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Stock Price: $68.01 
Average Volume: 2.11M 
Short Float: 25.07% 
Dividend Yield: 0% 
 
Investment Conclusion 
As a result of the recent FTC ruling to restructure 
Herbalife’s business and compensation structure, the 
Company’s Net Sales is forecasted to dramatically fall 
due to a high price point, heavy competition, and no 
retail presence. 
 
The FTC will begin enforcing the injunction within 60 
days, and will take a maximum of ten months to be 
fully implemented.  
 
FTC – “it is no longer business as usual at Herbalife” 
 
A forecasted range of EBIT impact and forecasted P/E 
ratio is used to determine the 1-year price target of 
$25-$30.  
 
Although further regulation in other countries is 
expected, as the SEC works with several foreign 
regulatory bodies, it is not assumed in this analysis. 
 
Investment Thesis 
 
Strong sell with a 1-year price target of $30-40 
Entry recommended after Q2 Earnings 

Introduction to Herbalife 
 

Herbalife is an American multilevel marketing 
company, with over 4 million distributors in over 90 
countries. 
 
It has been under constant investor scrutiny as activist 
investors Bill Ackman (short $1Bn in HLF stock) and 
Carl Icahn (long 3.66% of the company) debate over 
Ackman’s accusation of Herbalife being ultimately a 
“pyramid scheme”. 
 
Herbalife is in the business of people recruiting people 
recruiting people.

  
(does that structure remind you of anything?) 

Importantly, Herbalife is not a direct seller. 
Distributors buy products from Herbalife at a 
discount, and either resell them at “retail prices” or 
consume the products themselves. 
 
Distributors have two ways to earn money: 

1. Retail profit – derived from selling to 
consumers 

2. Recruiting rewards – derived from the 
purchase of other distributors 

 
Based on several rules (distributors are hit with 125 
pages of texts and forms upon signing up), a 
distributor’s primary source of compensation and 
rewards come from recruiting additional distributors 
into their downline, with the product as an 
afterthought. 

 

  



What constitutes a pyramid scheme?  
 

From the FTC website: 
“Pyramid schemes now come in so many forms that 
they may be difficult to recognize immediately. 
However, they all share one overriding characteristic. 
They promise consumers or investors large profits 
based primarily on recruiting others to join their 
program, not based on profits from any real 
investment or real sale of goods to the public.”1 
 

Herbalife is a Pyramid Scheme  
 

There are a multitude of factors that lead to a rational 
conclusion that Herbalife is indeed a pyramid scheme. 
1. Herbalife’s top earning distributors are 

“recruiters”, not retailers 
2. Herbalife’s products are not sold in retail stores, 

except China due to MLM regulatory laws 
3. Herbalife’s compensation structure is primarily 

dependent on the number of a distributor’s 
“downline” (i.e. number of recruits and their 
number of recruits) 

4. Herbalife sells its products only through its 
“Nutrition Clubs” 

 

Nutrition Clubs 
 

Herbalife imposes several constraints on a Nutrition 
Club, the only viable outlet for distributors to sell 
Herbalife products legitimately. 
If residential, the Nutrition Club may not use any 
exterior sign 
If non-residential, the Nutrition Club may have a sign 
IF: 

 It does not imply a retail location and doesn’t 
invite product purchase 

 It does not promote shakes or products 

                                                             
1 https://www.ftc.gov/public-statements/1998/05/pyramid-schemes 
2  “Our significant promotions are generally aimed at generating increased levels of recruiting and retention of distributors” – Herbalife annual report 2005 

 It does not imply any relationship to Herbalife 
 It does not state if the Club is open/closed 
 It may not promote the product visible from 

the exterior 
 It may not advertise its products 
 It must cover windows to ensure interior of 

Club is not visible 
 It must not state, imply, or suggest that any 

retail products are available for sale 
 Club operators may not earn Retail Profit 

Compared to their “competition”, the number of 
Nutrition Clubs in Mexico has expanded from 50 to 
40550 in the last decade.  
 
So what is the real purpose of Nutrition Clubs? 
 
Greg Probert, Herbalife President: 
“What we’re seeing is really the slowdown is more 
attributable to not opening up new stores. And that is 
on purpose. Our distributors want to retranche and 
retrain and the go back to a period of accelerated 
growth. So I think what you will see is retention will 
probably go up as we go through this phase. And then, 
we want to get back to active recruiting which is 
another word for opening Nutrition Clubs.” 

FTC Ruling 
 

The FTC ruled that Herbalife’s compensation structure 
was unfair and requires Herbalife to restructure its 
business to reward retail sales to customers and 
eliminate incentives for recruiting.  
 
The FTC ruling requires Herbalife to: 

 Compensate distributors only for “Profitable 
Retail Sales”, 

 Eliminate purchase requirements, 
 Ease product buyback program, and 
 Cease from misrepresenting and making 

misleading claims regarding, amongst other 
things, income and lavish lifestyles, 

 
Herbalife will be given ten months to transition from an 
effective pyramid scheme to a nutritional company 
that serves low-quality and expensively priced 
products. However, given that: 
 
 Herbalife’s products are materially more 

expensive than comparable nutrition shake 
powders, some at least 60% more expensive than 
its counterpart, 

 Herbalife’s products are heavily commoditized, 
with next-to-no differentiating factor and spends 
virtually no advertising for its products2 

 Herbalife’s multivitamins are more than 3x the 
price, and 

 Herbalife spends a tiny amount of its revenue to 
R&D, possessing only one US patent compared to 
GNC’s 21, 

 
its net sales will almost surely diminish after a 
complete restructuring. 
 
 



How Has Herbalife Lasted So Long? 
 

By expanding into other countries. As Herbalife enters 
a new country, it experiences a significant boom in 
retail sales. All pyramid schemes must end, however, 
and before the house of cards fall in one country, 
Herbalife enters another country to mask the 
unsustainable growth. 

  
 

 
 
In Herbalife’s 2015 annual report, it is notable to 
consider that although Herbalife has operated in the 
North American segment for 35+ years, it’s net sales is 
almost equal to China’s, their current target for 
growth (see Appendix I). 
 

                                                             
3 https://www.ftc.gov/system/files/documents/cases/160715herbalife-stip.pdf 

Price Target 
 

- “It’s only 22% of the Business” 
Although it is true that the US accounted for 22% of 
net sales, the impact to profitability will be likely far 
greater: 
 Herbalife’s LTM reported Net Sales in the US are 

$880M (Appendix I) 
 At a 43% contribution margin, this represents 

$375M maximum potential EBIT exposure 
 Assuming a conservative drop of $200M in EBIT 

with no corresponding SG&A reduction, 
Herbalife’s Net Income will fall ~$125M 

 This results in decreasing the EPS by $1.46, 
resulting in a conservative EPS estimate of $3.11.  

 Using a range of P/E ratios, the one-year price 
target is $30-$40. 

 Analysis presented in Appendix II. 

 

Risks 
 

 Short Squeeze 
 

Herbalife has recently granted Carl Icahn an 
increase in ownership limit from 25% to 34.99%. 
Thus, a massive buy order could trigger a short-
squeeze, including Ackman’s $1Bn short position. 

 Further Expansion 
 

Herbalife may find new countries to expand, 
although they are running out, and eventually 
will. (see Appendix VI) 

 Earnings Manipulation 
 

Michael Johnson’s (CEO) compensation is largely 
dependent on meeting EPS targets. To that 
extent, expect large earnings manipulation that 
could trigger short squeezes. 

 Share Buybacks 
 

Herbalife has recently announced that it’s 

considering implement a share buyback program, 
no doubt an effort to squeeze short sellers. 

 Enforcement 
 

The FTC may prove slow or ineffective in 
enforcing their recent ruling on Herbalife, 
although sentiment in press statements and blog 
posts indicate the contrary. 

 China 
 

The Chinese segment may continue to grow, 
although Herbalife’s recent 10-Q filing 
demonstrates that growth is slowing in China. 
History in Japan, Spain, Germany, France, etc. 
have demonstrated that the “drop” occurs quickly 
after a pop.  

 

Catalysts 
 

 Sparks Further Regulatory Scrutiny 
 

Further regulatory attention in other countries 
after the FTC ruling may accelerate Herbalife’s 
eventual (and inevitable) demise. The FTC works 
with more than 100 foreign competition and 
consumer protection authorities around the 
world. 

 Enforcement 
 

The FTC ruling states that “no later than sixty days 
after the entry of this Order,” an Independent 
Compliance Auditor (ICA) must be selected by 
mutual agreement of Herbalife and the 
Commission staff. Enforced compliance of the 
statement will ensure that Herbalife’s pyramid 
structure will begin to crumble.3 

 Momentum 
 

Significant selling by insiders may spark low 
confidence in the stock and trigger a sell-off.  

  



Illustrative EPS Impact

Reference Pro Forma Earnings

Illustrative Change in EBIT (200)$      (300)$      (375)$      

Tax Rate 38% 38% 38%

Illustrative Change in NI (124)$      (186)$      (233)$      

Diluted Shares 85.6 85.6 85.6

Illustrative EPS Impact (1.45)$     (2.17)$     (2.72)$     

HLF Management Guidance 4.58$        4.58$      4.58$      4.58$      

Pro Forma EPS 4.58$         3.13$      2.41$      1.86$      

Estimated Price 

P/E Ratio

14.00 x 15.00 x 16.00 x 17.00 x 18.00 x

Pro Forma EPS:

3.13$                   43.82$    46.95$    50.08$    53.21$    56.34$    

2.41$                   33.74$    36.15$    38.56$    40.97$    43.38$    

1.86$                   26.04$    27.90$    29.76$    31.62$    33.48$    

 
Appendix I HLF Net Sales by Geographic Region 

  
 
Appendix II Illustrative EPS Impact and Estimated Price 
 
 
 

 

 

 

 

 

 

 

 

 

 



Appendix III Herbalife’s Pop-and-Drop 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

  



Appendix IV Google Maps Pictures of Listed Herbalife Nutrition Clubs (Montreal, Toronto) 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

  

 



Appendix V Other Pictures of Herbalife’s Nutrition Clubs 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

  

  

Notice: 
 No exterior signage 
 No mention of Herbalife or its logo on exterior 
 Windows are covered so you cannot see inside 
 No advertising/promotion 
 No indication of when the Club is open/closed 
 No depiction of product 
 
Nutrition Clubs are designed in a way to promote recruitment over 
retails sales 



Appendix VI Herbalife is Running Out of Countries 

 


