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ATTACHMENT 3 - DoD INFORMATION FACT SHEET

Information for Eligible Career Status Bonus (CSB) Members

Introduction - 

You have been identified as potentially eligible for a CSB of $30,000.  If eligible, you will have the choice of remaining subject to the provisions of the High-3 Retirement System or electing a $30,000 CSB and being subject to retirement under REDUX (CSB/REDUX).  The options are summarized in Table 1.  To be an eligible member, you must:

Be on active duty

Complete 15 years of active duty service

Have a DIEMS / DIEUS (Date of Initial Entry to Military / Uniformed Service) that is 1 August 1986 or later, and

Qualify under Service regulations for retention to 20 years of active duty service.

[image: image1.wmf]OPTION

High-3 Retirement

CSB / REDUX

Bonus

None
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REDUX                                                                                  

1986 Military Retirement Reform Act
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Average Monthly Basic Pay over Highest          
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Average Monthly Basic Pay over Highest          
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Multiplier

2.5% per Year of Service

2.5% per Year of Service Less 1 Percentage 

Point for Each Year Less Than 30 Restored to 

Same as High-3 System at Age 62 

COLAs*

Full Inflation Adjustment Equal to the Annual 

Increase in CPI-W**

Reduced Inflation Adjustment Equal to Annual 

Increase in CPI-W minus 1 Percentage Point 

With A One-Time Readjustment at Age 62

* Cost-of-Living Adjustment 

** Consumer Price Index for Urban Wage Earners and Clerical Workers

Bonus Option Comparisons

Retired Pay Computation

TABLE 1

It's Your Decision.  The bonus election decision is yours to make.  We recommend you make it on the basis of your personal perspective -- how you see things!  Be certain you take a good look at the risks that may be involved.  At the same time, we suggest you consult several sources to get a variety of viewpoints and preferences.  It will make you better informed.  You'll probably be happier if your decision is based on a well-balanced set of perspectives.  Good luck!

OVERVIEW

If you're a CSB-eligible member, we suggest you:

Assess your personal career expectations, 

Determine your probable use of any bonus money,

Decide what kind of risk you're willing to tolerate, 

Work through at least a basic analysis of the options, and

Discuss the decision with two or more advisors that you trust.  

This paper can help get you started.  It explains the options, looks at some basic outcomes for specific assumptions, and highlights important considerations.  Here's a brief outline of the contents.

The $30,000 CSB

The CSB and Taxes

Options and Implications

Spend It Outright

Tax Sheltered Investment -- The Uniformed Services Thrift Savings Plan, or UNISERV

Other Investments of the After-Tax Balance 

Comparative Examples

Basic Considerations

REDUX Retired Pay versus High-3 Retired Pay

Differences in Retired Pay

Reduced Multiplier

Reduced Cost-of-Living Adjustments (COLAs)

Projections and Comparisons Over Time

Survivor Benefit Plan (SBP) Implications

Consideration of the Risk and Other Factors

In addition, we encourage you to use the CSB/REDUX decision analysis tool on line at http://www.dod.mil/militarypay/ when it becomes available.  Until then, information for understanding and analyzing the CSB/REDUX choice will be available at http://www.dod.mil/militarypay/.)  The web

site allows "what-ifs" to let you see results using your own circumstances and expectations.  The site also has information on current pay rates and some preliminary information on the Thrift Savings Plan for Uniformed Service members.  This plan will be known as UNISERV TSP.  

Section 1 - THE $30,000 CAREER STATUS BONUS (CSB) 

The CSB and Taxes:  If you elect the bonus, you will receive a $30,000 one-time lump-sum payment, normally about the 15th year of active duty service.  Taxes on the bonus may vary significantly depending on your personal Federal tax bracket, applicable State taxes, and opportunities to avoid tax.  This can have a big effect on the future value of the bonus money.  

One important tax possibility is that the entire bonus may be tax exempt if the election is made effective during a month in which the member is eligible for a combat zone tax exclusion (CZTE).  This one-time tax exclusion does not exempt from taxation any future earnings on this money, even if you continue to serve in a combat zone (CZ) or (QHDA).  

(The application of the CZTE is based upon when the pay is earned, rather than when a member receives the pay. In addition, the CZTE applies to all pay earned in the month (without consideration of the cap that applies to the amount that an officer may exclude from taxation) in which a member serves in a combat zone, even if the service is only for part of one day. Thus, with regard to application of the CZTE to the CSB, the CZTE will apply so long as the effective date of the CSB falls within a month in which the member is entitled to the CZTE. In other words, the member does not have to be serving in a combat zone on the effective date of the CSB to have the CZTE applied to the CSB; the CZTE will apply to the CSB if the member served in the combat zone for any part of the month during which the effective date of the CSB occurs. This approach is what is meant by the phrase "eligible for a combat zone or qualified hazardous duty area tax exclusion on the effective date of the CSB election," which is used in the February 2, 2001, guidance issued by ASD (FMP).)

Options and Implications: What you do with the money is important!  There are three basic choices as we see it: 

Spend it outright on a car, vacation, or similar item.  You might have a great vacation or a really nice car, but the money will be gone and the value of what you bought will either be gone immediately, or at best will depreciate quickly.  You'll give up the potential for investment earnings and may have nothing available to meet future needs.  On the other hand, spending the money outright may allow you to avoid further debt or eliminate a significant amount of current debt.  In this case, you could analyze such spending more as an investment than as an outright expense that has no future value.  Be careful of your assumptions and projections in this kind of comparison.

Put some of it in the Uniformed Services Thrift Savings Plan (UNISERV TSP) and/or other tax-sheltered investments. Members eligible to make a CSB/REDUX election may defer their decision until 1 March 2002, if otherwise due before that date, thus enabling such members to deposit some of the CSB in their UNISERV account.  Check back with your military personnel and finance counselors to

determine the options available to you before you make your final decision.  Members interested in this option should be aware of the need for advance enrollment/participation during a preceding open season in order to contribute a future election.

UNISERV TSP for military personnel will start receiving contributions in January 2002, with an expected $11,000 annual contribution limit.  This limit is periodically adjusted in $500 increments.  Qualified income deposited in the UNISERV TSP is not taxable as income for the year in which paid.  The deposit amount and subsequent earnings are only taxed when withdrawn.  This lets your investment start with a larger base and grow faster than it would if you had to pay taxes on the earnings each year.  You will have to be a UNISERV TSP participant, already depositing a portion of your basic pay each month, in order to also deposit any of the CSB.  If you are participating in the UNISERV TSP with annual contributions of basic pay totaling $1,500 you could contribute up to $9,500 of the CSB into the UNISERV TSP.  

You will be able to put more of the CSB into the UNISERV TSP if you qualify for a QHDA or combat zone tax exclusion when you make your election.  In this case, any portion of the CSB not counted as taxable income can be deposited in the UNISERV TSP up to a total annual TSP contribution of $40,000.  For example, if you qualified for this option with your entire CSB as tax exempt and contributed no more than $10,000 of taxable pay to the TSP, you could contribute the entire CSB to the TSP.  Rules and other regulations on UNISERV TSP deposits will be published separately.  

There are other investments with tax advantages that may be equal to those of the UNISERV TSP, such as a Roth or traditional Individual Retirement Account (IRA).  The advantages and restrictions vary with your personal situation, so you should see a trained advisor for details.

Other Investments of After-Tax CSB Balance.  Other choices for investing abound!  You may want to put a down payment on a home, pay off some debt, improve your education, or invest in a business of your own.  The risk associated with some of these investments may be considerable, but the potential return could also be substantial.  Some, or all, of your investment earnings may be subject to income tax each year, which will tend to reduce your accumulated investment and rate of growth.  Tax treatment of investment earnings may vary widely but must be considered to accurately assess their value.  All the more reason to seek advice from a capable and trusted source.
Comparative Examples:

In Table 2, we show 3 options in which the member elects the CSB/REDUX but allocates it in different ways:  (1) A base case,  (2) An option with a reduced UNISERV TSP contribution, and (3) An option with a significant allocation of the CSB to a major expense (Vacation expense of $4,000).  You can gain some insight by looking at the results, but don't base your decision on these cases.  Instead, evaluate things using your personal circumstances.

In Option 1, the member deposits as much as possible in the UNISERV TSP given a contribution from basic pay that will total $1,500 for the year.  That leaves $9,000 to put in the UNISERV TSP and $21,000 of taxable income from the CSB.  In all cases we use a total annual tax rate of 30% (Federal, state, and local taxes) for current and future taxable earnings.  This results in $6,300 of tax for Option 1 and the after-tax balance of $14,700 is invested.  In each option, the UNISERV TSP and other investments are evaluated at both 8% and 10% rates of return.  

In Option 2, the member elects a reduced UNISERV TSP contribution of $5,000 and even though the full after-tax balance is invested, there is less to invest.  

In Option 3, the same $9,000 from Option 1 is invested in the UNISERV TSP, but the member spends $4,000 on a vacation. 

Options and Implications: What you do with the money is important!  There are three basic choices as we see it: 

Spend it outright on a car, vacation, or similar item.  You might have a great vacation or a really nice car, but the money will be gone and the value of what you bought will either be gone immediately, or at best will depreciate quickly.  You'll give up the potential for investment earnings and may have nothing available to meet future needs.  On the other hand, spending the money outright may allow you to avoid further debt or eliminate a significant amount of current debt.  In this case, you could analyze such spending more as an investment than as an outright expense that has no future value.  Be careful of your assumptions and projections in this kind of comparison.
Put some of it in the Uniformed Services Thrift Savings Plan (UNISERV TSP) and/or other tax-sheltered investments. Members eligible to make a CSB/REDUX election may defer their decision until 1 March 2002, if otherwise due before that date, thus enabling such members to deposit some of the CSB in their UNISERV account.  Check back with your military personnel and finance counselors to determine the options available to you before you make your final decision.  Members interested in this option should be aware of the need for advance enrollment/participation during a preceding open season in order to contribute a future election.

UNISERV TSP for military personnel will start receiving contributions in January 2002, with an expected $11,000 annual contribution limit.  This limit is periodically adjusted in $500 increments.  Qualified income deposited in the UNISERV TSP is not taxable as income for the year in which paid.  The deposit amount and subsequent earnings are only taxed when withdrawn.  This lets your investment start with a larger base and grow faster than it would if you had to pay taxes on the earnings each year.  You will have to be a UNISERV TSP participant, already depositing a portion of your basic pay each month, in order to also deposit any of the CSB.  If you are participating in the UNISERV TSP with annual contributions of basic pay totaling $1,500 you could contribute up to $9,500 of the CSB into the UNISERV TSP.  

You will be able to put more of the CSB into the UNISERV TSP if you qualify for a QHDA or combat zone tax exclusion when you make your election.  In this case, any portion of the CSB not counted as taxable income can be deposited in the UNISERV TSP up to a total annual TSP contribution of $40,000.  For example, if you qualified for this option with your entire CSB as tax exempt and contributed no more than $10,000 of taxable pay to the TSP, you could contribute the entire CSB to the TSP.  Rules and other regulations on UNISERV TSP deposits will be published separately.  
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Comparative Examples:

In Table 2, we show 3 options in which the member elects the CSB/REDUX but allocates it in different ways:  (1) A base case,  (2) An option with a reduced UNISERV TSP contribution, and (3) An option with a significant allocation of the CSB to a major expense (Vacation expense of $4,000).  You can gain some insight by looking at the results, but don't base your decision on these cases.  Instead, evaluate things using your personal circumstances.

In Option 1, the member deposits as much as possible in the UNISERV TSP given a contribution from basic pay that will total $1,500 for the year.  That leaves $9,000 to put in the UNISERV TSP and $21,000 of taxable income from the CSB.  In all cases we use a total annual tax rate of 30% (Federal, state, and local taxes) for current and future taxable earnings.  This results in $6,300 of tax for Option 1 and the after-tax balance of $14,700 is invested.  In each option, the UNISERV TSP and other investments are evaluated at both 8% and 10% rates of return.  

In Option 2, the member elects a reduced UNISERV TSP contribution of $5,000 and even though the full after-tax balance is invested, there is less to invest.  

In Option 3, the same $9,000 from Option 1 is invested in the UNISERV TSP, but the member spends $4,000 on a vacation
TABLE 2

Bonus Allocation and Investment Growth
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$445,360

45

$371,783

$767,946

$314,917

$622,660

$325,338

$683,936

30% Tax Rate on All Taxable Money 

*All cells show the accumulated after-tax value of the invested bonus money at the year 

 indicated in the lefthand column.  Money spent on a vacation is reflected in the year 0 

 but not in any other year.  Notice that the year 0 values are all $21,000.  This is due to the 

 way we valued the funds.  For example, look at option 3, year 0.  $9,000 is deposited in 

 UNISERV and is not included in taxable income for the year.  Future UNISERV earnings 

 will not be taxed until the money is withdrawn.  The advantage of UNISERV is that 

 earnings accrue on money that otherwise would have gone to pay taxes.  This leaves

 $21,000 in taxable income, and at the 30% tax rate, $6,300 tax is due, leaving $14,700: 

 $4,000 for the vacation and $10,700 to put in an after-tax investment.  We now have 

 $23,700 in funds or on hand for the vacation: $9,000 in UNISERV, $4,000 for the vaction, 

 and $10,700 in after-tax investments.  Of this $23,700, however, $2,700 in taxes will 

 eventually be due on the $9,000 in the UNISERV account (30% tax rate).  Thus, the 

 value of after-tax assets shown is $21,000: which includes $6,300 of UNISERV funds

 ($9,000 - $2,700), $4,000 in vacation money and $10,700 in an after-tax investment.

 Values shown for all subsequent years assume the UNISERV and after-tax investment

 remain in their respective accounts, but 30% of any UNISERV funds are excluded

 from the shown accumulated value of after-tax assets.  This accounts for the fact 

 that UNISERV funds must still be taxed when you withdraw them. Thus, we avoid

 the impression that all UNISERV money could be withdrawn and spent as desired.

 Earnings on the money in the after-tax investment are assumed to be taxed at 30% 

 

each year and are no longer in that account and all of that money may be withdrawn and

 spent whenever desired with no further taxes due.

 To illustrate, look at Option 1 after 20 years under the 8% rate of return.  The value shown

 is $73,076, which includes $29,364 of UNISERV funds, $43,712 in the after-tax investment.

 The UNISERV account is actually $41,949, but we have not included the $12,585 of taxes

 that must eventually be paid (if the 30% rate remains in effect).  All of the $43,712 in

 the other investment account are included because it is all after-tax money.

Rate of Return of Invested Funds

$30,000

$30,000

$30,000

Option 1

Option 2

Option 3

Potential After-Tax Accumulated Assets*

Years After Bonus 

Election

$14,700

$17,500

Allocation Type

$6,300

Amount of Bonus Allocated

$9,000

$5,000

Option 3

$10,700

$9,000

Option 1

Option 2

$4,000

$6,300

$0

$0

$7,500

Comparative Examples

Basic Considerations: 
We want to emphasize that we can't show you the risk for any given option.  You must decide the risk potential and how you will let that risk influence your decision.  Generally, higher potential returns carry a higher risk.  That said, there are three important lessons illustrated by these examples:

The rate of return on an investment is crucial to the future value of that investment, with only a small difference (8% versus 10%) having a substantial impact.  You should base your decision on a rate of return that you feel is reasonable for you, or at least one where you can recognize and accept the risk.  Rates of return less than 8 percent are normally achievable with a fairly modest risk.  Rates greater than 8 percent have increasingly significant risk of earning less than expected, as well as the potential to lose a portion of the original investment (or even all of it in some cases). 

Putting less in tax-deferred investments (Option 2) can substantially reduce the future value of available assets.  Of course there are limits as to how much you are allowed to put in tax-deferred investments. However, the UNISERV TSP and IRAs have a significant advantage that you should not overlook.  This doesn't mean you can't do better.  But if you don't take full advantage of these options, make sure you know and understand what you're missing.

Spending the money outright (Option 3) can dramatically diminish your future assets because that money can't produce future earnings.  We spent the money on a vacation so there is no residual value to the money after the first year.   Once the money is spent on something consumable, that is the end of it.  This is a major factor in evaluating the bonus.  Such spending uses the bonus and leaves you with less money for the future than you would have if you stuck with the High-3 retired pay.

These examples are just a sample of what you can do with the bonus payment.  Obviously, the possibilities are unlimited and the risks can be significant.  Of course, these investment options must be weighed against the prospective differences in retired pay that will result if you take the bonus and receive retired pay under the REDUX system versus the High-3 system. 

Section 2 - REDUX RETIRED PAY VERSUS HIGH-3 RETIRED PAY

Differences in Retired Pay:  If you elect the CSB, you must:

Agree to remain on active duty until you have 20 years of active duty service, and 

Have your future retired pay computed under the provisions of the 1986 Military Retirement Reform Act (1986 MRRA, also called REDUX).  REDUX retired pay will be less than retired pay under the High-3 system due to:

A reduced multiplier until age 62; for each year short of 30, it is 1 percentage point less than the High-3 multiplier.  The multiplier is restored at age 62 to the same multiplier as the High-3 system.
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Reduced annual Cost-of-Living Adjustments (COLAs) that are 1 percentage point less than inflation as measured by the Consumer Price Index for Urban wage Earners and Clerical Workers (CPI-W).  The following chart compares the COLAs for selected rates of inflation.  COLAs are set to the nearest 1/10th of 1 percent.  At age 62, a COLA readjustment is made to bring REDUX retired pay to the same amount as the High-3 retired pay when taken in conjunction with the multiplier readjustment.  After age 62, reduced COLAs will apply.
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Projections and Comparisons Over Time:

We compare REDUX to the High-3 retirement by looking at an E-7 retired at age 40 with 20 years of service.  We assume inflation is 3% each year and the retiree lives to be 80 years old.  Chart 1 shows the actual gross retired pay each year.  The pattern of retired pay is informative!  First, there is the initial difference due to the reduced multiplier.  This is greatest if you retire with just 20 years of service.  The gap then increases each passing year due to the reduced REDUX COLAs before age 62.  At age 62, REDUX retired pay is increased to exactly equal the High-3 retired pay.  After that, a gap again develops as a result of the reduced REDUX COLAs.  
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With 30 years of service, the patterns would be similar with two main differences:  First, the levels of REDUX and High-3 retired pay start out equal because each is 75% of High-3 average basic pay -- there is no multiplier reduction with 30 years of service.  Second, the gap won't grow as much before age 62 because the member is 10 years older (closer to age 62) at the time of retirement.  This is an important consideration -- the longer you serve and the older you are at retirement, the less the percentage reduction of your future retired pay under REDUX.

CHART 1

In this example, COLAs drive up the High-3 retired pay to be, at age 80, more than 3 times the initial value.  Inflation does the same thing to the cost-of-living.  While this member's retired paycheck at age 80 is 3 times what it was at age 40, it buys no more or less because of the increased cost-of-living.   Instead of looking at the actual projected levels of retired pay in the future, we could look at the money in terms of how much it would buy today (in the year 2001).  We call this constant Year 2001 dollars.  These results are shown in Chart 2.  Note the same relative pattern of retired pay, but in this case, the High-3 retired pay is constant over the years, having the same purchasing power in every future year as it did upon retirement.  The reduced COLAs under REDUX cause those payments to gradually decrease in terms of constant dollar value except for the age 62 readjustment.

CHART 2
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An E-7 retired at age 40 with 20 years of service would receive High-3 retired pay through age 80 that totals over $600,000 constant Year 2001 dollars.  REDUX retired pay would total about $115,000 less (19%). The big question is how this compares to the $30,000 bonus at the 15th year?  Would anyone give up $115,000 in constant year 2001 dollars from future retired pay in exchange for $30,000 today?  Given the right conditions, they probably would!  It depends on what happens to the $30,000 over time compared to the extra retired pay of the High-3 system over CSB/REDUX.  

We must make assumptions about the following:  (1) Grade at retirement, (2) Years of service at retirement, (3) Life expectancy (how long you'll live to collect retired pay), (4) Return on investments, (5) Tax rate, (6) Annual inflation (Consumer Price Index increase), and (7) Pay table increases before retirement.  

Chart 3 shows the results under the following assumptions:  (1) E-7, (2) 20 years of service, (3) Life expectancy of 80 years, (4) 10% annual rate of return on all investments, (5) 30% total tax rate, (6) 3.0% annual inflation, and (7) 3.5% annual pay increases.  Under these conditions, the invested REDUX bonus is worth more than the invested extra retired pay until the retiree reaches age 54.  After that, the investment of the extra retired pay will be greater.  

Caution!  One set of numbers is not enough information to make this kind of decision.  Consider whether you would really save the extra retired pay and the possibility that you might stay in service longer while your bonus investment grows and then retire with less reduction in retired pay.

CHART 3
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Survivor Benefit Plan (SBP) Implications

If you elect the CSB/REDUX option, you'll find that the SBP coverage available to you will work just a bit differently than it would under the High-3 retirement.  The main difference is that under REDUX, the computation of your premiums and benefits will not reflect the multiplier reduction for retirement with less than 30 years of service. As a result, your premiums, while under age 62, will be a slightly higher percentage of retired pay than under the High-3 retirement.  This may cause SBP to be a bit less attractive under the REDUX system -- about 5-10% more expensive for lifetime cost versus benefits. The exact impact would depend on when you retire and how you value money over time. We don't want to complicate your CSB/REDUX decision with an equally complex benefit, the SBP, but you should at least recognize that it could make the CSB slightly less attractive.  

SECTION 3 - CONSIDERATION OF RISK AND OTHER FACTORS

The future won't turn out exactly as we assume in any analysis.  You should think about the risk of things not turning out the way you expect.  Only you can decide how much risk, and what kind of risk you're willing to tolerate.  To do this, you should get a feeling for the effect of certain factors.

Inflation:  Inflation will mainly affect the COLAs you get in retirement.  However, the net difference between the High-3 and REDUX isn't too sensitive to the actual inflation because the difference is always 1%, or less if inflation is less than 1%.  REDUX provides less retired pay in every case, but for a given career, the rate of inflation will have only a minor effect on the difference between REDUX and High-3.  Inflation may affect the investment rate of return, but unless inflation is significantly higher than it has been any time recently, the bottom line is not likely to change due to a misestimate of inflation. 

Age at Retirement and Length of Military Career: Generally, the longer you stay in service and the older you are at retirement, the more attractive you will find the CSB/REDUX option. This may have a big impact on your decision.  Hopefully, you have a good feel for how long you want to stay in service and the probability that you will be allowed to stay that long.  The percentage difference in High-3 versus REDUX retired pay gets smaller for each additional year of service.  Not only is the multiplier reduction less, but also there are fewer years until the reduction is removed at age 62.  Invested wisely, the CSB grows with each passing year, and can be worth much more by the time you actually retire. 

Increased Rates of Retired Pay Due to Pay Scale Increases and Higher Grade at Retirement: Working in the opposite direction of longer service are those factors that result in a higher initial level of retired pay for a given length of service.  This would include the pay scale growing faster than inflation and any promotion or higher base due to greater longevity on the pay table. The greater your initial retired pay for a given length of service, the more dollars you will lose with the CSB/REDUX.  These factors work in the opposite direction of age and length of service, so you need to look carefully at your expectations and see how all of the factors play out together.

Return on Investment: We mentioned this before, but it bears repeating.  If you take the CSB, your allocation of the money and the rate of return on any investment will drive the future value of this option.  If you can earn enough on your bonus investments, the CSB/REDUX would be attractive, but the higher your assumed rate of return, the greater the risk that you won't get that much.  The assumed rate of return will affect a comparison of the bonus option with the extra retired pay under the High-3 system.

Failure to complete 20 years of active service:  If you elect the bonus and fail to reach 20 years of service as agreed, you will be required to repay the percentage of the CSB that is equal to the percentage of service you failed to complete compared to what you agreed to serve.  Repayment will be waived in the event of death, disability retirement, separation under a Service early out program, or other cases based on equity and good conscience.  Repayment may be withheld from any money to which you are otherwise entitled.

Your Choice: All in all, the choice is not simple.  You will want to put enough effort into the decision to make yourself comfortable with your choice.  Once your decision is made, work to make that choice deliver as much for you as possible.  Be forward looking and don't try to second-guess yourself after the fact.  Best wishes and good luck!

One Last Thought: We urge you to spend time making your decision.  There is a lot of complicated information to digest.  Particularly, we urge you to visit our web site at http://www.dod.mil/militarypay/ when it becomes available.  Until then, information for understanding and analyzing the CSB/REDUX choice will be available at http://www.dod.mil/militarypay/.  If you play with this for a while and study the results, you will get a feel for what factors might most affect your decision and how.  

