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Vincent F. Lackner, Jr., is founder and President of The Lackner Group, Inc., in Pittsburgh, PA (www.lacknergroup.com).  He is the primary author of The 6-in-1 Estate Administration System, first released in 1986 and currently relied upon by nearly 1,500 users in law firms, accounting firms, and banks throughout the United States.  He received his undergraduate degree from Harvard and his law degree from New York University School of Law.

EXECUTIVE SUMMARY:  CNN Legal Analyst Jeffrey Toobin, author of three books on the Supreme Court, spoke recently in Pittsburgh.  He explained that, when Justice David Souter was still on the Court, he was often confused with Justice Stephen Breyer even though the two of them didn’t resemble each other all that much. One day, Justice Souter was driving from D.C. to his home in New Hampshire.  Along the way, when he stopped off for a bite to eat, he was approached by a couple.  The man said to him, “I know you!  You’re Stephen Breyer, aren’t you?”  Not wanting to embarrass the fellow in front of his wife, the justice responded, “Why, yes I am.”  The fellow then persisted by asking, “What would you say has been the single best thing about serving on the Court?”  The justice replied, “I would have to say that it has been the great privilege of serving with David Souter.”

Well, the 706 returns for 1979 and 2011, and all of the ones in between, resemble each other quite a bit.  But none of them resembles new parts of the 706 for 2012 that was recently released by the IRS.  It is safe to say that this version represents the most significant change to the form in more than 33 years.
Below are links to redlined versions of the 706 Form and Instructions for 2012, showing red boxes around items that changed from 2011 to 2012:

Form:

http://www.leimbergservices.com/Article_detail.cfm?article_id=12543
 

Instructions: 
http://www.leimbergservices.com/Article_detail.cfm?article_id=12544
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A.  Five Major Changes
There are five (5) major changes (details appear below):

1) Page 1:  Line 9a – 9d:  Basic Exclusion, Deceased Spousal Unused Exclusion (DSUE), and Applicable Exclusion Amounts.

2) Page 4 (new):  Part 6 – Portability of Deceased Spousal Unused Exclusion (DSUE) Amount.

3) Schedules A-I, M, and O:  Special procedure for valuing marital/charitable assets when an estate whose value does not exceed $5,120,000 is filing a 706 solely for purposes of electing portability.  

4) Schedules J, K, and L:  Special reference to new Schedule PC (Protective Claims), and the corresponding elimination of two columns from Schedule K (“Amount unpaid to date” and “Amount in contest”).

5) Schedule PC (“Protective Claim for Refund”):  Implements 2009 regulations and their general rule that deductions may not be claimed until they are actually paid. There are notable exceptions for ascertainable expenses such as attorneys’ fees and executors’ commissions, claims that do not exceed $500,000 in the aggregate, and claims that are related to counterclaims.  Existing regulations provide other exceptions to this general rule (including deductions still allowed for certain unpaid mortgages and other indebtedness under Section 20.2053-7).  Schedule PC must be filed before the end of any applicable limitation period for claiming refunds (normally within three years of filing a return or two years of paying tax, whichever is later).
B.  Form 706 (2012)
Below is a point-by-point list of changes made to the form.

Page 1
Part 1, Block 11 (new):  Check the box if you are estimating the value of marital/charitable deduction assets in accordance with the temporary regulations (in the case of a 706 being filed solely for purposes of electing portability, even though its value does not exceed $5,120,000).
Part 2, Lines 9a - 9d:  The old "maximum unified credit" line is expanded into four lines:


9a.
Basic exclusion amount (currently $5,120,000)

9b.
Deceased spousal unused exclusion (DSUE) Amount (carried forward from one or more predeceased 


spouses)

9c.
Applicable exclusion amount (9a + 9b)


9d.
Applicable credit amount (tentative tax on the amount in 9c from Table A)
Note:  Line 9b represents the DSUE Amount being received from one or more predeceased spouses, as determined on Page 4, Part 6, Section D.  For example, It is possible that the decedent used DSUE Amount from a spouse “two (or more) spouses ago” against lifetime gifts made by the decedent before the decedent’s next spouse died.  This DSUE Amount, and the lifetime gifts that it protected, are consolidated on the decedent’s 706.
Page 2
Part 4, Block 3b:  For all prior marriages, list the name and SSN of the former spouse, the date the marriage ended, and whether the marriage ended by annulment, divorce, or death.

Notes
Report only prior marriages here, not the decedent’s current marriage.  If the decedent was married at the time of death, information about the current spouse goes only into Block 3a and Block 4a (“Surviving spouse”) and not into Block 3b.
Block 4c (“Amount received” by surviving spouse) does not include any DSUE Amount being ported from the decedent to the surviving spouse.

Remarriage, divorce, and subsequent death (four examples):
Ex. 1:  W divorces H1, W marries H2, W dies:
W has no “last deceased spouse”

Ex. 2:  H1 dies, W marries H2, W dies:
H1 is W’s “last deceased spouse”. 

Ex. 3:  H1 dies, W marries H2, W divorces H2, H2 dies, W dies:
H1 is W’s “last deceased spouse”
Ex. 4:  H1 dies, W marries H2, H2 dies, W dies: 
H2 is W’s “last deceased spouse”


Part 4, Question #6:  Is the estate filing a protective claim for refund?  If "Yes," complete and attach two copies of Schedule PC for each claim. [Schedule PC is new in the 706 for 2012, at Pages 29-30]

Page 3
Part 5, Lines 10 and 23:  Estimated value of assets subject to the special rule of Reg. section 20.2010-2T(a)(7)(ii).  [As seen at the top of Schedules A-I, M, and O, eligible marital/charitable deduction property should be reported on the schedules, but without values.  The estimates entered on Lines 10 and 23 are offsetting assets and deductions.]

Page 4 (new)

Assume:
S
Surviving Spouse


D
Decedent


P1
Last (Pre)deceased Spouse


P2
Next-to-Last Predeceased Spouse


P3
Next-to-Next-to-Last Predeceased Spouse

Part 6:  Portability of Deceased Spousal Unused Exclusion (DSUE) Amount
Section A.  Portability Election (automatic, based on the filing of a 706 in the 1st estate, unless the estate
  
opts NOT to elect portability by checking the box in this Section)


Section B.  QDOT


Section C.  DSUE Amount Portable TO the Surviving Spouse (“S”)
Decedent is 1st Spouse


Section D.  DSUE Amount Received FROM Predeceased Spouse(s) (“P1”, etc.)
Decedent is 2nd Spouse


Complete only for spouses who died in 2011 or later.


Col D:  DSUE Amount Received from Spouse 



Col E:  DSUE Amount Applied by Decedent to Lifetime Gifts


Col F:  Year(s) of Form 709 Reporting Use of DSUE Amount Listed in col E



Col G:  Remaining DSUE Amount, if any

Part 1 - DSUE Amount Received from Last Predeceased Spouse (“P1”)




Col D:  If last deceased spouse died in 2012, enter amount from 



Part 6, Section C, Line 7 of prior spouse’s 706.  Otherwise enter the DSUE



Amount as reported on (or derived from) that spouse’s 706.


Col E:  This amount is used only on the Line 7 Worksheet, Column h



Col F:   Actual form reads “Year” but it should be “Year(s)”



Col G:  This amount isn’t used anywhere else on the form


Part 2 - DSUE Amount Received from Other Predeceased Spouse(s) (“P2”, “P3”, etc.)

The instructions provide that “each line should reflect a different predeceased 


spouse”.  Thus, if D applied DSUE Amount from a given predeceased spouse to gifts 


made in more than one year, these gifts should be combined onto one line.  



Of course, reporting doesn’t start until 2011, so only gifts made in 2011 and 2012



are affected so far.




Col D:  It appears that the “DSUE Amount Received from Spouse”



(two or more spouses ago) should be the full DSUE Amount reported on 


that spouse’s Form 706, even if some of the DSUE Amount is never used.

Col E:  Enter the portion that D applied to D’s gifts before “Px” died:



P3 dies, D marries P2, P2 dies.  
P3’s unapplied DSUE Amount is gone.




P2 dies, D marries P1, P1 dies.  
P2’s unapplied DSUE Amount is gone.




P1 dies, D marries S.    
P1’s DSUE Amount all available to D.



Col F:  The year(s) should be listed here, with a year range if necessary to fit



onto one line. 

The total DSUE Amount Received from Predeceased Spouse(s) consists of: 


Section D, Part 1, Column D, plus

Section D, Part 2, Column E

This amount is carried to Part 2, Line 9b, and becomes part of the current decedent’s Line 9c “Applicable exclusion amount”:


Line 9a “Basic exclusion amount” of $5,120,000 (currently), plus 

Line 9b “DSUE” Amount
Note the flow of the DSUE Amount from one spouse to the next in a potentially never-ending daisy chain:

P3’s DSUE Amount => D’s gifts


P2’s DSUE Amount => D’s gifts


P1’s DSUE Amount => D’s gifts and D’s estate


=> D’s Part 6, Section D

=> Part 2, Line 9b 

=> Part 2, Line 9c 

=> Part 6, Section C, Line 1

=> Part 6, Section C, Line 7


=> S’s Part 6, Section D


=> Part 2, Line 9b 


=> Part 2, Line 9c 


=> Part 6, Section C, Line 1


=> Part 6, Section C, Line 7



etc.

Notes: 
See Part 6, Section D, header, parenthetical instruction: “To be completed by the estate of a deceased surviving spouse with DSUE Amount from predeceased spouse(s)”.  The term “deceased surviving spouse” seems a bit odd, but might make more sense if read as “now-deceased surviving spouse” (i.e., the second to die in the case of a couple with no other marriages).

You must file Page 4, even if no section is filled in (see instructions, Page 5, lower right corner)

If you check the box in Section A, leave Sections B and C blank.  Section D can still be applicable.
Section C is “forward looking”:
applies only to a succeeding spouse (sending DSUE Amount to the future)
Section D is “backward looking”:
applies only to a preceding spouse    (retrieving DSUE Amount from the past)

Beginning of spousal chain:
Section C only


Middle of spousal chain:
Sections C and D


End of spousal chain:
Section D only
Page 4, Part 6, Section C, Lines 1-6
See below for two examples that illustrate the intricate issue of how to handle the portion of adjusted taxable gifts on which gift taxes have already been paid.
Page 4, Part 6, Section D

Attaching the 706 of a Predeceased Spouse.  The 706 Instructions for 2011 (Page 13, Line 3, left column) specified that the current 706 should include a copy of the 706 filed for a predeceased spouse with a DSUE Amount who did not opt out of portability.  The 706 Instructions for 2012 contain no such requirement.
Schedules A-I, M, O:  Note at top:

“Note. If the value of the gross estate, together with the amount of adjusted taxable gifts, is less than the basic exclusion amount and the Form 706 is being filed solely to elect portability of the DSUE Amount, consideration should be given as to whether you are required to report the value of assets eligible for the marital or charitable deduction on this schedule. See the instructions and Reg. section 20.2010-2T (a)(7)(ii) for more information. If you are not required to report the value of an asset, identify the property but make no entries in the last three [four fir Sched B, one for Sched M or O] columns.”
Each asset and deduction eligible for the above treatment must be marked so that its amount appears on neither the schedules nor the Recapitulation.  The aggregate amount (the same number for the asset and corresponding deduction) is entered on new Lines 10 and 23 of the Recapitulation.
Schedules J, K, L:  Note at top

“Use Schedule PC to make a protective claim for refund due to an expense not currently deductible. For such expenses, report the expense on Schedule J [K, L] but without a value in the last column.“
Schedule J:  Note at top:

“Are you aware of any actual or potential reimbursement to the estate for any expense claimed as a deduction on this schedule? 

If “Yes,” attach a statement describing the items subject to potential reimbursement. (see instructions)”
Schedule K:  Note at top:

“Are you aware of any actual or potential reimbursement to the estate for any debt of the decedent, mortgage, or lien claimed as a deduction on this schedule? 

If “Yes,” attach a statement describing the items subject to potential reimbursement. (see instructions)

Are any of the items on this schedule deductible under Reg. section 20.2053-4(b) and Reg. section 20.2053-4(c)?
If “Yes,” attach a statement indicating the applicable provision and documenting the value of the claim.”
Schedule PC (new)

Two-page form at Pages 29-30 of the 706 for 2012.

Schedule PC may be used by the estate of a decedent dying after 2011 (and probably only for a decedent dying after 2011).
Must be filed with Form 706 and cannot be filed separately.

When making a claim for refund separately from the 706, use Form 843.

Use a separate Schedule PC (or Form 843) for each separate claim or expense.

File Schedule PC in duplicate for each separate claim or expense.
Notes

Distinguish among the following types of “claims”

a) Initial:
Protective claim for refund…

b) Partial:
Partial refund claimed…

c) Final:
Full and final refund claimed…

A Partial or Final claim is an Initial claim that has now “ripened” into a deductible claim based on events that have occurred in the meanwhile (i.e., the claim has been paid, has become ascertainable, etc.).

Any given claim can be only one of the above three types.
Distinguish further between the following types of “claims”:

i) Current:
Being filed with this 706

ii) Prior:
Filed with a prior 706 or on a prior Form 843

Any claim can be any combination of the above two categories.  

If a 706 has already been filed before a given protective claim was submitted, then Form 843 (and not Schedule PC) must be used to initiate the protective claim.
You may update the status of a claim originally filed on Schedule PC or Form 843 in either of the following two ways:

A) Supplemental 706 with new Schedules PC attached. 

B) New Form 843
In both cases, attach copies of the initial claim that was submitted for the given expense or claim (whether via Schedule PC or Form 843).

If you already deducted part of an expense or claim, and are now deducting more of it (via a Partial claim) or the balance of it (via a Final claim), you should increase the deduction or expense on Schedule J, K, or L, rather than entering a new item number.  This way, you preserve the item numbering from the original 706 that is called for on Schedule PC, Page 2, Part 2, Column A.

Page 2, Part 2:
Column C:  Amount, if any deducted under…20.2053-1(d)(4) or 20.2053-4(b) or (c)
If a part of an expense or claim was already deducted on the 706 (because it falls into one of the specified exceptions for unpaid expenses or claims), enter into Column C the amount already deducted on Schedule J, K, or L.
Notice 2011-48 specifies that Schedule PC “must reference the regulatory provision under which the deduction was claimed in order to identify properly the section 2053 claim or expense on a protective claim for refund.”  Accordingly, it may be advisable to specify the section number in Column C right below the amount.  This makes the regulatory reference more explicit, and you don’t have to remember to include this reference in Column B (Identification of the claim) whose header doesn’t specifically call for this information.
If a related expense or claim was already deducted because it was paid, there appears to be no place to report this on Schedule PC.

Column D:  Amounts presently claimed as a deduction under Section 2053 for the identified claim

We have received confirmation from the IRS that this column should include only the part of the claim reported on Page 1 of this Schedule PC, and not the combined amount now being deducted on Schedule J, K, or L. 

Column E:  Ancillary expenses estimated/agreed uponi/paid

Complete Column E only for Partial or Final refund claims.

“Show the amount of ancillary or related expenses to be included in the claim for refund and indicate whether this amount is estimated, agreed upon, or has been paid” (Instructions, Page 49, top right corner).

Despite the form and the instructions, Notice 2011-48 does not require that specific amounts be reported in this column.  
It would appear that, if an ancillary expense has been agreed upon (= “ascertainable”) or paid, then that expense should be included in Column D (“Amount presently claimed as a deduction”), even if also separately stated in Column E.  If the ancillary expense is merely estimated, it appears that this amount should be entered only in Column E in order to “protect” it for a later partial or final claim after this expense has become agreed upon or paid.
Column F:  Amount of tax to be refunded

Complete Column E only for Partial or Final refund claims.

This would normally be 35% of the amount of a Partial or Final claim, but there can be circumstances where the tax to be refunded is less than 35% or even 0% (particularly if the claim causes the taxable estate to cross over from taxable status to non-taxable status, i.e., below $5,120,000).
Page 2, Part 3:
There is some inconsistency between the form (Page 1/Block 7 and Page 2/Part 3) and the instructions (Page 49, Part 3, right-hand column) as to exactly when other (current and prior) protective claims must be listed on Part 3. The IRS has advised us to display every other claim (whether current or prior) on each Schedule PC. You must file two copies of Schedule PC and, in the case of Partial or Final claims, one copy of the corresponding Initial claim.
Column D asks the preparer to indicate whether the prior claim is:

(1) [Initial] Protective Claim for Refund

(2) Partial Claim for Refund

(3) Final Claim for Refund

Because Form 706 and its schedules are screened by hand (not by machine), it shouldn’t matter whether you enter 1, 2, or 3, or the words that they stand for.
C.  Instructions for Form 706 (2012)
Below is a point-by-point list of changes made to the instructions.

Page 1

New Part 6:
Portability of Deceased Spousal Unused Exclusion (DSUE) Amount
Part 2, Line 9:
New computation of Applicable Credit Amount
Special Valuation:
Marital/Charitable assets on returns with values not exceeding $5,120,000, filed solely for portability

Page 2

New Schedule PC:
Protective Claims

Line 7 Worksheet:
Must now be filed with the return (if applicable).  Not clear whether Worksheets TG or Line 4 must
also be filed.


2012
2011
Basic Exclusion:
5,120,000
5,000,000
Basic Credit:
1,772,800
1,730,800
Special-use valuation:
1,040,000
1,020,000
2% portion/installments:
1,390,000
1,360,000
In order to preserve a DSUE Amount for the next estate, the Executor must file a “timely, complete, and properly prepared” Form 706.  As noted by Richard Franklin and Lester Law in their Leimberg Services Newsletter #1976 (June 18, 2012), an estate tax return will be considered “complete and properly prepared” if:
1) It is prepared in accordance with the instructions
    and

2) The following requirements are met:


(a) 20.6018-2:
the person responsible for filing the return

(b) 20.6018-3:
the return must contain adequate information regarding assets, deductions, and credits 

(c) 20.6018-4:
the documents that must accompany the return

Filing a timely and complete Form 706 with a DSUE Amount will be considered an election to transfer the DSUE Amount to the surviving spouse.
To opt out of portability, the executor must affirmatively opt out of portability. 


Note:  Failing to file a timely and complete 706 will have the same effect as opting out of portability.
Must file a 706 if:

a) Electing portability (for an estate of any size) 
   or

b) Gross estate plus adjusted taxable gifts and specific exemption is more than $5,120,000

Note:  special rule of Reg. section 20.2010-2T(a)(7)(ii) regarding estimating the value of certain property eligible for the marital or charitable deduction.

Page 3

Filing Deadline.  The Executor may elect to transfer the DSUE Amount to the surviving spouse only if Form 706 is filed within 9 months of the decedent’s date of death or within the additional six-month extension period, if applicable.

Paying Electronically.  New option to submit estate tax electronically through the Electronic Federal Tax Payment System (EFTPS).

Amending Form 706.  
File another full Form 706, noting “Supplemental Information” at the top.

Note:  This suggests that an entire replacement Form 706 should be filed.  This is not consistent with the 

instructions for new Schedule PC, which asks for a supplemental Form 706 “including each schedule

affected by the allowance of the deduction under section 2053.”   On the other hand, a supplemental
706 filed for this purpose must bear an expanded notation at the top (“Supplemental Information - Notification of Consideration of Section 2053 Protective Claim(s) for Refund”).  Accordingly, the IRS may be
differentiating between these two types of supplemental returns, and not be expecting a full replacement 706 in the case of partial or final Schedules PC.

Attach a copy of pages 1, 2, and 3 of the original Form 706 that has already been filed.

Note:  We believe that this instructions should include page 4, because that new page that must now be filed with the



original return (see instruction on Page 4, lower right corner).
Page 4

Rounding Off to Whole Dollars.  If you have to add two or more amounts to compute an item’s value, include the cents when adding the amounts and round off only the total.


Note:    We believe that this new instruction needs work, so we’re ignoring it  for now.

Filing:  You must file the first four pages of Form 706.

Page 5

Note regarding estimate of values for eligible assets.
Line 6d.  Multiple Executors.  Check box if there is more than one executor.  On an attached statement, provide the name, address, telephone number, and SSN of any executor other than the one named on line 6a.

Page 7, Line 7 Worksheet

Column h (new):
Cumulative DSUE Amount from Predeceased Spouse(s) Applied to Current and Prior Gifts



Note:  this dovetails with Part 6, Section D, where DSUE Amount is ported from predeceased spouses:


Last Deceased Spouse:  
entire DSUE Amount, whether or not applied to decedent’s lifetime gifts



Other Predeceased Spouses:  only the DSUE Amount that was applied to decedent’s lifetime gifts before






decedent’s next spouse dies.

Note:     each line represents the cumulative DSUE Amounts applied (the amount applies to prior gifts plus  
the amount applied to the current year’s gifts).

Column i (new):  
Exclusion Amount for Current Period ($5,120,000 for 2012)

Column j (new):  
Total of DSUE Amount (h) and decedent’s own Basic Exclusion Amount (i)

Column k (old Column h):  
Maximum Applicable (rather than Unified) Credit.  


Note:  This column converts the exclusion amounts (the sum of Columns h and i) back to a credit amount so 

             that the Line 7 Worksheet can continue as before.

Column l (old Column i):
Applicable (rather than Unified) Credit Amount Allowable in Prior Period 


Note:  This column continues the reference to “Allowable” (introduced in 2010) in place of “Used”, because the credit is now  recomputed based on the 35% marginal rate rather than the credit actually used on prior 709s.  Exception:  the credit actually used is still reported when aggregate prior gifts do not exceed $500,000.
Page 8

Instructions for various columns on the Line 7 Worksheet have been re-lettered and/or moved, as appropriate.


Reminder to file Line 7 Worksheet.  In prior years, this Worksheet did not have to be filed, but was to be kept with the preparer’s records.
Table of Basic Exclusion Amounts.  Because portability involves transferring an exclusion rather than a credit, the table associated with the Line 7 Worksheet was changed from a “Table of Unified Credits” to a “Table of Basic Exclusion Amounts” (column i).  The instructions also keep the old column of credits (which is helpful).  Although that column’s header now reads “Credit Equivalent,” that term has often been interpreted as meaning the “corresponding exemption for a given credit”.   Thus, it might help to think of the header as reading “Basic Credit Amount”.

Lines 9a through 9d .  Applicable Credit Amount (formerly Unified Credit Amount).   This section is consistent with the change in terminology introduced in TRA 2010:
a) Basic Exclusion Amount: 
formerly Applicable Exclusion Amount
b) DSUE Amount:


Deceased Spouse’s Unused Exclusion Amount
c) Applicable Exclusion Amount:
Sum of (a) and (b)

The Basic Exclusion Amounts are:


2010:

5,000,000


2011:

5,000,000


2012:

5,120,000

If the current law is extended into 2013, and assuming a cost of living adjustment in 2012 of 2.4% (just like in 2011), then we might expect next year’s exclusion amount to be:


2013:

5,240,000 (2010 base of 5,000,000  plus cumulative adjustment of 4.8% x 5,000,000 = 240,000)
Page 10
The total value of property valued under section 2032A (“special-use” property) may not be decreased from FMV by more than $1,040,000 for decedents dying in 2012.

Page 12
Reference to average annual effective interest rates in effect for 2012.
Page 15
Complete and attached Form 2848 if you would like to authorize:

· Persons other than attorneys, accountants, or enrolled agents to represent the estate, or

· More than one person to receive confidential information or represent the estate, or

· Someone to sign agreements, consents, waivers or other documents for the estate.

Line 3.  

Line 3a.  Decedent’s marital status at time of death


Line 3b.  Decedent had one or more prior marriages (not counting a current marriage)


Provide the name and SSN of each former spouse,  the date(s) the marriage(s) ended, and



specify whether the prior marriage(s) ended by:




Annulment




Divorce decree




Death of the spouse



Complete Part 6 (Portability) if:




A prior marriage ended after December 31, 2010, 

and




The predeceased spouse elected to allow the decedent to use any DSUE Amount

Attaching the 706 of a Predeceased Spouse.  The 706 Instructions for 2011 (Page 13, Line 3, left column) specified that the current 706 should include a copy of the 706 filed for a predeceased spouse with a DSUE Amount who did not opt out of portability.  The 706 Instructions for 2012 contain no such requirement.

Line 4.  Complete if decedent was married at the time of death.  Do not include any DSUE Amount in Line 4c.
Line 6.  New checkbox asks whether the estate is filing a protective order for refund.  If so, complete new Schedule PC.  
Page 16  

Note.  If estimating the value of one or more assets pursuant to the special rule of Regulations section 20.2010-2T(a)(7)(ii), do not enter values for those assets in items 1 through 9.  Total the estimated values for those assets and follow the instructions for item 10.

Item 10.  The executor must use his or her best estimate of the values of assets eligible for the special rule noted above.  The executor must exercise due diligence and is subject to penalties of perjury.

Table of Estimated Values.  Although the regulations specify rounding to the nearest $250,000, this table rounds to the next higher $250,000, and is capped at $5,120,000 (the applicable exclusion for 2012).

Page 17
Item 23.  Enter the same amount here that was entered on Item 10.  These two numbers represent a “wash”, so that the amount of the taxable estate is not affected by the amounts reported on Items 10 and 23.

Part 6 – Portability of Deceased Spousal Unused Exclusion (DSUE) Amount.   


Note:  A nonresident surviving spouse who is not a citizen of the United States may not take into account the DSUE Amount of a deceased spouse, except to the extent allowed by treaty with his or her country of citizenship.

Last Deceased Spouse Limitation.  The identity of the last deceased spouse is not affected by any of the following:


The last deceased spouse did or did not elect portability

The last deceased spouse had some or no DSUE Amount available
Either the current decedent or the last deceased spouse remarried
Assume:
 P:    predeceased spouse


 D:
decedent


 S:
next spouse

Note:  If D marries S, then divorces S, then S dies, then D dies, P is still D’s “predeceased spouse”
During D’s lifetime, D may use P’s DSUE Amount against D’s gifts, but only until D’s next spouse dies.

The DSUE Amount received from P is applied before D’s own basic exclusion amount.

D can use the DSUE Amount from multiple predeceased spouses (P1, P2, P3, etc.), but only in succession and not at one time.  In the case of D’s last predeceased spouse, D can use that P’s DSUE Amount against both lifetime gifts and transfers on death.
Making the Election.  This relates to the filing of a timely and complete 706 in order to elect portability, even if the value of the estate is $0.  The value of the DSUE Amount to the next estate is currently 35% of the DSUE Amount.  For a predeceased spouse who dies in 2012, when the exclusion if $5,120,000, the DSUE Amount can be worth as much as $1,792,000 ($5,120,000 x 35%).  Note that this is $19,200 more than the credit of $1,772,800 for 2012.  The difference is that the first $500,000 of the current decedent’s basic exclusion amount is taxed at rates from 18% to 34%.  The difference in rates in the low brackets (below $500,000) leads to a credit that is $19,200 smaller.
Effective Date of Election.  The portability election is effective as of the decedent’s death (even if not made until as long as 15 months after death).  Thus, the DSUE Amount received by a surviving spouse may be applied immediately to any transfer occurring after the decedent’s death.

Election is Irrevocable.  A portability election is irrevocable, unless an adjustment or amendment to the election is made on a subsequent return filed on or before the due date.

Estate of nonresident decedent who was not a citizen of the United States at death.  The portability election is not available.
Who can make the election?  If an executor is appointed, qualified, and acting with the United States on behalf of the decedent’s estate, only that executor may make or opt out of a portability election. 


Note:  “With” should probably read “within”.

 If there is no executor, see Regulations section 20.2010-2T(a)(6)(ii). 

20.2010-2T(a)(6)(ii) specifies that, if there is no appointed executor, then any person in actual or constructive possession of any property of the decedent (a “non-appointed executor”) may file the estate tax return on behalf of the estate of the decedent.  In so doing, the non-appointed executor may elect portability of the decedent’s DSUE Amount, or, by complying with paragraph (a)(3) of the regulations, may elect not to have portability apply.  A portability election made by a non-appointed executor cannot be superseded by a contrary election made by another non-appointed executor of the same decedent’s estate (unless such other non-appointed executor is the successor of the non-appointed executor who made the election).

Note:  This could lead to a “race to the courthouse”.  If there is no appointed executor, and there is bad blood in the family, then a non-appointed executor acting on behalf of beneficiaries who would benefit from the portability election could file a return and elect portability.  This would apparently pre-empt the efforts of another non-appointed executor (in actual or constructive possession of other property) to opt out of portability.  But, an appointed executor who files a 706 on or before its due date could trump a preceding election made by a non-appointed executor.
Note:  Section 20.2203-1 defines “person in actual or constructive possession of any property of the decedent” as including, among others:

Decedent’s agents and representatives

Safe-deposit companies

Warehouse companies

Other custodians of property in this country

Brokers holding, as collateral, securities belonging to the decedent

Debtors of the decedent in this country

Paragraph (a)(3) specifies that portability will be considered not made if either of the following applies:

(a)(3)

(i) The executor states affirmatively on a timely filed estate tax return, or in an attachment to that estate tax return, that the estate is not electing portability under section 2010(c)(5).  


(ii) The executor does not timely file an estate tax return in accordance with paragraph (a)(1) of this section.

Opting Out.  The executor can opt out by checking the box indicated in Part 6, Section A.  If a Form 706 is not required to be filed, then not filing Form 706 will avoid making the election.

Note.  Not filing Form 706 is equivalent to an affirmative election not to elect portability.  Anyone representing an executor who chooses not to file a 706 in order to elect portability should certainly obtain a signed document from that executor, acknowledging the decision not to file despite the potential benefits (up to $1,792,000 of  estate tax avoided in the second estate).
Note.  Now that the 706 Form and Instructions for 2012 have been released, and include a checkbox on Part 6, Section A, for “Opting Out of Portability”, an interesting question arises.  What if the checkbox is left empty, but an affirmative election not to elect portability is attached to the return in accordance with (a)(3)(i))?  It would appear that the election not to elect portability would still be effective, but this is not certain.  There would appear to be very few circumstances when an estate would affirmatively opt out of portability (bad blood, perhaps, or the desire to avoid the burden of maintaining long-term records).

Computing the DSUE Amount.   Regulations section 20.2010-2T(b)(1) requires that a decedent’s DSUE Amount be computed on the estate tax return.  As noted below, the language is slightly different than the original statute.  The DSUE Amount is the lesser of:

(A) The basic exclusion amount in effect on the date of death of the decedent whose DSUE Amount is being computed, 
    or 

(B) That decedent’s: 

Applicable exclusion amount (basic exclusion amount plus DSUE Amount from one or more predeceased spouses)

Less:  the amount on Part 2, Line 5 (adjusted taxable estate plus adjusted taxable gifts)
Amounts on which gift taxes were paid are excluded from adjusted taxable gifts for the purpose of this computation.  See the lines displayed below in red for an illustration of how this “offset” works.
Examination of return of a predeceased spouse.  “When a surviving spouse applies the DSUE Amount to a lifetime gift or bequest at death, the IRS may examine any return of a predeceased spouse whose executor elected portability to verify the allowable DSUE Amount. The DSUE Amount may be adjusted or eliminated as a result of the examination; however, the IRS may only make an assessment of additional tax on the return of the predeceased spouse within the applicable limitations period under section 6501.”
Special Rule for Estates Valued Under the Basic Exclusion Amount.  For certain property qualifying for the marital or charitable deduction, the executor may estimate the value in good faith and with the due diligence to be afforded all assets includible in the gross estate. 

Portability Election.  

Section A.  Opting Out of Portability.  “Check the box if you do not wish to elect portability.  If you check this box, do not complete sections B or C.”  
Note:  Section D, however, may still be applicable (DSUE Amount received from one or more predeceased spouses).
Section B.  Portability and Qualified Domestic Trusts (“QDOT”).  “…the executor will determine a preliminary DSUE Amount for the purposes of electing portability.  This amount will decrease as section 2056A distributions are made.  In estates with a QDOT, the DSUE Amount generally may not be applied against tax arising from lifetime gifts because it will not be available until it is finally determined, usually upon the death of the surviving spouse or when the QDOT is terminated.”
Section C.  DSUE Amount Portable TO Decedent’s Surviving Spouse.  As discussed below, the official form uses the exemption equivalent of Line 7 gift tax paid or payable to increase the decedent’s applicable exclusion amount rather than to decrease the decedent’s adjusted taxable gifts.   Line 7 limits the result of Lines 1-6 to the amount of the decedent’s basic exclusion amount (currently $5,120,000).

Section D.  DSUE Amount Received from Predeceased Spouse(s).   The amounts in this schedule that matter are:

Part 1.  Column D (DSUE Amount Received from [Last Deceased] Spouse).  Column E and F are relevant to the Line 7



Worksheet, and Column G goes nowhere.


Part 2.  Column E (DSUE Amount Applied by Decedent to Lifetime Gifts).  

The amount to be transferred to Part 2, Line 9b (total DSUE Amount) consists of:


Part 1, Column D, plus

Part 2, Column E

Schedules A through I. M, and O
Caution:  If there are any assets to which the special rule of Regulations section 20.2010–2T(a)(7)(ii) reported on this schedule, do not enter any value in the last three columns [four for Sched B, one for Sched M or O]. See instructions for line 10 of Part 5– Recapitulation for information on how to estimate and report the value of these assets
Page 25 (Schedule F)
Valuation discounts.  The reference to “miscellaneous property” has been expanded to “a partnership, an unincorporated business, a limited liability company, or stock in a closely-held corporation.”
Page 28 (Schedule G)

The sentence above “Date power was created” now starts with “When there is a partial power”.

Schedules J through L

Caution:  Use Schedule PC to make a protective claim for refund for expenses which are not currently deductible under section 2053. For such a claim, report the expense on Schedule J [K, L] but without a value in the last column.
Pages 34-38, 42-44
Several minor changes to the instructions for Schedules M, O, R, and R-1.  Please review the redlined version of the 706 Instructions for details.

Page 41, Worksheet for Schedule Q – Credit for Tax on Prior Transfers.


Line 25.  Item references changed to “18, 19, and 20”


Line 26.  Item reference changed to “21”


Line 27.  Item reference changed to “22”

Pages 48 -49 (Schedule PC – Protective Claim for Refund
[Actual language from the instructions appears with quotation marks]

“A protective claim for refund preserves the estate’s right to a refund of tax paid on any amount included in the gross estate which would be deductible under section 2053 but has not been paid or otherwise will not meet the requirements of section 2053 until after the limitations period for filing the claim has passed. See section 6511(a). 

Caution.  Use Schedule PC for section 2053 protective claims only for refund being filed with Form 706.   If the initial notice of the protective claim for refund is being submitted after Form 706 has been filed, use Form 843, Claim for Refund and Request for Abatement, to file the claim.

Schedule PC may be used to file a section 2053 protective claim for refund by estates of decedents who died after December 31, 2011.  It will also be used to inform the IRS when the contingency leading to the protective claim for refund is resolved and the refund due the estate is finalized. The estate must indicate whether the Schedule PC being filed is the initial notice of protective claim for refund, notice of partial claim for refund, or notice of the final resolution of the claim for refund. 

Because each separate claim or expense requires a separate Schedule PC, more than one Schedule PC may be included with Form 706, if applicable.  Two copies of each Schedule PC must be included with Form 706. 

Note. Filing a section 2053 protective claim for refund on Schedule PC will not suspend the IRS’ review and examination of Form 706, nor will it delay the issuance of a closing letter for the estate.”
Note.  Technically, the initial claim is not a “claim for refund”, unlike a claim for a partial or final refund.  The initial claim is simply a notice of a potential claim for refund.  The refund itself must be claimed later after the expense or claim ”ripens” into a deductible expense or claim.  

Initial notice of claim.  The IRS will provide a written acknowledgement of receipt of an initial notice of protective claim.  If no acknowledgement is received within 180 days of filing the protective claim for refund, the fiduciary should contact the IRS to inquire about the receipt and processing of the claim.  Call 866-699-4083.  A certified mail receipt or other evidence of delivery is not sufficient to confirm receipt and processing of the protective claim for refund.

To be a valid protective claim:


The claim must be timely filed


The claim must be filed by the fiduciary or other person with authority to act on behalf of the estate


The acknowledgement of the penalties of perjury statement (on page 1 of Form 706) must be signed

The claim must be adequately described

The above conditions do not guarantee that a claim for refund will be granted, but it will be rejected if any of the above conditions is not met.

Even if the IRS does not raise such a defect when the claim is filed, it can still do so during the later substantive review.

“The estate may be given an opportunity to cure any defects in the initial notice by filing a corrected and signed protective claim for refund before the expiration of the limitations period in section 6511(a) or within 45 days of notice of the defect, whichever is later.”
Related Ancilary Expenses
“If a Section 2053 protective claim for refund has been adequately identified on Schedule PC, the IRS will presume that the claim includes certain expenses related to resolving, defending or satisfying the claim. These ancillary expenses may include attorneys’ fees, court costs, appraisal fees, and accounting fees. The estate is not required to separately identify or substantiate these expenses; however, each expense must meet the requirements of section 2053 to be deductible.”
Notice of final resolution of claim

“When an expense that was the subject of a section 2053 protective claim for refund is finally determined, the estate must notify the IRS that the claim for refund is ready for consideration. The notification should provide facts and evidence substantiating the deduction under section 2053 and the resulting recomputation of the estate tax liability. A separate notice of final resolution must be filed with the IRS for each resolved section 2053 protective claim for refund.”

Partial/Final Refund Claims.  Two means for notifying the IRS of the resolution of the uncertainty that deprived the estate of the deduction when the 706 was filed:

a) “The estate may file a supplemental Form 706 with an updated Schedule PC and including each schedule affected by the allowance of the deduction under section 2053.  Page 1 of Form 706 should contain the notation “Supplemental Information – Notification of Consideration of Section 2053 Protective Claim(s) for Refund” and include the filing date of the initial notice of protective claim for refund.  A copy of the initial notice of claim should also be submitted.”

b) “Alternatively, the estate may notify the IRS by filing an updated Form 843, Claim for Refund and Request for Abatement. Form 843 must contain the notation “Notification of Consideration of Section 2053 Protective Claim(s) for Refund,” including the filing date of the initial notice of protective claim for refund, on page 1. A copy of the initial notice of claim must also be submitted.”
Deadline for notifying the IRS about a ripened claim or expense.  “The estate should notify the IRS of resolution within 90 days of the date the claim or expense is paid or the date on which the amount of the claim becomes certain and no longer subject to contingency, whichever is later. Separate notifications must be submitted for every section 2053 protective claim for refund that was filed.”

Multiple or recurring payments.  “If the final section 2053 claim or expense involves multiple or recurring payments, the 90-day period begins on the date of the last payment.  The estate may also notify the IRS (not more than annually) as payments are being made and possibly qualify for a partial refund based on the amounts paid through the date of the notice.”

Specific Instructions.

Part 1.  General Information
“Complete Part 1 by providing information that is correct and complete as of the time Schedule PC is filed. If filing an updated Schedule PC with a supplemental Form 706 or as notice of final resolution of the protective claim for refund, be sure to update the information from the original filing to ensure that it is accurate.  Be particularly careful to verify that contact information (addresses and telephone numbers) and the reason for filing Schedule PC are indicated correctly.  If the fiduciary is different from the executor identified on page 1 of Form 706 or has changed since the initial notice of protective claim for refund was filed, attach letters testamentary, letters of administration, or similar documentation evidencing the fiduciary's authority to file the protective claim for refund on behalf of the estate. Include a copy of Form 56, Notice Concerning Fiduciary Relationship, if it has been filed.”

Part 2.  Claim Information

“For a protective claim for refund to be properly filed and considered, the claim or expense forming the basis of the potential 2053 deduction must be clearly identified.  Using the check boxes provided, indicate whether you are filing the initial claim for refund, a claim for partial refund or a final claim.  On the chart in Part 2, give the Form 706 schedule and item number of the claim or expense.  List any amounts claimed under exceptions for ascertainable amounts (Regulations section 20.2053-1(d)(4)), claims and counterclaims in related matters (Regulations section 20.2053-4(b)), or claims under $500,000 (Regulations section 20.2053-4(c)).  
Provide all relevant information as described including, most importantly, an explanation of the reasons and contingencies delaying the actual payment to be made in satisfaction of the claim or expense.  Complete columns E and F only if filing a notice of partial or final resolution.  Show the amount of ancillary or related expenses to be included in the claim for refund and indicate whether this amount is estimated, agreed upon, or has been paid. Also show the amount being claimed for refund.”
Part 3.  Other Schedules PC and Forms 843 Filed by the Estate

“On the chart in Part 3, provide information on other protective claims for refund that have been previously filed on behalf of the estate (if any), whether on other Schedules PC or on Form 843.  When the initial claim for refund is filed, only information from Form(s) 843 need be included in Part 3.  However, when filing a partial or final claim for refund, complete Part 3 by including the status of all claims filed by or on behalf of the estate, including those filed on other Schedules PC with Form 706.  For each such claim, give the place of filing, date of filing and amount of the claim.”

Note:  This instruction is slightly inconsistent with instruction on Schedule PC, Page 1, Block 7, Number of Claims:  “If the number is greater than one…complete Part 3 of this Schedule PC.”  The IRS has advised that, in all cases, Part 3 should display every other current or prior claim.  Leave Part 3 blank if there are no prior claims and only one current claim.
Pages 52-53 (Checklist for Completing Form 706)

Attachments (Page 52):  Added checkbox items for “Copy of Line 7 Worksheet, if applicable”

“Have you…” (Page 53):   
2012 Instructions modified the following checkbox item:

 Included the first 4 pages of the return and all required schedules?

2012 Instructions added the following checkbox items:

Completed Part 6, section A if the estate elects not to transfer any deceased spousal unused exclusion (DSUE)
Amount to the surviving spouse?

Completed Part 6, section C if the estate elects portability of any DSUE Amount?

Completed Part 6, section D and included a copy of the Form 706 of any predeceased spouse(s) from whom a

deceased spousal unused exclusion (DSUE) Amount was received and applied?
D.  Portability Calculations
(Page 4, Part 6, Section C, Lines 1-7)
Section 2010(c)(4) defines the DSUE Amount as the lesser of:

(A) the basic exclusion amount, or 

(B) the excess of

(i) the basic exclusion amount of the last deceased spouse of the surviving spouse, over

(ii) the amount with respect to which the tentative tax is determined under section 2011(b)(1) on the estate of such deceased spouse.

More simply, the DSUE Amount is the lesser of

(A) the “first limitation”, or

(B) the “second limitation”

The temporary regulations, at 20.2010-2T(c)(3)(1), interpret Section 2010(c)(4) to mean the following:

 [new language in red]:

Section 2010(c)(4) defines the DSUE Amount as the lesser of:

(A) the basic exclusion amount in effect in the year of the death of the decedent [i.e., last deceased spouse], or 


(B) the excess of


(i)   the applicable exclusion amount of the last deceased spouse of the surviving spouse, over


(ii) the amount with respect to which the tentative tax is determined under section 2011(b)(1) on the estate of such deceased spouse.

The second change (from basic to applicable) effectively eliminates the “privity” requirement that the original statutory language appeared to impose.  

Assume the following:

H1 marries W

H1 dies

W marries H2

W makes taxable lifetime gifts (before or after she marries H2 – it doesn’t matter)

W dies

It is now possible effectively for H2 to get the benefit of H1’s DSUE Amount, because W is deemed to have used H1’s DSUE Amount for W’s lifetime gifts before using her own DSUE Amount.
Translating the first and second limitations to the form, we have:


Part 2, Line 9a
(A) Basic exclusion amount (of the decedent)
“first limitation”

Part 6, Section C, Line 6:
(B) Applicable exclusion amount over modified taxable estate
“second limitation”


Part 6, Section C, Line 7:
Lesser of (B) or (A)

Example A (simplified)

Exclusion in 2012 was $5m (instead of the actual $5,120,000)


No predeceased spouse


2012 taxable estate:
$3m

706, Page 4, Part 6, Section C (several lines removed and corresponding line references adjusted slightly for simplicity):


Line 1:
5,000,000
Part 2, Line 9c, applicable exclusion amount


Line 5:
3,000,000
Part 2, Line 5:   taxable estate



Line 6:
2,000,000
Subtract Line 5 from Line 1


Line 7:
2,000,000
Lesser of Line 6 or $5m basic exclusion amount = DSUE Amount to surviving spouse

Conceptual equivalent:


Line 1:
5,000,000
Part 2, Line 9c:  applicable exclusion amount


Line 2:
3,000,000
Part 2, Line 3c:  taxable estate


Line 8:
2,000,000
Unused exclusion amount (subtract Line 2 from Line 1)



Line 9:
2,000,000
Lesser of Line 8 or $5m basic exclusion amount= DSUE Amount to surviving spouse

Examples B and C (added adjusted taxable gifts and gift tax paid/payable)

These examples should be studied in the context of the temporary regulations published in June 2012:

“Explanation of Provisions:  The temporary regulations in §20.2010-2T(c)(2) provide that amounts on which gift taxes were paid by a decedent are excluded from adjusted taxable gifts for the purpose of computing that decedent’s DSUE Amount.

Temporary Regulation:  (2) Special rule to consider gift taxes paid by decedent. Solely for purposes of computing the decedent’s DSUE Amount, the amount of the adjusted taxable gifts of the decedent referred to in paragraph (c)(1)(ii)(B) of this section is reduced by the amount, if any, on which gift taxes were paid for the calendar year of the gift(s).”

Below are two examples.  The effect of the above language is more intuitive when the official 706 lines are changed to a conceptual equivalent.  This equivalent shows that the actual adjusted taxable gifts (Part 2, Line 4) are offset by the exemption equivalent of the gift tax payable (Part 2, Line 7).  This offset is illustrated in Lines 4-7 of the conceptual equivalents below.

Assume:  

Exclusion in 2012 was $5m (instead of the actual $5,120,000).  Used for simplicity.


No predeceased spouse

Example B:

2002 taxable gift:   
$2m (the lower $1m of this was covered by the $1m exclusion in 2002)

2011 taxable gift:   
$0m

2012 taxable estate:
$3m


------
Total
$5m

Official 706, Page 4, Part 6, Section C:


Line 1:
5,000,000
Part 2, Line 9c, applicable exclusion amount


Line 2:
350,000
Gift tax “payable” in 2002 (at 35% marginal rate) on the upper $1m portion of the $2m gift


Line 3:
1,000,000
Exemption equivalent of Line 2 (Line 2 divided by 35% marginal rate)


Line 4:
6,000,000
Add Lines 1 and 3


Line 5:
5,000,000
Part 2, Line 5, $3m taxable estate + $2m adjusted taxable gifts



Line 6:
1,000,000
Subtract Line 5 from Line 4


Line 7:
1,000,000
Lesser of Line 6 or $5m basic exclusion amount = DSUE Amount to surviving spouse

Conceptual equivalent:


Line 1:
5,000,000
Part 2, Line 9c:  applicable exclusion amount


Line 2:
3,000,000
Part 2, Line 3c:  taxable estate


Line 3:
2,000,000
Part 2, Line 4:    adjusted taxable gifts


Line 4:
350,000
Part 2, Line 7:    gift tax “payable” in 2002 (at 35% marginal rate) on the 
 




            upper $1m portion of the $2m gift


Line 5:
1,000,000
Exemption equivalent of Line 2 (Line 2 divided by 35% marginal rate)


Line 6:
1,000,000
Subtract Line 5 from Line 3 (“net adjusted taxable gifts”, for DSUE Amount calc purposes only)


Line 7:
4,000,000
Line 2 + Line 6 ($3m taxable estate + $1m net adjusted taxable gifts)



Line 8:
1,000,000
Unused exclusion amount (subtract Line 7 from Line 1)


Line 9:
1,000,000
Lesser of Line 8 or $5m basic exclusion amount = DSUE Amount to surviving spouse

Example C:

2002 taxable gift:   
$2m (the lower $1m of this was covered by the $1m exclusion in 2002)

2011 taxable gift:   
$3m

2012 taxable estate:
$3m


------
Total
$8m

Official 706, Page 4, Part 6, Section C:


Line 1:
5,000,000
Part 2, Line 9c, applicable exclusion amount


Line 2:
350,000
Gift tax “payable” in 2002 (at 35% marginal rate) on the upper $1m portion of the $2m gift


Line 3:
1,000,000
Exemption equivalent of Line 2 (Line 2 divided by 35% marginal rate)


Line 4:
6,000,000
Add Lines 1 and 3


Line 5:
8,000,000
Part 2, Line 5, $3m taxable estate + $5m adjusted taxable gifts



Line 6:
0
Subtract Line 5 from Line 4 (but not less than zero)


Line 7:
0
Lesser of Line 6 or $5m basic exclusion amount = DSUE Amount to surviving spouse

Conceptual equivalent:


Line 1:
5,000,000
Part 2, Line 9c:  applicable exclusion amount


Line 2:
3,000,000
Part 2, Line 3c:  taxable estate


Line 3:
5,000,000
Part 2, Line 4:    adjusted taxable gifts


Line 4:
350,000
Part 2, Line 7:    gift tax “payable” in 2002 (at 35% marginal rate) on the 
 




            upper $1m portion of the $2m gift


Line 5:
1,000,000
Exemption equivalent of Line 2 (Line 2 divided by 35% marginal rate)


Line 6:
4,000,000
Subtract Line 5 from Line 3 (“net adjusted taxable gifts”, for DSUE calc purposes only)


Line 7:
7,000,000
Line 2 + Line 6 ($3m taxable estate + $4m net adjusted taxable gifts)



Line 8:
0
Unused exclusion amount (subtract Line 7 from Line 1)


Line 9:
0
Lesser of Line 8 or $5m basic exclusion amount = DSUE Amount to surviving spouse

Note the difference in where the red line is positioned.  This is the upper $1m portion of the $2m gift made in 2002.  It is the portion on which gift tax was paid at that time.  The gift tax actually paid would have been $435,000, based on 2002 rates. 

Official 706:  
$1m increases the applicable exclusion.  This increased amount is then decreased by all prior gifts.



Conceptual equivalent:
$1m decreases prior gifts.  This “net” prior gift amount then decreases the applicable exclusion.

Mathematically, the result is the same.  The conceptual equivalent, however, can be tied back more directly to the actual wording of the regulations and might be somewhat more intuitive.
Sources
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Temporary Regulations, 06/15/2012:
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Protective Claims

Guidance Under Section 2053 Regarding Post-Death Events, IRB 2009-44, 11/2/2009

http://www.irs.gov/irb/2009-44_IRB/ar09.html
Limited Reexamination of Estate Tax Return Applicable to Certain Section 2053 Claims for Refund, Notice 2009-84


http://www.irs.gov/irb/2009-44_IRB/ar03.html 

Examination of returns and claims for refund, credit or abatement; determination of correct tax liability, Rev. Proc. 2011-48
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Note:  if a link does not work, you may need to copy it to your browser.
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