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Introduction 

General Background Information 

Throughout the ages, man has been recycling metals by melting and reusing them. A visit to 

almost any industrial area in the country will demonstrate that the scrap business is alive and 

well. You‟ll notice scrap processors (scrap facilities or scrap yards) where the scrap metal is 

piled high, cranes are lifting and sorting the metals, and trucks are hauling the scrap metal in and 

out of the facilities. Recycling metal is important because it creates big business. It also plays an 

important role in conserving our national resources. It helps keep our highways and cities free 

from debris and helps preserve landfill space. 

In the U.S. alone, scrap metal processors handle the following approximate quantities of scrap 

metal yearly: 

 56 million tons of scrap iron and steel; 1.5 million tons of scrap copper; 

 2.5 million tons of scrap aluminum; 

 10 million tons of scrap automobiles; 

 (This is included in the 56 million tons of scrap iron and steel recycled.) 

 1.3 million tons of scrap lead; 

 300,000 tons of scrap zinc; and 

 800,000 tons of stainless steel scrap. 
1
 

1
 Scrap: America‟s Ready Resource, Institute of Scrap Recycling Industries, Inc., pp. 2- 3 

Example 

Iron ore is extracted from the ground. It is shipped to a mill where iron or steel--steel in this 

example--is made into different forms, such as sheet or bar stock. The steel is then shipped to a 

buyer, such as a stamping plant or screw machine shop, to be fabricated. During that fabrication, 

scrap metal is generated; then, it is sold for processing and/or melting. 

Scrap metal is also produced by the ultimate user at the end of the steel product‟s useful life. The 

obsolete product enters the recycling system at that point. 

After processing the scrap metal, the scrap processor will sell the processed scrap to a mill, 

foundry, or other concern that will use the metal to make new products. 

Examples of commonly recycled scrap metal products are: 

 Aeronautical and aerospace equipment, including airplanes and rockets; 

 Aluminum siding, doors, and window frames; 

 Appliances; 

 Automobiles; 

 Bed frames and mattress springs; 

 Bridges; 
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 Cast iron sinks and bathtubs; 

 Cooking pots and pans; 

 Electrical wire; 

 Eyeglass frames; 

 Food and beverage containers; 

 Business equipment; 

 Industrial cuttings; telephone wires 

 Industrial machinery and tools; 

 Locks and doorknobs; 

 Park and playground equipment; toys 

 Pipe; 

 Railroad and subway cars; 

 Roadbed reinforcing bars; 

 Ships; 

 Building Structures such as Roofs, steel building frames; 

Scrap recyclers purchase recyclables from various sources, including manufacturers of metal 

products; airlines and railroad companies; apartment complexes; automobile dismantlers; auto 

mechanics; builders, roofers, and other construction sources; demolition contractors; factories; 

mills; foundries; fabricators; farmers; federal, state, and municipal government agencies and 

programs; hospitals; universities; schools; machinists and appliance repair shops; municipal 

curbside collection programs; offices; stores; hotels and restaurants; plumbers and electricians; 

the general public; the U.S. Armed Forces; and utility companies. 

Types of Scrap Metal 

Scrap metal is divided into two types: ferrous and nonferrous. Ferrous scrap is scrap iron and 

steel. This includes scrap from old automobiles, farm equipment, household appliances, steel 

beams, railroad tracks, ships, and food packaging and other containers. Ferrous scrap accounts 

for the largest volume of metal scrapped. Ferrous scrap is classified into almost 80 grades; 

additionally, there are another 40 grades of railroad ferrous scrap and even more grades of alloy 

scrap. Metal alloys are made from a combination of two or more metals. 

Nonferrous scrap metal is scrap metal other than iron and steel. While the volume of nonferrous 

scrap is less than ferrous scrap, it is more valuable by the pound. Here are some examples of 

nonferrous scrap: aluminum, copper, lead, zinc, nickel, titanium, cobalt, chromium, and precious 

metals. Millions of tons of nonferrous scrap metal are recovered by processors and consumed by 

secondary smelter, refiners, ingot makers, fabricators, foundries, and other industries in this 

country. 

Scrap metal, ferrous and nonferrous, can be categorized as either “home scrap” or “purchased 

scrap.” Home scrap is scrap generated at the mill, refinery, or foundry, and is generally remelted 

and used again at the same plant. Home scrap never leaves the plant. 

The other category, purchased scrap, is further classified as either industrial (also called prompt 

or new scrap) or obsolete scrap. An example of industrial scrap is a piece of metal that is cut or 
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drilled. The metal that is cut or drilled out and is not incorporated into or made into the finished 

product is known as industrial scrap. The largest source of industrial scrap is the automotive 

industry. Obsolete scrap, also referred to as old scrap, is scrap that is worn out or unwanted in its 

form. Examples of obsolete ferrous scrap are automobile hulks, old farm equipment, and major 

home appliances. Examples of obsolete nonferrous scrap include radiators and catalytic 

converters from old automobiles, electrical boards from old computers, old pipes from buildings, 

and spent photographic film. Recyclers can recover copper and lead from radiators, platinum 

from automobile catalytic converters, gold from computer electrical boards, and silver from the 

spent photographic film. 

Compliance Issues 

Examinations of scrap metal processors have identified areas of noncompliance in this industry. 

The most common issues encountered in examinations are that deductions for cash purchases of 

scrap metal were often not adequately substantiated by purchasers and that payments were often 

not reported in income by sellers of the scrap. It should be noted that some businesses are both 

purchasers and sellers of scrap metal. For example, a peddler may purchase scrap metal from a 

manufacturing concern and also sell the scrap metal to a scrap processor. The section on 

examination techniques is divided into two sections; one section is on purchasers of scrap metal 

and the other is on sellers. These are issues that may be encountered in examinations of both 

purchasers and sellers. 

Purchasers of Scrap Metal 

Examples of purchasers of scrap metal are foundries, mills, mini-mills, brokers, peddlers, and 

scrap processors. The industry prefers either the term “facility” or “plant,” be used to refer to 

their place of business, but you may also see the term “yard” used. Operations of Purchasers 

Scrap Processors (also known as Scrap Dealers or Scrap Recyclers) 

Scrap processors collect, sort, process, and eventually sell the scrap metal to foundries, mills, 

mini-mills, and other purchasers. Most processors handle both ferrous and nonferrous metals but 

may specialize in either. Exhibit A identifies the properties of ferrous and nonferrous metals and 

their sources. 

The equipment utilized by the scrap processor to process the scrap will vary with the type and 

volume of scrap the processor purchases. Most processors will have a crane that is either a 

traditional cable type or a hydraulic crane that is available on crawler, truck, pedestal, gantry, 

rail, or overhead mountings. Large magnets or grapples are attached to the cranes that lift and 

move the ferrous scrap. Processors may have a hydraulic baling press, an alligator shear, or 

hydraulic guillotine shear. Some processors have shredders that can turn an auto into much 

smaller pieces of scrap. Because shredders are very expensive machines, there are fewer in 

number. However, the shredders produce a large volume of tonnage. Additional equipment 

utilized to process the scrap might include scales, conveyors, mobile auto crushers, and the truck 

fleets and containers used to store and move the scrap from the originator to the end user. 



Page 6 of 29 

 

When the scrap metal arrives at the processor‟s location, the scale operator normally weighs the 

scrap placed on the scale and creates a cash slip/weight ticket. The cash slip/weight ticket 

generally identifies the type of metal, total weight, price per pound (or per cwt. or per ton), total 

amount to be paid, and name of the individual or business selling the scrap metal. The cash 

slip/weight ticket is then presented to the cashier for payment. If the processor services 

businesses where containers are kept on the seller‟s premises, these businesses, often referred to 

as industrial accounts, normally will be paid once or twice a month. 

The scrap market can be volatile. Even experts have a hard time predicting prices for any scrap 

commodity at any given time. For example, ferrous scrap valued at $100 a ton in one year can be 

worth $50 two years later and $130 the next year. In this market, the purchaser determines the 

market price. When demand increases for scrap metal, a higher price is offered to the seller. 

When enough scrap has been purchased, the price begins to fall. There is less incentive for the 

processors to collect scrap when the price is low because the profit is also lower. If the market 

price of scrap metal is low and processors can afford it, some may stockpile scrap and sell later 

when the market is more favorable. Thus, inventories may vary depending upon market 

conditions. 

Most scrap processors eventually sell scrap metal to larger processors, foundries, or mills. 

Payment is usually made by check but can be made by wire transfer or in cash. 

Peddlers 

A scrap peddler is usually a sole proprietorship reporting on a Schedule C. The peddler 

purchases scrap metal and resells it to the scrap processor. Depending upon the size of the 

peddler‟s operation is, the peddler may have drivers working for him to help transport the scrap. 

The peddler may have industrial accounts at machine shops and stamping plants or may search 

for scrap metal. A peddler with industrial accounts may maintain containers at the customer‟s 

location to store the scrap metal. The peddler is different from the processor because he does not 

process or store the scrap metal. He merely transports the scrap metal from the seller to the 

buyer. When a customer calls or the peddler locates scrap metal, the peddler takes the scrap 

metal to a processor. The peddler may be paid by the processor upon delivery or later with or 

without an invoice being issued. The peddler usually does not deal exclusively with a specific 

processor but “shops around” for the best price. 

Brokers 

Brokers act as agents for others in negotiating contracts, purchases, or sales. Brokers may act as 

intermediaries between any buyer or seller of scrap metal. The broker is different from the 

peddler because the broker may not take physical possession of the scrap. 

Major Issues 

Purchases 
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Although not present in every case, a major issue found in many examinations of purchasers was 

inadequate substantiation of purchases. Taxpayers supported their scrap purchases in a variety of 

ways. Substantiation varied from very detailed records to no records at all. Some taxpayers kept 

precise records for some sellers and no records for other sellers. Cash slip/weight tickets were 

sometimes incomplete, illegible, or prepared with false names. A disallowance of an offset for 

cost of goods sold may be warranted if the taxpayer does not provide adequate substantiation to 

verify purchases. In most cases, verification of a purchase may be made when sellers are paid by 

check because the sellers can be identified by the endorsement on the check. However, there are 

instances where checks are issued and the ultimate seller cannot be identified, such as when 

checks are issued in fictitious names and cashed for the seller by an employee of the purchaser. 

Treas. Reg. section 1.61-3(a) states that…”in a manufacturing, merchandising, or mining 

business, „gross income‟ means the total sales, less the cost of goods sold, plus any income from 

investments and from incidental or outside operations or sources.” 

Treas. Reg. section 1.162-3 states that…”taxpayers carrying materials and supplies on hand 

should include in expenses the charges for materials and supplies only in the amount that they 

are actually consumed and used in operation during the taxable year for which the return is 

made. . . .” Thus, the regulations allow the taxpayer an offset against sales for purchases made 

and consumed during the tax year. 

Substantiation for scrap metal purchases is an important issue. It was addressed in Bard v. 

Commissioner, T.C. Memo. 1990-431. In Bard, the court stated that the taxpayer has the burden 

of proving the costs of goods sold and that the question of substantiating the amount is a factual 

one. Because of the vast extent of cash dealings and the taxpayer‟s fragmented and incomplete 

records and documentation, the court found that the taxpayer did not meet his burden of proof. 

The court upheld the Service‟s disallowance of part of the taxpayer‟s claimed cost of goods sold. 

As the Bard case demonstrates, the taxpayer will not always be allowed an offsetting cost of 

goods sold deduction for amounts that they have included in total sales when they cannot 

substantiate the purchases. 

In the recent decision, Bobry v. Commissioner, T.C. Memo. 1997-27, the taxpayer submitted 

receipts showing unit cost, total cost, metal type, and weight of scrap metal received as 

substantiation for cash purchases. However, the taxpayer did not record the names of the sellers. 

Without that information, the Service was unable to conduct third party contact to verify the 

transactions. Accordingly, the Service disallowed 83 percent of the taxpayer‟s cash purchases. In 

his opinion, the judge pointed out that taxpayers generally bear the burden of proof regarding the 

proper amount of costs of goods sold, and they are expected to maintain adequate records to 

substantiate their deductions. However, the judge also acknowledged that taxpayers are entitled 

to offset gross revenue with cost of goods sold. The judge cited Cohan v. Commissioner, 39 F.2d 

540, 544 (2d cir. 1930) and held that the taxpayer was entitled to include 95 percent of its 

calculation of cash scrap purchases. In Cohan it was held that where taxpayers do not have 

adequate records, but where the record suggests that they clearly incurred an offset to gross 

income, courts may estimate the offset based on the evidence. 
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While the Service believes that the petitioner‟s deductions in Bobry should have been more 

severely limited, the opinion does support the proposition that a taxpayer with inadequate records 

will be disadvantaged. In the opinion, the judge was critical of the petitioner‟s record-keeping 

methods and denied five percent, which is still a considerable amount, of the petitioner‟s 

deductions because of inadequate records. Moreover, he sustained the imposition of the 

accuracy-related penalty because the petitioner failed to maintain complete records. Although the 

above decisions addressed the substantiation issue, adequate substantiation is to be determined 

by the merits and facts of each case. Moreover, examiners should keep in mind that in the 

wholesale and retail industries when gross revenue is generated, a corresponding cost of goods 

sold generally exists. However, if the taxpayer is unable to specifically show the incurrence of 

the cost associated with the specific revenue reported, and the taxpayer does not provide 

adequate corroborating evidence to support the accuracy of the claimed deduction, then the cost 

of goods sold issue should be raised. Assistance should be requested from District Counsel in 

determining the merits of specific cases. Consideration should be given to the issuance of an 

Inadequate Records Notice when circumstances warrant it. 

Note: As is possible in any other type of business, income from the scrap metal business may be 

diverted to the owner of the business. This diversion may occur through the overstatement of 

purchases. The income reported on the shareholder‟s returns should be reviewed in light of the 

shareholder‟s standard of living to determine if the amount deducted for purchases that cannot be 

substantiated may have been diverted for the shareholder's personal use. Consideration should be 

given to whether the amount of unsubstantiated purchases should be included in the 

shareholder‟s income. The owner may also divert income by having the business report less 

income than received and withdrawing the unreported cash from the business. An indirect 

method on the shareholder may be appropriate if there is a reasonable indication of unreported 

income 

Pre-Audit Steps 

The pre-audit plan for the purchaser of scrap metal would include any and all items that you 

would consider for any examination, but specific consideration should be given to the items 

listed below: 

1. Research the Currency and Banking Retrieval System (CBRS) to determine if any Forms 

4789, Currency Transaction Reports, or Forms 8300, Report of Cash Payments Received 

by a Trade or Business, were filed with the Internal Revenue Service (IRS) by or on 

behalf of the taxpayer. Filings of either form indicate that the purchaser is dealing in 

cash. 

2. In the initial contact with the taxpayer, request an interview with the individual most 

familiar with the day-to-day operations of the business. If this individual is not the owner 

of the business, also request that the owner be present. This is essential because the 

specific interview questions that follow should be addressed to the person who is most 

familiar with the business operations, usually the owner of the business. The responses to 

the interview questions will help determine the scope of the examination, and thus, the 

interview should be conducted at the early stages of the examination. 
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3. In the initial contact with the taxpayer, arrangements should be made to tour the business 

and to conduct the examination at the business site. Many observations made during the 

tour and the on-site examination may aid you in your examination. For example, the 

types of scrap containers used by the taxpayer may indicate the existence of industrial 

accounts. Also, the names on trucks entering and exiting the processor‟s location may 

help to identify the taxpayer‟s customers. 

Information Document Request 

In addition to the general request for items for the initial appointment, the following items should 

also be requested: 

1. Weight tickets for cash purchases; 

2. Cash slips (may include weight and price) for cash purchases; 

3. Copies of shippers prepared by the seller for cash purchases; 

4. Metal settlement reports or summary statements; 

5. Reconciliations of daily cash balances with the amounts used to purchase scrap; 

6. Copies of all checks that were written to cash; 

7. Listing of all names and addresses of your suppliers of scrap metal; 

8. Schedule of advances made to suppliers; and 

9. Contracts or bids given or received for large jobs, such as contracts for dismantling 

plants, water towers, or bridges, etc. 

These items will generally be the same items that the taxpayer will use to document purchases. 

The taxpayer may not maintain all these records or may refer to them by different terms. 

Therefore, they should be discussed with the taxpayer so that all documentation that the taxpayer 

uses to substantiate cash purchases is obtained. 

Interview Questions 

The interview questions and comments that follow relate to the taxpayer‟s purchases of scrap 

metal and should be incorporated into the agent‟s general interview questions. The responses to 

the general interview questions should provide an in-depth knowledge of the taxpayer‟s business 

operations. The taxpayer‟s responses to the questions might require further inquiries into some 

areas. The agent will have to use good judgment in expanding the line of questioning when 

warranted. 

1. What types of metals do you purchase? 

Find out if the taxpayer purchases ferrous and/or nonferrous metals. If the taxpayer 

purchases nonferrous metals, which types of nonferrous metals are purchased? 

2. Approximately what percentage of your purchases are from each type of metal? 

This will give you a general idea of the overall makeup of the taxpayer's purchases. 

3. In what condition do you accept the scrap metal? 

Determine how particular the taxpayer is regarding the condition of the scrap. For 

instance, the taxpayer may accept contaminated scrap. Scrap can be contaminated by 
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other types of metals, machining oil, or any other types of debris. The taxpayer will pay 

less for contaminated scrap. 

4. What type of processing do you perform before the scrap metal is sold? 

Processing includes, but is not limited to, upgrading, sorting, cutting, and cleaning the 

scrap. The amount of processing that the taxpayer has to perform will affect his cost of 

goods sold deduction. 

5. How do you determine the price that you pay for your scrap metal? 

The taxpayer may call the foundry or mill to find out what they are currently paying for 

the scrap, or he may consult magazines/websites for ferrous scrap prices or a newspaper 

for ferrous and nonferrous metal prices. 

The taxpayer may then use this information in a formula to determine a purchase price 

that will generate a profit for him. Find out the formula. As a point of information, the 

prices of nonferrous metals fluctuate more than ferrous metals. 

6. What types of accounts do you handle? 

Industrial, peddlers, brokers, or others? Determine from whom the taxpayer purchases 

scrap metal and the type of metals purchased from each account. 

7. Who handles the accounts? 

If applicable, determine which individuals enter into bids or contracts or handle specific 

accounts. What percentage of your purchases is made from each type of account? 

Determine the amount of purchases made from each type of account. 

8. Who are the primary suppliers in each type of account? 

Determine what businesses or individuals supply the scrap for each type of account. The 

agent should consider the responses from the two preceding questions to determine the 

depth of information to be obtained through this question. 

9. Describe the process that takes place when someone arrives at your place of business 

with scrap metal to sell. 

This description should detail items such as the name of person who operates the scale; 

how the scale operates whether a person can manually adjust pounds on weight tickets or 

whether the scale provides a printout; name of person who prepares the weight ticket; a 

list of other documentation that is prepared, if any, name of person who actually makes 

the payout from the documentation provided; and when the payout is made. 

10. Describe the process that takes place when you pick up scrap metal that you are 

purchasing. 

Determine if the taxpayer keeps containers at the seller‟s place of business. How often 

does the taxpayer empty the containers for the seller? Also ask how many trucks the 

taxpayer has to pick up scrap metal. Find out who the drivers of the trucks are. You may 

also want to find out if the drivers are treated as employees. If they are not, you may want 

to consider if the drivers should be treated as employees. What type of documentation is 

provided to the seller when the scrap metal is picked up? Where is the scrap weighed? 

What other documentation is prepared? When and how is the actual payout made? 

11. What percentage of your purchases is paid in cash, and what percentage is paid for by 

check? 

In response to the two descriptions above, the taxpayer will generally state that some 

purchases are paid for with cash. This question begins the line of questioning regarding 

cash purchases. 

12. How do you obtain the cash used for purchases? Are checks written to cash? 



Page 11 of 29 

 

13. From what bank account(s) do you withdraw the cash? 

14. Who withdraws the cash from the bank? How often? 

15. What records do you keep to reconcile the cash amounts withdrawn to the amounts that 

are spent on cash purchases? 

16. What person(s) performs the reconciliation? Is there an actual count of the cash? Who 

performs the count? 

17. What internal controls do you have in place to ensure that cash is not diverted? 

18. Did your accountant or financial advisor impose any controls to ensure that cash is not 

diverted? 

19. How much cash do you have on hand for scrap purchases during a normal business day? 

Where is the cash kept? 

20. Do you pay the same price per pound for metals regardless of whether or not the payment 

is to be made in cash or by check? 

Determine if there is an incentive for the buyer to pay out either type of payment. 

21. How do you determine whether the purchase will be paid for in cash or by check? 

Determine who makes the decision whether the payments are to be made in cash or by 

check. Why has the seller requested cash? Why is the buyer paying in cash? Does the 

dollar amount of the sale make any difference? Are there any special arrangements in 

place with certain types of sellers concerning payment policies? 

22. Do certain sellers receive payments for a load of scrap both in cash and by check? If they 

do, find out the reason why this would be necessary. 

23. What identification is required before cash is paid out to the seller? 

What information or identification does the taxpayer require from sellers? Find out if the 

taxpayer requires any of the following: name, name of business that the driver is 

transporting the scrap for, address, driver‟s license number, license plate number, social 

security number, Department of Public Safety identification card number, military 

identification card number, passport number, or a United States Immigration and 

Naturalization Service work authorization (green card) number. Who writes the 

information down, the seller or the purchaser? Is the information verified in any way? 

24. What documentation is provided to the seller to document the payment of cash for the 

sale of the scrap metal? 

Make sure to determine if different types of documentation are provided to different 

types of sellers. Even though you have already requested a description of the paperwork 

process when scrap is purchased in prior questions, make sure you can trace through a 

typical transaction. For example, does the taxpayer prepare weight tickets, cash slips, 

metal settlement reports, summary sheets invoices, and/or purchase journals, etc.? 

25. Do you retain the documentation discussed above? 

Determine what documentation the taxpayer has retained. If the taxpayer has not retained 

the documentation, find out why. Also, if the taxpayer has not retained the 

documentation, you may want to discuss ways to reconstruct the documentation at this 

time. 

26. How does the company account for purchases made by check? 

Is the procedure the same as for purchases paid for in cash? If not, explain the 

differences. 

27. Who signs the checks? 

28. What documentation is provided to the person who signs the check? 
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29. Are checks written to cash and then cashed by the taxpayer for the seller? 

30. Why does the taxpayer provide this service to the supplier? 

31. Are checks written to the payee and then cashed by the taxpayer for the payee? 

32. Why does the taxpayer provide this service to the supplier? Are any purchases made from 

outside the United States? 

Find out how the payment is made. Consider contacting an international examiner for 

assistance. 

Development Process 

As with any other industry, record-keeping practices will vary from taxpayer to taxpayer. Some 

taxpayers may maintain very complete records and others will not. Nonetheless, agents should be 

aware that substantiating documentation for scrap purchases may be deficient for any number of 

reasons. The examples that follow describe some particularly abusive situations in which scrap 

processors failed to substantiate purchases. 

Examples 

1. Use of Fictitious Names. Cash slips/weight tickets may be prepared using fictitious 

names so that the agent will be unsuccessful in following the audit trail. The scrap 

processor may not request proper identification from the seller because there is no 

concern about leaving an audit trail, or, the processor may be aiding the seller in 

underreporting income. The scrap processor may be preparing fictitious invoices to 

inflate purchases and take a larger deduction for purchases while funds are diverted for 

personal use or for a “related” party. A properly prepared cash slip/weight ticket would 

include an authentic name, date, weight and description of material, dollar amount paid 

for material, and a signature. Larger scrap processors may also use pre-numbered cash 

slips/weight tickets for internal control purposes. 

Sampling of the scrap processor‟s documentation for cash purchases will provide an 

indication of the type of substantiation prepared and kept by the taxpayer for cash 

purchases. If you find questionably prepared documentation, analyze it to determine what 

identifying information can be obtained from it to locate the seller. Also inquire as to 

whether the taxpayer maintains any other data on the seller that may show the seller‟s 

complete name, address, phone number, corporate or business name, license number, or 

plate number, etc. Consider expanding the scope of the examination for purchases. Also 

question the taxpayer thoroughly regarding the questionably prepared documentation. 

Many times the taxpayer will be quite familiar with his steady customers and will be able 

to identify certain sellers who receive cash payments. It is important for the purchasers to 

provide the necessary information so examiners will be able to conduct third-party 

contact with the sellers to verify the purchases. 

In cases where the processor has not kept adequate records and it appears that the 

processor may have used fictitious invoices to divert funds for personal use, consider 

examining the person who may have received the funds. If a reasonable indication of 
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unreported income exists, an indirect method of determining income should be performed 

as part of the examination of the person. 

2. Use of Two Different Payees. Taxpayers may list the correct seller of the scrap metal in 

the check register and then write the check out to “cash” or to someone other than the 

person or entity that sold the scrap metal. The scrap processor may be attempting to 

shield the seller by not preparing the check in the name of the seller. 

The examiner should take a random sample of purchases paid for by check and match the 

payee names in the check register with the names provided on the invoices and the 

cancelled checks. If the payee in the check register is not the same as the one on the 

invoice or the cancelled check, investigate further to determine the true recipient of the 

income. 

3. Falsified Documents Used in Light-Weighing Scrap. A taxpayer may alter the dollar 

amounts or alter weight amounts on the cash slip/weight tickets. The scale operator may 

alter the dollar amount on the cash slip/weight ticket after the customer receives a copy of 

the ticket and has been paid for the scrap metal. Another method used by scrap processors 

may be to “light” weigh the scrap. This is done by adjusting the scale or having the 

customer not put all of his truck wheels across the scale. The customer then receives an 

invoice for the light weighed scrap. Later the scrap processor prepares another invoice 

that shows the correct weight of the scrap and the proper amount that should have been 

paid out. Unless the customer has previously weighed the scrap or senses that his load of 

scrap weighs more than the scrap processor has calculated, the customer will not realize 

that his scrap has been “light” weighed. By altering the dollar amount or the weight 

amount on the cash slips/weight tickets, the taxpayer inflates his purchase deduction and 

can possibly divert funds to himself or another “related” party. 

This impropriety is usually discovered when the seller of scrap metal is presented with 

documentation regarding his scrap sales. The seller can dispute the cash slip/weight ticket 

by presenting his copy of the cash slip/weight ticket that shows the amount he was paid. 

Thus, it is important that the processors record the names and locations of the sellers. 

Without that information, the Service would be unable to conduct third-party contacts 

with the sellers to verify the accuracy of their claimed deductions. Also, if the cash 

slip/weight ticket is numbered, third- party contacts may aid you in determining that the 

ticket has been altered. If it appears that funds have been diverted for personal use or for 

the use of a related party by falsifying cash slips/weight tickets and a reasonable 

indication of unreported income exists, an indirect method may be appropriate as part of 

the examination of the person who appears to have received the funds. In all of these 

instances, it may be necessary to interview the persons questioned during the initial 

interview again and conduct interviews with employees of the taxpayer in order to obtain 

all the facts for each particular case. 
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Purchases in Cash 

If the taxpayer does not keep adequate documentation to substantiate cash purchases and it 

appears that sampling will not identify all “questionable” transactions, consider compiling the 

documentation on a database. If the taxpayer will not provide the documentation, consider 

issuing a summons. Copy the documentation if the taxpayer requests that it be returned quickly 

or if it will be needed for later examinations. Each payment made by the taxpayer for cash 

purchases should be inputted to the database. It is important to identify the fields that you wish to 

include in the database before inputting the data. Each piece of documentation may include 

different information for different sellers, therefore the database should be able to capture for 

many different types of identifying information. Appropriate fields include, but are not limited 

to, first name, last name, business name, address, city, state, date, amount, driver‟s license 

number, plate number, invoice number, ticket number, name of agent who worked the case, the 

name of the taxpayers who paid out the amounts, and miscellaneous. The miscellaneous field can 

be used for unusual items. 

After the data is inputted, the database can be sorted and stratified so the data can be analyzed to 

determine if the taxpayer has substantiated the purchases. If the sellers cannot be identified, 

determine if there are other ways to identify them. It is important to identify the sellers so they 

can be contacted to verify the accuracy of the transactions. Consideration should be given to 

picking the returns of the sellers, when appropriate, to determine if they reported the income. The 

use of affidavits should be considered when discrepancies arise. Employees of the scrap 

processor may attest to the fact that the payee did receive the cash payment. “Whipsaw” 

treatment should be considered if it is impossible to determine which party is responsible for the 

discrepancy. 

Purchases by Check 

Purchases recorded in the check register should be compared to the purchase journal and the 

cancelled checks. Determine if shareholders appear to be receiving corporate payments. 

Consideration should be given to examining the shareholder's returns to ensure the income is 

being reported. 

A good examination technique is to review the endorsements on the checks used to purchase 

scrap metal. The following situations may exist: 

1. The check may be made payable to a corporation and endorsed by the corporate officer 

but not deposited into the corporate bank account. It may be deposited into a personal 

account or cashed at the bank with no funds being deposited into the business account. 

2. A business may sell the scrap it generates, but the check may be written to an individual 

rather than the business. Thus, the funds are never deposited into a business account. The 

check proceeds are either kept by the payee or deposited into a personal bank account. 

3. The scrap processor or purchaser may cash the check for the seller after the seller 

endorses the check. The check may be written in the seller‟s name or in a fictitious name. 

The proceeds usually will not be deposited into the business account because the payee 

keeps the cash or deposits the cash into a personal account. 
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Sellers of Scrap Metal 

There is no limit to the types of businesses that may sell scrap metal. Listed below are some of 

the more common business operations. They are establishments engaged in: 

 Fabricating ferrous and nonferrous metal products, such as metal cans, tinware, hand 

tools, cutlery, general hardware, nonelectrical heating apparatus, fabricated structural 

metal products, metal forgings, metal stamping, ordnance, and a variety of metal and wire 

products; 

 Manufacturing metal bolts, nuts, screws, rivets, washers, formed and threaded wire 

goods, and special industrial fasteners; 

 Manufacturing iron and steel forgings or nonferrous forgings; 

 Manufacturing automotive stampings, such as body parts, hubs, and trim; 

 Manufacturing metal crowns and closures; 

 Manufacturing metal stampings and spun products, including porcelain and enameled 

products. Products may also include household appliance housings and parts; 

 Manufacturing, on a job basis, special tools and fixtures for use with machine tools, 

hammers, die-casting machines, and presses (commonly known as tool and die shops); 

 Cutting, slitting grinding, polishing, or sanding metal; 

 Demolishing buildings and selling scrap metal from the destroyed building; 

 Selling used auto parts, such as alternators and transmissions; 

 Purchasing and selling scrap metal; for example, peddlers and brokers; and 

 Conducting any type of business activity where the obsolete equipment or buildings may 

be sold as scrap metal. 

Major Issues 

Unreported Income 

Internal Revenue Code (IRC) section 61 defines gross income means as all income from 

whatever source derived. Thus, sellers of scrap metal must include the amount of the payments 

received from the sale of scrap metal, after adjustment for cost of goods sold, in gross income. 

See Treas. Reg. section 1.61-3(a). 

Assignment of Income 

A much more difficult question involves the determination of who is the proper recipient of the 

income for tax purposes. The basic legal principle to be applied here is that income is taxable to 

the person who earns it. Court cases that deal with this issue include Lucas v. Earl 281 U.S. 111 

(1930) and Home Juice Co. v. Commissioner T.C. Memo. 1977-3 86, aff‟d without opinion, 601 

F.2d 599 (7th Cir. 1979). While the principle is easy to state, it is difficult to apply where an 

individual who is also an officer and/or shareholder of a corporate recipient purports to sell scrap 

metal in his or her individual capacity, rather than as an agent of the corporation. The income is 

taxed to the corporation if, based on a careful consideration of the facts and circumstances, the 

individual was acting as an agent of the corporation with regard to the sale. See Home Juice Co. 

v. Commissioner. 
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Unreasonable Compensation and Constructive Dividends 

Assuming income derived from a corporate officer/shareholder‟s sale of scrap metal is taxed to 

the corporation, the corporation will likely argue that it is entitled to an offsetting deduction for 

officer compensation. In other words, even though the resulting cash receipt would otherwise 

bypass the corporate books, income to the corporation, followed by a corporate payment to the 

officer, can be imputed. The issue then becomes whether this imputed corporate payment 

represents compensation to the individual in his capacity as an officer or a possible constructive 

dividend to the individual in his capacity as a shareholder. The classification of a payment as 

compensation or as a constructive dividend depends on the purpose for which the payment was 

made. Treas. Reg. section 1.162-7(a) states: “[T]he test of deductibility in the case of 

compensation payments is whether they are reasonable and are in fact payments purely for 

services. . . .” See Common Industry Issues-Unreasonable Compensation for factors to consider 

in making this determination. 

A distribution to a shareholder with respect to his/her stock is subject to IRC section 301 and is 

treated as a dividend to the extent of the corporation‟s earnings and profits even if not formally 

declared. In the scrap metal industry, constructive or disguised dividends may arise from the 

shareholder‟s personal use of business property. 

For example, a shareholder may make sales of business-owned scrap metal for the shareholder‟s 

own account. Alternatively, consideration received from business sales of scrap metal may go 

partially to the corporation by check and partially to the shareholder in cash. In both cases, the 

shareholder is personally deriving an economic benefit from the use of business property and 

may be receiving a disguised dividend. The shareholder may argue in response that the cash is 
actually a loan. See Common Industry Issues-Loans to Shareholders for factors to consider in 

making this determination. 

The economic benefit from these sales might also be treated as additional compensation to the 

shareholder if he/she is also an employee. There are several factors to consider in determining 

whether personal use of property amounts to a dividend or compensation: corporate ownership of 

the property sold, existence of corporate obligations to the shareholder for services rendered and 

the actions of the parties regarding the obligations, the reasonableness of the amounts paid to the 

shareholder as compensation, and the treatment of the distribution on the books of the 

corporation. See Bard v. Commissioner, T.C. Memo. 1990-431, which held that corporate 

officers received compensation when selling scrap metal, and Joseph H. O’Brien v. 

Commissioner, T.C. Memo. 1978-185, which held that constructive dividends were received 

when corporate officers diverted corporate funds to private accounts. 

Pre-Audit Steps 

Keep in mind that cases can be assigned to an agent based upon information obtained from 

purchasers, or because the taxpayer is in the business of selling scrap metal or generates scrap 

metal through business operations. The items mentioned below relate mainly to situations in 

which information has been obtained through purchasers prior to the examination of the seller. 
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Obviously, if you do not have information regarding the taxpayer‟s scrap sales, not all of the pre-

audit items will be applicable. 

The pre-audit plan for sellers of scrap metal would include any and all items that you would 

consider for any examination, but specific consideration should be given to the items listed 

below: 

1. The documentation that was obtained from the purchaser that relates to your taxpayer 

should be analyzed and evaluated. The documentation may consist of, but is not limited 

to, weight tickets, cash slips, shippers, invoices, cancelled checks, and metal settlement 

reports. Determine if the documentation shows that a pattern of payments exists that 

would establish how often and in what quantity the taxpayer sells the scrap metal. If the 

taxpayer is a corporation or a partnership, determine if payments are made to the entity, 

the shareholder(s) or the partners, or the employee(s) of the entity. If it appears that a 

partner(s) or shareholder(s) may be receiving payments that may be income of the 

partnership or corporation, respectively, consider obtaining RTVUE‟s to determine if the 

income is reported on their individual tax returns. This will also give you a general idea 

of the amount of income that is reported on the returns. As the case progresses, you will 

be able to determine if the income reported on the return(s) is commensurate with the 

individual‟s standard of living. 

2. Review the tax return to determine if the scrap income is reported separately on the tax 

return. The scrap sales will generally appear on the other income line of Schedule C or 

the other income line on Forms 1120, 1 120S, or 1065. If the income is separately stated, 

determine if it reconciles to the amount that you show as being received by the recipient 

from the scrap processor. Keep in mind that even if the amount reconciles, the taxpayer 

may have received amounts from other scrap processors, so you may still need to 

examine the return. 

3. Utilize the CBRS to determine if any Forms 8300 or 4789 were filed by or on behalf of 

the taxpayer. If you are examining a corporation or partnership, requests for CBRS 

searches should be made for the corporation and partnership along with the respective 

shareholder(s) or partners. Through the request, you may obtain information regarding 

the taxpayer‟s transactions of cash in excess of $10,000. The absence of any filings 

should not be accepted as conclusive proof that the taxpayer did not receive cash because 

the taxpayer may have received amounts below the $10,000 reporting requirement. 

4. In the initial contact with the taxpayer, firmly request that the individual most familiar 

with the day-to-day operations of the business be present. If this individual is not the 

owner of the business, also request that the owner be present. This is essential because 

the specific interview questions that follow should be addressed to the person, who is 

most familiar with the business operations, usually the owner of the business. The 

responses to the interview questions will help determine the scope of the examination, 

and thus, the interview should be conducted at the early stages of the examination. Also, 

it may be necessary during the examination to have subsequent interviews with the owner 

and/or other employees of the taxpayer. 

5. In the initial contact with the taxpayer, arrangements should be made to tour the business 

and to conduct the examination at the business site. Many observations made during the 

tour and the on-site examination will aid you in your examination. For example, notice 



Page 18 of 29 

 

the type(s) and number of containers that the taxpayer keeps on the premises to hold 

scrap metal. A greater number of containers may mean more scrap is generated. 

Grinding, sanding, and polishing operations usually produce less scrap than cutting 

operations. In cutting operations, heat is produced. Deeper cuts require more heat and 

thus would generate more scrap metal. You may need to seek advice from an engineer if 

you are not familiar with certain manufacturing operations in order to determine the 

extent of scrap metal generated. Clean plants generally mean good controls. This type of 

plant may have better production controls, and therefore, less scrap metal may be 

generated. Ask any follow-up questions that will aid you in understanding the taxpayer‟s 

business operations and the type and extent of scrap metal generated from the 

manufacturing processes. 

Information Document Request 

In addition to the general request of items for the initial appointment, the following items should 

also be requested: 

1. Weight tickets for scrap sales; 

2. Shipping documents for scrap sales; 

3. Invoices prepared for scrap sales; 

4. Receipts received for scrap sales; 

5. Cash slips for scrap sales; 

6. Metal settlement reports for scrap sales; 

7. List of names and addresses for businesses that purchase the taxpayer‟s scrap metal; 

8. Any internal documentation kept to record the amount and type of scrap metal generated 

by the manufacturing operations; and 

9. Contracts or bids given or received for large jobs, such as contracts for dismantling 

plants, water towers, or bridges, etc. The items listed are the items that the taxpayer 

generally will provide to you to document sales. The taxpayer may not maintain all the 

records or may not use the same names for the documents. Therefore, discuss the items 

requested with the taxpayer so that everything he/she uses to document scrap sales is 

obtained. 

Interview Questions 

As mentioned in the beginning of this section, sellers of scrap metal can be involved in any 

number of different types of business operations. The following are some sample interview 

questions that examiners should consider asking in addition to the usual general interview 

questions. It is assumed that the responses received from the general interview questions have 

provided an in-depth knowledge regarding the taxpayer‟s business operations and the type of 

scrap metal that is generated. Also, the agent should question the taxpayer about significant 

amounts of cash that may exist at the beginning of the taxable period at issue. The taxpayer‟s 

responses to the questions might require further inquiries into some areas. The agent will have to 

use good judgment in expanding the line of questioning. As with all interviews, an attempt 

should be made to obtain responses for the questions during the first interview with the taxpayer. 
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1. What internal controls do you have regarding the quantity of scrap metal generated by 

your business operations? 

The answer to this question should reveal if the taxpayer keeps an audit trail for the scrap 

metal. As a job progresses, does the taxpayer allow for a certain amount of scrap? What 

are the taxpayer‟s tolerances for manufacturing errors? A lower tolerance will account for 

a larger amount of scrap because the taxpayer will probably scrap more defective items. 

2. What records do you maintain regarding the quantity of scrap metal generated by your 

business operations? 

See if the taxpayer still has the records available. These records can be used to determine 

if all the scrap sold is properly reported in income. 

3. Whose responsibility is it to monitor the amount of scrap metal that results from your 

business operations? 

Obtain the names of everyone who is involved with monitoring and handling the scrap 

metal. This should include employees as well as outside and/or contract labor. These 

persons may be interviewed later in the examination if necessary. 

4. Describe the process that takes place after scrap metal is generated until the time it is 

sold. 

A description of the process would include the handling of the scrap from the time it is 

generated until it is received by the purchaser. 

5. Is the scrap combined with different materials or kept separate? 

A taxpayer that has very little scrap may combine the scrap with other refuse and have to 

pay to have it taken away or may receive a lower price for it. Keep in mind that a 

taxpayer that claims he does not sell his scrap metal is, most likely, paying to have the 

scrap hauled away. The taxpayers‟ books and records should reflect payments made to 

haul the refuse away. 

6. What types of containers do you place the scrap metal in? 

Determine the size of containers that the taxpayer has so as to be able to approximate the 

amount of scrap generated. 

7. How many containers do you use? Who owns the containers? 

During a tour of the business, determine if the containers that are not owned by the 

taxpayer are owned by the scrap processor. 

8. How often are the containers emptied? 

Determine if the processor has a regular pick up schedule or if the taxpayer calls the scrap 

processor for a pick up. 

9. Who decides when the containers will be emptied? 

Determine who arranges for the pick up of the scrap metal. 

10. To whom do you sell the scrap metal? 

Request the taxpayer to provide the names of all purchasers to whom the scrap is sold. 

What types of records are created for the sale of scrap metal? 

11. Does the taxpayer prepare a shipper when the scrap is removed from the business 

premises? Do you weigh the scrap at your business premises? 

Determine if the taxpayer has a weight scale. 

12. What types of records were received from the purchaser for the sale of the scrap metal? 

Did the taxpayer receive weight tickets, cash slips, shipping documents, invoices, 

receipts, metal settlement reports, or any other type of documentation when the scrap was 

sold? 
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Who receives the records? 

Do you have the records? 

If a taxpayer did not maintain records, find out why not. 

13. How do you account for the scrap metal in your books and records? 

14. Do you credit your purchases account or is the amount included in gross receipts or other 

income? How do you include the amount in income--cash or accrual method? 

15. Who records the scrap metal transactions in the books and records? Bookkeeper, 

controller, or other employee? 

16. How often are the transactions recorded? 

17. Do you receive cash and/or checks for the payment of scrap metal? If you receive 

payment by check, to whom is the check made out? 

18. If the check is not made out to the business, who is it made out to? Why? What happens 

to the funds if the check is made out to someone other than the business? 

Who takes possession of the check? 

If applicable, to whom is it forwarded? 

19. Who prepares the deposit slip? 

Who deposits the check into the bank account? 

If the check is not deposited in a business account and is cashed, what happens to the 

cash? 

20. Determine if the funds are used for a business purpose. Does the taxpayer have 

documentation to show the business use? 

21. Into what bank account is the check deposited? 

22. If the payments are made in cash, who receives the cash? 

23. Where is the cash deposited? If the cash is not deposited, what happens to it? 

24. Determine if the funds are used for a business purposes. Does the taxpayer have 

documentation to show the business use? 

25. Why does the taxpayer receive cash instead of a check? 

26. Determine if the decision to pay by cash was made by the seller or the purchaser. 

27. What internal controls does the taxpayer have in place to ensure that scrap income is not 

diverted? 

Development Process 

The examples that follow describe situations where the income from the sale of scrap is 

underreported. Like any other type of examination, each examination on scrap sellers should be 

developed based on the facts and circumstances of the individual case. However, the following 

examples are being provided to show how the issue can be developed. 

Situation 1: 

A scrap processor purchased aluminum scrap from the taxpayer, a machine shop. The taxpayer 

filed tax returns as a corporation. The taxpayer sold some scrap and was paid for part of the sale 

with a check. The remainder was paid in cash. The check was reported in the taxpayer‟s income, 

but the cash was not. The taxpayer‟s shareholders stated that they took the cash for their personal 

use. 
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The agent noted that the taxpayer also purchased copper. The copper was purchased for use in 

the taxpayer‟s machining process. After the copper was processed, the remaining scrap was sold. 

No income from the sale of the copper scrap was reported in the taxpayer‟s books and records. 

The shareholders provided the following information regarding the discrepancy: 

1. The shareholders personally delivered the copper scrap to the processor, who was not the 

same processor that was sold the aluminum scrap. 

2. The shareholders sold the scrap under a fictitious name. 

3. The shareholders endorsed the check and gave it back to the scrap processor. The 

processor took the check to the bank and cashed it and then gave the cash to the 

shareholders. 

Substantive Tax Issues: 

a. The corporation (machine shop) has the following sources of unreported income:  

o Cash proceeds from sale of aluminum scrap, and 

o Sales proceeds from sale of copper. 

b. The cash proceeds from the aluminum sales and the sales proceeds from copper went to 

the shareholders and, therefore, are taxable distributions to them. 

Situation 2: 

The agent noted that cash payments for scrap purchases made by a scrap processor were being 

made to various corporations with the same vehicle license plate number. The agent was able to 

determine the name of the corporation that was generating the scrap metal and the shareholder‟s 

name through the vehicle license plate number. While interviewing the scrap processor, it was 

discovered that the shareholder wrote with his less dominant hand to place the fictitious 

corporate names on the cash slips/weight tickets. The employees of the scrap processor 

positively identified the shareholder as the person who received the cash payments on the 

fictitious cash slips/weight tickets. The income received on behalf of the fictitious corporations 

was not reported by the corporation nor by the shareholder who took possession of the cash. 

Substantive Tax Issues: 

a. The seller corporation underreported income from the transactions entered into using the 

fictitious names. 

b. Since the proceeds went to the shareholder personally, the unreported income is also a 

taxable distribution to the shareholder. 

Situation 3: 

During an examination of a scrap processor, the agent noted that the payment made to a scrap 

peddler by the scrap processor for each load of scrap was made either in cash or with two checks. 

The peddler requested the method of payment. The peddler calculated gross income by totaling 

up the deposits made into his checking account. The peddler did not report all his cash receipts in 

gross income. In addition, when payments for a single load of scrap were made with two checks, 
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the first check would be cashed, but the proceeds would not be deposited into the business 

checking account. Sometimes, the second check was totally deposited and reported as income. 

Other times, the peddler would deposit only part of the second check. As a result, only the net 

deposit was included in income. 

Substantive Tax Issue: 

The peddler failed to report all cash income and reported only a portion of the income paid by 

checks since only the portion deposited was reported. 

Situation 4: 

The agent noted that a peddler was receiving cash advances from the scrap processor for future 

sales of scrap metal. The amount of cash that the peddler received when the scrap was delivered 

was reduced by the amount of advances that he had received. The agent found that the peddler 

only reported as the net income amount received when the scrap was delivered in income and did 

not report the amount of cash that was previously advanced to him. The peddler acknowledged 

his failure to report all income. 

Substantive Tax Issue: 

The peddler did not report the advances received prior to delivery of the scrap as income. 

Situation 5: 

It was discovered in the examination of a scrap processor that a metal processing corporation 

was paid both by cash and check for scrap. This corporation would generate a considerable 

amount of scrap metal in its everyday operations. It was also determined that this company 

deposited all checks in the corporate account and reported those amounts as income. However, 

the cash payments were not deposited and not reported. The cash was kept by the owner and 

used for personal expenses. 

The metal processing company became aware that the IRS was looking at cash payments for the 

sale of scrap. Upon learning of this, the corporation filed amended corporate tax returns reporting 

the cash payments as income. At the same time an expense equaling the amount of cash 

payments received was deducted as “additional officer‟s salary.” The amended returns were filed 

by the taxpayer prior to the beginning of the examination. 

Substantive Tax Issue: 

The deduction for “additional officer's salary” on the amended return should be questioned. The 

issue is whether the amount represents compensation for services actually rendered. If so, why 

was the amount not previously reflected on the corporate or the shareholder's returns? 

Situation 6: 
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A metal processing corporation was receiving payments in cash and by check for scrap sales. A 

considerable amount of scrap metal is generated in this type of operation. All checks were 

deposited into the corporate account and reported as income. However, the cash payments were 

not deposited and not reported. The president of the company claimed that the cash was used to 

purchase corporate assets. However, no purchases of corporate assets were found. Instead, a 

review of invoices uncovered personal items being paid for by the corporation. 

Substantive Tax Issues: 

a. The corporation failed to report income from cash sales of scrap. 

b. Taxable distributions to the shareholder for the personal items were paid for by the 

corporation. 

Situation 7: 

While reviewing the check register of Company A, a scrap processor, the agent noticed that a 

substantial amount of checks were written to Company B for scrap purchases. The following 

information was discovered regarding the purchases: 

a. Company B was owned by a shareholder of Company A. 

b. Company A was light weighing scrap that it purchased from suppliers. This generated 

excess scrap that had to be accounted for on the books and records of Company A. 

c. Fictitious purchase and sales invoices were prepared by Company A and B, respectively, 

to give the impression that Company B was actually selling scrap metal to Company A. 

d. Company B was not actually selling scrap to Company A. Company B was set up as shell 

corporation to funnel cash from Company A to B. Checks written by Company B for 

purchases were written to cash, and the cash was received by the shareholder of 

Company B. 

Substantive Tax Issues: 

a. The fictitious “purchases” deduction from Company B should be disallowed to Company 

A. The amount of scrap underweighted should be included in Company A‟s inventory but 

given a zero basis. 

b. The cash received by the shareholder should be considered as a taxable distribution from 

Company B. 

Common Industry Issues 

The following section discusses some of the most commonly found issues in the examinations 

that were performed. These issues may be present in examinations of purchasers or sellers. While 

not all issues will be present in every examination, this summary may help you in your pre-

audits. 
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Excise Tax 

Taxpayers often use heavy motor vehicles to transport scrap metal. An annual highway use tax 

must be paid by the person in whose name the vehicle is, or is required to be, registered. The tax 

applies to vehicles over a specific gross vehicle weight rating. Publication 349, Federal Highway 

Use Tax On Heavy Vehicles, discusses the tax. An excise tax specialist can also be consulted if 

further guidance is needed in this area. 

Inventory/IRC Section 263A 

Inventories are required where the production, purchase, or sale of merchandise is an income 

producing factor. See IRC section 471; Treas. Reg. section 1.471-1. Many recipients of income 

from scrap metal sales are manufacturers that generate the scrap metal from their production 

processes. When examining the inventory of the manufacturer, analyze the costs to determine if 

the taxpayer has capitalized the proper amounts for direct and indirect costs. IRC section 263A 

establishes the uniform rules for cost capitalization. For instance, under Treas. Reg. 1.263A-1 (e) 

(3) (ii) (Q), scrap is considered an indirect cost of producing property. Manufacturers that 

produce scrap in the course of producing other property are required to capitalize the costs of the 

scrap metal to their produced property. On the other hand, scrap metal dealers are likely to have 

bidding, processing, pick-up, and other costs related to scrap metal that must be capitalized under 

section 263A to their scrap metal inventories. 

Special Rules for Long-Term Contracts 

Many sellers of scrap metal are manufacturers of property. These taxpayers may enter into long-

term contracts. IRC section 460 provides that income from long-term contracts shall be 

determined under the percentage of completion method. Pursuant to IRC section 460(f) (2), 
special rules apply for determining whether a manufacturing contract is a long-term contract. 

Traffic Tickets and Fines 

IRC section 162(f) provides that no deduction shall be allowed for any fine or similar penalty 

paid to a government for the violation of any law. Be aware that many states have laws that fine 

truckers for overweight violations. Scrap haulers may be subject to these nondeductible fines. 

See Treas. Reg. 1.162-21(c), Example (6). 

International 

The examiner should be aware of possible international aspects that may be present during the 

examination of a scrap dealer. If the scrap seller is a resident alien or the sale is effectively 

connected with a trade or business in the United States, income from the sale is taxable in the 

United States on a net basis at the same graduated tax rates that apply to U.S. citizens. If the 

scrap seller is not a resident alien, or the sale is not effectively connected with a trade or business 

in the United States, then generally, the sale is taxable in the United States only if the income is 

U.S. source income. See IRC section 865(e) (2). If this is the case, the examiner should consider 

the use of a spontaneous exchange of information. 
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A spontaneous exchange of information is where certain information that may have tax 

implications in a country that has a tax treaty with the United States is provided to that country‟s 

taxing authority. Check the IRM for additional information. For example, a scrap dealer located 

in Michigan made many purchases from Canadian citizens who had brought their scrap into the 

United States. No information returns were filed by the U.S. taxpayer. As a result, an exchange 

of information detailing the Canadian sellers and the sales amounts was then forwarded to 

Canada. The Canadian tax authorities could then verify that the Canadian citizens were properly 

reporting these sales on their Canadian tax returns. 

Another consideration in the international area pertains to the transportation of scrap between 

countries. When scrap is transported across countries' borders, various forms are required to be 

filed with the two countries‟ customs departments. Presently, there are no restrictions or duties 

payable on shipments between the United States and Canada. For information on other countries, 

U.S. Customs should be contacted. If needed, certain information can be obtained from U.S. 

Customs in regards to cross-border shipments. 

Computer Audit Specialist 

A computer audit specialist (CAS) can provide assistance in developing a database that will 

record information on sellers of scrap metal. The CAS can also provide expertise in sorting and 

stratifying the data included in the database. If a taxpayer has a database already prepared, the 

CAS can be helpful in manipulating the fields so that the fields will correspond to the fields on 

the agent's database. This will enable the agent to include the taxpayer's information in the 

agent‟s database. If the taxpayer provides the agent with a flat file, the CAS can manipulate the 

data into a useful form to incorporate into the agent's database. 

Engineering 

Engineers can provide assistance in determining the type and amount of scrap metal that can 

result from certain business operations. They are also helpful in performing inventory valuations. 

A proforma compliance letter for scrap dealers can be found in Exhibit F. While the compliance 

letter does not place additional burden on the taxpayers receiving the letter, the industry has 

expressed some concerns about it. They are concerned that not all members of the industry are 

issued the letter, and also, the compliance letters that have been issued have differed from district 

to district as to the records to keep to substantiate purchases. Moreover, they have asked IRS to 

apply its resources so that all industry members, regardless of size or location, will be treated as 

fairly as possible. 

Raw Materials of Metallic Scrap include but not limited to: 

 aluminum  

 brass 

 chromium  

 cobalt 

 columbium  

 copper 
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 gold 

 iron: 

 lead 

 manganese 

 magnesium 

 molybdenum 

 nickel 

 platinum 

 silver 

 steel 

 tantalum 

 tin 

 titanium 

 tungsten 

 zinc 

 zirconium 

Cash Slips/Weight Tickets defined 

This document serves as a cash slip/weight ticket and is prepared by the processor after buying 

scrap. If the seller does not receive payment when the processor takes possession of the scrap, 

the individual cash slips/weight tickets will be summarized on the metal settlement report. The 

seller will then receive payment for a number of loads in one lump sum. 

 Gross =Weight of scrap, containers, trucks, trailers, etc. 

 Tare =Weight of containers, trucks, trailers, etc., without the scrap. 

 Net =Gross weight less the tare weight. This represents the weight of the scrap. 

Shipper receipts defined 

When a scrap processor takes scrap metal from a seller‟s business location, a shipper is prepared 

by the seller to document the removal of the scrap. In most cases, a general description of the 

scrap metal is included on the shipper. The weight of the scrap usually is not recorded on the 

shipper because most sellers do not have a weight scale on the business premises. 

Metal Settlement Report defined 

A scrap processor may receive scrap from a seller at various times before the seller is paid. When 

this occurs, the scrap processor may provide a statement that summarizes the various scrap sales. 

This detail is taken from the individual cash slips and weight tickets. See Exhibit B for a sample 

of a cash slip/weight ticket. 

Glossary 

Alloys: A mixture of two or more metals. 
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Baler: A machine used to compress scrap metals and bundle them into different size parcels. 

Broker: A person who acts as an intermediary or third party between the buyer and seller of 

scrap metal. 

Cash Slip: A document that records the type and weight of the scrap being purchased and shows 

the amount that was paid for the scrap. 

Casting: A process by which molten metal is poured into a mold and allowed to solidify. 

Containers: Receptacles used to accumulate scrap metal by the person who generates the scrap. 

Examples of the different types of containers are hoppers, roll-off containers, drums, luggers, 

and bins. 

Conveyor: A device with a continuous moving belt that can move scrap from one place to 

another. 

Ferrous Scrap: Scrap iron and steel. 

Forging: The process of working metal parts - after it has been rendered pliable by heating it to a 

high temperature - into a shape by means of hammering or pressing the material. 

Foundries: An establishment in which metal is cast. 

Grapple: A device with claws at one end for grasping and holding. 

Home Scrap: Scrap that is generated as steel mills and foundries form new products. The scrap 

generated is usually remelted and used again at the same plant. 

Industrial Scrap: Scrap that is generated through a manufacturing process, such as stamping, 

drilling, or shearing. Industrial scrap is often referred to as new or prompt scrap. 

Loader: A vehicle that moves scrap. 

Magnet: A device attached to a crane and is used to pick up and move scrap metals. 

Metal Settlement Report: A statement that summarizes various scrap purchases. The detail on 

the statement is taken from the individual cash slips/weight tickets that are generated for each 

pick-up. 

Mills: A factory where metals are worked into standard shapes suitable for fabrication into 

commercial products. 

Mini-Mills: A factory similar to a mill that uses a substantial amount of scrap metal to make 

steel. 
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Nonferrous Metals: Metals that contain little or no iron. They include aluminum, copper, lead, 

tin, zinc, and precious metals such as gold, silver, platinum, magnesium. Nonferrous metals also 

include specialty metals such as titanium, cobalt, chromium, and tungsten and metal alloys made 

of a combination of two or three metals, such as brass-made of copper and zinc, bronze-a blend 

of copper, and tin and zinc. 

Obsolete Scrap: Scrap generated from items that have outlived their usefulness, such as metal 

from buildings, homes, industrial equipment, and autos. 

Ordnance: Military weapons, ammunition, and equipment used to maintain the weapons and the 

ammunition. 

Peddler: A person who purchases scrap metal and resells it to a scrap processor. 

Scrap Processors (Scrap Dealers, Scrap Recyclers): Businesses that buy scrap metal and 

eventually sell it to mills and foundries for remelting. 

Shears: Equipment used to cut scrap metal. 

Shipper: This statement is generated by a seller of scrap metal when the scrap is removed from 

the seller‟s location. In most cases, a general description of the scrap metal is recorded on the 

shipper. Refer to Exhibit C. 

Shredder: A machine that hammers scrap metal into small pieces. The pieces are then separated 

into ferrous metal; nonferrous metals; and nonmetallics, generally not further separated at this 

time, including debris. 

Weight Ticket: This statement records the type and weight of the metals purchased by the 

processor and the price paid for the metal. There are instances where a weight ticket may only 

include the weight of the scrap metal. This information is then transferred to a cash slip/weight 

ticket. 


