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Wine Grape Council of South Australia

The Wine Grape Council of South Australia was established in 2007 to provide South Australian
grape growers with a peak council and forum for regional grower organisations to develop
policies and strategies to ensure that viticulture remains an economically sustainable industry.

The Council represents 3,750 wine grape producers in South Australia and is entirely funded by
member contributions.



EXECUTIVE SUMMARY

The Australian wine industry has experienced previous downturns, but the impact of the current
downturn has been far greater largely because of the high exposure of the industry to an export
market which has seen major decline since 2004.

A WGCSA survey of SA grape growers in January 2010 found:

9 only 35% of respondents reported a profit from wine grapes in 2010;
I 70% now rely on off-farm income to balance losses from grapes; and
T 10% would sell their vineyard if they could.

Analysis of Wine Australia research reveals that in 2011:

9 over 80% of grapes in the Riverland were sold below the cost of production; and
T 30% of grapes in cool climate regions were sold below cost of production

Much of this is being processed into bulk wine for an export market that is unsustainable, i.e. the
wine can only be supplied while processors can secure grapes at $100-$400 below the cost of
production.

The continuing strength of the Australian dollar, economic uncertainty in our major export
markets, declining global wine consumption and increasing competition from (in particular) other
southern hemisphere producers are indicators of a downturn that may continue for five years or
more. The drivers of the 1987-2004 boom —low dollar, market opportunity, high regard for
Australian wine, deregulation of UK liquor laws, etc. — are also unlikely to re-emerge, certainly not
as a whole.

The need for major industry adjustment was identified through the industry-initiated WRAA
process but the response has been insufficient, and in SA primarily limited to the Riverland.
Additional measures are required or the (already high) impact on families and regional
communities will only increase.
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1. OVERVIEW

The wine industry contributes $2.2 billion (directly) to the South Australian economy. This
includes $1.6 billion in exports which represents 64% of Australia's total wine exports. It
employs 10,800 people directly, the majority of who work and live in regional communities
(PIRSA, 2009).

South Australia is Australia’s most important wine state:

1 Two-thirds of exports are sourced from our state

1 South Australia is home to five of the 15 most globally recognised wine brands
(Intangible Business, 2010)

The downturn being experienced by the SA (and Australian) wine industry is unprecedented:

9 Total farmgate value of winegrapes has nearly halved in six years, from $818m to
$361min 2011 (Table One):

T In 2011 over 80% of grapes in the Riverland and 30% of grapes in cool climate regions
were sold below cost of production (Wine Australia Price Dispersion Report, 2011)

1 The total value of Australian wine exports has dropped by a quarter, from $2.9 billion

in 2007 to $1.93 billion in 2011 — including an 11% decline in the year to 2011 (Wine

Australia, 2011);

Australia is the only wine exporter losing value in exports (Rabobank, July 2010)

The number of people employed in grapegrowing fell by 2,042 in SA in the period

2001-2006 (ABS Census series)
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Table One:Change in Farmgate Value of Wine Grapes, South Australia 2011-2010
600

550

A
500 /\\\‘/\ \ A
450 g \/ \\\‘\ // \\

400 =

\\/ ~\
300 \ IREN
250 \

200 T T T T T T T T T T 1
2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011

Farmgate Value ($ million)

Phylloxera and Grape Industry Board of SA, 2011 Winegrape Utilisation and Pricing Survey




A survey by WGCSA of SA’s 3,650 vineyard owners in January 2011 found that:
9 Only 26% of respondents reported winegrapes as their primary source of income; and
9 Only 35% reported a profit from wine grapes in 2010 (Hackworth, 2011)

The oversupply is not restricted to Australia. Global vineyard area has declined from a peak of
7.9 million hectares in 2003 to an estimated 7.6mha in 2010. However production actually
increased by 3% over the same period while consumption has decreased by 5% in the last 4
years (OlV, 2011).

65% of Australian production is now exported, the highest rate of any wine producing country
(Anderson, 2010). We are therefore highly exposed to currency fluctuations and our
competitiveness has been eroded by an appreciating Australian dollar fuelled by the mining
boom, high official interest rates and the slow recovery in the US and Europe from the GFC.

The impact of the export decline has been exacerbated by a local market facing a flood of
imports: New Zealand imports have tripled to 65 million litres and imported wines now
represent 12% of the domestic wine market by volume (Wine Australia, WineFacts, 2011).

Supermarket ‘own brands’ are also challenging traditional wineries for shelf space. The total
market value share of ‘own brands’ increased 3-11% of in the four years to 2010 (Wine
Australia, 2011). In the same period volume share grew to 19% (Greenblat, 2010).

2. BOOM AND BUST CYCLES

Australia is in its fifth boom and bust cycle (Anderson, 2010). The most recent, 1987 to 2004,
was preceded by a 12 year downturn that culminated in the 1985-87 vine-pull scheme. The
winegrape surplus then was 8%, compared to 20%+ today.

A range of factors came together to create the conditions for the boom:

9 floating of the SAUS in late 1983 saw its value drop significantly against the £UK and
SuUs

9 the success of 'Crocodile Dundee' in building strong awareness of Australia (Baker,
2005)*

9 asignificant market opportunity — only 14% of global production was exported at that
time, today that has risen to 32%

9 increased demand In the UK (world’s largest wine market) driven by 1980’s economic
reforms and retail liquor law liberalisation

Australian wine was seen as a unique product, fruit-driven with consumer-friendly labels that
over-delivered on all price points. The expansion at all levels of the industry was
unprecedented:

9 inthe 15 years to 2002 the area planted to vines more than doubled, from 73,000ha in
1987 to 159,000ha in 2002;
9 from being a net importer of wines prior to the boom, Australian wine exports rose to

! According to Baker, Australia went from No 78 on the “most desired” vacation destination list for Americans to No 7
three months after the launch, and locked into the top two for the next two decades




represent 65% of sales;

91 with only 2.3% of the world's vines Australia now has 8.8% of the export market,
compared to less than 1% at the start of the boom; and

9 Inthe eight years from 1993 to its peak in 2001 the average price per litre of export
wines rose from $2.80 to$4.76 per litre.

As with the boom, a number of factors came together to trigger the 'perfect storm' of the
oversupply that commenced in 2004:

9 the wine industry had lobbied successfully in 1993 for accelerated depreciation of
vineyard assets. Managed investment schemes took advantage of the accelerated
depreciation provisions to plant large vineyards in Langhorne Creek, Barossa Valley,
Coonawarra and the Riverland, the fruit from which flooded the market just as
demand was beginning to ease;

T Growing competition from Chile, Argentina, South Africa all of which had significantly
lower production costs and currency advantages

T Inthe UK the market power of Sainsbury's and Tesco's was such that Australian
producers were unable to increase prices to compensate for currency appreciation and
annual increases in UK wine taxes

9 Negative media about Australian wine has impacted sales: in 2009/10 Australia was
the only country to see demand for its bottled wine fall.

1 Domestic demand was hit by the popularity of New Zealand Sauvignon Blanc with
Chardonnay producers seeing demand drop almost overnight

After 2007 as the Australian dollar steadily rose against other currencies the value of
Australian exports fell dramatically, the market gradually falling to other southern hemisphere
(Table Three). The value of exported wine is now back to the 1993 level of $2.80/litre (Wine
Australia, 2010).

Table Three: Wine Exports by Value, 19932009 (US$m)
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3. EXPORTS
United Kingdom

The UK is Australia's biggest market — 36% of all Australia’s wine exports, by volume, are
landed there (Wine Australia, 2011). Trading conditions for Australian wine producers have
become progressively less favourable in recent years:

9 The AUSS appreciated by 52.3% against the £UK in the four years to March 2010 while
the currencies of our major competitors have increased at a significantly slower rate
(Table Five). Argentina's currency has devalued by 6.9%;

9 Excise duty on wine sold in the UK (Australia's major export market) has increased by 47
pence to £2.25/litre (£1.69/bottle) since March 2007 (HM Revenue and Customs, 2010).
While this effects all producers, our rapidly appreciating currency means the impact if
far greater on Australian producers;

The dominance of two major supermarkets, Sainsbury’s and Tesco’s, in the UK which
reduces the ability of importers to negotiate more favourable conditions;

 Negative media portraying Australia as primarily a producer of commercial wines, good
value but essentially boring and lacking in ‘terroir’;

1 The new Liberal-Conservative coalition government has announced a range of measures
to reduce debt. These include major cuts to the civil service and a rise in the VAT from
17.5% to 20% in January 2011. History would suggest that this rise will have to be borne
by producers. Alcohol duties will rise by 2% above inflation each year until 2015.

Table Five: Change in Value of £UK,

Country 2006 2010 | Change
us 0.52 0.63 +20.2%
South Africa 0.07 0.09 +22.8%
Chile .0009 .001 +28.8%
Argentina 0.17 .16 -6.9%
Euro 0.52 0.63 +20.2%
Australia 0.40 0.62 +52.3%

Data Source: HM Revenue and Customs
United States

Economic growth in the US (Australia's second largest export market) remains stagnant and
consumer spending is not expected to recover until 2014. House prices have fallen by 16.7%
on average since 2007 (IAS360: House Price Index).

Again unfavourable exchange rates are making this an extremely difficult market for
Australian producers. Domestic wine sales grew by 1.8% to 222.7m cases in 2009 while
imports were down 2.2% to 74.3m cases (Decanter August 2010).

On the positive side the potential for growth in the US is considered substantial because of
low per capita wine consumption per capita in the US (roughly half that of France). It is also
estimated that ageing and changing demographics could see US consumption increase by 70%
by 2030 (Lapsley, 2010)




Asia Pacific

The Asia Pacific, including China, is the fastest growing region globally (Euromonitor, 2010).
6% of Australian wine exports now got to China making it our fourth largest market for wine.
Most importantly nearly two-thirds of the wine is bottled; compared to less than a third to
the UK. Australian wine exports to China are selling at an average price of $5.62/l, compared
to $3.42/1 in the UK and $3.52 in the US. (Wine Australia, 2011). Australia is now a close 2" to
France for wine imports to China and Jacob's Creek is China's top-selling imported wine.

Per capita wine consumption currently accounts for only 2% of volume of China’s alcohol
consumption. China is viewed by most as a massive opportunity long-term but it is a complex
market with multiple layers of bureaucracy and distribution remains a problem. Highlighting
the challenges for exporters has been the recent issue of counterfeiting of Australian wines in
China. (Wine Australia, media release, 2010)

Of course every wine producing country is focussing on China's potential. However China has
a major vine planting program of its own, once the people of this highly nationalistic country
develop a taste for wine will it be for their indigenous product and if not will that wine be
looking for a home on the international market too?

In India, wine consumption is predicted to grow by 30-40% over the next five years but off a
very low base of less than one million cases per annum (Rabobank, 2008). Again India is seen
as a long term market only.

4. PRODUCTION ADJUSTMENT

Despite seven years of oversupply, only 3% of the total SA vine area has been removed in the
three years to July 2011 (Table Five) against the minimum 20% identified through the Wine
Restructuring Action Agenda south. The Phylloxera and Grape Industry Board estimates that
SA currently has 110,000 tonnes of uncontracted fruit and that this could rise to 278,000
tonnes in 2015 (PGIBSA, 2010).

Table Five: SA vines removed 2008-11

Vine Area 2008* Vine Area 2011* Ha Removed (%)
Barossa 13,411 13,419 8 (0.6%)
Fleurieu 15,436 15,252 184 (1.2%)
Limestone Coast 16,038 15,752 286 (1.8%)
Riverland and.ower Murray 22,925 21,235 1,690 (7.37%)°
Mt Lofty Ranges 10,706 10,469 237 (2.2%)
SA 78,717 76,363 2,354 (3.0%)

*Phylloxera and Grape Industry Board
**Wine Australia, Winefacts dashboard

% Riverland Wine Grape Growers Inc. believe that approximately 4,000ha has been removed from their region aided by
subsidies through a range of government assistance programs




Unless there is a dramatic upswing in demand up to 20,00ha of vines, primarily in cool climate
regions may need to be removed in South Australia before supply-demand balance is
achieved. The removal of uneconomic cool climate vines must be the priority; they are being
sold at significant loss to their owners and artificially depressing the value of warm climate
fruit in whose market they are forced to compete.

While there is no definitive data on why this response® has been less than expected,
anecdotal evidence suggests a combination of the following:

9 the market value of vineyards has collapsed; e.g. vineyards in the Barossa that sold for
$100k/ha 6 years ago cannot find buyers at a third of that price today (Braunack,
2010);

T 10% of the WGCSA survey respondents identified selling up as the best solution for

them

the high cost of removing vines and the lack of alternative uses for vineyard land*

'Can’t sell, can’t pull, can’t neglect...so I'll keep growing grapes'

Hopes of demand returning, fuelled by mixed market messages (e.g. Ruthven, 2010)

Off-farm income providing some relief from grape losses

The inherent reluctance to destroy something that people have spent years of their life

establishing and nurturing
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Despite many vineyards carrying high debt we are yet to see a significant increase in banks
foreclosing — despite the almost annual declarations of the next year being the ‘crunch year’.
The Valuer General has re-valued vineyard land down significantly and this may also increase
pressure on lenders to foreclose.

5. OTHER CHALLENGES
Water

The Murray Darling Basin Authority (MDBA) will release the draft basin management plan
later in 2011. The plan will see the introduction of sustainable diversion limits (SDL's) with the
potential for a significant reduction in water entitlements. SDL's will not necessarily bring any
additional certainty into the water market as the basin plan will still allow for allocations to be
varied subject to storage levels and rainfall. It is unclear whether compensation will be paid
for any reduction in entitlements.

Within SA growers are having to deal with increasing uncertainty around access to water:

 The Groundwater Border Agreement remains stalled
Water Allocation and Planning is also dragging
9 The rapid rise and prohibitively high cost of water in Clare and MclLaren Vale

® WGCSA is currently undertaking further research into this issue
*82% of all vineyards in SA are less than 25ha, significantly limiting their use for non-horticulture primary production




Alcohol Abuse as a Public Health Issue

The impact of alcohol on health is a growing community concern and measures to reduce
consumption are likely to have a significant impact on the wine industry. Groups such as the
National Drug and Alcohol Research Centre continue to lobby for the price of cheaper wine to
rise, arguing that it is needed to address the estimated 3.5 million of Australians who
experience alcohol dependence, or periods of serious abuse, during their lifetime (Rose,
2010).

The Henry Tax Review argued that a change from the current ad valoremtax to a volumetric
basis 'should be pursued as a priority', albeit phased in over a long time (Henry, 2010). A cask
of wine currently selling for $12 would rise to nearly $18 under a volumetric tax.

The Winemakers Federation of Australia in its submission to the review estimated that a
volumetric would impacted most severely on inland wine regions with a drop in grape
requirement of 192,000 tonnes.

Climate Change

The SA industry has taken a lead in responding to climate change; it was the first industry
sector to enter into an agreement under the SA Climate Change and Greenhouse Reduction
Act. At a local level vintages through the first decade of the 21% century have been
significantly more contracted with harvest dates in a number of regions 3-4 weeks earlier than
30 years ago. This trend is replicated in Europe and the US.

Work undertaken by the University of Melbourne indicates that increases in temperature will
impact most on warmer inland regions, with grape quality reducing and a resultant impact on
grape prices (Webb, 2006). In the long term some varieties may need to be replaced and/or
significant changes to viticultural practices may need to occur if regions are to survive.

Ross Garnaut in his 2008 Climate Change Review estimated that without mitigation
agricultural production in the Murray Darling Basin could decline by up to 92 per cent by
2100, the result of longer and more frequent droughts.

Industry is responding by adopting mitigation measures. Some are taking a more pragmatic
risk reduction approach; Brown Bros, Shaw and Smith recently purchased vineyards in
Tasmania.

A carbon tax is planned to be introduced from 1 July 2012. While agricultural production has
been specifically excluded from the tax, producers and processors will face increased
electricity and transport costs. Because of the small size of most private vineyards — 82% of
are less than 24ha - it is likely that any benefits from the proposed carbon farming initiative
will be limited to large properties where only a small proportion is used in viticulture.




6. INDUSTRY OUTLOOK

The future value of the Australian dollar will be a major determinant for demand for Australian
wine. While it is impossible to predict currency movements, one of the major factors behind the
currency’s strength is China’s demand for Australian raw materials, specifically coal and iron ore.
The Reserve Bank released its analysis of the Chinese steel market in December 2010 (Holloway,
2010). China now accounts for 45% of global steel production; 1.7 tonnes of iron ore and

more than half a tonne of coking coal is required for each tonne of steel. The RBA report states
that ‘the production and consumption of steel (in China) are likely to rise further, underpinning
strong demand for both iron ore and coking coal.” This increases the likelihood of the SAUS
remaining high.

In addition Australia’s official interest rates are significantly higher than those of our major
markets and trade competitors (Table Four) which, while the difference remain, will continue
to attract international capital and boost the value of the Australian dollar.

Table Four Global Interest Rates, July 2011

Japan
United States
Switzerland
United Kingdom
Canada

Euro Area
New Zealand
Australia
South Africa
China

India

Argentina 9,54

0.00 2.00 4.00 6.00 8.00 10.00

Source: Inter-Agency Group on Economic and Financial Statistics

Finally the global economy is struggling to emerge from the impact of the 2009 global
financial crisis. The global outlook is for a slowing in economic activity while downside risks
have increased, primarily because of the fiscal challenges facing the ‘PIIGS’ group of European
economies and uncertainty over the United States (IMF, 2011). Specifically the outlook for
Australia’s traditional export markets is discouraging with projected growth in the US 2.6% in
2011 and 2.5% in 2012. The UK outlook is bleaker, 2.0% in 2011 and 2.4% in 2012.

However the emerging markets of Asia continue to boom with China’s growth projected at
9.4% and 9.5% and India’s at 7.7% and 8.0%. (IMF, 2011)
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