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TORONTO (Dow Jones)--When 20-month-old Kenny Sweet Jr. became ill at U.S. Thanksgiving 2005, 
his parents took him to the hospital unaware of what ailed him. The Seattle-area couple watched as 
doctors failed to revive their toddler when his lung collapsed and his heart stopped beating. An 
autopsy revealed that Kenny had swallowed powerful, aspirin-sized magnets that had become 
detached from Mega Brands Inc.'s ( MB.T) Magnetix toys. 

At least 27 other children suffered life-threatening injuries after ingesting pieces of Magnetix, as the 
neodymium magnets blocked, or tore holes through, the children's intestines. 

Since then, Mega Brands, a Montreal toy maker, has been in damage-control mode. There have been 
14 legal settlements, and the company said Thursday it will sell shares to raise C$78.3 million to pay 
down debt incurred from charges related to its two product recalls. 

Mega Brands Chief Executive Marc Bertrand told Dow Jones that the Magnetix woes are practically 
behind the company. Bertrand explained Mega Brands' plans for continued organic growth and 
international acquisitions. 

"We clearly have some great initiatives, we have to get this Magnetix behind us, and I think investors 
will start to see results and a promising future here," Bertrand said. 

"There is no more confusion in the marketplace" since the second recall in April of Magnetix products 
without pre-printed ingestion labels, Bertrand said. This recall shows the company has taken "very 
decisive action" to "assure safety of consumers worldwide," he said. 

But the company that now aspires to a post-Magnetix recovery may find that its future performance 
and reputation will depend on how it juggles two narratives - a public-relations nightmare, and a more 
encouraging growth story. 

Mega Brands has been profitable for many years and has been lauded by industry observers and 
consumers, who credit the company with introducing toys with popular appeal that stimulate children's 
imagination. 

It has also been the subject of criticism for both recalls of its China-made Magnetix toys - a line the 
company acquired with its purchase of Rose Art two years ago. The March 2006 recall caused 
confusion among consumers and retailers - there was no way to distinguish the improved products 
from the old defective versions. As it was only a voluntary recall, not all retailers stopped selling the 
faulty product and the U.S. Consumer Product Safety Commission (CPSC) lacked the power to 
enforce the recall. 

In the 2007 recall, Mega Brands at first violated the terms of the recall agreement and relabeled older 
products to suggest they weren't the recalled versions, Julie Vallese, a CPSC spokesperson said. The 
company then complied fully with the recall agreement, she said. 

When asked if the CPSC still has concerns about Magnetix toys, Vallese responded: "The 
(Mega Brands) case is still open and CPSC is constantly monitoring the marketplace." 



Due to these missteps, the hazard related to magnetic toys has attracted the attention of U.S. policy 
makers. A ban on magnetic toys is being talked about as an option. 

Mega Brands stock price has suffered significantly. The stock is trading Friday in Toronto at C$20.38, 
down from a March high of C$26.55. Last year, it reached a high of C$29.75 then dropped to 
C$21 after the March 2006 recall. 

     Magnetix-Related Chgs Total US$75-US$80M       

Through the duration of the Magnetix maelstrom, the company accrued charges of US$75-US$80 
million, including US$35 million charged in the first quarter for the second recall. Mega Brands spent 
$13.5 million to settle four Magnetix lawsuits and 10 other claims. There are four lawsuits outstanding. 
Many analysts say there's a possibility for future Magnetix-related charges, for which the company 
may not be covered by insurance. Bertrand said he believes any further liability is limited. 

If there is an upside in this, it is that the company is seeing an improvement in sales, with a 15% 
increase in the first quarter, to US$90 million. This includes, remarkably, an improvement in sales 
of Magnetix. 

And while some specialty retailers aren't yet selling the redesigned and repackaged product, most 
major retailers are, even the previously reluctant Toys "R" Us Inc. (TOY.XX). Toys "R" Us is testing 
toys made in China from all manufacturers and has pulled various toys off the shelf. 

At least two analysts say Mega Brands presents a good buying opportunity, citing strong revenue 
growth, new products, high insider ownership, and a cheap stock price. 

Analyst Patricia Baker of Merrill Lynch said in a research note that Magnetix issues are "transitory" and 
the company is "poised for strong growth in '07 from its other product categories." 

Baker doesn't own the stock but it wasn't clear if Merrill has a banking relationship with Mega Brands. 

Magnetix accounts for only about 13% of sales (or 30-40 cents a share), while its stackable bricks 
product, Mega Bloks, represents a larger portion of the business. 

Bertrand said he is pleased that Mega Brands has strong proprietary products. However, its future 
business development depends on licensing partnerships, he said. Last year, licensed products from 
companies such as Disney, Marvel and Nickelodeon represented nearly 20% of sales, well below the 
industry average. He said current drivers of sales are "Spider-Man 3", "Pirates of the Caribbean 3", 
and Dora and Diego construction blocks. 

Benoit Caron of Canaccord Adams said in a research report that the 2007 movie tie-in market is more 
competitive than anticipated. Caron indicated that Mega Brands will need to pick up slack to sustain 
solid growth in the boys 5+ segment, "especially in the presence of a meaner and leaner Lego Group." 

Caron owns the stock and Canaccord has an investment-banking relationship with Mega Brands. 

Bertrand says the product pipeline is full of promise, with transforming robots called Neo Shifters, 
iCoaster - a Magnetix roller coaster that can play MP3s - and an "interactive roommate" toy called 
Brian the Brain. 

Bertrand said acquisitions are an important part of the company's strategy, and is interested in 
preschool and stationary-activity companies. 



"We're always looking in the market at companies in North America, Europe or (elsewhere) that would 
help us strengthen our product portfolio, or that could actually make us enter new categories as we go 
forward," he said. 

Now that the company will pay down its debt with proceeds from the share issue, it can "use the 
flexibility of a de-leveraged balance sheet for a potential acquisition," according to Alain Tanguay, the 
company's chief financial officer. 

Company Web Site: http://www.megabloks.com 
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