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Subjec t : E l i g i b i l i t y f o r Rediscount 
of Cotton Factors* Paper, 

Dear S i r : 

There i s quoted, below, f o r your informat ion , the t ex t of a l e t t e r 
r e c e n t l y addressed t o one of the Federa l Reserve Banks, in which the Board 
d e f i n e s i t s view a s to the e l i g i b i l i t y of cot ton f a c t o r s ' pape r : 

"The Federal Reserve Board has c a r e f u l l y considered the ques t ion 
whether co t ton f a c t o r s 1 paper may p rope r ly be cons idered e l i g i b l e f o r r e -
discount a s commercial paper wi th in the meaning of Sect ion 13 of the Federal 
Reserve Act . The Board i n i t s cons ide ra t ion of t h i s sub j ec t has examined the 
b r i e f submitted by the d i r e c t o r s of the Memphis Branch of the Federal Reserve 
Bank of S t . lAi i s* toge ther With the l e t t e r s and s ta tements of v a r i o u s other 
persons i n t e r e s t e d i n the determinat ion of the ques t ion . 

"In view of the f a c t tha t i t i s apparent from a l l the evidence on 
hand tha t the c i rcumstances and cond i t ions under which so - ca l l ed co t ton f a c t o r s ' 
paper i s i s sued vary so much in d i f f e r e n t ca se s , i t i s impossible to give any 
c a t e g o r i c a l answer to the ques t ion p resen ted , or to make any general r u l i n g 
t h a t co t ton f a c t o r s ? paper , a s such, i s e l i g i b l e f o r r ed i scoun t . 

"The Board i s f i r m l y of the opinion on the one hand t h a t paper , the 
proceeds of which are used to lend t o some t h i r d p a r t y , i s f i nance paper 
r a t h e r than commercial paper and i s , i n consequence, i n e l i g i b l e f o r red iscount 
even though t h a t t h i r d p a r t y may use the proceeds f o r a commercial purpose. On 
the other hand, the Board b e l i e v e s that any paper , the proceeds of which are 
used to purchase goods to s e l l t o some t h i r d p a r t y , i s e l i g i b l e f o r rediscount 
as commercial paper wi th in the meaning of Section 1J . Whether or not a given 
t r a n s a c t i o n f a l l s w i t h i n one c l a s s at the o the r , i s so l e ly a ques t ion of f a c t 
f o r the de te rmina t ion of the Di rec to r s of the Federa l Reserve Bank to which 
the paper i s p resen ted f o r r ed i s coun t . In other words, the mere f a c t t h a t a 
borrower on a given note i s a co t ton f a c t o r , does not of i t s e l f render t h a t 
note i n e l i g i b l e , s ince i t s e l i g i b i l i t y i s a mat ter t o be determined by the use 
to which the proceeds of t ha t p a r t i c u l a r note a re p u t . I f a co t ton f a c t o r borrows 
on h i s own note to inc rease h i s c a p i t a l f o r the purpose of l end ing to h i s 
customers, the no te would come wi th in the f i r s t c l a s s and would be i n e l i g i b l e , 
bu t i f i t can be determined tha t the proceeds of the no te i n s t e a d of be ing 
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loaned, to a customer by the f a c t o r are used by the f a c t o r to purchase 
goods which are shipped t o the customer and which are charged by the 
f a c t o r aga ins t the customer 's account, then the note a t t a i n s a 
commercial s t a tu s because of the commercial purpose to which i t s 
proceeds are appl ied by the f a c t o r . In order t o a sce r t a in the 
necessary f a c t s i t may be proper f o r a Federal Reserve Bank to 
requi re statements or a f f i d a v i t s from the maker of the note as to 
the exact nature of the t ransac t ion out of which i t a r i s e s . With 
these p r i n c i p l e s as a guide, the Federal Reserve Bank must determine 
the e l i g i b i l i t y of any p a r t i c u l a r paper i n the l i g h t of the circum-
stances in which i t was issued, and i t s proceeds disposed o f , " 

Very t r u l y yours, 

Governor, 

« Le t t e r to Chairman of each bank. 
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