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(57) ABSTRACT 

A business entity creates a real estate investment trust. The 
trust issues shares of preferred stock, each of which is 
associated with either a forward purchase contract obligating 
the holder to purchase common stock of business entity at a 
predetermined future time, or a warrant to purchase common 
stock. The preferred stock of the trust may be exchangeable 
for capital stock of the business entity upon the occurrence 
of a predetermined event. In this way the entity is able to 
insert capital with significant equity characteristics into its 
capital structure, and in the case of a financial institution, can 
provide favorable regulatory treatment of the capital that is 
raised. 
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FINANCIAL INSTRUMENTS AND METHODS 

[0001] This application claims priority from U.S. applica- 
tion Ser. No. 101249,884 which is incorporated herein by 
reference. 

BACKGROUND OF INVENTION 

[0002] The invention relates generally to financial instru- 
ments and methods used therewith, and relates more par- 
ticularly to instruments and methods making use of real 
estate investment trusts. 

[0003] Capital structure.-Businesses often raise capital 
in several different ways, including debt and equity capital 
and other approaches falling between the two. For any 
particular business its capital structure may significantly 
affect its regulatory status, its ability to borrow money, and 
other aspects of flexibility in financial planning. 

[0004] In the case of a financial institution, its capital 
structure is typically evaluated in relation to certain risk- 
based capital ratio and leverage ratio guidelines issued by 
the Federal Reserve Board, the Office of Comptroller of the 
Currency, Office of Thrift Supervision, the Federal Deposit 
Insurance Corporation, or banking regulators of the various 
states. For other regulated institutions the regulator may be 
for example the Securities and Exchange Commission and 
for insurance companies, the various state insurance regu- 
lators. As will be discussed in some detail below, the benefits 
of the invention may offer themselves to any business entity 
that is regulated by a regulator as to its capitalization, 
including banks and insurance companies, and thus in this 
context the term "financial institution" will generally be 
used as a shorthand for "an institution regulated by a 
regulator with respect to its capitalization. As will be dis- 
cussed below, in an exemplary embodiment a financial 
institution may be a commercial bank. 

[0005] Generally, a financial institution's capital is divided 
into two tiers. Tier 1 capital typically includes common 
equity, noncumulative perpetual preferred stock, and minor- 
ity interests in equity accounts of consolidated subsidiaries, 
less nonqualifying intangible assets such as goodwill and 
nonqualifying mortgage and non-mortgage servicing assets. 
Tier 2 capital typically includes, among other things, cumu- 
lative and limited-life preferred stock, hybrid capital instru- 
ments, mandatory convertible securities, qualifying subor- 
dinated debt, and the allowance for loan and lease losses, 
subject to certain limitations. Total capital is the sum of Tier 
1 capital plus Tier 2 capital. The leverage ratio is the ratio of 
Tier 1 capital to adjusted average total assets. 

[0006] On one measure, an institution may be considered 
"adequately capitalized" if it has a total risk-based capital 
ratio of at least KO%, a Tier 1 risk-based capital ratio of at 
least 4.0% and a leverage, or core capital, ratio of at least 
4.0% or at least 3.0% if the institution has been awarded the 
highest supervisory rating. An institution may be considered 
"well-capitalized" if the foregoing ratios are at least 10.0%, 
6.0%, and 5.0%, respectively. The Federal Reserve Board 
guidelines relating to Tier 1 and Tier 2 capital have been in 
effect for more than ten years. 

[0007] For many corporations that are not financial insti- 
tutions, the capital structure of the corporation will affect the 
corporation's flexibility and ability to raise money from 
capital markets as well as the cost-effectiveness thereof. 

Among other things, the capital structure will affect the 
ratings that rating agencies will give to its financial instru- 
ments. For each financial instrument issued by an entity, a 
rating agency may evaluate the amount of "equity credit" to 
give to the instrument. In a simple case, for example, a rating 
agency will generally give 100% equity credit for common 
stock, 50% equity credit for preferred stock, and no equity 
credit for a pure debt offering. This equity credit contributes 
to ratios which influence the ratings which a rating agency 
is willing give to the corporation's financial instruments. 

[0008] It will thus be appreciated by those skilled in the art 
that business entities have good reason to devote substantial 
attention to their capital structure. A financial institution has 
reason to make sure that enough of its capital is Tier 1 
capital. Other corporations have reason to seek a capital 
structure that prompts ratings agencies to view them favor- 
ably. 

[0009] Taxation.-Those who design financial instru- 
ments must necessarily consider the likely tax treatment for 
any particular proposed financial instrument or method. In 
the United States, for example, for most corporations the 
dividends paid to shareholders are not tax-deductible for the 
corporation. This leads to what is commonly termed "double 
taxation," in which income is taxed first at the corporation 
and then, after dividends are paid, is taxed a second time at 
the shareholders who receive the dividends. 

[0010] REITS.-Areal estate investment trust ("REIT") is 
a company dedicating to owning certain types of assets, 
generally land, buildings, and mortgages, established to 
comply with provisions of US tax law that provide favorable 
tax treatment if certain conditions are met. (These types of 
assets, land, buildings, and mortgages relating thereto, may 
be termed "real-estate-related assets." or "REIT-eligible 
assets.") The detailed provisions of US tax law relating to 
REITs are well known to those skilled in the art. Chiefly, to 
be a REIT the company is required to pay nearly all of its 
income (at least 90%) to shareholders in the form of divi- 
dends. The REIT must have at least one hundred sharehold- 
ers. The REIT must not be controlled by five or fewer 
individuals. Importantly, under US law the REIT is permit- 
ted to deduct from its income (for purposes of federal 
corporate income tax) the dividends paid to shareholders. In 
an exemplary embodiment a REIT is a corporation which 
has made an election under US tax law to be treated as a 
REIT. REITs have been in existence for over a decade. In 
this context the term "real estate investment trust" will often 
be used as a shorthand for "a corporation which has elected 
to be treated as a real estate investment trust." 

[0011] As is well known to those skilled in the art, 
REIT-eligible assets are generally defined as land, buildings, 
and inherently permanent structures. (Inherently permanent 
structures are defined structures that are incapable of being 
moved, that are designed to remain permanently in place, 
that have a high expected or intended length of affixation, 
that would reauire substantial time and effort to remove. that 
would sustain significant damage if moved, and not reusable 
at a different site.) Such REIT-eligible assets also include 
mortgages on real property. Excluded are assets accessory to 
the operation of a business, such as machinery and assets 
connected to machinery. 

[0012] Under US tax law, satisfaction of certain require- 
ments provides for a REIT to be tax-exempt from a corpo- 
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