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Herbalife	International	is	the	third	largest	direct-selling,	multi-level	marketing	company	in	the	
world.	Its	product	line	consists	of	weight-management	and	nutrition	products.	These	products	are	
not	sold	in	retail	stores;	rather,	consumers	interact	with	independent	contractors	to	order	the	
products.	Herbalife’s	headquarters	are	located	in	Los	Angeles,	California,	and	they	operate	in	
several	countries	throughout	the	world.	Herbalife	is	a	publicly	traded	company	that	is	both	loved	
and	hated	by	investors	and	consumers.				

This	case	first	discusses	the	history	of	the	company	from	its	founding	to	its	present	status,	followed	
by	a	description	of	the	types	of	products	Herbalife	offers.	Then	we	will	get	into	a	discussion	of	
multilevel	marketing	and	the	role	of	independent	contractors	in	the	direct-selling	model.	Next	will	
be	a	discussion	of	pyramid	schemes	and	why	they	are	often	confused	with	the	multilevel	marketing	
model.	We	then	examine	Herbalife	to	determine	whether	it	is	a	pyramid	scheme.			

We	will	illuminate	the	role	of	hedge	fund	investor	William	Ackman	behind	the	backdrop	of	
Herbalife’s	business	model	and	show	his	contentions	with	the	company	and	some	of	the	criticisms	
against	him.	The	case	shows	that	while	Ackman’s	accusations	may	be	the	most	widely	known,	there	
are	other	accusations	(mostly	referring	to	pyramid	schemes)	that	Herbalife	has	had	to	face	over	the	
course	of	its	existence.		The	case	ends	with	a	brief	overview	of	Herbalife’s	social	responsibility	
program	and	conclusions.		
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Trust	rejected	the	offer.	In	2002,	the	investment	firm	J.H.	Whitney	&	Co.	purchased	the	company	
along	with	another	investor	and	took	it	back	to	the	private	sector.	However,	in	2004,	Herbalife	went	
public	once	again	and	was	traded	on	the	New	York	stock	exchange.	Michael	O.	Johnson	has	been	
Herbalife’s	CEO	since	2003.	The	company	currently	employs	6,200	people	and	has	almost	three	
million	independent	contractors	throughout	the	world.		

-$%&'(#+

Herbalife	sells	weight-management,	targeted	nutrition,	energy	and	fitness,	and	personal	care	
products,	all	intended	to	support	a	healthy	lifestyle.	Additionally,	the	firm	offers	a	set	of	core	
products:	Formula	1	Nutritional	Shake	Mix	is	a	protein	and	fiber	shake	with	several	minerals,	
vitamins,	and	nutrients	offered	in	seven	flavors;	Formula	2	Multivitamin	Complex	is	a	multivitamin	
that	contains	over	20	vitamins,	minerals,	and	herbs	essential	to	healthy	living;	and	Formula	3	Cell	
Activator	promotes	absorption	of	minerals	and	vitamins	while	improving	energy	levels.	These	three	
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Herbalife	also	provides	energy	and	hydration	drinks	for	those	engaged	in	sports	and	fitness	
activities.	Customers	can	choose	from	an	assortment	of	beverages	such	as	Liftoff,	a	fizzy	drink	mix	
that	enhances	clarity	and	rehydrates	the	body,	or	they	can	choose	supplements	such	as	N-R-G	
Nature’s	Raw	Guarana	Tablets,	which	also	promote	mental	clarity.	Herbalife24	is	the	sports	drink	
line	that	includes	formulas	for	hydration,	prolonged	endurance,	restoration	of	strength,	and	
recovery.			

Personal	care	products	include	skin	cleansers,	moisturizers,	lotions,	shampoos,	and	conditioners	
from	a	variety	of	different	lines.	Herbal	Aloe	Strengthening	Shampoo	and	Conditioner,	hand	and	
body	wash,	cream,	soothing	gel,	and	bath	and	body	bar	is	claimed	to	improve	the	look	and	feel	of	
hair	and	skin.	The	Multivitamin	line	is	similar	to	taking	a	multivitamin	every	day	and	includes	a	
cleanser,	toner,	moisturizer,	sunscreen,	eye	gel,	and	cream	infused	with	vitamins	for	skin.	Radiant	C	
scrub	cleanser,	skin	booster,	and	body	lotion	claim	to	renew	and	rehydrate	the	skin	with	a	
concentration	of	vitamin	C.	Other	items	include	anti-aging	products	and	fragrances	for	men	and	
women.	
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1	 Alticore	(Amway)	

Nutrition,	Beauty,	

Jewelry,	Food	and	

Bath	and	Body,	Home,	

Beverage,	Fragrances	

$11.8		

2	 Avon	

Cosmetics,	Skin	Care,	Fragrance,	

Hair	Care,	Jewelry,	Gifts	

Personal	Care,	

$9.95	

3	 Herbalife	

Nutrition,	

Care	

Weight	Loss	Management,	Personal	

$4.80	

4	
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7	 Nu	Skin	

Skin	Care	

$3.18	

8	 Tupperware	

Food	Storage	and	Preparation,	Cookware,	

Serving	Items,	Cosmetics,	Beauty	Products	

$2.67	

9	 Belcorp		

http://directsellingnews.com/index.php/view/2014_dsn_global_100_list
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In	the	event	that	a	contractor	no	longer	wants	to	sell	Herbalife	products,	the	company	will	buy	back	
the	remaining	inventory	the	contractor	has	on	hand.	Herbalife	goes	beyond	the	Direct	Selling	
Association’s	ethical	guidelines	for	buying	back	products	by	reimbursing	the	distributor	for	
everything	that	he	or	she	paid	for	initially	(100	percent	buyback	policy).	The	company	also	
discourages	contractors	from	inventory	loading,	which	the	Federal	Trade	Commission	(FTC)	has	
defined	as	a	practice	requiring	a	contractor	to	make	a	large	purchase	of	a	large	amount	of	
nonreturnable	inventory.		To	renew	their	membership,	
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• Tell	you	who	they	are,	why	they’re	approaching	you	and	what	products	they	are	selling.	

• Promptly	end	a	demonstrations	or	presentation	at	your	request.	

• Provide	a	receipt	with	a	clearly	stated	cooling	off	period	permitting	the	consumer	to	

withdraw	from	a	purchase	order	within	a	minimum	of	three	days	from	the	date	of	the	

purchase	transaction	and	receive	a	full	refund	of	the	purchase	price.	

• Explain	how	to	return	a	product	or	cancel	an	order.	

• Provide	you	with	promotional	materials	that	contain	the	address	and	telephone	number	of	

the	direct	selling	company.	

• 
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• Provide	you	with	accurate	information	about	the	company’s	compensation	plan,	products,	

and	sales	methods.)

• Describe	the	relationship	between	you	and	the	company	in	writing.	

• Be	accurate	in	any	comparisons	about	products,	services	or	opportunities.	

• Refrain	from	any	unlawful	or	unethical	recruiting	practice	and	exorbitant	entrance	or	

training	fees.	

• Ensure	that	you	are	not	just	buying	products	solely	to	qualify	for	downline	commissions.	

• Ensure	that	any	materials	marketed	to	you	by	others	in	the	salesforce	are	consistent	with	

the	company’s	policies,	are	reasonably	prices	and	have	the	same	return	policy	as	the	

company’s.	

• Require	you	to	abide	by	the	requirements	of	the	Code	of	Ethics.	

• Safeguard	your	private	information.	

• Provide	adequate	training	to	help	you	operate	ethically.	

• Base	all	actual	and	potential	sales	and	earning	claims	on	documented	facts.	

• Encourage	you	to	purchase	only	the	inventory	you	can	sell	in	a	reasonable	amount	of	time.	

• Repurchase	marketable	inventory	and	sales	aids	you	have	purchased	within	the	past	12	
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months	at	90	percent	or	more	of	your	original	cost	if	you	decide	to	leave	the	business.	

• Explain	the	repurchase	option	in	writing.	

• Have	reasonable	start-up	fees	and	costs.		

Source:	Direct	Selling	Association,	“Summary	Version	of	the	DSA	Code	of	Ethics,”	!"#$%&'($))"*+'
0..1%"2&"1*'http://www.dsa.org/ethics/shortcode/	(accessed	July	9,	2013).	

A	2013	survey	conducted	by	Nielsen,	a	reputable	global	information	measuring	company,	showed	
(without	interference	from	Herbalife)	the	number	of	end-consumers	Herbalife	serves.	The	study,	
which	took	place	online	over	the	course	of	two	months,	sampled	10,525	consumers	and	was	
balanced	in	terms	of	demographics,	income,	and	geographic	placement.	The	results	indicated	that	
3.3	percent	of	the	general	population	made	a	Herbalife	purchase	sometime	over	the	last	three	
months.	This	percentage	of	the	population	translates	into	7.9	million	customers,	which	does	include	
Herbalife’s	contractors.	According	to	the	data,	however,	the	number	of	contractors	is	approximately	
550,000,	indicating	that	the	number	of	end	users	is	higher	than	the	number	of	independent	
contractors.	Additionally,	the	study	showed	that	those	who	made	a	purchase	in	the	last	three	
months	tend	to	make	Herbalife	purchases	consistently	(approximately	every	two	months),	and	that	
the	most	popular	products	are	those	having	to	deal	with	weight	management	(95	percent	of	those	
who	made	a	purchase	in	the	last	three	months).									

One	of	the	biggest	arguments	against	Herbalife	is	its	line	commissions.	Currently,	Herbalife	
contractors	can	earn	commissions	on	what	every	recruit	below	them	buys	or	sells.	There	are	no	
restrictions	on	the	number	of	levels	of	recruits	that	contractors	can	earn	a	commission	on,	unlike	
some	other	multilevel	marketing	companies.		

-,$2.!&
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There	are	four	defining	characteristics	of	a	pyramid	scheme.	The	first,	which	is	dictated	by	the	

http://www.dsa.org/ethics/shortcode/
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multilevel	marketing	plan.	In	a	multilevel	marketing	model,	money	is	only	made	through	the	
eventual	retail	sale	of	the	product	to	an	end	user.	In	an	illegal	pyramid	scheme,	the	participants	at	
the	top	of	the	pyramid	earn	money	when	new	members	are	recruited.	Each	new	member	is	then	
required	to	recruit	new	participants.	As	this	process	goes	on,	the	possible	pool	of	participants	
shrinks,	making	it	hard	for	those	at	the	bottom	to	gain	a	return	on	their	investment.	A	pyramid	
scheme	will	ultimately	collapse	due	to	a	lack	of	new	recruits	and	is	therefore	unsustainable.	
Another	important	point	is	that	a	pyramid	scheme	that	seems	to	offer	a	product	will	have	little	to	
no	market	value.	The	recruits	are	being	sold	on	an	idea	or	a	model.		

Pyramid	schemes	can	be	hard	to	identify	clearly,	but	the	FTC	has	warned	consumers	about	two	red	
flags.	The	first	is	inventory	loading,	which	looks	similar	to	internal	consumption	because	it	
encourages	large-scale	purchases	of	nonrefundable	products	by	a	distributor.	Not	only	is	inventory	
loading	a	red	flag,	but	it	is	also	illegal.	The	second	is	a	lack	of	retail	sales.	If	a	supposed	business	has	
both	of	these	characteristics,	it	is	possible	that	it	is	a	pyramid	scheme	and	not	a	business	at	all.	
Another	way	of	detecting	a	pyramid	scheme	is	by	examining	the	intention	of	the	buyer.	If	the	buyer	
purchased	a	product	he	or	she	really	did	not	want	just	to	participate,	it	is	an	indication	that	it	could	
be	a	pyramid	scheme.	It	is	for	these	reasons	that	some	direct	selling	businesses	using	the	multilevel	
marketing	compensation	method	can	appear	to	be	pyramid	schemes.	Because	Herbalife	sells	not	
only	their	nutrition	products	but	also	a	business	opportunity,	the	firm	has	been	accused	of	running	
a	pyramid	scheme.				

!+)*0$M2/!S0)2)-,$2.!&)+(*0.0T	

In	2012	Herbalife	was	accused	of	being	an	elaborate	pyramid	scheme	by	hedge	fund	manager	
William	Ackman.	Ackman	had	bet	$1	billion	in	a	short	sale	off	Herbalife’s	stock.	Short	selling	occurs	
when	an	investor	sells	shares	borrowed	from	a	lender	(e.g.	a	broker)	in	the	belief	that	the	stock	will	
decrease.	The	investor	takes	the	money	for	the	stock	sale,	but	eventually	must	re-purchase	the	
stock	and	return	them	to	the	lender.	If	the	stock	has	gone	down,	the	investor	makes	a	profit.	
However,	if	it	has	gone	up,	the	investor	loses	money	because	he	or	she	is	buying	back	the	shares	at	
a	higher	rate	than	the	price	at	which	they	originally	sold	them.	

Ackman’s	accusations	against	Herbalife	included	the	following:	1)	the	majority	of	contractors	for	
Herbalife	lose	money,	2)	Herbalife	pays	more	for	recruiting	new	contractors	than	selling	actual	
products,	and	3)	only	the	top	1	percent	of	contractors	earn	most	of	the	money.	The	accusation	is	a	
result	of	the	confusion	that	comes	from	the	way	their	earning	structure	operates.	Ackman	argued	
that	Herbalife	recruits	contractors	under	false	beliefs	that	they	can	earn	the	income	of	those	at	the	
top	by	selling	the	product,	and	that	the	real	money	comes	not	from	selling	products	but	from	
recruiting	other	contractors.	His	reasoning	is	that	contractors	earn	rewards	for	every	member	they	
recruit,	and	every	member	the	recruits	recruit.	However	the	term	“rewards”	is	misleading.	In	a	
multilevel	marketing	compensation	method,	contractors	earn	a	commission	on	the	sales	of	their	
recruits.			
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The	term	“rewards”	implies	that	there	is	some	amount	of	money	given	for	simply	recruiting.	
However,	this	is	not	how	Herbalife	pays	its	contractors.	Herbalife	operates	a	little	differently	than	
other	multilevel	marketers	in	that	most	have	a	cut-off	on	what	level	of	recruits	a	contractor	can	
earn	compensation	from.	Herbalife	does	not	have	a	cut-off	(although	the	average	is	approximately	
six	levels	downline).	While	this	characteristic	differs	from	other	multilevel	marketing	companies,	it	
is	not	enough	to	classify	Herbalife	as	a	pyramid	scheme.			

Another	contention	of	Ackman’s	is	that	when	an	individual	goes	to	purchase	Herbalife	products,	
distributors	try	to	convince	him	or	her	to	become	a	recruit	rather	than	remain	a	customer.	He	
argues	that	the	only	thing	keeping	the	company	running	is	new	recruits,	and	it	will	soon	run	out	of	
available	people	to	recruit	into	the	business.	Ackman	alleges	that	Herbalife	enters	new	countries	
after	the	current	pool	of	recruits	in	a	particular	country	is	exhausted.		

On	the	other	hand,	many	consumers	and	organizations	buy	and	use	Herbalife	products	and	see	
them	as	high-quality	and	credible.	For	example,	Los	Angeles	fire	and	police	department	officers	use	
Herbalife	products	in	their	fitness	centers.	Herbalife	products	have	even	been	adopted	by	some	
Chinese	Olympic	teams.	Additionally,	because	the	number	of	end	users	is	larger	than	the	number	of	
independent	contractors,	supporters	of	Herbalife	claim	it	cannot	possibly	be	operating	a	pyramid	
scheme.	This	supports	the	fact	that	Herbalife	uses	a	valid	and	successful	business	model,	which	is	
producing	profits	directly	related	to	product	sales	and	allowing	them	to	expand	globally.		

Ackman,	however,	has	made	claims	to	invalidate	these	numbers.		He	claims	that	the	survey	
measuring	the	number	of	contractors	versus	end	consumers	contradicts	two	others	that	were	
released	by	the	company.	He	also	states	that	Herbalife	refuses	to	make	the	details	of	its	recruiting	
process	public	knowledge	so	it	can	be	scrutinized.	Ackman’s	company	has	accused	the	survey	
sample	of	being	too	small,	making	the	results	overly	optimistic.	He	takes	issue	with	the	fact	that	
there	are	not	enough	specifics	in	the	survey	(prices	consumers	paid	and	an	itemized	breakdown	of	
the	products	purchased).		

Herbalife	has	also	been	accused	of	issuing	false	accounting	statements.	There	has	never	been	any	
legal	accusation	about	the	recording	of	sales.	According	to	allegations,	products	are	sold	to	
contractors	and	are	shown	as	retail	sales	on	the	company’s	revenue.	The	company	does	not	always	
trace	whether	the	product	was	consumed	by	the	contractor	(i.e.,	internal	consumption)	or	to	whom	
the	contractor	sold	the	product.	The	criticism	is	that	the	company	should	not	be	making	money	off	
the	contractors	but	should	only	record	revenues	made	from	end	users.	Those	who	criticize	internal	
consumption	by	contractors	or	employees	within	a	company	fail	to	recognize	that	this	is	an	
acceptable	practice.	Coca-Cola	has	100	percent	internal	consumption	because	all	of	
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encouraging	internal	consumption	except	with	the	direct	selling,	multilevel	marketing	
compensation	model.		

Second,	sometimes	when	new	contractors	are	recruited,	they	need	to	buy	products	that	they	can	
consume	themselves	or	sell	to	others.	These	practices	
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Despite	the	company’s	recent	success,	the	allegations	continue.	Special	interest	groups	such	as	the	
Hispanic	Federation	and	the	National	Consumers	League	are	taking	issue	with	the	company	and	
urging	the	FTC	to	investigate	Herbalife’s	operations.	Not	only	are	they	continuing	the	claim	that	
Herbalife	is	operating	a	massive	pyramid	scheme,	but	they	are	furthering	the	argument	to	say	that	
the	company	is	targeting	vulnerable	groups	including	low-income	Hispanic	immigrants	and	low-
income	African	Americans.	The	allegations	against	Herbalife	include	aggressive	recruiting	
techniques,	promises	of	getting	rich	with	minimal	work,	and	taking	advantage	of	people	with	little	
or	no	business	experience.		

The	claims	arose	from	the	proliferation	of	nutrition	clubs	that	have	been	established	in	
Latino/Hispanic	communities	in	Southern	California.	Nutrition	clubs	involve	community	members	
who	pay	a	membership	fee	to	discuss	health	issues	and	consume	Herbalife	products	in	a	social	
setting.	The	popularity	of	these	nutrition	clubs	originated	in	Mexico,	which	is	where	most	of	the	
immigrants	in	Southern	California	immigrated	from.	Herbalife	
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trading	and	offer	three	methods	of	reporting	unethical	behavior	through	the	company	hotline,	
website,	or	by	contacting	the		General	Counsel.	Individuals	who	do	not	comply	are	disciplined,	
suspended,	or	terminated.	Herbalife	also	requires	annual	ethics	training	for	all	employees	
worldwide.		

Another	aspect	of	its	Social	Responsibility	program	includes	its	philanthropic	efforts.	The	Herbalife	
Family	Foundation	(HFF)	and	the	Casa	Herbalife	program,	founded	in	1994	by	Mark	Hughes,	
provide	funding	and	volunteerism	to	charitable	organizations	taking	care	of	children bUeiz x&
e	wx”
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for	the	network	of	sales	contractors	that	make	the	product	available	to	final	consumers.	The	
concept	of	internal	consumption,	which	exists	in	nearly	all	businesses,	is	considered	questionable	
by	some	critics	who	fail	to	understand	that	there	is	nothing	illegal	or	unethical	about	internal	
consumption.		

On	the	other	hand,	some	direct	selling	companies	have	been	associated	with	inventory	loading,	
sometimes	called	garage	stuffing,	when	sales	contractors	are	encouraged	to	buy	more	products	
than	they	can	consume	or	sell.	This	ethical	breach	has	nothing	to	do	with	a	company	being	a	
pyramid	scheme	just	because	it	uses	a	multilevel	compensation	method.	All	businesses	have	
compensation	methods	that	reward	sales	managers	and	higher-level	managers,	including	the	CEO,	
for	performance.	Every	business	has	to	produce	revenue,	and	the	marketing	function	is	exclusively	
in	charge	of	developing	sales.		

However,	companies	can	fight	against	criticism	of	their	operations	by	maintaining	total	
transparency	concerning	how	their	sales	incentive	models	work,	and	there	should	be	due	diligence	
to	ensure	that	sales	contractors	are	not	exploited	in	any	way.	Herbalife	continues	to	have	many	
loyal	contractors	throughout	out	the	world,	showing	that	the	firm	has	many	supporters	who	believe	
the	company	is	a	legitimate	and	successful	business	operation.		

W'0+#!%"+

 

1. Why	has	Herbalife’s	multilevel	compensation	model	been	confused	with	a	pyramid	scheme?	
2. Describe	the	differences	between	a	legitimate	business	model	and	a	pyramid	scheme.	
3. How	has	Herbalife	demonstrated	social	responsibility?		
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