m arket  situat ion according to it s duty to 

create and m aintain a Nat ional Market  System  for Securit ies [ FN5]  and invited the m arket  

part icipants to take a posit ion. 

Although the SEC could not  have refused the approval of SuperMontage based on legal 

grounds only, [ FN6]  it  m ay have handled the case in a broad way with regard to a possible 

influence on the m arket  st ructure. The role of the SEC regarding m arket  st ructure [ FN7]  

should be interpreted rest r ict ively. As som e fear, SuperMontage will alm ost  certainly have 

im portant  consequences, part icularly for ECNs, and m ay even threaten their existence. 

However, this is not  a st r ict ly legal quest ion, but  the quest ion of how far supervisory 

authorit ies should intervene in guiding or shaping the developm ent  of m arket  st ructure. 

Supervisory authorit ies should not , as far as possible, intervene in order to shape the 

m arket  and influence future developm ents through their authorisat ion pract ices. Market  

forces should operate without  intervent ion from  supervisory authorit ies. 

 

V. Conclusion 

The issues raised by SuperMontage tend to show that  the securit ies m arkets work like 

a puzzle. The int roduct ion of new system s like the SuperMontage m ay first  put  exist ing 

m arkets or their m arket  st ructure out  of balance. 

The SEC was r ight  to approve the SuperMontage proposal. The cont roversy created by 

SuperMontage relates to the external consequences of the system . The SEC did not  have 

to interfere with regard to its econom ic consequences however. 

With the int roduct ion of SuperMontage, com pet it ion within the securit ies m arkets will 

be enhanced and m arket  part icipants will decide which m arkets and in which form  will 

survive, and which ones will disappear or have to develop and offer other, m ore 

sophist icated funct ions or services in order to cont inue. SuperMontage should be 

considered to represent  an adaptat ion of the exist ing Nasdaq system  to technological and 

elect ronic developm ents. I t  m ay also be considered a posit ive developm ent  for the future 

of exchange t rading, as it  int roduces a new area. 

 

FN I  thank Professor William  C. Tyson, Wharton School, University of Pennsylvania, for his 

useful com m ents. 
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a not  for profit  self- regulator on the one side and on the other side, as far as Nasdaq is 

concerned, t r ies to adm inister this ent ity so as to m axim ise its profit . See Loss and 

Seligm an, supra, n. 35, p. 32. 

 

FN86. Pursuant  to Rule 3a1-1 of the Rules and Regulat ions under the Securit ies Exchange 

Act  of 1934, an organisat ion, associat ion, or group of persons shall be exem pt  from  the 

definit ion of "exchange" if it  is operated by a nat ional securit ies associat ion. Such 

organisat ion, associat ion, or group of persons that  m eets the definit ion of an "exchange" 

m ust  register as such, unless another exem pt ion from  the definit ion of "exchange" applies:  

17 CFR 240.3a1-1;  see also U.S. Securit ies and Exchange Com m ission, Com m ission 

Not ice:  Nasdaq Stock Market , I nc., Files Applicat ion for Regist rat ion as a Nat ional 

Securit ies Exchange, Release No. 34-44396;  File No. 10-131;  ht tp: / /  

www.sec.gov/ rules/ other/ 34-44396.htm . 

 

FN87. See Loss and Seligm an, supra, n. 35, p. 32. 

 

FN88. I n June 2000, the NASD ownership of Nasdaq was reduced by 60%  with the first  

pr ivate placem ent  and by 40%  with the second private placem ent  later. See Loss and 

Seligm an, supra, n. 35, p. 32;  Borrelli,  supra, n. 18, p. 899;  Nasdaq Com pletes Com m on 



Stock Repurchase from  NASD at  ht tp: / /  

www.nasdaqnews.com / news/ pr2002/ ne_sect ion02_063.htm l. 

 

FN89. Nasdaq filed an applicat ion for regist rat ion as an exchange on Novem ber 9, 2000, 

but  as som e exhibits were incom plete, revised exhibits were subm it ted in March 2001. As 

a result , Nasdaq com pleted it s applicat ion for regist rat ion as a nat ional securit ies exchange 

under s. 6 of the Securit ies Exchange Act  of 1934 (15 U.S.C. 78( f) )  on March 15, 2001. 

Within the regist rat ion of Nasdaq, SuperMontage will const itute a part  of the Nasdaq 

system . See U.S. Securit ies and Exchange Com m ission, Com m ission Not ice, supra, n. 86;  

see also Loss and Seligm an, supra, n. 35, p. 32.  

The Securit ies and Exchange Com m ission did not  m ake any com m unicat ion with 

regard to the approxim ate date of the grant ing of the author isat ion to Nasdaq. 

 

FN90. See U.S. Securit ies and Exchange Com m ission, Com m ission Not ice, supra, n. 86;  

see also Loss and Seligm an, supra, n. 35, p. 32 and Nasdaq Com pletes Com m on Stock 

Repurchase from  NASD, supra, n. 88. 

 

FN91. Other system s and regulatory proposals too raise issues in relat ion to m arket  

fragm entat ion. For exam ple, within the NYSE Rulem aking, the proposed rule change 

regarding the Exchange Rule 390. See Release No. 34-42450, supra, n. 81. To the concept  

of fragm entat ion see Lee, supra, n. 16, pp. 53-55. 

 

FN92. ibid. at  I V. Com m ission's Request  for Com m ent  on Market  Fragm entat ion, A. 

Overview of Current  Market  St ructure, 3. Current  Market  St ructure Com ponents that  

Address Fragm entat ion, c. Broker's Duty of Best  Execut ion. 

 

FN93. ibid. at  I V. Com m ission's Request  for Com m ent  on Market  Fragm entat ion, A. 

Overview of Current  Market  St ructure, 1. I nvestor I nterests and Com pet it ion on Price. S. 

11A(a) (1) (C) ( ii)  of the Securit ies Exchange Act  1934 provides that  the nat ional m arket  

system  should assure " fair com pet it ion am ong brokers and dealers, am ong exchange 

m arkets, and between exchange m arkets and m arkets other than exchange m arkets" . 

Furtherm ore, one of the m ain object ives of the Securit ies Exchange Act  of 1934, s. 

11A(a) (1) (C) ( i) , is that  a nat ional m arket  system  should provide for the "econom ically 

efficient  execut ion of securit ies t ransact ions" . I n this context  see also Harold S. 

Bloom enthal and Sam uel Wolff, Securit ies and Federal Corporate Law (2nd ed., 1998) , 

Part  I X. Securit ies Markets and Broker-Dealer Regulat ion, Chap. 23. Securit ies Markets, 

Broker-  Dealers, and Market -Makers, § 23: 5. Fragm entat ion. 

 

FN94. See Jennings et  al. , supra, n. 72, pp. 50-51. 

 

FN95. ibid., pp. 51-52;  Release No. 34-42450 supra, n. 81, I V. Com m ission's Request  for 

Com m ent  on Market  Fragm entat ion, C. Requests for Com m ent , 2. Possible Opt ions for 

Addressing Fragm entat ion. The results of this consultat ion st ill are not  published. See in 

this context  Borrelli,  supra, n. 18, pp. 894-  896.  

For an econom ic view of the effects of m arket  fragm entat ion see Lee, supra, n. 16, pp. 

228-229;  see also Schwartz, supra n. 17, pp. 174-180 and 186-187. 

 

FN96. SuperMontage:  The Next  Generat ion in Nasdaq Trading, supra, n. 2. 

 

FN97. Release No. 34-43863, supra, n. 1 at  V. Discussion, I . I ssues Relat ing to 

Com pet it ion, 1. Cent ralisat ion. As to the role of NASD, see above point  1. Market  

st ructure. 

 

FN98. See Borrelli,  supra, n. 18, pp. 897-899. 

 

FN99. Release No. 34-43863, supra, n. 1 at  V. Discussion, I . I ssues Relat ing to 

Com pet it ion, 1. Cent ralizat ion. As to the role of NASD, see above point  1. Market  

st ructure. 

 



FN1. See Borrelli,  supra, n. 18, pp. 897-899. 

 

FN2. Supra n. 99 at  V. Discussion, I . I ssues Relat ing to Com pet it ion, 4. Com m ission's 

Conclusion on Com pet it ion I ssues.  

However, it  should be noted that  the Com m ission basically only has to apply the 

statute and should not  intervene in order to shape the m arket  in a way it  would like. When 

approving a system  or changes, the Com m ission basically only has to respect  the goals set  

forth in the statute;  part icular ly it  has to ensure the protect ion of the investors and should 

be guided by the goal of creat ing a Nat ional Market  System . 

 

FN3. I n the European Union for exam ple the Com m it tee of European Securit ies Regulators 

launched a final consultat ion on "Proposed Standards for Alternat ive Trading System s"  in 

January 2002. Final rules, "Standards for Alternat ive Trading System s" were adopted on 

July 8, 2002. See Reference CESR/ 01-086b at  ht tp: / / www.europefesco. 

org/ v1/ default .asp. 

 

FN4. See supra, n. 4. 

 

FN5. s. 11A(a) (2)  of the Securit ies Exchange Act  of 1934 states that  "The Com m ission is 

directed, therefore, having due regard for the public interest , the protect ion of investors, 

and the m aintenance of fair and orderly m arkets, to use its author ity under this t it le to 

facilitate the establishm ent  of a nat ional m arket  system  for securit ies .. ."  

 

FN6. The SEC cannot  be com pared to private or self- regulatory organisat ions like 

exchanges for exam ple, which set  up own, discret ionary rules in order to adm it  m em bers. 

See supra, n. 83. 

 

FN7. s. 11A(a)  of the Securit ies Exchange Act  of 1934. 

JI FM 2002, 4(6) , 200-208 
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