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Interviewer: Jeff, let me ask you this question, what’s the difference between a legitimate direct
sales opportunity and a pyramid scheme?

Jeff Babener: If you’re selling a product or service and it stands on its own in the marketplace
and people would buy it because they want it, then you have a real, legitimate direct selling
company. If on the other hand, the quality of the product is low, the price is high, then it merely
becomes an excuse for people to buy the product because they want to qualify for the program in
order to recruit others, make money, and earn commissions.

If you indulge me for a second, I’ll give you a metaphor that I think will help you, and the
viewers, to think about the essential difference between a legitimate MLM and a pyramid
scheme:

The story is about a gentlemen, will call him Party #1, and he sells a case of canned tuna fish to
Party #2 for $10. And, Party #2 sells it to Party #3 for $20, and Party #3 sells the case of canned
tuna fish until it gets to Party #10, who buys the case of canned tuna for $500. And, Party #10
opens up the case of tuna fish and it’s rancid. It’s inedible.

He goes back to Party #9 and complains, “I bought this case of tuna for $500 and it’s rancid.”
Party #9 tells him to take it to Party #8, and Party #8 tells him to take it to Party #7, and so on
until Party #10 goes all the way back to Party #1 and says, “You’re the one who started all of
this! I have a problem!”

And, Party #1 asks, “What’s your problem?”

Party #10 says, “Well, I bought this tuna fish, I opened it up, it’s rancid. It’s no good!”

Party #1 asks, “Well, what’s your problem?”

Party #10 says, “Don’t you understand? It’s rancid. How am I going to sell this?”

And, Party #1 says, “Well, you don’t have a problem.”

Party #10 answers, “What do you mean [ don’t have a problem?”

And, Party #1 says, “You don’t understand, this tuna is for selling, not for eating.”



If you think about that metaphor, it may help explain the difference between a legitimate
company and a pyramid scheme.

Interviewer: It was never meant to be consumed?
Jeff Babener: That’s right.
Interviewer: It was always meant to be merely a product that got sold, and resold, and resold?

Jeff Babener: And, sometimes in the original cases, the original pyramid scheme cases, it was
just about money. The original pyramid scheme case started before we had pyramid laws. There
was a gentleman who was very charismatic, named Glenn Turner, who had a program called
Dare-To-Be-Great. It was a motivational seminar. People would basically be invited to come to
the seminar, pay $5,000 where they would be taught how to go out and get someone else to come
to the seminar, where they would pay $5,000, and so on. We didn’t used to have pyramid laws.
This was in the late 1960s. He was prosecuted under securities laws and was put out of business
as an illegal pyramid scheme because a pyramid is also a security. It’s a passive investment that
will not stand up on its own. As a result, almost all states adopted pyramid laws that basically say
it’s illegal to make people have to pay money for the right to go recruit others, effectively who
will go out and do the same, and so on.

Interviewer: They call that a Pay to Play, right?

Jeff Babener: It’s a Pay to Play. And, that’s why every pyramid statute has what is referenced to
as a “prohibited investment.” Meaning, other than the exemption for purchasing an at-cost sales
kit (typically $49-$100, which is sold not-for-profit, no commission paid, very well accepted,
every leading company has one) all other purchases from the company are optional. The key
issue is whether or not people buy the product because they want to use it for their own purpose
or they want to sell it.

There was a recent situation that is perhaps the most recent situation in which our Federal Trade
Commission accused a company of being a pyramid scheme, not a legit direct selling company.
It had the legitimate elements, it looked on its face legitimate, but the FTC accused it of being a
pyramid and a federal court agreed. The company was called Burnlounge. The company
basically intended to make a mark in selling music online, probably not unlike what we get from
iTunes or anywhere else. It tended to offer that through independent distributors, consultants, and
marketers. It offered consultants the opportunity to buy various packages, website hosting
packages, where they could drive customers to their website, where people could then download
music, and make money. That’s how it looked on its face. The packages went up to several
hundred dollars. The problem is that the packages were really regarded by the court and by the
FTC as tools not as products. But, in fact, Burnlounge paid commissions on all those purchases
of website packages. In fact, what the court found was that there were approximately $29 million
in sales done by Burnlounge of which only one million was downloaded music. So, one million
out of 29 million, the rest was basically from the sale of packages to distributors. And the court
concluded: We think we know what is happening. We think distributors are encouraged to buy
these packages, find other distributors to buy the packages, and make a lot of money. And that’s



where the commissions were coming from. In the end, the FTC and the court said: You know
what? The sale of music was really incidental, an excuse. Really what was happening was that
Burnlounge was a movement of money.

We’ve seen this happen many times in the industry. And, it’s only a matter of common sense.
Again, what is it that people are paying and why are they paying for it? It’s one of those
situations where the court, in the Burnlounge case, indicated that if they were buying music and
other things for their own use, not tools, then the court would recognize the concept that we’ve
often seen in the industry called “Personal Use,” which has been a bit controversial from time-to-
time. We’ve even seen it recently in some questions posed in our stock market.

However, the court seemed to think that personal use would be fine if people were using the
music or the product. Unfortunately, the FTC as it wanted to do in its final order, got an order
that basically indicated that even purchases for personal use should not be considered in terms of
illegitimate MLM. lts final order was inconsistent with its own previous position and
inconsistent with some of the court’s own statements. It will pose some problems in the future.

Getting back to the issue of what’s real and what’s not, it really is common sense. Common
sense. That is, does something stand on its own? I often like to tell people, here’s how you know
if you’re involved in something real: If you can go to your next door neighbor and you can look
him in the eye and say | have a great product for you, | have a great opportunity for you, and feel
like you’re doing him a favor, then you’re doing great. On the other hand, if go next door to your
neighbor and you’re looking down at your shoes the entire time you’re telling him about this
great product and opportunity, then maybe you’re in the wrong opportunity. You’ve got to be
proud of what you are marketing. You have to be bonded with the product and the company. It
really is common sense.

Interviewer: Awesome. | appreciate that. Thank you.

For more information on pyramid schemes vs. legitimate MLM companies, read the following
articles:

“Network Marketing Legal Issues”

“|s This a Pyramid or a Legitimate MLM?”

“ldentifying lllegal Pyramid Schemes”

Watch one of many of Attorney Jeff Babener’s videos on MLM pyramid schemes:

What Makes a Pyramid Scheme?

From a Leqgal Perspective: The Difference Between a Pyramid Scheme and Legitimate MLM —
Companion Video to this Blog Post



http://www.mlmlegal.com/legalissues.html
http://www.mlmlegal.com/pyramid.html
http://www.mlmlegal.com/schemes.html
http://www.mlmattorney.com/Video-ShortCourse.html
http://www.mlmattorney.com/Video-MLMPyramid.html
http://www.mlmattorney.com/Video-MLMPyramid.html
http://www.mlmattorney.com/Video-MLMPyramid.html

Not all Direct Selling Companies are Pyramid Schemes

Read our others blog posts on the subject:

Are you Starting a MLM Company?

The Hallmarks of Legitimate Direct Selling/Network Marketing Companies

What Differentiates a Legitimate Direct Selling/Network Marketing Company from an lllegal
Pyramid Scheme?

February 2013 MLM Startup Conference in Las VVegas

ZeekRewards.com Shut Down by SEC for Ponzi Activity

Jeffrey Babener’s Youtube Channel Reaches 60,000 Views

Paying Commissions on Sales Tools, Sales Kits, and Training Materials...... No!

MLM/Direct Selling/Network Marketing: A Validated Channel of Distribution

Video — The Difference Between a Pyramid Scheme and Legitimate MLM

Full Text of SEC Complaint Zeek Rewards

And the Leaves that are Green Turn to Brown — MLM Penny Auctions

And, visit www.mlmlegal.com for a plethora of information on the MLM, network marketing,
direct selling industry.

The next Starting and Running the Successful MLM Company Conference is quickly
approaching! On February 21% and 22", 2013 we are hosting the MLM Conference for the 25"
year! This is now our 63nd annual conference (held almost consistently three times per year over
the last 24 years). All executives/owners of MLM, direct selling, network marking, and party
plan companies are welcome to attend. This is the original MLM Startup Conference, hosted and
perfected by direct selling industry expert, MLM Attorney Jeff Babener. Call 503-226-6600 or
800-231-2162 to register. Ask Charity how to get a discount! (Can’t make this event? Keep an
eye out for our May and October conferences as well.)

www.mlmlegal.com

Welcome to MLM Legal - a valuable resource to the Multi-Level Marketing and Direct Sales
Industry. Use this site to review interesting articles about this high growth industry. Keep
current with the law and how it is affecting large and small companies throughout the United
States. MLM Legal is sponsored by Jeffrey Babener of Babener and Associates.
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On any given day you can catch Jeffrey Babener lecturing on Network
Marketing at the University of Texas or the University of Illinois,
addressing thousands of distributors in Los Angeles, Bangkok, Tokyo
and Russia, or writing a new book on Network Marketing, an article for
Entrepreneur Magazine or a chapter for a University textbook. Over two
decades he has served as marketing and legal advisor to some of the
L% | world's largest direct selling companies, the likes of Avon, Nikken,
Melaleuca, Discovery Toys, NuSkin, and he has provided counsel to the
most successful telecom network marketing companies...Excel, ACN,
y World Connect, ITI, AOL Select and Network 2000. An active
Jeffrey Babener | Spokesperson for the industry, he has assisted in new legislation and
On Assignment served on the Lawyer's Council, Government Relations Committee and
Internet Task Force of the Direct Selling Association (DSA) as well as
serving as General Counsel for the Multilevel Marketing International Association. He is an
MLM attorney supplier member of the DSA and has served as legal counsel and MLM
consultant on MLM law issues for many DSA companies.
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