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Dear Mr. Travis: 

You have asked whether, under article XVJ, section 67 of the Texas Constitution 
and section 815.103 of the Govemment Code, the Employees Retirement System of 
Taras(the”ERs*)mayinvestitsfundsinequityswapcontractsand,mon~~y,in 
inwest rate swap contracts. You descrii these iransa&ons as follows: 

An investor, such as the EW, negotiates a contract with a broker or 
dealer whereby agreed upon cash tlows are exchanged. For 
exampl~theinvestor,theERS,wantingtogainexposuretoa 
particularforeignstockindex,mightcontmcttoexchangethecash 
flowofsomefixed~~ormoneymarketsacurityslnadyowned 
ortobepurchasedbytheERSinmtumfbrapercentageofthe 
appreciation in the value of the agreed upon stock index. 
Alternatively, the ERS could exchange a cash flow equivalent to 
some published interest rate as a vtage of some agreed upon 
amount, known as the notional amount. The cash flow is paid by the 
bestor periodically throughout the term of the contract, while the 
penmtage of the stock market appreciation tie due to the 
investorispaidattheendofthete-rmofthecontract. Theadvantage 
to the investor is an opportunity for equity exposure with the 
potential of returns greater than from the underlying fixed income 
security. While the principal remains safe, the anticipated income 
stream is invested in a manner that provides for diversity of the 
investments. lf the stock index declines, all that has been risked is 
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theincomestream&omthefixedincomeseanity,andtbeptipal 
amolmtoftheorigim7limwiuwtisstiureceivedatmaturhy.’ 

Article XVI, section 67(a)(I) of the Texas Constitution authorizes the le+lamre 
to amct general laws establishing retirement systems for public employees and ol&ers. 
Sucba~syotanholdsitsassetsintrustforthebenefitsofmembers. Theboardof 
tnrsteesofastatmidebeasfitoystemmust”imrestthefUndsofthesystaninrnrch 
se&ties as the board may consider prudent investments. . . ,. The legislature by law may 
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fbrtherrestrictthe. imwtmed discretion ofa board.” Id. ~67(a)(3)(anpbis added). 
Article XVI, section 67(b)(2) requkes the legislature to establish the ERS “to provide 
bedIts for officers and employees of the state and such state-mm officers and 
employees of appellate courts and judicial districts as may be included under the system by 
law.” See perally 2 D. BRADEN, THE CONSTITUTION OF THE STATE OF TEXAS: AN 
ANNOTATED Am CoMPrUUnVE ANALysls 814-21 (1977) (disawsing article XVI, 
section 67). 

In chaptex 815 of the ~Govemment Code the k&ature has provided for the . . rdmuustration of the ERS. Section 815.103(a) designates the ER!Ys board of trustees as 
tbe@usteeoftheERS’sassets. SeealsoGo~code~815.310(a)(establishingtrust~ 
for ERS with state treasurer). Section 815.103@) authorizes the board of trustees to 
*acquire+ bold, manage, purchase, se& as.+= trade transfer, and dispose of any 5eah& 
~d~~debt,orotherinvestmentinwhichthe~system’s~maybe 
hvested.” (Emphasis added.) See Gov’t Code Q 815.307 (p-i duty of care). 
Unfbmak&, neither article XVI, section 67 of the consdtution nor chapter 815 of the 
Go-ammeat Code defines “security” or “securities.* 

In ktorney Oened Opinion MW-152 (1980) this o&e consideraI the autlhty 
ofthaTeechaRetiremenSsystantoinvestinrealestateormortgageartificates~ 
by red property. Article XVl, section 67(a)(3) requires the Teacher bthnent Systan, 
lilcctbeERs,to~~thesystem’sfundsonlyinthoseseauitiesthatthesystem’sboard 
of bustees conbiders prudent be&men&. Attomey Genexal Opinion MW-I52 (1980) at 
1(quot@~ex.Const.aMVl,~67). Todet~whethertheproposedimrastments 
wae~forpuposesofarticleXM,section67oftheco~~tbeopinion 
relied on the definith of “secmitk” that article 5814, V.T.C.S., artbhs, as well as 
~cial~~o~ofthetamunderbothstateandfadaallaw. Sceidatat. Inour 
opinion, Attorney General Opiion MW-152 correctly defined the word %xurities* in 
article XVI, section 67(a)(3) of the Texas Constihtion by applying the de&n&ion in article 
5814, V.T.C.S. We ah believe the same definition properly may be applied to delke 
the word “seauhy” in section 815.103(b) of the Govemment Code. 

Article 5814(A). a part of the !kauities Act, V.T.C.S. title 19, cumatly defines 
the tams “gccuTity* or “secGties” to include, with certain exceptions irrelevant hae, 

anylimitedpartnerinterestinalimitedpartnership,shaqsto& 
treamyst&stockcerti6cateunderavotingtrustegreement. 
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wllateral trust wrtifid~ equipment trust cutiscete, preorgani- 
zation rxrtiiicate or receipt, subsaiption or reorganhtion 
oatificate. note, bond, dm mortgage certilicate or other 
evidwce of indebtedness, any fom of co- paper, cut&ate 
in or under a profit sharing or participation e%reemaa, certificate or 
anyinstrumeatrepresentinganyhterestinorunderanoiJgasor 
miningkase,keortitlc,ormycuti6cateorhtmmentqmmting 
orsecuredby~interestinanyor~ofthecapital,propaty.Isseta, 
profitsoreamingsofanycmpauy,investmentcontrad,orany 
othexhsmmentcommonlylmownasaseuuity,whethersimkto 
those herein refbred to or not. 

We note that the definition of *security” or “securities” in article 5814(A) is substahlly 
similar to the de6nitions of “aearrity” in the federal securities Act of 1933, 15 U.S.C. 
5 77l$l)? and the f&ml Seanities Exchange Act of 1934,lS U.S.C. 6 78c(a)(10).4 See 
seayv. c mnmereiol Thading Gwp., 560 S.W.2.d 637, 639 (‘Rx. 1977) (stating that 
~of”sennity”iaTexassecuritiesActisrlmostidenticalto~~infcdaal 
seauitig Act of 1933); CIoylan Brokmge C o. v. Mouer, 520 S.W.2d 802, 806 x1.3 
(Tex. Civ. App-Austin 1975, writ refd ar.e.) (same). State comta, incI* the Texas 
Suprane Court, have. heqmted the de&&ion of “seuity” in article 581-4(A), V.T.C.S., 
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in acwrdance with cxmsbudons of the fedanl dehitions of “semity.” See gemm& 
Seaqv, 560 S.W.2d 637; Cloyion Bmkemge Co., 520 S.W.2d 802. We bdieve, 
~o~thattheStatesaauitiesBoerdislilrclytordyupon~~offedaalcourts 
andthefcdaalSearritits~ExchangeCommissionind~whethaaparticular 
drument is a seanity for purposes of article 5814(A). In our opinion, aasumbg the 
ER!3boardhasdetmhcdthathestingitsfimdsinequityswapc.ontfactsorint~rate 
wvspcoatrodsieaprudaaimstment,thcERSmayiavestitsfUodsin~~contractsif 
the wntmcts are securities under either federal or state seuuities lawss 

The fedaa Securities and Exchange Commission has yet to determina whether a 
swapcontractisasewityforpurposesofthefbdaalsewitieslaws. See58FedReg. 
27,487 n.4 (1993). We are advised that, &wise, the State Swurities Board has yet to 
de&mine whether a swap contract is a security for purposes of the state securities laws.6 
Wewilldefatothcjudgmentofthese~bodiesasto~aswapcontractisa 
“sewrity.” Until the Secmities and Exchange Commission or the State Securities Board 
malressucbad~~~weadviseyouto~estERsfiutdswlyiathose’sewiti~ 
[that the ERS] board may consider prudent investments.” See Tex. Const. art. XVI, 
5 6%X3). 
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SUMMARY 

~EmployeeslkuimmtSystanofTexasmayinvestits 
fimdsinmqityswapcontraUoraaintemstratcswapcontradif 
thepartiadartmwctkmco&tutcsa”secu&y”underthede6nition 
of “sewrhy” in article 5814(A) of the Texas !huritk Ad. 
V.T.C.S. tit. 19, or undo the deli&ions of “q in the federal 
securities lqq 15 U.S.C. 38 77b(l), 78c(a)(lO). 


