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MATTEL’S STRATEGY AFTER ITS RECALL OF
PRODUCTS MADE IN CHINA

in the summer of 2007, Mattel, the largest toymaker in the US, saw its sales dip sharply when
it recalled its Chinese-made toys several times. The recalls also led to public hearings in the
LIS Congress. which significantly affected its reputation,

Like other toymakers, Matiel had been relocating its production abroad and outsourcing the
manufacture of parts and components. In 2007, Mattel produced 63% of its loys in China.’ In
contrast to its competitors. however, Matlel understood the importance of quality control in
the process of relocation and outsourcing. In the 1980s, it reversed its carlier strategy of
outsourcing lo factories in Asia by owning and operating some plants in Asia for production
of its most popular products.

Nonetheless. the product recalls showed that quality control continued 1o be an issue. Should
Mattel reassess its strategy for organising production”? Should it rely mere on in-house
production than outsourcing? Even if' it stuck (o ils outsourcing strategy. quality control was
more difficult to control in developing cconomies than in developed onces. Should it revise the
geographical spread of its manutacturing eperation? Mattel had a choice between outsourcing
to economies such as China where quality control was 4 serious issue and oulsourcing 10 more
developed countrics with better contracting environments,

Global Toy Industry

The value of the worldwide toy market was estimated at US$67 billion in 2006.> North
America, which made up 36% of the world market, was the largest toy-consuming region in
the world. At 29%%, Europe was the next-largest toy-consuming region. followed by Asia af
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24% [see Exhibit 1]. Ior 2007, a 6% growth was forecasted for worldwide toy sates. with
Asia (especially China and India) and Latin America {especially Brazil) as the leading regions
for growth.’

The global toy industry was fad-driven, high-risk and highly compctitive.* Excluding some
classics such as Barbie, Monopoly and Scrabble, most tovs stayed on shelves lor no more
than a year or two. Successtul Loy concepts were copied rapidly by other toymakers. and tov
sales were highly seasonal, with between 30% and 60% ol annual sales concentrated around
Christmas time. The industry was also highly fragmentad. Mattel. the largest toy company in
the world., captured less than 6% of the global market with its annual turnover of US53.63
biflion,”

Because the market demand for toys was driven by children aged 12 and under.” the toy
industry was challenged by dampening birth rates in the US and northern Europe.’ as well as
the trend of “kids geiting older younger™. The toy industry also faced stilT competition lrom
electronic cntertainment such as videe games as children switched from  traditional

entertainment such as toys to electronic entertainment at an increasingly voung age.

The market environment had also become increasingly tough, with produciion costs (ranging
from labour costs in developing countries such as China to the price of resin used for toy
production}’ on the rise. In the manufacturing of tovs. raw materials comprised 453% to 55%
ol the cost. labour 20%, administrative fees 20% and transportation 5%." Mcanwhile. tn the
US -1he largest toy-conswming nation in the world, where no more than 4% of the world’s
children consumed 40% of the world’s tovs'"—toy sales increasingly ook place in
hyperstores such as Wal-Mart and Target. These hyperstores were reputable lor using their
order volume (o drive prices down and cven specially toy chain stores were losing out to them,
For instance, Toys"R™Us closed a good nunber of its stores during the mid-2000s.

As toymakers faced increasing pressure from rising production costs and hyperstores
continuing to squeere prices, the likelihood of toymakers compromising on quality mcreascd.
and salcty—particularly the safety of children—became a central issue. In 2003, US
emergency rooms treated more than 200,000 injuries that had been causcd by foys."

Toy Manufacturing Industry in China

US toy companies began outsourcing their production to Japan aller the second world war as
the Japanese governmoent designated its toy industry to be an export-oriented industry in order
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o eam foreign exchange for the purchasing of food and other imports. ™ Production
outsourcing to other Asian countrics such as Korca and Taiwan followed. with Hong Kong
becoming a major toy manufacturing centre during the 1960s. 1n the 19805, upon the opening-
up of the mainland Chinese economy, manufacturing activitics in fong Kong bepan to shift
to China and. over the next decade, China slowly established itself as a major toy-
manufucturing centre. Between 1992 and 2006. its share of US toy imports increased
dramatically from 41% to 86%." translating to some US$22.6 billion worth of toys.”'

Guangdoeng in southermn China was a major toy-manufacturing province. where some 5000
factories were responsible Tor about 80% of China’s toy exports.”™ A number of factors
accounicd for the flourishing of the toy-manutacturing industry in Guangdong. Wages were
low and the provinee enjoyed the geographic advantage of being close to Hong Kong. which
plaved the role of middleman between Western toy companies and Chinese manufacturers.
Though manufacturing activities had hollowed out in Hong Kaong since the 1980s. the city
remained a service centre [or the toy industey through activities such as design, product
development, marketing and packaging." Geographical advantage and cheap labour aside,
China’s long history of toy manufacturing had bred an auxtliary industry that played a critical
role o supporting toy manufacturers. This auxiliary indusiry provided packaging. pigment.
specialised plants for different toy-manufacturing materials. and processes from casts,
injection-mould plastic and flurry material to the assembly of plush toys. enabling 1oy
manulacturers to respond swiftly to market demand and produce high-guality end products.”
“This supply chain is very imporiant and the toy products keep changing so lasc”. said
Lawrence Chen, chairman of the Hong Kong Tovs Ceuncil. "Without a good supply chain,
it's almost impessible 1o continue (0 make good toys.”™"” Nonetheless. China’s toy industry
focused mostly on material processing, with relatively Tde manufaciuring of high-technology
tovs or value-added products.'™

Mattel, Inc

History

California-based Mattel was the largest toy company in the world, and 115 business activities
included the design, manutacturing and marketing of toys. In 2006, its sales volume
amounted to 800 million toys and an annual wirnover of USES.65 billion.™ [ts core praducts
included Barbie fashion dolls, Hot Wheels die-cast vehicles, and Fisher-Price preschool tovs,

Maltel was started in California by Harold Matson and Ulliot Handler in 1945, when they
began producing delihouse furniture out of a converted garage.” By 1952, sales had risen to
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USS$3 million and the product line included burp guns and musical tovs. In 1953, Mattel
made a pioncering move, sponsoring Walt Disney’s Mickey Mouse Club television show
instead of relying on retailers to promote its products, The USS500.000 sponsorship gave
Mattel access Lo voung potential cusiomers across America and Mattel s sales soared quickly.

In 1959, Mallel introduced a new dell with a full wardrobe and accessories (0 the market. The
doll, which was named Barbic after Handler's daughter. was an instant hit.™ With the success
of the Barbie doll. Mattel became a public company in 1960, Between 1963 and 1963, sales
aimost guadrupled from US$26 million to more than US$100 million,” The Hot Wheels
miniature cars launched in 1968 were alse highly successtul and. by the turn of the decade,
Mattel had become the number one toy company in the world.

With sales soaring in the toy industry during the mid-1980s. Mattel became a volume-driven
organisation with high overhead and product-development costs.” 1t set marketing quotas that
it could not meet and money was ploughed into accelerating new-product development o
drive sales.” Afler the stock market crash in 1987, retailers pulled back from otders and sales
tlattened. Mattel's new chief executive at the time, John Amerman, restruciured the company.
keeping Mattel’s Torecasts conservalive 1o control invenlories and refocusing Mattel on core
products. Tle undertook development of new products selectively and cut Maticl’'s worldwide
manufacturing capacity by some 40%." The refocus on core products was a great success.
Barbie's makeover, [or instance, saw sales jump from LS$430 million in 1987 o 1ISSI]
hillion in 1992, comprising more than half of the company’s sales. Mattel estimated that 93%
of girls between the age of three and L1 in the US owned a Barbie doll at the time.

In the 1990s, Mattel carried out a number of acquisitiens. including Fisher-Price. which
specialised in preschool tovs, in 1993 and Tyco, the maker of Matchbox cars, in 1997, 1 also
attempred to acquire jts biggest competitor, US-based Hasbro. but backed down aller 1t
realised that the purchase would be Loo costly.

Manufacturing

Maliel owned and operated 10 manufacturing plants worldwide. Five of them were loeated in
China, while the remainder were in Indonesia. Malaysia, Thailand and Mexico.™ Mattel's
own manufacturing facilitics covered the manufacture of about half of its products.™ with the
remaining halt manufaclured through contract factories in Asia. Australia, Europe. latin
America and the US ™ Matte! also had about 1,000 licensces, which muanulactured specialised
consumer products such as apparel and software.

Mattel was a ploneer in manufacturing in Asia. The first Barbic doll. which was introduced in
1939, was produced in Japan. Over the years, it had shitled its manufacturing operation to
different Asian countries in order to take advantage of lower costs. In the [960s, Matwel
operated four manufacturing facilities in ‘Taiwan. ™' In 1987, Mattel's worldwide
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manufacturing capacity was cut by between 40% and 30% as the organisation underwent
. . . R . - L . kR

restructuring. Plants in Taiwan, the Philippines and Los Angeles, Calilornia were closed™ as

production was relocated to cheaper Asian countries such as China and Indonesia.”™”

Matte!l was already outsourcing its production to China before it built its own plants there, In
the 19805, Mattel becante increasingly concerncd with the country’'s lax intcllectuat property
rights and scnsitive issues such as labour rights. and decided to build its own plants in China. ™
Its decision to build and operate its own manufacturing plants was also driven by the belict
that it would be more efticient to manufacture in large factories. By 1987, Mattel was
preducing between 70% and 80% of its products in its own manufacturing lacilitics. most of
which were located overseas to take advantage ol cheaper labour.™

Despite its decision to build and operate its own factories. Mattel continued to outsource part
of its production. In 1988, following & McKinscey study that recommended that Mattel keep
the production of its core products in-house and outsource the manufacturing of its non-core
products, Mattel created its Vendors Operation Asia ("VOA™) division in Hong Kong to
oversee its outsourcing activities,™ Over the next decade. VOA developed a network of about
33 suppliers, most of them Hong Kong companics with manufacturing plants located in China.
These supplicrs offered not enly low labour costs but also skills and expertise in building
relationships with local Chinese government officials and cutting through the Chinese
government burcaucracy. These suppliers were selected based on their process capabilitics.
production quality, time-to-market ability and competitive pricing, and they covered a wide
range of expertise, from the simple assembly of plush toys to the preduction of technology
toys such as toy radios.” By 1997, VOA’s manufacturing activities accounted for about 25%
of Mattel’s revenues.™

Maltcl's stralegy was 1o locus its own manulacturing faciliies on the production ol core
products such as Barbie dolls, Hot Wheels cars. and certain Disney and Fisher-Price product
lings, Manufacturing of short-term products that were subject to fluctuating demand, such as
characters from movies and television shows. was outsourced.™ This strategy increased its
operational  flexibility, reduced cost and  capital  commitments, and  cushioned s
manutacturing, operation (rom the boom-and-bust cyeles that characterised the toy industry.

About half of Maitel’s toys were produced in-house, an unusually high proportion compared
to other toymakers.* Matlel reasoned that producing in-house would enable it (o respond
more quickly to changing market demand.® By comparison, Mattel's major compctitor.
lasbro. cutsourced the manufacture of most of its toys.™ In 2007. IHasbro owned and
operated only one manufacturing plant the US and one in [reland. with the rest of its
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production outsourced.™ Simitar 1o Mattel, most of its outsourced production was located in
China. In 2007. 65% of Mattel's production was done in China.*

T'he downside ol Matlel’s stratcgy of outsourcing nen-core products was that it gave outside
vendors less incentive because such orders tended to be less stable and the order size smaller.
making it more ditficult for vendors to recoup the fixed cost of production. An alternative was
to outsource the production of its core products and produce new and less-popular producis
n-house. Such a strategy would altow Matlel o develop very stable relationships with its
suppliers. [t would also give Mattel more control over the resolution of the design problems
and operational issues that arise from manufacturing new products, and boost the
development capability of its in-house manufacturing operation.

Safety Standards

Mattel was [ully aware of the perils of manufacturing in developing countrics—where safety
measires were ollen substandard and working conditions were unacceplable 1o its Western
consumers—and the impact that such issues could have on Mattel’s reputation. In the mid-
1990s. Mattel and other American toy and garment companics came under criticism for not
fully protecting the safcty and rights of workers who manufactured their products in Asia.* In
1996, the media alleged that Mattel had used under-age workers and loreed them 1o work
overtime,™ Chinese law and regulations allowed eight-hour workdays and a 40-hour work
week, plus overtime of three hours per day and up (¢ 36 hours per month.” To protect itselr,
Maitel established its Global Manulacturing Principles ("GMPs™) the following year. Mattel
required both its own production facilitics and alt its contract manufacturers to comply with
the GMPs and built regular GMP audits into Mattel’s manutacturing operation. GMP audits
were conducted by the Mattel Independent Monitoring Council ("MIMCO"). which wus
composed ol cxternal and independent experts. MIMCO was given a free hand in
investigating all of Mattel’s manufacturing plants and payrolt and linancial dala. as well as
talking to its factory workers. MIMCO also had the freedoin 1o publish its findings without
any censarship by Mattel."” The GMP code covered standards for wages. working hours, child
labour, product safety and quality, and environmental protection. and it was Jater adopted by
the [nrernational Council of Toy Industrics.

“Matlel realized very early that they were always going to be in the crosshairs ol sensitivitics
about child labour and product safety. and they knew they had to really play it straight™, said
M. Erie Johnson. a management professor at Dartmouth University who had visited a number
of Maitel’s plants in China. “Mattel was in China before China was cool, and they tearned to
do business there in a good way. They understood the importance of protecting their brand.
and they invested.™™
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Compared with its peers in the toy industry. Mattel manufactured a high proportion of its toys
in-house to give it more control over the safery of its products. Stringent salcly measures were
pul in place at the plants to ensure that nothing would go wrong. Toys were pulled off the
preduction line regularly for safety checking and raw materials were tested when they were
delivered lo its factories.” Vendors were required (o use certified suppliers for sourcing raw
materials, and those who did not comply were likely to lose their centracts with Matrel.

Nonetheless. maintaining safety standards in a country such as China. where public health

3

standards were very different from those in the West. was not casy.™ Faced with rising
production costs and pressure from customers to lower prices, toy manufacturers reduced
costs by cvading safety standards. There were cases where toyvs that had passed safety
inspections were found to be laden with lead alterwards, suggesting the suppliers had
tampered with safely inspections. “In the last three or five yvears. vou've scen labour prices
mare than double. raw material prices double or triple”. said Tom Debrowski, Mattel's
executive vice-president of worldwide operations, ~and [ think there’s a lot of pressure on
suys that are working at the margin to try 1o save money ™

Product Recall

In the summer of 2007, Mattel made several recalls of ifs toys made in China duc to safety
reasons. On 2 August, Maitel recalled 1.5 million Fisher-Price toys because of excessively
high lead content in their paint.™ Though the bulk of the aftected toys were recalled before
they reached consumers, more than 300.000 affected toys had already been sobd.™ Within two
weeks, on |4 August. Mattel announced & global recall of another 436,000 toys due to lead
paint hazards and recalled ancther 18.2 million toys with smatl magncts that could become
detached and easily swallowed by children,™

The substandard toys in both recalls connected with lead paint had been made by Mattel's
long-time supplicrs. The first was Lee Der Industrial Co. Ltd {*Lee Der™), which produced
Fisher-Price infant toys and had worked with Mattel Tor 15 years.”™ The manufacturer
responsible lor the second recall. Farly Light Industrial. had been a Maucel partner for 20
years. Critics were quick to peint out that Mattel had become lax with its close manufacturing
partners, leaving the regular testing to them and conductling spot-tests only every three
months. ™ Mattel had 200 employees responsible for ensuring that contractors complied with
Matte!l's satety standards. but none ol them was stationed on-site, leaving plenty of room for
things to go wrong. For instance, ncither Lee Der nor its subcontractor, Hong Li. had
purchased Lhe paint used [or the manutacturing of the recalled toys {rom Mattel's certified
paint suppliers. Critics also pointed out that Maltel's vigorous vetting of its contractors did
not extend to second-tier subcontraciors, and manufacturing orders were subcontracted out
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extensively tn China.™ Lven though all contractors had o provide a list of the subcantractors
they used so Mattel could visit them. it was unclear whether the policy was actually being
implemented. :

Apology

Mattcl produced about 65% of its toys in China. and its product recalls raised media attention
regarding the safety of products manufactured in China. In September, Debrowski apologised
to China's product safety offictal. 1.i Changjiang. Debrowski said the “vast majority of those
products that were recallcd were the result of a design flaw in Mattel’s designs, not through o
manufacturing flaw in China’s manufacturers™. He also said: “Mattel takes full responsibility
for these recalls and apelogizes personally to you, the Chincse people. and all of ouwr
customers who received the toys, ™™

Aftermath

[n latc 2007, following Mattel’s toy recalls, the provincial government of Guangdong
inspected tov factories and suspended or revoked the export licenses of more than one-third of°
the factories because of substandard products.”' Mattel, meanwhite. beeted up product safety
measures, [t increased random inspections of vendors™ and adopted a three-step process for
testing paint lor lcad:" paint was tested before it was applicd to toys. followed by lurther
testing and sudden inspections. In addition. every production run was tested before the final
praduct was shipped.

The Way Forward

Mattel immedialely stepped up safety measures aflter the product recalls in late 2007, and the
Chinese government also cracked down on toy manufacturers who did not meet salety
standards., The recalls clearly showed the difficulties of control in cutsourcing and
manutacturing in China despile precautionary measurcs  and Mattel produccd the majority
ol its products in China. Should Mattel increase the proportion of in-house production. or
should it shift some of its production to other countrics, perhaps more-developed countrics, (o
spread risks?
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EXHIBIT 1: DIFFERENT REGIONS' SHARES IN THE TOY MARKET

Region Percentage Share
Alrica 25
Asia 24%
Europe 29%
Lalin America and Caribbean 7%
North America %
(Oceania 2%

Source: The NPD Group (2007} “Toy Markets in the World”, Prepared for the International
Council of Toey Industry,

www.toyassociation.org/ AM/TemplateRedirect.cfm > Template=/CM/ContentDisplay.c fm & Conte
nllD=3884 (accesscd 22 February 2008).




