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wine grapes and wine
outlook to 2012-13

brenda.dyack,thomas.jackson,adam.fosterand ian.shaw

Over the outlook period to 2012-13, wine grape pricesin Australiaare
expectedtoincrease. Theincrease reflectsacombination of short term
domestic supply constraintsand increasesin export prices. While wine
grape production in 2007-08 s estimated to recover by 15 per cent from
thatin2006-07, output willagain be restricted by reduced water availability
and willbe well belowthe recordin 2004-0s5.

Assumingareturntoaverage seasonal conditions, productionis forecast
toincreaseagainin 2008-09and by 2009-10 output of wine grapesis
projectedtoreturntolevelsattainedin 2004-05. While domestic stocks of
wineare projected to begintoincrease around the 2010 harvest, the stocks
toforward salesratiois likely to remain below historical levels for all of the
outlook periodto 2012-13.

Total sales of Australian wine are forecast to continue growing, with
increasing volumes beingsoldin export markets. Average Australian export
pricesare projected toincrease steadily to 2012-13. The increase is expected
tobeinducedinpart by policy reformsin the European Union,whichare
expectedtolead toreductionsinthe global supply of wine, with subsequent
upward pressure on world wine prices. Furthermore, increased export unit
values for Australian wine are anticipated asaresult of industry efforts to
target higher price pointsin export markets,and fromageneral shift to
bottled over bulkand cask sales.

drought conditions continue to affect australian production

Wine grape productionin2007-08isforecast to be about 1.6 million
tonnes,arecovery of nearly 15 per cent from 2006-07, but still well below
therecord production of 1.9 milliontonnesin 2004-05. The effect of the
improvement in seasonal conditions has been greatest in the cool climate
regions of Australia. In the warm climate regions, low availability of irriga-
tion water has continued to constrain production.

Reflectingrelatively more favourable conditions in cool climate regions,
the production of red wine grapes is forecast to be greater than white wine
varieties in 2007-08. The excess of red over white wine grapes representsa
returntothe historical normafteran unusual predominance of white wine
varietiesin 2006-07.

Wine grape productionin 2007-08is forecast to be approximately 650 000
tonnesin cool climate regions,anincrease of around 40 per centfrom 2006-
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o7.Inwarm climate regions, productionis forecast to be 950 coo tonnesin
2007-08, 4 per cent higher than the 911 0oo tonnes produced in 2006-07.

Availability of irrigation water is again forecast to constrain wine grape
productionin2008-09. Early indications suggest that initial water alloca-
tions will be similar to those of 2007-08, reflecting very low storage levels
inkey reservoirs of the major irrigation systems. Accordingly, wine grape
productionin2008-09isforecast to be close to 1.8 million tonnes,a g per
centincrease from2007-08, but still below the previous production peak.

Assumingareturntoaverage seasonal conditionsin the followingyears,
wine grape productionis projected to increase to approximately 2 million
tonnesin2009-10,and to increase slowly fromthere tojust over 2.1 million
tonnesin 2012-13,. However, if there are any repeats of the adverse seasonal
conditions of the past two years,actual productionin the affected years
could be muchlower. Bearingareas are projected to increase by 1-2 per cent
ayear out to 2012-13.

wine stocks begin rebuilding

The combination of improved seasonal conditions and higher water alloca-
tionsinirrigatedareasare projectedtoincrease year end stocks to 2005-06
levels by around 2010-11. The combination of restricted supply over the next
two yearsand growth in total sales will contribute to a slower recoveryin
stocks than might otherwise have beenthe case. Stocks have typically been
higher onaverage asaratio of stocks to forward sales than is projected to
be reached by 2012-13.

australian wineand wine grape outlook

] 2005 2006 2007 2008 2009 2010 2011 2012
unit -06 -07 -08 f -09 z -10 z 1z 12z 13z

bearingarea 000 ha 158 164 164 167 169 173 177 180
wine grape production s
redwine kt 1047 682 822 949 1061 1067 1069 1071
white wine kt 786 653 721 780 908 915 929 042
multipurpose kt 69 62 57 60 87 95 100 105
total kt 1902 1397 1600 1789 2056 2077 2098 2118
wine exports
volume ML 736 798 784 809 832 887 947 987
value
-nominal A$m 2799 2993 3119 3352 3656 4064 4475 4824
-reala A$m 2961 3076 3119 3263 3471 3765 4044 4253
australian wine grape price
—nominal A/t 615 643 691 743 786 832 869 913
-reala A$/t 651 661 691 723 746 771 785 805

aln2007-08 Australian dollars.s ABARE estimate. f ABARE forecast.zABARE projection.
Sources: ABS; Australian Wine Export Council; Australian Wine and Brandy Corporation, Approved Wine Shijpments, Adelaide; ABS, Australian Wine and Grape
Industry, cat.no.1329.0; ABARE.
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grape prices to increase

Reflectingboth domesticandinternational developments, wine grape
pricesinrealtermsare projected to rise over the next five years,but not to
levels reached duringthe past decade. Principal factorsinthe recoveryare
expected to beacombination of short term reduced supply in Australiaand
higher export prices for wine. Over the outlook period, wine reformsinthe
European Union are expected to reduce international wine production by
enough to put upward pressure onworld wine prices.

Domestically, wine grape production was driven substantially lowerin
2006-07 by the effects of droughtandfrostin key production areas. Prima-
rily asaresult of this, wine grape prices increased in 2006-07 for the first
time since 2000-01.Based on conditions leading up to the 2008 harvest,
wine grape productionin2007-08isagain forecast to be limited by water
availability and, hence, wine grape prices are forecast toincrease further.

Assumingareturntoaverage seasonal conditions by 2009-10, supply is
projected to exceed the previous peak. Although the higher production
may suggest the possibility of lower wine grape prices, thisappears unlikely
because of increasing wine sales at good prices on the world market. Export
prices of Australian wine are forecast to average higher over the projection
periodas domestic producers marketagreater proportion of higher value
wines, including a greater proportion of bottled product.

Returnswillalso be assisted by projected higher world wine pricesinthe
medium term. Improved global prices can be expected partly asaresult of
policy reforms thatare currently under way in the European Union aimed at
reducing supply. Inaddition to higher world market prices, export returns
per tonne of grapes crushed will benefit from improved juice extraction
rates.However, if the reductionin EU supply of wine over the next three to
fiveyearsislessthan expected, world prices are unlikely to rise by as much as
indicated inthese projections.

higher prices for australian wine

Australian wine export earnings are forecast to benefit fromincreased
world wine prices,and an assumed decline in the value of the Australian
dollar. Alower exchange rate will assist the price competitiveness of
Australian wine and contribute to greater consumption of Australian wine in
markets suchas the United States, Canada and the United Kingdom. Relative
changesin the value of the dollaragainst the currencies of export competi-
torswillalso be afactoraiding the competitive pricing of Australian product.

With higher prices, there s likely to be aless than proportionate reduc-

tionin the quantity of wine demanded. This is expected because quantity
demanded has not been observed to be highly responsive to price changes
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inthe past. At the same time, inanumber of markets suchasin Canadaand
the United States, consumers continue to demand a higher proportion

of higher priced wine. Such preferences are likely to add to the quantity
demanded at higher prices.

The extent to which global wine price movementsare translatedinto the
price of wine grapes depends on conditions withinthe Australian wine
grape market. Inits wine grape price projections, abare hasassumed that
thereisnochange to wine grape market conditions. However, the recent
ruling of the Australian Competition and Consumer Commission allowing
wine grape growers to form negotiating groups may change the market
dynamics,although it would be premature to project the impact of this
change on prices.

For the projections presented here, the ratio of wine grape price to export
value of wine pertonne of grapes crushed isassumed to be around o.25.
Thatis, based onhistoricaland forecast values, wine grape growersare
estimated to share,onaverage, 25 per cent of the export returns per tonne
of grapes crushed. Although a useful benchmark, this estimate does not
take intoaccount differencesin the share of returns that growers implicitly
receive from domestic sales, from various wine types,and from grapes
produced inwarm versus cool climate areas.

australian export outlook improves

Thevalue of Australian wine exportsin2007-08isforecast toincreasetoa
record $3.12 billion;an increase of 4 per cent on the $2.99 billion achieved in
2006-07.However, Australian wine export volumesare forecast to decline
by 2 percentin2007-08to 784 million litres, mainly because of reduced
domestic supply. Asa consequence,average unit returnsare forecast to
increase by 3per centinreal termsto $3.98 perlitre in 2007-08.

The value of Australian wine exports is projected to reach $4.25 billion (in
2007-08dollars) by 2012-13. The increase in value will reflect a combina-
tion of increased volumes shipped and higher Australian dollar equivalent
pricesachievedin part through currency changes. The average unit value of
exportsis projected to be more than $4 alitre (in2007-08 dollars) in 2012-
13,an 8 per centreal price increase over the forecast 2007-08 average.

In2006-07 the United Kingdom remained the top export market for
Australian wines both in terms of volume and total value,accounting for
aboutathird of export volume and value. Exports to the United States
ranked second and constituted 27 per cent of total wine export volumes in
2006-07and 32 per cent of total value.

Inthe first seven months of 2007-08, total sales values to all destinations
increased over the same period last year. The principal markets remained the
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United Kingdom with $549 million (33 per cent) of total sales, the United States
with $491million (29 per cent) and Canada with $171 million (1o per cent).

greater emphasis on higher value sales

Inan efforttoimprove returns, the Australian industryis putting more
emphasis onsales of higher value product. Datafor the first sixmonths of
2007-08indicate that the higher exportvalues forecast fortheyearasa
wholearein parttheresult ofalarger proportion of salesin the bottled
range. Sales of bottled wine were up 6 per cent relative to the same periodin
the previous year.In 2006-07, bottled wine sales were up 4 per cent to $2.80
billion (in2007-08 dollars), which is 91 per cent of total revenue. Bulk wine
accounted forthe remaining 9 per cent.

Theindustryisalso focusing onashift toward higher value export destina-
tions suchas the United Statesand Canada. Inthe 2006 calendar year, only
25 per cent of Australian exports to the United States sold for more than $5
alitre.In2007,salesinto this category increased to 35 per cent, despite the
appreciation of the Australian dollar.In Canada, 73 per cent of Australian
wine exportswere sold for more than $5alitre in 2007, compared with 46
percentinthe same price category in 2006. Chinaisalso becomingahigher
value destination.In 2007, the volume of wine sold in Chinafor less than
$2.50alitre was 51 per cent — falling from 78 per cent of total Australian
wine exports to that marketin 2006.

Canadaisthe Australian wine industry’s most valuable market in terms of
value perunitsales. The average unit value of wine exports to Canada rose
by 10 per cent from $4.89in 2005-06 to $5.38alitre in 2006-07. The United
Stateswas secondat $4.36 alitre and the United Kingdom was third at $3.47
alitre.

world market developments with potential to affect australia

Developmentsin Europe can be expected to be of primeimportance to the
world market and for competitors such as Australia. The European Union,
in particular, will be importantin terms of policy changes (see box) and the
resultingimplications for wine supply and demand.

Europeisthe main wine exporting region,accounting for more than 70 per
centof world exportsin2006. The Americas were adistant secondat 14 per

top five australian wine export destinations

united kingdom
2005-06 2006-07

volume ML 269.2 280.9
value  $m 9603 9753

Source: Australian Wineand Brandy Corporation.

united states

2005-06 2006-07

canada germany new zealand

2005-06 2006-07 2005-06 2006-07  2005-06 2006-07

2131 220.3 51.0 49.6 38.0 40.1 27.4 36.0
901.1

249.2 2671 75.6 65.6 92.0
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centin 2006 while Australiaand New Zealand combined accounted for 11
per cent of global shipments. The contribution of some European countries
toworldexportsiswaning, however. Europe’s five leading exporting coun-
tries have declined froma 7o per cent share of world wine exportsinthe
mid-1990s to 60 per centin 2006. At the same time, southern hemisphere
exporters plus the United States have more than doubled their share of the
wine trade from 12 per centto 28 per cent.

The Australian wine industry is likely to face growing competition from
‘new world’ producers suchas Chile. Competition for Australian wines from
these producers willbe mostintense at lower price points in the market.
Chileanand some other new world producers tend to have acomparative
advantage in supplyinglow cost wines because of lower input costs.

Chinaisanother country of potential competitive importance to the
Australianindustry. Although thereis the potential to expand production by
alargeamountin China, the institutional constraints to doing this may delay
any significant expansion. Conditionsin Chinaare very different fromthose
in Australia. For example, China had about three times more area planted
withvinesthan did Australiain 2005 but only one half the production (Global
Wine Statistical Compendium 1961-2005). Clearly there is room for produc-
tivity improvements in China but when this may happen is not obvious.

Chinaisalsoimportantas a potential market for Australian wine. However,
the extent to which consumption may grow is debatable. While China’s
large population indicates that there is the possibility of substantial market
growth, 2005 estimates indicate that the Chinese population drank only
about 0.4 litres of wine per personayear compared with an average of over
22litres of wine per person consumed in Australiain that year. It seemslikely
that consumerincomes will needtoincrease furtherand cultural changes
to occurinrelationtowine drinking before thereisany significant growth in
the Chinese market for Australian wine.

proportion of Australian export volumes shipped, by price
point selected markets

united states canada china united kingdom

2006 2007 2006 2007 2006 2007 2006 2007

% % % % % % % %
under $2.50 22 15 24 14 78 51 33 35
$250-4.99 53 5O 30 14 14 32 50 50
$5.00-7.49 18 27 35 57 9 3 12
$750-9.99 4 5 7 10 2 3 2 3
$10.00and over 3 3 4 6 2 4 1 1

Source: Australian Wineand Brandy Corporation.
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reforms in the european union to present longer run challenges
for competitors

In December 2007 the European Union agreed to the terms of awine
reform package that is intended to improve the competitiveness of the EU
wine sector,bothin EUand international markets. Inthe short to medium
term, the restructure and modernisation of the EU wineindustry is likely
toresultinsome upward pressure onworld pricesas EUsuppliesare
restricted. Thisis because Europe asawhole accounted for more than
two-thirds of wine produced globally and more than 70 per cent of global
exportsin 2006 (International Organisation of Vine and Wine).

the eu wine reforms are intended to:

* facilitateamove away fromthe use of market intervention measures
suchas export subsidies and ‘crisis distillation’ of excess wine grape
production

° remove 175000 hectares of vineyards over three years — thisisabout
5 percent of the total EUareaundervinesand is greater than the total
Australian bearingarea of wine grapes

* undertake vineremovalasashort run measure to restore ‘market
balance’in EU production as quickly as politically possible —in the
mediumto longterm,as newvines replace old vines, including with
varieties that are inincreasing market demand, both quality and quan-
tity of production are expected to increase, with this trend expected to
accelerate with the ending of restrictions on planting during the period
2015-18

° support ‘modernisation’ of the industry alongthe processing chainin
processing facilities, wineryinfrastructure,innovation and new prod-
uctsinorderto reduce average costs of productionandincrease yield
pertonne crushed

* increase funding for promotion of exported European wines generi-
callyand to promote wines from certain regions

* allowforthe use of certain wine making practices accepted by the
International Organisation of Wineand Vine that had not previously
beenallowed — this measure will allow EU producers to be more
innovative thanin the pastandis likely to reduce average costs and/or
improve quality of EUwines

° improve wine labelling rules toallow ‘nonquality’ wines to be labelled for
varietyand vintage — wineswith ageographicindication will be brought
under the central register for EU protected geographicindications.

These measuresare expected toimprove the information available to
consumers, help differentiate EU products,andimprove market penetra-
tion of these wines.
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domestic consumption rising

Per person consumption of winein Australiaincreased slowly but consist-
ently over the past decade from approximately 19 litres per personin1996-
97to 24 litresin2006-07. Historically, more than 9o per cent of the wine
consumedin Australia has been produced in Australia.

Reflectingrelatively poor seasonal conditions for both the 2007and 2008
vintages, sales of domestically produced wine are forecast to decrease
slightly in 2007-08and 2008-09. Nevertheless, over this period total
domestic consumption of wineis forecast to increase as the size of the
drinkingage population grows and per person consumption of wine also
rises. The forecast increase in consumption will be met fromimports, which
traditionally have formed arelatively smallyet important component of the
Australian market.

Australianimports of wine increased by 26 per centin 2006-07 to represent
7 per cent of total domestic consumption by volume. Approximately 5o per
centofallimports were from New Zealand, with Italy and France the other
major sources of imported products. Imports from Chile increased strongly
toward the end of 2007 as wine producers sought to maintain production
by supplementing domestic supplies with Chilean wine. Therewasalsoa
largeincrease inimports from New Zealand.

water a growing challenge

Given the reliance of much of the Australian wine grape industry on irriga-
tion, the future availability and reliability of supply will be a major issue for
the future. The difficulties of maintaining vines in the past two years of
severe drought have served to highlight the seriousness of the situation for
theindustry.

Managing the risks associated with short andlonger term water security
willinvolve setting up contingency plans and reducing uncertainties.
Responding to the challenge willinclude not only actions by producers
butalsoinstitutional changes that governments can make. One beneficial
institutional change would be removal of current restrictions on water
trade. Another would be acommitment to provisions that allowirrigators to
effectively carry water between years withina market based framework for
water trade. If suchanaction were to occur, irrigators would be inabetter
position to manage their own water reliability risks.
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