Nitro Distributing v. Alticor

©www.mlmlegal.com

Welcome to the MLMLegal.com Legal Cases Project. Here you will find hundreds of legal cases
in the fields of MLM, Direct Selling, Network Marketing, Multilevel Marketing and Party Plan.
The cases span federal and state courts as well as administrative cases from the FTC, FDA, IRS,
SEC, worker’s compensation, unemployment compensation, etc.

The intent of the MLMLegal.com Cases Project is strictly educational, and, to provide insight
into the legal issues and cases for an industry that spans the globe in upwards of 150 countries
with sales volume exceeding $100 billion and distributor involvement in the tens of millions.
MLMLegal.Com does not promote or endorse any company. MLMLegal.Com offers no value
judgments, either pro or con, regarding the companies profiled in legal cases.

Jeffrey A. Babener, principal attorney in the Portland, Oregon, law firm Babener & Associates,
and editor of www.mImlegal.com, represents many of the leading direct selling companies in the
United States and abroad.

www.mimlegal.com www.mlImlegal.com www.mlImlegal.com www.mlmlegal.com

Nitro Distributing v. Alticor

Case: Nitro Distributing v. Alticor (2006)

Subject Category: Arbitration Clause Enforceability
Agency Involved: Private Civil Suit

Court: Eighth Circuit Court of Appeals

Case Synopsis: The Eighth Circuit was asked to decide if Amway's arbitration clause bound the separate
motivational tools business of an Amway distributor.

Legal Issue: Does an arbitration clause, which binds a distributor, also bind that distributor’s separate
business if the separate business has not signed an agreement to arbitrate?

Court Ruling: The Eighth Circuit ruled that the distributors' "tools business" was not bound by the
arbitration clause, even though the owner was bound through their ownership of an Amway
distributorship. Nitro Distributing distributed motivational tapes and materials to support and
encourage Amway distributors. These materials were sold to distributors to help them support their
downlines, in direct competition with Amway's in house motivational materials. The owners of Nitro
also owned an Amway distributorship. Amway's rules prohibit a distributor from operating a tools
business in conjunction with a distributorship. The tools business sued, and Amway attempted to
enforce the arbitration clause from the owners distribution business against their tools business, despite
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the tools business never having agreed to arbitrate. The court ruled that common ownership of the
distribution and tools businesses did not cause the arbitration clause of one to bind the other. The
Amway rules prohibit tools businesses, and by their terms, do not govern the conduct of tools
businesses.

Practical Importance to Business of MLM/Direct Sales/Direct Selling/Network Marketing/Party
Plan/Multilevel Marketing: An arbitration clause is not enforceable against a corporate party who does
not agree to be bound. Common corporate ownership does not defeat this rule.

Nitro Distributing v. Alticor, 453 F.3d 995 (2006) : The Eighth Circuit ruled that the distributors'
"tools business" was not bound by the arbitration clause, even though the owner was bound through

their ownership of an Amway distributorship. Nitro Distributing distributed motivational tapes and
materials to support and encourage Amway distributors. These materials were sold to distributors to
help them support their downlines, in direct competition with Amway's in house motivational materials.
The owners of Nitro also owned an Amway distributorship. Amway's rules prohibit a distributor from
operating a tools business in conjunction with a distributorship. The tools business sued, and Amway
attempted to enforce the arbitration clause from the owners distribution business against their tools
business, despite the tools business never having agreed to arbitrate. The court ruled that common
ownership of the distribution and tools businesses did not cause the arbitration clause of one to bind
the other. The Amway rules prohibit tools businesses, and by their terms, do not govern the conduct of
tools businesses.
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453 F.3d 995 (2006)

NITRO DISTRIBUTING, INC.; West Palm Convention Services, Inc.; Netco, Inc.; Schmitz & Associates, Inc.;
U-Can-ll, Inc., Plaintiffs-Appellees,

ALTICOR, INC,, a foreign corporation; Amway Corporation, a foreign corporation; Quixtar, Inc., a foreign
corporation, Defendants-Appellants.

No. 05-3686.
United States Court of Appeals, Eighth Circuit.
Submitted: May 15, 2006.

Filed: July 11, 2006.
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Thomas C. Walsh, argued, St. Louis, Missouri (James R. Sobieraj and Timothy Q. Delaney, Chicago,
Illinois, on the brief), for appellant.

R. Dan Boulware, argued, St. Joseph, Missouri (Todd H. Bartels and R. Todd Ehlert, St. Joseph, Missouri,
on the brief), for appellee.

Before WOLLMAN, BRIGHT, and RILEY, Circuit Judges.

BRIGHT, Circuit Judge.

. . . . . . 1order
Alticor, Inc., Amway Corporation, and Quixtar, Inc. (collectively "Amway") appeal the district court's=
denying their Motion to Dismiss, or in the Alternative, to Stay the Case and Compel Arbitration. On appeal, they argue (1) the district court erred in determining that
Amway's arbitration agreement does not bind the plaintiffs, and (2) the district court erred in determining that the arbitration agreement was procedurally and

substantively unconscionable. We affirm the district court on the first point on appeal and do not reach the second point.

Background

The five plaintiffs in this case are motivational tools businesses associated with the Amway trade.
Amway, a multinational company with sales in excess of $5 billion, sells a wide variety of products
ranging from kitchen cleaner to jewelry to, in some countries, coffee and milk. Because Amway has a
unique business model, an overview of its practices helps understand this case. Amway distributes its
products via a "network marketing" method. Under this method, a potential distributor must be
sponsored into the company before he or she may sell Amway products. The sponsor, the sponsor's
sponsor, and so on, are the "upline" for the new distributor. Amway encourages distributors to establish
a "downline" by sponsoring other distributors, and it awards bonuses based on the volume of both the
distributors' sales and the sales of their downline. Amway calls this system the "products business".

Sponsors use motivational tools like tapes, lectures, and rallies to recruit new distributors and to
encourage their downlines to sell as many products as possible. The "tools business" arose to meet the
demand for motivational tools. Amway's rules prohibit a distributor from also operating a motivational
tools business, which would compete with Amway's own tools business. Distributors therefore create
separate entities to run these businesses.

The plaintiffs in this case are tools businesses, each of which is owned by a distributor who also operates
an Amway products business. With the exception of Netco, none of the tools businesses has ever signed
an arbitration agreement with Amway, although each is owned by a distributor whose products business
has signed such an agreement. Amway seeks to bind the tools businesses to the arbitration agreements

signed by the products businesses.
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The plaintiffs sued Amway in district court. The district court refused to enforce Amway's arbitration
agreement and stayed further proceedings pending appeal. First, the district court determined that the
arbitration agreements did not bind the tools businesses because the tools
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businesses neither signed the agreements nor acted as agents of the products businesses that did sign.
Additionally, the district court determined that, even if the tools businesses were subject to the
arbitration agreements, the agreements were unenforceable because they were unconscionable. The
district court noted that the arbitration agreement contained a severability clause that would sever any
illegal portions of the agreement without rendering the entire agreement invalid. The court stated that,
if the arbitration agreement did bind the plaintiffs, the parties would be required to find a neutral
arbitrator in order for the contract to be enforceable.

Amway now appeals the district court's ruling.
Discussion

This court reviews de novo arbitration issues based on contract determination. Keymer v. Management
Recruiters, Int'l, Inc.,169 F.3d 501, 504 (8th Cir.1999). To the extent that the district court based its order
on factual findings, we review using the clearly erroneous standard. /d.

In its first point on appeal, Amway asserts the district court erred in determining that the arbitration
agreements did not bind the plaintiffs. According to Amway, the agreements bound the plaintiffs either
on the basis of estoppel, agency, or the interlocking dependency between Amway, the products
businesses, and the tools businesses.

Amway first argues the plaintiffs should be bound on the basis of estoppel. Amway asserts that "a
nonsignatory may be bound to an arbitration agreement (a) when it receives a direct benefit from the
contract containing the arbitration provision, or (b) by maintaining its entitlement to rights or benefits
under the contract." According to Amway, the plaintiffs receive a direct benefit from the contract
because they benefit in general from the Amway network and because their related distributorships
conduct their business in accordance with the Amway Rules of Conduct, specifically Amway Rule 4.14.

However, benefitting in general from the Amway network is not the same as directly benefitting from
the Amway Rules of Conduct. The direct benefit of an Amway distributorship agreement is the right to
sell Amway products and services and to recruit others to do the same. The tools businesses perform
entirely different functions. In addition, because Amway does not allow its distributors to also operate
tools businesses, Amway's Rules of Conduct, including Rule 4.14, by definition apply to only those in the
products business. As Amway itself stated in a letter to one of the plaintiffs, disputes involving tools
businesses "do not appear to be covered by our Rules of Conduct or by [the plaintiff's] Amway
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distributor contract." Accordingly, any benefit the tools businesses derive from the Amway Rules is, at
best, indirect and insufficient to support estoppel.

Amway also incorrectly argues that the arbitration agreement should bind the plaintiffs because the
plaintiffs maintain their entitlement to rights or benefits under the Amway Rules of Conduct. The
plaintiff tool companies do not assert that they are entitled to any rights or benefits under the Amway
Rules. Their lawsuit does not allege any violations of that contract. In addition, as both parties admit, the
Amway rules do not cover tools businesses, so the plaintiffs by definition could not benefit or derive
rights from them. Cf. Dominium Austin Partners, LLC v. Emerson,248 F.3d 720, 728 (8th Cir.2001)
(binding nonsignatory parties to a partnership agreement where those parties had made allegations in a
class action lawsuit
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that treated all parties as signatories and were based in part on the partnership agreement).

Next, Amway argues that the plaintiffs are bound by the arbitration agreement because they are agents
of the products businesses. An agent is subject to the same contractual provisions, including arbitration
contracts, to which the principal is bound. Pritzker v. Merrill Lynch, Pierce, Fenner & Smith, Inc.,7 F.3d
1110, 1121 (3d Cir.1993). Amway, however, has failed to show that the tools businesses are agents for
those companies because it has not demonstrated that they had actual or apparent authority to act on
behalf of the products businesses. Amway cannot plausibly assert that it reasonably believed the tools
businesses had the authority of an agent when Amway's own Rules of Conduct mandate the two types
of businesses remain separate and unconnected entities.

Third, Amway asserts that the plaintiffs may be compelled to arbitrate under the "community of
interest" doctrine, because the interests of the plaintiffs are directly related to Amway's interests and
only by ordering arbitration may evisceration of the underlying arbitration agreement be avoided. The
cases Amway cites in support of this proposition, however, relate to situations where a nonsignatory
attempts to bind a signatory to an arbitration agreement. Pritzker,7 F.3d 1110; CD Partners, LLC v.
Grizzle,424 F.3d 795 (8th Cir.2005).

In this case, the inverse is true: Amway, the signatory, is attempting to bind the nonsignatory plaintiffs
to the arbitration agreement. Although Amway maintains this is a nondistinction, the Second Circuit
noted in Thomson-CSF, S.A. v. American Arbitration Ass'n that the nature of arbitration makes the
distinction important: "Arbitration is strictly a matter of contract; if the parties have not agreed to
arbitrate, the courts have no authority to mandate that they do so." 64 F.3d 773, 779 (2d Cir.1995).
Because the plaintiffs never indicated a willingness to arbitrate with Amway, the estoppel cases cited by
Amway are "inapposite and insufficient justification" for binding the plaintiffs to an agreement they
never signed. Id.; See also Keymer, 169 F.3d at 504 ("[A]rbitration is a matter of consent, not of
coercion."
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The parties disagree on whether one of the plaintiffs, Netco, actually signed Amway's arbitration
agreement. Charlie and Kimberly Schmitz own Netco. In 1984, before Netco came into existence, Charlie
Schmitz signed an application to become an Amway distributor. In 1985, he signed a form allowing
Amway to automatically renew each year his distributorship. In 1990, Charlie and Kimberly incorporated
Netco, and Netco began operating as both a distributorship and a tools business in 1991. The Netco
corporate application did not contain an arbitration agreement, but it did state that Netco would comply
with the Amway Rules of Conduct. Amway automatically renewed Netco's distributorship each year,
apparently based on Schmitz's 1985 automatic renewal document. In 1998, Amway unilaterally
amended its Rules of Conduct to include an agreement to arbitrate. By 1999, Netco was no longer
operating as either an Amway distributorship or an Amway tools business.

Under these facts, we cannot say that Netco agreed to be bound by the agreement to arbitrate. We
have emphasized that arbitration is a matter of contract. See Keymer, 169 F.3d at 504. Netco never
signed Amway's arbitration agreement. At best, it merely ratified for one year Rules of Conduct that, by
Amway's own admission, applied solely to products businesses. In this lawsuit involving
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tools businesses, Netco is not bound by Amway's arbitration agreement.
In its second point on appeal, Amway asserts the district court erred in determining that its arbitration
agreement was both procedurally and substantively unconscionable. We need not reach this argument

for we hold that the plaintiffs are not bound by Amway's arbitration agreement.

Accordingly, we affirm.

Footnotes

1. The Honorable Richard E. Dorr, United States District Judge for the Western District of Missouri.
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