MultiLevel Marketing:    Fad or Future;  Pyramid or Profit

By Paul Herbig 

Introduction

During the decade of the 1980s, Direct marketing was the buzzword in corporate America. Direct Marketing can be defined as the sale of products or services directly by the producer to the final user (whether it be consumer or business).  This can be done by direct mail, by telemarketing, by fax, by internet, or face-to-face by a direct sales force (at the customer’s premise). Two characteristics define direct marketing:  1) the typical intermediaries are bypassed in the selling effort and 2) the salesperson is either an employee or contracted to do the marketing in the company’s behalf.  Practically every company uses direct marketing to one degree or another, whether it be heavy or light.


Direct selling is related to Direct Marketing.  The Direct Selling Association, an association of Direct Selling Organizations (DSOs), defines direct selling as an industry that is bound together by a common organizing strategy, not by a common product or service.  Instead of being directly employed, the salespeople or distributors are independent contractors, not bound to a DSO by employment or contract.  They earn an income by selling at a profit goods that they buy wholesale from one or more manufacturers or distributors.  Usually they are paid  a commission by the distributor.  Avon, Mary Kay, Fuller Brush, and Tupperware are examples of this form of marketing.  Encyclopedia Britannica and Electrolux have employees rather than distributors but are considered DSOs by the Direct Selling Association. Typically, the salesperson (predominantly women) work part-time and market to their friends, relatives, and neighbors. The emphasis, however, is on selling product. We define this as network marketing whereas the emphasis of the organization is to sell products to one’s friends, relatives, associates, one’s network of contacts. Network marketing in this definition is an entirely legitimate profitable arena as indicated by the success of its originators (Avon, Mary Kay, Fuller Brush, Tupperware, Discovery Toys).


During the last decade, and particularly during the 1990s, a new marketing technique has entered the limelight: Multilevel Marketing (MLM).  Many MLM organizations refer to themselves as Network DSOs.  The major difference between Direct Marketing, true DSOs (what we define as network marketing), and  MLMs is that in network marketing, the product is predominant and sales of the product is emphasized whereas in the case of MLMs, the product often is irrelevant or secondary and the emphasis is not placed on selling product but on recruiting other salespeople to in turn recruit still others.  A DSO turns into a MLM when the emphasis switches from selling product to recruiting other salespeople.  Examples of MLMs include Shaklee and A.L. Williams.  Amway for years was a classic DSO; however within the last 2 decades its emphasis has switched from product sales to recruiting and it must now be considered a MLM.

MultiLevel Marketing


MultiLevel marketing has two distinguishing features.  The first is the presence of sponsorship lines that create financial ties between distributors, ties that become the basis for intense social relations.  Figure 1 denotes the basic structure. A recruits B,  A becomes B’s sponsor  and immediate upline.  B recruits C, D, E who become A’s downline. C,D, and E, as personal recruits of B, are B’s frontline.  People recruited by same sponsor, C,D,E are on same level and members of the same generation.  Sponsorship lines begin to look like family trees and in fact are often called genealogies.   Breakaways are those broken from the sponsors organization to create their own relationship to the company. Note that person F and B are considered on the same level as they were both recruited by A.  However, B has been more aggressive, heavily recruiting, while F has been content to use and sell the product.  Consequently, B will become more financially successful than F even though they are on the same level and perhaps even entered the business at the same time. If A successfully recruits 6 new distributors for his (or her) first level and each of those 6 recruits 6 in turn, he has 36 distributors in his second level.  By progression if each recruit 6 more he has 216 at his third level,  1,296 at his fourth level, and so on.  By geometric progression, groups can become immensely large.  Most MLMs would pay A a certain percentage of all of the sales of the recruits in A’s group.  If the group generates a certain level of sales per month, A would receive a higher commission or bonus. One Watkins recruit has over 4,000 distributors and receives monthly commissions of over $30,000 that is still growing. A generally can receive commissions from as many as six levels down (over 42,000 distributors using our sixfold example).  Many MLMs claim dozens of high level distributors each making from $100,000 to $500,000 in commissions per month.  One estimate is that for every 1,000 to 2,000 people in a group, the sponsor makes $5,000 in residual income.  


Compensation is based upon: 1) goods sold personally, typical a 30% or more markup between wholesale and retail prices (although in a true MLM, goods sold become secondary); 2) by earning volume purchase bonuses: the more one buys wholesale, the less one has to pay; 3) predominantly by royalties from sales of frontlines and frontline recruits; and 4)overrides by sponsoring successful recruits who become breakaways and buy products directly from the company.These overrides encourage sellers to motivate and train recruits. The network is created by each participant at any level sponsoring (introducing ) others into positions in the net one level below.  The sales promotional impact is that a network of sales is quickly established in a chosen territory by the process of doubling. Interestingly, the vast majority of the MLM sales force is female but most of the millionaires and top level directors are men.


The second characteristic is the presence of recognition levels, a formal status hierarchy.  A complete series of honorific titles and perks are available. For example, Amway has a myriad of levels, each with its own title and unique perks. One begins as a distributor, works his or her way up through the ranks from Silver Producer to Direct Distributor to Ruby Direct Distributor to Pearl Direct Distributor (sponsoring 3 groups0 to Emerald Direct Distributor to Diamond Direct Distributor (sponsoring 6 groups) to Executive Diamond Direct Distributor to Double Diamond Direct Distributor to Triple Diamond Direct Distributor to Crown Direct Distributor to Crown Ambassador Direct Distributor (sponsoring 20 groups and receiving an immediate $100,000 bonus). Note that recognition levels and titles are not authority levels, no more authority than when started.  The nature of a MLM is that authority for all practical purposes does not exist.  

Advocates of MLM denote several advantages of being a MLM. It offers business-minded people a financially rewarding position in the marketing chain of a company of their choice without loss of potential independence. It reverse the traditional concept of a few salesman selling a product or service to many customers, a large number of users introduce the product to only a few others. MLMs employ a multilevel reward system which is financially viable and attractive to a self-employed person.  Each participant receives a commission or bonus related to the volume of sales generated from a network of MLM operators.  


MLMs distributors are extremely transient; It is not unusual for MLM company to turn over its recruits 90% annually.  The norm is for one-third of its distribution army to be raw recruits, one-third seasoned veterans and one-third burned out ready to get out.   

History

Network marketing has been in existence since the first homo sapiens left the caves.  Missionaries and religious fanatics can be said to be network marketers.  In small villages, craftsman depend upon family and acquaintances for business.  Dealing with friends and acquaintances is not a bad business practice; trust and reputation become critical. If you live with them in close proximity for years and intend to do so for many more years, it is extremely likely that you will only deal with them with solid goods and service at reasonable prices. The concept is not new.  


By way of contrast, the first MultiLevel Marketer was probably Lee Mytinger and William Casselberry with Nutrilite.  In 1941, they established a new scheme by which distributors could earn a bonus of 3% of the sales of people they personally recruited.  When these sponsors and their recruits had sold $15,000 worth of products, the sponsors could set up their own profitable wholesaler relationship.  To encourage sponsors to develop successful breakaways, override royalties were given for new recruits.  The key difference between their business and traditional network marketers was the ability to make royalties on sales made by distributor recruits. 


The four advantages of MLM as seen by Casselberry were: 1)word of mouth sales means savings on marketing and advertising costs; 2) exclusivity of its own products means the company can charge more than similar products in stores; 3) the technique develops  loyal customers who enjoy buying from other people they know; and 4) the system can motivate salespeople with higher commissions on increased sales. Nutrilite was eventually absorbed into Amway, the largest, most visible, successful MLM in the world today.


In 1984, DSOs sold $8.6 billion in goods and services; 5.8 million Americans, 5% of the labor force were members of DSOs in 1984 (no breakdown between true DSOs like Avon and MLMs). Between 1975 and 1985, Art Williams built a 155,000 member enterprise. Herbalife, a 700,000 distributor company by 1985 with 1985 sales  nearly $500 million. MLM sales literature often claims that 20% of new American millionaires made their millions in multilevel marketing; Money  magazine could not verify even one.


In the 1990s, MLMs appear at an ever increasing rate.  One estimate has over 300 MLMs selling nutritional products alone! Environ International of Nashua, New Hampshire, has more than 7,000 distributors and $10 million in revenues after only one year of operation.  FreeLife International of Milford, Connecticut sells vitamins and supplements and has 13,000 distributors and $10 million in revenues since February 1995.  Enrich International of Orem, Utah has over 100,000 distributors.  Melaleuca Incorporated of Idaho Falls, Idado sells health products; in its 10 years it has reached revenues of $255 million.  ExCel Telecommunications has prospered and has plans to sell other services, including electricity when monopoly laws are lifted.  The DSA estimated it is a significant business in 44 countries worldwide with global retail sales of $68 billion from over 17 million distributors.  The United States alone has 6.3 million distributors (up from 5.7 million in 1994) who accounted for $16.5 billion in sales (up from $15 billion).   The largest direct selling companies include Amway ($6.3 billion),  Avon ($4.3 billion), Forever Living (ale vera products—$939 million), Nikken (personal care products —$1 billion), Noevir (personal care products—$1.1 billion), Mary Kay cosmetics ($1.7 billion), and Shaklee (nutritional products—$680 million).

Rationale

Most MLMs believe their products are good but are not emotionally attached to the product; it does not have a central place in their business plan.  It is, rather the ‘business opportunity’, the chance to be an entrepreneur, and to extend that chance to others, which are the critical organizing forces, the emotional drive for success. MLMs are thus founded on organizational ideologies, holistic belief systems in which products and the act of selling are merely manifestations of a superior way of life.   


Charismatic productions are therefore essential to a MLM’s success.  Amway has rallies, extravaganzas and family reunions.  May Kay has its annual seminar.  Tupperware hosts an annual Jubilee.  Recognition ceremonies are common.  Any relationship to the old time revivals is not coincidental.  The evangelical zeal is the same, the thrust may be different but the purpose is identical.  These events are occasions for celebrating organizational values and for defining and acclaiming success, for articulating founders philosophies, to help sustain the commitment of distributors. 


Charismatic social orders are based on belief in an extraordinary leader, someone worthy of absolute devotion, based on a commitment to a cause or mission. A charismatic leader is critical to the success of the MLM by creating commitment and social order. Mary C. Crowley, founder of Home Interiors and Gifts, a DSO that sells decorative items for homes, has published her philosophy of life in several works; in 1985, one such work a small collection of aphorisms was in its 29th printing with more than 600,000 copies in circulation. The leader’s zeal is carried on to his or her followers. Leaders of MLMs often speak with great emotion about how their organizations are helping to shape society, about how they believed their MLM was spearheading an effort to serve mankind in some way. The disadvantage to this charismatic leadership and the leader’s zeal is that managing organizational  succession, to the leader’s children or professional managers, who typically do not have the same level of zeal or credibility,  becomes difficult.  This has been many a MLM’s downfall.


MLMs actively encourage emotional attachment and expression and it is a routine and expected aspect of the organization. As such, MLMs create an emotional life, a commitment to ideology, a new self and new friends, leaving a MLM (like leaving a cult), therefore, means more than losing a job, it means leaving a way of life, a brotherhood or sisterhood of those who share common beliefs. The ‘family’ atmosphere produced by the MLM is a critically important part of its business plan.   Mary Kay cosmetics is a ‘sisterhood’  Amway lines have family reunions.   Tupperware distributors are ‘daughter dealers’ to their ‘mother managers.’   Family establishes  the idea of nurturing relations and family like obligations toward each other in the conduct of business. MLMs naturally encourage the recruitment of family members. 

Products take a secondary role. Mary Kay beauty consultants do not sell cosmetics, they teach skin care. Shaklee distributors do not sell vitamins, they share products that enhance health (‘You don’t sell Shaklee, you share it.”). A.L.Williams agents do not sell insurance, they ‘win’ another battle against the enemy whole life insurance industry.   By using obscuring language, the intent is to see economic activities (selling) as an act of caring or selflessness.  


MLMs pursue three strategies of control of commitment: creation of a new self, an individual’s development of a new social identify in terms of the organization’s mission (cult). MLMs, like a cult, often attempt to control members’ relationships outside the group, eliminating or limiting those that compete with group cohesion.  MLMs attempt this by institutional completeness, providing for all the needs of members, making outside contacts unnecessary. They attempt to provide a social system, a complete set of emotional contacts within and through the organization.  


The second, celebration of group membership, is the processes by which relationships within the organization are managed. Members accept  the community of believers as the significant decision making body.  Meetings are typically occasions for sharing information on new products, giving recognition for weekly sales performance and introducing guests to the organization. Company songs are sung, unity celebrated.  All members applaud to show support, recognition is given. Guilt trip are given during sales meetings to those lagging in sales volume. Great pressure exists for individuals to attend meetings. This becomes a social occasion as well as business function. Meetings also become a time to display status differences.  


Third, stakeholder claims include practices designed to promote organizational continuity. Conformity serves the organization. Sales talks learned by rote ensure some minimal of competence in selling products and it creates uniformity and order in a sales force. Sponsors and distributors direct by example and demand obedience on faith. Distributors are committed to positive thinking, success will follow if one imagines success, that failure is the result of poor thought habits.  Since one cannot  legal sanction of distributors negatively, positive feedback and reinforcement is the vehicle used. Public self criticism and group criticism is encouraged.  Purging impure, weak ways and thoughts of a members are the intent.  This also allows the MLM to  give the impression that the group cares about the individual. 

The Thin Gray Line

MLMs tread the thin gray line between legality and illegality.  Critics decry MLMs as pyramid schemes. Although pyramiding goes back to ancient times, the man most responsible and whose name will be forever linked to them is Ponzi.  Charles Ponzi claimed  he could make a profit by buying and selling international postal reply coupons in different countries because of the substantial rate differences after World War I.  Ponzi offered to let others share in his investment strategy.  He sold notes payable to investors promising return of principle and 50% interest in ninety days.  He returned the money as agreed to early investors as early as 45 days.  Ponzi was flooded with investors, people literally threw money at him.  Ponzi, in actually, merely used the money of later investors to pay off earlier ones.   He received more than $9 million before the pyramid broke.  Earlier, he had sold chain letters with much the same concept.


The Federal Trade commission in 1979 held hearings on whether Amway’s MLM constituted a pyramid.  Pyramid schemes involve the use of paper profits to continue financial speculation in a chain of transactions.  In fraudulent MLM schemes, it usually involves selling someone an investment opportunity in which no goods or services are sold; the payment grants only the right to sell someone the else the opportunity to invest. The FTC determined Amway was not illegal.  What is illegal is payment for which no product or service of value is anticipated.  MLMs look like pyramids in that they involve recruiting and structure recruits into a chain of levels.  But as long as the MLM pays a royalty only on the sales of recruits, not for merely bringing the recruit into the organization, they are legal businesses. If the company is committed to buying back its distributor’s excess inventory, so much the better.


MLM may cross the line of legality when their primary purpose is to make money from recruiting instead of from selling products to users.  It is perfectly legal to share commissions when the commission are legitimately earned from selling products to consumers.  It is not legal when a good deal of the commission money is derived from product sales to recruits themselves. MLMs if promoted with misrepresentations or deceptive omissions would incite the FTC. Legality becomes a matter of interpretation for state attorneys, The U.S. Postal service, the FTC and the FDA. The Fair Trading Act of 1973 banned chain letter sales structures, where distributors had to pay an ever larger percentage of profits up line the further down the chain they came. The U.S. Postal service has issued hundreds of cease and desist orders to MLM companies using the mail to recruit distributors and customers. MLM companies must follow local business opportunity laws specifying that someone can become a distributor only by making an investment aside from purchasing a sales kit.  


Although most MLMs are legitimate concerns, many flagrant examples have occurred.  The International Bank of Rosea (based on Caribbean island of Dominica) is just one.  A person who paid $300 received a short course in international banking and became a sales agent for the bank.  He earned one point for each person he signed up to pay $300 for the banking course.  Each participant could recruit six and them six, on down to nine levels.  Someone who brought in 30,000 people could qualify for a $1 million loan. When analyzed, all those entering on level 9 of the pyramid would qualify only if they signed up the equivalent of every living soul in the US, Canada, Netherlands and Mexico—362 million people.


USA (United Sciences of America) a nutritional supplement company was started in January 1986; in seven months it had 140,000 distributors and was recruting 10,000 to 15,000 new distributors a month.  The company projected sales of $100 million in 1986 and $1 billion in 1989.  By end of 1986 after some adverse media and a FDA regulatory letter, USA filed for Chapter 11 bankruptcy.  One distributor of another MLM claimed in sales material “you can look forward to an automatic monthly income of up to $104,000.”  However, this could only happen if you brought in 29,523 people in one month. By way of contrast, Amway’s sales materials says its active distributors earn on average $76 a month.  NuSkin in 1994 had 70,000 distributors; on average the annual earnings for a distributor was $311.


Another example is NuSkin. Nu Skin aggressively recruited salespeople with the message: get on board early.  People who sign up early to become distributors could become fabulously wealthy. NuSkin distributors told prospective salespeople that top distributors can earn commissions of up to $400,000 a month. NuSkin used sophisticated recruiting tapes with talks by noted sports and entertainment celebrities endorsing the product and the concept.  The Nu Skin annual conference of 7500 distributors concentrated more on Nu Skin than on skin care products.  The emphasis was not on what the product can do for the customers but rather on what selling the product can do for the salespeople.  Not so much as sales meetings but inspirational gatherings, the aim is to kindle zeal.


To become a NuSkin distributor, one paid a $35 registration fee to Nu Skin.  This was perfectly legal since no commissions are involved.  You are also strongly encouraged to buy at the least a $2,000 kit of skin care products from the person who recruited you.  NuSkin was signing 40,000 recruits a month in 1991.  NuSkin spends little if any on advertising.  It outsources all its products and marks it up 300% before selling it.   Retail sales are discussed as merely supplementing income; the way to get rich is from recruiting others and convincing them to recruit still others.  The salesperson makes little commission and the product is priced high. Few people ever retailed the product.  FDA investigated after numerous states and federal queries on their practices. 


Herbalife has been repeated investigated by the FDA for making false claims.  This situation is common with MLMs. Oftentimes, deceptive or unethical claims are used to lure recruits.  Frequently companies fail to disclose the expenses and effort required. Although not illegal, Amway distributors are instructed not to tell potential recruits whom they represent until their sales pitch as been made. 


Advocates of MLMs speak of the ‘Myth of saturation.’ which separates the MLM from the pyramid.  Physical saturation, according to Mark Yarnell, noted MLM consultant, is physically impossible.  Exposure is different from participation.  Some will participate only after countless exposures.  By the time everyone has been exposed to the message, a whole new generation exists to expose.

World Wide Differences


In Europe, MLMs have not been as fertile of selling grounds  Northern Europeans are not as enthusiastic.  Laws restrict market entry and access to homes .  Ideological climate is hostile since the countries tend to be more socialistic and the free enterprise spirit is not as prevalent.  Retailer antipathy.


By way of contrast, Southern Europe, Italy and Spain are good arenas.  Fewer worker protections and social welfare benefits exist.  These areas have growing informal sectors.  The family is more important and the extended family provides a fertile beginning for MLM distributors.


The Pacific Rim is an entirely different story.  In 1985, Japan’s one million distributors sold $11 billion worth of products. By 1995, direct selling in Japan had reached $30 billion. Taiwan had $1.7 billion and Korea had $1.3 billion.  Malaysia and Mainland China are rapidly growing markets.   Amway has shifted its international focus from Europe to the Pacific Basin. Why so successful?  Asian societies tend to be structured societies.s Asians recognize status gradations in their every day life and have multiple social institutions, from the family to the firm, built on the notion of status hierarchy. Therefore, MLM fits Asian preconceptions about the proper ordering of social relations.  Entrepreneurial spirit is strong in the area.  Relationship selling is how business is done in the Far East. Extended family networks make recruiting and selling easy. In China, being an employee is considered low status, everyone wants to be own boss.  MLM perfect.  


Several large international companies have direct selling divisions such as Travelers Group’s PFS (insurance and mutual funds—$1.3 billion), Gillette’s Jafra Cosmetics International ($100 million), and Remington Product’s Lady Remington jewelry ($17 million). 

The Future

Yarnell, multilevel marketing guru, in his 1988  book Power MLM, relates,  “Over the past 6 years, twenty percent of all new millionaires in the United States made their money in multi-level marketing.  Multi level marketing is perhaps the most viable, productive and high integrity business in the entire arena of free enterprise.” (Money magazine was unable to verify even one millionaire thus made). MultiLevel marketing is wave of future, claims its advocates, taking the place of franchising which requires too much capital for average Joe. ( It is claimed that distribution represents 85 percent of the value of goods at retail.  the greatest opportunities are those who will reduce the cost of distribution.  This is exactly what MLM revolutionaries claim to have done.  .  Futurist Faith Popcorn indicates that in the future instead of us going to the store, the store will come to us.) Paul Zane Pilzer author of Unlimited Wealth indicated “I would be very surprised if we don’t see network (MLM) marketing sales doubling every three to five years. Individuals selling to their friends and associates is the future of sales because the critical element in buying is trust.  People don’t trust conglomerates, they trust individuals.”  According to its advocates, what interests the vast majority of people is money and the road to freedom it gives.  What they want to know is how to achieve time and financial freedom—the product, the wherewithal to achieve that freedom—matters little.


Is Multilevel marketing the wave of the future?  Amway and Fuller Brush have gone MLM. Coca Cola sells a small soft drink dispensing machine through Amway. Colgate Palmolive (Princess House, household goods venture)  and Gillette (Jafra marketer of cosmetics) own MLM subsidiaries. AllNet, the nation’s fifth largest long-distance telephone company sells its service through MLM. If media exposure is an indication, it already is: USA Today published 55 MLM ads in a single day. By some estimates MLM sales are growing 30% annually and topped $20 billion in 1987. (Eisenberg, 1987). However, one must be extremely careful:  ninety percent of MLM companies are bankrupt in the first eighteen months.


Advocates view MLM as a three wave phenomena. Wave one marketing began with Rehnborg’s Nutrilite:  distributors had to stockpile inventory, fulfill product orders, handle paperwork, prospect for new recruits, inspire crowds at mass meetings and stay up all night taking phone calls from their downlines.  Wave two began in 80s as the PC made communications and processing cheap, easy, and convenient. Wave three began in 90s by bringing together communications and information technology.  

MLM leaders believe in ‘OPS’— other people’s sizzle.  In Wave one, showmen prospered.  But in wave three, anyone can use OPS through the miracle of  videos, graphics, telecommunications. Network marketing is people to people business.  bottom line depends upon quality and quantity of human contacts.  Wave three networking creates techno relationships, personal interactions that would never have exited without electronic intervention.  Today’s MLMs farm out their sales, marketing, manufacturing and management functions to thousands of independent contractors. 

