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Summary

uring 2007, the sale of lead-tainted

toys and toxic pet foods became

major problems for toy and pet food

companies, and prompted calls for
overhaul and strengthening of federal con-
sumer protection programs. Beyond toys and
pet foods, an array of products, ranging from
water bottles to cosmetics, from mattresses
to electronics, contain substances posing
potential toxic hazards to consumers. These
also present financial concerns for compa-
nies and their investors.

The Securities Laws are intended to arm investors
with information to effectively assess value and
anticipate financial issues at companies they may
invest in. This report evaluates whether existing
financial disclosure requirements administered
by the Securities and Exchange Commission
(SEC) are working as intended to apprise inves-
tors of the most relevant and available data on
these product toxicity issues.

Findings

While a few companies are relatively transpar-
ent regarding product toxicity issues in their
financial reports or on their websites, if they
even say anything at all, most companies rely
on boilerplate statements on compliance,
while providing little or no specific informa-
tion on risks and opportunities presented
to the particular company.

With regard to lead-related toy recalls, we found
that information was available to industry
insiders in the years prior to 2007 to suggest
that products sourced from China could
contain lead paint. However, the companies
who were hit hardest, like RC2 and Mattel, dis-
closed little about these risks in financial reports
prior to the 2007 recalls.

Looking toward the future, there are profound
risks of product lock-out from European mar-
kets as a result of the new chemical regulatory
framework known as REACH. Even though the
initial requirements of REACH are operative this

Most companies keep their
investors in the dark on product
toxicity issues, using generic
boilerplate statements with no
information on risks to the
specific company.

year, US companies disclose little about the
potential impacts or their preparatory actions.
A few chemical manufacturers, like Hercules, Inc.
and Celanese, qualitatively disclose potential
implications of REACH, but none of the major
chemical companies disclose what portion
of their product lines will be under review for
prohibitions under the REACH authorization
requirements for Substances of Very High
Concern. Given that European manufacturing
and sales can constitute a significant proportion
of total business for US chemical companies like
Dow Chemical, such omissions are troubling.

The REACH law does not only regulate chemical
companies, it also has immense implications for
companies that import other goods to Europe.
A company that produces or imports goods is
required to know and preregister chemicals fore-
seeably released from the products in ordinary
use, or face the possibility of exclusion from EU
markets. US companies that sell products to the
EU need greater, more systematic knowledge
of the materials contained in their products

in order to comply with REACH.
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Under REACH, companies like RC2 and Mattel,
that suffered massive recalls for lead paint on
toys, would have already needed to system-
atically understand what substances were in
articles exported into the EU, in order to be
compliant. Thus the underlying control systems
needed for compliance with REACH may well
have headed off the recalls of 2007.

However, strikingly few companies that sell
regulated articles to the EU displayed any
awareness of these implications in their finan-
cial report disclosures. This is consistent with a
2007 survey of companies by PriceWaterhouse-
Coopers (PWC) which found that 55% of US
companies say that they have little or no aware-
ness of the requirements of REACH. Most com-
panies had not discussed the law with customers
and suppliers to determine the impact on their
supply chains. PWC concluded that US compa-
nies will “suffer significant business disruptions”
as a result of their lack of preparedness. But no
companies that we found are disclosing these
significant business disruptions, even though
this may include exclusion of noncomplying
products from EU markets.

Similarly, issues that are currently known in

the scientific literature regarding various health
effects of chemical products are often ignored
in companies’ financial reports. For instance,
major companies are not reporting to inves-
tors on the potential financial risks or liabilities
associated with emerging science linking mate-
rials in their products (certain liquid laundry
soaps and pesticides) to potential for causing
or exacerbating asthma. Certain forms of
nanotechnologies resemble asbestos in form
and therefore pose potential health risks,
yet even though these are being deployed in
various consumer products, there is little to
no disclosure of such information by compa-
nies deploying nanomaterials in consumer
products.

Methodology

We utilized the SEC’s Edgar database to exam-
ine whether various companies and sectors

are disclosing product toxicity concerns. We
examined the filings both with the hindsight
of recent recalls, and with regard to future con-
cerns such as European regulatory initiatives
and emerging science. We examined the dis-
closures of at least 25 companies in chemical
manufacture, toys, personal care products

and other sectors. In many instances we also
reviewed companies’ websites. We also con-
ducted searches across the entire SEC database
for relevant terms such as “nanotubes,”“asthma,’
“lead paint”and “REACH” in particular sector
groupings and tallied the results.

Recommendations

Companies must do a better job of disclosing
product toxicity issues to their investors:

- Companies should follow the leadership
models from social issues auditing and
reporting to provide added information
on chemical supply chain issues, includ-
ing sources of materials, risk areas, and
control systems.

« Even under existing SEC disclosure rules,
companies can disclose more useful infor-
mation and clarify that they are interpreting
their disclosure duties in a manner that is
intended to give investors more informa-
tion rather than less.

Institutional and individual investors in
sectors such as chemicals, cosmetics and per-
sonal care products, home furnishings, and
electronics need to request better disclosure
from companies—through direct correspon-
dence and support of shareholder resolutions
seeking such disclosure. There are several
resolutions pending in the Spring 2008 share-
holder season that seek better product safety
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disclosures—at Mattel, Dow Chemical, Avon,
Kroger and Circuit City, among others.

The Securities and Exchange Commission
should improve its guidelines to companies on
these issues, including issuing new guidance or
enforcement policies requiring companies to:

- Discuss and analyze recall and materials
toxicity trends found in government regu-
latory databases, and their relevance to
companies’ supply chains and materials.

+ Promptly communicate, both internally
and externally, information on supply
chain management, including both specific
problems as they emerge and any weak-
nesses in compliance assurance systems.

- Characterize the portion of their product

lines—as a portion of sales—that are Sub-
stances of Very High Concern, the prod-
ucts that have to be authorized for contin-
ued uses in Europe under the REACH
regulatory program. The potential for
securing authorization from the EU, given the
high level of uncertainty regarding these out-
comes, should not be a basis for avoiding
and disclosing this baseline analysis for
product lines.

Report on credible new scientific findings
indicative of potential product hazards,
and post the company’s own scientific
responses and defenses only after clearly
describing information on credible, adverse
scientific findings.



TOXIC STOCK SYNDROME

Background: Financial Exposures From Toxic Products

Litigation Risks

sbestos is one chemical that typically
comes to investors’ minds when they
consider toxic litigation risks. Accord-
ing to a report from the RAND Insti-
tute for Civil Justice, through the end of 2002
companies had paid $70 billion in response
to 730,000 personal injury claims, and 66 com-
panies had been driven into bankruptcy by
asbestos."

Lead paint litigation is another recent exam-
ple. On February 22, 2006, shares of Sherwin-
Williams fell as much as 22% following reports
that a Rhode Island jury had found the com-
pany guilty of creating a public nuisance that
was poisoning children.? Until that case, the
company had been largely successful in lead
litigation. The stock has largely recovered from
its steep drop, and the jury verdict is still being
contested, but the litigation cloud continues
to hang over the company.

Pharmaceutical giant Merck’s unfolding imbro-
glio over the once-popular painkiller Vioxx is
another example. Once heralded as a wonder
drug, Vioxx became linked with strokes and

Vioxx litigation led to a $4.85
billion proposed settlement
by Merck.

heart attacks. Merck withdrew it from the
marketplace in September 2004. As of June 30,
2006, Merck reported it faced 14,200 lawsuits
over Vioxx.> As soon as the bad news started
to hit the press in 2004, Merck’s stock began to
dive and investors saw the value of their Merck
stock shrink 40% for the year. The company

announced in November 2007 a $4.85 billion
settlement with individuals alleging injury from
Vioxx.* Merck management has also been tar-
geted in shareholder lawsuits alleging that man-
agement made false and misleading statements
and failed to disclose information known to it
on Vioxx.® The $120 billion New York State Com-
mon Retirement Fund has alleged that Merck’s
management “knew, yet failed to disclose, that
a growing body of evidence demonstrated that
patients who used Vioxx were at an increased
risk of adverse cardiovascular reactions, includ-
ing heart attack, stroke, and death.”®

As scientific information emerges about other
toxicants, investors may well ask which com-
pany may suffer from having been a leading
user or producer of the chemical that becomes
known as “the next asbestos.” As detailed later
in this report, there are reasons to believe that
some particular nanotechnology materials
(nanotubes) may well qualify as the next asbes-
tos. However, by reading the corporate disclo-
sures of companies that use the materials in
question, one would be hard pressed to know
which companies are using the nanotech prod-
ucts, or whether the management is cognizant
of the special risks involved.

Market Exclusion Risks: Regulation,
Reputation, Consumer Demand

Products containing potentially harmful
chemicals may be excluded from markets by
regulation or by consumer preferences. A failure
of a manufacturer to anticipate these develop-
ments can lead to costly marketplace exclusion.
Increasingly, regulation in Europe and legislation
being enacted by various states in the United
States target specific chemicals for exclusion
from the marketplace. Materials that are being
targeted include, for example, brominated
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flame retardants, certain heavy metals in
electronics products, and phthalates in cos-
metics and toys.

The failure to anticipate and disclose potential
market exclusions may be symptomatic of a
company holding onto its materials choices
despite emerging scientific evidence of health
risks. This has been true, for instance, for chem-
icals like DuPont’s PFOA-based chemicals, and
in the widespread use of phthalates in toys
and other vinyl products.

In some instances, the manufacturers may sim-
ply be ignorant of the chemicals in their products.
Nevertheless they may still suffer the conse-
quences. For example, during the end-of-year
holiday season in 2001, Netherlands authorities
banned the sale of Sony PlayStation consoles
because the cadmium in accessory cables ex-
ceeded regulatory limits. Sony lost sales, and
costs to rework their product totaled about $150
million. This episode prompted Sony to carry
out a systematic supply chain and internal man-
agement review to prevent similar problems
from occurring and to prepare for stricter regu-
lations in the future.” Sony’s nimble response to
this “lump of coal”in its 2001 Christmas stocking
also stands as an example of how a company

Menu Foods Stock Price at Daily Closing

can learn from a toxic mistake and position
itself to avoid costly repeats.

Another form of exclusion involves corporate
reputational damage. Commonly referred to as
“headline risk,” the negative publicity garnered

The pet food recall damaged
brand trust. One out of six pet
owners saw their brands recalled;
half of those experiencing recalls
said they do not plan to return
to their old brand.

by various pet food companies and toy compa-
nies in 2007 sometimes took a bite out of market
share. To give one example, consider the mas-
sive pet food recalls of 2007. In 2007, pet food
contaminated with melamine and rodenticide
entered the US marketplace. Health repercus-
sions led to a recall of hundreds of brands of
dog and cat food nationwide. In the first 10 days
of the recall, 471 cases of pet kidney failure were
reported, with 104 of those pets dying, accord-
ing to the Veterinary Information Network.?
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An online database for pet owners reported
3,600 deaths as of April 11, 2007.

Overall, several major companies recalled more
than 5300 pet food products. The majority of
recalled food content traced back to ingredients
from a single company, Menu Foods of Ontario,
Canada, but led to recalls of nearly 100 brands
of cat and dog food. Other companies affected
by the recalls included Sunshine Mills, which
recalled 20 brands of dry dog biscuits, Nestlé
Purina PetCare, recalling all sizes and varieties
of Alpo “Prime Cuts in Gravy,”and Del Monte,
with 12 brands of cat and dog snacks.

Menu Foods reported losing at least $42 million
from the costs of the recall, even without taking

into account reduced sales.’ Pet food companies
are facing lawsuits, lost contracts, and customers
whose trust in them has been broken. Pet food
manufacturers are not only losing money be-
cause their product is tainted; their relationships
with customers are marred with distrust. Some
premium brand pet food producers suffered
extra reputational damage when they were
revealed by the recall to use some of the same
ingredients that economy chow makers use;
once-loyal customers were reported to say that
they would not return to their former brands.'
A poll of 1,000 Americans found that of the one
out of six pet owners whose brands were re-
called, nearly half said they did not plan to
return to their old brand, even after the crisis
has passed."
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Background: Duties Of Disclosure

he Securities Laws have a goal of
ensuring that information known to
the management of a company is
made available to investors through
mandatory corporate financial reporting.
Product toxicity information presents a classic
example of the need for such regulated corpo-
rate disclosure, because the amount of “inside”
information on these issues available to corpo-
rate managers is much greater than that avail-
able to “outside” investors. Corporate managers
are likely to be aware, for instance, of recent
scientific findings indicating potential health
risks associated with their product lines or
impending concerns that may lead to recalls;
they are also likely to know which of their
product lines are affected by these concerns.
Management is not obliged to disclose all
they know; their duty of disclosure is limited
to “material” information, i.e., information that
might affect a decision to buy or sell a stock.

In the course of proper corporate operations,
the management of companies must necessar-
ily gather and evaluate information on trends in
product toxicity, recalls, and rules and legislation
pending in relevant markets, and assess the
factors that relate these issues to the potential
effects on the company’s product lines. By
contrast, an investor is likely to be dependent
on articles carried in the mainstream press, and
on whatever disclosures the company makes in
its financial reports or other venues such as its
web pages. In the absence of enforced legal
obligations for disclosure, there are incentives
to minimize disclosure of product toxicity con-
cerns in financial reports. In the absence of
uniform rules or shareholder understanding of
the value of better transparency, stronger than
typical disclosure by a company that reveals its
genuine vulnerabilities (albeit, vulnerabilities
that are shared with its competitors) could

drive down perceived value and therefore
stock prices.

Although the Securities Laws require disclo-
sures on liabilities such as product toxicity, the
resulting disclosure is affected by management
interpretation, including judgment calls that
lead to information exclusion even when its
disclosure would be beneficial to investors.

For instance, disclosure to investors of trends
and uncertainties with material implications for
a company’s future is mandated in the Manage-
ment Discussion and Analysis (MD&A) of finan-
cial reports. The MD&A is a narrative discussion
which is required to identify and analyze trends,
demands, commitments, events and uncertain-
ties that in the judgment of management are
reasonably likely to materially impact a com-
pany’s liquidity, financial condition or operating
results. In assessing what kinds of issues would
be “material” and therefore merit disclosure,
courts have stated that “there must be a sub-
stantial likelihood that the disclosure of the
omitted fact would have been viewed by the
reasonable investor as having significantly al-
tered the ‘total mix’ of information made avail-
able!'? Such would be the kind of information

Glossary of Terms

Form 10-K: Annual corporate report

Form 10-Q: Quarterly corporate report

Form 8-K: Current report, (for reporting develop-
ments between the quarterly and annual reports)
“Material” information: According to the courts,
information that would alter the “total mix” of infor-
mation and which might cause investors to change
their decisions to buy or sell a stock.
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that an investor would want in order to decide,
for instance, whether to buy or sell a stock.

Where an item’s ultimate financial impact on
the company is shrouded in uncertainty, as is
often the case with product toxicity issues, the
SEC has established, but seldom enforced, a
presumption in favor of disclosure. According
to an SEC Statement issued January 2002, a
matter should be disclosed in the MD&A unless
the management has concluded that such item
cannot reasonably impose a material impact
on the company:

“Two assessments management must make
where a trend, demand, commitment, event
or uncertainty is known:

1. Is the known trend, demand, commitment,
event or uncertainty likely to come to
fruition? If management determines that
it is not reasonably likely to occur, no
disclosure is required.

2. If management cannot make that deter-
mination, it must evaluate objectively
the consequences of the known trend,
demand, commitment, event or uncer-
tainty, on the assumption that it will come
to fruition. Disclosure is then required
unless management determines that a
material effect on the registrant’s financial
condition or results of operations is not
reasonably likely to occur."®

In applying this guideline to trends, events and
uncertainties about product toxicity, several
scenarios might lead to different interpretations
of disclosure obligations. For instance, consider
the trend of product recalls due to weaknesses
in supply chain management in China. Is this
reasonably likely to pose a material impact on
the company’s finances? In order to avoid dis-
closure, a company’s management may wrong-
fully make a leap of judgment, and broadly
state —“our supply chain controls make this
unlikely to affect our products.” Similarly,

consider the “event” of impending regulations

in Europe that may prohibit the sale of certain
chemicals. Again, to avoid disclosure corporate
managers may be leaping into the assumption
that “our company will conduct risk assessments
and be able to get an exemption from any even-
tual prohibition” (even though the rules are as
yet unwritten).

As detailed in the case studies in this report, our
review indicates that many companies are using
assumptions like these to avoid giving investors
the needed information for them to understand
the risks involved for particular companies. In
order to correct this tendency, the SEC would
need to provide clearer guidance, as described
in the concluding section of this report.

Other Securities Law requirements may also
bear on disclosures of product toxicity issues,
but to our knowledge have not yet been brought
to bear in enforcement against specific compa-
nies. For instance, under the Sarbanes-Oxley
Act, Section 302, and as adopted by the SEC,

a company’s principal executive and financial
officers are required to certify that

“based on such officer’s knowledge, the
financial statements, and other financial
information included in the report, fairly
present in all material respects the financial
condition and results of operations of the
issuer as of, and for, the periods presented
in the report...”

This requirement in the Sarbanes-Oxley Act is
intended to ensure that companies do not use
loopholes in existing SEC, Financial Accounting
Standards Board (FASB) and American Institute
of Certified Public Accountants (AICPA) guide-
lines to avoid disclosing items of substantial
concern to investors. Under the SEC rule imple-
menting the certification requirement, finan-
cial statements (including footnote disclosure),
selected financial data, management’s discussion
and analysis, and other financial information
should be considered when determining
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whether information has been fairly
presented.™

In addition, the SEC requires that if a statement
in the company’s reports leads to a certain in-
ference, such inference should not mislead
investors without further clarifying disclosures.
SEC Rule 10b-5 provides that “It shall be unlaw-
ful for any person, directly or indirectly, by the

use of any means or instrumentality of inter-
state commerce, or of the mails or of any facility
of any national securities exchange...[tJo make
any untrue statement of a material fact or to
omit to state a material fact necessary in order
to make the statements made, in the light of the
circumstances under which they were made,
not misleading...in connection with the
purchase or sale of any security.”
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Anticipating Product Recalls

he toy recalls demonstrate concretely

how companies in an affected sector

may fail to disclose a significant trend.

In hindsight, we can see the data fore-
shadowed the problems that emerged in 2007.
The recall saga also shows how weaknesses in
supply chain controls may be masked within
the language of corporate disclosures.

Advance Warning of 2007 Product
Recalls for Industry Insiders

Within the industry, there was advance warn-
ing to retailers and importers that lead-tainted
goods were being manufactured in China. This
information never translated into warnings to
investors.

Product safety officials of any toy company
would surely have been aware of the various
lead paint related recalls for products made in
China that began at least as early as 2000. The
publicly available database at the Consumer
Product Safety Commission (CPSC) shows
growing problems with the recalls of toys
tainted with lead at least as early as 2001.

Lead-paint recalls became so pervasive in 2007
that the CPSC posted a page on its website
listing lead related recalls dating back to 2001,
linking it to a “hazard search” engine with “lead”
as a search category.” A“lead” keyword query
identified 26 lead-related recalls in 2007 before
the first RC2 recall in June, 20 such recalls in

Within the industry, there was
advance warning to retailers
and importers that lead-tainted
goods were being manufactured
in China. But this information
never translated into warnings
to investors.

2006, 13 in 2005, six in 2004, four in 2003, three
in 2002, and one in 2001. This list includes toy,
clothing and jewelry components that contain
lead, and many of the toy products involved
were painted with lead paint in China.

Timeline: Lead Paint Related Recalls of Products Sourced in China

100,000 bobble
head figurines

+ 1.9 million children’s fishing poles
« 220,000 karaoke cassette player/recorders

- 6 million children’s metal necklaces and
zipper pulls (lead in metal and/or the paint)

+ 340,000 bendable animal figures
+ 20,800 animal-shaped flashlights

2001

10,000 sets
of dollhouse
bathroom
furniture

2002 2003 2004

50,000 packages
of sidewalk chalk

no recalls

2005 2006 2007

+ 1.7 million Thomas & Friends™ toys

+ 160,000 potty training seats with lead paint
« 1.8 million Mattel toys, including Cars toys

« 7,200 stuffed balls with lead paint

+ 380,000 “pull and release” toy cars

+ 84,200 children’s pencil pouches

+ 66,000 spinning tops

+ 675,000 Barbie™ accessory toys
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In 2001, 10,000 sets of dollhouse bathroom fur-
niture were recalled because paint on the furni-
ture contained lead. The furniture was distributed
by Target Corporation and sold in Target stores
nationwide. Its packaging clearly stated it was
made in China.’® Then, in September 2002,
100,000 bobble head figurines sold at McDon-
alds were recalled because the paint on some
of the figurines contained excess levels of lead.
These figurines were imported by McDonald’s
Corporation of Oak Brook, IL, and Bobble Dreams
USA of Fountain Valley, CA, and were manufac-
tured in China."” Lead-tainted paint on these
items should have provided a warning that the
supply chain in China was producing toxic goods.

Inexpensive jewelry marketed to children also
contained this toxic material. In September of
2005, 455,000 units of lead-tainted jewelry made
in China were recalled. This jewelry was imported
by the Dollar General Corporation of Goodletts-
ville, TN, and was available in discount and dollar
stores.’® Then, in November 2005, approximately
6 million children’s metal necklaces and zipper
pulls were voluntarily recalled by Stravina Oper-
ating Company, LLC, of Chatsworth, Calif. Accord-
ing to the CPSC, the recalled metal jewelry con-
tained high levels of accessible lead in the metal
and/or the paint. The recalled metal necklaces
and zipper pulls were sold at discount, toy, party,
grocery and drug stores from March 2002
through September 2005 for between $2 and
$4. All of the jewelry was manufactured in
China."

The toxic trend continued in 2006. Small
bendable animals distributed by Fun Express
Inc., a subsidiary of Oriental Trading Company
Inc, were given away by libraries nationwide

as part of reading programs from January 2006
through August 2006. The CPSC issued a nation-
wide recall of 340,000 of these bendable animal
toys because unsafe levels of lead were found in
the paint used to decorate the toys, which were
made in China for the Oriental Trading Com-
pany.? Interestingly, the problem was discov-
ered and given national attention after a nurse

from Bloomington Hospital told a Monroe
County (Indiana) librarian that the hospital
found lead in the same toy in 2005, which the
hospital had bought to give to children.?’

This series of recalls from 2001 to 2006 was fair
warning to any company that was importing
goods from China. Arguably, any company with
substantial imports from China had the infor-

The lead paint recalls from 2001
to 2006 were fair warning to any
company importing goods from
China. But the trend was not
disclosed in the toy companies’
reports prior to 2007.

mation needed to identify a “trend” that should
have been disclosed to shareholders, namely
the inability of various companies to control the
amount of lead in paint; moreover, a thorough
disclosure would also address the management’s
assessment of the adequacy of its own controls
to prevent similar problems within its own sup-
ply chain. As described in the following case
studies of RC2 and Mattel, this type of anticipa-
tory disclosure was not performed by the toy
companies suffering the worst during the

flood of recalls in 2007.

CASE STUDY:
RC2 Toy Recalls

On June 13,2007, CPSC and toy producer

RC2 Corporation recalled 1.5 million Thomas

& Friends™ wooden railway toys made in China
with paint that contained excessive levels of
lead, a powerful neurotoxin.?? Three months
later, RC2 added 200,000 more Thomas toys to
the recall,® including a toy that had been sent
out as a free gift to children to apologize for
earlier occurrences of lead in Thomas products.?*
Unfortunately, the company’s woes were not
over. In December 2007, RC2 recalled about
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160,000 potty training seats made in China,
again due to excessive lead paint.? RC2's Form
10-K annual reports have long included a stan-
dard paragraph on “Product Safety” stating that
its “products are designed, manufactured, pack-
aged and labeled to conform with [relevant]
safety requirements...and are periodically re-
viewed and approved by independent safety
testing laboratories.”?® However, the system
described by that language failed to protect
the company from a major problem with
product safety.

The Company’s Limited Disclosures

Failure to disclose that sourcing products from
China presented lead paint and recall risks

Was RC2's supply chain group aware of the risks
of lead paint in toys sourced from China? Did it
increase monitoring and safety testing as the
trend emerged from the year 20017 It is impos-
sible to know from the company’s 10-K filings
that predate its own recall.

Although the CPSCissued 46 lead-related recalls

from 2001 through 2006, 44 of which involved
products geared toward children,?” none of

RC2 and S&P 500 Price at Daily Close

RC2's SEC filings prior to its own recalls men-
tioned lead paint-related recall risks, instead
discussing the potential for recalls generically,
in boilerplate language. General language ap-
peared in the 2002 Form 10-K that anticipated
the potential impact of recalls, when a 137-word
paragraph merely discussed how “Product
liability, product recalls and other claims rela-
ting to the use of our products could harm our
business.”? The company expanded this para-
graph slightly in its 2003 Form 10-K, and for the
next three years maintained essentially the same
standardized discussion of risks related to recalls.”

Limited disclosures about supply

chain management

Prior to its recalls, RC2 provided only general
information in its disclosure documents regard-
ing the degree of control it exercised over its
supply chain. In 2006, almost all (91.8 percent)
of RC2's products were manufactured in China,
with almost half (47.9 percent) coming from
RC2’s seven third-party, dedicated suppliers
who manufacture only RC2 products in eight
factories, three of which are located in the RC2
Industrial Zone established in 1997 in Dong-
guan City, China.*° That year, RC2 stated in its
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Form 10-K that it employed 272 people in Hong
Kong and China to “oversee the sourcing of the
majority of our products. This group assists our
suppliers in sourcing raw materials and pack-
aging, performs engineering and graphic art
functions, executes the production schedule,
provides on-site quality control, facilitates third-
party safety testing and coordinates the delivery
of shipments for export from China."The com-
pany stated in its 2006 10-K that “[a]ll products
are manufactured to our specifications using
molds and tooling that we own,”" but that
suppliers purchase raw materials such as paint.
However, it did not discuss the known weakness
in supply chains for such materials sourcing.

Following the identification of lead in its
products, RC2 explained in its July 26, 2007
Form 8-K that an internal investigation pegged
the lead problem to a limited number of paint
colors purchased from an independent paint
supplier and used at a single contract manufac-
turing facility, where RC2 terminated production
and mandated controls preventing further
purchases of the tainted product.?

After the recalls, the company became more
transparent as it attempted to manage the weak-
nesses in supply chain management. CEO Curt
Stoelting outlined three steps the company
was taking to address the problem:

+ “Conducting rigorous audits of contract
manufacturing facilities and their compliance
with the Company'’s quality specifications”;

« “Adding a new, tougher certification program
for paint suppliers”; and

« “Increasing the scope and frequency of test-
ing for both incoming materials and finished
products, which now includes testing re-
quirements on every batch of paint used in
the manufacture of wooden toys."?

RC2 subsequently announced other compo-
nents of what it called its “Multi-Check Safety
System,”including:

+ “Increased random inspections and audits
of both manufacturers and their suppliers,
including semi-annual audits and quarterly
random inspections for key suppliers”; and

- “Zero tolerance for compromise on RC2
specifications reinforced by mandatory
vendor compliance seminars and signed
agreements.”®*

Was RC2 aware of the risks of
lead paint in sourcing from
China? It is impossible to know
from the company’s filings that
predate its own recalls.

Disclosures about costs and losses

Following the recall, a press release accompany-
ing its July 26, 2007 Form 8-K revised the com-
pany’s estimated recall-related net charge for
the second quarter of 2007 from about $1-2
million to approximately $4 million.?* The release
also anticipated an additional $3-4 million recall-
related net charges for the second half of 2007,
an estimate repeated in its August 1 Form 8-K
and its August 8 Form 10-Q discussing quarter-
ly results.

“Any increase in the costs relating to the Recall
would further reduce our net sales and profit-
ability, the company stated in its 10-Q.%

The company also noted that a major asset at
risk is the Licensee relationship with the com-
pany HIT Entertainment, which licenses the
production of “Thomas and Friends” products.
“In addition, addressing the Recall and issues
relating to the Recall will likely divert manage-
ment’s attention and resources from our busi-
ness. The Recall may also harm our relationship
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with the licensor who has granted the license
under which we market the products affected
by the Recall. Any termination of the License, or
any adverse effect of the Recall on our relation-
ship with the Licensor and the terms of our
other licenses with the Licensor, may have a

None of RC2’s SEC filings prior
to its own recalls mentioned
lead paint-related recall risks,
instead discussing the potential
for recalls generically, in boiler-
plate language.

material adverse effect on our business and
prospects and could reduce our profitability.”*”
[emphasis added] As of February 2008, the RC2
company issued a press release noting that the
Thomas brand was moving “full steam ahead” in
2008, which implies that its licensing arrange-
ment with HIT Entertainment remains in place.

Disclosures about litigation

RC2’s July 26, 2007 press release noted that

the anticipated $3-4 million net charge for the
second half of 2007 included estimated defense
costs related to the 12 class action lawsuits filed
against the company. The company’s August 7,
2007 Form 10-Q addressed this issue in more
depth in a section captioned, “We face class action
lawsuits relating to the Recall that could require
us to pay damages or settlement costs or other-
wise harm our business” While RC2 could not
estimate potential damages and had not yet
established financial reserves (it planned to do
this in the second half of 2007), it anticipated a
“material adverse effect” on business and profit-
ability resulting from “unfavorable outcomes in
these lawsuits, resulting in the payment of
substantial damages.”®

In January 2008, RC2 announced a settlement
of recall-related class action lawsuits filed in
state courts on behalf of consumers, stating “In

connection with this settlement, the Company
expects to record in the 2007 financial results, a
charge in the range of $3.5 million to $4.5 million,
net of tax, to cover estimated additional replace-
ment costs or refunds, donations, notice
charges, claims administration and legal fees
related to this settlement.*

In its 10-K for 2007 the company noted a loss

of $17.6 million, net of tax, or $0.84 per diluted
share, for the year ended December 31, 2007,
related to the “recalls, based on the latest esti-
mates of retailer inventory returns, consumer
product replacement costs and shipping costs
as of the date of this filing, as well as the addi-
tional replacement costs or refunds, donations,
notice charges, claims administration and legal
fees related to the settlement of the class action
lawsuits.”“ The company also noted the poten-
tial additional impact on the company’s reputa-
tion and future sales, but did not quantify that
impact.

CASE STUDY:
Mattel Toy Recalls

Lead Paint and Mattel Toys

On August 2, 2007, the CPSC announced the
recall by Mattel Inc. of nearly a million Fisher
Price brand toys—including popular Sesame
Street characters such as Elmo and Big Bird as
well as Nickelodeon character Dora the Explorer
—due to excessive levels of lead in the paint.*
The string of events leading here spanned half-
way around the world, to the Lee Der Industrial
Company in China.

According to testimony delivered by Mattel
Chair and CEO Robert Eckert before Congress in
September 2007, *? a series of tests were con-
ducted leading up to the lead paint recalls.

Mattel investigators determined that Lee Der’s
tainted toys traced back to April 19 shipments
from an unauthorized factory in Foshan City,
China. This violated Mattel’s safety standards,
which require vendors to identify subcontrac-
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tors, their facility locations, and their paint
sourcing standards. The standard helps to
ensure that vendors (and their subcontractors)
procure pigments only from Mattel Asia Pacific

Sequence of Events in Mattel Recalls

June 8, 2007 Testing by the independent laboratory
Intertek revealed lead in the paint of
toys. This prompted Mattel Product
Integrity employees in Asia to stop
shipment of the item and ask the
manufacturer, Lee Der Industrial
Company in China, to remedy the
problem.

June 29 A test by Intertek found no evidence of
lead in a sample of the same product
line that was found to be contaminated

in the June 8 test.

Intertek test of a different batch of the
same product line from Lee Der came
up positive for lead.

July 3

July 6 Additional Intertek test was positive for

lead.

July 6 Mattel Asia Pacific Sourcing (MAPS)
notified Lee Der it would not accept any

more toys manufactured there.

Additional test further confirmed the
July 6 results.

July 9

July 12 Mattel employees in Asia “notified
senior management at Mattel of an
issue with Lee Der products for the first

time.”

July 13 Mattel put a freeze on all shipments of

suspect Lee Der products.

July 17 Mattel froze ALL products made by Lee

Der and launched an investigation.

July 20 Initial Report to CPSC.

July 26 Full Report to CPSC.

July 30 Lead found in toy cars produced by
different Chinese vendor, and different

subcontractor.

Mattel detained distribution of all
finished products made in Asia, in
Mattel-owned factories and in factories
of its 37 principal vendors.

August 1

August 2 Recall of nearly a million Fisher Price
brand toys—including popular Sesame
Street characters such as EImo and Big

Bird.

September 24 | Recall of approx 750,000 additional toys

made in China.

October 25 Recall of 38,000 more toys from China.

Sourcing (MAPS) qualified paint suppliers who
test their pigments and certify that they meet
safe content requirements, including lead
standards.

However, this was not an isolated failure of the
company'’s safeguards. Another product, “Sarge”
die cast toy cars (from the Pixar film Cars), were
found to contain lead on July 30. This product
was made by a different vendor (Early Light
Industrial Company of Hong Kong) with paint-
ing by a different subcontractor (Hon Li Da
Plastic Cement Products Co. in Shenzhen City,
China).

Mattel comprehensively tested the detained
products, leading to the identification of yet
more lead-tainted toys on August 9 and 11 that
triggered letters to the CPSC on August 10 and
17 and a full report on August 27 requesting a
fast track recall of three quarters of a million
toys made in China that was announced on
September 4. Mattel recalled an additional
38,000 lead-tainted toys made in China on
October 25. The total number of recalled, lead
paint tainted toys during 2007 to October 25
was approximately 1.8 million toys.

Mattel has been accused of failing
to disclose product hazards on a
timely basis to the government,
consumers and investors.

Magnets and Misdesign

While lead paint posed an important example
of product materials, Mattel faced even larger
and more costly recalls due to misdesigned
products containing high powered magnets
that could fall off of toys and tear through a
child’s stomach lining if swallowed.

Beginning November 2006, the company began
receiving consumer complaints about these mag-
nets in various products and recalled two million
Polly Pocket figurines; by Summer 2007 after
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400 more reports of problems with other toy
lines studded with magnets, the company was
forced to recall an additional 18 million toys.

Allegations of Deferred Disclosures

Shadow Mattel

Mattel has been accused in several instances of
failing to disclose product hazards on a timely
basis to consumers and investors. The company
was fined $1.1 million by the CPSC for failing

to promptly report a fire hazard involving its
Power Wheels line of motorized minicars, de-
signed to be ridden by children as young as two
years old. Ten million of the cars were pulled
from the market in 1998. The cars are alleged to
have caused a number of fires in households or
family garages. More recently, the company was
alleged to have taken at least six months to
report risks associated with small screws used

in a farm-themed toy, despite gathering more
than 30 separate incident reports about the
issue, including one case in which a 14-month
old punctured a lung by swallowing a screw. 4

The company takes the position that it should
have the right to fully investigate issues before
it discloses to the CPSC (and presumably to
shareholders). Even though the CPSC requires
reporting of hazards within 24 hours after the
company becomes aware of them, the Chair-
man of the Board and CEQ, Robert Eckert,
asserted in a Wall Street Journal article that the
company operates on its own timeline. This has
meant in some instances allowing months of
internal investigation to transpire before
disclosure to the CPSC.

Disclosure of these product safety issues to
investors has been alleged to also be on an
inappropriately deferred basis. In a shareholder
derivative lawsuit filed by the Sterling Heights
Police & Fire Retirement System, the public pen-
sion fund of the police and fire departments of
Sterling Heights, Michigan, plaintiffs allege

that several Board members of Mattel sold $33
million in shares from January through mid-

May, 2007 while the company deferred disclo-
sure of the recent safety issues to investors and
consumers. The suit alleges unjust enrichment
by those board members, which would not
have occurred if the company had disclosed
on a timely basis. “The timing of these sales is
highly suspicious,” the complaint states, “given
that the selling defendants sold their shares
while Mattel possessed reports of defective
products but before the defects were reported
to the CPSC"#

Lagging Disclosure to Investors

Although Mattel responded with prompt recalls
as the severity of its lead contamination prob-
lems became known to headquarters, a review
of the record shows that SEC disclosures lagged
behind internal company knowledge by days
and weeks. It is unclear whether these lags were
due to poor internal company communication
from personnel at Asian facilities to headquar-
ters, or due to poor communications within
headquarters between product safety and
investor relations personnel.

Mattel disclosures on the issue of product safety
prior to the recalls simply typically consisted of
the statement at the bottom of company news
releases cautioning on forward-looking state-
ments, and stating that “the possibility of prod-
uct recalls and related costs” were among the
risks facing the company that could make cur-
rent results not an accurate predictor of future
financial outcomes.*

On July 16, 2007, Mattel filed its Form 8-K

with the SEC, reporting its 2007 second quarter
financial results.*® Absent from the filing and the
more detailed press release accompanying it was
any mention of the June 8 discovery of lead-
tainted toys (more than a month before), the
second test confirming the lead problem on
July 9 (a week before), or the July 12 notification
of senior company executives of the problem
(four days earlier). It merely included the boiler-
plate list of potential financial risks, and the
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press release simply mentioned “the possibility
of product recalls and related costs,” without
addressing lead, paint, or China.*’

The boilerplate list essentially condenses gen-
eric language from “Item 1A, Risk Factors That
May Affect Future Results” in Mattel's May 3,
2007 Form 10-Q quarterly report and its February
26,2007 Form 10-K annual report, specifically
echoing the heading, “Recalls, post-manufacture
repairs of Mattel products, absence or cost of
insurance, and administrative costs associated
with recalls could harm Mattel’s reputation,
increase costs or reduce sales*®

Despite the fact that some Mattel employees
were certainly aware of lead paint related prob-
lems at the time of the July 16 press release
accompanying its 8-K, the company did not
inform its investors until August 2, when it filed
an 8-K revising its second quarter pre-tax oper-
ating income down by an estimated $30 million
due to the lead paint recalls announced the
same day.*”

“Although management is not aware of any
additional significant issues associated with
lead in paints used on its products, there can be
no assurance that additional issues will not be
identified in the future,” Mattel stated in its 8-K
of August 2. The next day, the company issued
a 10-Q quarterly report repeating these exact
same words, as well as providing a more precise
calculation of $28.8 million total reduction to
operating income for the second quarter of
2007. Yet Mattel CEO Eckert’s Congressional
testimony acknowledged that on July 30 the
company identified the “Sarge” toy car lead
problems, leading to a quarantine of all prod-
ucts in Asia on August 1.

Mattel repeated the same “no assurance”
wording in its October 26 Form 10-Q quarterly
report through the third quarter of 2007.>° Yet,
the day before (October 25), the CPSC and
Mattel issued a fourth recall. While the period
covered in the 10-Q ended September 30, it

Mattel’s 2007 SEC disclosures on
lead paint problems lagged inter-
nal company knowledge by days
and weeks. Sometimes manage-
ment published the statement
that it was “not aware of any
additional significant issues”
several days after personnel had
found serious issues.

belies credulity that the company was “not
aware of any additional significant issues asso-
ciated with lead in paints used on its products.”
To say the least, it seems that this language did
not closely track the state of knowledge on the
next rounds of toxicity and recall issues.

The company disclosed that a number of suits
were filed over the 2007 recalls and lead paint.
Its October 26 Form 10-Q stated “Since August 7,
2007, seventeen lawsuits have been filed in the
United States asserting claims allegedly arising
out of the August 2, August 14, and/or Septem-
ber 4, 2007 voluntary product recalls by Mattel
and Fisher-Price!"*
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Anticipating Regulatory Impacts

Europe Enacts Sweeping Chemical
Regulatory Programs

he array of chemical regulatory require-

ments in Europe provides an example

of another area where corporate dis-

closure of issues with substantial finan-
cial impacts is uneven. SEC regulation S-K Item
101 requires a registrant to describe in its finan-
cial report the “material” effects that compliance
with federal, state and local environmental laws
regulating the discharge of materials into the
environment will have on earnings, capital ex-
penditures and the competitive position of the
company and its subsidiaries.>> However, the
Management Discussion and Analysis, provided
by Regulation S-K item 303, requires more
broadly that a company report on any known
trends or any known demands, commitments,
events or uncertainties that the registrant
reasonably expects to impact various financial
aspects e.g. sales, liquidity, capital resources.
Thus while Item 101 might be understood to
only apply to US laws, Item 303 would certainly
apply to European laws if those laws reasonably
may alter a significant market of a global com-
pany registered in the US, or impose substan-
tial costs.

The European Commission (EC) has recently
enacted a series of chemical regulations. These
now define global best practices on toxics con-
trol laws. Combined, these laws paint a new
chemical control landscape across all sectors—
from cosmetics to information technology to
pharma to retail. Unfortunately, to US investors
the panorama may look more like a mostly-
blank paint-by-numbers canvas, as company
securities filings and other disclosures veil
more than they reveal.

Some companies tell a detailed story in their
annual reports of how the European laws may
impact their operations, or at least the steps
they are taking to bring themselves into com-
pliance. Other companies, even some in deeply
affected sectors such as Dow Chemical, scarcely
mention the laws in their SEC filings. This range
of disclosure practices undermines the needs of
investors, who need to be able to consistently
and accurately compare opportunities and
impacts among companies and sectors.

The EU has been building momentum in recent
years toward regulations that reduce product
toxicity. The European Union Cosmetics Direc-
tive that was adopted in 2003 outlaws carcino-
gens, mutagens, and reproductive toxicants in
cosmetics and personal care products. Now, the
European Union continues to lead the global
marketplace in identifying and banning toxic
materials.

The RoHS (“Restriction of Hazardous Sub-
stances”) directive, which came into force July 1,
2006, bans six toxics—lead, cadmium, mercury,
hexavalent chromium, polybrominated biphe-
nyl (PBB) and polybrominated diphenyl ether
(PBDE) flame retardants—above mandated
levels in new electrical and electronic equip-
ment sold in the EU market.>* The “Waste Elec-
trical and Electronic Equipment” (WEEE) provi-
sions, which require electronics makers and
dealers to manage product toxicity through
take-back, recycling, and responsible disposal
programs, entered into force a year later (behind
the scheduled August 2006 targeted launch).>*
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Largest New European Chemicals
Program: REACH

The preceding sector-focused regulations
paved the way for the EU’s largest chemicals
initiative. In June 2007, the EU’s massive pro-
gram known as “REACH” (Registration, Evalua-
tion, Authorization and Restriction of Chemical
Substances) came into force, requiring chemical
manufacturers and importers in the EU to docu-
ment the safety of their products. REACH requires
manufacturers and importers to gather infor-
mation on the properties of substances that
meet certain volume or toxicological criteria
and register the information in a central data-
base to be maintained by the European Chemi-
cals Agency headquartered in Helsinki, Finland.
REACH can also lead to requirements to end the
use of some of the most dangerous chemicals
(Substances of Very High Concern), particularly
where companies cannot prove they are ade-
quately controlled against harm, or that the bene-
fits to society exceed their costs. The authori-
zation provisions don't only affect chemical
manufacturers—they also can affect any com-
pany that incorporates chemicals into products.

REACH preregistration requirements necessitate
materials management by users as well as
producers of chemicals

Under the REACH program there is an imme-
diate obligation for companies to preregister
chemicals produced or imported to the EU.
From June through November of 2008, manu-
facturers are to preregister chemicals in existing
products produced or importd in excess of one
metric tonne per year. By December 1, importers
and producers of items such as clothes, furni-
ture, toys, etc. (“Articles” under the terms of the
law) that contain the targeted chemicals also
must be preregistered. A producer or importer
of an article has to register the substance(s)
within an article if the substance is intended to
be released during normal or reasonably fore-
seeable conditions of use and if the total amount
of that substance exceeds one metric tonne per
year per producer or importer. Thus a company

selling pens to the EU needs to know what
chemicals are in the ink, since that is “intended
to be released” But a company selling toys
which may release chemicals when a child
places the toys in their mouth also could have
a duty to preregister, as a chemical released
during “foreseeable conditions of use.”

For US companies selling to
Europe, REACH necessitates much
greater, systematized knowledge
of potentially toxic materials in
products.

Arguably, companies like RC2 and Mattel that
suffered massive recalls for lead paint on toys
would have had an obligation to preregister the
lead paint on their products under REACH once
the preregistration of articles becomes law (e.g.
after December 2008). Therefore, these require-
ments have a profound implication for US com-
panies that do business in the EU. A company
that produces or imports the relevant products
has to know and preregister the chemical con-
tent of those products. In the absence of preregis-
tration, the products could be excluded from EU
markets. Thus, for many US companies, REACH
means that continuing to sell products to the EU
necessitates much greater knowledge of the mate-
rials contained in the products, and a materials
management system for tracking those contents.

REACH program authorization program targets
known chemical groups

The chemicals targeted by the REACH authori-
zation program include some specific, limited
categories, referred to as “Substances of Very
High Concern” (SVHC):

1) Known or suspected carcinogens, mutagens,
or reproductive toxicants (CMR),

2) Persistent, bioaccumulative and toxic (PBT)
chemicals,

3) Very persistent and very bioaccumulative
(vPvB) chemicals,
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4) Other chemicals that present concerns and
serious effects, similar to the aforementioned
categories.

For many substances, information is already
available for a company to know whether their
products would likely qualify as one of the first
three these categories. Existing databases of
known or suspected carcinogens, mutagens, or

A company selling toys that a
child can place in his mouth could
have a duty to preregister because
of potential for release during
“foreseeable conditions of use.”

reproductive toxicants (CMR) already list chem-
icals that would fall under point 1 (above).

The second designation of persistent, bioaccu-
mulative and toxic is included in the REACH
initiative because of the long-term impacts of
these chemicals. The health and environmental
effects of these chemicals are potentially irre-
versible and unpredictable in the long term.
For example, persistent chemicals do not break
down quickly in the environment, and bioaccu-
mulative chemicals build up in a body or within
a food web. When these chemicals also exhibit
toxicity, the threat is especially serious. Policy-
makers have concluded that where chemicals
are very persistent and very bioaccumulative
(vPvB) as a matter of precaution they will not
wait for proof of toxicity before deciding that
environmental exposure should be curtailed.

In the case of both the second and third cate-
gories (PBT and vPvB) , companies readily know
or can easily ascertain whether their chemicals
qualify as likely to be subject to authorization.
Many chemicals have long been targeted by
policymakers and NGOs for these qualities; the
criteria regarding chemicals qualify for PBT or
vPvB are spelled out in Annex Ill to the REACH
legislation, and in many instances the relevant

tests have been conducted on the chemicals
by the producers or their consultants to allow
them to make the needed determination.>
Even though companies may not have yet con-
ducted a detailed analysis of persistence, bio-
accumulation, or toxicity of particular compounds,
structural analysis of the compounds can lead
to the determination of whether they are likely
to qualify. A voluntary online EPA program, the
PBT Profiler, uses such a structural analysis to
conduct a preliminary assessment of whether
chemicals are likely to qualify as persistent, bio-
accumulative, or toxic based on their standard
Chemical Abstract Service (CAS) numbers.>

In order to continue to market any of the

SVHC chemicals, companies will need to obtain
authorization by demonstrating either (1) that
existing controls are adequate to prevent harm,
or (2) that the socio-economic benefits of a
product outweigh the costs or risks and there
are no technically and economically viable al-
ternatives. However, for many of the SVHC chem-
icals, due to their ability to bioaccumulate and
the level of toxicity concern, the only option
permissible under the law for authorization is
the latter form, which requires showing cost
exceeding the benefit and the lack of
alternatives.”

The law places administrative and implemen-
tation burdens on companies whose responses
to these challenges will help determine their
ongoing success not only in EU markets but

in markets worldwide.

Preregistration Phase Requires Action Now
Companies have from June 1, 2008 until
November 30, 2008 to preregister “Phase One”
substances, which are products they already
market in the European Union, or that have
been imported or made in the European Union
in the past fifteen years even if not sold there.
The preregistration requires basic information
such as the name of the chemical and the im-
porter. According to an environmental counselor
with the European commission, companies
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Examples of Deadlines Under European REACH Law

JUNE1TO DECEMBER 1, 2008
NOVEMBER 30, Registration and noti-
2008

fication of substances

Pre-registration by in articles

chemical makers and
importers of existing
substances of 1 metric
tonne or more per year

covered by this issue should be examining their
stock of chemicals and the requirements of
REACH at the present time. REACH will require
chemical manufacturers to submit a chemical
safety report for approximately one-third of
chemicals on the market, those that are im-
ported or produced in quantities greater than
10 metric tonnes per year.*® This report must in-
clude information on how the chemical is used
by downstream users, the industries that use
the chemical in products, and the risks asso-
ciated with different exposure scenarios.

Effects on Companies

Various analysts have examined the impacts

of REACH on companies. Ethical Investment
Research Service (EIRIS), a UK-based socially re-
sponsible investing (SRI) research firm, recently
produced a report briefing investors on risks
facing the chemical industry not only from
REACH but also from other regulatory and soci-
etal developments. This report, entitled Beyond
REACH--Chemical Safety and Sustainability Con-
cerns, assessed the preparedness of seven pub-
licly traded companies worldwide that produce
specialty chemicals for sale in Europe and have
“high exposure” to regulatory and market risks.>
Peter Webster, executive director of EIRIS, stated,
“The process of phasing dangerous chemicals
out of the environment is clearly a major
challenge for the chemicals industry. Although
we discovered a number of examples of good
practice, the general picture was of an industry
not yet fully prepared for this challenge."s

JANUARY 1, 2009
European Chemicals
Agency publishes list
of pre-registered
substances

JUNE 1, 2009
European Chemicals
Agency’s first recom-
mendation of priority
substances subject
to authorization

Financial analysts such as Innovest Strategic
Value Advisors have concluded that small to
midsize companies may bear the most substan-
tial financial risk from REACH.5' However, for
individual companies of all sizes, financial
report disclosure is scant.

As a result of REACH, many US and global com-
panies will have to choose whether to bifurcate
their supply chains and manufacturing pro-
cesses, maintaining one chain that complies
with these new EU regulations alongside exist-
ing chains that are largely non-compliant, or
integrating compliance across all their opera-
tions. The influence of REACH far exceeds the
boundaries of the EU.

While REACH will have dramatic impacts on the
ability of companies to do business in Europe,
perhaps as significantly, REACH is setting the
agenda for legislation in the United States, in-
cluding both state level legislation and congres-
sional initiatives. At least eight states are con-
sidering major chemicals reforms, with many of
the initiatives in the states mimicking elements
of the REACH law.

Evaluating Corporate Disclosures
on REACH: Chemical Producers

We evaluated various chemical producers’
disclosures regarding the impacts of REACH.
While some companies discuss REACH and
other EU directives in recent 10-K filings, others

DECEMBER 1,
2010
Registration
requirements for
various chemicals
and quantities
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ignore or gloss over this important topic. Most
importantly, the disclosures have typically not
revealed the extent to which companies sell or
import chemicals that are likely to be in the
REACH “authorization” group—i.e. what portion
of their product lines the company is aware of
that could be subject to exclusion from sale in
Europe. Companies instead state that REACH
regulation will not affect operations in the
short-term but that long-term effects are uncer-
tain, or they issue a generic comment that the
law may have some unspecified impacts. Some
companies state that they intend to demon-
strate that their “authorization group” products
do not present a public health risk. Other com-
panies provide fragmentary information on this
issue on their websites, but little or no infor-
mation in their reports to shareholders.

Dow Chemical

For instance, Dow Chemical, which has 50 manu-
facturing locations in 19 countries, provides no
information on REACH or its impacts in their
financial report disclosures. According to one
observer, a US-based toxicologist, Dow Chemi-

While some companies discuss
REACH and other EU directives
in recent 10-K filings, many
more ignore or gloss over this
important topic

cal company has at least 18 people hired to
work on REACH.®? European markets represent
36 percent of Dow Chemical’s sales and 10 per-
cent of the company’s assets, yet the company’s
2007 10-K filing does not discuss the potential
impact of REACH.%

The company does discuss the issue on its
website, which states:

We intend to pre-register all of the eligible
substances that we manufacture in the EU
or manufacture outside the EU and import

into the EU within the required timeframe.
We anticipate that the majority of substances
in our current portfolio will be registered
for a range of typical downstream uses.%

With regard to the potential for Dow Chemical
products to be prohibited under the authori-
zation part of the law, the company simply
expresses confidence that its products will
not be prohibited:

We also expect that only a small number
of the substances we manufacture will be
subject to the authorization process for
“substances of very high concern” under
REACH. However, we expect that we will
be able to demonstrate proper levels of
risk management for supported uses of
these substances.®

To assess the impact of REACH, investors would
need to know exactly which product lines are
potentially at risk in Europe and the volume of
sales of those product lines. Yet nowhere does
Dow Chemical characterize which of its prod-
ucts are likely to be treated as substances of
very high concern (which for many substances
is now ascertainable based on the definitions
under the law) and thus may potentially be pro-
hibited under the new law. Given the current
lack of discussion surrounding how REACH will
materially affect companies, the SEC guidelines
requiring disclosure in the case of uncertainty
should apply - in other words, they should be
erring on the side of disclosure.

Hercules Inc.

In contrast with Dow Chemical, another com-
pany with very substantial business in Europe
did discuss REACH in its recent 10-K filing for
2007 in meaningful qualitative terms. Hercules
Inc has 10 percent of its assets and 35 percent
of its sales in Europe. This is a growing market
for this corporation, with sales in Europe com-
prising 34% of total sales in 2005 and 37% in
2006.% In its management discussion and
analysis the company wrote:
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REACH, Regulation (EC) No. 1907/2006

On June 1, 2007, the European Union’s regu-
lations concerning the Registration, Evalua-
tion, Authorization and Restriction of Chemi-
cals (commonly referred to as “REACH"),
Regulation (EC) No. 1907/2006, became
effective. This regulation requires manu-
facturers and importers into the European
Union of certain chemicals to register those
chemicals and to evaluate their potential
impacts on human health and the environ-
ment. Under REACH, the continued impor-
tation into the EU, manufacture and/or use
of certain chemicals may be restricted, and
manufacturers and importers of certain
chemicals will be required to undertake
evaluations of those chemicals, including
toxicological and ecological evaluations. The
requirements of REACH are expected to be
phased in over a period of years, and com-
pliance with its requirements are anticipated
to require expenditures and resource com-
mitments by the Company, which could be-
come material depending upon how various
provisions of REACH are interpreted and
implemented. It is also possible that REACH
could affect raw material supply, customer
demand for certain products, and the Com-
pany’s decision to continue to manufacture
and sell certain products. ¢

FMC Corporation

The FMC Corporation, which is heavily engaged
in European markets, notes the existence of
REACH and the general fact that changing regu-
latory environments may affect sales. In its 10-K
for the year ended December 31, 2007 FMC
reports:®®

Changing regulatory environment

Changes in the regulatory environment,
particularly in the United States and the
European Union, could adversely impact our
ability to continue selling certain products in
our domestic and foreign markets. Our
Agricultural Products business is most
sensitive to this general regulatory risk. In the

European Union, the regulatory risk specifi-
cally includes the new chemicals regulation
known as REACH (Registration, Evaluation,
and Authorization of Chemicals), which will
affect each of our business segments to
varying degrees. The fundamental principle
behind this regulation is that manufacturers
must verify that their chemicals can be mar-
keted safely through a special registration
system.

It goes on to add:

We intend to defend vigorously all our prod-
ucts in the U.S. and EU regulatory processes.

However, the company does not include a
detailed description of which segments are at
risk, for instance, under the REACH authoriza-
tion program.

Rohm and Haas

Like Dow Chemical, the 2007 Annual Report
(filed February 28, 2008) for Rohm and Haas, a
US company with very substantial business in
Europe, had some of the scantiest disclosure
on REACH of any company we examined. It did
not mention or analyze the extent of impact
of REACH on the company.

Despite the lack of information in their 10-K,
the company’s website did include an article®
noting that in general the REACH program
might have substantial impacts on the chem-
ical industry. Andrea Sitia, product stewardship
manager for Rohn and Haas Adhesives and
Sealants in Europe, helps to predict these
impacts:

Rohm and Haas Prepares for Compliance

Rohm and Haas is preparing thoroughly for
implementation. The company maintains

a dedicated REACH team, composed of
members such as toxicologists and product
integrity and regulatory specialists, that
tracks developments daily. “We conducted an
in-depth evaluation of how many substances
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we use, import or manufacture in Europe that
might be affected by REACH,” Sitia explains.

The company recommends that its custom-
ers educate themselves soon. “In particular,
understand final end-use applications for
those products containing concerned sub-
stances,’ Sitia cautions. “The EU will authorize
those substances only for specific end-uses
in which risks are controlled, where the bene-
fits outweigh the risks, and when no sub-
stitutes exist.”

Customers also must prepare and plan for
the costs associated with implementation
and with supplying data such as use and

safe handling methods. Many studies have
assessed the expected economic impact of
REACH across the entire European chemical
industry over the first 11 years. Most estimate
total compliance costs between two and four
billion Euros, but the most alarming studies
see costs as high as seven billion.

It is noteworthy that the article says that the
company has conducted an evaluation of “how
many substances we use, import or manufacture
in Europe that might be affected by REACH." Yet
the company—as is the general practice in the
sector—has not provided information to inves-
tors on the portion of its product lines that it
anticipates will be addressed by the stringent
and potentially prohibitive Authorization

phase of REACH.

Celanese

Celanese notes in its 2007 10-K that approxi-
mately 43% of its net sales were to customers in
Europe and Africa.”® With regard to REACH the
company notes:

The Registration, Evaluation, Authorization
and Restriction of Chemicals (‘REACH”), a
chemicals policy, became effective in the
European Union on June 1, 2007. REACH es-
tablished a system to register and evaluate
chemicals manufactured in, or imported to,

the European Union. Additional testing,
documentation and risk assessments of
various chemicals will occur across the
chemical industry. Some chemical products
may have to be taken off the market. As a
result of REACH, we are likely to incur addi-
tional costs to test, document and register
products used and/or manufactured by us.
In addition, potential litigation arising from
REACH may adversely affect our operations
and financial results by imposing other ad-
ditional costs on us and/or restricting our
ability to import or export certain chemical
products. Other pending initiatives will po-
tentially require toxicological testing and risk
assessments of a wide variety of chemicals,
including chemicals used or produced by us.

Later the 10-K also notes:

The above-mentioned assessments in the
United States and Europe may result in
heightened concerns about the chemicals
involved and additional requirements being
placed on the production, handling, labeling
or use of the subject chemicals. Such con-
cerns and additional requirements could
increase the cost incurred by our customers
to use our chemical products and otherwise
limit the use of these products, which could
lead to a decrease in demand for these
products. Such a decrease in demand would
likely have an adverse impact on our busi-
ness and results of operations.

Huntsman International

Huntsman International has also increased its
preparations for REACH. Its 2007 10-K describes
the company’s role in complying with REACH,
stating “The registration, evaluation and authori-
zation phases of the program will require
expenditures and resource commitments in
order to, for example, develop information tech-
nology tools, generate data, prepare and submit
dossiers for substance registration, participate
in consortia, obtain legal advice and reformu-
late products, if necessary.” The company has
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also “established a cross-business European
REACH team that is working closely with our
businesses to identify and list all substances
purchased, manufactured or imported by or for
us into the EU"The financial impact of REACH
appears to be minimal at this time, the com-
pany having spent “approximately $3.0 million
on REACH compliance in 2007...we do not anti-
cipate that compliance costs will be material

to us in the near-term.”!

Arch Chemicals

Arch Chemicals addressed the toxicology
testing required by REACH in their 2006 10-K,
stating “while we generally expect that testing
will support re-registration approval, it is pos-
sible that such testing will not or that those
agencies will find the test results or supporting
data unsatisfactory. In such a case, sale of some
of our products may be restricted (or in the ex-
treme case, banned) in the EU72This brief state-
ment was expounded upon and additional in-
formation was added in their 2007 10-K. In a
discussion of risk factors, the report states “Inter-
national sales and operations are subject to
significant risk, including local legal and regula-
tory requirements, including those relating to
the European Biocidal Products Directive, which
requires biocide manufacturers, including the
Company, to re-register their biocidal products
for sale in the European Union (“EU”) and the
EU’s Registration, Evaluation and Authorization
of Chemical Substances regulation (“REACH")."”3

The company characterizes REACH as both a
potential liability and an opportunity to create
competitive advantage. “The Company must
understand the biological and chemical effects
of its products and excel at both developing
new products and finding new applications for
existing ones. The Company has invested in up-
grading and expanding its technical strengths
in these disciplines to meet increasingly global
regulatory requirements, including those rela-
ting to the European Biocidal Products Directive
(“BPD"), which requires biocide manufacturers
to re-register their biocidal products for sale in

the EU, and the EU’s Registration, Evaluation
and Authorization of Chemical Substances
(REACH) legislation. While some companies
view these increasing foreign regulations as
a hindrance or barrier, the Company sees it
as a competitive advantage.”*

Chemtura

Many companies that addressed the REACH
initiative predicted negative impact. Chemtura,
a producer of brominated flame retardants
which are expected to be impacted by the
REACH law, simply reports in its 2006 10-K, “The
Company does not anticipate any impact to its
financial positi