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Why Does Securities Administrative Enforcement Settlement Malfunction in China?

Xu Wenming Sun Weiyu
(School of Law and Economics, China University of Political Science and Law,
Beijing 100088, P.R.China)

Abstract: The securities administrative enforcement settlement has achieved significant success in
sophisticated capital markets. However, after being introduced to China, it has been mismatched in the
local context. A comparative institutional analysis reveals stark differences in the underlying logics of
enforcement between China and the United States. The U.S. adopts a “cost-driven” enforcement model,
where the Securities and Exchange Commission (SEC) prioritizes settling cases to save resources and
avoid litigation risks, making administrative enforcement settlement the predominant tool. In contrast,
China’s enforcement paradigm is characterized as “sanction-deterrence driven” , deeply influenced by a
tradition that emphasizes formal rule of law and the primacy of public sanctions. Within this framework,
administrative enforcement settlement is positioned as a supplementary rather than a mainstream one.

The malfunction of the securities administrative enforcement settlement regime in China is caused
by three interconnected factors. Firstly, there exists a misalignment of institutional function. The
system is wrongly positioned as a “terminal for compensation”, focusing on investor restitution, while
largely neglecting its potential as a “starting point for compliance” to foster long-term corporate
governance improvements. This compensation-centric focus weakens the system’s inherent advantage
in promoting proactive corporate compliance. Secondly, the regime’s feature of “weak sanction” faces
legitimacy deficits. Compared to the punitive nature of administrative penalties, settlement represents
a weaker form of sanction achieved through negotiation. The current institutional design lacks a robust
framework to legitimize and control the institutional failure, leading to enforcement agencies’
dilemma. They may either overuse settlements arbitrarily or avoid them altogether due to fears of
being accused of lax enforcement. Thirdly, the system suffers from insufficient provision of legal
rules. The lack of detailed transparent operational rules, such as clear criteria for applying settlements
versus penalties and specific post-settlement monitoring procedures, creates significant uncertainty for
market participants. This undermines the deterrent effect of the entire enforcement regime, as the
predictability and consistency necessary for effective deterrence are absent.

To improve the system’s effectiveness, a “localized reinvention” of securities administrative
enforcement settlement is imperative, shifting from a confrontational to a cooperative enforcement
model. The regime must transform from a “compensation terminal” to a “compliance starting
point”. Mandatory compliance and rectification, tailored to the fundamental causes of securities
violations, should be elevated to a status equal to or even above the payment of settlement funds. It
is essential to build a dynamic, continuous supervision and assessment mechanism during a defined
“compliance rectification period”. Furthermore, a tripartite constraint framework must be
constructed to legitimize the feature of “weak sanction”. This includes strengthening internal checks
and balances within the regulator, establishing effective ex-post judicial supervision over settlement
agreements, and enhancing public oversight through principle-based information disclosure. Finally,
rule-making efforts should focus on “refinement” and “certainty” to reshape enforcement deterrence.
This involves an establishment of clear “benchmarks for settlement” to eliminate gray areas in
negotiation and introduction of “sunset clauses” into settlement agreements.

Keywords: Administrative enforcement settlement; Undertakings made by the parties; Cooperative
enforcement; Institutional incentives; Protection of legitimacy
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