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RESEARCH ARTICLE
v

California wine industry evolving to compete in 21st century

by Rachael Goodhue, Richard Green,
Dale Heien and Philip Martin

The California wine industry is grow-
ing and changing amidst a global
revolution in grape growing, wine
production, wine marketing and
consumer tastes. California accounted
for roughly 90% of the value of U.S.
wine production in 2006. U.S. per
capita wine consumption and the
quality of wine consumed continue
to rise. The largest California wineries
have long accounted for most Califor-
nia wine shipments and continue to
expand with respect to volume and
number of labels. While small winer-
ies sell most of their wine directly to
end-users, many midsized wineries

face challenges in an increasingly
crowded marketplace.
I 2006, almost 3.1 million tons
of California grapes were

crushed to make wine (CDFA 2007),
enough to make more than 2.3 billion
bottles. (A ton of grapes makes 150 gal-
lons, or 750 bottles of wine; California
wine grape yields were on average
6.5 tons an acre in 2006.) For wine grape
purposes, California has 17 crush dis-
tricts (fig. 1). Napa County (district 4), for
example, accounted for 4% of the 2006
crush but received grower prices that
were 5.5 times higher than the state aver-
age. Fresno, Madera and Tulare counties
(district 13) accounted for one-third of
the state’s crush, while growers there
were paid prices that were just over one-
third of the state’s average price (table 1).

The average price received by grow-
ers for grapes was $548 a ton in 2006,
making the value of the grapes in an
average bottle of California wine $0.75
(CDFA 2007). The range in prices was
wide, from less than $300 a ton in
the San Joaquin Valley, where half of
California wine grapes are grown (mak-
ing the grapes in a typical bottle from
this region worth $0.40), to over $3,000 a
ton in the Napa Valley ($4 a bottle). The
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California’s wine industry continues to grow and change. The state’s 17 crush districts processed
3.5 million tons of wine grapes in 2006. The California Associate of Winegrape Growers is
promoting viticulture statewide with its new “One Nation Under Vines” campaign.

average price per ton is generally lower
in districts with the largest share of the
crush. Few other commodities have
10-to-1 differences in grower prices and
even wider retail price differences.

The California wine industry is
growing and changing amidst a global
revolution in grape growing, wine pro-
duction, wine marketing and consumer
tastes (Sumner et al. 2004; Anderson
2004). This article focuses on the mar-
keting and taste factors that are pro-
ducing a layered or tiered industry in
which middle-sized producers are be-
ing pushed to get larger or smaller.

Three important trends are influenc-
ing the California wine industry: (1)
increased production by multiwinery
corporations with many labels that
cover different price points, (2) the
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growth of small wineries that sell
directly to consumers and (3) the re-
sultant squeeze on midsized wineries.
Economies of scale in marketing seem
to explain the tendency of multiwinery
corporations, including liquor produc-
ers and luxury-brand conglomerates, to
buy midsized wineries and offer a va-
riety of labels; meanwhile, wine-based
tourism and direct sales via the Internet
help explain the growth of small winer-
ies. The future is uncertain for winer-
ies producing too little wine to have
extensive distribution and marketing
activities, but too much to sell directly
to consumers.

Wine consumption: More and better

California accounted for roughly
90% of the value of U.S. wine produc-

California Association of Winegrape Growers/www.cawg.org



Many consumers visit small wineries,
taste the wine and purchase it on the
spot, which eliminates the need for
distributor markups and shipping costs.

tion in 2006, down from about 94% in
2000. About 80% of U.S.-produced wine
is consumed domestically, so trends in
American wine consumption are an
important determinant of the success of
the California wine industry.

The average annual consumption
per U.S. adult increased from 2.1 gal-
lons (10 bottles) in 1995 to 2.5 gallons
in 2000, and to an estimated 2.9 gallons
(15 bottles) in 2006 (Wine Market
Council 2007). In spite of this growth in
per capita consumption, Americans still
drink relatively little wine compared
to countries such as France or Italy,
where adults drink six to seven times
as much wine as Americans (Wine
Institute 2007). Furthermore, U.S. wine
consumption is concentrated among
regular wine drinkers. The 30 million
Americans who consume wine regu-
larly drink 90% of the wine consumed
in the United States, an average of 12
gallons, or 60 bottles a year on average
(Wine Market Council 2007).

There have been three important
changes in U.S. wine consumption over
the past 2 decades. First, consumers
everywhere have come to appreciate the
quality of California wine, and more
Americans are drinking red wine for
health reasons. In November 1991, the
TV program “60 Minutes” explored
the so-called “French paradox,” the
fact that there appears to be less heart
disease in France than the United States
despite the high-fat French diet. The
explanation that moderate consumption
of red wine may prevent heart disease
helped to interest more Americans in
wine for health reasons.

Second, Americans upgraded their
palates, with many moving from inex-
pensive jug wines with retail prices of
less than $3 a bottle to better quality
wines costing more, including popu-
lar-premium wines costing $3 to $7
a bottle, super-premium wines costing
$7 to $14 a bottle, and ultra-premium
wines costing over $14 a bottle. Third,
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TABLE 1. Grape crush and average price per ton, California districts, 2006

Key Grapes Average  Share Share of Price vs.
(fig.1) District crushed price of crush revenue avg. price District details
.......... 2 cocooooocoo
tons $iton G Details about districts that do
1 70,948 1,237 2 4 225 not include whole counties
2 35,153 1,236 1 2 225 are shown below:
3 216,250 1,991 6 20 363 * District 9 includes Yolo County
north of 1-80 to junction of I-80
4 152,777 3,043 4 21 555 and U.S. 50, and north of U.S. 50;
5 13.925 750 0 1 137 and Sacramento County north of
! U.S. 50.
6 20,589 1,014 1 1 185 t District 11 includes San Joaquin
7 223590 1,085 6 1 198 County north of State Highway 4;
! ! and Sacramento County south of
8 199,607 1,111 6 10 203 U.S. 50 and east of I-5.
9% 47,451 393 1 9 72 % District 12 includes San Joaquin
County south of State Highway 4.
e e IR0k i t [ § District 13 includes Kings and
11t 568,558 417 16 11 76 Tulare counties north of Nevada
Avenue (Avenue 192).
12% 271,904 288 8 4 53 o . )
9 District 14 includes Kings and
138 1,132,229 203 32 9 37 Tulare counties south of Nevada
149 416326 224 12 3 4 Avende (Avenue 132).
# District 17 includes Yolo County
15 1,080 916 0 167 south of I-80 from Solano County
line to junction of I-80 and
e g L Y A U.S. 50, and south of U.S. 50;
17# 95,896 550 3 2 100 and Sacramento County south
of U.S. 50 and west of I-5.
Total (tons) 3,488,988 100
= ahted Source: CDFA 2007, tables 2, 6.
olume-weighte
average ($/ton) 548 100
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TABLE 2. U.S. wine consumption by retail price (750 ml bottle), 1995-2006

. Cases sold
Retail
Wine category price 1995 1998 1999 2000 2001 2002 2003 2004 2005 2006
.................... millions (% total volume) - -+« =+ v ovven..
Ultra-premium Over $14 3 6 10 14 15 16 17 19 21 22

@

Super-premium  $7to $14 10 21 25

(10) (100 (11) (11)

9 (@5 (e (170 (@18 (19 (199 (200 (23) (25
Pop.-premium $3to$7 35 48 50 53 51 53 53 53 55 57
(29) (34 (33) (36) (36) (35) (34) (33) (33) (33)
Jug wine Below $3 69 68 66 55 53 53 56 56 53 50
(59) (470 (44 (36 (38 (35 (36 (35 (32) (29)
Total 117 143 150 147 145 150 156 160 165 171

Source: Gomberg-Fredrikson Report.

whose sales dropped to less than one-
third of the total.

Only the volume of wine sold is re-
ported, not the revenue. We used the
average retail price of a bottle of wine
in each of the categories (assuming $18
for ultra-premium, $2 for jug wine and
the midpoints for the other categories)
to estimate nominal revenue: $5.6 bil-
lion in 1995, $10.7 billion in 2000 and
$14.6 billion in 2007, as well as revenue
shares (figs. 2 and 3).

Although prices rose over this pe-
riod, some of the increase in wine rev-
enue in the higher-price sales classes
reflects inflation. The Economic Report
of the President (2007) specifies that the
consumer price index (CPI) rose from
152 in 1995 to 202 in 2006, an increase of
32%. In order to assess changes in the
volume of wine reported in the various
price categories (table 2), we corrected
for inflation by calculating the Paasche
and Laspeyres price indices since 1995.
The Paasche price index weights prices
using the most recent quantity of wine
purchased (2006) in each category,
while the Laspeyres price index weights
prices using the oldest quantity of wine
purchased (1995) in each category.

Using these indices, we found that
wine prices declined 7.5% (Paasche)
and 6.3% (Laspeyres) between 1995
and 2006. However, wine volumes and
revenues are only reported by price
category, so the Paasche and Laspeyres
price indices do not fully reflect infla-
tion. The price categories are constant
in nominal dollars, not real dollars,
so that a $3 bottle of wine in 1995 cost
the same in real terms as a $3.97 bottle
of wine in 2006 (moving it into the
popular-premium category), a $7 bottle

in 1995 cost $9.26 in 2006 (moving it into
the super-premium category), and
a $14 bottle in 1995 cost $18.52 in 2006.
If wine prices were uniformly
distributed within categories, the
inflation-adjusted share of super- and
ultra-premium wines in 2006 (bottles
selling for over $9.26 in 2006 rather than
over $7) would be reduced from 38% to
30% of total wine sales. In other words,
taking inflation into account only ex-
plains 8% of the increase in sales of su-
per- and ultra-premium wines, so there
is a substantial real increase in these
categories compared to their 1995 share
of 12%. The declining real price of wine
likely contributed to the perception of
wine as an “affordable luxury.”

New World, Old World

While France, Italy and Spain still
accounted for 51% of world wine pro-
duction in 2004 (fig. 4), wine production
has grown considerably in New World
countries such as the United States,
Australia, Chile, New Zealand and
South Africa IOWYV 2005).

Americans seem to prefer the New
World style of winemaking, which
strives for a consistent taste from
vintage to vintage, alcohol levels of
13% to 14% instead of 11% to 12%, and
a fresh, fruity taste. New World win-
eries often grow their own grapes or
have considerable control over vine-
yards, where grape vines are often
planted close together, mechanical
pruning and harvesting are common,
and wineries bristle with technology.
Yields are much higher in the New
World. For example, Bronco Wine
Company, whose 35,000 acres of vine-
yards make it the largest integrated
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Fig. 2. U.S. wine (A) revenues and (B) revenue
shares by price categories, 1995-2006.

vineyard-winery in California, pro-
duces Charles Shaw wine (sold only at
Trader Joe’s, a specialty food retailer)
for $1.99 to $2.99 a bottle, as well as
other labels such as Fox Hollow and
Montpellier (Franson 2004).

In Old World Europe, most grape
growers are small and most wine is
made by cooperatives that crush lo-
cally grown grapes. Several varieties of
grapes are usually combined to make
wine, and the wine is labeled with the
region in which the grapes were grown,
such as Burgundy. A long list of rules
governs how grapes are grown and
wine is made, including irrigation re-
strictions that limit yields.

The complex rules that govern
grape growing and winemaking must
be followed to receive some of the
€1.2 billion ($1.6 billion) a year in sub-
sidies that the European Union pro-
vides to its wine sector. The European
Union’s overproduction of low-quality
table wine, which is regularly dis-
tilled into industrial alcohol, has
spawned plans to remove up to a mil-
lion of the European Union’s 8 million
acres of wine grapes by providing up
to €2.4 billion in payments to grape
growers who remove their vineyards
(Bounds 2007). The E.U. Commission
has also proposed simplifying wine
labels and allowing wineries to use



1995

Ultra-premium (11%)
Jug wine (29%)
Super-premium (23%)
Pop.-premium (37 %)

Total: $5.6 billion

2006

—— Ultra-premium (32%)
Jug wine (8%)
Pop.-premium (23%)
Super-premium (37%)

Total: $10.7 billion

Fig. 3. U.S. wine revenue shares by price
category in 1995 and 2006.

New World winemaking techniques
(EU 2007). Some growers in areas that
historically produced lower-quality
wines, such as Languedoc-Roussillon
in southern France, are switching to
single-varietal wines in an effort to
attract consumers accustomed to New
World labels, a strategy also spread-
ing in Italy and Spain.

Rising U.S. consumption of wine has
been accompanied by increased wine
imports, which were up 186% between
1995 and 2006. Twenty-seven percent of
the wine consumed in the United States
is imported (table 3), including a rising
share from Australia and Chile. These
countries, with combined populations
of less than 40 million, well under 1%
of the world’s population, produce over
6% of the world’s wine, guaranteeing
more New World wine exports.

In 1995, some 72.7% of U.S. wine im-
ports were from France, Italy and Spain,
the three largest Old World producers;
by 2006, the world’s three leading wine
producers accounted for only 49.7% of
U.S. wine imports (table 4). Imported
wine accounts for 40% of the wine sold
under $10 a bottle, in part because of
the success of Australia’s Yellow Tail,
the leading import, which is on track to
sell 12 million cases in 2007, almost 4%
of the 300 million cases expected to be
sold in the United States.

Australia is one of the world’s top-10 wine-producing countries; its Yellow Tail brand
is the leading U.S. wine import, with 12 million cases sold in 2007. Above, a harvest at
Tyrell’s Wines in Hunter Valley, north of Sydney in New South Wales.

U.S. wine exports have also in-
creased, up 177% between 1995 and
2006 (table 5). The United Kingdom and
Canada have long been the leading im-
porters of U.S. wine, but Italy was the
third largest in 2006, up from negligible
imports in 1995. Germany moved up
slightly, from the sixth largest importer
in 1995 to the fifth largest in 2006,
and Switzerland and the Netherlands
dropped out of the top five. While the
relative rankings altered, it is important
to note that all of these countries except
for Switzerland increased their imports
of U.S. wine in absolute terms.

Some wine is consumed in every
country in the world, and at least

Other (19%)
France (19%)

Spain (14%)

Italy (18%)
United States (7%)

‘7/_

45 countries produce wine commer-
cially. Does the prospect of more coun-
tries consuming more wine, and more
wine being produced and traded, bode
well for California producers? On the
one hand, more locally produced wine
may increase interest in wine, opening
new markets for California wine. On
the other hand, new countries could be-
come major producers and competitors.
China is an example of the opportu-
nity and threat. More grapes are being
planted and more wine is being made,
but it is not yet clear whether China
will emerge as a major market for im-
ported wine or a major exporter of wine
(Thach 2007).

Portugal (3%)
South Africa (3%)
Germany (3%)
China (4%)
Australia (5%)

Argentina (5%)

Fig. 4. Top 10 wine-producing countries by volume, 2004.

Source: IOWV 2005.
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TABLE 4. Top five sellers for U.S. wine imports, 1995 and 2006

TABLE 3. Share of wine entering U.S. distribution 1995 2006
channels by source Country Volume Total imports  Rank Volume Total imports  Rank
1,000 liters % 1,000 liters %
Year California Other U.S. Imports Italy 113.517 40.4 1 236,160 293 1
.............. LA France 71,089 5.3 2 119,461 14.8 3
1970 73 16 11 Chile 23,660 8.4 3 52,966 6.6 4
1980 69 10 21 Spain 19,675 7.0 4 45,409 5.6 5
1990 73 14 13 Australia 13,904 4.9 5 214,660 26.7 2
2000 69 10 21 Total (top five) 241,845 86 668,656 83
2005 63 10 27 Total (all countries) 281,119 100 805,215 100

Source: Gomberg-Fredrikson Report.

Consolidation, diversification

In general, the farm and food in-
dustries are consolidating so that
fewer and larger firms account for
an increased share of total sales. The
number of U.S. farms, including wine
grape producers, has been stable at
about 2 million, but the largest 5%
of U.S. farms account for an ever-
increasing share of production and
60% of total farm sales in 2003.
Similarly, the number of proces-
sors of farm commodities has been
decreasing, so that the largest four
meatpackers account for over 80% of
U.S. meat production.

Source: FAS 2007.

In the past decade, the number of
California wine-grape growers has
increased slightly to almost 5,000, and
the number of wineries in the state,
2,900, has doubled in the past decade
(the United States had 5,900 wineries in
2006, including 430 in Washington, 290
in Oregon and 220 in New York [Tinney
2007b]). However, growth in the num-
ber of grape growers and wineries can
obscure more important changes within
the California wine industry.

The largest California wineries have
long accounted for most California
wine shipments. The two largest win-
eries have accounted for about 45% of
wine shipments over the past 15 years,

The number of wineries (currently about 2,900) in California has doubled in the past
decade, providing diverse new choices for consumers. But industry consolidation
continues apace, with the top three wineries now accounting for 60% of California
wine shipments. Midsize wineries appear to be at greatest risk.
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the four largest for 60% to 65%, and
the eight largest for about 75% of wine
shipments. Total wine shipments have
increased by almost 60% since 1990,
meaning that the largest firms ex-
panded significantly even though their
market share was stable.

At the national level, concentra-
tion is slightly higher than at the state
level, as the top three U.S. wineries ac-
counted for about 60% of the 270 million
U.S. cases shipped in 2006. E.&J. Gallo
has been the largest U.S. (and California)
winery for most of the past 75 years,
producing an estimated 62 million
(U.S.) cases in 2006. Constellation
Brands is second, with about 57 million
cases, and The Wine Group third,
with 42 million cases (table 6). The top
15 wineries, each selling a million
cases or more, accounted for about
85% of U.S. production.

The composition of some wine firms
has changed as a result of acquisitions.
Several of the wine producers that were
among the 10 largest have been ab-
sorbed by larger firms, including Robert
Mondavi and Vincor USA, top 10 wine
producers bought by Constellation.
Most recently, in November 2007,
Constellation purchased the wine
portfolio of Fortune Brands, which was
the 11th largest producer. The smallest
wine producers among the top 30, such
as Wente and Sebastiani, each produce
300,000 to 350,000 cases a year. There
are some economies of scale in pro-
duction, because larger producers can
get bottles and other materials more
cheaply. But the major benefit of large
size appears be in marketing, as large
distributors and retailers can deal with
one supplier for a wide range of wines.

The largest wineries offer a range
of labels, from premium Gallo Family



TABLE 5. Top five destinations for U.S. wine
exports, 1995 and 2006

Percent

Volume of total
Country 1995 2006 1995 2006

.-+ 1,000 liters - - - % -
United 32573 119547 23 30

Kingdom

Canada 29,622 71,496 21 18
Japan 19,347 27,803 14 7
Switzerland 8,268 5,343 6 1
Netherlands 4,796 15,815 4 4
Top five 94,606 240,004 66 60
All countries 143,831 398,076 100 100

Source: FAS 2007.

Vineyards estate and Louis Martini
wines to fighting varietals (bottles
that use one grape variety and sell

for $3 to $7 a bottle) such as Turning
Leaf, to jug wines such as Carlo Rossi
and Peter Vella. Gallo also distributes
imported wines, such as Black Swan
from Australia. Constellation, which
bought Napa’s Robert Mondavi win-
ery in 2004, is the largest U.S. winery
by revenue, since its wines include
premium labels such as Opus One,
Ravenswood, Estancia and Simi

as well as the jug wines Almaden,
Inglenook and Paul Masson. The Wine
Group is the leading U.S. supplier of
boxed wine (Franzia) and popular
premium wines such as Glen Ellen,
and is a leading supplier of bulk wine
to other wineries.

The number of wine labels is rising
faster than winery sales, that is, the
percentage increase in labels is greater
than the percentage increase in sales
(Tinney 2007a). Almost 3,500 wine labels

“New World” winemaking techniques — employed by countries such as the United

States,

Australia and Chile — emphasize consistency between vintages, economies of scale
and modern technology (California winery shown). By contrast, “Old World” European
winemaking is smaller scale and governed by complex rules.

were available in supermarkets at the
end of 2006, including almost two-thirds
that were introduced after 1999. The top
brands in grocery stores for the year
ending July 1, 2006, were Yellow Tail,
Sutter Home, Franzia, Woodbridge and
Beringer California Collection. The pro-
liferation of wine labels has reduced the
average number of cases sold per label
by about 20,000 a year.

Small wineries, those producing less
than 5,000 to 10,000 cases a year, sell
most of their wine directly to consum-
ers. Many consumers visit small winer-
ies, taste the wine and purchase it on the
spot, which eliminates the need for dis-
tributor markups and shipping costs. By

TABLE 6. U.S. wine shipments, 2006

joining the winery’s club, consumers can
continue to purchase their favorite wines
directly from the winery, and their loy-
alty can be cemented by inviting them

to special events such as winemaker
dinners. The U.S. Supreme Court in 2005
struck down laws that allowed in-state
wineries to ship wine directly to con-
sumers but barred out-of-state wineries
from shipping to consumers within the
state. As a result, states that allow ship-
ments of wine to state residents from
wineries within that state must now

also allow shipments to consumers from
out-of-state wineries. As states come into
compliance with this ruling, direct sales
to consumers are expected to expand.

Share of total

Rank U.S. wine producer Case shipments  shipments Selected U.S. brands
millions* %
1 E.&J. Gallo 62 22.9 Barefoot Cellars, Gallo, Gallo Family Vineyards, Louis M. Martini, Turning Leaf
2 Constellation Brands 57 211 Almaden, Blackstone, Ravenswood, Rex Goliath, Robert Mondavi
3 The Wine Group 42 15.6 Cardinal Zin, Corbett Canyon, Foxhorn, Franzia, Glen Ellen
4 Bronco Wine Company 22 8.1 Charles Shaw, ForestVille, FoxHollow, Napa Ridge, Salmon Creek
5  Foster's Wine Estates 16 5.9 Beringer, Chateau Souverain, Meridian, St. Clement, Stags’ Leap
6  Trinchero Family Estates 10 3.7 Folie a Deux, Montevina, Sutter Home, Terra d’Oro, Trinchero
7 Brown-Forman Wines 6 2.2 Bel Arbor, Bonterra, Fetzer, Jekel, Sonoma-Cutter
8 Diageo Chateau and Estate Wines 5.5 2.0 Beaulieu, Blossom Hill, Echelon, Monterey Vineyards, Sterling
9  Jackson Family Wines 5 1.9 Arrowood, Byron, Freemark Abbey, Kendall-Jackson, La Crema
10  Ste. Michelle Wine Estates 4.2 1.6 Chateau Ste. Michelle, Columbia Crest, Domaine Ste. Michelle, Erath, Snoqualmie

* A case of twelve 750 ml bottles = 2.4 gallons.
Source: Penn 2007.
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Midsize wineries do not have the
large brand portfolios at different price
points that allow large multiwinery
corporations to negotiate with distribu-
tors and wholesalers. Thus they do not
benefit from economies of scale in
certain aspects of production as do the
large corporations. However, they have
substantially more wine to market than
small wineries do, increasing the dif-
ficulty of attempting to market their en-
tire production directly to final buyers,
such as consumers and restaurants.

The number of grape growers and
wineries is increasing faster outside
than inside California, although most
non-California operations are small.
The effects of the growing number of
non-California wines on the state’s
wine business are as ambiguous as
increased consumption and produc-
tion around the world. The spread of
wine trails and tasting rooms in other
states, such as Iowa and Virginia, may
raise consumer appreciation of wine,
increasing the number of regular wine
drinkers and stimulating demand for
all types of wine, including California
wine. Or, wine tasting may stimulate a
demand among occasional wine drink-
ers only for local wines.

Whither California wine?

California wine has enhanced its
quality and reputation with U.S. and
global consumers. At the dawn of the
21st century, the interest of aging baby
boomers in the lifestyle associated with
wine and food, especially the inter-
est of women and those convinced of
wine’s health benefits, augurs well for
continued growth in an industry that
is expanding premium wine produc-
tion and direct sales to consumers. The
University of California is contributing
to the industry’s competitiveness; most
grape growers and wineries use root-
stocks and technologies developed by
University researchers.

Many midsized wineries face chal-
lenges in an increasingly crowded mar-
ketplace where the demise of midsized
wholesalers makes it hard to keep their
wine before consumers. These winer-
ies, some with storied labels, may be
in a race against time, hoping to be
successful enough to be noticed and
bought by a multiwinery corporation,

The quality and reputation of California wine have improved in recent years, as has
consumer interest in fresh, local food and wine. The expansion of premium wine
production is likely to continue in California. Above, chardonnay grapes.

or to achieve sufficient efficiencies in
distribution to remain independent.
Some may remain small and sell their
wine directly to consumers or to local
stores and restaurants. In this sense,
the wine industry is likely to experi-
ence the kind of structural change

that has occurred in farm production,
where most farm commodities are pro-
duced by fewer than 5% of farms, and
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