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Disclaimer	
  
This	
  disclaimer	
  is	
  issued	
  in	
  connection	
  with	
  this	
  document	
  and	
  the	
  oral	
  presentation	
  by	
  Pershing	
  Square	
  Capital	
  Management,	
  L.P.	
  (“Pershing	
  Square”)	
  on	
  
Herbalife	
  in	
  China	
  (collectively,	
  the	
  “Presentation”).	
  	
  Pershing	
  Square	
  is	
  an	
  investment	
  adviser	
  to	
  funds	
  that	
  are	
  in	
  the	
  business	
  of	
  actively	
  buying	
  and	
  selling	
  
securities	
  and	
  other	
  Financial	
  instruments.	
  	
  
	
  
Pershing	
  Square	
  currently	
  maintains	
  a	
  substantial	
  short	
  position	
  in	
  the	
  common	
  stock	
  of	
  Herbalife	
  Ltd.	
  (“Herbalife”)	
  and	
  derivatives	
  related	
  to	
  its	
  common	
  
stock.	
  	
  Pershing	
  Square	
  will	
  proFit	
  if	
  the	
  trading	
  price	
  declines	
  for	
  common	
  shares	
  of	
  Herbalife	
  and	
  will	
  lose	
  money	
  if	
  the	
  trading	
  price	
  increases	
  for	
  common	
  
shares	
  of	
  Herbalife.	
  
	
  	
  
Pershing	
  Square	
  may	
  change	
  its	
  views	
  about	
  or	
  its	
  investment	
  positions	
  in	
  Herbalife	
  at	
  any	
  time,	
  for	
  any	
  reason	
  or	
  no	
  reason.	
  	
  Pershing	
  Square	
  may	
  buy,	
  sell,	
  
cover	
  or	
  otherwise	
  change	
  the	
  form	
  or	
  substance	
  of	
  any	
  of	
  its	
  investments	
  related	
  to	
  Herbalife	
  at	
  any	
  time.	
  	
  Pershing	
  Square	
  disclaims	
  any	
  obligation	
  to	
  notify	
  
the	
  market	
  or	
  any	
  other	
  party	
  of	
  any	
  such	
  changes.	
  
	
  	
  
The	
  information	
  and	
  opinions	
  contained	
  in	
  the	
  Presentation	
  are	
  based	
  on	
  publicly	
  available	
  information	
  about	
  Herbalife	
  and	
  other	
  companies	
  and	
  persons.	
  	
  
Pershing	
  Square	
  recognizes	
  that	
  there	
  may	
  be	
  non-­‐public	
  information	
  in	
  the	
  possession	
  of	
  Herbalife	
  or	
  others	
  that	
  could	
  lead	
  Herbalife	
  or	
  others	
  to	
  disagree	
  
with	
  Pershing	
  Square’s	
  analyses	
  and	
  conclusions.	
  
	
  	
  
The	
  Presentation	
  includes	
  forward-­‐looking	
  statements,	
  estimates,	
  projections	
  and	
  opinions	
  prepared	
  with	
  respect	
  to,	
  among	
  other	
  things,	
  certain	
  legal	
  and	
  
regulatory	
  issues	
  Herbalife	
  faces	
  and	
  the	
  potential	
  impact	
  of	
  those	
  issues	
  on	
  its	
  future	
  business,	
  Financial	
  condition	
  and	
  results	
  of	
  operations,	
  as	
  well	
  as,	
  more	
  
generally,	
  Herbalife’s	
  anticipated	
  operating	
  performance,	
  access	
  to	
  capital	
  markets,	
  market	
  conditions,	
  assets	
  and	
  liabilities.	
  	
  Such	
  statements,	
  estimates,	
  
projections	
  and	
  opinions	
  may	
  prove	
  to	
  be	
  substantially	
  inaccurate	
  and	
  are	
  inherently	
  subject	
  to	
  signiFicant	
  risks	
  and	
  uncertainties	
  beyond	
  Pershing	
  Square’s	
  
control.	
  	
  	
  	
  
	
  	
  
Although	
  Pershing	
  Square	
  believes	
  the	
  statements	
  it	
  makes	
  in	
  the	
  Presentation	
  are	
  substantially	
  accurate	
  in	
  all	
  material	
  respects	
  and	
  do	
  not	
  omit	
  to	
  state	
  
material	
  facts	
  necessary	
  to	
  make	
  those	
  statements	
  not	
  misleading,	
  Pershing	
  Square	
  makes	
  no	
  representation	
  or	
  warranty,	
  express	
  or	
  implied,	
  as	
  to	
  the	
  
accuracy	
  or	
  completeness	
  of	
  those	
  statements	
  or	
  any	
  other	
  written	
  or	
  oral	
  communication	
  it	
  makes	
  with	
  respect	
  to	
  Herbalife	
  and	
  any	
  other	
  companies	
  or	
  
persons	
  mentioned,	
  and	
  Pershing	
  Square	
  expressly	
  disclaims	
  any	
  liability	
  relating	
  to	
  those	
  statements	
  or	
  communications	
  (or	
  any	
  inaccuracies	
  or	
  omissions	
  
therein).	
  	
  Thus,	
  shareholders	
  and	
  others	
  should	
  conduct	
  their	
  own	
  independent	
  investigation	
  and	
  analysis	
  of	
  those	
  statements	
  and	
  communications	
  and	
  of	
  
Herbalife	
  and	
  any	
  other	
  companies	
  or	
  persons	
  to	
  which	
  those	
  statements	
  or	
  communications	
  may	
  be	
  relevant.	
  	
  
	
  	
  
The	
  statements	
  Pershing	
  Square	
  makes	
  in	
  the	
  Presentation	
  are	
  not	
  investment	
  advice	
  or	
  a	
  recommendation	
  or	
  solicitation	
  to	
  buy	
  or	
  sell	
  any	
  securities.	
  
Except	
  where	
  otherwise	
  indicated,	
  those	
  statements	
  speak	
  as	
  of	
  the	
  date	
  made,	
  and	
  Pershing	
  Square	
  undertakes	
  no	
  obligation	
  to	
  correct,	
  update	
  or	
  revise	
  
those	
  statements	
  or	
  to	
  otherwise	
  provide	
  any	
  additional	
  materials.	
  Pershing	
  Square	
  also	
  undertakes	
  no	
  commitment	
  to	
  take	
  or	
  refrain	
  from	
  taking	
  any	
  
action	
  with	
  respect	
  to	
  Herbalife	
  or	
  any	
  other	
  company	
  or	
  person.	
  
	
  
All	
  users	
  and	
  listeners	
  agree	
  and	
  consent	
  to	
  exclusive	
  jurisdiction	
  and	
  venue	
  of	
  any	
  dispute	
  or	
  proceeding	
  relating	
  to	
  or	
  arising	
  from	
  the	
  Presentation	
  or	
  any	
  
related	
  subject	
  matter	
  in	
  the	
  Courts	
  of	
  the	
  State	
  of	
  New	
  York	
  in	
  New	
  York	
  County	
  or	
  in	
  the	
  Federal	
  courts	
  located	
  in	
  the	
  Southern	
  District	
  of	
  New	
  York.	
  
	
  	
  
As	
  used	
  herein,	
  except	
  to	
  the	
  extent	
  the	
  context	
  otherwise	
  requires,	
  Pershing	
  Square	
  includes	
  its	
  afFiliates	
  and	
  funds	
  it	
  manages	
  or	
  advises	
  and	
  their	
  
respective	
  partners,	
  directors,	
  ofFicers	
  and	
  employees.	
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From	
  Pershing	
  Square	
  Capital	
  Management	
  
Ø  	
   Bill	
  Ackman,	
  CEO	
  
Ø  	
   David	
  Klafter,	
  Senior	
  Counsel	
  
Ø  	
   Ben	
  Hakim,	
  Partner	
  
	
  
From	
  OTG	
  Research	
  Group	
  
Ø  	
   Aaron	
  Smith-­‐Levin,	
  Principal	
  



Herbalife	
  in	
  China	
  –	
  Outline	
  of	
  Presentation 	
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I.  Background	
  and	
  Legal	
  Overview	
  

II.  Research	
  Findings	
  in	
  China	
  
III.  Applying	
  the	
  Law	
  to	
  the	
  Facts	
  
IV.  Analysis	
  of	
  Herbalife’s	
  SEC	
  Filings	
  and	
  Herbalife	
  

internal	
  Financial	
  documents	
  relating	
  to	
  China	
  

V.  Conclusions	
  

VI.   Q&A	
  –	
  To	
  submit	
  questions	
  at	
  any	
  time	
  during	
  
the	
  presentation,	
  email:	
  

Questions@factsaboutherbalife.com	
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Source:	
  Herbalife	
  Today,	
  no.	
  81	
  (2001)	
  



 
“China	
  is	
  1.3	
  billion	
  people,	
  you	
  can	
  
recruit	
  for	
  a	
  long	
  time	
  there	
  before	
  we	
  
had	
  what	
  was	
  called	
  the	
  classic	
  ‘pop-­‐and-­‐
drop’	
  in	
  that	
  marketplace.”	
  

	
   	
   	
  	
  	
  	
  	
  	
  	
  
–	
  Michael	
  O.	
  Johnson	
  	
  
Herbalife	
  Chairman	
  and	
  CEO	
  
HLF	
  Q2	
  2008	
  Earnings	
  Call,	
  Aug.	
  6,	
  2008.	
  
 

Source:  China Daily 

Herbalife	
  in	
  China	
  

http://www.chinadaily.com.cn/business/images/
attachement/jpg/
site1/20091010/0013729e43580c3a733e49.jpg.  
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China’s	
  importance	
  to	
  Herbalife’s	
  business	
  has	
  	
  
grown	
  dramatically	
  in	
  recent	
  years.	
  	
  In	
  2013	
  .	
  .	
  .	
  	
  

	
   	
  	
  
Ø  China	
  net	
  sales	
  were	
  approximately	
  10%	
  of	
  worldwide	
  sales	
  
Ø  China	
  net	
  sales	
  grew	
  69.3%	
  
Ø  China	
  contributed	
  over	
  25.6%	
  of	
  total	
  net	
  sales	
  growth	
  	
  

Source:	
  Herbalife	
  2013	
  10-­‐K	
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Pres.	
  Des	
  Walsh:	
  	
  
	
  
“China	
  is	
  probably	
  the	
  most	
  regulated	
  market	
  in	
  which	
  we	
  operate.	
  	
  It	
  is	
  a	
  different	
  
model	
  there	
  from	
  the	
  rest	
  of	
  the	
  world.”	
  	
  3Q13	
  Conf.	
  Call	
  
	
  

CFO	
  (today,	
  COO)	
  Rich	
  Goudis:	
  	
  	
  
	
  
“For	
  competitive	
  reasons,	
  I	
  don't	
  want	
  to	
  disclose	
  our	
  compensation	
  program	
  other	
  
than	
  to	
  say	
  that	
  we	
  are	
  abiding	
  by	
  all	
  local	
  regulations.	
  	
  	
  We	
  have	
  a	
  very	
  competitive	
  
marketing	
  plan	
  for	
  our	
  distributors	
  .	
  .	
  .	
  
	
  
“Obviously,	
  there's	
  a	
  limit	
  in	
  the	
  payout.	
  	
  	
  Again,	
  we're	
  compliant	
  with	
  all	
  local	
  
regulations.	
  	
  	
  And	
  other	
  than	
  that,	
  we'd	
  rather	
  stay	
  somewhat	
  quiet	
  on	
  our	
  
compensation	
  plan	
  as	
  it	
  is	
  a	
  competitive	
  advantage	
  for	
  us.”	
  	
  1Q07	
  Conf.	
  Call	
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Why	
  does	
  Herbalife	
  keep	
  its	
  Chinese	
  

compensation	
  plan,	
  which	
  is	
  used	
  to	
  recruit	
  

Distributors	
  in	
  China,	
  secret	
  from	
  its	
  investors	
  

and	
  regulators?	
  

	
  



Chinese	
  Law:	
  	
  Direct	
  Selling	
  vs.	
  Pyramid	
  Sales	
  

China	
  has	
  some	
  of	
  the	
  strictest	
  guidelines	
  in	
  the	
  world	
  governing	
  “direct	
  
selling,”	
  which	
  is	
  permitted	
  only	
  pursuant	
  to	
  licensing	
  requirements	
  and	
  
numerous	
  regulations.	
  	
  	
  In	
  China,	
  “pyramid	
  sales”	
  are	
  prohibited.	
  
	
  
KEY	
  RESTRICTIONS	
  UNDER	
  CHINESE	
  LAW:	
  
	
  

1.  Only	
  a	
  licensed	
  direct-­‐selling	
  company	
  (not	
  individuals)	
  may	
  
recruit,	
  and	
  it	
  may	
  not	
  charge	
  a	
  fee	
  or	
  require	
  product	
  purchases	
  

2.  Compensation	
  must	
  be	
  based	
  upon	
  direct	
  sales	
  to	
  consumers	
  by	
  
the	
  sales	
  promoter	
  by	
  himself	
  or	
  herself	
  

3.  Compensation	
  is	
  limited	
  to	
  30%	
  of	
  sales	
  volume	
  
4.  Compensation	
  may	
  NOT	
  be	
  based	
  –	
  directly	
  or	
  indirectly	
  –	
  upon	
  

sales	
  performance	
  of	
  those	
  participants	
  whom	
  you	
  recruit	
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Source:	
  	
  Direct	
  Sales	
  Regulations,	
  issued	
  by	
  the	
  State	
  Council	
  of	
  the	
  People’s	
  Republic	
  of	
  China	
  (PRC)	
  on	
  August	
  23,	
  2005	
  and	
  effective	
  
December	
  1,	
  2005.	
  Pyramid	
  Sales	
  Regulations,	
  issued	
  by	
  the	
  State	
  Council	
  of	
  the	
  PRC	
  on	
  August	
  23,	
  2005	
  and	
  effective	
  November	
  1,	
  
2005.	
  Amendment	
  VII	
  to	
  the	
  Criminal	
  Law	
  of	
  the	
  PRC,	
  issued	
  by	
  the	
  Standing	
  Committee	
  of	
  the	
  National	
  People’s	
  Congress	
  of	
  the	
  PRC	
  
on	
  February	
  28,	
  2009	
  and	
  effective	
  immediately;	
  Joint	
  Policy	
  Directive	
  of	
  the	
  Supreme	
  People’s	
  Court,	
  the	
  Supreme	
  People’s	
  
Procuratorate,	
  and	
  the	
  Ministry	
  of	
  Public	
  Security	
  of	
  the	
  PRC,	
  issued	
  November	
  14,	
  2013.	
  	
  Full	
  relevant	
  text	
  in	
  Appendix	
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Pershing	
  Square	
  investigated	
  whether	
  Herbalife	
  	
  
complies	
  with	
  Chinese	
  law	
  
	
  
Sources:	
  
§  Retained	
  OTG	
  Research	
  Group	
  (“OTG”)	
  

§  OTG	
  sent	
  researchers	
  to	
  meet	
  with	
  a	
  dozen	
  Herbalife	
  distributors	
  in	
  
Shanghai,	
  Guangzhou	
  and	
  Hefei	
  

§  Principal	
  Aaron	
  Smith-­‐Levin	
  oversaw	
  the	
  local	
  investigation	
  
	
  
§  Reviewed	
  Herbalife’s	
  SEC	
  filings	
  and	
  internal	
  financial	
  
documents	
  
§  As	
  we	
  will	
  show,	
  these	
  documents	
  confirm	
  that	
  Herbalife’s	
  commission-­‐

based	
  compensation	
  plan	
  in	
  China	
  is	
  essentially	
  identical	
  to	
  the	
  
commission-­‐based	
  plans	
  used	
  in	
  the	
  rest	
  of	
  the	
  world	
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Herbalife	
  in	
  China	
  -­‐	
  Synopsis	
  

Based	
  upon	
  our	
  research	
  in	
  China	
  and	
  our	
  examination	
  of	
  Herbalife’s	
  
SEC	
  Filings	
  and	
  internal	
  documents,	
  we	
  conclude	
  that	
  Herbalife	
  violates	
  
China’s	
  directing-­‐selling	
  and	
  pyramid-­‐sales	
  laws	
  by:	
  
	
  
v  Paying	
  multi-­‐level	
  royalties	
  based	
  upon	
  unlimited	
  downline	
  levels	
  
v  Paying	
  royalties	
  and	
  commissions	
  totaling	
  more	
  than	
  30%	
  of	
  sales	
  

volume	
  
v  Incentivizing	
  Distributors	
  to	
  recruit	
  a	
  potentially	
  infinite	
  downline	
  in	
  

order	
  for	
  Distributors	
  to	
  reap	
  sales-­‐based	
  “Consulting	
  Fees”	
  
v  Permitting	
  and	
  incentivizing	
  individual	
  Distributors	
  to	
  recruit	
  other	
  

participants	
  
In	
  addition,	
  Herbalife’s	
  SEC	
  filings	
  misleadingly	
  report	
  its	
  sales-­‐based	
  
royalties	
  and	
  commissions	
  as	
  an	
  expense	
  called	
  “China	
  Sales	
  Employees”	
  in	
  
SG&A	
  (not	
  as	
  Royalty	
  Overrides,	
  as	
  it	
  does	
  for	
  other	
  markets),	
  even	
  though	
  
China	
  commissions	
  are	
  calculated	
  using	
  the	
  same	
  sales-­‐based	
  royalty	
  
percentages	
  as	
  elsewhere	
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Research	
  Findings	
  in	
  China	
  

	
  

Herbalife	
  in	
  China	
  



	
  
Herbalife	
  in	
  China	
  has	
  three	
  categories	
  of	
  participants:	
  
	
  

	
  
1.  Preferred	
  Customer	
  
2.  Business	
  Representative	
  
3.  Distributor	
  

	
  

Categories	
  of	
  Participants	
  in	
  the	
  Herbalife	
  
Marketing	
  Plan	
  in	
  China	
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Source:	
  	
  Interviews	
  with	
  Participants,	
  Marketing	
  Plan;	
  cf.	
  Herbalife’s	
  10Ks,	
  which	
  use	
  different	
  terminology,	
  but	
  the	
  three	
  categories	
  
stated	
  here	
  are	
  what	
  Chinese	
  distributors	
  use	
  to	
  describe	
  the	
  plan	
  



Requirements	
  to	
  Become	
  a	
  Preferred	
  Customer	
  

To	
  become	
  an	
  Herbalife	
  Preferred	
  Customer	
  in	
  China	
  .	
  .	
  .	
  

�  Purchase	
  an	
  Herbalife	
  Business	
  Representative	
  Data	
  Set	
  
for	
  a	
  fee	
  of	
  100	
  RMB	
  (approximately	
  US$16)	
  

�  Fill	
  out	
  paperwork;	
  show	
  a	
  photo	
  ID;	
  set	
  up	
  a	
  bank	
  
account	
  with	
  the	
  Industrial	
  &	
  Commercial	
  Bank	
  of	
  China.	
  

15!
Source:	
  	
  Interviews	
  with	
  Participants,	
  Marketing	
  Plan	
  



Becoming	
  a	
  Preferred	
  Customer	
  

v Without	
  ever	
  enrolling,	
  a	
  person	
  who	
  is	
  not	
  a	
  Preferred	
  
Customer	
  can	
  purchase	
  product	
  from	
  a	
  distributor	
  –	
  
potentially	
  at	
  a	
  discount	
  –	
  but	
  may	
  NOT	
  make	
  retail	
  
purchases	
  at	
  Herbalife’s	
  ‘retail	
  locations’	
  

v  Even	
  after	
  enrolling	
  	
  and	
  paying	
  100RMB,	
  Preferred	
  
Customers	
  must	
  pay	
  full,	
  undiscounted	
  Retail	
  Prices	
  
when	
  they	
  purchase	
  products	
  from	
  Herbalife	
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Source:	
  	
  Interviews	
  with	
  Participants,	
  Marketing	
  Plan	
  

The	
  only	
  reason	
  to	
  enroll	
  as	
  a	
  Preferred	
  Customer	
  is	
  to	
  
begin	
  the	
  qualiFication	
  process	
  to	
  reach	
  the	
  level	
  of	
  
Distributor	
  and	
  earn	
  commissions	
  



Requirements	
  to	
  Become	
  a	
  Business	
  Representative	
  

To	
  rise	
  from	
  Preferred	
  Customer	
  to	
  Business	
  
Representative	
  .	
  .	
  .	
  

�  Accumulate	
  100	
  Volume	
  Points	
  	
  by	
  either:	
  

o  Ordering	
  products	
  from	
  Herbalife	
  at	
  full	
  Suggested	
  
Retail	
  Price	
  [1	
  Volume	
  Point	
  for	
  every	
  12	
  RMB	
  (~
$1.96)	
  worth	
  of	
  Herbalife	
  products],	
  or	
  

o  Building	
  a	
  downline	
  of	
  other	
  participants	
  who	
  then	
  
order	
  products	
  from	
  Herbalife	
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Source:	
  	
  Interviews	
  with	
  Chinese	
  Distributors.	
  	
  See	
  also	
  “Herbalife’s	
  Sneaky	
  Business	
  Activities	
  in	
  China	
  Raised	
  Suspicion:	
  	
  Disguised	
  Form	
  of	
  
Recruitment	
  Fees	
  Gives	
  Away	
  Its	
  Pyramid	
  Scheme,”	
  First	
  Financial	
  Daily	
  (Aug.	
  12,	
  2013):	
  “One	
  of	
  the	
  key	
  conditions	
  [of	
  qualifying	
  as	
  a	
  Business	
  
Representative]	
  is	
  that	
  you	
  need	
  to	
  purchase	
  Herbalife	
  products	
  up	
  to	
  a	
  certain	
  quantity;	
  and	
  such	
  a	
  disguised	
  form	
  of	
  ‘recruitment	
  fees’	
  may	
  
constitute	
  a	
  violation	
  of	
  the	
  relevant	
  provisions	
  of	
  the	
  State.”	
  



Incentives	
  for	
  Business	
  Representatives	
  

Compensation	
  for	
  being	
  a	
  Business	
  Representative	
  .	
  .	
  .	
  

�  While	
  Business	
  Representatives	
  order	
  products	
  at	
  full	
  suggested	
  
retail	
  price,	
  Herbalife	
  pays	
  them	
  a	
  “Retroactive	
  Credit”	
  equal	
  to	
  a	
  
percentage	
  of	
  the	
  price	
  paid	
  

�  The	
  Retroactive	
  Credit	
  begins	
  at	
  15%	
  and	
  increases	
  as	
  Business	
  
Representatives	
  accumulate	
  more	
  Volume	
  Points	
  

�  Herbalife	
  participants	
  refer	
  to	
  Retroactive	
  Credits	
  as	
  “pay”	
  and	
  
“salary,”	
  and	
  Herbalife	
  withholds	
  taxes	
  on	
  these	
  payments	
  of	
  
Retroactive	
  Credits	
  to	
  participants	
  

Volume Points Required RMB Equivalent USD Equivalent Retroactive Credit 

100 1,200 $197 15% 

500 6,000 $985 20% 

2,000 24,000 $3,940 25% 

18!
Source:	
  	
  Herbalife	
  Business	
  Execution	
  Handbook	
  (China)	
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Retroactive	
  Credits	
  Paid	
  to	
  Upline	
  Distributors	
  

Retroactive	
  Credits	
  totaling	
  30%	
  are	
  paid	
  to	
  Business	
  
Representatives	
  and	
  their	
  upline	
  Distributors	
  

�  For	
  every	
  “sale”	
  by	
  a	
  Business	
  Representative,	
  Herbalife	
  pays	
  
30%	
  of	
  the	
  value	
  of	
  that	
  sale	
  in	
  Retroactive	
  Credits	
  

�  The	
  Business	
  Representative	
  receives	
  15-­‐25%	
  

�  The	
  balance	
  (5-­‐15%)	
  flows	
  to	
  his	
  or	
  her	
  direct	
  upline	
  

	
  

Source:	
  	
  Interviews	
  with	
  Herbalife	
  Distributors	
  in	
  China	
  

Ø  Retroactive	
  Credits	
  received	
  on	
  purchases	
  by	
  your	
  downline	
  
incentivize	
  recruiting	
  



Requirements	
  to	
  Become	
  a	
  Distributor	
  

To	
  rise	
  from	
  Business	
  Representative	
  to	
  Distributor	
  .	
  .	
  .	
  

�  Accumulate	
  5,000	
  Volume	
  Points	
  (60,000	
  RMB,	
  or	
  ~
$9,800)	
  in	
  three	
  months	
  by	
  	
  

o  ordering	
  products	
  or	
  	
  

o  recruiting	
  others	
  into	
  the	
  scheme	
  who	
  order	
  
products.	
  

	
  

20!
Source:	
  	
  Interviews	
  with	
  Herbalife	
  Distributors	
  in	
  China	
  	
  

Ø  Accumulating	
  Volume	
  Points	
  from	
  purchases	
  by	
  your	
  downline	
  
incentivizes	
  recruiting	
  



Requirements	
  for	
  Each	
  Tier	
  of	
  Distributor	
  

Herbalife	
  has	
  Five	
  tiers	
  of	
  Distributors	
  in	
  China	
  

21!
Source:	
  	
  Interviews	
  with	
  Chinese	
  Herbalife	
  Distributors	
  –	
  Hefei	
  	
  



Requirements	
  for	
  Each	
  of	
  Five	
  Tiers	
  of	
  Distributor	
  

22!

 
Distributor Tier 

Volume 
Points 

Required 

RMB 
Equivalent 

USD 
Equivalent 

初一级 Junior 1 5,000 in a 
three month 
period 

60,000 $9,850 

初二级 Junior 2 10,000 in a 
three month 
period 

120,000 $19,700 

中级 Middle 20,000 three 
months in a 
row 

720,000 total $118,200 

高级 Senior 80,000 three 
months in a 
row 

2.88 million 
total 

$472,800 

特级 Special 200,000 three 
months in a 
row 

7.22 million 
total 

$1.19 
million 

Ø  Reaching	
  these	
  levels	
  requires	
  establishing	
  a	
  downline	
  and	
  inducing	
  
them	
  to	
  purchase	
  enormous	
  amounts	
  of	
  inventory	
  

Ø  2012	
  GDP	
  per	
  capita	
  in	
  China:	
  US	
  $6,091	
  

Source:	
  	
  The	
  World	
  Bank	
  	
  	
  http://data.worldbank.org/indicator/NY.GDP.PCAP.CD;	
  	
  	
  



Distributor	
  Incentives	
  

Incentive	
  Compensation	
  of	
  Distributors	
  .	
  .	
  .	
  

�  30%	
  Retroactive	
  Credits	
  

�  “Hourly	
  Consulting	
  Pay”—	
  a	
  deceptive	
  term	
  .	
  .	
  .	
  

Comprised	
  of	
  three	
  forms	
  of	
  recruiting	
  rewards	
  based	
  
on	
  Volume	
  Points	
  accumulated	
  by	
  a	
  Distributor’s	
  
downline:	
  	
  	
  

(1)  Commission,	
  

(2)	
  	
  Management	
  Bonus,	
  and	
  	
  

(3)	
  	
  Mark	
  Hughes	
  Dividend	
  

	
  

23!
Source:	
  	
  Interviews	
  with	
  Herbalife	
  Distributors	
  in	
  China	
  	
  



Herbalife’s	
  Practices	
  Make	
  it	
  DifFicult	
  to	
  Learn	
  	
  
the	
  Truth	
  about	
  Hourly	
  Consulting	
  Pay	
  

�  First,	
  Herbalife	
  sets	
  an	
  arbitrary	
  “Hourly	
  Consulting	
  Rate”	
  for	
  
each	
  tier	
  of	
  Distributors;	
  

�  Herbalife	
  then	
  calculates	
  the	
  total	
  amount	
  of	
  Royalties	
  and	
  
recruiting	
  rewards	
  to	
  which	
  a	
  Distributor	
  is	
  entitled;	
  

�  Herbalife	
  then	
  divides	
  the	
  total	
  amount	
  of	
  Royalties	
  and	
  
recruiting	
  rewards	
  by	
  the	
  Distributor’s	
  “Consulting	
  Rate”	
  to	
  
come	
  up	
  with	
  a	
  fictional	
  number	
  of	
  hours	
  the	
  Distributor	
  
“worked”	
  in	
  promoting	
  Herbalife	
  products.	
  

“Hourly	
  Consulting	
  Pay”	
  is	
  unrelated	
  to	
  “hours”	
  or	
  “consulting.”	
  	
  It	
  is	
  merely	
  a	
  
deceptive	
  label	
  for	
  recruiting	
  rewards.	
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How	
  Herbalife	
  Calculates	
  Hourly	
  Consulting	
  Pay	
  

�  Herbalife	
  divides	
  total	
  Hourly	
  Consulting	
  Pay	
  by	
  the	
  Distributor’s	
  
“Consulting	
  Rate”:	
  

Distributor Tier Consulting Rate 
Junior 1 250 RMB/hr 
Junior 2 350 RMB/hr 
Middle 500 RMB/hr 
Senior 1,000 RMB/hr 
Special 2,000 RMB/hr 

�  This	
  calculation	
  yields	
  a	
  Fictional	
  number	
  of	
  hours	
  the	
  Distributor	
  
supposedly	
  worked.	
  	
  	
  

�  Distributors	
  are	
  not	
  required	
  to	
  track	
  or	
  report	
  the	
  number	
  of	
  hours	
  
supposedly	
  spent	
  consulting.	
  	
  To	
  the	
  contrary,	
  Herbalife	
  pays	
  
“Consulting	
  Fees”	
  regardless	
  of	
  whether	
  there	
  is	
  any	
  actual	
  
consulting.	
  

25!
Source:	
  	
  Interviews	
  with	
  Chinese	
  distributors	
  



	
  
Chinese	
  Distributors	
  conFirm	
  that	
  “Hourly	
  Consulting	
  Fees”	
  are	
  far	
  more	
  
lucrative	
  than	
  selling	
  products	
  to	
  retail	
  customers	
  
	
  

Source:  Interviews with Chinese Distributors 

“Earning 30% of retail 
profits is not very much.  
But the consulting fee paid 
by Herbalife is very high.” 
  – Mr. Hu, Hefei 

“Even if I don’t earn money 
from any personal sales I 
still earn hourly consulting 
pay.”  
     – Ms. Chen, Guangzhou 

“Once you become a Distributor there is a really 
good thing called Management Fees [consulting 
fees].  In Herbalife, the biggest part of our pay 
comes from Management Fees.  Some people 
earn 100,000 RMB to 200,000 RMB per month.  It 
is not possible to earn this kind of money just 
from retail profits.” – Ms. Ping, Guangzhou 

Distributors	
  Emphasize	
  the	
  Importance	
  of	
  Recruiting	
  

26!



	
  
One	
  Distributor	
  summarized	
  the	
  importance	
  of	
  recruiting	
  this	
  way:	
  
	
  

Distributors	
  Emphasize	
  the	
  Importance	
  of	
  Recruiting	
  

Source:  Distributor Meeting at an Herbalife Store in Hefei, October 25, 2013 

“6 years ago I funded only 1 club.  I invested 60,000 RMB to open a club in Guangzhou.  Since then 50 
clubs have opened under me.  None of these clubs were funded by me.  But because I contributed to 
these 50 clubs, everything about these 50 clubs is connected to me.  Herbalife pays me a consultancy 
fee. 
. . . 
“I have realized financial freedom and time-freedom. Frankly speaking, I can stop working now.  But the 
clubs that have opened under me will not stop.  They will still open their doors tomorrow, my income will 
not stop.  With our constant hard work, even if I don’t work hard, these clubs will develop new 
clubs, so we will have 500, 5,000, 50,000 clubs.  Some of you might think we are doing pyramid 
sales.  Probably you would feel this way.” 
 

 - Mr. Quiran Chen, Hefei 
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Chinese	
  Distributors	
  explained	
  that	
  their	
  “Hourly	
  Consulting	
  Pay”	
  is	
  
passive	
  income	
  –	
  dependent	
  on	
  recruiting	
  –	
  and	
  unrelated	
  to	
  any	
  
supposed	
  consulting	
  
	
  

Hourly	
  Consulting	
  Pay	
  Is	
  Passive	
  Royalty	
  Income	
  

Source:  Interviews with Chinese Distributors 

“Even if I do nothing I still 
get paid.”  
   – Ms. Chen, Guangzhou 

“I still have profit even if I 
don’t do anything.”  
   – Ms. Zhang, Guangzhou 

“The most important thing in this business 
is not doing your own work.  The most 
important thing is to develop your market 
and get the hourly pay.   All of your 
members are your market.  The bigger your 
market, the bigger your hourly pay will be.  
They will all be connected to you.” 

  – Ms. Ping, Guangzhou 
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Several	
  Chinese	
  Distributors	
  drew	
  sketches	
  to	
  explain	
  their	
  
approach	
  to	
  recruiting.	
  	
  
	
  
A	
  familiar	
  shape	
  appeared	
  again	
  and	
  again	
  .	
  .	
  .	
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Distributors	
  Emphasize	
  the	
  Importance	
  of	
  Recruiting	
  



Source:  Interviews with Chinese Distributors 
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Distributors	
  Emphasize	
  the	
  Importance	
  of	
  Recruiting	
  



Source:  Interviews with Chinese Distributors 
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Distributors	
  Emphasize	
  the	
  Importance	
  of	
  Recruiting	
  



Source:  Interviews with Chinese Distributors 
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Distributors	
  Emphasize	
  the	
  Importance	
  of	
  Recruiting	
  



Source:  Interviews with Chinese Distributors 
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Distributors	
  Emphasize	
  the	
  Importance	
  of	
  Recruiting	
  



Source:  Interviews with Chinese Distributors 
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Distributors	
  Emphasize	
  the	
  Importance	
  of	
  Recruiting	
  



Source:  Interviews with Chinese Distributors 

Because	
  Herbalife	
  does	
  not	
  limit	
  the	
  number	
  of	
  downlines,	
  some	
  
Distributors	
  view	
  their	
  organizations	
  as	
  “suns,”	
  with	
  lines	
  emanating	
  
360	
  degrees	
  from	
  the	
  center.	
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Distributors	
  Emphasize	
  the	
  Importance	
  of	
  Recruiting	
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Applying	
  Chinese	
  Law	
  to	
  the	
  Facts	
  

	
  

Herbalife	
  in	
  China	
  



	
  
PAYING	
  (100	
  RMB/~US$16)	
  

TO	
  BECOME	
  PREFERRED	
  CUSTOMER	
  
 

Requirements	
  to	
  Become	
  a	
  Preferred	
  Customer	
  
Violate	
  Chinese	
  Law	
  

 
VIOLATES 

 

�  Direct	
  Sales	
  Regulations:	
  	
  A	
  direct	
  selling	
  company	
  may	
  not	
  “have	
  the	
  fee-­‐paying	
  or	
  
commodities	
  purchase	
  serve[	
  ]	
  as	
  the	
  conditions	
  for	
  becoming	
  a	
  sales	
  
promoter.”	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  (Art.	
  14.)	
  

�  Pyramid	
  Sales	
  Regulations:	
  	
  An	
  organization	
  may	
  constitute	
  a	
  pyramid	
  scheme	
  if	
  it	
  
requires	
  recruits	
  “to	
  pay	
  a	
  certain	
  fee	
  for	
  obtaining	
  the	
  qualification	
  for	
  
participation.”	
  	
  (Art.	
  2.)	
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PARTICIPANTS	
  ORDERING	
  PRODUCTS	
  TO	
  

ACCUMULATE	
  VOLUME	
  POINTS	
  
	
  

The	
  Required	
  Purchase	
  of	
  Products	
  to	
  Advance	
  in	
  the	
  
System	
  Violates	
  Chinese	
  Law	
  

 
VIOLATES 

 

�  Direct	
  Sales	
  Regulations:	
  	
  A	
  direct	
  selling	
  company	
  may	
  not	
  “have	
  the	
  .	
  .	
  .	
  
commodities	
  purchase	
  serve[]	
  as	
  the	
  condition[]	
  for	
  becoming	
  a	
  sales	
  
promoter.”	
  	
  (Art.	
  14.)	
  

�  Pyramid	
  Sales	
  Regulations:	
  	
  An	
  organization	
  may	
  constitute	
  a	
  pyramid	
  scheme	
  if	
  
it	
  requires	
  participants	
  to	
  “purchas[e]	
  commodities	
  for	
  obtaining	
  the	
  qualification	
  
for	
  participating	
  in	
  pyramid	
  selling	
  .	
  .	
  .	
  .”	
  	
  (Art.	
  7(2).)	
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PARTICIPANTS	
  ACCUMULATING	
  VOLUME	
  

POINTS	
  BY	
  RECRUITING	
  OTHER	
  PARTICIPANTS	
  
WHO	
  THEN	
  ORDER	
  PRODUCTS	
  	
  

	
  

Permitting	
  Participants	
  to	
  Recruit	
  New	
  Participants	
  
Violates	
  Chinese	
  Law	
  

 
VIOLATES 

 

�  Direct	
  Sales	
  Regulations:	
  	
  Only	
  “[a]	
  direct	
  selling	
  company	
  and	
  its	
  branches	
  may	
  
recruit	
  sales	
  promoters,”	
  and	
  “[n]o	
  entity	
  or	
  individual	
  outside	
  any	
  direct	
  selling	
  
company	
  and	
  its	
  branches	
  may	
  recruit	
  any	
  sales	
  promoter.”	
  	
  (Art.	
  13.)	
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Distributor	
  Incentives	
  Violate	
  Chinese	
  Law	
  (cont.)	
  

�  Pyramid	
  Selling	
  Regulations:	
  	
  Defines	
  pyramid	
  selling	
  to	
  include	
  “calculating	
  and	
  
paying	
  remunerations	
  to	
  recruiters	
  on	
  the	
  basis	
  of	
  the	
  number	
  of	
  persons	
  a	
  recruiter	
  
has	
  directly	
  or	
  indirectly	
  recruited	
  or	
  the	
  sales	
  performance.”	
  	
  (Art.	
  2.)	
  

�  Article	
  224(a)	
  of	
  the	
  Criminal	
  Law:	
  	
  Defines	
  a	
  pyramid	
  scheme	
  as	
  a	
  scheme	
  in	
  
which	
  (among	
  other	
  things)	
  “the	
  calculation	
  of	
  remunerations	
  or	
  kickbacks	
  to	
  
participants	
  is	
  directly	
  or	
  indirectly	
  dependent	
  on	
  the	
  number	
  of	
  persons	
  recruited,	
  
and	
  the	
  participants	
  are	
  induced	
  to	
  continue	
  or	
  coerced	
  into	
  continuing	
  recruiting	
  
others	
  to	
  participate.”	
  	
  	
  

 
VIOLATE 
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DISTRIBUTORS	
  	
  RECRUITING	
  OTHER	
  DISTRIBUTORS	
  

	
  -­‐	
  AND	
  –	
  	
  
EARNING	
  COMMISSIONS	
  ON	
  NEW	
  RECRUITS’	
  PURCHASES	
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Analysis	
  of	
  Herbalife’s	
  public	
  Filings	
  and	
  
internal	
  Financial	
  documents	
  

	
  	
  

Herbalife	
  in	
  China	
  



Herbalife	
  discloses	
  Contribution	
  Margin	
  (net	
  sales	
  less	
  cost	
  of	
  sales	
  and	
  royalty	
  overrides)	
  in	
  
its	
  Segment	
  Information,	
  and	
  it	
  distinguishes	
  China	
  from	
  the	
  other	
  “Primary	
  Reporting	
  
Segments.”	
  	
  Unique	
  to	
  China,	
  however,	
  Herbalife	
  does	
  not	
  deduct	
  its	
  “[c]ompensation	
  to	
  China	
  
sales	
  employees	
  and	
  service	
  fees	
  to	
  China	
  licensed	
  business	
  providers”	
  to	
  derive	
  China	
  
Contribution	
  Margin	
  (and,	
  instead,	
  includes	
  that	
  expense	
  in	
  SG&A).	
  	
  	
  

What	
  do	
  Herbalife’s	
  SEC	
  Filings	
  tell	
  us	
  about	
  its	
  China	
  
business	
  model?	
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Herbalife’s 2013 10K 



On	
  a	
  reported	
  basis,	
  China’s	
  Contribution	
  Margin	
  (as	
  a	
  %	
  of	
  Net	
  Sales)	
  appears	
  to	
  be	
  more	
  
than	
  double	
  the	
  rest	
  of	
  the	
  world.	
  	
  But	
  when	
  you	
  adjust	
  for	
  the	
  expense	
  called	
  “compensation	
  
to	
  China	
  sales	
  employees,”	
  China’s	
  pro	
  forma	
  Contribution	
  Margin	
  consistently	
  mirrors	
  those	
  
in	
  the	
  rest	
  of	
  the	
  world.	
  

What	
  do	
  Herbalife’s	
  SEC	
  Filings	
  tell	
  us	
  about	
  its	
  China	
  
business	
  model?	
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Despite	
  Herbalife’s	
  claim	
  
that	
  its	
  compensation	
  
structure	
  in	
  China	
  is	
  
different	
  from	
  other	
  
markets,	
  the	
  pro	
  forma	
  
Contribution	
  Margin	
  in	
  
China	
  essentially	
  
mirrors	
  those	
  in	
  the	
  rest	
  
of	
  the	
  world	
  

Herbalife's Reporting Segments
2010 2011 2012 2013

Contribution Margin:
Primary Reporting Segment:

United States      257.0      286.3       359.5       365.2 
Mexico      131.7      191.1       205.6       251.7 
South Korea      103.0      163.1       199.4       214.3 
Others      618.5      810.0       906.5    1,110.5 

Total Primary Reporting Segment:   1,110.2   1,450.5    1,671.0    1,941.7 
China      165.0      186.4       250.1       422.7 

  Total Contribution Margin   1,275.2   1,636.9    1,921.1    2,364.4 

China pro forma Contribution Margin:
China reported Contriubtion Margin      165.0      186.4       250.1       422.7 
Less: "compensation to China sales employees & service fees..." (87.3) (96.8) (123.5) (215.6)

China pro forma Contribution Margin        77.7        89.6       126.6       207.1 

China reported Contribution Margin % (of Net Sales) 89.5% 88.4% 89.8% 89.6%

China pro forma Contribution Margin % (of Net Sales) 42.1% 42.5% 45.5% 43.9%

Reference: Total Contribution Margin % (Excluding China) 43.5% 44.7% 44.0% 44.6%

For the Fiscal Year Ended December 31, 



This	
  screen	
  shot	
  from	
  an	
  internal	
  document	
  from	
  2010	
  shows	
  how	
  Herbalife	
  calculates	
  
“China	
  Royalty	
  Overrides”	
  –	
  also	
  called	
  “China	
  Sales	
  Employees.”	
  	
  The	
  key	
  inputs	
  are:	
  	
  

	
  Line	
  54	
  –	
  “Rebate”	
  –	
  25.0%	
  
	
  Line	
  55	
  –	
  “R/O”	
  for	
  Royalty	
  Overrides	
  –	
  15.0%	
  
	
  Line	
  56	
  –	
  “P/B”	
  for	
  Production	
  Bonuses	
  –	
  7.0%	
  
	
  Line	
  57	
  –	
  “MH	
  Bonus”	
  for	
  Mark	
  Hughes	
  Bonus	
  –	
  1.0%	
  
	
  Line	
  58	
  –	
  China	
  Bonus	
  1.0%	
  

An	
  Internal	
  Herbalife	
  Document	
  ConFirms	
  how	
  Herbalife	
  
Calculates	
  Hourly	
  Consulting	
  Pay	
  

Source:	
  	
  Herbalife	
  financial	
  information	
  spreadsheets	
  from	
  2010.	
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Herbalife  International
2010  Five-­‐‑Year  Plan  Projected  Pro  Forma  Financial  Model

m2009 m2010 m2011 m2012 m2013 m2014
Forecast  T04 Modeled CAGR

Unit 2009 2010 2011 2012 2013 2014

53 China  Royalty  Overrides
54 Rebate  (inner/outer) %  RS 25.0% 25.0% 25.0% 25.0% 25.0%
55 R/O  (inner/outer/promo) %  RS 15.0% 15.0% 15.0% 15.0% 15.0%
56 P/B  (inner/outer/promo) %  RS 7.0% 7.0% 7.0% 7.0% 7.0%
57 MH  Bonus  (RS) %  RS 1.0% 1.0% 1.0% 1.0% 1.0%
58 China  Bonus  (RS) %  RS 1.0% 1.0% 1.0% 1.0% 1.0%
59 China  Retail  Sales LC  (k) 206,612 1,622,604 1,868,454 2,212,642 2,655,171
60 China  Retail  Sales $  (k) 206,612 237,693 273,707 324,127 388,952
61 China  Royalty  Overrides %  RS 47.9% 47.9% 47.9% 47.9% 47.9%
62 China  Sales  Employees %  RS 46.7% 46.7% 46.7% 46.7% 46.7%
63 China  Sales  Employees LC  (k) 96,417 757,196 871,923 1,032,540 1,239,048
64 China  Sales  Employees $  (k) 79,082 96,417 110,921 127,727 151,255 181,506
65 China  Sales  Empl  Incr.  Inc/(Dec) BPS
66 China  Out  of  Country  Royalty  Overrides %  RS 1.2% 1.2% 1.2% 1.2% 1.2%
67 China  Product  Mix
68 Inner  +  Outer  Retail  Sales %  RS 97.5% 97.5% 97.5% 97.5% 97.5%
69 Inner  +  Outer  +  Promo  Retail  Sales %  RS 97.7% 97.7% 97.7% 97.7% 97.7%

Actual



The	
  2009	
  actual	
  expense	
  for	
  “China	
  Sales	
  Employees”	
  (a/k/a	
  “China	
  Royalty	
  Overrides”)	
  of	
  
$79,082,000	
  matches	
  the	
  $79.1	
  million	
  Herbalife	
  later	
  reported	
  as	
  its	
  2009	
  “compensation	
  
to	
  China	
  sales	
  employees	
  and	
  service	
  fees	
  to	
  China	
  licensed	
  business	
  providers.”	
  

Source:	
  	
  Herbalife	
  financial	
  information	
  spreadsheets	
  from	
  2010	
  and	
  Herbalife’s	
  2010	
  year-­‐ended	
  10K	
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Forecast  T04 Modeled CAGR
2009 2010 2011 2012 2013 2014

53 China  Royalty  Overrides
54 Rebate  (inner/outer) 25.0% 25.0% 25.0% 25.0% 25.0%
55 R/O  (inner/outer/promo) 15.0% 15.0% 15.0% 15.0% 15.0%
56 P/B  (inner/outer/promo) 7.0% 7.0% 7.0% 7.0% 7.0%
57 MH  Bonus  (RS) 1.0% 1.0% 1.0% 1.0% 1.0%
58 China  Bonus  (RS) 1.0% 1.0% 1.0% 1.0% 1.0%
59 China  Retail  Sales 206,612 1,622,604 1,868,454 2,212,642 2,655,171
60 China  Retail  Sales 206,612 237,693 273,707 324,127 388,952
61 China  Royalty  Overrides 47.9% 47.9% 47.9% 47.9% 47.9%
62 China  Sales  Employees 46.7% 46.7% 46.7% 46.7% 46.7%
63 China  Sales  Employees 96,417 757,196 871,923 1,032,540 1,239,048
64 China  Sales  Employees 79,082 96,417 110,921 127,727 151,255 181,506

Actual

An	
  Internal	
  Herbalife	
  Document	
  ConFirms	
  how	
  Herbalife	
  
Calculates	
  Hourly	
  Consulting	
  Pay	
  



A	
  different	
  schedule	
  in	
  the	
  internal	
  Herbalife	
  model	
  provides	
  more	
  detail	
  on	
  its	
  China	
  historical	
  
and	
  projected	
  Financials.	
  	
  In	
  a	
  hidden	
  row,	
  Herbalife	
  here	
  refers	
  to	
  the	
  same	
  $79,082,000	
  simply	
  as	
  
“China	
  Royalties.”	
  

Source:	
  	
  Herbalife	
  financial	
  information	
  spreadsheets.	
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Herbalife  International
2010  Five-­‐‑Year  Plan  Projected  Pro  Forma  Financial  Model

Base  Case
Actual Forecast  T04 Modeled CAGR

Unit 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014
37 Net  Sales  (USD)  -­‐‑  Excl.  Marketing  Fund  Revenue
38 China
39 China  Distribution $  (k) 837 5,110 32,069 75,960 146,210 152,500 189,927 217,752 250,744 296,934 356,321
40 China  Manufacturing
41 Total  China $  (k) 837 5,110 32,069 75,960 146,210 152,500 189,927 217,752 250,744 296,934 356,321
42 Net  Sales  to  VP
43 China
44 China  Distribution NS/VP 0.6 1.1 1.2 1.2 1.3 1.3 1.31                               1.32                               1.32                                     1.32                                   1.32                              
45 China  Manufacturing
46 Total  China NS/VP 1.1 1.2 1.2 1.3 1.3 1.31                               1.32                               1.32                                     1.32                                   1.32                              
47 Operating  Expenses  (USD)*
48 China
49 China  Distribution $  (k) 750 6,158 24,476 21,315 37,632 38,656 48,048 55,635 62,123 70,376 80,024
50 China  Royalties 31,311 70,489 79,082 96,417
51 China  Manufacturing (679) (737) (737) (818) (685) (1,139) (269.4)
52 Total  China $  (k) 71 5,421 23,739 20,497 36,947 37,517 47,778 55,635 62,123 70,376 80,024
53 Operating  Expenses  (USD)  as  %  of  Net  Sales*
54 China
55 China  Distribution %  NS 89.7% 120.5% 76.3% 28.1% 25.7% 25.3% 25.3% 25.5% 24.8% 23.7% 22.5%
56 China  Manufacturing
57 Total  China %  NS 8.5% 106.1% 74.0% 27.0% 25.3% 24.6% 25.2% 25.5% 24.8% 23.7% 22.5%

An	
  Internal	
  Herbalife	
  Document	
  ConFirms	
  how	
  Herbalife	
  
Calculates	
  Hourly	
  Consulting	
  Pay	
  



Herbalife’s	
  methodology	
  for	
  forecasting	
  “China	
  Sales	
  Employees”	
  (a/k/a	
  “China	
  Royalty	
  Overrides”)	
  
for	
  2010	
  and	
  beyond	
  was	
  simply	
  to	
  multiply	
  its	
  China	
  Retail	
  Sales	
  projection	
  by	
  the	
  various	
  	
  Rebate,	
  
Royalty	
  Override,	
  Production	
  Bonus,	
  Mark	
  Hughes	
  and	
  China	
  Bonus	
  percentages.	
  

Source:	
  	
  Herbalife	
  financial	
  information	
  spreadsheets.	
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Herbalife  International
2010  Five-­‐‑Year  Plan  Projected  Pro  Forma  Financial  Model

m2009 m2010 m2011 m2012 m2013 m2014
Forecast  T04 Modeled CAGR

Unit 2009 2010 2011 2012 2013 2014

53 China  Royalty  Overrides
54 Rebate  (inner/outer) %  RS 25.0% 25.0% 25.0% 25.0% 25.0%
55 R/O  (inner/outer/promo) %  RS 15.0% 15.0% 15.0% 15.0% 15.0%
56 P/B  (inner/outer/promo) %  RS 7.0% 7.0% 7.0% 7.0% 7.0%
57 MH  Bonus  (RS) %  RS 1.0% 1.0% 1.0% 1.0% 1.0%
58 China  Bonus  (RS) %  RS 1.0% 1.0% 1.0% 1.0% 1.0%
59 China  Retail  Sales LC  (k) 206,612 1,622,604 1,868,454 2,212,642 2,655,171
60 China  Retail  Sales $  (k) 206,612 237,693 273,707 324,127 388,952
61 China  Royalty  Overrides %  RS 47.9% 47.9% 47.9% 47.9% 47.9%
62 China  Sales  Employees %  RS 46.7% 46.7% 46.7% 46.7% 46.7%
63 China  Sales  Employees LC  (k) 96,417 757,196 871,923 1,032,540 1,239,048
64 China  Sales  Employees $  (k) 79,082 96,417 110,921 127,727 151,255 181,506
65 China  Sales  Empl  Incr.  Inc/(Dec) BPS
66 China  Out  of  Country  Royalty  Overrides %  RS 1.2% 1.2% 1.2% 1.2% 1.2%
67 China  Product  Mix
68 Inner  +  Outer  Retail  Sales %  RS 97.5% 97.5% 97.5% 97.5% 97.5%
69 Inner  +  Outer  +  Promo  Retail  Sales %  RS 97.7% 97.7% 97.7% 97.7% 97.7%

Actual

An	
  Internal	
  Herbalife	
  Document	
  ConFirms	
  how	
  Herbalife	
  
Calculates	
  Hourly	
  Consulting	
  Pay	
  



In	
  Herbalife’s	
  2009	
  Investor	
  Day	
  presentation,	
  management	
  presented	
  how	
  the	
  Company	
  thinks	
  about	
  
“Distributor	
  Payout”,	
  which	
  includes	
  Royalty	
  Overrides	
  (15%),	
  Production	
  Bonus	
  (7%)	
  and	
  Mark	
  Hughes	
  
Bonus	
  (1%).	
  	
  The	
  footnote	
  in	
  this	
  chart,	
  saying	
  it	
  does	
  not	
  include	
  China	
  in	
  its	
  methodology,	
  suggests	
  that	
  
China’s	
  compensation	
  plan	
  is	
  different	
  from	
  the	
  rest	
  of	
  the	
  world.	
  

Source:	
  	
  Herbalife	
  financial	
  information	
  spreadsheets	
  and	
  Herbalife’s	
  2009	
  Investor	
  Day	
  Presentation	
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An	
  Internal	
  Herbalife	
  Document	
  ConFirms	
  how	
  Herbalife	
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  Hourly	
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  Pay	
  



However,	
  Herbalife	
  projected	
  forward	
  its	
  business	
  in	
  China	
  using	
  this	
  same	
  methodology	
  –	
  simply	
  multiplying	
  
China	
  Retail	
  Sales	
  by	
  the	
  same	
  Royalty	
  Override	
  (15%),	
  Production	
  Bonus	
  (7%)	
  and	
  Mark	
  Hughes	
  Bonus	
  (1%)	
  
percentages	
  to	
  derive	
  “China	
  Sales	
  Employees.”	
  	
  In	
  addition,	
  China	
  has	
  an	
  extra	
  1%	
  China	
  Bonus,	
  implying	
  a	
  
potentially	
  greater	
  emphasis	
  on	
  recruiting	
  in	
  China.	
  	
  The	
  Company	
  also	
  included	
  Rebates	
  (25%)	
  in	
  	
  the	
  calculation.	
  

Source:	
  	
  Herbalife	
  financial	
  information	
  spreadsheets	
  and	
  Herbalife’s	
  2009	
  Investor	
  Day	
  Presentation	
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Forecast  T04
2009 2010

53 China  Royalty  Overrides
54 Rebate  (inner/outer) 25.0%
55 R/O  (inner/outer/promo) 15.0%
56 P/B  (inner/outer/promo) 7.0%
57 MH  Bonus  (RS) 1.0%
58 China  Bonus  (RS) 1.0%
59 China  Retail  Sales 206,612
60 China  Retail  Sales 206,612
61 China  Royalty  Overrides 47.9%
62 China  Sales  Employees 46.7%
63 China  Sales  Employees 96,417
64 China  Sales  Employees 79,082 96,417
65 China  Sales  Empl  Incr.  Inc/(Dec)
66 China  Out  of  Country  Royalty  Overrides 1.2%
67 China  Product  Mix
68 Inner  +  Outer  Retail  Sales 97.5%
69 Inner  +  Outer  +  Promo  Retail  Sales 97.7%

Actual

An	
  Internal	
  Herbalife	
  Document	
  ConFirms	
  how	
  Herbalife	
  
Calculates	
  Hourly	
  Consulting	
  Pay	
  



Based	
  upon	
  Herbalife’s	
  own	
  internal	
  documents,	
  Herbalife	
  
does	
  not	
  calculate	
  China	
  Sales	
  Employees	
  (a/k/a	
  China	
  
royalties)	
  based	
  upon	
  “Hourly	
  Consulting	
  Fees.”	
  	
  	
  Instead,	
  
Herbalife	
  calculates	
  royalty	
  compensation	
  in	
  China	
  as	
  
percentages	
  of	
  Retail	
  Sales	
  .	
  .	
  .	
  just	
  as	
  Herbalife	
  calculates	
  
royalty	
  overrides	
  in	
  the	
  rest	
  of	
  the	
  world	
  	
  

Source:	
  	
  Herbalife	
  financial	
  information	
  spreadsheets.	
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An	
  Internal	
  Herbalife	
  Document	
  ConFirms	
  how	
  Herbalife	
  
Calculates	
  Hourly	
  Consulting	
  Pay	
  



	
  
Distributors	
  are	
  incentivized	
  to	
  recruit	
  new	
  participants	
  rather	
  than	
  
make	
  retail	
  sales:	
  	
  
	
  
1.  Distributors	
  must	
  accumulate	
  Volume	
  Points	
  to	
  rise	
  through	
  the	
  

marketing	
  plan.	
  	
  	
  Volume	
  Points	
  are	
  calculated	
  based	
  on	
  the	
  orders	
  
placed	
  by	
  Distributors	
  themselves	
  or	
  by	
  those	
  participants	
  in	
  the	
  
Distributor’s	
  downline.	
  

2.  Distributors	
  receive	
  Retroactive	
  Credits	
  when	
  their	
  downline	
  Business	
  
Representatives	
  order	
  products	
  from	
  Herbalife.	
  

3.  “Hourly	
  Consulting	
  Pay,”	
  in	
  reality,	
  is	
  royalty	
  compensation	
  paid	
  to	
  an	
  
upline	
  distributor	
  for	
  having	
  recruited	
  a	
  large	
  downline	
  organization	
  
and	
  caused	
  them	
  to	
  purchase	
  inventory.	
  

	
  

Distributor	
  Incentives	
  Encourage	
  Recruiting	
  

51!



Herbalife’s	
  Business	
  in	
  China	
  Has	
  More	
  Than	
  30	
  Partici-­‐
pants	
  and	
  More	
  than	
  Three	
  Levels	
  –	
  Joint	
  Policy	
  Directive	
  

Herbalife’s	
  marketing	
  plan	
  in	
  China	
  includes	
  seven	
  identiFied	
  levels	
  
(Preferred	
  Customer,	
  Business	
  Representative	
  and	
  Five	
  levels	
  of	
  
Distributors),	
  and	
  each	
  organization	
  can	
  go	
  inFinitely	
  deep.	
  
	
  
Participants	
  explained	
  there	
  are	
  NO	
  LIMITS	
  on	
  the	
  number	
  of	
  levels	
  
in	
  their	
  downlines.	
  	
  Herbalife	
  has	
  no	
  publicly	
  disclosed	
  policies	
  that	
  
limit	
  the	
  number	
  of	
  levels	
  in	
  downlines	
  in	
  China.	
  

Source:  Interviews with Chinese Distributors 
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Herbalife	
  in	
  China	
  –	
  Promotion	
  through	
  Mass	
  Rallies	
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From	
  Herbalife	
  10Ks:	
  
2013:	
  	
  In	
  April	
  the	
  region	
  hosted	
  its	
  annual	
  China	
  Extraordinary	
  Tour	
  (Honors)	
  with	
  approximately	
  8,600	
  
attendees.	
  	
  	
  In	
  July,	
  a	
  Healthy	
  &	
  Activity	
  Tour	
  was	
  held	
  in	
  five	
  cities	
  with	
  a	
  total	
  of	
  approximately	
  7,500	
  
attendees.	
  	
  	
  In	
  October,	
  the	
  region	
  hosted	
  an	
  Anniversary	
  Rally	
  with	
  approximately	
  11,200	
  attendees.	
  
	
  
2012:	
  In	
  April	
  2012,	
  the	
  region	
  hosted	
  its	
  annual	
  China	
  Extraordinary	
  Tour	
  (Honors)	
  with	
  approximately	
  
12,800	
  attendees.	
  During	
  the	
  fourth	
  quarter	
  China	
  held	
  an	
  Anniversary	
  Rally	
  in	
  Xiamen	
  with	
  
approximately	
  13,400	
  attendees.	
  	
  
	
  
2011:	
  In	
  September	
  2011,	
  the	
  region	
  hosted	
  their	
  Anniversary	
  Rally	
  in	
  Qingdao,	
  Shandong	
  with	
  over	
  
10,100	
  attendees.	
  	
  
	
  
2010:	
  In	
  October	
  2010,	
  the	
  region	
  hosted	
  a	
  5	
  year	
  anniversary	
  rally	
  with	
  approximately	
  12,000	
  attendees.	
  	
  
	
  

Source:	
  	
  Herbalife	
  10Ks;	
  see	
  also	
  China	
  People’s	
  Daily	
  (1/15/14):	
  “Let’s	
  See	
  How	
  NuSkin	
  Weaves	
  a	
  Lie”:	
  	
  	
  “At	
  the	
  scene,	
  the	
  reporter	
  found	
  that	
  there	
  
were	
  gathered	
  nearly	
  20,000	
  people	
  from	
  Taiyuan,	
  Shijiazhuang,	
  Tianjin,	
  and	
  other	
  places.	
  Lights	
  were	
  flashing	
  and	
  speakers	
  were	
  thundering.	
  The	
  
conference	
  has	
  several	
  programs	
  including	
  Elite	
  Reward	
  and	
  On-­‐Site	
  Interview.	
  People	
  who	
  were	
  commended	
  went	
  on	
  the	
  stage	
  one	
  by	
  one	
  and	
  
shouted	
  loudly	
  to	
  lead	
  audiences	
  to	
  chant	
  slogans.	
  Nearly	
  20,000	
  people	
  audiences	
  beat	
  the	
  toy	
  palms	
  in	
  their	
  hands.	
  The	
  atmosphere	
  was	
  heated.	
  “	
  

Extravaganzas:	
  	
  	
  As	
  it	
  does	
  in	
  the	
  U.S.	
  and	
  as	
  NuSkin	
  has	
  done	
  in	
  China,	
  Herbalife	
  
holds	
  large-­‐scale	
  motivational	
  rallies	
  in	
  China.	
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Herbalife	
  in	
  China	
  -­‐	
  Synopsis	
  

Based	
  upon	
  our	
  research	
  in	
  China	
  and	
  our	
  examination	
  of	
  Herbalife’s	
  
SEC	
  Filings	
  and	
  internal	
  documents,	
  we	
  conclude	
  that	
  Herbalife	
  violates	
  
China’s	
  directing-­‐selling	
  and	
  pyramid-­‐sales	
  laws	
  by:	
  
	
  
v  Paying	
  multi-­‐level	
  royalties	
  based	
  upon	
  unlimited	
  downline	
  levels	
  
v  Paying	
  royalties	
  and	
  commissions	
  totaling	
  more	
  than	
  30%	
  of	
  sales	
  

volume	
  
v  Incentivizing	
  Distributors	
  to	
  recruit	
  a	
  potentially	
  infinite	
  downline	
  in	
  

order	
  for	
  Distributors	
  to	
  reap	
  sales-­‐based	
  “Consulting	
  Fees”	
  
v  Permitting	
  and	
  incentivizing	
  individual	
  Distributors	
  to	
  recruit	
  other	
  

participants	
  
In	
  addition,	
  Herbalife’s	
  SEC	
  filings	
  misleadingly	
  report	
  its	
  sales-­‐based	
  
royalties	
  and	
  commissions	
  as	
  an	
  expense	
  called	
  “China	
  Sales	
  Employees”	
  in	
  
SG&A	
  (not	
  as	
  Royalty	
  Overrides,	
  as	
  it	
  does	
  for	
  other	
  markets),	
  which	
  has	
  the	
  
effect	
  of	
  obscuring	
  that	
  China	
  commissions	
  are	
  calculated	
  using	
  the	
  same	
  
sales-­‐based	
  royalty	
  percentages	
  as	
  elsewhere	
  



Herbalife’s	
  Business	
  in	
  China	
  Violates	
  Chinese	
  Law	
  

Herbalife	
  in	
  China	
  operates	
  as	
  it	
  does	
  in	
  the	
  rest	
  of	
  the	
  
world	
  —	
  as	
  a	
  pyramid	
  scheme	
  —	
  violating	
  the	
  Direct-­‐
Sales	
  Regulations,	
  Pyramid	
  Sales	
  Regulations	
  and	
  the	
  
Criminal	
  Law	
  in	
  China.	
  	
  	
  
	
  
Herbalife’s	
  SEC	
  Filings	
  are	
  false	
  and	
  misleading	
  in	
  that	
  they	
  
conceal	
  from	
  investors	
  and	
  regulators	
  that,	
  in	
  China,	
  
Herbalife	
  pays	
  multi-­‐level,	
  commission-­‐based	
  royalties,	
  
while	
  characterizing	
  those	
  royalties	
  as	
  SG&A.	
  	
  Herbalife’s	
  
statement	
  of	
  Risk	
  Factors	
  does	
  not	
  fully	
  disclose	
  its	
  risks	
  
under	
  Chinese	
  law.	
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Herbalife	
  in	
  China	
  –	
  Q&A	
  

	
  
If	
  you	
  wish	
  to	
  submit	
  a	
  question,	
  

please	
  email	
  it	
  to	
  
questions@factsaboutherbalife.com	
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Chinese	
  Law	
  

	
  
Appendix	
  –	
  Relevant	
  Articles	
  from	
  the	
  
Chinese	
  Direct-­‐Selling	
  Law,	
  Pyramid	
  Sales	
  
Law	
  and	
  Criminal	
  Law	
  relating	
  to	
  Pyramids	
  
	
  



Direct	
  Sales	
  Regulations:	
  
	
  
Article	
  13:	
  	
  “A	
  direct	
  selling	
  company	
  and	
  its	
  branches	
  may	
  recruit	
  sales	
  promoters.	
  	
  
No	
  entity	
  or	
  individual	
  outside	
  any	
  direct	
  selling	
  company	
  and	
  its	
  branches	
  may	
  
recruit	
  any	
  sales	
  promoter.”	
  	
  
	
  
Article	
  14:	
  	
  A	
  direct	
  selling	
  company	
  may	
  not	
  “have	
  the	
  fee-­‐paying	
  or	
  commodities	
  
purchase	
  serve[	
  ]	
  as	
  the	
  conditions	
  for	
  becoming	
  a	
  sales	
  promoter.”	
  	
  
	
  
Article	
  24:	
  	
  “The	
  remunerations	
  paid	
  to	
  any	
  sales	
  promoter	
  by	
  a	
  direct	
  selling	
  
company	
  shall	
  be	
  calculated	
  on	
  the	
  basis	
  of	
  the	
  income	
  gained	
  from	
  directly	
  selling	
  
products	
  to	
  consumers	
  by	
  the	
  sales	
  promoter	
  himself/herself,	
  and	
  the	
  total	
  
remunerations	
  (including	
  commission,	
  bonus,	
  various	
  awards	
  and	
  other	
  economic	
  
benefits,	
  and	
  etc.)	
  shall	
  not	
  exceed	
  30%	
  of	
  the	
  income	
  gained	
  from	
  directly	
  selling	
  
products	
  to	
  consumers	
  by	
  the	
  sales	
  promoter	
  himself/herself.”	
  
	
  

Source:	
  	
  Direct	
  Sales	
  Regulations,	
  issued	
  by	
  the	
  State	
  Council	
  of	
  the	
  People’s	
  Republic	
  of	
  China	
  (PRC)	
  on	
  August	
  23,	
  2005	
  and	
  effective	
  
December	
  1,	
  2005.	
  

Chinese	
  Law:	
  	
  Direct	
  Selling	
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Pyramid	
  Sales	
  Regulations:	
  
	
  
Article	
  2:	
  	
  Defines	
  “pyramid	
  selling”	
  as	
  an	
  “an	
  act	
  by	
  which	
  an	
  organizer	
  or	
  
operator	
  seeks	
  for	
  unlawful	
  interests,	
  disturbs	
  the	
  economic	
  order	
  and	
  
affects	
  the	
  social	
  stability	
  by	
  recruiting	
  persons,	
  calculating	
  and	
  paying	
  
remunerations	
  to	
  recruiters	
  on	
  the	
  basis	
  of	
  the	
  number	
  of	
  persons	
  a	
  
recruiter	
  has	
  directly	
  or	
  indirectly	
  recruited	
  or	
  the	
  sales	
  performance,	
  or	
  
asking	
  the	
  recruiters	
  to	
  pay	
  a	
  certain	
  fee	
  for	
  obtaining	
  the	
  qualification	
  for	
  
participation.”	
  
	
  

Source:	
  	
  Pyramid	
  Sales	
  Regulations,	
  issued	
  by	
  the	
  State	
  Council	
  of	
  the	
  PRC	
  on	
  August	
  23,	
  2005	
  and	
  effective	
  November	
  1,	
  2005.	
  

Chinese	
  Law:	
  Pyramid	
  Sales	
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Pyramid	
  Sales	
  Regulations:	
  
	
  
Article	
  7:	
  	
  “The	
  following	
  acts	
  belong	
  to	
  the	
  pyramid	
  selling:	
  
	
  
“(1)An	
  organizer	
  or	
  operator	
  seeks	
  for	
  unlawful	
  interests	
  by	
  recruiting	
  persons	
  to	
  participate	
  
in	
  pyramid	
  selling,	
  asking	
  the	
  recruiters	
  to	
  persuade	
  others	
  to	
  participate	
  in	
  pyramid	
  selling,	
  
calculating	
  and	
  paying	
  remunerations	
  (including	
  material	
  awards	
  and	
  other	
  economic	
  
interests,	
  similarly	
  hereinafter)	
  to	
  the	
  recruiters	
  on	
  the	
  basis	
  of	
  the	
  number	
  of	
  persons	
  a	
  
recruiter	
  has	
  directly	
  or	
  indirectly	
  recruited	
  in	
  a	
  rotating	
  way;	
  
	
  
“(2)An	
  organizer	
  or	
  operator	
  seeks	
  for	
  unlawful	
  interests	
  by	
  recruiting	
  persons	
  to	
  participate	
  
in	
  pyramid	
  selling	
  and	
  asking	
  the	
  recruiters	
  to	
  pay	
  fees	
  explicitly	
  or	
  in	
  any	
  disguised	
  form	
  like	
  
purchasing	
  commodities	
  for	
  obtaining	
  the	
  qualification	
  for	
  participating	
  in	
  pyramid	
  selling	
  or	
  
recruiting	
  others	
  to	
  participate	
  in	
  pyramid	
  selling;	
  and	
  
	
  
“(3)An	
  organizer	
  or	
  operator	
  seeks	
  for	
  unlawful	
  interests	
  by	
  recruiting	
  persons	
  to	
  participate	
  
in	
  pyramid	
  selling,	
  asking	
  the	
  recruiters	
  to	
  persuade	
  others	
  to	
  participate	
  in	
  pyramid	
  selling	
  
so	
  as	
  to	
  form	
  a	
  multi-­‐level	
  relationship,	
  and	
  calculating	
  and	
  paying	
  the	
  remuneration	
  to	
  an	
  
upper-­‐level	
  promoter	
  on	
  the	
  basis	
  of	
  the	
  sales	
  performance	
  of	
  the	
  promoters	
  below”	
  

Source:	
  	
  Pyramid	
  Sales	
  Regulations,	
  issued	
  by	
  the	
  State	
  Council	
  of	
  the	
  PRC	
  on	
  August	
  23,	
  2005	
  and	
  effective	
  November	
  1,	
  2005.	
  

Chinese	
  Law:	
  Pyramid	
  Sales	
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Pyramid	
  Sales	
  Regulations:	
  
	
  
Article	
  24:	
  	
  Prescribes	
  penalties,	
  including	
  confiscation	
  of	
  ill-­‐gotten	
  gains	
  
and	
  fines	
  up	
  to	
  2	
  million	
  RMB,	
  for	
  “an	
  individual”	
  who	
  “commits	
  any	
  act	
  as	
  
prescribed	
  in	
  Article	
  7	
  of	
  this	
  Regulation”	
  and	
  (a)	
  “organizes	
  and	
  plans	
  any	
  
pyramid	
  selling,”	
  (b)	
  “introduces,	
  induces	
  or	
  coerces	
  any	
  other	
  person	
  to	
  
participate	
  in	
  pyramid	
  selling,”	
  or	
  (c)	
  “participates	
  in	
  pyramid	
  selling.”	
  

Source:	
  	
  Pyramid	
  Sales	
  Regulations,	
  issued	
  by	
  the	
  State	
  Council	
  of	
  the	
  PRC	
  on	
  August	
  23,	
  2005	
  and	
  effective	
  November	
  1,	
  2005.	
  

Chinese	
  Law:	
  Pyramid	
  Sales	
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Criminal	
  Law	
  of	
  the	
  PRC:	
  
	
  
Article	
  224(A)	
  of	
  the	
  Criminal	
  Law:	
  	
  Defines	
  a	
  pyramid	
  scheme	
  as	
  a	
  scheme	
  
in	
  which	
  “the	
  participants	
  are	
  required	
  to	
  obtain	
  the	
  qualification	
  for	
  
participation	
  by	
  paying	
  fees,	
  purchasing	
  commodities	
  or	
  services	
  or	
  any	
  
other	
  means,	
  the	
  participants	
  are	
  classified	
  into	
  different	
  levels	
  according	
  
to	
  a	
  certain	
  order,	
  the	
  calculation	
  of	
  remunerations	
  or	
  kickbacks	
  to	
  
participants	
  is	
  directly	
  or	
  indirectly	
  dependent	
  on	
  the	
  number	
  of	
  persons	
  
recruited,	
  and	
  the	
  participants	
  are	
  induced	
  to	
  continue	
  or	
  coerced	
  into	
  
continuing	
  recruiting	
  others	
  to	
  participate.”	
  

Source:	
  	
  Amendment	
  VII	
  to	
  the	
  Criminal	
  Law	
  of	
  the	
  PRC,	
  issued	
  by	
  the	
  Standing	
  Committee	
  of	
  the	
  National	
  People’s	
  Congress	
  of	
  the	
  PRC	
  
on	
  February	
  28,	
  2009	
  and	
  effective	
  immediately.	
  

Chinese	
  Law:	
  Criminal	
  Law	
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Joint	
  Policy	
  Directive	
  on	
  Enforcement	
  of	
  Article	
  224(A)	
  of	
  the	
  
Criminal	
  Law:	
  
	
  
“If	
  a	
  pyramid	
  sales	
  scheme	
  obtains	
  illegal	
  gains	
  by	
  fraudulent	
  means	
  or	
  
disrupts	
  the	
  economic	
  and	
  social	
  order	
  by	
  requiring	
  its	
  participants	
  to	
  pay	
  
fees	
  or	
  purchase	
  products	
  or	
  services	
  under	
  the	
  guise	
  of	
  selling	
  products,	
  
providing	
  services	
  or	
  other	
  business	
  activities	
  before	
  accepting	
  them	
  as	
  
members	
  and	
  directly	
  or	
  indirectly	
  inducing	
  or	
  coercing	
  them	
  to	
  further	
  
recruit	
  new	
  members	
  in	
  return	
  for	
  remuneration	
  or	
  rewards	
  based	
  on	
  the	
  
number	
  of	
  recruited	
  members	
  and	
  according	
  to	
  a	
  certain	
  structure	
  
consisting	
  of	
  multiple	
  levels,	
  its	
  organizers	
  or	
  leaders	
  shall	
  be	
  liable	
  for	
  
criminal	
  liabilities	
  provided	
  that	
  the	
  scheme	
  internally	
  has	
  at	
  least	
  30	
  
participants	
  of	
  pyramid	
  sales	
  activities	
  and	
  more	
  than	
  three	
  levels	
  of	
  
recruits.”	
  

Source:	
  	
  Joint	
  Policy	
  Directive	
  of	
  the	
  Supreme	
  People’s	
  Court,	
  the	
  Supreme	
  People’s	
  Procuratorate,	
  and	
  the	
  Ministry	
  of	
  Public	
  Security	
  of	
  
the	
  PRC,	
  issued	
  November	
  14,	
  2013.	
  

Chinese	
  Law:	
  	
  Direct	
  Selling	
  vs.	
  Pyramid	
  Sales	
  

63!


