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In the Eye of the Storm: The Constitutional,
Regulatory, and Political Implications of
PHH v. CFPB

A magnet for controversy since its inception, the CFPB remains in the eye of the storm
in the wake of the 2016 elections. Since the CFPB was created, numerous stakeholders
have challenged the constitutionality of its structure and have raised concerns about its
approach to regulation and enforcement. In PHH Corp. v. CFPB, the U.S. Court of Appeals
for the District of Columbia Circuit ruled that the CFPB is unconstitutionally structured,
rejected the CFPB’s contention that its administrative enforcement actions are not subject
to any statute of limitations and applied due process protections against the retroactive
application of new regulatory interpretations. This White Paper discusses the court’s
ruling and offers some thoughts on the implications of the decision, if left intact, and on
the possibility of consideration of legislation that could have avoided the constitutional
separation of powers question altogether.
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Creation of the Consumer Financial Protection Bureau (“CFPB”)
was one of the most controversial elements of the Dodd-Frank
Wall Street Reform and Consumer Protection Act (“Dodd-
Frank Act”),! and the intensity of the debate since then has
not dissipated. A key question at the center of the controversy
around the CFPB is the constitutional separation of powers
question: Does an independent federal government agency
headed by a single Director, who can be removed by the United

States President only for cause, survive constitutional scrutiny?

Some constitutional scholars have expressed reservations
based upon the inability of the President to remove the CFPB
Director at will, while others believe the United States Supreme
Court settled the issue long ago in Humphrey’s Executor v.
United States? by upholding the constitutionality of indepen-
dent government agencies. Throughout the existence of the
CFPB, various stakeholders have brought actions challenging
the agency'’s structure as violating the separation of powers
doctrine of Article Il of the United States Constitution.® The
issue came to a head in the recent decision by a panel of
judges of the United States Court of Appeals for the District
of Columbia Circuit in PHH Corp. v. CFPB* (“PHH Decision”).
The PHH Decision, along with the subsequent election of a
Republican President and a Republican majority in Congress,
portends that the CFPB may soon be restructured, either judi-
cially or legislatively, from a single-director to a multimember

commission or board.

The majority decision, written by Circuit Judge Brett Kavanaugh,
draws pivotal constitutional conclusions with potentially far-
reaching consequences. Most of the D.C. Circuit’s lengthy
ruling is devoted to review of the Supreme Court’s separation
of powers precedents in support of the conclusion that the
CFPB is unconstitutionally structured. The court also discusses
and applies important due process protections against the
retroactive application of new agency interpretations of existing
rules. Finally, the court rejects as “absurd” and “alarming” the
CFPB’s assertion that its administrative enforcement actions

are not subject to any statute of limitations whatsoever.

First, the court applied the Supreme Court’s separation of
powers precedents to hold that the CFPB is unconstitutionally
structured because it is headed by a single Director who can
be removed by the President only for cause.® The remedy the

court fashioned for this constitutional infirmity was to sever the
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for-cause removal provision from the rest of the statute. The
court chose this remedy to ensure that the CFPB can continue
to operate but as an executive agency led by a single Director
who is subject to the supervision, direction, and removal power

of the President.

Second, the court held that the CFPB’s interpretation of the
Real Estate Settlement Procedures Act (“RESPA’) to prohibit
so-called captive reinsurance arrangements violated both the
statute and due process protections. The court found that the
CFPB's interpretation of RESPA was inconsistent with the statu-
tory text and longstanding government precedent, and it there-
fore determined that the CFPB’s interpretation was not entitled
to deference under the Supreme Court’s ruling in Chevron US.A,
Inc. v. Natural Res. Def. Council, Inc.? The court also held, in
the alternative, that the CFPB’s attempt to apply its new RESPA
interpretation retroactively to conduct that occurred long before
the adoption of the new interpretation amounted to a serious
violation of due process. These alternative holdings are both

binding precedent of the court if left intact on appeal.

Third, the court rejected the CFPB’s contention that, under the
Dodd-Frank Act, there is no statute of limitations applicable to
any CFPB administrative enforcement action to enforce any
of the federal consumer financial laws, holding instead that
the three-year limitations period in RESPA applies not only to

CFPB court actions but to CFPB administrative actions as well.”

On November 17, 2016, the CFPB filed a petition for rehearing
by the full D.C. Circuit Court. Whether or not the PHH Decision
stands, legislation to change the structure of the CFPB from a
single Director to a commission or board may be on the hori-

zon in the near-term.

This White Paper begins with an overview of the administrative
enforcement action that preceded consideration by the court
and then discusses the court’s ruling and interpretations, focus-
ing, as the court did, on the history of the key Supreme Court
cases that informed the court’s constitutional holdings.® We offer
our thoughts on some of the potential impacts of the court’s
constitutional holdings for the CFPB and other similarly situated
agencies and conclude with some observations of the potential
enduring regulatory and political impacts if the PHH Decision
stands or if the 115th Congress takes up legislation that replaces

the CFPB Director with a five-member commission or board.


http://www.jonesday.com/files/upload/PHH.pdf

ADMINISTRATIVE HISTORY

The PHH Decision emanated from a 2014 administrative
enforcement action initiated by the CFPB against PHH for
alleged violations of RESPAs ban on certain unearned referral
fees.® Specifically, the notice of enforcement action alleged
that PHH had violated Section 8(a) of RESPA:

..when it referred business to mortgage insurers that had
entered into captive reinsurance agreements; that the
reinsurance payments received by PHH from mortgage
insurers were a “thing of value,” consideration for PHH’s
referrals, accepted by PHH, and either not for services
actually performed or grossly exceeded the value of the
reinsurance services [PHH’s subsidiary] provided; and that
PHH violated section 8(b) of RESPA because the amounts
that were ceded to [PHH’s subsidiary] constituted a split

of mortgage insurance premiums paid by the borrowers.!°

PHH contested these allegations on the grounds that its
actions were permitted by Section 8(c)(2) of RESPA, which
provides an exemption from the prohibitions of Section 8(a)
of RESPA, and by supportive interpretative letters issued by
the Department of Housing and Urban Development (‘HUD”),"
the agency that had been responsible for interpreting and
enforcing RESPA before the Dodd-Frank Act redelegated that
responsibility to the CFPB.'”> PHH also maintained that the
three-year statute of limitations in RESPA applied to adminis-

trative enforcement actions initiated by the CFPB.

After a lengthy proceeding, an administrative law judge (‘ALJ”)
determined that PHH had violated Section 8(a) of RESPA and
should pay a disgorgement penalty of $6.44 million based
upon each reinsured mortgage loan closed within a three-year
statute of limitations period. Both PHH and the CFPB appealed
this decision to the CFPB Director.

On June 4, 2015, the CFPB Director upheld the ALJ’s ruling that
PHH had violated Section 8(a) of RESPA, finding that neither
Section 8(c) of RESPA nor HUD’s prior rule and interpretations
provided an exemption for PHH’s actions. The CFPB Director
expressly rejected HUD’s longstanding position as set forth
both in HUD’s rule implementing RESPA and in written inter-
pretations regarding the application of RESPA to captive rein-

surance arrangements. The CFPB Director determined that no
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statute of limitations applies to CFPB challenges of potential
violations of RESPA in an administrative proceeding and that
each acceptance of payment from a mortgage insurer was
a separate violation of RESPA. On these bases, the Director
increased the amount of the disgorgement penalty greater
than 15-fold, from $6.44 million to $109 million.

THE COURT’S SEPARATION OF POWERS RULING

PHH’s Article 1l Challenge. On appeal to the D.C. Circuit Court,
PHH raised the fundamental constitutional objection that the
structure of the CFPB violates Article Il of the U.S. Constitution'
because the CFPB operates as an independent agency headed
by a single Director who can be removed by the President only
for cause. The President may remove the CFPB Director only for

“inefficiency, neglect of duty, or malfeasance in office.”4

PHH asserted that the placement of legislative, executive,
and judicial power in the hands of a single Director who is not
accountable to the President or to the Congress violates con-
stitutional separation of powers principles. PHH argued that, “to
comply with Article II, either (i) the agency’s Director must be
removable at will by the President, meaning that the CFPB would
operate as a traditional executive agency; or (ii) if structured as
an independent agency, the agency must be structured as a

multi-member commission.”®

The D.C. Circuit Court’s Analysis and Holding. The majority opin-
ion begins, “This is a case about executive power and individual
liberty,” and the balance of the constitutional part of the opin-
ion carefully describes the application of the Supreme Court’s
separation of powers precedent to the PHH case. Article Il of
the U.S. Constitution assigns executive power to the President
in order to preserve individual liberty and ensure accountability.
The President carries out executive power through subordinate
executive officers who are appointed by the President by and
with the advice and consent of the Senate. A landmark 1926
Supreme Court decision, Myers v. United States, recognized the
authority of the President under Article Il to remove executive
officers, “lW]hen the grant of the executive power is enforced
by the express mandate to take care that the laws be faithfully
executed, it emphasizes the necessity for including within the
executive power as conferred the exclusive power of removal.”!

Against that backdrop, the court observes that traditionally, only



executive agencies have been led by a single official, as the
CFPB is, and that official is subject to supervision, direction, and

removal by the President, who controls executive power.

The court described the evolution of independent agen-
cies and their relationship to the executive power the US.
Constitution vests in the President. In its 1935 Humphrey’s
Executor decision, the Supreme Court upheld the constitu-
tionality of independent agencies when President Roosevelt
asserted his authority under Article Il to remove Commissioner
Humphrey from the Federal Trade Commission (“FTC”)
because he had refused to follow the policies of the New Deal
adopted by the Roosevelt administration.” The D.C. Circuit
Court explained, “[alt its core, the case raised the question
whether Article Il permitted Congress to create independent
agencies whose heads were not removable at will and would
operate free of the President’s supervision and direction.”®
The D.C. Circuit Court highlighted several characteristics of
the design of the FTC raised by the Humprey’s Executor Court
that, in the court’s view, distinguished the structure of the FTC
from that of the CFPB. The court pointed out that the FTC was
designed “to be non-partisan,” to “act with entire impartiality,”
and “to exercise the trained judgment of a body of experts

appointed by law and informed by experience.”®

Today there are numerous independent agencies that “pos-
sess authority over vast swaths of American economic and
social life,”?° and “[ulntil this point in U.S. history, independent
agencies exercising substantial executive authority have all
been multi-member boards or commissions.” The Supreme
Court’s decision in Humphrey’s Executor settled the question
of the constitutionality of independent agencies, but accord-
ing to the majority opinion, “Humphrey’s Executor does not

mean that anything goes.”??

The question before the D.C. Circuit Court in the PHH case,
according to the majority opinion, was whether Humphrey’s
Executor extended to the structure of the CFPB, an inde-
pendent agency led by a single Director rather than by a
Commission. In answering this question, the court reviewed the
expansive responsibilities of the CFPB Director and observed
that “when measured in terms of unilateral power, the Director
of the CFPB is the single most powerful official in the entire
U.S. Government, other than the President.”?® According to the

maijority opinion, the CFPB lacks critical checks and balances
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and structural constitutional protections but has substantial

power over the U.S. economy, so, “this wolf comes as a wolf.”2*

As an independent agency with a single Director who can
be removed by the President only for cause, the court saw
the CFPB as the “first of its kind and a historical anomaly.”®
This characterization of the CFPB as an anomaly is signifi-
cant because it enables the court to rely upon two additional
Supreme Court cases construing separation of powers issues.
In the more recent case, NLRB v. Noel Canning,?8 the Supreme
Court held that recess appointments in Senate recesses of
fewer than 10 days were presumptively unconstitutional under
Article 1, in part because “[[long settled and established prac-
tice is a consideration of great weight in a proper interpre-
tation of constitutional provisions regulating the relationship
between Congress and the President.”?” Turning to historical
practice, the Noel Canning Court found “few historical exam-
ples” of recess appointments made during a recess period

shorter than 10 days.”?®

Several years earlier, in Free Enterprise Fund v. Public
Company Accounting Oversight Board,?® the Supreme Court
held that the provisions of the Sarbanes-Oxley Act that made
members of the Public Corporation Accounting Oversight
Board (“PCAOB”) removable by the Securities and Exchange
Commission (“SEC”) only for good cause were inconsistent with
the Constitution’s separation of powers. In ruling that the struc-
ture of the PCAOB violated Article Il of the Constitution, the
Supreme Court indicated that the lack of historical precedent
for the new structure was “the most telling indication of the
severe constitutional problem” with the PCAOB, which had two

levels of for-cause protection from removal by the President.°

Based upon Noel Canning and Free Enterprise Fund, the D.C.
Circuit Court reasoned that, therefore, “historical practice mat-
ters a great deal” in determining the constitutional limits of
the executive and legislative branches in separation of pow-
ers cases like this that are not resolved by the constitutional
text alone.3 The court opined that “[tlhe CFPB’s concentra-
tion of enormous executive power in a single, unaccountable,
unchecked Director not only departs from settled historical
practice, but also poses a far greater risk of arbitrary decision-
making and abuse of power, and a far greater threat to individ-
ual liberty, than does a multi-member independent agency.”®?

According to the court, when evaluated against the historical



practice of independent agencies, the CFPB structure is a
constitutional problem even if it “does not occasion additional
diminishment of Presidential power beyond the significant

diminishment already caused by Humphrey’s Executor itself.”33

The court recognized the prevalence of independent agen-
cies that are headed by a board of directors or commission,
listing more than 20 such agencies. As further support for its
conclusion that the CFPB is an anomaly, the court addressed
three examples of independent agencies led by a single offi-
cial whom the President can remove only for cause—the Social
Security Administration, the Office of Special Counsel, and the
Federal Housing Finance Agency—stating, “[tlhose examples
do not count for much when weighed against the deeply rooted
historical practice demonstrating that independent agencies
are multi-member agencies.”® The court regarded two of these
agencies as different in kind from the CFPB and other indepen-
dent agencies because they do not exercise the core executive
power of bringing enforcement actions for violations of stat-
utes or agency rules and because they lack deep historical
roots. The court noted that President Clinton had issued a sign-
ing statement contesting the constitutionality of changing the
Social Security Administration to a single-Director independent
agency® and that President Reagan had vetoed a bill regard-
ing the Office of Special Counsel due to constitutional concerns
about the status of that Office as an independent agency.®®
The court viewed the Federal Housing Finance Agency as a
contemporary of the CFPB that raises the same question of

constitutionality addressed by the court in the PHH Decision.?”

Ultimately, the court concluded that Humphrey’s Executor does
not cover the CFPB’s novel agency structure. Because there is
no settled historical practice of independent agencies led by
single Directors who have the substantial executive power the
CFPB Director enjoys, the CFPB is “exceptional in our consti-
tutional structure and unprecedented in our constitutional his-
tory.”% According to the majority opinion, the single-Director
structure of the CFPB departs so markedly from the settled
historical practice of independent agencies governed by multi-
member bodies—a departure that makes a “significant differ-
ence for the individual liberty protected by the Constitution’s
separation of powers”—that applying the Supreme Court’s

precedents, the CFPB is unconstitutionally structured.®

To remedy this constitutional infirmity, the D.C. Circuit Court

declined PHH’s invitation to strike down the CFPB or the entire
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Dodd-Frank Act.*C Instead, the court looked to Free Enterprise
Fund for guidance on the appropriate remedy: “... when con-
fronting a constitutional flaw in a statute, we try to limit the solu-
tion to the problem, severing any problematic portions while
leaving the remainder intact.¥ In this regard, the Dodd-Frank
Act provides that, “[ilf any provision” is held to be unconstitu-

tional, the remainder of the Act “shall not be affected thereby.”#2

After determining that Congress would prefer the Dodd-Frank
Act with the unconstitutional provision severed and that the
Act would remain fully operative without the unconstitutional
provision, the court severed the unconstitutional for-cause
removal provision from the Act, giving the President the power
to remove the CFPB Director at will and to supervise and direct

the Director. The court explained:

The CFPB therefore will continue to operate and to
perform its many duties, but will do so as an executive
agency akin to other executive agencies headed by a
single person, such as the Department of Justice and
the Department of the Treasury. Those executive agen-
cies have traditionally been headed by a single person
precisely because the agency head operates within the
Executive Branch chain of command under the supervi-
sion and direction of the President. The President is a
check on and accountable for the actions of those exec-
utive agencies, and the President now will be a check on

and accountable for the actions of the CFPB as well.*3

THE COURT’S STATUTORY AND DUE PROCESS
RULINGS

The court considered PHH’s statutory objections to the CFPB’s
enforcement action because the court’s constitutional ruling
would not impact the CFPB’s ability to uphold the disgorge-
ment penalty imposed against PHH on the ground that PHH
had violated RESPA and its implementing regulations.

The CFPB alleged that PHH violated RESPA by participating
in captive reinsurance agreements. The CFPB asserted that
Section 8(a) of RESPA prohibited payment by a mortgage
insurer to a lender for the lender’s referral of a customer to
the mortgage insurer. Prior to initiation of the CFPB enforce-
ment action, PHH would refer borrowers to mortgage insur-
ers, who, in turn, would purchase mortgage reinsurance from

a wholly owned subsidiary of PHH.4** These agreements had



been permitted by HUD since 1997 as long as the insurer paid
no more than the reasonable market value for reinsurance. The
CFPB, however, interpreted RESPA as forbidding any captive
reinsurance agreements and sought to apply this interpreta-
tion against PHH for conduct that occurred prior to issuance

of the CFPB’s new interpretation.

PHH challenged the CFPB's statutory decision on two alter-
native and independent grounds. First, PHH argued that the
CFPB’s reading of RESPA to prohibit captive reinsurance
arrangements was not entitled to deference under Chevron
because the interpretation was contrary to the plain language
of the statute and to longstanding, consistent government
interpretations. PHH also contended that, regardless, the
CFPB’s application of its new interpretation to conduct that
occurred before announcement of the new interpretation vio-

lated fundamental tenets of due process.

The D.C. Circuit Court agreed with PHH on both points. The
court held that Sections 8(a) and 8(c) of RESPA permit captive
reinsurance arrangements as long as the mortgage insurance
companies do not pay more than reasonable market value to
the reinsurers for the services that are actually provided. The
court also held that the CFPB's interpretation of RESPA could
not constitutionally be applied retroactively to PHH’s conduct
that occurred prior to the new interpretation. The court’s alter-
native holdings are both binding precedent of the court if left

to stand following appeal by the CFPB.

The court opined that the “basic statutory question in this
case is not a close call.”®® Section 8(a) of RESPA provides,
“No person shall give and no person shall accept any fee,
kickback, or thing of value pursuant to agreement or under-
standing, oral or otherwise, that business incident to or a part
of a real estate settlement service involving a federally related
mortgage loan shall be referred to any person.”*® This provi-
sion of law precludes payments for referrals in the residential

real estate settlement process.

Section 8(c) of RESPA creates a safe harbor that allows cap-
tive reinsurance arrangements: “Nothing [in Section 8] shall be
construed as prohibiting” the “payment to any person of a bona
fide salary or compensation or other payment for goods or
facilities actually furnished or for services actually performed.”
Based upon this statutory text, the court found that Congress

made clear that the transactions at issue were lawful as long
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as reasonable market value was paid and the services were
actually performed. Consistent with this view, the court rejected
the CFPB’s position that a mortgage insurer’s payment for rein-
surance is not “bona fide” if it was part of a tying arrangement,
finding instead that a payment for a service pursuant to a tying
arrangement does not make the payment any less bona fide,

provided the payment reflects reasonable market value.*’

The CFPB argued that its statutory interpretation of RESPA was
entitled to Chevron deference. The court demurred, explaining
that the first step of Chevron requires application of tools of
statutory interpretation and that the court would defer to the
CFPB's interpretation only if there the statute was ambiguous
and only if the CFPB'’s interpretation were at least reasonable.
The court then determined that the CFPB’s interpretation of
RESPA failed at the first step of Chevron because the statute
is clear and that even if the court were to reach the second
step of Chevron, the court would conclude that the CFPB'’s
interpretation was not reasonable based upon the text, history,

context, and purposes of RESPA.

In short, the court ruled that “Section 8(c) bars the aggres-
sive interpretation of Section 8(a) advanced by the CFPB...."8
Indeed, in the court’s view, the CFPB’s interpretation disre-
garded not only the text and purposes of the statute but also
“decades of carefully and repeatedly considered official gov-

ernment interpretations.”®

The court next determined that the CFPB’s retroactive appli-
cation of its new interpretation of RESPA violated the Due
Process Clause, reasoning that “Retroactivity—in particu-
lar, a new agency interpretation that is retroactively applied
to proscribe past conduct—contravenes the bedrock due
process principle that the people should have fair notice of
what conduct is prohibited.” The CFPB had applied its new
interpretation to PHH’s conduct from 2008 to the date of the

administrative enforcement action.

The court noted that an agency’s change to a statutory inter-
pretation is not in and of itself a problem as long as the change
is explained and is consistent with the statute. Here, however,
in addition to determining that the CFPB's interpretation was
inconsistent with the statute, the court determined that the
CFPB's “complete about-face” from HUD’s longstanding inter-
pretation of RESPA,%° combined with its retroactive application

to PHH’s conduct that occurred before the new interpretation



was issued, was a violation of due process. The court high-
lighted and relied upon several Supreme Court precedents such
as that in Christopher v. SmithKline Beecham Corp., where the
Supreme Court said: An “agency should not change an inter-
pretation in an adjudicative proceeding where doing so would
impose new liability on individuals for past actions which were
taken in good-faith reliance on agency pronouncements.”' In
the court’s view, all of the fundamental anti-retroactivity prin-
ciples articulated by the Supreme Court are “Rule of Law 101752
and fit the instant case exactly, to the end that the Due Process
Clause does not allow retroactive application of a change to the

government’s longstanding interpretation of a statute.

Finally, the court addressed the CFPB’s position that no statute
of limitations whatsoever applied to its case against PHH. The
CFPB based its position on the absence of an explicit limita-
tions period in the Dodd-Frank Act for administrative proceed-
ings as opposed to court actions, and it argued that even if
the Dodd-Frank Act did not override the limitations periods
set forth in all of the consumer financial protection statutes
the CFPB is authorized to enforce, RESPA imposes a three-
year statute of limitations only on enforcement actions that the

CFPB brings in court.

The court disagreed with the CFPB on both points. The court
found that the Dodd-Frank Act ties the CFPB’s administrative
adjudications to the statutes of limitations of each of the various
statutes the CFPB is responsible for enforcing®® and that the
three-year statute of limitations in Section 8 of RESPA applies

both to court actions and to administrative proceedings.>

IMPLICATIONS OF THE COURT’S RULING

Implications for Other Independent Agencies with a Single
Head. The court distinguished from the CFPB all but one of
the few other independent federal agencies that are led by
a single person. According to the court, one of the key differ-
ences between the Social Security Administration® and the
Office of Special Counsel®® on the one hand, and the CFPB
on the other, is that the former agencies do not have unilateral
authority to initiate enforcement actions and impose penal-
ties, as the CFPB does. The majority opinion viewed this dif-
ference as meaningful because unlike the CFPB, neither of

these agencies possesses a core executive power that raises
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the primary threat to individual liberty posed by executive
power.5” This difference in law enforcement powers may lend
greater constitutional credence to the structure of these agen-
cies because they do not possess the same executive powers
accorded to the CFPB.

The majority opinion also distinguished the President’s removal
power over the Comptroller of the Currency from his removal
power over the Director of the CFPB. The Comptroller of the
Currency may be removed by the President “upon reasons
to be communicated by him to the Senate,”*® whereas the
CFPB Director can be removed only for “inefficiency, neglect
of duty, or malfeasance in office,” meaning for cause.>® Thus,
the Comptroller may be removed by the President on broader
grounds than the CFPB Director may be removed, provided

the President communicates those grounds to the Senate.

By contrast, the Director of the Federal Housing Finance Agency
has a single Director who can be removed by the President
only for cause.®® The court noted that the agency is a contem-
porary of the CFPB and “merely raises the same question we
confront here®' regarding the constitutionality of the structure
of the CFPB. If the court’s ruling is not overturned on appeal, the
structure of the Federal Housing Finance Agency appears vul-
nerable to the same separation of powers constitutional chal-
lenge. A potential complexity associated with any future remedy
to this constitutional infirmity is that the Housing and Economic
Recovery Act,®? the law that established the Federal Housing
Finance Agency, does not have a severability clause, as exists
in the Dodd-Frank Act, which established the CFPB.

Implications for Past and Pending CFPB Actions. The court
expressly declined to “consider the legal ramifications of [its]
decision for past CFPB rules or for past agency enforcement
actions,” leaving these issues to be resolved going forward.
In a footnote, the court indicated that other agencies that
have “been on the receiving end of successful constitutional
and statutory challenges to their structure and legality” have
worked through these issues, stating, “[wlithout major tumult,
the agencies and courts have subsequently worked through
the resulting issues regarding the legality of past rules and of

past or current enforcement actions.”®3

A look at the aftermath of the Supreme Court’s rulings in Noel

Canning and Free Enterprise Fund sheds some light on the



impact that successful constitutional challenges have had on
pending court cases, administrative actions, and rulemakings
for the National Labor Relations Board (“NLRB”) and the PCAOB.

Following the Supreme Court’s affirmation of the D.C. Circuit
Court of Appeal’s decision invalidating President Obama’s
recess appointments of three members of the NLRB, the NLRB
set aside certain board decisions that were on appeal to the
federal circuit courts and filed motions asking those courts to
vacate and remand other cases to the board for further pro-
ceedings, consistent with the decision. The NLRB also recon-
sidered prior ALJ decisions that had been considered while the
recess appointees were in place. Some of the NLRB’s adminis-
trative orders had already been implemented by the date of the
Noel Canning decision and presented complex questions about
how to properly unwind those actions, if at all. Nonetheless,
the NLRB appears to have handled the consequences of the

Supreme Court’s Noel Canning ruling without major disruption.

Separate from the impacts on the NLRB's actions, Noel
Canning had potential impacts on the CFPB Director’s actions
too. When the Supreme Court decided Noel Canning, the
CFPB Director was also a recess appointee whose appoint-
ment was considered to have been impacted by the deci-
sion.%* Accordingly, after the CFPB Director was nominated
again by the President and subsequently confirmed by the
Senate, he ratified all actions he had taken during his tenure

as a recess appointee. The Notice of Ratification stated:

The President appointed me as Director of the [CFPB] on
January 4, 2012, pursuant to his authority under the Recess
Appointments Clause, U.S. Const. art. II, §2, cl. 3. The President
subsequently appointed me as Director on July 17, 2013, follow-
ing confirmation by the Senate, pursuant to the Appointments
Clause, US. Const. art. Il, §2, cl. 2. | believe that the actions |
took during the period | was serving as a recess appointee
were legally authorized and entirely proper. To avoid any pos-
sible uncertainty, however, | hereby affirm and ratify any and

all actions | took during that period.®®

Thereafter, the Ninth Circuit Court of Appeals considered
the effect of this ratification on a pending CFPB enforce-
ment action, ruling that because the CFPB had authority to
bring the enforcement action when initiated, the subsequent

ratification of actions by the Director cured any Article Il
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deficiency that may have existed at that time.®® Similarly, this
past summer, the United States District Court for the District
of Columbia upheld the validity of the CFPB Director’s ratifi-

cation with respect to rulemakings.®”

The Supreme Court’s decision in Free Enterprise Fund did not
address the extent to which past actions of the PCAOB were
subject to reconsideration,®® although the SEC later determined
that pending PCAOB actions could be ratified. Immediately
following issuance of the Free Enterprise Fund decision, the

PCAOB published a press release explaining that:

... Because the [Supreme] Court severed [the uncon-
stitutional] provisions from the Act, however, no legisla-
tion is necessary to bring the Board’s structure within
constitutional requirements. The consequence of the
Court’s decision is that PCAOB Board members will
be removable by the SEC at will, rather than only for
good cause. All other aspects of the SEC’s oversight,
the structure of the PCAOB and its programs are oth-
erwise unaffected by the Court’s decision. Accordingly,
all PCAOB programs will continue to operate as usual,
including registration, inspection, enforcement, and

standard-setting activities.®®

The Supreme Court’s remedy in Free Enterprise Fund for the
PCAOB’s constitutional defect appears to have had negli-
gible follow-on impacts on the operations of the PCAOB,
though outcomes may be dependent on particular facts

and circumstances.”®

Implications for the CFPB’s Rulemaking Procedures. The
majority opinion states that by severing the for-cause provi-
sion from the Dodd-Frank Act, “the President will now have
the power to remove the [CFPB] Director at will, and to super-
vise and direct the Director ... and the President now will be
a check on and accountable for the actions of the CFPB as
well.””" Accordingly, the CFPB will operate as an executive

agency and not as an independent agency.

This new structure raises important questions about the rule-
making procedures that the CFPB must follow if the majority
opinion remains intact after appeal by the CFPB and, in par-
ticular, about how much direction and control the President

must or should exercise.



Executive agencies are required by Executive Order 12866
to submit their proposed and final rules for advance review
to the Office of Management and Budget (“OMB”), Office of
Information and Regulatory Affairs (‘OIRA") in the Executive
Office of the President before issuing them.”? Executive Order
12866 sets forth the responsibilities of each executive agency
for adhering to the President’s planning and review processes,
principles of regulation, and centralized review of regulations.
In accordance with Executive Order 12866, each agency has
appointed a Regulatory Policy Officer who reports to the
agency head and who is involved at each phase of the regula-
tory process to promote development of regulations that fur-

ther the principles of the Executive Order.”

The Administrator of OIRA is responsible for providing meaning-
ful guidance to ensure that each executive agency’s regulatory
actions are aligned with the President’s priorities, the principles
of Executive Order 12866, and the regulatory analysis guidance
issued by OMB on the development of good regulatory analy-
sis, which includes benefit-cost analysis of regulatory options.™
Executive agencies must provide an assessment of the ben-
efits and the costs of significant regulatory actions as well as
an assessment of potentially effective and reasonably feasible
alternatives to planned rules.” Each executive agency is respon-
sible for complying with applicable administrative laws, such as
the Administrative Procedure Act, the Regulatory Flexibility Act,
and the Paperwork Reduction Act (“PRA”).76

Independent agencies, by contrast, are subject to a circum-
scribed subset of the full requirements of Executive Order
12866. For example, independent agencies must prepare an
annual unified regulatory agenda and a regulatory plan of
the most important significant regulatory actions the agency
expects to issue in proposed or final form, but these agencies
are not subject to the provisions of Executive Order 12866 gov-
erning centralized review of regulations by OIRA. Accordingly,
independent agencies are not required to submit their pro-
posed and final rules for review by OIRA and are not required
to comply with the benefit-cost requirements of Executive

Order 12866 and its implementing guidance.

The terms of Executive Order 12866 define independent
regulatory agencies by reference to the definition in the PRA,
which was amended by the Dodd-Frank Act to include the
CFPB.”” Given the court’s holding in the PHH Decision that
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the CFPB will now operate as an executive agency, this
statutory amendment may itself be invalid. Regardless, if the
D.C. Circuit’s constitutional ruling in the PHH Decision is not
overturned on appeal, then either Congress, by amending the
PRA, or the President, by revising Executive Order 12866, may
decide to subject CFPB rulemaking to the same OIRA review
that governs other executive agencies. Additionally, there are
several other Executive Orders and OMB guidances that apply
to all executive agencies that would need to be examined for
possible application to the CFPB if the D.C. Circuit Court’s

constitutional ruling stands.”™

Finally, the court’s ruling that the CFPB violated due process
by retroactively applying a new interpretation of RESPA to con-
duct that occurred prior to the date of the new interpretation
could cause the CFPB to reconsider its methods for applying
new interpretations of rules to ensure fair notice to stakehold-
ers. In particular, the court’s ruling could diminish the CFPB’s
willingness to announce new requirements through backward-
looking enforcement measures rather than through prospec-

tive rulemakings.

The election of Donald Trump as President and the Republican’'s
maintaining a majority in the House of Representatives and the
Senate for the 115th Congress may have significant implica-
tions for the PHH Decision and the structure and operations
of the CFPB.

President-elect Trump has advocated for repeal of some or
all of the Dodd-Frank Act that created the CFPB, and several
influential Republican members of Congress support a rollback
of the Act on grounds that it is stifling economic growth and
limiting consumer choice. The structure, mission, budget and
regulatory requirements of the CFPB are likely to be a focus of

achieving Dodd-Frank Act reforms in the 115th Congress.

Although President-elect Trump has neither called for elimi-
nation of the CFPB nor specified the particular CFPB reforms
his Administration would support, the CFPB reforms in previ-
ous Republican-sponsored legislation would be a likely starting
point for consideration. Many strategists and industry associa-
tions expect that the Financial CHOICE Act, H.R. 5983, passed
by a majority-Republican vote of the House Financial Services
Committee in June 2016, would be taken up in whole or in part

early in the next congressional session.” The Financial CHOICE



Act includes provisions that would replace the CFPB Director

with a five-member commission, among other CFPB reforms.8%

Senate Republicans are not a supermajority and would likely
need to garner the votes of some Senate Democrats to secure
passage of legislation. A key to enactment of all or part of the
Financial CHOICE Act, or other Dodd-Frank reform legislation, will
be the extent to which it can garner bipartisan support. Several
influential Democratic Senators who will remain following the
2016 elections are among those who, in the past, have supported
a five-member commission in lieu of a single Director to oversee
the CFPB. Major financial services industry associations have
also supported such a change in CFPB structure while major
consumer groups have not, and this difference in viewpoints is

unlikely to be affected by the elections.

The PHH Decision invalidates the part of the Dodd-Frank Act
that makes the CFPB Director independent and thereby, if
left undisturbed, would provide President-elect Trump with
the power to remove the CFPB Director at will rather than for
cause. Appointing a new CFPB Director would enable the new
President to better align the agency’s direction with his policy
objectives. The Trump Administration would likely want the

PHH Decision to stand unaltered.

If the PHH Decision is overruled, the grounds available to
the President for removing the CFPB Director before July
2018 when his 5-year term of office ends are for “inefficiency,

neglect of duty, or malfeasance in office.”®" After nomination
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by the President, a new CFPB Director must be confirmed by
the Senate. In the interim, prior to Senate confirmation, the
CFPB’s Deputy Director would serve as Director. While Senate
Republicans do not constitute a supermajority, since 2013,
Senate rules permit a simple majority vote on executive branch

nominations, disallowing filibuster and facilitating confirmation.

After all is said and done, the 2016 elections may enable
Congress to move legislation forward that could have avoided
altogether the constitutional separation of powers question
decided by the court in PHH v. CFPB.
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