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poorly with the clinical severity of liver
disease, and must not be relied upon in
isolation. Ascites, when associated with
either albumin depletion or prolongation of
the prothrombin time, usually indicates
severe loss of liver function. However,
persistent ascites related to chronic liver
disease is an impairment of listing-level
severity in children, regardless of serum
albumin level. Minimal ascites, as might be
detected only by imaging techniques and not
on physical examination, is not sufficient to
meet the criteria in 105.05B.

(f) Liver transplantation may be performed
for progressive liver failure, life-threatening
complications of liver disease, tumor or
trauma. Disability is considered to last for
one year from the date of the transplant. After
that time, we will evaluate your residual
impairment(s), as outlined in paragraph (h)
below.

(g) When we use the phrase ‘‘[c]onsider
under a disability for 1 year following’’ a
specific event, we are making a statement
about the expected duration of disability, not
about the onset of disability. We do not
restrict the determination of disability onset
to the date of the specified event. We can
establish an earlier onset date if you are not
engaging in substantial gainful activity (SGA)
and the evidence in file supports the earlier
onset date of disability.

(h) After the one year period following
transplantation, we evaluate the effects of
any residual impairment(s). Functional
improvement after liver transplant depends
upon various factors, including adequacy of
post-transplant liver function, incidence and
severity of infection, occurrence of rejection
crisis(es), the presence of systemic
complications and the side effects of
immuno-suppressive agents. Growth and
development may also be affected.

3. Esophageal stricture or stenosis
(narrowing) from congenital atresia (absence
or closure of a normal body tubular organ) or
destructive esophagitis may meet the criteria
for malnutrition in listing 105.08. It also may
result in complications that include
respiratory impairments due to frequent
aspiration, problems maintaining nutritional
status short of listing-level severity, or
multiple infections such as pneumonia.
While none of these complications may be of
a severity or persistence to meet the criteria
of another specific listing, the combination
may result in marked and severe functional
limitations.

4. Inflammatory bowel disease under
listing 105.06B. requires an intractable
perineal or intra-abdominal complication
such as intractable fecal incontinence.
Intractable is defined as resistant to cure,
relief or control. There must be evidence of
surgical or medical therapy that has failed to
resolve the complication. Fecal incontinence
involves passage of actual fecal material, not
mere staining or spotting.

105.00 Category of Impairments, Digestive
System

105.05 Chronic liver disease and cirrhosis
of any kind

WITH:
A. Esophageal varices demonstrated by x-

ray, endoscopy, or other appropriate

medically acceptable imaging, with at least
three episodes of bleeding requiring
transfusion due to hemodynamic instability,
occurring over a consecutive 6-month period.
Episodes must be separated by at least 1
month. Consider under a disability for 1 year
following last episode; thereafter, evaluate
the residual impairment(s); or

B. Ascites persisting over a consecutive 6-
month period despite prescribed treatment.
The following findings must be demonstrated
on at least two evaluations occurring at least
2 months apart within the 6-month period:

1. Ascites documented by paracentesis; OR
2. Ascites documented on physical

examination and by appropriate medically
acceptable imaging.

105.06 Inflammatory bowel disease (e.g.,
ulcerative colitis, Crohn’s disease) as
documented by endoscopy, biopsy,
appropriate medically acceptable imaging, or
operative findings WITH:

A. Persistent or recurrent intestinal
obstruction over a consecutive six-month
period, despite prescribed treatment, WITH:

(1) Confirmation, by appropriate medically
acceptable imaging, of stenotic areas in small
intestine or colon with proximal dilatation,
and;

(2) documentation of at least two episodes
of abdominal pain, distention, and vomiting;
OR

B. Perineal or intra-abdominal
complications such as abscess, fistuli or fecal
incontinence; intractable despite medical or
surgical treatment; clinically documented
over a consecutive 6-month period.

105.08 Malnutrition, despite prescribed
treatment, due to gastrointestinal,
hepatobiliary, or pancreatic disease with a
documented sign of chronic nutritional
deficiency, meeting one of the following:

A. For children under age 2, weight-for-
length less than the 3rd percentile on the
CDC’s weight-for-length growth charts or data
files, documented at least three times over a
consecutive 6-month period, and expected to
persist for at least 12 months; OR

B. For children age 2 and over, Body Mass
Index (BMI) for age less than the 3rd
percentile on the CDC’s BMI-for-age growth
charts or data files, documented at least three
times over a consecutive 6-month period, and
expected to persist for at least 12 months.

105.09 Liver transplant. Consider under a
disability for 1 year following surgery.
Thereafter, evaluate the residual
impairment(s) (see 105.00F2e.)

* * * * *
[FR Doc. 01–28455 Filed 11–13–01; 8:45 am]
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SUMMARY: This document proposes
amendments relating to the
consolidated return regulations dealing
with the non-applicability of section
357(c) in a consolidated group. The
proposed amendments clarify that, in
certain transfers described in section
351 between members of a consolidated
group, a transferee’s assumption of
certain liabilities described in section
357(c)(3) will not reduce the transferor’s
basis in the transferee’s stock received
in the transfer. This document also
provides notice of a public hearing on
these proposed regulations.
DATES: Written or electronic comments
and requests to speak (with outlines of
oral comments to be discussed) at the
public hearing scheduled for March 21,
2002, must be submitted by February
28, 2002.
ADDRESSES: Send submissions to:
CC:ITA:RU (REG–137519–01), room
5226, Internal Revenue Service, POB
7604, Ben Franklin Station, Washington,
DC 20044. Submissions may be hand
delivered Monday through Friday
between the hours of 8 a.m. and 5 p.m.
to: CC:ITA:RU (REG–137519–01),
Courier’s Desk, Internal Revenue
Service, 1111 Constitution Avenue,
NW., Washington, DC. Alternatively,
taxpayers may submit comments
electronically via the internet by
selecting the ‘‘Tax Regs’’ option on the
IRS Home Page, or by submitting
comments directly to the IRS internet
site at http://www.irs.gov/tax_regs/
reglist.html. The public hearing will be
held in room 4718, Internal Revenue
Building, 1111 Constitution Avenue,
NW., Washington, DC.
FOR FURTHER INFORMATION CONTACT:
Concerning the regulations, T. Ian
Russell of the Office of Associate Chief
Counsel (Corporate), (202) 622–7930;
concerning submissions, the hearing,
and/or to be placed on the building
access list to attend the hearing, Donna
M. Poindexter (202–622–7180) (not toll-
free numbers).
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SUPPLEMENTARY INFORMATION:

Background
Section 357(c)(1) generally provides

that, in the case of certain exchanges
described in section 351, if the sum of
the amount of the liabilities assumed by
the transferee corporation exceeds the
total of the adjusted basis of the
property transferred pursuant to such
exchange, then such excess shall be
considered as gain from the sale or
exchange of a capital asset or of
property that is not a capital asset.
Section 357(c)(3), however, excludes
from the computation of liabilities
assumed liabilities the payment of
which would give rise to a deduction,
provided that the incurrence of such
liabilities did not result in the creation
of, or an increase in, the basis of any
property.

Section 358(a) generally provides that,
in the case of an exchange to which
section 351 applies, the basis of the
property permitted to be received
without the recognition of gain or loss
is decreased by the amount of any
money received by the transferor. For
this purpose, under section 358(d)(1),
the transferee’s assumption of a liability
of the transferor is treated as money
received by the transferor on the
exchange. Section 358(d)(2), however,
provides an exception for liabilities
excluded under section 357(c)(3).

On August 15, 1994, final regulations
(TD 8560) adding paragraph (d) to
§ 1.1502–80 were published in the
Federal Register (59 FR 41666). A
correcting amendment adding a
sentence to the end of paragraph (d) of
§ 1.1502–80 was published in the
Federal Register for March 14, 1997 (62
FR 12096). As currently in effect,
§ 1.1502–80(d) provides that ‘‘[s]ection
357(c) does not apply to any transaction
to which § 1.1502–13, § 1.1502–13T,
§ 1.1502–14, or § 1.1502–14T applies, if
it occurs in a consolidated return year
beginning on or after January 1, 1995.’’
The example in that regulation
contemplates that, to the extent that the
transferor does not recognize gain under
section 357(c) by reason of the rule of
§ 1.1502–80(d), the transferor’s basis in
the stock of the transferee that it
receives in the exchange is reduced,
with the result that an excess loss
account may arise.

A concern has been raised that, as
currently drafted, § 1.1502–80(d) may
produce an unintended basis result in
certain intragroup transfers described in
section 351. In particular, it is possible
that one might conclude that, because
§ 1.1502–80(d) provides that section
357(c) does not apply to certain
intragroup section 351 exchanges, no

liabilities can technically be excluded
under section 357(c)(3). If that analysis
were correct, in the case of a transfer
described in section 351 between
members of a consolidated group, the
transferor’s basis in the stock of the
transferee received in the transfer would
be reduced by liabilities assumed by the
transferee, including those liabilities
described in section 357(c)(3) that
would not have reduced basis had
section 357(c) applied. Assuming the
transferor and the transferee are
members of the consolidated group at
the time the liability does in fact give
rise to a deduction on the part of the
transferee and is taken into account on
the consolidated return, the transferor’s
basis in the stock of the transferee
would be reduced a second time under
the principles of § 1.1502–32. This
duplicated basis reduction, i.e., once at
the time of the transfer described in
section 351 and again at the time the
liability is taken into account by the
consolidated group, may ultimately
cause the transferor to recognize an
amount of gain on the sale of the stock
of the transferee that does not clearly
reflect income.

Explanation of Provisions
These proposed regulations clarify

that, in certain transfers described in
section 351 between members of a
consolidated group, a transferee’s
assumption of liabilities described in
section 357(c)(3)(A), other than those
also described in section 357(c)(3)(B),
will not reduce the transferor’s basis in
the transferee’s stock received in the
exchange.

Proposed Effective Date
These regulations are proposed to

apply to transactions occurring in
consolidated return years beginning on
or after the date these regulations are
published as final regulations in the
Federal Register.

Special Analyses
It has been determined that this notice

of proposed rulemaking is not a
significant regulatory action as defined
in Executive Order 12866. Therefore, a
regulatory assessment is not required. It
is hereby certified that these regulations
do not have a significant economic
impact on a substantial number of small
entities. This certification is based on
the fact that these regulations will affect
affiliated groups of corporations that
have elected to file consolidated returns,
which tend to be larger businesses.
Therefore, a Regulatory Flexibility
Analysis under the Regulatory
Flexibility Act (5 U.S.C. chapter 6) is
not required. Pursuant to section 7805(f)

of the Internal Revenue Code, these
regulations will be submitted to the
Chief Counsel for Advocacy of the Small
Business Administration for comment
on their impact on small business.

Comments and Public Hearing

Before these proposed regulations are
adopted as final regulations,
consideration will be given to any
written comments (preferably a signed
original and eight (8) copies) that are
submitted timely to the IRS. The IRS
and Treasury request comments on the
clarity of the proposed regulations and
how it may be made easier to
understand. All comments will be
available for public inspection and
copying.

A public hearing has been scheduled
for March 21, 2002, beginning at 10
a.m., in room 4718, Internal Revenue
Building, 1111 Constitution Avenue
NW., Washington, DC. Because of access
restrictions, visitors will not be
admitted beyond the Internal Revenue
Building lobby more than 15 minutes
before the hearing starts.

The rules of 26 CFR 601.601(a)(3)
apply to the hearing.

Persons that wish to present oral
comments at the hearing must submit
timely written comments and an outline
of the topics to be discussed and the
time to be devoted to each topic
(preferably a signed original and eight
(8) copies) by February 28, 2002.

A period of 10 minutes will be
allotted to each person for making
comments.

An agenda showing the scheduling of
the speakers will be prepared after the
deadline for receiving outlines has
passed. Copies of the agenda will be
available free of charge at the hearing.

Drafting Information

The principal author of these
regulations is T. Ian Russell, Office of
Associate Chief Counsel (Corporate).
However, other personnel from the IRS
and Treasury Department participated
in their development.

List of Subjects in 26 CFR Part 1

Income taxes, Reporting and
recordkeeping requirements.

Proposed Amendments to the
Regulations

Accordingly, 26 CFR part 1 is
proposed to be amended as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation
for part 1 continues to read in part as
follows:

Authority: 26 U.S.C. 7805 * * *
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Par. 2. In § 1.1502–80, paragraph (d)
is revised to read as follows:

§ 1.1502–80 Applicability of other
provisions of law.

(d) Non-applicability of section
357(c)—(1) In general. Section 357(c)
does not apply to cause the transferor to
recognize gain in any transaction to
which § 1.1502–13 applies, if such
transaction occurs in a consolidated
return year beginning on or after [the
date these regulations are published as
final regulations in the Federal
Register]. Notwithstanding the
foregoing, for purposes of determining
the transferor’s basis in property under
section 358(a) received in a transfer
described in section 351, section
358(d)(2) shall operate to exclude
liabilities described in section
357(c)(3)(A), other than those also
described in section 357(c)(3)(B), from
the computation of the amount of
liabilities assumed that is treated as
money received under section 358(d)(1),
if such transfer occurs in a consolidated
return year beginning on or after [the
date these regulations are published as
final regulations in the Federal
Register]. This paragraph (d)(1) does not
apply to a transaction if the transferor or
transferee becomes a nonmember as part
of the same plan or arrangement. The
transferor (or transferee) is treated as
becoming a nonmember once it is no
longer a member of a consolidated
group that includes the transferee (or
transferor). For purposes of this
paragraph (d)(1), any reference to a
transferor or transferee includes, as the
context may require, a reference to a
successor or predecessor. For rules
regarding the application of section
357(c) to transactions occurring in
consolidated return years beginning on
or after January 1, 1995, but before [the
date these regulations are published as
final regulations in the Federal
Register], see § 1.1502–80(d) in effect
prior to the date these regulations are
published as final regulations in the
Federal Register (see 26 CFR part 1
revised April 1, 2001).

(2) Examples. The principles of
paragraph (d)(1) of this section are
illustrated by the following examples:

Example 1. P, S, and T are members of a
consolidated group. P owns all of the stock
of S and T with bases of $30 and $20,
respectively. S has assets with a total fair
market value equal to $100 and an aggregate
basis of $30 and liabilities of $40. S merges
into T in a transaction described in section
368(a)(1)(A) (and in section 368(a)(1)(D)).
Section 357(c) does not apply to cause S to
recognize gain in the merger. P’s basis in T’s
stock increases to $50 ($30 plus $20), and T
succeeds to S’s $30 basis in the assets
transferred and the $40 of liabilities.

Example 2. P owns all the stock of S1. S1
has assets with a total fair market value equal
to $100 and an aggregate basis of $30. S1 has
$40 of liabilities, $5 of which are described
in section 357(c)(3)(A), but not section
357(c)(3)(B), and $35 of which are not
described in section 357(c)(3)(A). S1 transfers
its assets to a newly formed subsidiary, S2,
in exchange for stock of S2 and S2’s
assumption of the liabilities of $40 in a
transaction to which section 351 applies.
Section 357(c) does not apply to cause S1 to
recognize gain in connection with the
transfer. For purposes of determining S1’s
basis in the S2 stock it received in the
exchange, section 358(d)(2) operates to
exclude $5 of the liabilities from the
computation of the amount of liabilities
assumed that are treated as money received
under section 358(d)(1). S1’s basis in the S2
stock received in the exchange is a $5 excess
loss account (reflecting its $30 basis in the
assets transferred reduced by $35, the
amount of liabilities assumed that are not
described in section 357(c)(3)(A)).

* * * * *

Robert E. Wenzel,
Deputy Commissioner of Internal Revenue.
[FR Doc. 01–28409 Filed 11–13–01; 8:45 am]
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SUMMARY: This document contains
proposed regulations relating to
incentive stock options and options
granted under employee stock purchase
plans. These proposed regulations
would provide guidance concerning the
application of the Federal Insurance
Contributions Act (FICA), Federal
Unemployment Tax Act (FUTA), and
Collection of Income Tax at Source to
these options. These proposed
regulations would affect employers that
grant these options and employees who
exercise these options. This document
also provides notice of a public hearing
on these proposed regulations.

DATES: Written or electronic comments
and outlines of topics to be discussed at

the public hearing scheduled for March
7, 2002, must be received by February
14, 2002.
ADDRESSES: Send submissions to:
CC:ITA:RU (REG–142686–01), Room
5226, Internal Revenue Service, POB
7604, Ben Franklin Station, Washington,
DC 20044. Submissions may be hand
delivered Monday through Friday
between the hours of 8 a.m. and 5 p.m.
to: CC:ITA:RU (REG 142686–01),
Courier’s Desk, Internal Revenue
Service, 1111 Constitution Avenue,
NW., Washington, DC. Alternatively,
taxpayers may submit comments
electronically via the Internet by
selecting the ‘‘Tax Regs’’ option on the
IRS Home Page, or by submitting
comments directly to the IRS Internet
site at http://www.irs.gov/tax_regs/
reglist.html. The public hearing will be
held in the Auditorium of the Internal
Revenue Building, 1111 Constitution
Avenue, NW., Washington, DC.
FOR FURTHER INFORMATION CONTACT:
Concerning the proposed regulations,
Stephen Tackney of the Office of
Division Counsel/Associate Chief
Counsel (Tax Exempt and Government
Entities), (202) 622–6040; concerning
submissions of comments, the hearing,
and/or to be placed on the building
access list to attend the hearing, Treena
Garrett, (202) 622–7180 (not toll-free
numbers).
SUPPLEMENTARY INFORMATION:

Background
This document contains proposed

amendments to the Employment Tax
Regulations (26 CFR part 31) under
sections 3121(a), 3306(b), and 3401(a) of
the Internal Revenue Code of 1986
(Code), and to the Income Tax
Regulations (26 CFR part 1) under
section 424 of the Code. These
regulations would clarify current law
regarding FICA tax, FUTA tax, and
income tax withholding consequences
upon the exercise of statutory stock
options, i.e., incentive stock options
described in section 422(b) and options
granted under an employee stock
purchase plan described in section
423(b). FICA tax consequences are
determined by sections 3101 through
3128, FUTA tax consequences by
sections 3301 through 3311, and income
tax withholding consequences by
sections 3401 through 3406.

A. Statutory Stock Options
Section 422(b) sets forth the

requirements for treatment of options as
incentive stock options. If certain
conditions are met, special tax treatment
is provided in section 421(a) for the
transfer of stock to an individual
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