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E. GRADY JOLLY, G rcuit Judge:

City Colleges of Chicago got stung badly in the crash of the
bond market in the fall of 1993--and, in particular, the crash of
t he nortgage- backed bond market. It was indeed a risky investnent
for Gty Colleges. City Colleges lost about half its entire
portfolio. City Colleges ultimately sued the seller of the bonds,
West cap, which had been forced into bankruptcy. After a bench
trial, the bankruptcy judge entered judgnent in favor of Cty
Col | eges against Wstcap, and the district court ultimtely
affirmed a judgnent of nore than $51 mllion. On appeal, the
gquestion is whether, under Texas securities |aw, Wstcap nade

material m srepresentations or omssions relating to interest rate

"District Judge of the Northern District of Ohio, sitting by
desi gnati on.



movenents, the high risk of the investnent and the suitability of
the investnment for Gty Colleges’ portfolio. W conclude that the
al l eged m srepresentations and om ssions were not material to the
decision of the investor because the record shows that Cty
Col | eges fully understood the nature of the market, the risk of the
investnment, and its proportion of the investnent to its portfolio.
We therefore reverse and remand for entry of judgnent in favor of
West cap.
I
A

City Colleges of Chicagois anot-for-profit entity consisting
of seven accredited community colleges inthe city of Chicago. The
majority of its funding is provided by |local property taxes and
state grants. A seven-nenber board of trustees, all appointed by
t he mayor of Chicago, oversees the operation of the colleges. The
Westcap Corporation is a Del aware-based hol ding conpany with its
princi pal place of business in Houston, Texas. Wstcap Enterprises
is a wholly-owned subsidiary of the Westcap Corporation. Wstcap
Enterprises, along wth several other simlar wholly-owned
subsidiary entities organi zed as a single operating entity, was in
t he business of selling financial securities. Principally, these
sal es i nvol ved federal governnent-agency backed securities nade to

institutional investors.



B

Rel ative to this appeal, Wstcap enployed two individuals,
Craig Leibold and Jeffrey Cetting, who solicited the investnent
business of City Colleges through its long-term treasurer, Dr.
Phillip Luhmann. During 1993, in roughly three periods of tineg,
Dr.  Luhmann purchased from Wstcap «collateralized nortgage
obligations (“CM>s"), a particul ar type of nortgage-backed security
(“MBSs”), amounting into the tens of mllions of dollars. The
first set of purchases, in the spring and sumer, proved
profitable, wth Luhmann selling his purchases quickly after
buying.! The last block of purchases, from Septenber through
Novenber, turned disastrous, and is the only one at issue in this
appeal . 2 This last group, with a conbined purchase price of

approximately $100 million , plunmeted by approxinmately $70 mil1lion

1On March 31, 1993, Dr. Luhmann purchased his first principal -
only bond (a “PO') fromWstcap. He sold the security twelve days
|ater for a profit. He bought another PO on April 30, 1993, and
sold it seven days later, again at a profit. (Finding of Fact ¢
58.)

Between July 13, 1993 and Septenber 2, 1993, Dr. Luhmann
purchased in excess of $100 million in CMOs from Westcap, all of
whi ch he sold within weeks of purchase. (11 59-62.)

2Al t hough Dr. Luhmann had purchased tens of mllions in CM3s
from Westcap prior to Septenber, he had sold these bonds for a
profit in every instance prior to Septenber. The Sept enber -
Novenber purchases are the only transactions resulting in an
“Iinjury” to City Coll eges. Because the bankruptcy court concl uded
that by Novenber, Dr. Luhmann should have known better than to
conti nue these purchases, only the Septenber and Oct ober purchases
are at issue.



in value when interest rates spiked dramatically in the wi nter of
1993- 94. After the market recovered sonewhat, City Colleges
elected to sell the securities and suffered a | oss i n excess of $50
mllion. It isthisloss that precipitated City Colleges’ |awsuit.
That City Coll eges suffered severe |osses is not in dispute. Nor
is there any serious dispute about the volatile nature of the bonds
i n whi ch Luhmann extensively invested the Cty Coll eges’ investnent
portfolio.
1

Because the volatility of these bonds is at the center of this
case, we describe the material characteristics of these financial
i nstrunents. The parties presented the testinony of several
experts, as well as the testinony of the principal protagonists, as
to the nature of these bonds.® W note only several salient
features. First, the CM3s all involved governnent agency backi ng,

e.g., Fannie Mae/Freddie Mac/ G nnie Mae, and, thus, for practica

3The bankruptcy court described these securities at great
| engt h. (19 16-36.) The district court also described these
bonds. See also Banca Crem, S.A v. Alex, Brown & Sons, Inc., 132
F.3d 1017, 1022-23 (4th Cr. 1997); Frank v. Bear Stearns & Co.
2000 W 19191, *1, 11 S.W3d 380 (Tex. App.-Houston [14th dist.], no
wit) (“It is wundisputed that these securities were extrenely
vol atil e and not suitable for | ess sophisticated investors.”). See
also id. at *5 n.1 (“In order to make CMOs nore attractive to
investors, nost of the risk for an entire pool of nortgages was
concentrated in the lowest class of securities . . . . [T]hese
securities were so undesirable that they were known in the trade as
‘toxic waste’ or ‘waste products.’”).




pur poses, no principal invested was ever at risk. |If held for the
duration of the bond term a purchaser is sure to recoup his
i nvest ment princi pal. Second, the bonds were sold in tranches,
W th each tranche carrying a particul ar paynent streamof interest
and/ or principal over tine. Sonme CMX>»s were “interest onlys,” or
“1Cs,” while others were “principal onlys,” or “PGs”; the bonds at
i ssue here are the latter, or, to be specific, “support class PGCs.”
As stated by the bankruptcy court, “[a] support-class bond is the
| east stable of the three classes of bond that make up the FNVA
1993- 205 and FNVA 1993-237 securities. The support-class tranche
recei ves paynents of principal only after all other classes .

have received their schedul ed paynents.” (FoF § 23.) Third, CM3s
are very interest-rate sensitive; specifically, the given yield of
a particular tranche is dependent on how quickly honeowners
refinance nortgages because of an interest rate change. The
particular rate at which refinancings are being done at a given
period of time is nmeasured as a “PSA’ nunber or speed; the higher
the nunber, the faster that repaynents are occurring and vice
versa.* Higher PSAs nmean qui cker repaynments of the bonds. |f PSA
speeds increase over initial estimtes, the bonds generate higher
yi el ds. This increased yield increases the market value of the

bond. The dynam c also works in reverse. Fourth, these yields

4 PSA” stands for “Public Securities Association.”



could vary quite significantly with even small changes in interest
rates; for instance, an increase ininterest rates of even one-half
a percent would decrease the rate of nortgage refinancings,
decreasing the PSA nunber, and thus stretching out over a |onger
period of time a particular tranche s receipt of principal and/or
i nterest paynents, perhaps dramatically, and in turn reducing its
yield and market price. Fifth, the volatility of the price of a
particul ar tranche corresponded roughly toits seniority. That is,
a nore senior tranche, such as an “A’ tranche, had a superior
entitlenent to the cash flow and consequently was |ess volatile.
Conversely, a “G tranche typically received no paynents until al

preceding letter tranches had been paid.?® On the upside, a
so-call ed “support-class PO, ” the last tranche in a series, mght
have very significant yields with increased refinancing rates as it
recei ved the excess cash flow in nonths or years well ahead of
those projected. The tranches on which City Coll eges |ost noney
were all “G or “H tranches of tw particular bond series,
purchased by Dr. Luhmann in el even separate transactions val ued

from$708,000 to al nost $24.5 million. In total, from Septenber 9

Therefore, the inpact of even small increases in interest
rates creating slowdowns in PSArates was felt nost dramatical ly by
the nost junior tranches. Exam ni ng one of the bonds at issue,
FNN%‘1993 205H, M. Weiner, one of the plaintiff’s experts, stated,

“[s]o this bond is really a bet on faster repaynents. |It’s a bet
on falling interest rates .



t hrough Novenber 3, 1993, City Colleges paid $100.78 mllion for

bonds with a face value of $120.7 mllion.
2
W now turn to background details. As we have said, the
individual solely responsible for Gty Colleges’ investnent

portfolio was Dr. Philip Luhmann, whose doctorate was in
education; indeed, his studies focused on school finance. Dr.
Luhmann was the long-tine treasurer for City Col | eges, appointed in
1966. Until this incident, which cost himhis job, Dr. Luhmann had
recei ved exenplary reviews. H s performance had been descri bed as

“excel l ent,” and he had been characterized as “cautious to a fault”
and “the epitone of financial conservatism” Perhaps based on this
reputation, the Cty Colleges’ board of trustees appears to have
becone conplacent inits oversight duties of himand Gty Col | eges’
i nvestnments.

These oversight failures occurred at a tine when Dr. Luhmann
was shifting his investnent strategy. In 1987, he began investing
in MBSs. In 1991, he began to purchase CM3s. This shift was not

initiated by Westcap; Dr. Luhmann did not make his first purchases

of CM3s from Westcap until the spring of 1993 and he continued to



purchase other CMO products from other brokers during the entire
time in which he purchased from Westcap. ®

W also note the Gty Colleges’ witten investnent policy,
whi ch was furnished to Westcap. That investnent policy, on paper,
appeared a conservative one.’” The policy allowed purchases of
bonds issued by federal governnent agencies. Furthernore, under
this policy, it was the duty of the Treasurer to “assure that al

purchased securities will mature or be redeemabl e by such tine as

8l ndeed, the bankruptcy court concluded that “Dr. Luhnmann
purchased PGs frombrokers other than Westcap for six nonths before
he purchased anything fromWstcap. Hi s PO purchases during those
six nonths totaled over $50 million.” (9§ 135.)

‘As provided to Westcap by at least April 21, 1993, as part of
an audited financial statenent, the policy stated:

City Colleges is authorized to invest in securities which
are guaranteed by the full faith and credit of the United
States of Anerica as to principal and interest,
repur chase agreenents, certificates of deposit,
comercial paper of certain conpanies, the Illinois
Public Treasurer’s Investnent Pool and certain other
investnents as permtted by Chapter 85, Section 901, et
seq. of t he I11inois Revi sed St at ut es, as
anended . . . . Cty Colleges intends to hold its
i nvestnents until they mature.

The I nvestnent Policy further provided:

The Treasurer may invest restricted and unrestricted
funds . . . in the followng types of securities,
provided that such securities shall wmture or be
redeemabl e on a date or dates prior to the tine when, in
t he judgnent of the Treasurer, the funds so i nvested w ||l
be required for expenditure by the Board.

(FoF, T 99.)



their proceeds are required for reasonably antici pated expenditure
pur poses.”
3

We next consider Dr. Luhmann’s interactions with Wstcap's
sal esnen, Leibold and Cetting. Underlying the bankruptcy court’s
| egal conclusions was its finding that Leibold and Cetting sold
CM>s to Dr. Luhmann, who knew very little about these securities
and |acked the neans by which to analyze the Dbrokers’
representations. The bankruptcy court found Dr. Luhmann to be
financially unsophisticated, at | east with respect to the bonds in
question. Although his doctorate in education focused on school
fi nance, the bankruptcy court concluded that the degree provi ded no
training in investnents. Finally, although Gty Colleges had
provi ded Dr. Luhmann wi th a sophi sticated financial anal ytical tool
in the formof a “Bl oonberg” system Dr. Luhmann did not know how
to use its nore sophisticated features. The bankruptcy court did
concl ude, however, that “[b]y the tinme Dr. Luhmann nmade his first
purchase from Wstcap he had certain generic information avail abl e
to him about PGCs. He knew and understood that an increase in
nortgage interest rates would have sone negative effect on the
present value of a PO~

The bankruptcy court al so nade several findings with respect

to Westcap’s salesnen’s actions and know edge. The court found

10



that Lei bold and Cetting never presented anything in witing to Dr.
Luhmann about the characteristics of these CMOs; that they never
fully described to Dr. Luhmann the risks of the securities; that
they told Dr. Luhmann that he coul d purchase and probably sell for
a profit before actually having to pay his purchase; that they knew
Dr. Luhmann was not a buy-and-hold investor; that they represented
an interest rate spike as nerely a buying opportunity; and that
they talked Dr. Luhmann into buying despite the fact that he had
voi ced his concern that he thought he was buying too nmuch. The
bankruptcy court al so concluded that “Leibold and Cetting knew or
shoul d have known that the securities being sold to Cty Coll eges
bet ween Septenber 9, 1993 and Novenber 3, 1993 conprised all or
alnost all of City Colleges’ entire investnent portfolio . ”

Mor eover, the bankruptcy court found

at Septenber 27-30, 1993 it had to be clear to Leibold,

Cetting and Westcap, if not prior thereto, that the

magni t ude of PGs being acquired by City Col |l eges was far

i n excess of any rational amount; especially in |Iight of

the volatility (interns of the present or market val ue),

the desire of Dr. Luhmann to sell the PGs he had

commtted City Colleges to acquire and the nagnitude of

t he anount Lei bold was convincing Dr. Luhmann to acquire

on and after Septenber 30, 1993.
The bankruptcy court al so stated:

This Court specifically declines to find that at

Septenber 27-30, 1993, Leibold, QCetting or Wstcap

believed that Dr. [Luhmann] knew what he was doing in

being tal ked out of selling the PGOs he already had and

into acquiring substantially nore of them (i.e., up to
$100 millionin cost). This Court finds to the contrary.

11



In this Court’s view, it is not credible that Leibold,
Cetting or Westcap coul d have bel i eved Sept enber 27, 1993
that Dr. Luhmann was in fact a sophisticated investor
(Wth respect to PGs) at the tine he was talked into
retaining the PCOs he had and in acquiring those PGs that
he di d acquire between Septenber 30, 1993 and Novenber 3,
1993. 8

Finally, the bankruptcy court concl uded:

Lei bol d knew by [approximately Septenber 27-30, 1993],
fromhis prior dealings wth Dr. Luhmann, that he was not

%W can find no evidence that supports a conclusion that Dr.
Luhmann di d not know and under stand what he was doing. |ndeed, as
we note later in this opinion, the evidence is to the contrary.
Whet her he was appropriately sensitive to the consequences of what
he was doing is another matter. Any conclusions in this respect,
however, are largely speculative and grounded in post-conduct

eval uati on. W nmeke special note that the testinony of Mark
Salter, Wstcap’'s head trader, does not support the bankruptcy
court’s characterization. M. Salter testified that after the
sales on Novenber 1 and 3 he becane concerned and “wasn’t
confortable selling himany nore POs. . . . | wasn't confortable
that this guy knew what he was doi ng any nore.” (10/7, pp. 68-69.)
Thus, it was not until after Luhmann’s purchases of the PGCs at

issue in this case that a principal at Wstcap cane to the
conclusion that Luhmann m ght not be as sophisticated as he had
once appeared to be.

We acknowl edge that Westcap’'s conpliance officer, Thonas
Anderson, had raised the Cty Colleges’ account in a nmanagenent
nmeeting as the “account of the week” in early August of 1993. (FoF
1 93.) This neeting, however, did not question the suitability of
CM>s for City Colleges or the ability of Dr. Luhmann to understand
his investnents. |Instead, Anderson’s concern focused on whet her
the “mar kups” charged to City Col | eges were appropriate in |ight of
the heavy activity in the account. There is no evidence that the
comm ssions charged by Westcap were i nappropriate. Moreover, the
testinony of M. Anderson is unequivocal that Westcap had no duty
under governnent or security deal er association rules to determ ne
suitability for institutions with substantial portfolios, such as
City Colleges. See testinony of Mark Salter, 10/7, pp. 29, 30, 31.
Mor eover, sal es of these type of governnent-backed securities were
exenpt from otherw se applicable suitability rules. Id. (10/3
vol. I, pp. 58-59.)

12



exerci sing any independent judgnent about purchasing

these POs and was relying solely on Leibold s

recommendations. . . . These circunstances, as well as

Dr. Luhmann’s obvious trust and confidence in Leibold,

which trust and confidence had been created by the

circunstances of their prior dealings, had basically
seduced Dr. Luhmann. . . . Leibold knew when he told Dr.

Luhmann [that he could purchase PCs and still sell for

a profit before actually having to purchase the

securities] that Dr. Luhmann woul d rely on his advice (or

was highly likely to) and that Dr. Luhmann did not have

any neans to determ ne what interest rates m ght do and

was not exerci sing any i ndependent judgnent at this point

regardi ng these investnents.

The district court affirned these findings, stating “[w hat Luhmann
did not know was the magnitude of the risk.”

In sum on the findings stated above, the bankruptcy court
concluded that Leibold and Cetting knowingly sold Dr. Luhmann
securities contrary to City Colleges’ investnent policy wth
respect to the type of securities sold, and with respect to the
magni t ude of purchases. Because the risks were great, and the
share of the portfolio was disproportionate, the court determ ned
that these investnents were not suitable investnents for Cty
Coll eges and that omitting to warn Cty Colleges in this respect
was material and caused the damages at issue. Therefore, the sales
pitch that a profit could possibly be nmade from additional
purchases, or by holding onto bonds already purchased, was made
m sl eading by the omssion by Wstcap that the investnent was
hi ghl y dangerous and t he si ze of the i nvestnent di sproportionate to

City Colleges’ portfolio—and hence was an unsuitable investnent.

13



Specifically, the bankruptcy court concluded that “[bJjut for
Leibold s sales tactics at or shortly before Septenber 30, 1993,
Dr. Luhmann woul d have sold out the PGs in Gty Colleges’ portfolio
t hat he bought from Westcap and woul d not have acquired those he
bought on and after Septenber 30, 1993. Gty Colleges’ |oss would
have been $2, 000, 000 i nstead of approxi mately $50, 000, 000.”
4

Finally, because we do not think that the alleged
m srepresentati ons and om ssions here, as well as the financia
| osses, can be understood or analyzed without reference to the
mar ket context, we note that it is undisputed in the record that
t he nort gage- backed securities market experienced a fluctuation of
hi storical proportion in this period. From prepaynents in the
sunmer of 1993 “at probably the fastest pace in history,”?®
prepaynents becane mnimal due to a nore than a doubling of
interest rates in a six-nonth period. Wt hout contradiction,

Westcap’s expert characterized these interest rates as an
exceptionally | arge novenent in a short period of tine. Movenent s
of this magnitude in interest rates over that short of a period is
a very rare and unusual event.” (10/9, wvol. 1, p. 91.) The

evidence at trial showed that refinancings as a percentage of al

nortgage originations fell from seventy percent of the total

°(Testinony of Mark Salter, 10/7, p. 49.)

14



originations in QOctober 1993 to approximately ten percent of
originations in QOctober 1994.
I

Now we backtrack a bit to say a word about the procedural
hi story of the case. Sonetinme after these events we have | ust
rel ated, Westcap sought refuge in bankruptcy. City Colleges filed
proofs of clains agai nst Westcap after Westcap fil ed bankruptcy in
April of 1996. These clains were tried before the bankruptcy court
in a nine-day bench trial, after which the bankruptcy court found
Westcap |iable and awarded City Col | eges damages. The bankruptcy
court entered an extensive nenorandum opinion, in which it nade
| engthy findings of fact and conclusions of |law, sone of which we
have just discussed. Upon appeal, the district court affirnmed the
determnation of liability but reversed and remanded on t he net hod
of calculation used to fix Cty Colleges’ damages. Upon renand,
t he bankruptcy court recal cul at ed damages and awarded City Col | eges
post-petition interest, a determ nation subsequently affirnmed in
whol e by the district court. This appeal followed.

11

We review the bankruptcy court’s findings of fact under a

“clearly erroneous” standard. See Fed. R Cv. P. 52(a); In re

United States Abatenent Corp., 79 F.3d 393, 397-98 (5th Gr. 1996).

“I'f a finding is not supported by substantial evidence, it wll be

15



found to be clearly erroneous.” WRGHT & MLLER, 9A FEDERAL PRACTICE &
PROCEDURE, 8§ 2585, p. 576 (1995). When the district court has
affirmed the bankruptcy court’s findings, the review for clear

error is strict. See Traina v. Wiitney Nat. Bank, 109 F. 3d 244,

246 (5th Cr. 1997). W review m xed questions of | aw and fact, as

wel | as pure questions of |aw, de novo. See Bass v. Denney (In re

Bass), 171 F.3d 1016, 1021 (5th Gr. 1999). Wether a statenent or
om ssion concerns a material fact is a mxed question of |aw and

fact, and is thus subject to de novo review. See TSC Indus., Inc.

V. Northway, Inc., 426 U S. 438, 450 (1976); In re Bass, 171 F. 3d

at 1021.
|V

The primary issue on appeal is a m xed question of fact and
| aw: whet her Westcap’s salesnen, Leibold and Cetting, nmade
material msrepresentations or omssions to Dr. Luhmann in the
course of selling Gty Colleges a highly volatile security. W
exam ne the facts here and apply Texas law, as the district court
upheld liability here on the basis of the bankruptcy court’s

finding of a violation of article 581-33 of the Texas Securities

16



Act.® See Tex. Rev. Civ. Stat. art. 581-33(A) (Vernon's Supp.
2000) .
\Y,
The Texas act, in relevant part, provides:
A person who offers or sells a security . . . by neans of
an untrue statenment of a material fact or an omssion to
state a material fact necessary to nake the statenent

made, in the |ight of the circunstances under which they
are made, not msleading, is |iable to the person buying

City Coll eges brought clains under federal securities |aw,
Texas and Illinois securities |law, and Texas comon | aw principl es
of negligence, fraud, msrepresentation, and deceit. The
bankruptcy court did not apply the Illinois Act, concluding that
the Texas Act and the Illinois Act are effectively the sane and the
result would be the sane under either Act as applied. The
bankruptcy court rejected Gty Coll eges’ common |aw clainms on the
basis that Luhmann’s reliance was not | egally justifiable under the
ci rcunst ances. Li kewi se, the bankruptcy court rejected City
Col | eges’ cl ai ns under federal securities | aw because City Coll eges
failed to neet the requirenents for reasonable reliance and due
diligence required under federal security law, a requirenent that
does not exist under the Texas statute. Specifically, the
bankruptcy court concluded that Dr. Luhmann knew of sone risk and
thus was on notice that he should determ ne the extent of his
exposure with respect to these investnents. These rulings have not
been appeal ed and are not before this court.

The bankruptcy court, however, concluded that Wstcap was
i able under common |aw principles of negligence, based on an
application of Restatenent (Second) of Torts 8§ 551(2)(c). Even if
this Restatenent section is applicable in Texas, a point of dispute
we need not reach, see, e.qg., SmthKline Beecham Corp. v. Doe, 903
S.W2d 347, 352 (Tex. 1995), that provision requires disclosure of
facts to another party to a business transaction “if he knows that
the other is . . . under a mstake as to them” For the reasons
stated in this opinion, the record does not show that Luhmann was
under a mstake as to the “facts basic to the transaction” or that
Westcap’s representatives knew that Luhmann was m staken as to
these facts. Therefore, we reject negligence as a basis for
liability for wessentially the sane reasons that we reverse
liability based on the Texas Securities Act.

17



the security fromhim. . . . However, a person is not
liable if he sustains the burden of proof that either (a)
t he buyer knew of the untruth or om ssion or (b) he (the
offeror or seller) did not know, and in the exercise of
reasonabl e care could not have known, of the untruth or
om ssion. 1!

The Texas Securities Act does not require that the buyer prove his

own due diligence. See Lutheran Bhd. v. Kidder Peabody & Co., 829

S.W2d 300, 307 (Tex.App.), judgnent set aside on other grounds,
840 S.W2d 384 (Tex. 1992). Nor does the Act require a buyer’s

reliance on the m srepresentations or om ssions. See G anader V.

McBee, 23 F.3d 120, 123 (5th Cr. 1994). Under Texas law, a
statenent or omssion is material, “if there was an appreciable
i kelihood that it could have significantly affected the investnent
deci sions of a reasonable investor by substantially altering the
informati on available to himin deci di ng whether to invest.” Beebe

v. Conpaqgq Conputer Corp., 940 S. W 2d 304, 306 (Tex. App. —Hous. [14th

Dist.] 1997, no wit). See also Lutheran Bhd., 829 S.W2d at 307

IWe note that the Act speaks exclusively to liability for
sales of a security. See, e.qg., Pitman v. Lightfoot, 937 S.W2d
496, 531 (Tex. App.-San Antonio 1996) (“[T]he plaintiff nust show
the untrue statenents were nmade before the sale occurred.”);
Ni cholas v. Crocker, 687 S.W2d at 368; Calpetco 1981 v. Marshal
Exploration, Inc., 989 F.2d 1408, 1418 (5th Cr. 1993). Here, the
| arge neasure of damages reflected in part a finding that but for
Westcap’ s m srepresentati ons and om ssi ons, Luhmann woul d have sol d
his Septenber purchases in tine to avoid major nmarket | osses
Westcap argues forcefully that there can be no violation of the
Texas statute for Luhmann’s decision to retain securities he had
al ready purchased. W need not decide this issue, however, as we
reverse on other grounds.

18



(“To be material, a msrepresentation or omssion nust have
i nfl uenced the buyer’s actions to the extent that the buyer would
not have entered into the transaction had the representati on not
been nmde.”). Thus, in considering whether an expression of
opi nion can be actionable, Texas courts |look to the statenent’s
specificity and the relative know edge of the speaker and the

recipient. See Paull v. Capital Resource Managenent, Inc., 987

S.wW2d 214, 218 (Tex.App.—Austin 1999, pet. denied). Al so,
“[ bl ecause the Texas Securities Act is so simlar to the federal
Securities Exchange Act, Texas courts |ook to decisions of the
federal courts to aid in the interpretation of the Texas Act.”

G otjohn Precise Connexiones Int'l v. JEM Fin., Inc., 12 S W3d

859, 868 (Tex. App.-Texarkana)(no wit)(citing Searsy v. Commerci al

Trading Corp., 560 S.W2d 637 (Tex. 1977)).!2 The United States

Suprene Court has defined “material” as follows: “[T]here nust be
a substantial likelihood that the disclosure of the omtted fact
woul d have been viewed by the reasonable investor as having

significantly altered the ‘total mx of information nade

available.” TSC Ilndus. Inc. v. Northway, Inc., 426 U S. 438, 449

(1976). See also Birdwell v. State of Texas, 804 S.W2d 900, 903

12See Beebe, 940 S.W2d at 306 (“Wiile cases dealing with the
federal securities laws are not dispositive concerning our
interpretation of the Texas Securities Act, they may provide
per suasi ve gui dance.”).
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& n.4 (Tex. Cim App.)(en banc)(“[A]ll of the generally accepted
[federal] fornulations [of materiality] concentrate on the
i nportance of the m srepresentati on or nondi sclosure as they rel ate
to the reasonable investor’'s decision whether to invest or
act.”)(citing cases fromN nth, Fifth, Second, and Tenth Crcuits).
Qur opinion today also is inforned by the foll om ng observati on of
the Texas Suprene Court:

An actionabl e representation is one concerning a nateri al

fact; a pure expression of opinion will not support an
action for fraud. In particular, an expression of
opi ni on about nonetary value is not a representation of
fact which gives rise to an action for fraud. Whet her
a statenent is an actionable statenment of "fact" or
merely one of "opi ni on" often depends on the
circunstances in which a statenent is nade. Anmong t he

rel evant circunstances are the statenent's specificity,
t he speaker's know edge, the conparative |levels of the
speaker's and the hearer's know edge, and whether the
statenent relates to the present or the future.

Transp. Ins. Co. v. Faircloth, 898 S. W2d 269, 276 (Tex. 1995)

(i nvol ving common | aw fraud claim.

Vi
We turn now to apply these principles to the facts of this
case. W can affirmthe conclusion that Westcap is liable to City
Colleges if the evidence supports the |egal conclusion that
Westcap’s salesnen nmade either material msrepresentations or

material om ssions that caused danage here to Gty Colleges. W
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first address the alleged affirmati ve m srepresentati ons as a basi s
for liability.
A

Al t hough City Col | eges argues broadly that Lei bold and Cetting
engaged in affirmative m srepresentations from the begi nning of
their relationship with Dr. Luhmann, Cty Colleges and the
bankruptcy court focused only on the Septenber-Novenber 1993 tine
period. This is true because the injury alleged by Cty Coll eges
resulted only fromthese transactions. City Colleges points to a
statenent by Leibold to Luhmann on or about Septenber 27-30, 1993:
Lei bol d said that Luhmann should not sell the securities Luhmann
already held and that he could even buy nore and still make a
profit. Particularly, Cty Colleges defines this statenent, in the
context of other statenents nmade, as a msrepresentation that
interest rates would go down and that Luhmann could later sell the
securities he held for a profit. Specifically, Cty Colleges
ar gues: “Westcap was found |iable because it, inter alia, (i)
affirmatively m srepresented that interest rates woul d go down, and
thus that Gty Colleges could sell the disputed securities for a
profit, and (ii) omtted to disclose the degree of risk associ ated

with the PGs if interest rates would rise.”?

3There is no evidence in the record that in the Septenber
transactions, Wstcap’'s salesnen represented to Dr. Luhmann
specifically that interest rates would go down. In fact, the
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This all eged m srepresentation also relates to the bankruptcy
court’s findings that Westcap representatives told Dr. Luhmann t hat
he could purchase and sell for a profit before actually having to
pay for his purchase; that an interest rate spike was nerely a
buyi ng opportunity; and that they thus talked Dr. Luhmann into
buyi ng despite the fact that he had voiced his concern that he
t hought he was buying too much. 4

Cty Colleges’ basic argunent admts that the only
m srepresentations made here are predicated upon an alleged
representati on about the novenent of interest rates. Lei bol d’ s
statenents nmay be high-pressure sales tactics, but they do not
anopunt to material msrepresentations. Leibold certainly did not

represent that he had special know edge as to the novenent of

bankruptcy court explicitly stated that “[i]t shoul d be poi nted out
that Liebold, in making his recommendation, did not affirmatively
m srepresent present or past facts . . . .7 (RE 256.) Interest
rates, however, would have to fall in order for City Colleges to
make a profit, which was suggested by Westcap' s sal esnen. Because
this prediction, standing alone, cannot form the basis of
liability, the bankruptcy court therefore concluded that “the
condition of the market and the direction of the market was not
open ‘equally’ to Dr. Luhmann.” (RE 256.) As we discuss, that
finding has no support in the record. |ndeed, as we discuss, the
evidence is to the contrary.

YLuhmann testified that in Septenber 1993, he told Leibold
that he did not want to purchase nore securities, that he thought
he had bought too nuch, but that Leibold neverthel ess talked him
i nto buying nore by pointing out past profits and asking i f Luhmann
could afford to pass up the possibility of future profits. (11/12,
p. 59.)
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interest rates. Indeed, he did not inply it. But, whatever the
case, Luhmann reasonably can be expected to have known that no one
can predict such novenent wth any degree of certainty, and that
expressions in this respect are only opinions.™ Mbreover, Luhmann
admtted that Lei bold nade no prom ses to hi mabout his ability to

profit.?1t Luhmann’s testinony supports only one conclusion:

BLuhmann’ s testinony i ndi cated that Lei bold’ s statenents about
the market were not unique and were not Luhmann’s only source of
information. Luhmann testified that he relied on the predictions
of another broker, a M. Herring fromPrudential, for his views on
the novenent of interest rates. (112/2, wvol. 11., pp. 51-52.)
Li kewi se, the bankruptcy court noted that “[i]n the Fall of 1993,
Prudential also gave Dr. Luhmann its opinion that nortgage rates
woul d go down again.” (Opinion, RE 233.) Thus, the record does
not even support that Leibold' s views on interest rates were
determ native in Luhmann’s deci si onmaki ng.

®\W¢ note the followi ng line of questioning:

Q Now, M. Lei bold when he nade comments to you about
the likelihood that you could sell these bonds
before the settlenent date didn’t nake any prom se
to you that that woul d happen, did he?

A [ Luhmann] No.

Q And he didn’'t nmake any assurance to you that that
woul d happen did he?

A No.

Q And he didn't quantify how likely he thought it
was, did he?

A No.

Q And he didn’t give you any explanation of why he
t hought that was |ikely?

A No.

Q Did you ask himany questions about what the basis
for his belief that you could get out of these
before the settlenent date at a profit was?

A No, it was going on past experience.

Q Did you ask him how certain he was that your

experience in these bonds woul d be the sane as they
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Luhmann knew Lei bold’s expression of opinion or prediction was
based on unpredictable interest rate changes, or, in other words,
was just a best guess. Thus, the very basis of the alleged
m srepresentation is sinply a nonactionabl e opi nion upon which no

liability can rest. See, e.q., Krimyv. BancTexas G oup, Inc., 989

F.2d 1435, 1446 (5th Cr. 1993); Raab v. CGeneral Physics Corp., 4

F.3d 286, 290 (4th Gr. 1993) (“No reasonable investor would rely
[on ‘loose prediction[s]’ of growh]. . . . ‘[P]rojections of
future performance not worded as guarantees are generally not

actionabl e under the federal securitieslaws’”)(citationomtted.)?

were in the past?

A No.

Q You understood, did you not, that market conditions
woul d det erm ne whether you could get out of these
bonds before the settlenent date at a profit?

A Yes.

Q And t hose market conditions included what was goi ng
to happen with the rate of interest?

A Yes.

Q And it was going to depend sonewhat on what
happened to nortgage paynents and how qui ckly they
wer e made.

A Yes.

(11/12, vol. I, pp. 79-80.)

"Some of the bankruptcy court’s conclusions, noreover, seem
contrary to any concl usion that representations about the novenent
of interest rates could serve as a materi al m srepresentation. For
i nstance, the court stated: “[T]his Court concludes that since Dr.
Luhmann was aware that nortgage interest rates mght or m ght not
decline in the near term and that an i ncrease i n nortgage i nterest
rates woul d have a negative i npact on the present val ue of the PGCs,
that he was under a duty to determ ne the extent of the risk of a
potential increase in nortgage interest rates prior to acquiring
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Theref ore, because Luhmann knew that no one could reliably
predict the novenent of the relevant interest rates, we nust
concl ude t hat West cap made no mat eri al affirmative
m srepresentation to Dr. Luhmann with respect to the sale of these
securities.

B

Gven this conclusion, liability must rise or fall on the
finding of materi al om ssions regardi ng the high-risk nature of the
purchased securities, as well as omssions wth respect to the
relative size of Luhmann’s investnent in these securities. The
bankruptcy court referred to this om ssion as one of “suitability,”
that is, that Westcap’s sal esnen knew that the risk and size of
City Colleges’ investnent in these securities was not suitable for
the size and purpose of the Gty Colleges’ portfolio. Because
Lei bold and Cetting were fully aware of this “unsuitability,” their

failure to warn Luhmann of the extraordinarily high risk of

these securities.” (Opinion, RE 247-48.) A finding that he was
aware that nortgage rates mght nove in either direction undercuts
the materiality of any all eged m srepresentation.

Addi tional Iy, the bankruptcy court concl uded: “Apparently Dr.
Luhmann never considered that the downward spiral of nortgage
interest rates that Gty Colleges had benefitted from (in buying
POs) during the period Novenber 1992 to Septenber 1, 1993 woul d
cone to an end and catch himw th an i nventory of PGs that declined
in market value.” (Opinion, RE 245.) That statenent suggests that
the fault here was Luhmann’s basi c di sregard of the plain fact that
where a market value increases, it may also fall
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investing too nuch in these securities was a nmaterial om ssion
under Texas securities |aws.

As we have earlier noted, under Texas law, an om ssion is
material only if the fact or facts omtted woul d have substantially
altered the information available to the investor relative to his

i nvest nent deci sion. See Beebe, 940 S.W2d at 306; Lutheran Bhd.,

829 S.W2d at 307. It is uncontested that Leibold and Cetting did
not specifically discuss the suitability of the Septenber
transactions in terns of risk and size relative to Gty Coll eges’
portfolio. Thus, we think whether the om ssion here-—-the failure
to warn of the unsuitability of this investnent--was nmateri al

turns on whether Leibold and Cetting had special know edge of the
ri sks of these securities and speci al know edge of the size of city
Col l eges’ investnent in these securities that Dr. Luhmann did not
have, which special know edge could have affected his decision to

pur chase.

1
First, and forenost, the record anply denonstrates that
Luhmann was aware of the significant risks associated with these
securities. Luhmann admtted that in the fall of 1993, the
critical period here, he was cogni zant of the relationshi p between

interest rate novenents, especially increasing interest rates, and
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his ability to profit through quick purchases and quick sal es of

t hese securities.®

8For instance, Luhmann testified to the foll ow ng:

Q You understood, did you not, that market conditions
woul d det erm ne whether you could get out of these
bonds before the settlenent date at a profit?

A Yes.

Q And t hose market conditions included what was goi ng
to happen with the rate of interest?

A Yes.

Q And it was going to depend sonewhat on what
happened to nortgage prepaynents and how quickly
t hey were nade.

A Yes.

Q Now, at the tinme M. Leibold gave you his views
about what was likely to happen with the market
price you in fact knew that the rate of prepaynents
of nortgages determned how nuch and how fast
prepaynents on PO securities would be nade,
correct?

A | believe so.

Q And you knew that this rate of prepaynent affected
the yield that you would receive on a security,
principal on the security. |Is that right?

A | suppose so.

Q And you knew that if the prepaynent slowed the
average length or life of that bond would increase
so that the anmpunt that you could receive on the
bond woul d be stretched out in tine.

A Yes.

Q And that is in fact how yield is determ ned,
correct?

A Yes.

Q And you knew, did you not, that if the |ength of
the bond was stretched out so that the yield was
very low, the price for the bond would be |ower
than the price would be if the yield on the bond
was very high

A That nakes sense, yes.

Q Now, you consi dered whether you wanted to buy the

bonds in light of the fact that you m ght not nake
a profit before the settlenent date, didn't you?
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Testinony related to Luhmann’s understanding of the PSA/vyield

dynam c al so supports this conclusion.® Based on this testinony,

A | suppose | did.

Q And you went ahead and bought them anyway, correct?

A Yes.

Q And you bought them knowing that there was a
possibility that you weren't going to be able to
make a profit before the settlenent date.

A | suppose so.

Q In fact, you knew that there was a possibility that
you woul dn’t be able to nake a profit on the bonds
ever; you mght have to hold themuntil maturity,
correct?

A That was ny usual assunption, that if | couldn’t

sell them!| would hold them yes.

W& note the follow ng exchange related to a yield table
printed in July of 1993:

Q And this yield table indicates that if interest
rates went up 100 basis points, the PSA woul d
likely drop to 375 and the yield would drop from
slightly over 11 to about three-and-a-half,

correct?

A That’ s correct.

The Court: . . . So, a 1 percent change in interest
rates . . . would produce alnobst an 8
percent change in the yield.

A That’s correct, because the Iength of the security

woul d have been — because the security would have
been paid out over a much | onger period.

The Court: Ckay. And why is that true? O what was
your understandi ng about why that would
be true?

A Because the prepaynents wuld go down and,

therefore, it wouldn’t be paid off as soon. |f the

interest rates went up, people wouldn't refinance
their nortgages as often, and so the prepaynent
speeds woul d go down and t he nortgage woul dn’t be -
the total wouldn’t be paid off as quickly.
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it is abundantly clear that Luhmann knew t he dangerous ri sks behi nd
t hese securities.?

In addition to his explicit testinony, Luhmann’s history of
purchases further wundercuts the finding that he |acked the
awar eness of the risks of the securities he was purchasing. It is
undi sput ed that Luhmann began purchasing MBSs in 1987, and CM3s in
1991, several years before his dealings with Wstcap in 1993.
There is nothing in the record that supports an inference that

t hese purchases were made i n i gnorance.? To be sure, he had traded

in approximately $50 million worth of these very sane securities
with other brokers. These products were as conplex as those
(11/12, vol. 11, pp. 37-38.)

20 additionally note Luhmann’s testinony that he had access
to nortgage rate information on his Bl oonberg system (1d. at pp.
39-40). Mor eover, when asked if he thought soneone else could
predict interest rate novenents, he replied, “No, but | guess | was
relying basically on the brokers to advise ne on what was a good
thing to do.” (ld. at p. 41.)

2'The bankruptcy court correctly found that “Dr. Luhmann had
acquired PGCs for Cty Colleges prior to comencing to buy themfrom
Westcap. As a result, through prospectuses and ot her sources he
had detail ed information avail abl e to hi mabout the characteristics
of PCs. (RE 242.) Al though Westcap did not provi de prospectuses to
Dr. Luhmann, Dr. Luhmann testified that these docunents did not
play a role in his decisionmaking. Mreover, the prospectuses that
he di d have provided explicit warnings about PCs. For exanple, a
spring 1993 docunent, cited by the bankruptcy court, warns that PGs
are not suitable for all investors, that the yield is sensitive to
nort gage repaynents, and that “[t]he timng of changes in the rate
of prepaynents may significantly affect the actual yield to
maturity to investors . . . .7 (RE 242-43.)
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securities on which Cty Colleges |ost noney. It is undisputed
that Luhmann had prospectuses for other CMO securities he had
pur chased. He had seen and analyzed yield tables from his
purchases from other brokers and from Westcap. He possessed a
system capabl e of anal yzi ng these securities, and admtted he knew
how to use it sufficiently to appreciate the risk of these
securities.? These prior purchases and sales, the facts of which
were undi sput ed, inply know edge about the basic risk

characteristics of the purchased securities.?®

22

Q By this time, Dr. Luhmann, March of 1993, what
types of investnent analysis had you | earned to do
Wi th respect to collateralized nortgage obligations
on the Bl oonberg which you had purchased in the
fall of 19927

A | had | earned howto pull up the yield table and to
put in the price of the securities as it was
of fered and to substitute various PSAs in the table

and to see what that would - how those - these
t hi ngs woul d affect the projected yield and paynent
W ndows.

(11/4, vol. 1, p. 32.)

ZFinally, we note that several of the bankruptcy court’s
findings as to Luhmann’s understanding of the risk of these
securities, and his determnation as to the suitability of these
securities for his portfolio, cut across the judgnent below. For
i nstance, on the suitability question, the bankruptcy court found
that “Dr. Luhmann shoul d have realized that these securities were
unsuitable for Gty Colleges,” (RE 227), and that “Dr. Luhmann
apparently felt that the di sputed POs were suitable for purchase by
City Colleges because they offered the potential of a good yield
and because he had been successful in selling the previous
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2
Qur review of the record also convinces us that there is
sinply no evidence to suggest that Wstcap possessed special
know edge on which to nake a suitability determ nation about the
size of the sale of these bonds vis-a&-vis Gty Colleges’
portfolio.?
(a)
First, it is undisputed that Luhmann refused to disclose the
City Colleges’ portfolioto Wstcap. |I|ndeed, Luhmann adm tted that

it was not his practice to provide his portfolio to brokers.?

purchases at a profit at or near the settlenent date . . . .” (RE
228.) On the question of Dr. Luhmann’s understanding of the risk
wth these securities, the bankruptcy court stated that “Dr.

Luhmann nust have understood what a one percent (1% increase in
nortgage interest rates would negatively affect the present val ue
of a PO. Dr. Luhmann did not stop to think about the effect of a
one-quarter percent(1/4% increase in nortgage interest rates.” (RE
245.) Moreover, the bankruptcy court found that “Dr. Luhmann knew
t hat Lei bold m ght be wong about interest rates. Therefore, while
he was persuaded and m sl ed, he was not deceived in the sense that
he knew Lei bold m ght be wong. He was deceived into believing
that the odds were nore in his favor that they were.” There is no
evidence in the record to support a finding of deception.

Therefore, these statenents serve only to undermne the |ega

concl usi ons of the bankruptcy court.

24Al t hough t he bankruptcy court found that Lei bold and Cetting
generally knew the size of the Cty Colleges portfolio, our
reading of the record indicates that this is not altogether clear.

2°Al t hough the bankruptcy court did not credit Wstcap's
testinony, we note that this testinony is consistent with Luhmann’s
testinony. For instance, Cetting testifed that he asked for Cty
Col | eges’ portfolio, but Luhmann said that he did not have one
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(11/12, p. 15.) Luhmann also admtted that he did not tell Leibold
and Cetting, or others, City Colleges’ cash flow needs.?® (11/12,
vol. Il, p. 11.) Furthernore, there is nothing in the record to
suggest that Leibold could have known the extent of purchases from
ot her brokers, i.e., that Luhmann was al so purchasing mllions of
dol lars of other CM>s from other brokers.? In sum the evidence
does not support a conclusion that a warning from Westcap woul d
have i nparted anything that Luhmann did not already know given his

Il ong history of transacting in these securities, the scale of his

avai l able. (Cetting, 10/4, p. 45.)

2®\WWest cap’ s testinobny was consistent in this respect. For
i nstance, Leibold was asked, “[d]id [Luhmann] ever give you any
information prior to the conversations you had with him begi nning
in Novenber of 1993 about any cash flow needs or nobney needs or
payrol |l issues, anything of that sort?” Leibold replied, “No, he
did not.” (10/2, vol. IIl, p. 147.) (See also TR 10/1, vol. II, p.
186, 222; TR 10/2 vol. |, p. 6; 10/2, vol |, pp. 44-46.)

2'Luhmann gave every indication to Leibold and Cetting of being
a sophisticated investor: He had a portfolio neasured in the tens

of mllions; he had traded extensively in the very securities
Westcap was selling; and he worked with a substantial nunber of
br okers. Furthernore, he possessed the tools necessary to

appreciate the risks involved with his investnents. Specifically,
he had a $20,000 per year split-screen Bl oonberg system Al so,
Luhmann did not enter into a relationship with Wstcap easily;
al nost a full year passed fromWstcap’'s first contact with Luhmann
and his first purchase. Such initial reticence inplies the
capacity for independent decision-nmaking. Luhmann’ s i nvest nent
pattern—-buyi ng and qui ck selling/profit taking and not hol di ng any
one security nore than five weeks--also tends to denonstrate
sophi sti cati on. This appearance of sophistication is relevant
because it speaks to whether Westcap knew about the materiality of
its omssion. See Tex. Rev. Cv. Stat. art. 581-33(A)(2)(b).
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prior transactions, his superior know edge of his own portfolio and
cash flow needs, and his denonstrated trading success in these
bonds.

(b)

Second, because the district court held Westcap liableto City
Colleges for its failing to warn it about the risk of overbuying in
proportion to its portfolio, we think it relevant that Luhmann’'s
superiors, who clearly understood the size and purposes of City
Col l eges’ s portfolio, were also aware of the Luhmann’s i nvestnents
in these securities. |In other words, not only was Luhmann fully
aware of the risks of these securities vis-a-vis City Colleges’
portfolio, but so too were those to whomhe answered. Luhmann nade
quarterly reports to Gty Coll eges’ board of trustees, reports that
were first reviewed by the board’s Committee on Financial and
Adm ni strative services. These reports listed the investnents the
City Colleges held.?® The City Colleges’ board of trustees was
conprised of individuals with sophisticated | egal, accounting, and
financi al backgrounds capabl e of anal yzing these reports.

M. Gdwtz, the chairman of Cty Colleges’ board, admtted

t hat he knew that Luhmann had dramatically varied the size of his

28See Fischel testinmony, 10/9, vol. |, p. 43, (“[T]he inform-
tion regarding the amount of Cty Colleges’ investnents in
nor t gage- backed securities of various types in conparison to the
total investnents made was disclosed to the board . . . .7).

33



hol dings in governnent agency MBSs within a period of nonths,
despite the fact that Cty Colleges’ investnent policy was one of
| ong-term hol di ng and that these were bonds with twenty to thirty-
year maturities.?® Gdwitz also knew that Luhmann was receiving
rates of return double to triple the yields from other governnent
securities, which indicates a high risk.3 Gadwtz testified that
he never informed Luhmann that he thought his actions were not in
conformty with Cty Colleges investnent policy. An out si de
audi tor made no nention that Luhmann’s investnents were violating

City Colleges’ investnent policy.3® Consistent with this evidence

2%l ndeed, hol di ngs of these securities as reported at one point
quadrupled from the |ast preceding report. As of Novenber 30,
1992, the board knew that Luhmann had invested alnost fifty
percent, or $53.5 mllion, of City Colleges” portfolioin MBSs. By
March of the next year, this nunber had fallen to approxi mately $28
mllion. Then, in May of 1993, Luhmann reported that he held $73.2
mllion in MBSs, or seventy-five percent of its total portfolio.
| ndeed, the investnent summary sheet provided to the Finance
Commttee dated May 31, 1993, shows the follow ng investnents:
$7.85 mllionintreasury securities; $12 mllion in “G\NVMA Mortgage
Backed Securities”; and $73.2 nmillion in “Qther Agency Mortgage
Backed Securities.” See also DX 15.11, “Sunmmary of |nvestnent
Reports to CCC Financial and Adm nistrative Services Committee
3/31/90 - 9/30/93,” (detailing Gty Colleges’ total investnents on
given dates, with anmounts and percentages held in “other agency”
MBSS) .

%Based on this report, Gdwitz stated that he nade a nental
note to call Dr. Luhmann because he thought this nunber was
“unusual l'y high and significantly high.” Gdwtz never, however,
cal | ed Luhmann.

31See Fischel testinobny, 10/9, vol. I, p. 46: “And then, if

you |l ook at the financial statenent itself, there is a statenent by
Art hur Anderson that the financial statenents referred to, present
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are Luhmann’s statenments that he had no discussions with the
auditors about the propriety or legality of his investnents.

Thus, the evidence fairly shows that Gty Colleges was well
aware of Luhmann’s pattern of investnent practices as related to
t hese securities. In sum Luhmann and the City Colleges had in
their possession the informati on necessary to appreciate the risks
of the investnents he was nmaeki ng. Luhmann, and the board, knew the
overall size of Cty Colleges’ portfolio and the percent of that
portfolio held in MBSs. Thus, given this superior know edge on the
part of Luhmann and his superiors concerning the risk of these
securities in proportion to the size and purpose of City Col |l eges’
portfolio, any om ssion on the part of Wstcap about the risk of
and magni tude of purchases nmade in the fall of 1993 sinply could

not have been material to investnent decisions that were nmade. %

fairly inall material respects, the financial position of the Cty
Col | eges, and that everything done is in conformty with generally
accepted accounting principals, and significantly, there is no
statenent about any non-conpliance with the investnent policy,
which is what Arthur Anderson is del egated to i nvesti gate pursuant
to the policy itself.” See also id. at 54-56.

32\W¢ shoul d make clear that Westcap's | ack of supervision nmay
wel | have contributed to the extent of these sales. As found by
the bankruptcy court, Wstcap can be faulted for its system of
internal checks against aggressive salesnmanship. The record,
however, equally denonstrates City Colleges’ failure to exercise
its supervisory duties over Luhmann’s investnent activities, a
failing that contributed to the overbuying of these securities.
Each of these facts, however, has limted rel evance to this appeal,
which turns on whether the alleged msrepresentations and/or
om ssions were material to the purchasing decisions made by City
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In the final analysis, we think, as the record nmakes clear, that
t he cause of these trenendous financial | osses was not any materi al
m srepresentati ons or om ssions on the part of Westcap, but instead
resulted fromthe m ssteps of an individual who, perhaps because of
| ack of supervision or too-good sal esmanship, sinply | ost his way. 3
VI |

In sum for the reasons we have di scussed in sone detail, the
record in this case shows that Dr. Luhmann knew Westcap had no
speci al know edge regarding interest rates and no special ability
to predict the novenent of these rates. The record al so shows t hat

the statenents that Wstcap allegedly omtted would not have

Col | eges through Dr. Luhmann

3Luhmann admtted explicitly that his over purchases were a
sinple case of losing track of what he was doi ng.

The Court: By why 80 mllion. |  nmean, out of
whatever it was, 110 or whatever, that’s
the thing that kind of surprises ne —

[ Luhmann] : Yes, it —

The Court: —- for a conservative investor to put 80
percent into one security, one type of
security.

[ Luhmann] : Yes, | knowit’s no reason and it doesn’t

excuse ne for doing it, but at the tine |
was awfully busy and | really lost track
of where we were. | should have kept
better track, but | didn't.

(11/12, vol. Il, p. 42.) Therefore, the responsibility nmust fal
on Luhmann
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substantially altered the information available to Dr. Luhmann or
Cty Colleges in deciding whether to invest because all the
necessary information about the risk of these bonds, and their
appropriate place and proportion in Gty Colleges’ portfolio, was
known to Dr. Luhmann and/or his superiors. Therefore, because City
Colleges’ <claim under the Texas Securities Act fails the
“materiality” requirenent, the judgnent of the district court is
REVERSED and the case is REMANDED for entry of judgnent for
West cap.

REVERSED and REMANDED for entry of judgnent.
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