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»- U/\Q)O(CKL AMENDMENT To S. 1638

{/OO/ OFFERED BY MR. THOMPSON

Page 103, strike line 1 and all that follows through

line 9 on page 108 and insert the following:_

1 SEC.202. CHILD TOBACCO USE SURVEYS.
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March 4, 1998 (11:47 aum.)

(2) ANNUAL PERFORMANCE SUrRVEY —Not later

than 1 year after the date of the enactment of this Aect
and annually thereafter the Secretary shall conduct a sur-

vey to determine, in accordance with subsection (b)—

(1) the percentage of all individuals under 18
years of age who used a tobacco product within the
past 30 days and the percentage of each
ethnic group of such individuals who
used a tobacco produet within the past 30
days; and

(2) the percentage of all wdividuals under 18
years of age who identify each brand of tobacco
product as the usual brand smoked or used within
the past 30 days and the Percentage of each
ethmic group of such individuals who
identify each brand of tobacco product as
the usual brand smoked or used within
the past 30 days.
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2
(b} EXCLUSION OF CBRTAIN AGES.~—The Secretary

2 shall exclude from the Survey conducted under subsection

3 (a), children under the age of 12 years (or such other less-

4 er age as the Secretary may establish to strengthen the
5 validity of the swrvey).

6

7

8

9
10
11
12
13
14
15
16
17
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19

(c) BASELINE LEVEL.—

(1) IN GENERAL—The baseline level of the
child tobaceo produet use (referred to in this title as
the “baseline level”) is the percentage of each eth-
nic group of individuals under 18 years of age
determined to have used the tobacco product in the
first annual performance survey for 1999.

(2) MANUFACTURERS.—The baseline level of
tobacco product use with respect to a manufacturer
is the percentage of each ethmic group of indi-
viduals under 18 years of age determined to have
used any tobacco product of such manufacturer in
the first annual performance survey for 1999,

(d) ADDITIONAL MEASURES.—In order to increase

20 the understanding of youth tobacco product use, the Sec-

21 retary may, for informational purposes only, add addi-

22 tional measures to the survey under subsection (a), con-

23 duet periodic or occasional surveys at other times, and

24 conduct surveys of other populations such as young adults.
25 The results of such surveys shall be made available to

March &, 1998 (11:47 am.)
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I manufacturers and the public to assist in efforts to reduce

2 youth tobaceo use.

3
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(e) ADMINISTRATION —

(1) RESULTS.—The Secretary shall establish a
sefentifie advisory board to ensure that sarveys con-
ducted under this section produce results that are
reasopnably precise and valid.

(2) TECENICAL ADJUSTMENTS.—The Secretary
may make technical changes in the manner in which
the surveys are conducted so long as adjustments
are made to ensure that the results of the surveys
are comparable from year to year.

(3) PARTICIPATION IN SURVEY. —Notwithstand-
ing any other provision of law, the Secretary may
conduct a survey involving minors if the results of
such survey with respect to such minors arve kept
confidential and not disclosed.

18 SEC. 303. REDUCTION IN UNDERAGE TOBACCO PRODUCT

19
20

USAGE.

(a) ANNUAL DETERMINATION.—The Secretary shall

2] apnually determine, based on the ahnual performance sur-

22 veys under section 302, whether the required percentage

23 reduction (as deseribed in subsection (b)) in the underage

24 use of tobaceo products for a vear has been achieved for

25 the year involved. Such determination shall be based on—

March 4, 1998 (11:¢7 am.)
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1 (1) with respect to cigarette products, the aver-
2 age annual percentage prevalence of the use of to-
3 baceo products by each ethuie groups of indi-
4 viduals who are under 18 years of age (as deter-
5 mined under section 302(a)) for the year involved as
6 compared to the baseline level for cigarett‘e products
7 (as determined under section 302(e)); and
8 (2) with respect to smokeless tobaceo products,
9 the average annual percentage prevalence of the use
10 of smokeless tobacco products by each ethnic
11 group of individuals who are under 18 years of
12 age (as determined under section 302(a)) for the
13 year iuvolved as compared to the baseline level for
14 smokeless tobaceo produects (as determined under
15 section 302(e)).
16 (b) PERCENTAGE REDUCTION IN UNDERAGE USE OF

17 ToBAcco PrRODUCTS.-—For purposes of this section, the

18 required pércentage reduction from the baseline level in

19 the percentage underage use of tobacco products with re-

20 spect to each tobacco product shall be as follows:

21 -
22
23
24
25

March 4, 1998 (14:47 a.m.)

(1) CIGARETTES. —With respect to cigarettes—

(A) the percentage reduction in the per-
.eentage use of cigarettes shall be at least 20
percent for each of the ealendar years 2001 and
2002;

- 4
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1 (B) the percentage reduction in the per-
2 centage use of cigarettes shall be at least 40
3 percent for each of the calendar years 2003 and
4 2004;
5 (C) the percentage reduction in the per-
6 centage use of cigarettes shall be at least 55
7 percent for each of the calendar years 2005
8 through 2007; and
9 (D) the percentage reduction in the per-
10 centage use of cigarettes shall be at least 67
11 percent. for calendar year 2008 and each subse-
12 quent calendar year.
13 (2) SMOKELESS TOBACCO PRODUCTS.— With re-
14 spect to smokeless tobacco products—
15 (A) the percentage reduction in the per-
16 centage use of smokeless tobacco products shall
17 be at least 15 perceut for each of the calendar
18 Years 2001 and 2002;
19 (B) the percentage reduction in the per-
20 centage use of smokeless tobaceo products shall
21 be at least 25 percept for each of the calendar
22 years 2003 and 2004,
23 (C) the percentage reduction in the per-
24 centage use of smokeless tobaceo products shall

March 4, 1998 (11:47 am)
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6
be at least 35 percent for each of the calendar
years 2005 and 2007; and
(D) the percentage reduction in the per-
centage use of smokeless tobaceo products shall
be at least 45 percent for calendar year 2008
and each subsequent calendar year.

(¢) APPLICATION TO MANUFACTURER.—With respect
to the average annual percentage prevalence of the use
of each manufacturer’s brands of tobacco product by
each ethnic group of individuals who are under 18
years of age, as determined on the basis of the annual
performance survey conducted under section 302(a), each

manufacturer which manufactured a brand or brands of

tobacco product on or before the date of the enactment

of this Act shall reduee the percentage of children who
use such manufacturer’s brand or brands in accordance
with the percentage reductions required under subsection
(b).

(d) REPORT.—Not later than December 31, 2005,
the Secretary shall prepare and submit to the appropriate
committees of Congress a report concerning the progress
made in achieving percentage reductions in the use of to-
bacco products by each ethmic group together with
the recommendations, if any, of the Secretary for stronger

reductions in calendar yvears after 2008.

March 4, 1998 (11:47 am.)
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DRAFT February 13,1998
Options for Youth Tobacco Reduction and Penalty System

BACKGROUND

Today. an estimated 4.3 miltion U.S. children and adolescents smoke, and they smoke nearly one billion
packs of ciparettes each year. Another 1 million use smokeless tobacco. Each year, | million more
young people become regular smokers, and nearly one out of every three young people who smoke will
have their lives shortened from diseases caused by smoking.

Children are starting to smoke at younger and younger ages: Today. the average teenage smoker begins
to smoke at 12V years old and becomes a daily smoker before age 18. More than 80 percent of all adult
sinokers had tried smoking by their 18th birthday and more than half of them had alrcady become regular
sinokers by that age. Although only 5 percemt of daily smokers surveyed in high school said they wounld
definitely be smoking five years later, ¢lose 1o 75 percent were smoking 7 to 9 years later.

There is accumulating evidence that the tobacco industry has targeted adolescent smokers for decades.
For example. recently released RJ Reynolds documents reflect evidence that tobacco companies have
long conducted research. and developed and marketed lobacco products aimed at youth. Tn the 1970's, in
cansideration of statistics that showed large and increasing numbers of youth smokers despite bans on
promotion of cigarettes to them. RIR decided that although they “should not in any way influence
nun-smokers 1o start smoking there was™ there was “certainly nothing immoral or unethical about our
Conipany attempting to attract those smokers to our products...rather we should simply recognize that
many or most of the "21 and under” group will inevitably become smokers, and offer them an
apportunity to use our brands,” Consequently, RIR found it helptul to divide the youth market into
“pre-smokers.” “learning smokers,” and “confirmed smokers”-- “confirmed smokers™ being the only
eroup who had decided a brand preference--and from rhis found “sharp, perhaps exploitable, differences”
among these groups “in terms ol what they expect or derive from smoking.”

The RJR-and numerous other industry docliments indicate that tobacco companies were not only
umwilling to commit resources to reduce youth smoking, but instead found ways to capitalize on the
social nsecurities of children experimenting with tobacco and their eventual addiction to nicotine.

OBJECTIVE

The Administration believes tabacco legislation must include stiff penalties that give the tobacco
indusiry the sirongest possible incentive to stop targeting youth, and that legislation should set ambitious
Lareets to cul tecn smoking at a minimum by 30% in 5 years, 50% in 7 scven years and 60% in 10 years.
Other congressional legislative bills have suggested increased targets. In addition to increasing the price
ol cigareties by uptoa$1.50 a pack over the nexi decade. legislation should impose severe financial
penalties that hold tobacco companies accountable to meet these targets.

This paper discusses the various options available for a tobucco reduction and penalty system and the
rclated imcthodological issues.

INCENTIVES TO REDUCE YOUTH TOBACCO USE

Two types of incentives are available to reduce the use of tobacco products through price increases. Onc
approach is to reduce demand by increasing the price of tobacco products, either through one-time and/or
periodic up-tront industry payments (c.g.. to a trust fund) or through an immcdiate excise tax or
surcharge. The other upproach is to induce the tobacco indusiry to limit supply by imposing penalties in
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ihe tarm of surcharges on the price of tobacco products that are assessed based on the magnitude of the
farlure 1o meet a vouth tobacco use reduction target.

These approaches are discussed below.

1. Price increases through payments/excise taxes: One method of reducing youth tobacco use would
be to increase the price of tobacco products by collecting annual industry payments that would be
passed on to consumers in the form of higher prices or by imposing an excise tax on tobacco
products.

»  Puyments. Dircct payments are afiractive because funds would be consistently, immediately and
annually available for tobacco-related research. cessation programs, public education, counter-
advertising and other anti-tebacco activities. Such payments. however, are unlikely to provide
direct incentives to firms to reduce youth tobacco use.

»  Excise tax. The immediate surcharge is likely to have the desired effect on youthtul users
because it is known that they are morc sensitive 1o price than adults. This incentive could be
progressively reinforced by incrementally raising the price further as targets for reduction of the
prevalence of tobacco use are not met by the tobacco industry (see below).

Regardless of the approach. higher prices would reduce demand for tobacco products among both
youth and adults, However, because youth simokers are much more price sensitive than adults, this
strategy should be very cffective in reducing youth tobacco use if the price increases are sufficieatly
farge.

2. Developing a penalty system based on targets for reductions in youth smoking: Another method
ol reducing youth smoking would be to develop a system of financial penalties that would be
assessed on tobacco companies if youth smoking is not sutficiently reduced in the future. If properly
structured, this type of strategy @ives the industry and/or individual manufacturers financial incentive
to take actions to reduce the number of children that use tobacco. The risk of relying on increasing
penalties linked to shortfalls in reductions is the potential for litigation over the measurement of the
magnitude of the shortfall.

4. Setting vouth reduction targets. An important element of a tobacco reduction program is the
establishment of target levels for reducing youth consumption of cigarettes and other tobacco
products. These targets permit measurcment of the effectiveness of tobacco use reduction
strategies and also can form the basis for a system of monetary penaltics on the industry or
individual firms if future vouth tobacco use does not fall sufficicntly. There are several
considerations in designing the targets:

(1) Relative or absolute targets. Targets can be established in terms ot absolute levels of youth
tobacco use. in terms of relative reductions from bascline levels, or a combination of both.
Discussions with survey statisticians indicate that accurate and reliable surveillance and
penalty systems could be established around either type of target. The decision 10 use
relative or absolute targets. however. could have important policy implications. These
implications arise becausc the current distribution of cigarctte brand use by teens is highly
skewed: three brands dominate the youth cigarctte market. Marlboro, Camel, and Newport,

-
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with Marlboro having almost three times as many youth smokers as the next largest brand.
Examples, advantages and disadvantages arc discussed below.

()

(b)

Absolute targets. An example of an absolute target is the Fealthy People 2000
objective which seeks to reduce tobacco use so no more than 15 % of youth have become
regular cigarette smokers by the age of 20.

The potential ability for manufacturers to manipulate smoking rates in a baseline year
suggests that a system based on the achievement of absolute targets (i.e., prevalence
rates unrelated to a baseline) might have some advantages.

On the other hand, a system based on absolute targets (e.g.. no firm may have a youth
prevalence of more than 2% in ten vears) puts a much greater reduction burden on Philip
Morris than on other firms. However, it may be difficult to reconcile this approach with
the general goal outlined by the President of a 60% reduction in 10 years. Developing a
tight absolute goal (such as the maximum 2.5% prevalence) that would require
reductions by all three of the major firms would require such a large reduction from
Phillip Morris that the overall industry reduction would be greater than 60%. Setting a
higher absolute target would possibly put no reduction obligation on firms other than
Phillip Morris because they have much lower prevalence rates.

Relative targets. Examples ot relative targets, whereby the prevalence of youth
smoking must bc no more than x percent by a particular year and cach manufacturer
must reduce the prevalence of youth smoking of its brands by y percent over a particular
period, include:

»  The June 1997 sertlement. which would mandate a 30 percent reduction from the
base year in daily youth smoking in years 5-6. a 50 percent reduction from the base
year in years 7-9, and a 60 percent reduction from the base year in years 10 and
after.

> The £D4 rule on youth lobacco use. which has a goal of reducing the number of
children and adolescents who use tobacco products by roughly 50 percent within
scven vears of the rule’s implementation.

A system of relative targets which focuses on reductions from current smoking levels
has the potential to lock in a higher youth market sharc for Phillip Morris, which
manufactures the dominant brand. Tt potentiatly could meet an ambitious reduction
target (e.g., 60% in ten years) and continue a youth prevalence of upwards of 6%.

Combination targets. [t may be possible to deal with some of these issues through a
combination of relative and absolute reduction targets. For example, the initial targets
could be relative ones based on current youth brand prevalence (aggregated by firm), but
with the addition of ongoing reduction requirements untif somc absolute target is
achieved (e.g.. no firm with a prevalence or more than 1%). Such a method would
continue Phillip Morris™ dominance tor a relatively fong period, but would eventually
end any advantage it may receive.

el VR
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b. Industry or firm level penalties. Penalties for failure to meet the tarpets could be levied on an
industry basis, by firm, or through a combination of the two approaches. Firm-specific penalties
arc a more aceurate way 1o larget firms that do not reduce the number of youth using their
products. but also present more challenges in terms of measurement and implementation. The
following are alternative ways of assessing penaltics on the indusiry or firms if youth tobacco
use reduction targets are not met:

(1) Industry-wide penalty—total market share: The June 1997 scttlement proposes that the
FDA establish a baseline percentage of the prevalence of youth tobacco use against which
the required reductions would be measured. It the industry does not meel the reduction target
for a given year (beginning in year five). it would be assessed a surcharge equal to $80
million for each percentage point by which it falls short of the reduction target. For example,
il the reduction tarzet is 60 percent and the industry achieves a 55 percent reduction, it would
be assessed a surcharge of $400 million (380 million multiplied by 3 percentage points). The
maximum surcharge in a given year would be $2 billion. The surcharge would be allocated
among firms hased on each firm’s total domestic market share. Thus. firms whose share
ot the youth market is higher than their share of the entire market (which is mostly adult)
would not pay a fair portion of the penalty. Firms with high shares of the youth market and
low shares of the entire market would have incentives to continue selling their products to
youth,

(2) Industry-wide penalty—youth market/prevalence share: A second system would ensure
that firms with the highest proportion of the youth market pay the highest share of the
penalty. The government would determine if the entire industry had met the youth tobacco
use reduction target by measuring youth tobacco use on an annual basis. If the target was
not met. a penalty (such as a surcharge on products) would be assessed on the industry based
on the percentage points by which it had fallen short of the target. This penalty would be
allocated based on each firm’s share of the youth market or youth prevalence (as
opposed 1o the provision in the scttlement that would divide the penalty based on each fim’s
share of the entire market). This system would hold the entire industry accountable for
achieving the reductions and prevent firms from free riding on the reduction efforts of other
firms. Each firm would have an incentive to reduce overall youth smoking as well as its
share of youth smokers.

(3) Firm-only penalty: Another option would be to set reduction targets for individual firms
{not the whole industry) and mcasurc the pereentage reduction in youth who usc brands
produced by specific firms. [f a firm failed to reach its target. it would be assessed a
surcharge on its products. [t may not be desirable to apply targets and penalties to firms with
very small shares of the youth market (1 percent or less) in order to focus on the firms with
higher youth prevalence.

(4) Industry-wide and firm-specific penalty: This system would impose both an industry-
wide penalty and an additional penalty on firms that tall short of a firm-specific target. Both
an industry target and firm-specific targets would be established. If the industry failed to
meet its reduction target, a penalty would be imposed in the form of a surcharge on all
tobacco products. If specitic firms failed to reach their own targets, they would have to pay
an additional surcharge. The firm penalty would be imposed only iCa firm failed 1o reach its

4.
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target by a large margin. Because it requires two sels of largets, this system would be more
complex to administer and harder to explain to the public than the previous systems.

c¢. Escalating Versus Flat Penalties: Under the above systems, the penalties would be based on the
amount by which the industry (or an individual firm) missed the percentage reduction in youth

obacco use targets. Two basic options are available for the triggering and scaling of the penalty.

(1) Flat penalty. The simplest option establishes a flat penalty which is assessed if the actual
reduction achieved falls below a specified target reduction.

(2) Gradcd sct of penalties. To avoid the all-or-none imposition of the penalty determined by
whether the industry or firm falls on one or the other side of a thin, but not inf{initely thin,
boundary (the threshold). a graded set of penalties which increase as the magnitude of the
shortfall or of the ratio of the shortfall to its uncertainty (standard error) increases could be
imposed. The gradation could increase in a linear fashion: i.e.. the surcharge per percentage
point would increase with each additional percentage point shortfall.

Alternatively, the gradation could increase exponentially in an accclerating manner, for
example. in proportion to the square of the shortfall. In either case. the estimate’s
uncertainty could be taken into account by using the ratio of the shortfall to the standard
error instead of the shortfall or the square of the shortfall. However. it is probably preferable
to scale the penalty to the shortfall rather than 1o the shortfall adjusted for @ measure of
uncertainty such as the standard error because constructing an adequate measure of
uncertainty 15 mathematically complex. There is less of a concern with the confidence
interval in an escalating system because it is equally likely that the estimate would
overestimate tobacco use prevalence as it would underestimate prevalence due to statistical
fluctuations. '

(3) Related Issues/options.

(2) Standard error. To takc into account statistical uncertainty, the threshold for the
imposition of the penalty could be some multiple of the ratio of the shortfall of the
reduction to the uncertainty in the measurement (standard error) ot the shortfall. The
threshold could be chosen to correspond to a 3% (or 1%) probability that a shortfall of
the observed magnitude or greater could have occurred by chance alone

(b) Control charts. The industry’s and individual firms” performance in achieving the
soals of reduction in consumption of tobacco products should be tracked and made know
to the public. This can be done conveniently by means of graphs called “control charts,”
well-known in the quality-improvement community. Two alternative presentations can
be considered:

(i) a plot of the amount by which the actual prevalence cxceeds the targeted prevalence
over time. or

(ii) the ratio of the excess to the targeted reduction (or fraction or percent of targeted
reduction actually achieved) vs. time (Figure 1). Control charts also display control

-5-
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bands (at =1, 2 and 3 standard errors) which may be used to denote thresholds for the
triggering of penalties.

Assessment of Performance in Achieving Reductions
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(5) Severity adjustment. A severity adjustment would address the probicm of a firm with a
large share of the overall and/or youth market being penalized the same as a firm with a
small share of the market. For instance. if firm X with 60% of the market missed 1ts
rcduction target by 10%. and firm Y with 3% of the market missed its target by 10%, under a
firm specific penalty system they would be penalized the same. A severity adjustument,
based on. for example. the firms’ share of the youth market, would account for its share of
the youth prevalence rate.

MEASUREMENT SYSTEM
Because of the dependence of the riggering ofthe penalties and their magnitude on estimates of

prevalence of tobacco use among the underage population. the accuracy and the precision of the
measurements of the rates is of prime concern. The inagnitude of the problem is illustrated by the range
of currently available estimates. For instance, the NHSDA and YRBS estimates for past month cigarctte
use can be compared for 10th and 12th grade students in 1995--

Pcrcent Using Cigarcttes in Past Month

10th ¢rade 12th grade

NHSDA 25.7% 30.9%
YRBS 33.1% 38.2%
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Methods study: A methods study is needed to fully understand the reason(s) for the differences, but
ditterent question wording, ditferent response catepories, and the extent to which the respondents
fee| their responses are confidential and anonymous have been suggested as possible explanations for
the differences. The design of a survey that will satisfactorily support the projected policy initiative
must address simultaneously (1) how to assure that valid estimates of prevalence rates are obtained.
and (2) what the size of the sample of the population to be surveyed must be and how the sampling is
to be designed to provide sufficiently narrow confidence intervals 10 support the implementation of
thresholds for the imposition and scaling of penaltics.

Tvpe of survey to use and confidence intervals: The June 1997 settlement requires data on the
prevalence of youth tobacco use to come from the MTF survey or a comparabie survey that uses
identical methodology. The MTF surveys only children in grades 8, 10, and 12, which does not
provide a representative sample of school children aged 12-17. 1t does not collect the information on
brands used by children necessary Lo implement a penalty system that allocates the penalty based on
(lrms” market shares, In addition. the survey does not have a tight confidence interval around its
prevalence estimates.

A new tobacco use survey would provide both point in time estimates of the prevalence of youth
tobacco users (annually beginning with a base year of 1999 or 2001) and estimates of the percent
reduction in youth prevalence between two points in time (i.c.. between the baseline in 1999/2001
and 2003/2005). In either case, confidence intervals of less than +1 percent could be obtained from a
sample of 30.000 students in zrades 7-12 or from a samplc o 25.000 youths of age 12-17 in
households. Given samples of this size, very precise point eslimates could be made down o a
prevalence level of 2 percent (the confidence interval would sull be below | percent). An ongoing
survey of this type would permit the determination of shortfalls in the reduction of prevalence rates
atany paint in time and of smoothed and statistically morc robust estimates in trends over ime m the
deviation from specificd targets.

Mcasuring monthly tobacco usc vs. daily use: T'he June 1997 settlement proposes using the MTF
survey to measure “daily use” of tobacco (one or more uses per day during the previous month), as
the measure of “current use.” Fowever, this measure does not capture early experimenters or
occasional users, many of whom are likely become dependent on nicotine. Early experimenters use
tobacco infrequently initially. but over time build up tolerance 1o nicotine and gradually increase
their tobacco use. [t also does not measure well use of other tobacco products (e.g. smokeless
tobacco. cigars) which are typically used less often or in addition to cigaretics,

A new stand-alone tobacco survey would incorporate “past month use™ of tobacco (any use during
the previous 30 days). This survey would capture early experimenters, occasional users, daily users,
and users of other tobacco products. Early experimenters use tobacco infrequently initially, but over
rune build up a tolerance to nicotine and gradually increase their lobacco usc. Occasional users may
use tobacco more frequently and on a regular basis as compared to early experimenters, but less
frequently than once a day (e.g. only on the weekends). And from the RJR and other tobacco
industry documents it is clear that tobacco companies target these “learning”™ or undecided smokers.

Users of other tobacco products (e.2. smokeless tobaceo, cipars) may use these products

infrequently. occasionally, or in addition to cigarettes. Only the “past month use™ measure would
capture the various forms of tobacco products used and how often each is used separately or in

7-
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combination

The “past month use™ measure is the measure used on the three major federal surveys that assess
tobacco use among vouth (i.e.. the MTF, YRBS, and the NHSDA). Any effort to triangulatc data
belween surveys will need 1o incorporate a similar measure.

How to determine each firm’s prevalence of youth tobacco users: The proportion of each
tobacco tirm s youth market share could be determined using one of the following options.
Additional methodological work would nced to be completed o determine reliability of these

methods.

4. Usual Brands: Cach firm’s proportion of the youth market could be determined by asking youth
users in a survey to report which brand of tobacco they usually used in the past month. This
would be the most straightforward approach provided that youth could identify their usual brand.
[owever. it does not allow a distinction to be made between users who used different quantities
of the usual brand. For example. the users who reported their usual brand as Marlboro cigarettes
but only smoked three in the past month would count the same as users who smoked 300
Marlboro cigarettes. Nor does it account well for the users who use multiple brands. Faor
cxample. a user could report Marlboros as his or her usual brand. but out of ten packs of
cigarcttes six are Marlboros and the other four arc cach a diffcrent brand.

b. Quantity: The quantity of tobacco products used by youth could be determined by asking youth
users to report which tobacco products they used and how much of each product they used in the
past month. This approach would more comprehensively determine each firm’s share of the
vauth markel because it asks about every product consumed and the amount of each product
consumed in the past month. For example, a user who only smoked cigarettes would be asked to
'dentify all the brands smoked in the past month and of each brand the number of cigarettes
smoked. Surveys have not asked these questions in this way before. Work would have to be
done 1o test whether or not a youth user could recall for the past month all the brands of all the
tobacco products they used and the quantity of each used. For youth who switched brands often
this might be particularly difficult to assess.

Respondents who report tobacco use but no usual brand or an unknown brand: Although the
percentage of responses for no usual brand or unknown brand will not be known until the survey is

conducted, three options exists—

a. Disregard “no usual brand” and “unknown’ responses when determining firms™ sharcs of the
youth market (just use responses that identify a usual brand).

b. Consider “no usual brand™ and “unknown™ responses in determining firms’ shares of the market,
which would leave a portion of the market unallocated to any finm. This would mean that part of

the penalty is left unpaid.

¢ Allocate “nio usual brand™ or “unknown™ to usual brands based on statistical methods/other
variables (e.g., “hot decking™). '

Which age range to measure. It is rccommended that monitoring of youth tobacco use be done in

_8-
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persons 12-17 vears old. [t appears this is the optimal age range based primarily on the review of
existing data sets (e.g., NHANES 111) which indicate that smoking prevalence is very low in persons
younger than 12 years old, and also because all states have laws prohibiting the salc of tobacco
products to persons under the age of 18. [t is also strongly recommended thar the age of injtiation of
first tobacco use in all persons surveved be momitored, 1o determine if the age of smoking initiation
ever decreases. If age of first use ever does decrease substantially, then the inclusion of persons
vounger than age 12 would be necessitated.

When basclines would be available: [f the new survey measures just usual tobacco brands (see
5-C). less prefiminary methodological work would be required than 1f it mcasures quantity. A
prevalence baseline from a survey using the usual brands method could be available in 1999 or 2001.
A baseline from a survey using the quantity method could be available as early as 2001. The Year
2000 Decennial Survey conducted by the Census Bureau will preclude the household surveys being
i the field at the same tlime.

Use adjusted prevalence rates: Prevalence rates should be estimated annually and then adjusted
based on a multi-year running average. This average ratc would be the one used to assess
mdustry/tirm performance in meeting the targets. An average rate smooths the statistical
fluctuations of annual point estimates and has greater accuracy than an annual cstimate,

How to validate survey: A new survey could be validated using the other three major federal
surveys that measure tobacco use among young people: the MTF, the YRBS, and the NHSDA (see
5.B). In addition. biological samples could be taken from some respondents in the new survey 1o
measure the validity of their answers or a pre-existing survey (such as the NFHIANES) that takes
biological samples could be relied on.
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The Appropriate Mix of Industry and Company-Specific Youth Lookback Penaltics

Jn combatting vouth smoking, youth lookback penalties can serve two functions - providing two
forms of insurance that we meet our youth targets:

. Industry penalties provide price insurance: they can be used to increase prices further in
the event that the basc payments (or excise tax equivalents) and other restrictions
specitied in the main part of the legislation fail to reduce teen smoking sufficiently;

. Company specific provide non-price insurance: penalties can be established to provide
incentives to individual companies to reduce youth use of their particular brands through
non-price mechanisms

Industry Penalrics

The appropriate role for industry penalties is to increase prices to ensure that youth smoking
tarpets are met. As a result, industry penalties should be determined by the required price
increase per percentage poini lo meet a given targel. For example, the following table illustrates
the suggested structure of penalties for the Harkin youth targets:

Real Price
Real Price to Change to SMillions
Targeted Base Real Hit Targeted | Get % ptof per % pt of Billions of
Year Reduction Price $98 Reduction* % reduction | % reduction Packs
2000 15 203 2.41 0.030 $636 21.2
2001 20 2.02 2.58 0.033 $660 20.2
2002 25 2.06 2.76 0.035 $712 19.3
2003 30 2.05 2.93 0.042 $740 18.3
2004 40 2.04 3.38 0.048 775 16.3
2005 50 2.03 3.90 0.057 $£800 143
2006 53 2.02 4.19 0.063 $822 13.3
2007 60 2.01 4.52 0.071 $863 122
2008 65 2.00 4.90 0.081 5887 11.0

* Assumes no non-price cffects -- price level illustrative of price increase required for price effects alone to generate
rargeted teen reduction in the model,

Note that the appropriate non-linear structure of penalties suggests that they might increase over
time, but that therc 1s no obvious justification for penalties that increase as we miss the target by
a larger amount (as in the Conrad bill).
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. Indeed. ideal penalties might decline as we miss the target by more, since the further you
are {rom the target. the more responsive youths are to price increases.

Note also that the appropriate means of carrying out the industry penalty is through a pricc-per-
pack amount.

. The total payments presented above are very scnsitive to other factors which determine
the total number of packs sold (e.g. the effectiveness of non-price interventions for adults;
the underlying price increase embedded in the bill; trends in smoking behavior).

Company Penallies

For company penalties, the goal is somewhat different: it is to incentivize the particular
companies to reduce teen smoking of their brand through non-price means. In this case, the
appropnate penalty should be determined by the foregone profit per youth smoker.

Our analyis points to a break-even afier-tax payment of $454 per youth smoker (with “youth
smoker” as measured in the youth surveys). If tax deductibility is penuitted, that amount would
have to be increased 1o $668 per youth smoker.

. These numbers were derived from a full analysis of the implied stream of profits over
time that would be expected to be received from a teen smoker over the course of their
Lifetime. The analysis takes into account a variety of factors, including (1) per pack
profits; (2) the likely number of packs of cigarcttes smoked per day over different periods
of the typical smoker’s life, (3) the probability that a teen smoker that is kept from
smoking as a teen will ultimately smoke as an adult anyway; (4) discounting to prescnt
value of future profits and payment streams; (5) the distribution of teen smokers by age
within the tecen smoking surveys; (6) the effect of not using a double-counting adjustment
mechanism; (7) the responses of teen decisions to smoke to price increases, etc.

A penalty that was exactly equal to the present value of profits would leave the company
inditferent about reducing youth smoking (under the assumption that the company would bc
unable to pass along any of the cost in the form of a price increase).

Therefore, to create a strong incentive for companies Lo reduce youth smoking, the penalty
should be specified as a multiple of the implied present value of profits. The multiple would also
guard against the possibility that companies could pass some of the cost on to higher prices (for
example, in the event that most companies faced penalties from insufficient reduction of teen use
of their brands).

One form the company-specific penalty structure could take would be to have a penalty of about
three times profits - about $1500 per youth smoker -- to the first 20 percentage points of failed
percent reduction, and then a penalty of six times profits -- about $3000 per youth smoker -- to
any failed percentage point reduction beyond 20 percentage points of failed percent reduction.



