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be a thousand and one reasons behind any

Reports about toy recalls in the United States have
tarnished the image of Hong Kong and the Mainland’s
toy industry. The Bulletin’s Editor Malcolm Ainsworth
spoke with Jeffrey Lam, Chairman of the Hong Kong
Trade Development Council’s Toys Advisory Committee,
last month about the recalls and their impact on the
industry. Following are excerpts from that interview.

recall, but whenever it happens, the first thing
that crosses people’s mind is that: “it must be
the fault of the manufacturer.”

B: Why does there seem to have been so many
recalls recently?

JL: The large trade deficit between China and
the U.S. is an ongoing issue. I think that as
the U.S. presidential election draws closer,

candidates are jumping on issues like this

Bulletin: What do you think about the recent
toy recalls?

Jeffrey Lam: Unfortunately they have been
blown out of all proportion. Of course
nobody wants to hear about recalls, but I

feel particularly sad about how it has been
portrayed, because all the hard work by both
toy companies and manufacturers to build up
the industry’s reputation over all these years
has been washed down the drain. There can

and toy safety to drum up public support
and to put them in the media spotlight.
Also, once news broke about the first recall,
the authorities naturally stepped up toy
inspections.

B: Do you feel the situation has been
sensationalized?

JL: It has been blown up and sensationalized
out of all proportion. First came a series of
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recalls. Then the suicide of a Hong Kong
manufacturer (Zhang Shuhong) after his
company’s toys for Mattel didn’t meet
specified standards. Then came a second recall
by Mattel of 18 million toys. This caused
some people — before they even knew the facts
— to start pointing fingers at what they called
unscrupulous Mainland manufacturers who
would compromise toy safety just to make an
extra buck!

Of course I cannot deny that every industry
has some “rotten apples,” but as I said earlier,
there can be many, many reasons behind

a recall. Unfortunately, people like to pass
judgment before waiting to see the whole
picture and conjure up various conspiracy
theories. As it turned out, Mattel came out to
apologize and admitted that most of the toys
were recalled because of its design defects,
while the lead-tainted toys accounted for only
a small percentage of those recalled.

In addition, last month two Canadian
university professors (Prof Paul Beamish of
University of West Ontario and Professor
Hari Bapuji of University of Manitoba)
released their research that found among the
550 toy recalls that have taken place in North
America since 1988, 76% were due to design
flaws by the original companies. Only about
10% were directly attributed to contractors’
manufacturing defects.

From their research, it is obvious that certain
people’s efforts to catapult themselves

into the limelight on the back of this issue
has only managed to scare the public into
wrongly worrying about the Made in China
label. As a result everyone loses: not just
manufacturers, but also toy companies and
consumers.

B: What did you make of Mattel’s apology to
China for its handling of the recall?

JL: If Mattel came out earlier to clarify the
reasons for the recall, it would have helped

to ease tensions over the issue and dispel
public misunderstanding about Mainland
manufacturers. But now the damage has been
done. The industry’s reputation has been dealt
a severe blow, and manufacturers are suffering
as a result of this bad publicity. I think there

is still some way to go before we can clean

up this stain and fully restore consumer
confidence. However, the company’s apology
is better late than never. The most important
thing is that everyone has learned a good
lesson from this, so we all have to make sure
we do not forget.

Risks Faced by Toys Manufacturers

China-made toys hit the headlines recently due to safety concerns. SIMON
LUK examines some of the reasons underlying the recalls, their legal
ramifications on retailers and manufacturers, and how companies can
limit their potential liabilities when exporting goods to the U.S.

China was the number one supplier for toys, fish, and tires to the
United States in 2006. In particular, a staggering 86% of U.S. toy

imports came from China.

In the last couple of months, however, millions of toys were recalled

in the U.S. For example, in August 2007 alone, Mattel Inc,, the world's
biggest toymaker, recalled over 20 million Chinese-made toys due to
excessive lead paint or loose magnets. Such recalls could cause financial
losses for the responsible toy manufacturer, because they might have to
bear the huge cost of recalls and the potential loss of business of U.S.
retailers. In addition, they may be exposed to massive indemnity claims
from U.S. retailers as a result of recently filed class actions in the U.S.

U.S. consumer class actions

Although class actions are unheard of in Hong Kong, they are common
in the U.S., especially when consumer products are involved, because
the affected class of plaintiffs can be very large.
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B: Could this “fear” about made in China

toys s,
computers, etc?

JL: I doubt this will happen as long as
everyone does their job properly. In fact, the
toy industry has been working very hard to

On August 20, a Philadelphia law firm filed a class action
lawsuit in Los Angeles County Superior Court against Mattel
Inc,, asking the company to set up a fund to allow concerned
parents to have their children tested for lead poisoning. The
medical cost per child is around US$50. The class size will
likely reach millions of plaintiffs because according to public
statements made by Mattel, 1.22 million children's toys that it
sold carried surface lead paint.

Indemnity and contract claims by toy retailers

In addition to possible termination of future business with

Chinese toy manufacturers, U.S. retailers may make indemnity

claims against Chinese toy manufacturers to recover:

(i) compensatory payments that they have made to
consumers;

(i) legal costs for defending consumer claims; and

(iii) costs of the recall programs.

Whether or not these indemnity claims will succeed will
depend on the drafting of the indemnity clauses in the
contracts between the two parties.

Besides indemnity claims, Chinese toy manufacturers
may be sued by U.S. retailers under contract law for

read to other sectors, like refrigerators,

restore the public’s confidence. I know many
manufacturers have increased their spending
on quality control and quality management
procedures. They conduct more tests on the
product’s design and conduct more checks
on every procedure. Actually, Hong Kong
manufacturers have built up a long-standing
reputation globally for producing top-quality
toys, which is widely recognized. That’s why
they have been enjoying a leading position in
the highly-competitive global market for such
a long time. We should not allow this fear to
linger on.

B: Some buyers are asking their suppliers to
re-test the safety of their products, despite the

fact that they already passed all previous safety

requirements. Do you expect these demands for

additional tests to continue?

KAREN SHERLOCK/MCT

JL: As I said earlier, manufacturers are now
doing everything that they can to ensure
their goods meet all safety requirements.
Manufacturers, as well as buyers, are now
stepping up inspection and testing processes
to restore public confidence. It is natural that
when safety requirements are raised, we have
to conduct more tests to meet the standards.

other reasons, including misrepresentations, breach of
warranties, and breach of promises regarding safety and
quality of their products.

Enforcement of U.S. lawsuits

Against Assets in U.S. — A U.S. judgment can be enforced
against assets of a Chinese toy manufacturer that are
based in the U.S., which may include, contractual rights
that the toy manufacturer has with other companies. For
example, if a Chinese toy manufacturer has accounts
receivables in the U.S. from a U.S. buyer, that can be
subject to execution of a U.S. judgment.

New York Convention on the Recognition and
Enforcement of Foreign Arbitral Awards — With respect
to the enforceability of arbitral awards, China is a party
of the “New York Convention on the Recognition and
Enforcement of Foreign Arbitral Awards.” This means
that an arbitration award issued in the U.S. (or in a third
country) can be enforced in Chinese courts.

Minimum Contacts — Although U.S. courts do not have
jurisdictional power over companies incorporated
outside the U.S. and not conducting business there, a
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B: Will all these demands raise production costs
for companies?

JL: This is for sure. Toy manufacturers are
facing a very tough environment. The cost

of production over the past two years has
risen sharply due to price increases in raw
materials, the appreciation of RMB, rising
labour and utility costs, etc. Now they have

to conduct more tests and to increase quality
control measures. Obviously production costs
are bound to shoot up. The issue now is who
is going to pay for all these rising costs?

B: Does part of the problem lie with buyers
continually squeezing suppliers for lower prices?
JL: As everyone knows, production costs

have been rising constantly in the past few
years, but if you look at retail prices, they’ve
either gone down or remained the same. On
top of the rising costs that I just mentioned,
manufacturers now have to spend more

on testing and inspection. I think if buyers
continue to squeeze suppliers for lower and
lower prices, this will only lead to a dead end
for everyone. Buyers should realize that prices
need to be adjusted both ways from time

to time to enhance toy safety. Threatening

suppliers to take their business elsewhere

if they don’t meet the price they are willing
to pay is not healthy for either party or the
industry in general. After all, every party has
arole to play in enhancing toy safety. It is a
shared responsibility and everyone has to
contribute to that goal.

B: Should the toy industry police itself more
strictly, or should toy safety associations around
the world be more stringent in their testing?

JL: Of course everyone in the industry

should do their job properly to make sure
they meet all the required regulations and
standards. In fact, everyone within the
industry has been working very hard on

this, such as setting up their own in-house
testing laboratories to double check certificate
claims on raw materials that they buy. In
addition, authorities in Beijing and the U.S.
have stepped up their own safety policies and
inspection processes.

B: What are the long-term implications of
the recalls?

JL: There shouldn’t be any long-term
implications. As I mentioned earlier, in

Chinese toy company that is systematically tapping the
U.S. market, such as sending representatives to U.S.
trade shows, visiting companies in the U.S. and sending
electronic messages, may be found to have sufficient
“minimum contacts” with the U.S. such that a U.S. court
can exercise jurisdiction over it. A foreign defendant
does not need to have an office nor hire employees in
the U.S.

Consumer Product Safety Act 1972

U.S. legislation that gives the CPSC its power is the

Consumer Product Safety Act 1972. Under this Act, every

manufacturer, distributor and retailer of a consumer

product is required to inform the CPSC within 24 hours

when they obtain information which reasonably supports

the conclusion that such a product:

(1) fails to comply with an applicable consumer product
safety rule;

(2) contains a defect which could create a substantial
product hazard; or

(3) creates an unreasonable risk of serious injury or death.

On September 4, the CPSC stated that it was
investigating whether Mattel Inc. “knowingly” withheld

information regarding potential safety risks associated
with its toys that were involved in a major recall in
August. If the CPSC decides that Mattel did breach
provisions of the Act, then it has the power to issue
fines on Mattel of up to US$2 million.

With respect to Chinese toy manufacturers, the CPSC
may initiate seizure and condemnation proceedings
if the products are determined to be hazardous.
When the CPSC designates a product as a substantial
hazard, it may require that the manufacturer give
public notice of the product’s defect and either
make repairs, replace the product, or give refunds

to consumers. Also, a manufacturer who knowingly
violates any rule and whose product subsequently
injures any person may be subject to civil fines and
criminal penalties.

China’s General Administration of Quality
Supervision, Inspection and Quarantine

China’s General Administration of Quality Supervision,
Inspection & Quarantine (AQSIQ) is a governmental
department in China in charge of the quality of goods
being imported into and exported out of China.



Beyond the box

Currently, the CPSC is working closely with AQSIQ, which
means that if the CPSC is interested in investigating a
particular manufacturer in China, AQSIQ may help the
CPSC to carry out an investigation or it may decide on its
own to follow up CPSC's investigation.

On September 12, CPSC and AQSIQ held a Consumer
Product Safety Summit, which resulted in both parties
agreeing to:

(i) increase inspections of consumer products destined
for the U.S,;

(i) assist the CPSC in tracing hazardous products to the
manufacturers, distributors and exporters in China;
and

(iii) stop and prohibit manufacturers in China from using
lead paint to manufacture all toys exported to U.S.
immediately.

In addition, both agencies agreed on a roadmap for
bilateral efforts to improve safety in the toy industry. The
two agencies expect to review the plans’ effectiveness
within one year to identify possible areas for
improvement.
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. We go beyond the box in every sense.
Just as a fisherman travels great lengths to
calch his haul, our service extends deeper
than mast are willing to reach. Going beyond
reliability and efficiency, we develop a genuine
understanding of our clients’ needs and then
meet them with professionalism, flexibility and

care. With over 30 vears of experience, we

are able to provide customised solutions

for any requirement. Our senvice goes

above the rest, you go beyond the best.

Hong Kong Air Cargo Terminals Limited

www.hactl.com

Limiting potential liabilities

Contractual terms — Toy manufacturers can protect
themselves by carefully considering what to include in
contracts. Toy manufacturers are advised to perform a “risk
audit” to list potential liabilities. Obviously, it is vital that any
contract between a U.S. retailer and toy manufacturer be
drafted thoroughly, and that risks be allocated fairly. Every
term and provision in a contract can have significant legal
ramifications and need to be reviewed and revised by
experienced international lawyers.

Indemnification provisions — Both parties should clearly
understand indemnification. When something goes wrong,
should the manufacturer be liable for all costs of the
recall? If so, for how much? Who should bear the costs
of the design fault? These issues should be considered
before entering into a contract.

Incorporation of safety standards — The degree of quality
and the safety standards of products should be stated

in detail under the contract. This will avoid U.S. retailers
from claiming that the products do not meet the required
standards. Manufacturers should also have documentary
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Toy Recalls by Type of Flaw (1988-2007)
0000O0O0OoOooOoodno (1988-2007)

Number of | Recalls due to
Recalls

Recalls due to
Design Flaws | Manufacturing Flaws

basically the past 20 years, only 10% of
recalls were due to manufacturing defects.
So if buyers raise their design standards, and
manufacturers do their job well, consumers
should have nothing to worry about.

ooooooo

oooo

proof that production was in compliance with detailed
safety standards.

Dispute resolution — When a dispute arises between
parties, which country should it be resolved in? Which
country’s law or court's procedures should be followed?

The answers to these questions depend on whether a class
action is possible directly against a toy manufacturer. Is there
is a designated neutral third party (i.e. mediator or arbitrator)
that can help to resolve the dispute? Again, all these issues
should be clearly stated in the contract.

Design — Chinese toy manufacturers should pay extra
attention to the designs of any product that they are asked to
produce. Most of the time, it is the design of the product that
is the root of a problem. Even if a toy manufacturer produces
a product exactly to the retailer's requested specifications, that
product might have problems because its design did not meet
the required standard of safety or quality in the U.S.

Even Mattel admitted that its design defects were the main
reason for most of its recalls. On September 21, Mattel's
Executive Vice President for worldwide operations apologized
to China for harming the reputation of Chinese manufacturers.

B: What can the industry do to minimize the
likelihood of such incidents from happening again?
JL: They should strengthen their design,
testing, inspection and manufacturing process,
as well as their code of conduct. There should
also be more communication between buyers
and suppliers. They should work as partners.

Whenever they spot a problem, they should

be able to discuss this and to try to find a
solution before it is too late without the fear
that the buyer will cancel their order.

They should always work as partners to build
long-term relations and not just jump from

one supplier to another in search of lower

and lower prices. They must realize that if

they want a certain quality, they need to pay a
certain price. It is very important that all buyers
from around the world realize that they need
to pay the right price for top-quality toys. After
all, you only get what you pay for. ¥&

In particular, he said: “the vast majority of those products that
were recalled were the result of a design flaw from Mattel, not
through a manufacturing flaw of China’s manufacturers.”

Liability insurance - Both retailers and manufacturers should
take out product liability insurance to cover themselves.

On-going inspection

On-going inspections between U.S. retailers and
manufacturers should be conducted to ensure the quality
of toys. Also, the supply chains should be transparent,
recorded and tested to control and maintain quality.

With closer cooperation among Chinese toy manufacturers
and U.S. retailers, and better allocation of risks among
these parties, manufacturers can have a clearer picture of
potential risks and minimize the negative consequences of
the recent toy recalls.

Simon Luk is Partner and Chairman of the Hong Kong
Practice of Heller Ehrman, Honorary Legal Advisor to the
Chamber of Listed Hong Kong Companies and the Toy
Manufacturers Association of Hong Kong. Eric Wong,
Trainee Solicitor, also contributed to this article.
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