Major CFPB Constitutionality Litigation Update

By Jason W. McElroy*

INTRODUCTION!

In PHH Corp. v. CFPB,? the D.C. Circuit found that the structure of the Con-
sumer Financial Protection Bureau (“CFPB”) was unconstitutional. While the en
banc D.C. Circuit overruled this decision on constitutionality grounds,? its im-
pact has lived on in litigation throughout the country, where parties continue to
make various constitutional arguments against the CFPB'’s structure. For exam-
ple, in Seila Law LLC v. CFPB,” the Supreme Court found that the CFPB director’s
for-cause removal restriction was unconstitutional.® Following its decision in
Seila Law, the Supreme Court made a similar ruling in Collins v. Yellen® with re-
spect to the removal restriction on the director of the Federal Housing Finance
Agency. Subsequent rulings from the Fifth Circuit raised multiple additional
constitutional issues that directly challenged the CFPB’s structure, or directly
challenged analogous provisions of other agencies’ authorities that may affect
similar CFPB authorities. These included the Court’s rulings in Community Fi-
nancial Services Ass’n v. CFPB (“CFSA”)” and Jarkesy v. SEC.8

The CFSA case addressed multiple constitutional challenges to the CFPB’s
structure and enforcement authority, dismissing all but the persistent argument
related to the CFPB’s funding structure, ultimately finding a fatal flaw in Con-
gress’s failure to subject the Bureau to the congressional appropriations process.’
The Jarkesy case dealt with the administrative enforcement scheme put in place
for the Securities and Exchange Commission (“SEC”), finding that the failure to
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provide jury trials in administrative proceedings violated the constitutional right
to a jury trial.!? Both of these cases made their way to the United States Supreme
Court, which ruled on these matters in May and June 2024, rejecting arguments
that the CPFB’s funding mechanism is unconstitutional, but affirming arguments
that the SEC’s administrative adjudication of certain fraud claims violates the
Seventh Amendment’s right to a jury trial.!!

CommuUNITY FINANCIAL SERVICES Ass’N v. CFPB
TuEe FirrH Circuit RuLING

In October 2022, the Fifth Circuit declared the CFPB’s funding mechanism
unconstitutional in Community Financial Services Ass'n v. CFPB.'? The court
heard a challenge from the plaintiffs seeking to invalidate the 2017 Payday Lend-
ing Rule!? on both statutory and constitutional grounds. The Community Finan-
cial Services Association of America (“CFSA”) argued that the Rule exceeded the
CFPB’s statutory authority and that the CFPB was unconstitutionally struc-
tured.'* The court rejected CFSA’s statutory claims and most of its constitutional
claims, but accepted its arguments on the CFPB’s funding mechanism.!?

The Fifth Circuit found the CFPB acted within its statutory authority when it
promulgated the Rule.'® It found that the CFPB has the statutory authority under
the Consumer Financial Protection Act (“CFPA”) to implement and enforce con-
sumer protection laws to ensure financial products and services are “fair, trans-
parent, and competitive.”'” The court held that the CFPB had a reasonable basis
to conclude that the practice the Rule was intended to address was unfair, as the
practice was a proximate cause of consumer harm and consumers could not rea-
sonably avoid the harm because the consecutive withdrawal attempts tended to
happen in short succession.'® Following Collins and Seila Law, the court agreed
that the removal restriction violated the Constitution but found that CFSA failed
to demonstrate a sufficient harm caused by the director’s removal restriction and
was, therefore, not entitled to relief on this issue.'®

Next, the court turned to CFSA’s non-delegation argument. Under the non-
delegation doctrine, Congress may not delegate its legislative power to other
branches of government.2® To ensure that federal agencies are sufficiently guided
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by Congress, the Supreme Court requires Congress to guide federal agencies
with “an intelligible principle.”?!

Here, the court found that Congress did not violate the non-delegation doc-
trine. It held that the CFPA is not a broad and unspecified grant of power to
the CFPB, but rather, it gives the CFPB “a specific purpose, objectives, and def-
initions to guide the Bureauw’s discretion” in enforcing the Act, finding that “[t]his
was more than sufficient to confer an intelligible principle.”??

The court distinguished the present case from its decision in Jarkesy v. SEC,
which found the SEC’s authorizing statute in violation of the non-delegation doc-
trine. Unlike the statute at issue in Jarkesy, the CFPA was not an “open-ended
delegation” that offers “no guidance whatsoever,” rather, it gave the CFPB specific
criteria for evaluating whether a practice is unfair or abusive.?? In CFSA, the court
relied heavily on prior Supreme Court precedent, requiring only “an intelligible
principle to which the person or body authorized to [act] is directed to conform”
to avoid a violation of the non-delegation doctrine.?*

The crux of the CFSA’s argument asserted that the CFPB’s unique funding
structure violated the Appropriations Clause “and the separation of powers prin-
ciples enshrined in it.”2 Rather than rely on annual appropriations for funding
from Congress, the CFPB requests the amount that the director determines is
“reasonably necessary” to carry out the CFPB’s functions, up to 12 percent of
the Federal Reserve’s operating expenses.2® The court also noted that the Federal
Reserve itself is shielded from congressional oversight, thereby resulting in an
“unprecedented” dual insulation from Congress's purse strings, i.e., neither
the CFPB nor the Federal Reserve is subject to Congress’s annual appropriations
process.?’

The CFSA court held that Congress relinquished its power over the purse
when it created the CFPB’s funding mechanism, insulating the CFPB from con-
gressional oversight on the front end by allowing the CFPB to draw funds from a
federal agency that is itself insulated from congressional appropriations power.28
In reaching its decision, the court rejected several of the CFPB’s arguments to the
contrary. In the court’s view, the fact that Congress created the funding mecha-
nism was not sufficient to satisfy the Appropriations Clause: “[o]therwise, . . . no
federal statute could ever violate the Appropriations Clause because Congress, by
definition, enacts them.”?® Nor does the ability of Congress to alter the mecha-
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nism after the fact cure the constitutional defect: “[o]therwise, no law could run
afoul of Article 1.”3° Finally, the court declined to embrace the CFPB’s compar-
ison of its funding mechanism to those of other federal agencies, such as the Fed-
eral Deposit Insurance Corporation. The court found that the CFPB’s funding
mechanism “goes a significant step further than that enjoyed by the other agen-
cies,” because no comparable agency wields the same enforcement and regula-
tory authority as the CFPB.3!

Tue SUuPREME COURT DECISION

The Supreme Court issued its decision in May 2024.3? The 7-to-2 majority
opinion, authored by Justice Thomas, reversed the Fifth Circuit’s decision and
held that the CFPB’s funding process is constitutionally permissible. The Su-
preme Court viewed the question in much simpler terms than the Fifth Circuit
did. It began by noting the basic terms of the Appropriations Clause: “no money
shall be drawn from the Treasury, but in Consequence of Appropriations made
by Law.”3 The Court focused its inquiry on determining whether the funding
constitutes an “Appropriation made by Law.” Looking at various historical def-
initions of the term “appropriation,” the Court determined that a permissible
“appropriation” is “a law authorizing the expenditure of particular funds for
specified ends.”* This definition casts a wide net into which the Court found
that the CFPB’s funding mechanism easily fit.>

The Supreme Court also undertook an historical analysis of how various forms
of government raised funds over the course of recent history and how they char-
acterized their doing so. Indeed, the Court noted that from the Middle Ages
through ratification of the U.S. Constitution—{rom parliamentary rule through
colonial practice—governmental “appropriation” needed only to identify a
source of funds for some specified use:

In short, the origins of the Appropriations Clause confirm that appropriations
needed to designate particular revenues for identified purposes. Beyond that, how-
ever, early legislative bodies exercised a wide range of discretion. Some appropria-
tions required expenditure of a particular amount, while others allowed the recipi-
ent of the appropriated money to spend up to a cap. Some appropriations were time
limited, others were not. And, the specificity with which appropriations designated
the objects of the expenditures varied greatly.>®

The Court also noted the post-ratification onset of various fee- and commission-
based funding schemes for government operations, such as for the Post Office and
organizations tasked with overseeing shipping imports, concluding that these
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mechanisms also “adhered to the minimum requirements of an identifiable source
of public funds and purpose.””

Applying these definitions and understandings of a permissible “appropria-
tion,” the Court found that the CFPB'’s funding scheme embodies all the charac-
teristics of a congressional appropriation because the underlying statute autho-
rizes the CFPB to draw funds from a particular source—the earnings of the
Federal Reserve, in an amount not exceeding an inflation-adjusted cap.?® The
statute further specifies the purpose or object for which the CFPB can use
those funds—the payment of the CFPB’s expenses.>® With these criteria satis-
fied, the Court found that the CFPB’s funding mechanism was a permissible “ap-
propriation” under the Appropriations Clause.*°

The Court then addressed the plaintiffs’ three main arguments, rejecting each
in turn. First, the Court rejected the contention that the CFPB’s funding is not
“drawn . . . in Consequence of Appropriations Made by Law” because the
CFPB, rather than Congress itself, decides the amount of annual funding that
it will receive up to the statutorily prescribed limit. The Court disagreed, ruling
that, because the statute includes a cap, the CFPB’s purported discretion in
choosing its funding amount is limited. The fact that the CFPB may select an
amount within that cap to ultimately draw does not change this result.*!

Second, the Court rejected the plaintiffs’ argument that the CFPB’s funding
is not a permissible appropriation because it is not time-limited. As the Court
observed, the Constitution’s text allows Congress to enact—at least in some
circumstances—standing appropriations. Moreover, other federal agencies
such as the Customs Service and the Post Office have received appropriations
without time limits, a fact which the Court construed to mean that Congress
intentionally did not intend for all appropriations to be assigned a given
time limit.*?

Finally, the Court rejected the plaintiffs’ argument that condoning the CFPB’s
funding structure would give Congress the metaphorical blueprints for uniting
the sword and the purse to thereby create autonomous federal agencies unbound
by either Congress or the President, a result the Appropriations Clause was de-
signed to forbid. In rejecting this argument, the Court noted that while the Ap-
propriations Clause presupposes Congress’ power over the purse, it is not the
source of those powers. The Appropriations Clause requires only a law that au-
thorizes the disbursement of specific funds for an identified purpose, and the
plaintiffs’ argument—even if correct—would not take the CFPB’s funding struc-
ture outside the confines of that framework.*
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JARKESY v. SEC
TuEe FirrH Circuit DECISION

In Jarkesy v. SEC,** the Fifth Circuit heard a challenge to a decision made by
an SEC administrative law judge (“ALJ”) finding that a hedge fund manager and
the hedge fund’s advisor engaged in securities fraud.*> The court ruled in favor
of the defendants on three grounds.

First, the Fifth Circuit found that the SEC’s administrative proceeding violated
the defendant’s Seventh Amendment right to trial by jury. Whether a defendant
is entitled to a jury trial depends on whether the claims made involve private
harm or public harm.*® In Jarkesy, the Fifth Circuit found that the defendants
faced fraud claims, which “are quintessentially about the redress of private
harms.”*” Fraud prosecutions have a long history in common law, extending
back to the laws of England, where defendants were subject to a civil penalty.*®
Here, the court found the SEC was seeking civil penalties, which entitled defen-
dants to a trial by jury even though other elements of the SEC’s action were
“more equitable in nature.”* As discussed below, because the CFPB’'s UDAAP
authority is also derived from general fraud powers, the Jarkesy decision may
also affect CFPB enforcement authorities.

The Fifth Circuit also ruled that Congress violated the non-delegation doctrine
when it gave the SEC discretion to choose whether to bring enforcement actions
in front of an SEC AL]J or district judge.’® The non-delegation doctrine generally
precludes Congress from delegating its authorities “which are strictly and exclu-
sively legislative.””'While the Supreme Court has, in more recent decisions,
found that Congress may grant regulatory power to an agency, it must do so
by providing an “intelligible principle” by which the agency can exercise that
power.”? The court found that Congress failed to provide the SEC with an intel-
ligible principle by which to guide the agency in deciding the proper forum to
bring an action and that, in fact, “Congress offered no guidance whatsoever” on
where to bring an action, which violated the Constitution.”>

Finally, the court held that the ALJs who oversee SEC administrative proceedings
enjoy unconstitutional, two-layered for-cause removal protection.”* To reach this
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result, the court relied upon the Supreme Court’s decision in Lucia v. SEC,>> where
the Supreme Court found that the SEC AlJs are “inferior officers” under the Ap-
pointments Clause because they have substantial authority within SEC enforcement
actions.”®

THE SupREME COURT DECISION

The Supreme Court affirmed the Fifth Circuit’s decision on the basis of the Sev-
enth Amendment right to a jury trial, finding that: “The SEC’s antifraud provi-
sions replicate common law fraud, and it is well established that common law
claims must be heard by a jury.”” In making this determination, the Court
found that the right to a jury trial extends to claims that are “legal in nature,”
in contrast to suits equitable in nature—as a result, the Court found the remedy
sought to be “all but dispositive.”® Because the SEC was seeking money damages,
“the prototypical common law remedy,” the claim was legal in nature and the de-
fendant was entitled to a jury trial.>® The Supreme Court did not address the
other two bases for the Fifth Circuit’s decision, non-delegation and the removal
restriction.

PotenTIAL RamirFicaTions FOR THE CEFPB

The CFPB may be vulnerable to similar arguments regarding the constitutional
infirmities identified in Jarkesy. First, like the SEC’s enforcement authority, the
CFPB’s enforcement authority is derived from common law theories of fraud and
misrepresentation. For instance, “UDAAP” regulations—i.e., Unfair, Deceptive,
and Abusive Acts and Practices—prohibit businesses from making a material “rep-
resentation, omission, act, or practice that misleads or is likely to mislead a con-
sumer.”® Deceptive acts may include misleading consumers about loan terms or
failing to disclose terms in television advertising.®! These theories of harm are sim-
ilar to the elements of common law fraud, which include knowingly making a ma-
terial misrepresentation of fact to a party unaware of the falsehood.%? Moreover, the
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CFPB may seek civil money penalties along with equitable remedies.®® As such,
UDAAP claims may entitle defendants to a trial by jury.

While the Supreme Court did not address the two additional bases in the Fifth
Circuit’s Jarkesy ruling, these arguments may still pose avenues to contest CFPB
actions. Congress gave the CFPB discretion in the Dodd-Frank Act to choose
whether to bring an action before its administrative tribunal or in federal district
court.®* This discretion is precisely what the Fifth Circuit found an unconstitu-
tional delegation of Congress’s authority to the SEC.%°

The CFPB’s ALJs also serve many of the same important executive functions as
the SEC’s ALJs while also enjoying the same removal protections the Jarkesy
court found impermissible. Like SEC ALlJs, CFPB AlJs exercise considerable
power over administrative case records by controlling the presentation and
admission of evidence.®® They also have the power to make enforcement recom-
mendations, and, like the SEC AL]Js, their decisions can become final and bind-
ing.57 Finally, the CFPB’s ALJs can be discharged only for good cause established
based upon a complaint filed with the Merit Systems Protection Board (“MSPB”).
The Supreme Court found in Lucia v. SEC that the MSPB insulates SEC ALJs from
presidential control.®®

Given the Supreme Court’s ruling in Jarkesy, the CFPB may yet face additional
constitutional challenges on these bases. But the funding challenge in particular
may not be dead yet. One theory that arose shortly after the Supreme Court’s
decision in CFSA takes a different tack to the funding mechanism challenge, ar-
guing that the Federal Reserve may provide funds to the CFPB only out of prof-
its, and because the Federal Reserve has not turned a profit since 2022, then the
CFPB funding may be illegal.® Multiple academics and practitioners have
weighed in on this theory since its promulgation,”® and a leasing company
filed an affirmative challenge to the CFPB’s authority based on this theory in
July 2024, among other arguments.”!
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