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IN THE

Anited States Court of Appeals
for the Ninth Circuit

No. 12-56228

FEDERAL TRADE COMMISSION,
Plaintiff-Cross-Appellant,
V.

BURNLOUNGE, INC., et al,
Defendants-Appellants.

On Appeal from the United States District Court
for the Central District of California
(George H. Wu, J.)
No. 07-CV-03654

BRIEF AMICUS CURIAE OF THE DIRECT SELLING ASSOCIATI ON
IN SUPPORT OF NEITHER PARTY

STATEMENT OF INTEREST OF AMICUS CURIAE *
The Direct Selling Association (DSA) is a 102-ye#t national trade
association headquartered in Washington, D.C. D&fkesents companies that

distribute products to customers through or witk #ssistance of independent

! Pursuant to Fed. R. App. P. 29, amicus certtfias all parties have consented to
the filing of this brief. _Amicus likewise certisethat no party’s counsel authored
this brief in whole or in part; no party or partyt®unsel contributed money
intended to fund the brief's preparation or submigsand no person other than
amicus and its members and counsel contributed ynamtended to fund the
brief's preparation or submission.
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salespersons who personally demonstrate and expieise products to the
consumer, usually in the home or work place. Diegllers are perhaps best
known to the public as person-to-person, door-tordor home party plan sellers.
Through the efforts of direct salespersons who igeersonal demonstration,
home delivery, and a variety of other sales-relatsivices, direct-selling

companies can offer quality products to consumetisowt substantial advertising

or other barriers to entry found in other distribntsystems, like brick-and-mortar
stores.

In 2011, over 15.6 million individuals sold dirggtbften as a second, third,
or even fourth source of income, collectively geieg over $29 billion in
estimated retail sales value. Of the millionsrafividuals involved in direct sales,
over 78 percent are female. See DSA, 2011 Direltin§ Industry-Wide Growth
and Outlook Survey Fact ShéeDSA estimates that its 186 member companies
account for more than 90 percent of the industayieual sales volunte.At least
10 members of DSA are publicly traded companies.

Individuals become direct salespersons for mangames but one primary
reason is the desire to purchase and use the cgiapgamoducts at wholesale or

discount prices.__See DSA, 2002 Direct Selling bidu— National Sales Force

? Available at http://www.dsa.org/research/industtgtistics/11gofactsheet.pdf.

¥ BurnLounge is not and has never been a membe8Af
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Survey! Wholesale or discount buyers thus can make ugnéfisant portion of a
direct-selling company’s customer and distributasdéa Others join direct-selling
to fulfill personal short-term objectives (for exal®, working in December to earn
holiday gift money). The ease of entry into andt dkom the direct-selling
business facilitates this type of sales activi§ome use the industry as a year-
round supplemental income source, but only worlew hours per week. Their
extra direct-selling income improves the qualitytiedir lives, often keeping them
in the middle class. Others pursue their busirseaseareers, devoting 30 hours or
more a week to the business. Yet other individstdst direct-selling businesses
to gain social contacts or recognition otherwiseasmig in their lives. Finally,
many consumers of direct-selling company productdaieve in those products
that they are driven to share them with familyerfids, and neighborsPeople can
move in and out of these categories and can be are rthan one category

simultaneously.

* Available at http://www.dsa.org/research/indusitgtistics/?fa=01numbers.

> DSA’s 2008 survey of individuals involved in diteselling, for example, found
that 78 percent of individual direct-sellers entledrect-selling because they used
the products before becoming a distributor. DSAM2 survey found that 91
percent of direct salespersons purchase their aoyfgpgroducts for personal
consumption and use, and that such personal corigumand use by direct
salespersons and their families constituted neamg-third of total direct-selling
company sales.
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A significant percentage of DSA members employ cengation plans
where customers are offered the opportunity to eshibeir enthusiasm for the
company’s products and to receive rewards fromssaléhose consumers, and to
other consumers who in turn buy from those conssmén short, a direct-selling
company must successfully persuade its own sasspeiof the quality and value
of its products for them effectively to market taggoducts to others.

DSA has worked for decades to help develop cledreasonable standards
which law enforcement officials, legislators, legiate businesses, and the public
may use to distinguish unlawful pyramid schemesnfilegitimate direct-selling
companies and to identify and prosecute unlawfuhpyd schemes. Over the last
twenty years DSA has worked with state legislattiogsass legislation identifying
and condemning unlawful pyramid schemes. In 200 B8ccessfully worked
with legislators in South Dakota to pass an antapyd promotional scheme law.
The Council of State Governments (CSG), one ofcithientry’s preeminent state
public policy organizations, adopted this legislatianguage in its 2004 Volume
of Suggested State Legislation. See 63 CSG, Steghédtate Legislation 111
(2004). This CSG model legislation was subsequemthcted into law in Idaho,
Georgia, Utah, and Washington. See ldaho Code310&; Ga. Code § 16-12-38;

Utah Code 8 76-6a; Wash. Rev. Code 88 19.275.01239D30. And in 2011,
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with the strong support of the Nebraska Attorneyn&al, Nebraska adopted the
CSG model pyramid scheme legislation as law. Ray. Stat. § 87.302(a)(12).

In conjunction with the Direct Selling Educationdfolation (DSEF), a non-
profit consumer education organization, DSA hasgtirored many publications
(often in cooperation with law enforcement and otpablic and quasi-public
agencies) to educate the public on the differetet®een pyramid schemes and
legitimate multi-level companies and how to idgnahd avoid unlawful pyramid
schemes._See, e.g., “ Legitimate Direct SellinglNsgal Pyramid Schemes — A
White Paper®, “Legitimate Direct Selling Companies Offer Manyoi@&umer
Protections™ “Pyramid Schemes: Not What They Seem” (1991) jphbd in
cooperation with the Federal Trade Commission amé National District
Attorneys Association); “Promises. Check 'em OWlisiness Opportunity Fraud:
(1994) (published in cooperation with the NatioDatrict Attorneys Association).

See alsoMario Brossi & Joseph N. Mariano, Multilevel Markei - A Legal

Primer (2d ed. 1997).

DSA also participates as an_amicus curiae in timd ather litigation

involving direct-selling issues. See, e.q., WebsteOmnitrition Int’l, Inc, 79

F.3d 776 (9th Cir. 1996) (“Omnitrition”); State e&l. Miller v. American Prof’l

® Available at http://www.dsa.org/ethics/internaisamptionwhitepaper.pdf.

’ Available at http://www.dsa.org/ethics/consumetections.pdf.
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Mktg., Inc., 382 N.W.2d 117 (lowa 198@nd _In re Ger-Ro-Mar, Inc., 84 F.T.C.

95 (1974). DSA submits this brief as part of itgyoing efforts to put a stop to
unlawful pyramid schemes and to ensure that thdigpebntinues to enjoy the
benefits of the many products legitimate directisglcompanies offer.

DSA takes no position on the merits of this casstead, it will focus solely
on the ramifications of an overly broad applicatadrone sentence in the definition
of a “Prohibited Marketing Scheme” in the Distri@ourt's amended final
judgment and order that is the subject of this appe‘For purposes of this
definition, ‘sale of products or services to ulttmaisers’ doegotinclude sales to

other participants or recruits or to the particisanwn accounts.” Amended Final

Judgment and Order for Permanent Injunction ancelOHguitable Relief (filed
03/01/12) (Amended Final Judgment) at 5. This se@dias potentially significant
adverse consequences for DSA’s many legitimate cdgelling company
members, because it appears to prohibit compensatsed on purchases by
participants or on sales by one participant to lagot That prohibition has been
used as a remedial measure in certain circumstangelsing proven pyramid
schemes. But if it becomes embedded in the defimdf “pyramid scheme” itself,
that would present grave concerns. Whatever thigt@ decision on the merits of
BurnLounge’s appeal and the FTC’s cross-appealyotild harm hundreds of

legitimate businesses—and millions of their conssmand salespersons—to
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endorse the conclusion that legitimate directssgllicompanies that base
compensation at least in part on product purchagefirect salespersons for their
personal consumption and use are unlawful “pyrasoltemes.”
ARGUMENT
In concluding that BurnLounge, Inc. operated alawful pyramid scheme,
the District Court adopted the definition of a “pgmid scheme” set out in the

FTC’s decision _In re Koscot Interplanetary, In®G,BT.C. 1106 (1975), affirmed

in Turner v. FTC, 580 F.2d 701 (D.C. Cir. 1978) #éi€ot), and approved by this

Court in_Omnitrition, 79 F.3d 776:
[Pyramid schemes] are characterized by the paymant
participants of money to the company in return idrich they
receive (1) the right to sell a produstd (2) the right to receive in
return for recruiting other participants into theogram rewards

which are unrelated to sale of the product to w@tenusers. [Op.
19]]

The District Court then analyzed the particular tdacof BurnLounge’s
compensation plan to determine whether the plantiaetdefinition. _Id. at 20-23.
DSA generally agrees with and supports both thgrdmid scheme”
definition the District Court adopted and the tydact-specific analysis the court
employed in determining whether that definition lagp to BurnLounge’s plan.
DSA further agrees with the District Court’s vielnat if salesperson compensation
were tied to recruitment and unrelated to the sélproduct to ultimate users, it

could be pyramidal in nature. But DSA is concerrkdt the District Court
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ultimately adopted an order which, if applied togilenate direct-selling
companies, could preclude those companies from igingy wholly lawful
compensation based on their direct salespersonghases of the companies’
products for their personal consumption and usee WM discuss each of those
points in more detail below.

The definition of a “pyramid scheme.The general definition of a “pyramid
scheme” is well settled at both the federal antedevel. Federal courts regularly
hew to the definition put forward in_Koscot and pthal by this Court in
Omnitrition. And every state in the United Stafescept New Jersey) has enacted
laws defining pyramid schemes and prohibiting tfesm being marketed in the
state® The definitions vary from state to state, but traefine a pyramid scheme

similarly to the description accepted in Omnitnitio

® SeeAla. Code § 8-19-5(19); Alaska Stat. § 45.50.4Y1@); Ariz Rev. Stat.

8§ 44-1731; Ark. Code 84-88-109; Cal. Penal Cod2g &olo Rev. Stat. 88§ 6-1-
102(9), 6-1-105(1)(q); Conn. Gen. Stat. § 42-148}. Code Title 6, 88 2561-
2564; Fla. Stat. 8 849.091(2); Ga. Code 8§ 16-12FB8y. Rev. Stat. § 480-3.3;
Idaho Code § 18-3101; Ill. Comp. Stat. ch. 815 p&é®/1(g), 505/2A; Ind. Code
§ 24-5-0.5; lowa Code § 714.16.2.b; Kan. Stat. $238; Ky. Stat. § 367.830; La.
Rev. Stat. § 51:361(6); Me. Rev. Stat. Tit. 17,3®%2 Md. Code Crim. Law 8§ 8-
404; Mass. Laws Ch. 93 § 69; Mich. Comp. Law 8§ 4838; Minn. Stat.

8 325F.69(2); Miss. Code 88 75-24-51-75-24-53; Btat. 88 407.400-407.405;
Mont. Code 88 30-10-324-30-10-325; Neb. Rev. $8t87-301-87-302; Nev.
Rev. Stat. 8§ 598.100-598.130; N.H. Rev. Stat. & B5N.M. Stat. § 57 Art. 13;

N.Y. Gen. Bus. Law § 359-fff;, N.C. Gen. Stat. §29t; N.D.C.C. § 51-16.1.01;
Ohio Rev. Code 88 1333.91-1333.94; Okla. Stat.2tit. § 1071; Or. Rev. Stat.
8 646.609; Penn. Stat. Tit. 73, § 201-2(4)(xiii)].R5tat. 88 6-29-1-6-29-3; S.C.
Code § 39-5-30; S.D. Cod. Law § 37-33-3; Tenn. C®®R9-17-506(3)(b); Tex.

8
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a plan or operation in which a participant givessideration for the
right to receive compensation that is derived prilp&om the
recruitment of other persons as participants irptaa or operation
rather than from the sale of goods, services,tangjible property to
participants or by participants to othérs.

As both the federal and state definitions makerckb@ obvious evil of a pyramid
scheme is that it bases compensation only on tewuadditional participants—
not on sales of products to end users. Most tilgjcas in Koscot, participants in
an illegal pyramid scheme are required to makeelang-front investments to buy
into the plan through fees not associated withptinehase of a product, or through
‘inventory loading” (meaning sales of excessive ante of product to
participants). Participation in a pyramid schermastgrows geometrically—but
without any actual demand for the scheme’s prod{itcteere even are products).
With no viable economic engine to drive profits gralyments for later-entering

participants, the scheme collapses as the poalaifadle participants dries up

Bus. & Commerce Code § 17.461; Utah Code § 76-63(4)Stat. 9 § 2453; Va.
Code § 18.2-239; Wash. Rev. Code 88 19.275.010/29230; W.V. Code 8§ 47-
15; Wis. Stat. § 945.12; Wyo. Stat. 8§ 40-3-10D-34107.

’ SeeAla. Code § 8-19-5(19); Ariz Rev. Stat. § 44-178tk. Code § 11-4-203;
Fla. Stat. 8§ 849.091(2); Ga. Code § 16-12-38; ldabde § 18-3101; Ill. Comp.
Stat. ch. 815 para. 505/1(g), 505/2A; Kan. Stat2185838; La. Rev. Stat.
§ 51:361(6); Md. Code Crim. Law 8§ 8-404; Mass. LaWs 93 § 69; Miss. Code
88 75-24-51-75-24-53; Mo. Stat. 88 407.400-407.4@6nt. Code 88 30-10-
324(6)(a); Neb. Rev. Stat. 88 87-301-87-302; N.Mt.$ 57 Art. 13(2); N.D.C.C.
8§ 51-16.1.01; Okla. Stat. tit. 21, § 1071; S.D. Cbdw § 37-33; Tex. Bus. &
Commerce Code § 17.461; Utah Code § 76-6a; Va. Gati&2-239; Wash. Rev.
Code 88 19.275.010-19.275.030.
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Analyzing whether a compensation plan is a “pychacheme.” As the
District Court recognized in this case, “ ‘[w]hetheplan or program operates as a
pyramid scheme is determined by how it functionspmactice.”” FTC v.
BurnLounge, CV 07-3654-GW(FMOx) (July 1, 2011), 2@ (quoting Whole

Living, Inc. v. Tolman, 344 F. Supp. 2d 739, 745 (dah 2004)). And although

the definition of a “pyramid scheme” is relativetyear and consistent, actually
applying that definition to distinguish an unlawfpyramid from a legitimate
market plan can be more complicated. Doing so iregua detailed factual
analysis of the substance, actual operation, afmrament of the plan and any
precautionary rules designed to maintain a focuproduct sales to end users. As
the District Court put it, “[a] lawful [direct-setig company] is distinguishable
from an illegal pyramid scheme in the sense that ‘gnimary purpose’ of the
[lawful] enterprise and its associated individual$o sell or market an end-product
with end-consumers, and not to reward associatgigiduals for the recruitment

of more marketers or ‘associates.”” Id. at 20ofing FTC v._SkyBiz.com, Inc.,

2001 U.S. Dist. LEXIS 26185, at *28 (N.D. Okla. Awg{, 2001)).

The complication in applying this guidance oftens@s because many
legitimate direct-selling companies nominally cddte compensation based on the
amount of purchases their direct salespersons nfiaketheir own use and

consumption and/or for resale. While compensati@sed on salesperson

1C
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purchases alone could potentially support pyrarhakges in some circumstances,
legitimate direct-selling companies adopt and erdoa variety of rules in their
compensation plans to ensure that the plans’ resnamnd incentives in fact depend
on the ultimate sale of products to end users.s&eales ensure that compensation
based on salesperson purchases is paid only ié thoschases in fact ultimately
result in the use and consumption of the produgtsetd users, whether the
salespersons themselves or others to whom thel} tlesgroducts, ensuring that
compensation is based on actual consumer demartdef@roducts, and not some
iImpermissible metric.
The Federal Trade Commission underscored the tapoe of effective

enforcement of such rules over 30 years ago i lAmway Corporation, Inc93

F.T.C. 618 (1979), a decision that set the standardthe types of rules a
legitimate direct-selling company might adopt andoece to ensure that the
compensation it pays to its salespersons is uldipdiased on the sale of products
to end users, not on the mere act of recruitmést.the FTC’s decision explains,
Amway appeared to calculate compensation baseteopurchases, not the sales,
its salespersons madeSee93 F.T.C. at 645 (Administrative Law Judge Initial
Decision { 61), 712 (Opinion of Commission) (“Undee Amway Plan, each
distributor is eligible to receive a monthly ‘Pemftance Bonus’ which is based on

the total amount of Amway products he purchaset tienth for resale, both to

11
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consumers and to his sponsored distributors”). tBetCommission nevertheless
concluded that Amway did not operate a pyramid sEhdecause the rules
Amway adopted and enforced effectively ensured ttmmhpensation under the
Amway plan was ultimately based on sales of pradtaend users. See at.646

(ALJ Initial Decision | 72-75), 667-668 (ALJ latiDecision 11 142-147), 715-
717 (Opinion of Commission). By contrast, in Omitidn, this Court held the

target company’s mere adoption of some similarsrui@s insufficient to sustain
dismissal of pyramid scheme allegations, wheretimpany had failed to show its

rules were actually effective and enforced. Onitivtr, 79 F.3d at 782-78%.

The need for care when considering the legalitgahpensation based on
personal use and consumption of a company’s predogtts direct salespersons.
As noted above, DSA takes no position on whetherDstrict Court correctly
analyzed and applied the definition of a “pyramitteme” in this case. But DSA

has grave concerns about one sentence in the dDi§€lourt’'s amended final

19 DSA does not suggest that the mere adoption of Ayatype rules guarantees
that a plan is not a pyramid, or that the adoptibather types of rules could not be
sufficient for a plan to be legitimate. The keyaach instance is that whatever
rules a company may adopt be structured and erfonce manner that effectively
ensures that compensation under the plan is ukign&dcused and dependent on
sales to end users. Thus, while the types of rinedmway are one good
benchmark of the goals to be achieved and possu#nes to achieve them, they do
not dictate the only way those goals may be acldiewethe context of any
individual plan.

12
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judgment and order if it were construed to applyha case of legitimate multi-
level marketing plans.

The District Court’s order specifically prohibiBurnLounge and the other
individual defendants from engaging in a “Prohiditdarketing Scheme.”
Amended Final Judgment 8 I. “Prohibited Market®cheme” is defined in terms
virtually identical to the definition of a “pyramischeme” set forth in Koscaind
Omnitrition. Id. at 5 (Definitions § 19). But tleeder then adds a final sentence
defining which “ultimate users” may qualify as eusers upon whose purchases
compensation may be based:

For purposes of this definition, “sale of produetsservices to
ultimate users” doegnot include sales tmther participants or

recruits or to the participants’ own accounts. . [fJd19 at 5
(emphases added).]

This last sentence has potentially significantseguences for DSA’s many
legitimate direct-selling company members. Itshgsdion on compensation based
on purchases by participants or on sales by ontcipant to another may be

appropriate only as a remedial measarsome circumstances in which a plan has

already been determined to be a pyramid. Butaf fentence becomes embedded

in the standard definition of a “pyramid schemeelt—thus prohibiting
compensation based on personal use and consumpfioa direct-selling

company’s products by its salespersons in all omstances—it threatens to

13
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iImpose substantial and unwarranted injury on legite direct-selling companies
and their salespersons and customers. This rs@¥eral reasons.

First, as the Federal Trade Commission made dteay ago in_Amway
there is nothing inherently wrong with compensateaiculated on the basis of
salespersons’ purchases of the company’s produstsevihe sales plan in question
Is structured and enforced in a manner that ensheesompensation is ultimately
based on sales to end users. Sapraat 11 & n. 6. This makes sense.
Salespersons who are satisfied purchasers of et-@eding company’s products
for their own personal consumption and use areess fend” or “ultimate” users
of the products—and no less a source of legitinaatk real retail demand for the
company’s products—than consumers who have no a#iationship with the
company. As explained above, a legitimate direttrgy company’s sales of
products to its own salespersons for their persocpnasumption and use are of
substantial importance for that company. See safp8a& n.3 (citing a 2002 study
concluding that fully 91 percent of direct salesp@is purchase their company’s
products for personal consumption and use, andograbnal consumption and use
by direct salespersons and their families consstuiearly one-third of total direct-
selling company sales). The enthusiasm those galesrate for the company and
its products are an essential contributor to itssggersons’ desire and ability to sell

the company'’s products, and to recruit others tsao

14
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Second, as the Federal Trade Commission has e@dim a 2004 advisory
opinion to DSA,

[tihe amount of internal consumption in any muéw¢l compensation
business does not determine whether or not the Will€Consider the
plan a pyramid scheme. The critical question ier ETC is whether
the revenues that primarily support the commissipagl to all
participants are generated from purchases of gandsservices that
are not simply incidental to the purchase of tigatrio participate in a
money-making venture. [FTC Staff Advisory OpinitmDSA (Jan.
14, 2004), at 1 (emphasis added).]

The advisory opinion defines ‘“internal consumptiords “personal
consumption by members of a multi-level compangles force.” _Id. at 1. _ See

alsoWhole Living, Inc.v. Tolman 344 F. Supp. 2d 739, 745 (D. Utah 2004) (A

structure that allows commission on downline puselsaby other distributors does
not, by itself, render a multi-level marketing seteean illegal pyramid”).

Third, there is not a single state anti-pyramidv lahat prohibits
compensation based on internal or personal consompt plan participants. In
fact, numerous states’ laws specifically recogrizat compensation based on
direct salespersons’ purchases for personal cortsam@and use is a lawful
practice of legitimate direct-selling compantés.

For all of these reasons, it could unjustly injlegitimate direct-selling

companies, their salespersons, and the consumeysstrve, to apply the last

1 See supra at 4.
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sentence of the District Court’s definition of ayfBmid Marketing Scheme” to
assess whether any given direct-sales plan isireg# or an unlawful pyramid
scheme.
CONCLUSION

For all of the foregoing reasons, if this Court dodes that it will affirm the
District Court’s judgment and order, DSA respedyfuequests that this Court not
state or imply that payment of compensation baseddwect salespersons’
purchases of their company’s products for theisgeal consumption and use is
inherently or necessarily inappropriate or unlawful
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