The current issue and full text archive of this journal is available on Emerald Insight at:
www.emeraldinsight.com/1359-0790.htm

Pyramids, Ponzis and fraud
prevention: lessons from

a case study
Stacie Bosley and Maggie Knorr

Pyramids,
Ponzis and

fraud
prevention

81

Hamline University, Saint Paul, Minnesota, USA

Abstract
Purpose — This paper aims to empirically identify factors that increase consumer vulnerability to pyramid
scheme fraud and compares/contrasts dynamics and implications of pyramid and Ponzi fraud.

Design/methodology/approach — Statistical techniques, including multiple regression, are used to
analyze participant data (with over half a million individuals) from a now-defunct US-based pyramid scheme,
Fortune Hi-Tech Marketing.

Findings — Findings suggest that this pyramid scheme flourished in counties with identifiable affinity
groups: religious communities, Hispanic populations and certain age cohorts (e.g. recently retired).
Recruitment success varied significantly between geographic regions, with the highest levels of recruitment
in the South. While prior research finds a possible positive relationship between education and Ponzi
participation, this is not the case in the pyramid scheme studied. Furthermore, while Ponzi schemes might be
pro-cyclical, collapsing during contractions when participants seek to extract their money, this pyramid
scheme exhibited counter-cyclical behavior.

Practical implications — State and federal regulators, as well as consumer protection advocates, should
learn from analysis of past pyramid scheme cases. Such analysis informs allocation of scarce resources and
supports the case for targeted, active education. Clarifying differences between Ponzi and pyramid fraud
helps to support clear and effective intervention.

Originality/value — This is the first research to analyze national participant-level data from a pyramid
scheme to inform future action. While it confirms some past findings, such as the connection to affinity fraud,
it adds to collective knowledge on pyramid schemes and the differences between pyramid and Ponzi fraud.

Keywords Pyramid scheme, Ponzi scheme, Affinity fraud

Paper type Research paper

Introduction
Despite vigorous media and regulatory discussions of pyramid scheme fraud in connection
with companies such as Herbalife International and growing recognition of consumer
vulnerability (Federal Trade Commission, 2016a, 2016b), pyramid schemes are rarely
discussed within academic literature and are often conflated with Ponzi schemes. The dearth
of formal research limits academic contributions to active policy, regulation and prevention
discussions. One reason for limited research might be the complicated practical and legal
environment in which pyramid schemes operate. Another might be lack of access to data
from past cases. Modern pyramid schemes often take the form of multi-level marketing
(MLM) business opportunities. Providing the cover of a proffered product/service, illegal
schemes emphasize recruitment of new sellers and over retail sales (Vander Nat and Keep,
2002). In such situations, the business opportunity functions as an endless chain recruitment
vehicle, passing payments made by the newest entrants to those further up the pyramid.
Fortune Hi-Tech Marketing (FHTM) was one such MLM firm that operated from 2001 to
2013. FHTM faced pyramid scheme allegations from six states and the Federal Trade
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Commission (FTC) and is now defunct after a 2014 settlement agreement with the FTC. Data
made available from this federal settlement includes the population of over half a million
participants. This is the first study to analyze dynamics of pyramid scheme activity across
the nation, using participant level data from a former scheme. This provides a unique
opportunity to understand variation in scheme membership rates across regions and to
explore differences between pyramid and Ponzi dynamics.

We begin with a discussion of pyramid and Ponzi schemes and their connection to
affinity fraud. Beyond affinity, we continue with other factors expected to affect
victimization, including culture, economic conditions and education. We then discuss the
case of Fortune Hi-Tech Marketing and analyze participant data in the context of the
literature reviewed. Finally, recommendations are presented, informed by this analysis.

Pyramids, Ponzis and affinity fraud

To understand the context for pyramid scheme fraud, set within in a MLM context, it is
important to understand the distinctions between related realms of fraud and business
practices. A Ponzi scheme promises returns in the absence of underlying legitimate business
or investment activity, with returns paid from the investments of recently recruited
investors (Shiller, 2003). Ponzi scheme sustainability is dependent on the recruitment of new
investors and on the willingness of existing investors to re-invest funds (Frankel, 2012;
Lewis, 2012). In its simplest manifestation, such a scheme does not require the purchase of
goods or services (only contribution of funds) and does not explicitly reward recruitment of
additional participants.

Unlike Ponzis, pyramid schemes provide explicit rewards for recruitment, creating a
hierarchy of investors (Lewis, 2015). They may be structured as a modern day chain letter,
with a request for funds and an incentive to recruit additional participants. As pyramid
offerings have become more sophisticated, they are now frequently set within the context of
an MLM business opportunity. An MLM structure offers the possibility of earnings from
multiple sources — from the personal purchase or sale of a product/service and from
recruitment of additional sellers. Under this structure, the revenue resulting from a purchase
is distributed among the seller and that seller’s “upline”, those above him/her in the
organizational hierarchy. Within an illegal MLM-based pyramid scheme, product may be
bought and sold by scheme members, but compensation is primarily based on recruitment
rewards that are not tied to market-based retail activity. Note that, under this definition, an
MLM can be deemed illegal even if it offers a “legitimate” product or service. Like all
pyramid schemes, an MLM-based pyramid scheme siphons money from later entrants to
compensate earlier entrants, delivering easily foreseen losses to the vast majority of
participants.

A fraudulent scheme, whether organized as pyramid or Ponzi structure, often exploits
existing social networks to build a new network of victims. Those pre-existing networks
might be built on ties between family and friends. Vulnerable networks can also be built on
affinity, “a sense of ‘kinship’ or likeness based on characteristics common to a specific
group” (Perri and Brody, 2012, p. 356). Pyramid and Ponzi scams often target specific
identifiable groups, such as religious, ethnic, racial or professional groups. Recruitment
within a high-trust social network can serve to reduce skepticism and capitalize on feelings
of obligation or allegiance to the group and its members (Cialdini, 2001; Lynch, 1996). As the
“special trust” substitutes for deliberation, many forgo due diligence when scrutinizing
promoted opportunities (Perri and Brody, 2012). Scheme growth can occur rapidly and
without attracting notice from “outsiders”. Recruiters can reach large numbers using pre-



established infrastructure such as contact lists and meeting schedules (Austin, 2004; Luca,
2011; Perri and Brody, 2012).

Ethnic, racial or immigrant communities are common targets (Austin, 2004; Fairfax,
2001; Frankel, 2012; Perri and Brody, 2012). Age cohorts or professional groups can also be
useful conduits for schemes (Frankel, 2012; Lewis, 2012). Specific targets may depend on the
product offerings or other marketing considerations. While some scams are aimed at senior
citizens (Perri and Brody, 2012), others are accused of targeting young adults (FTC, 2015).
Religious groups are especially vulnerable to fraud. Bernie Madoff’s recruitment within the
Jewish community is but one infamous example (Frankel, 2012). Examples of past Ponzi and
pyramid schemes can be found within many denominations, including the Mormon,
Seventh-day Adventist, Baptist, Amish and fundamentalist Christian communities (Fairfax,
2001; Gunn, 2015; Lewis, 2015; Perri and Brody, 2012).

Recruiting tactics are tailored to the targeted affinity group. In the case of religion,
meetings and materials are often infused with religious language, prayers and excerpts from
religious texts. These tactics “create the illusion that not only the church, but God was
sanctioning” the scheme (Austin, 2004, p. 378). Schemes are further bolstered when
promoted by community or religious leaders, lending credibility and authority to the
scheme. Multiple cases have directly implicated religious leaders in scheme promotion
(Austin, 2004, Gunn, 2015; Perri and Brody, 2012). Recruitment can also go beyond the
individual congregation, capitalizing on pre-existing affiliations between churches.

Social and psychological consequences of pyramid schemes can differ from that of Ponzi
schemes given the explicit incentive to recruit. When affinity fraud takes the form of a
recruitment-centered pyramid scheme, Frankel (2012) notes that “victims pay the con artists
for a story and for the privilege of selling a story to others” (emphasis in original, 82). The
emotional and social consequences of scheme involvement can, therefore, be magnified
when “victims contribute to the distribution of the schemes” within tightly knit social
networks (84). Additional implications include deterioration in group trust and diminished
faith in markets or commerce. These problems may be especially pronounced for
marginalized groups with a history of oppression (Austin, 2004; Fairfax, 2001). Austin
(2004) describes the compound effect of race and religion when schemes are promoted within
African-American churches.

Affinity also presents special problems for regulators. Participants recruited within
affinity groups are more likely to remain silent, increasing scheme longevity and creating
obstacles to investigation and prosecution (Austin, 2004; Fairfax, 2001; Gunn, 2015; Perri
and Brody, 2012). Such silence can be attributed to many factors: inexperience,
embarrassment, guilt, a desire to resolve problems within the group, a reluctance to believe
that intra-group fraud is possible or hope for resolution or redemption. Given the additional
harm caused by affinity fraud, some have argued for increased penalties for perpetrators,
including religious or community leaders involved with scheme promotion (Austin, 2004;
Fairfax, 2001).

Culture, education and economic conditions

Related to affinity, cultural values and attitudes may play a role in protecting or exposing
networks to fraudulent schemes. In studying multi-level marketing, Biggart (1990) found
that industry growth could be explained by “ideological compatibility with individualistic
American culture” and the “relatively open character of social ties” (172). MLM-based
pyramid schemes thrive on two seemingly contradictory cultural traits: individualistic
pursuit of wealth, status and achievement — the American Dream — and collectivity, in the
form of strong and loyal networks. Trahan et al. (2005) discussed the connection between the
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American Dream and fraud victimization, in general, and a Ponzi scheme, in particular.
These aspirations, accompanied by a well-connected social network, are expected to be
positively related to income-related fraud.

In addition to appeals to the American Dream, MLM rhetoric frequently emphasizes
traditional values (Biggart, 1990; Bromley, 1998). This suggests that the South -
characterized by Dheer ef al. (2014) as traditionalistic and collectivistic — would have higher
membership rates than other regions in the USA, all else equal. Dheer et al found that,
relative to other regions, the North Atlantic states are less traditionalistic, more egalitarian
and more conscious of business ethics. We include sub-regions in our analysis and find that
regional culture, all else equal, does appear to impact FHTM membership.

Beyond affinity and regional culture, network susceptibility might be affected by factors
that increase immunity. If education improves financial literacy and critical thinking,
communities with higher levels of education would be expected to have fewer members.
Education could, however, affect scheme participation in two opposing ways, as increased
education could enhance relevant knowledge but also increase risk tolerance and
overconfidence (Frankel, 2012; Tennant, 2011). In a study of Jamaican Ponzi victims,
Tennant found that more-educated individuals were more likely to join the scheme but had
lower exposure (i.e. less invested) relative to other victims.

Education may have different effects on Ponzi and pyramid scheme participation. As
Ponzi schemes are typically promoted as financial instruments with larger per capita
investments, education that increases income may increase participation in this risk-seeking
behavior because of increases in wealth and confidence in financial decision-making.
Pyramid schemes, especially those promoted as MLLM ventures, are often promoted as part-
time jobs delivering supplemental income — at least in the short run (Koehn, 2001).
Investments in such schemes include a relatively small initial sum, time devoted to
recruitment and ongoing payments/purchases to maintain bonus eligibility. Given this
difference in context, increases in education might generate greater immunity from MLM-
based pyramid schemes than from Ponzi schemes.

Related to education, MLM finds an audience in those who are underemployed or in need
of an additional income source (Biggart, 1990; Daquis et al., 2013; Legara et al., 2008). As it is
difficult to determine if a specific MM is a pyramid scheme in disguise, recruits seeking a
non-traditional income source might unwittingly become victims of a scheme (Keep and
Vander Nat, 2014; Vander Nat and Keep, 2002). This suggests that networks with more
unemployment or underemployment are more susceptible to scheme promotion. Analyzing
FHTM membership data from Montana, Bosley and McKeage (2015) found that
membership was, in fact, higher in counties that experienced larger economic contractions.
Ponzi schemes, on the other hand, have been found in some cases to follow business cycles,
collapsing during economic contractions when participants are most likely to withdraw
funds (Lewis, 2012). As with education, it is possible that pyramid and Ponzi schemes
respond differently to changes in economic conditions.

We use this foundational literature to inform the analysis of pyramid scheme participant
data. Before presenting this analysis and findings, we introduce the specific case being
examined: Fortune Hi-Tech Marketing (FHTM).

Case study — Fortune Hi-Tech Marketing

Promoted as a multi-level marketing opportunity, FHTM recruited over half a million
members in the USA, Canada and Puerto Rico. Members, referred to as “independent
representatives”, typically paid a joining fee of $299. This entry fee allowed the member to
access purported product/service discounts, to sell products/services, and to sell the FHTM



business opportunity to other recruits. While the firm did produce some proprietary
products, it largely sold access to pre-existing goods such as Dish Network or TaxBot.
Investigation ultimately revealed that FHTM could not offer a discount as a third-party
vendor (Federal Trade Commission et al. v. Fortune Hi-Tech Marketing, Inc., 2013a). To
maintain eligibility for compensation, members were required to meet minimum monthly
purchase requirements. Further expenditures included training, selling aids, convention/
meeting fees. In January of 2013, the FTC filed civil charges against the firm alleging
excessive earnings claims and pyramid scheme activity. Based on the terms of a May 2014
settlement agreement, the firm was closed and the founders banned from future MLM
activity (Federal Trade Commussion et al. v. Fortune Hi-Tech Marketing, Inc., 2014).

The data for this research are the result of the company’s settlement with the FTC. While
personal information was redacted, the data set provides location and recruitment date for
all 521,217 FHTM independent representatives in the USA, recruited between the start of
2001 and January 2013. As the data do not include specific recruitment lines (i.e. who
recruited who), our study seeks to understand membership within geographic regions.
Figure 1 depicts variation in FHTM participation at the county level. FHTM recruited at
least one member in 96 per cent of the nation’s counties during its 12-year run. While three-
fourths of counties had between one and five members per 1,000 working age adults, 28
counties had a rate exceeding 20. As an example of the variation, FHTM ultimately recruited
219 people in Shelby County, MO (or 62 per 1,000 in the working age population) but
recruited only one person in Roane County, West Virginia (or 0.1 per 1,000 in the working
age population). Note that the participation (or membership) rate is defined based on all who
have joined in that county by the end of 2012 regardless of the duration of active
participation in the scheme, as nearly all participants leave within one year of joining.

Scheme data confirm expectations of widespread losses. The FTCs expert witness
concluded that, between 2006 and mid-2011, 94 per cent of participants left within one year
of joining and a minimum of 90.5 per cent experienced financial losses (Federal Trade
Commission et al. v. Fortune Hi-Tech Marketing, Inc., 2013b). By 2011, the retention rate had
fallen to 2.4 per cent and 99 per cent of participants earned commissions of less than $1,000
(Federal Trade Commission et al. vs Fortune Hi-Tech Marketing, Inc. 2013c). Expenses
associated with participation (e.g. join fees, monthly inventory requirements, selling aids,
training fees, convention expenses and foregone wages) likely exceeded commissions for
most in this group.
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Figure 2.

FHTM Growth and
decline in the USA
(2001-2012)

Figure 3.

FHTM Growth and
decline by select
states (2001-2012)

Figures 2 and 3 demonstrate the rapid expansion and decline in FHTM activity, both at the
national and state levels. The growth pattern in Texas, Colorado and Florida represents the
typical trajectory for most states and the nation as a whole — multiple years of low to
moderate activity followed by rapid expansion in 2008-2010 and swift decline in 2010-2012.
Some states did experience multiples waves of activity, exhibiting “breaktimes” when
attrition overwhelmed word-of-mouth recruitment (Daquis et al, 2013, p. 23). As pyramid
schemes are a confidence game, scheme reputation can collapse rapidly when recruitment
becomes more difficult or negative word of mouth spreads. Such a collapse may occur
within an isolated region or social network or more broadly if information spreads through
weak ties to other networks.

While this boom and bust scheme activity is associated with the nation’s “Great
Recession”, dated December 2007 to June 2009 (NBER, 2015), there is unexplained variation
in membership rates after controlling for changes in local economic conditions. The relevant
literature has identified additional factors that characterize network differences and could
generate variation in membership rates.

County-level membership analysis

To capture the impact of network characteristics on scheme membership, we analyze
membership rates using counties as a proxy for local social networks. Using OLS regression,
we estimate the following for the i™ county:
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where Y; captures the FHTM membership rate (members per 10,000 in the county’s working
age population), A; represents affinity variables, E; captures education, U; captures local
economic conditions and R; represents regional dummy variables. Summary statistics for
these variables are provided in Table I.

Additional controls include “months since first FHTM member” and county population
density. Membership is expected to be higher in counties with an earlier first join.
Population density is included to capture two possible effects:

(1) the relationship between density and transaction costs in person-to-person
recruitment; and

(2) therelative appeal in urban versus rural settings.

If positively associated with membership, density could be reducing costs and/or the scheme
could appeal more to urban social networks, all else equal. If negative, this suggests that the
scheme appeal to rural social networks trumps reduction in distance-related costs.

Table II captures the OLS regression output, where many independent variables are
logged to generate elasticity estimates. Note that, in the absence of guidance from past
research, we opt for the constant elasticity assumption for most variables. The first
regression includes median household income, as higher income is expected to make the
scheme investment more affordable but lessen the appeal of an MLM-based sales
opportunity, all else equal. Given that income is correlated with educational attainment and
economic conditions, we removed the income variable in the second estimation. While there
are some changes in statistical significance, the qualitative conclusions remain unchanged.
The discussion that follows will use coefficients when household income is included.

Results indicate that approximately half of the variation in county-level participation
rates can be explained by our set of explanatory variables. Furthermore, they provide
evidence of affinity fraud. FHTM attracted more members in counties with larger Hispanic
communities, though there was no significant difference between recruitment in Black and
other non-Hispanic populations. Scheme recruitment was also more successful in more
religious counties and in locations with a larger population of recently retired individuals
(65-74). As an illustration of effect size, assume a county that takes on all mean values and is
located in the South. If the per cent of 65-74 aged residents in that county increases by 1
percentage point (e.g. from 8.64 to 9.64 per cent), all else equal, the FHTM membership rate
rises from 19.07 to 20.64 persons per 10,000 in the working age population, an 8.3 per cent
increase. Controlling for all other factors, the scheme did not grow differently in
communities with higher immigrant populations.

As was suggested by Figures 2 and 3, local economic conditions did impact membership.
A higher unemployment rate range between 2002 and 2012 is associated with stronger
recruitment. The number of years in contraction (i.e. number of year-to-year increases in
unemployment rate) is also positively associated with membership, though only modestly
significant when income is excluded. This seems to support the hypothesis that scheme
recruitment will be strongest in areas with larger economic contractions. On the other hand,
if two counties have the same unemployment rate range and years in contraction, the
membership rate is lower in the county with the highest maximum rate. This suggests that,
while the appeal might be greater when individuals are seeking alternative or supplemental
sources of labor income, recruitment may be less successful in the most depressed regions as
participation does require initial and, typically, ongoing financial investments. Note that
these counter-cyclical findings are in direct contrast to the observed dynamics of some Ponzi
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Table 1.

Summary statistics
for county-level
variables

n = 3139 counties Mean SD Minimum  Maximum
FHTM membership?

Members 165.91 540.74 0.00 9427.00
Members per 10,000 in working age pop 3351 43.08 0.00 618.71
Months since first FHTM member 111.90 40.88 0.00 147.07
(A) Affinity®

Per cent Black 8.88 14,51 0.00 85.70
Per cent Hispanic 8.28 13.19 0.00 95.70
Per cent religious adherents” 51.43 18.19 3.10 192.50
Per cent foreign born 4.10 5.26 0.00 59.47
Per cent 15-24 12.97 352 3.30 48.80
Per cent 25-34 11.55 2.08 480 27.70
Per cent 35-44 12.18 1.59 5.90 20.50
Per cent 45-54 14.97 152 6.30 24.50
Per cent 55-64 13.21 2.15 4.00 28.10
Per cent 65-74 8.64 218 240 28.60
Per cent 75 and older 7.25 2.35 0.70 21.10
(E) Education®

Per cent less than high school 15.45 6.91 1.02 55.03
Per cent with high school 34.88 7.01 9.06 64.47
Per cent with some college 29.92 5.25 11.55 49.23
Per cent bachelors or more 19.74 8381 3.23 74.39
(U) Local economic conditions®

Unemployment rate range (%) 5.99 2.56 0.80 21.70
Unemployment rate max (%) 9.83 3.39 2.90 30.60
Years in contraction 5.21 1.13 1.00 10.00
Median household ($) 45,992.71 11,650.37 21,572.00 11,7680.00
(R)Region®

Pacific (WA, CA) 0.04 0.20 0 1
Mountain (NV, ID, MT, WY, UT, CO, AZ, NM) 0.09 0.29 0 1
West North Central (ND, SD, NE, KS, MN, IA, MO) 0.20 0.40 0 1
East North Central (WI, IL, MI, IN, OH) 0.14 0.35 0 1
South (TX, OK, AR, LA, AL, GA,KY, TN, WV,

VA, NC, SC, FL, MS) 0.44 0.50 0 1
Middle Atlantic (NY, PA, NJ, DE, MD, DC) 0.06 0.23 0 1
North Atlantic (CT, RI, MA, VT, NH, ME) 0.02 0.14 0 1
Non-continental (AK, HI) 0.01 0.10 0 1
Population density"

Density per square mile 257.73 1,722.98 0 69,468.4

Sources: *Fortune Hi-Tech Marketing member data: Federal Trade Commission; PRace and age data: 2010
Decennial Census, US Census Bureau, religious adherence data: Grammich et al. (2012), foreign born data:
2005-2009 American community survey, US Census Bureau; “Education attainment data: Decennial Census,
US Census Bureau; “Unemployment data: Local area unemployment statistics, Bureau of Labor Statistics,
median household income data: small area income and poverty estimates, USDA ERS; “Regional data:
Dheer et al. (2014); ‘Population density data: 2010 Decennial Census, US Census Bureau; *Note that the per
cent of religious adherents in a county can exceed 100 per cent if residents worship in a county other than

their county of residence




Predicting Ln FHTM Membership (per 10,000 in working age population)

)

(i)

Months since first FHTM member 0.019747* (0.0006) 0.0198*** (0.0006)
Affinity

Ln per cent Black —0.0222 (0.0165) —0.0185 (0.0165)
Ln per cent Hispanic 0.0855*** (0.0290) 0.0724** (0.0290)
Ln per cent religious adherents 0.1516** (0.0620) 0.1284** (0.0620)
Ln per cent foreign born —0.0076 (0.0266) —0.0188 (0.0265)
Ln per cent aged 15-24 —0.3459** (0.1626) —0.1625 (0.1579)
Ln per cent aged 25-34 0.5100%* (0.2034) —0.2900 (0.1981)
Ln per cent aged 35-44 0.3418 (0.2731) 0.0812 (0.2683)
Ln per cent aged 55-64 —1.0674**%* (0.2600) —1.0345%* (0.2607)
Ln per cent aged 65-74 0.7251%#* (0.2245) 0.8672:#* (0.2226)
Ln per cent aged 75 and older —0.3483*¥* (0.1355) —0.2560% (0.1347)
Education

Ln per cent less than HS 0.1502%* (0.0771) 0.29147** (0.0711)
Ln per cent HS —0.0904 (0.1281) 0.0069 (0.1268)
Ln per cent some college 0.3011** (0.1373) 0.3135** (0.1378)
Local economic conditions

Unemployment rate range (%) 0.1100%#* (0.0213) 0.0860%*** (0.0208)
Unemployment Rate Max (%) —0.0747%%* (0.0182) —0.0433** (0.0169)
Years in contraction 0.0255 (0.0168) 0.0300%* (0.0168)
Ln median household income ($) —0.7360* (0.1599)

Region

Pacific 1.1508*** (0.1743) 1.0851%** (0.1742)
Mountain 1.7157%%* (0.1631) 1.7713*%** (0.1633)
West North Central 1.5546%** (0.1479) 1.5691%** (0.1484)
East North Central 1.5973%*% (0.1447) 1.5776%*%* (0.1451)
South 1.8431%%* (0.1479) 1.8820%** (0.1482)
Middle Atlantic 0.2641* (0.1543) 0.1953 (0.1542)
Non-continental 0.8908*** (0.2589) 0.78327#* (0.2583)
Population density

Ln density per square mile —0.0572%% (0.0205) —0.0662*%* (0.0204)
Constant 8.3600%** (2.7024) —1.2530 (1.7071)
n 3137 3138

r 0.5057 0.5022
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Table II.
Regression
coefficients

schemes which thrive during expansions as high rates of return are more credible and falter
during contractions as investors attempt to withdraw funds.

Regional culture appears to play a significant role in membership rate variation. As
expected, the North Atlantic (the excluded region) and Southern states have the lowest and
highest rates, respectively, and effect size is substantial. For example, counties with mean
values in the South versus North Atlantic have membership rates of 19.07 and 3.02,
respectively (per 10,000 in the working age population). FHTM recruitment was most
successful in the South and least successful in the North Atlantic, supporting the hypothesis
that schemes grow better in traditional and communal societies.

Beyond regional culture, the population density variable suggests that the scheme was
better received in rural communities. While transaction costs for person-to-person
recruitment are theoretically higher as density falls, FHTM recruitment was negatively
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associated with density. We conclude that cultural factors dominated transaction costs (i.e.
transportation and time associated with person-to person recruitment).

Educational attainment appears to have inoculating effects. The FHTM membership rate
rises if county educational attainment falls (e.g. a higher proportion without a high school
degree or some college rather than a bachelor’s degree). This relationship is present whether
income is included or excluded in the analysis, suggesting that potential increases in risk-
seeking behavior are dominated by inoculation, possibly because of enhanced critical-
thinking skills or specific financial/consumer literacy gains. Finally, as expected, the county
has a higher membership rate if the scheme was introduced earlier.

Results suggest that this alleged pyramid scheme was best received in a Southern rural
county with a high proportion of Hispanic and religious residents, low educational
attainment, a larger proportion of just-retired individuals, and a large economic contraction
(though enough income and security to allow for needed financial investments). It is
important to note that FHTM is a case study — other schemes may target different affinity
groups. The role of religion, for example, may have been more pronounced in the FHTM
case as it was promoted by a number of pastors who were large net-winners in the scheme. It
is also difficult to ascertain whether differences in membership rates were because of
targeted marketing, aimed at the identified affinity groups, or if those affinity groups were
more susceptible to the scheme pitch or both.

Implications

Regulation and enforcement

Scheme participation can be fueled by trust, greed, hope, social pressure and gullibility
(Frankel, 2012; Lewis, 2015). Responses fall into multiple categories: regulation, enforcement
and education (Gunn, 2015). In the arena of regulation and enforcement, some have argued
for a fraudster’s registry, as many scheme leaders are repeat offenders (Frankel, 2012; The
Economist, 2012). Such a registry may be useful to deter some participants, especially those
who seek information beyond the rhetoric provided by the firm or its promoters.
Whistleblowers could be supported (Lewis, 2012) and harsher penalties sought for scheme
founders and top earners, who rarely face criminal prosecution (Fairfax, 2001).When the
scheme is perpetrated within a vulnerable affinity group, Fairfax (2001) has even argued for
hate crime charges given the damage to social institutions so integral to the progress of
historically oppressed communities. As an additional deterrent, both the SEC and FTC are
becoming more assertive in pursuing clawback litigation that seeks to recover assets
broadly from net winners, regardless of the winner’s position in the organization (Bosley
and McKeage, 2015).

Increased enforcement can come at the state, regional or federal level. In the FHTM case,
individual states initially investigated the firm, ultimately leading to federal action through
the FTC Midwest Regional Office. Increased enforcement will require additional training
and resources — individual states or FTC/SEC regional offices may lack sufficient internal
expertise or resources to investigate or litigate such cases. Such an investment should
include development of data-driven “red flag” training, built on an understanding of recent
MLM-based schemes and the differences between Ponzi and pyramid fraud. For example,
this study demonstrates that less-educated groups during recessions might be prime targets
for pyramid schemes, while more-educated groups during expansion might be more likely
be victims of a Ponzi scheme fraud. Training should also reflect the unique difficulties
associated with identification and investigation of affinity fraud. Detection and timely
response is critical to avert exponential growth and corresponding social, psychological and
financial harm.



Beyond increased penalties and enforcement, regulatory or policy changes could create a
brighter line between legal multi-level marketing and pyramid scheme activity. This is not a
new problem. Senator Mondale introduced federal legislation to outlaw pyramid schemes —
including those set within a MLM context — in 1972, 1973 and 1975 (University of Minnesota
Law Library, 2016). More recently, Vander Nat (2015) argued for a federal pyramid scheme
rule. Other suggestions are aimed at altering MLM compensation plans. For example,
Brooks (2016) argues for the removal of inventory purchase qualifications — elements of
the compensation plan that tie bonus eligibility to minimum product purchases. Both the
settlement between the FTC and Vemma (Truth in Advertising, 2016) and the settlement
agreement between the FTC and Herbalife (FTC, 2016a) emphasize the need to curtail these
“pay to play” elements of an MLM marketing program. While our analysis does not
specifically inform these recommendations, it does demonstrate the implications of a firm
that operated openly as an MLM firm for over a decade (with inventory purchase
qualifications). FHTM extracted financial and social capital, while recruits and regulators
sought to understand the nature of the firm’s operations and intentions. This case, among
many others, suggests the need for enhanced clarity for regulators, consumers and investors
(in cases where the firm is publicly traded).

Passive and active education

As detection, deterrence and regulation cannot possibly prevent all fraud, consumer
education is critical. Gunn (2015) describes passive and active education efforts that have
been used to counter pyramid and Ponzi fraud. Passive education includes websites,
hotlines, brochures, public service announcements and other general tools to broadly
educate the public. Passive education is necessary but not sufficient. As Gunn describes:

[...] active education responses targeting specific groups — namely those who are the same
targets of affinity fraud schemes — directly provide information that is tailored to the group’s
needs instead of relying on the belief that individuals may hear a public service announcement,
view a website or call a hotline (40).

Some states have used active education to combat specific threats (Fairfax, 2001; Gunn, 2015).
Alabama and Hawaii partnered with the North American Securities Administrators Association,
hosting community outreach programs to educate professional trade unions who were recent
targets. Montana, working with AARP, held public meetings (including a documentary film and
buffet meal) to highlight cases of elder fraud. Similar active education strategies have been
suggested for Mormon and African-American churches (Austin, 2004; Gunn, 2015).

The FHTM analysis further supports investment in active education, as affinity-based
connections supported scheme growth. Such initiatives could reduce the distortion of earnings
expectations, most easily distorted within a high trust environment, and improve agent
decision-making. If community or religious leaders can enhance scheme credibility and social
pressure within a social network, those same influential persons can be used to combat affinity
fraud. Educational materials, informed by past examples of fraud, can be tailored to the
interests and needs of the ethnic, religious, professional, age or racial group. The strong ties
that foster and protect fraud can be used to exert pressure against a new scheme if network
members are armed with warning signs and empowered with strategies of due diligence. Such
an investment would not only protect the financial well-being of members but also the in-group
trust and trust in markets, essential for economic development of marginalized groups (Austin,
2004; Fairfax, 2001).

Partnerships may help leverage the connections and resources that exist outside of
government. In the case of FHTM, the AARP could have been an ally in reaching the
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65-74 aged population who were likely seeking supplemental income in this post-
retirement phase. Hispanic and religious leaders would have similarly been essential
partners in preventing FHTM participation. Ties within and between churches, for
example, could (best case) proactively or (worst case) defensively be used to efficiently
communicate and educate. Beyond affinity, active education could be aimed at more
vulnerable networks, including counties with dramatic economic contractions and
lower educational attainment. FHTM results indicate vulnerability based on population
density and region, though these findings may be specific to this case study.

Conclusions

While pyramid scheme fraud is a recognized threat to consumer welfare, few studies have
examined empirical scheme data to inform policy and prevention. This study examines one
such alleged scheme, FHTM, promoted as a multi-level marketing business opportunity.
Member recruitment is set within a network context, where network characteristics (affinity,
economic conditions, education and culture) are expected to affect recruitment success.
Analysis reveals exponential growth and collapse, widespread losses, low distributor year-
to-year retention and wide variation in county-level membership rates. Local recruitment
was affected by the presence of particular affinity groups, with membership rates being
highest in the most religious counties and in those with larger Hispanic populations.
Regional culture appeared to play a significant role, ceteris paribus, with highest recruitment
in the south and mountain regions and lowest in the north and mid-Atlantic regions. In
terms of local economic conditions, participation was higher in counties with larger changes
in the unemployment rate and more years in contraction. County educational attainment
appears to have some inoculation effect, both through higher income and human capital
accumulation.

Although FHTM is only a single case study, results strongly suggest a need for tailored
and targeted education efforts specifically relevant to pyramid schemes, informed by the
differences between pyramid and Ponzi fraud. Education efforts could be aimed at
community or opinion leaders (e.g. religious and community leaders) and incorporate
empirical findings, including the impact of local economic conditions. Fraudulent practices
typically come to the attention of regulators only after significant complaints have been
filed, making prevention especially crucial in an environment of victim silence (Anderson,
2004; Perri and Brody, 2012). Prevention efforts can be more efficient and efficacious if
informed by past schemes. Active education efforts should be tailored to affinity groups and
complement enhanced penalties, enforcement and regulation. While pyramid schemes can
result in lower average losses than Ponzi schemes, they often extract significant sums from
those in vulnerable economic conditions and erode trust within social networks. Significant
investment in efficient prevention and enforcement is warranted.
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