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Customer concentration is one of the key risks in 
any sale transaction, whether to a third-party or 
an ESOP. In our experience, loss of an important 

customer or a material piece of business post-closing could 
lead to a catastrophic erosion in the company’s value. In 
turn, this can result in myriad fiduciary, legal, and financial 
issues, and even attract unwanted regulatory scrutiny. Such 
catastrophic loss in value represents the most significant 
material risk to ESOP stakeholders. 

That being said, there are several practical approaches 
to evaluating customer concentration risks and correctly 
pricing them into the deal. These approaches are routinely 
utilized by (non-ESOP) third-party acquirors as part of their 
transaction due diligence. 

However, in the authors’ experience, ESOP trustees 
sometimes perform less “objective” due diligence, relying 
too heavily on unverified assertions from the company 
regarding the strength of customer relationships. 
Consequently, it is instructive to examine how third-party 
acquirors analyze and perform due diligence on customer 
concentration. 

Arguably, adoption of a similarly rigorous approach would 
be highly beneficial to prevent significant post-closing 
issues in ESOP transactions. 

The most obvious implication of high customer 
concentration is a material reduction in profits resulting 
from the total or partial loss of a customer’s business. 
However, even assuming that no loss of business occurs, 
the existence of customer concentration is likely to have an 
enduring impact on the company’s operations and outlook. 

For example, because of the customer’s importance to the 
company, the customer often has significant leverage over 
the company, which can lead to ongoing pricing pressure 
and other unfavorable concessions (e.g., credit terms, 
inventory carry requirements). 

Further, dependence on one or a handful of customers 
can result in a less flexible business model that limits the 
company’s growth prospects. For instance, the existence 
of a dominant customer could have a chilling effect on 
the company’s efforts to attract new business, which 
generally pales in comparison to the size of the dominant 
relationship. In some cases, incentive arrangements with 
employees discourage growth of new business by tying 
compensation solely to the amount of revenue generated, 
without taking into account profitability or the importance 
of establishing new relationships.

In traditional transactions involving mergers and 
acquisitions, buyers typically spend a significant amount of 
time performing due diligence on issues related to customer 
concentration. This level of due diligence enables buyers 
to fully analyze the risks, potential mitigating factors, and 
corresponding impact on value. 

Customary due diligence focuses on two key areas. The 
first typically involves evaluating:

• The percentage of revenues and profits represented by 
specific customers.  

• Historical changes in customer concentration. 
• Historical losses of customers, reasons behind them, 

and the company’s ability to replace the business. 

• Length and strength of the customer relationship, key 
decision makers on both sides, and risks associated 
with transitioning the relationship in the event of 
personnel changes. This would include the length and 
enforceability of any restrictive covenants in place for 
key company personnel. 

The second key group of factors focuses on assessing 
potential mitigating factors, such as:

• Long-term contracts.
• Multi-location contracts. 
• Multiple and independent decision makers responsible 

for different locations/divisions under the contract. 
• Track record of successful contract renewal. 
• Importance of the company’s products or services to 

the customer (i.e.,“stickiness” of the business). 
• Clear strategy to diversify customer mix, supported 

by appropriate incentives for sales and other key 
personnel. 

Buyer-specific mitigating factors include potential 
diversification of customer mix when the company and 
buyer’s client lists are combined. Consequently, strategic 
buyers and private equity firms with existing platforms are 
more likely to overcome customer concentration issues 
than other types of buyers. For the most part, this ability 
to diversify customer mix by combining businesses is not 
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available to an ESOP purchaser—a critical difference that 
should be kept in mind by ESOP trustees.

Sometimes, ESOP trustees rely too heavily on the 
existence of multiple contacts with multiple decision 
makers as solid evidence that the loss of one or more 
contacts will not result in the loss of the entire relationship. 
Even multiple relationships can be affected by high-level 
policy decisions that result in a change in corporate 
direction. 

An example of the inadequacy of one ESOP’s due 
diligence procedures is highlighted by a clothing 
manufacturer whose dominant customer was a major “big 
box” retailer. The trustee obtained unequivocal assurances 
from the company that the relationship with the retailer 
was unshakable, due to the existence of multiple contracts 
with the retailer—each of which involved a different line 
of business and a different relationship manager at the 
company. 

By relying on these unverified assurances, the trustee 
failed to anticipate a post-closing decision by the retailer to 
outsource all manufacturing to Asia.

At a minimum, trustees should review the annual reports 
and public statements issued by the company’s major 
customers, as those documents may indicate potential 
changes in corporate direction that could affect the overall 
relationship with the company. 

This recommendation would have served well in the 
ESOP transaction involving a contractor that supplied 
crushed stone for home and road building projects. Its 
dominant customer was a major national homebuilder, 
and the company’s presentation to the trustee reflected an 
expectation of increasing sales to this customer. A simple 
review of the homebuilder’s publicly available annual report 

would have uncovered an anticipation of a recession and a 
dramatic drop in new home construction.

In addition to reviewing publicly-available information, 
the most important element of the due diligence process is 
calling the company’s customers. These calls typically are 
conducted to validate information provided by the company 
and to evaluate the relationship and outlook from the 
customer perspective. 

Traditionally, sellers to an ESOP resist this level of 
diligence, citing concerns that any such calls will adversely 
affect critical customer relationships. Third-party 
purchasers generally ameliorate this risk by delaying calls 
until the closing is imminent, agreeing upon a script in 
advance, and having the company management participate 
in the call. 

In practice, customers—and, ultimately, companies 
themselves—often view these calls as a valuable 
opportunity to take stock of the relationship and at 
times, identify areas of growth or improvement. Further, 
customers typically perceive ESOP transactions as less 
threatening to their relationship with the company as 
compared to a sale to third party. ESOP trustees, when 
appropriate, should insist on this level of verification, 
notwithstanding company concerns. 

Customer concentration may become a deal breaker, 
particularly for ESOPs and financial buyers that do not have 
existing platforms in the sector and thus cannot diversify 
customer mix by combining a target’s operations with their 
existing businesses. However, following a thorough due 
diligence that includes customer calls, many buyers might 
get comfortable with this risk by identifying mitigating 
factors and making appropriate valuation adjustments, thus 
minimizing post-closing exposure.  

Hawaii Employee Owner Retreat
Employee Owner Retreat Adds a New Location, Earlier Time

Lei down a solid foundation, develop new perspectives 
on ownership, and learn with and from one another 
at the Employee Owners Retreat in Hawaii. This is the 

first year the retreat has been in Hawaii and we can’t wait to 
say Aloha to you.

Designed primarily for hourly and salaried non-managerial 
employee owners, the Employee Owner Retreat offers a 
combination of small group discussions and structured 
exercises

Typically, attendees come from ESOP companies where 
developing a culture of ownership is an important aspect 
of corporate success. Participants are often members of 
the board, ESOP committees, problem solving teams, or 
company trainers, and informal non-managerial leaders.

Topics include:
• Ownership Communication Forum & Knowledge 

Sharing.
• Understanding Financial Information & Financial 

Analysis.
• Team Problem Solving Skills.
• Networking and ESOP Experience. 
ESOP companies are encouraged to send up to six 

employee owners to the retreat; sending multiple employee 
owners often makes post-retreat implementation more 
effective.

For more information about the Employee Owner Retreat 
in Hawaii, or to register, e-mail our Meetings Department at 
Meetings@ESOPAssociation.org.  
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