The US Court of Appeals for the Fifth Circuit last month ruled that the

CFPB is unconstitutionally funded. Simon Boughey investigates what
this landmark judgment means for the securitisation industry.
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Finance Authority (FHFA) also bypass the
appropriations process.

But, says the Fifth Circuit, the CFPB has
what amounts to a “double insulation” from
normal process, in that it not only receives
money directly from the Fed but also the director
of the Bureau stipulates exactly how much it
needs. The Fed is obliged to pay this as long as it
doesn't exceed 12% of total operating expenses
(US$6.47bn in 2020). This is unique, and this is
what is unconstitutional, says the Fifth Circuit.

The CFPB is almost certain to contest this
ruling, which is then likely to make it way all the
way up to the Supreme Court unless Congress
steps in. Given the current disposition of the
Supreme Court, and its so-called ‘originalist’
stance on a number of topics, it seems quite likely
that it will side with the Fifth Circuit.

“IfThad to bet one way or another, I think the
Supreme Court will agree with the Fifth Circuit.
They did agree with the Fifth Circuit on the FHFA
director being subject to presidential dismissal,
for example,” says Chris DiAngelo, a partner with
Katten Muchin Rosenman in New York.

Ifindeed it does agree, Congress would have
to step in and a new funding structure arranged.
But at the very least, this throws a spanner into
the works of the CFPB. Past actions will now be
subject to appeal on the grounds that they were
made by a body unconstitutionally founded, and
future actions may well be curtailed.

“I think they are bruised. The Bureau may well
be more hesitant to take certain actions, given the
potential challenges. Put another way, it has given
ammunition to people that are unhappy with an
action taken by the CFPB,” says Hail.

This is welcome news to interested parties
in the securitisation industry that had been
perturbed by the 2017 case against student loan
trusts, and the subsequent refusal to have this
case dismissed by the Third Circuit Court of
Appeals in December 2021.

The CFPB sought to define these student loan
trusts as ‘covered persons’ under the terms of the
Consumer Financial Protection Act (CFPA) and
make them thus liable for abusive practices carried
out by debt servicers. Of course, trusts are merely
shell vehicles, and any financial penalties incurred
by the trusts would have to be borne by investors.

By agreeing with this definition, the Court
opened up alarge can of worms for the structured
finance business in the US. As Cadwalader,
Wickersham and Taft said at the time: “The
Court’s ruling thus creates a new line of potential
exposure for entities, like securitisation trusts and
other whole loan buyers, that acquire consumer
loans on a servicing retained basis or enter into a
servicing agreement with a third-party servicer
acting as an independent contractor.”

In February 2022, Fitch also noted: “The
recent ruling that 15 national collegiate student
loan trust issuers are subject to the enforcement
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authority of the CFPB could result in increased
risk of unforeseen monetary losses for these
NCSLT issuers and also could result in monetary
losses in the future for other US structured
finance transactions backed by consumer

assets, where similar misconduct is found to

have occurred.”

In view of the widespread concern in the
market caused by the covered persons argument,
the verdict of the Fifth Circuit on 19 October is
certain to have aroused relief. The CEFPB, how-
ever, denies that its wings have been clipped.

“The CFPB will continue to carry out its
vital work enforcing the laws of the nation and
protecting American consumers,” a spokesperson

told SCI.

However, even before the 19 October verdict,
there was no guarantee that actions undertaken
by the CFPB would not run into the unswerv-
ing, and final, opposition of the Supreme Court.
While federal agencies might be awash with
anew mission and sense ofpurpose to right
wrong wherever they see it, the Supreme Court
has a very different view of the limitations of
agency powers.

Of'the nine current justices, three were
appointed by President Trump, two by President
George W Bush and one by President Bush.
These six have what has been described as an
“originalist” view of the separation of powers and
believe in making sure that agencies are account-
able to Congress and thus the electorate.

“IF | HAD TO BET ONE WAY OR ANOTHER,
| THINK THE SUPREME COURT WILL
AGREE WITH THE FIFTH CIRCUIT??

The confirmation of Rohit Chopra as the
director of the CFPB in September 2021 caused
alarm bells to be rung along Wall Street. On the
progressive wing of the Democratic party, he has,
for example, advocated closer scrutiny of finan-
cial institutions and called for the cancellation of
student debt.

At the SFA Conference in Las Vegas in
October last year, less than a month later, Rachel
Rodman, a partner at Cadwalader, Wickersham
and Taft, warned that with his appointment the
securitisation industry should be prepared for
“more frequent enforcements and bigger fines.”

She added that there would be “new and
novel interpretations of what constitutes a cov-
ered person.”

The inauguration of Chopra at the head of an
Obama-era agency, erected after the credit crisis
0f2008/2009, seemed to be symbolic of a very
new spirit on Washington, DC from an adminis-
tration committed to intervention in many areas
of the US economy to secure policy aims.

While many of the CFPB initiatives could be
seen to be well-intentioned, there was a general
fear that the law of unintended consequences
would apply and that an area of the financial
industry of acknowledged benefit to the Ameri-
can consumer would be damaged, perhaps fatally.

Some of the long-term effects of CFPB action
might not always be unintended either. “With the
Bureau, it’s always a case of, ‘Oh that sounds like
agoodidea’ And then when you getinto it, you
realise that there’s an angle,” says another lawyer.

This view was announced very clearly in the June
ruling on West Virginia versus the Environmental
Protection Agency (EPA), in which the Court
determined the EPA does not have the power to set
emission targets for power plants, as this should be a
question for individual states to decide.

In doing so, the Court side-stepped the land-
mark Chevron versus Natural Resources case
of 1984, which essentially held that ifa statute
is not very clear, then a federal agency is free to
interpret it as it sees fit. It has been seen as the
salient case in this area of administrative law for
almost 40 years, but has received no citations in
the recent judgments.

“As Chevron gets shunted aside, older con-
cepts of statutory interpretation and regulatory
power have come back. There is a change of
expectations,” says DiAngelo.

So, while many of the federal agencies are
packed with Biden appointees and determined to
do battle with Wall Street and corporate America
— perhaps, in the process, damaging markets on
which many consumers knowingly and unknow-
ingly depend — they will run into an implacable
foe in a Supreme Court determined to bring
unfettered activist bureaucrats to heel.”
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