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1. Introduction

Since the late 1970s the world wine market has withessed some important shifts. The so-
called New World has acquired a substantial share of the market, mainly under influence of
branded wines from Australia and the US, but countries such as Chile, New Zealand,
Argentina and South Africa have also increased their market share. This has threatened the
age old comfortable positions held by the established wine producing nations of the so-called
Old World; France, Italy, Spain, Germany, and to a lesser extent Portugal.

The rise of the New World has caused a few important changes, beginning with an
increasing level of production leading to a much wider range of different wines on offer,
which in turn has led to consumer confusion. Consumption levels have been substantially
below production levels, causing excess supply and increased competition among producers.
Because of, or perhaps in part due to the above, New World nations -especially Australia
and the US- have rightfully recognized the importance of marketing and branding. However,
increased competition has also strengthened the position of —ever larger- distributors,
importers and supermarkets vis-a-vis producers.

Although Chile is part of this group of New World countries, it is very different from
some of the other New World producers. Where the New World nations are generally
renowned for their use of marketing and branding, this is not the case for Chile. The
country’s major problem is considered to be its lack of country image; not only considering
wine, but for every product it exports®. Furthermore, Chile’s wine industry has a strong
competitive position compared to other major wine exporting nations, with certain distinct
advantages and disadvantages.

Within this environment, -both the world market and within the Chilean industry
setting- there are a number of smaller Chilean wineries which are mainly focused on higher
quality exports for their survival. Many of these are struggling however, and the aim of this
paper is therefore to investigate why they are struggling, how this might be connected to the
lack of country image, or Brand Chile, and how these companies could become more

successful. The central question of this thesis is:

What are the effects of country image on the performance of smaller Chilean Wineries and
what strategies could these wineries pursue in order to become more successful on the

export market?

! Except perhaps copper, Chile’s number 1 export product.



This paper is divided into four parts. First of all, a macro view of the world wine market and
its main players shall be given, especially in relation to Chile. Then, the Chilean wine sector
shall be thoroughly discussed, including its main advantages and disadvantages versus
other important exporting nations. The findings of these shall be applied to a theoretical
chapter on business strategy, marketing and branding aimed at the wine business. The final
part of the paper will look at the case of the small Chilean wineries and their position in both
the Chilean wine industry, as well as on the world wine market. Through the use of
interviews and questionnaires | hope to have sufficiently identified the main threats to, and
weaknesses of these wineries, as well as offer some possibilities to improve their strategies

in order to become more successful, especially in relation to a country image.



2. The World Wine Market

This chapter aims to analyse the world wine market. The first paragraph offers a short
description of the product wine, followed by a paragraph consisting of a thorough
investigation of the global wine industry, including its main players in terms of production,

exports and consumption, and their relation to Chile.

2.1. The Art of Making Wine

The art of making wine is estimated to be over 6000 years old. It is unclear where wine
making was first discovered, but the most probable locations are thought to be Mesopotamia,
the Middle East or the Caucasus. Wine was then introduced to Egypt, Greece, Spain (by
2500 B.C.), Southern Italy and Sicily by the seafaring Greeks and Phoenicians. The Romans
brought wine to France around 600 B.C., from which it spread further north in the first and
second century B.C (Anderson et al, 2003). It should be noted that the wine drunk in those
days was in no way comparable to what is considered wine nowadays. It wasn't until the end
of the 18" century, when the glass bottle was introduced, that wine could be properly
preserved (Terheijden, 2005).

The process of making wine can be divided into two important parts: viticulture and
vinification. Basically, viticulture means everything that goes on in the vineyard and
vinification is what goes on in the wine cellar (Dominé, 2003). An important aspect of making
wine is called terroir. Terroir does not only mean the type of soil, but also the amount of
minerals the soil contains, the quantity of sun the vines receive (the vineyards location and
altitude) and the micro-climate (temperature, humidity, wind, etc). Apart from terroir, there
are other aspects of the viticulture process that influence the quality of the wine. The way
vines are planted, kept and watered plays an important part, as well as the quantity of
planted grapes per hectare. The lower the quantity planted, the better the quality of the wine.
Other important factors are the date of harvest and the grape variety. The vinification
process also affects the wine, including the fermentation process, and whether —and for how
long- the wine is ripened in stainless-steel tanks (either with or without added oak chips) or in
oak barrels. If the goal is to make a blended wine, then it should be decided which grape
varieties should be used and in what quantities. A wine made of a single grape variety is

called a varietal or single variety wine (Terheijden, 2005).



Red wines are made from blue (dark) grapes. Both skins and pulp are used in the
fermentation process for red wines. White wines on the other hand can be made from both
white and blue grapes, but the juice should be separated from the skins before fermentation.
Rosés or pink wines are made the same way as white wines, but the juice is coloured from
short contact with dark skins before fermentation (Robinson, 2003).

Although there are many grape varieties in the world used to produce wine, the
following table shows the most widely used, along with the countries most famous for

producing them.

Table 1: Important Grape Varieties and Country

Grape Variety Red/White | Country

Cabernet Sauvignon | R Australia, Chile, France, US, South-Africa
Carmenére R Chile

Chardonnay W Australia, Chile, France, Italy, US, South-Africa
Chenin Blanc W France, South-Africa

Colombard W Australia, France, US

Malbec R Argentina

Merlot R France, Italy, New World

Pinotage R South-Africa

Pinot Blanc W Germany, France

Pinot Noir R Germany, France, US

Riesling w Germany, France, Austria

Sangiovese R Italy

Sauvignon Blanc W Australia, Chile, France, New-Zealand, US, South-Africa
Sémillon w Australia, France, US

Syrah R Australia, France

Tempranillo R Portugal, Spain

Zinfandel R us

Source: Productschap wijn, 2007

2.2. The World Wine Industry

The World Wine Industry is highly fragmented compared to the beer and spirits industries;
wine is produced by a large number of individual wine companies that each aim to realise
maximum returns. Nevertheless, when numerous companies in one country fail to make the
timely adjustments required by the market, the entire country is set to lose market share. It

appears that the particular environment within a country can either serve as a stimulant or a



barrier for companies to change in order to adjust to a changing market environment. The
industry has consequently been faced with major shifts in competitiveness among its
supplying countries (Heijbroek, 2007). At the same time major distributors have increased
their bargaining power. Although this seems bad news for exporting wineries, exports have
been increasing year over year. In the Chilean case the focus on exports is even greater,
due to its relatively small domestic market.

The Industry has undergone some important changes the past decades. First of all,
the ascendancy of the New World Producers, -Australia, New Zealand, The US, Chile,
Argentina and South Africa-, has been considerable, threatening the comfortable positions
held by the Old World Wine producers -France, Spain, Italy, Germany, and Portugal-. This
has meant an increase in competition. Furthermore, production levels have been
considerably higher than consumption levels the past few years, leading to a global over-
supply of wine putting downward pressure on prices, especially in the (popular) premium
segments. This means that Chilean producers will have to move to higher market segments
(Visser and de Langen, 2006). Consumer demand has also shifted towards higher price
segments. In short, both demand and supply have clearly changed tremendously.

Furthermore, the 1990s saw a transition from traditional supply-driven production to
market-orientated types of wine and business models. The suppliers who were first to
recognise these changes, in particular certain New World countries such as the US and

Australia, enjoyed excellent growth opportunities (Heijbroek, 2007).

2.2.1. Production

Table 2 shows production levels and percentage change between 2005 production and the
average production for the period 1996-2000 for the 15 largest wine producers. As can be
seen from this table, Chile’s production increased 55.76% between 2005 and the average
production level of 1996-2000. Only Russia and Australia did better with 59.25% and 89.71%

respectively.



Table 2: World Wine Production of top 15 Producers (in hectolitres * 000)

Country 96-00 2001 2002 2003 2004 2005 % change 2005/ (96-00)
France 56,271 | 53,389 | 50,353 | 46,360 | 57,386 | 52,004 | (7.58%)

Italy 54,386 | 52,293 | 44,604 | 44,086 | 53,000 | 50,566 | (7.04%)

Spain 34,162 | 30,500 | 33,478 | 41,843 | 42,988 | 34,750 | 1.72%

us 21,381 | 23,944 | 24,648 | 24,156 | 24,947 | 28,692 | 34.19%

Argentina 13,456 | 15,835 12,695 13,225 | 15,460 15,222 | 13.13%
Australia 7,380 10,347 11,509 10,194 | 13,810 14,000 | 89.71%

China 9,581 10,800 | 11,200 | 11,600 | 11,799 | 12,366 | 29.06%
Germany 9,989 8,891 9,885 8,191 10,047 | 9,100 (8.90%)
S-Africa 7,837 6,471 7,189 8,853 9,280 8,410 7.31%
Chile 5,066 5,658 5,623 6,682 6,300 7,890 55.76%
Portugal 6,828 7,789 6,677 7,340 7,481 7,254 6.24%
Romania 6,173 5,090 5,461 5,555 5,500 5,600 (9.28%)
Greece 3,382 3,477 3,085 3,799 4,295 4,093 6,81%
Russia 2,512 3,430 4,060 4,530 4,000 4,000 59.25%
Brazil 2,920 2,968 3,212 2,620 3,930 3,200 9.59%

World Total | 270,826 | 269,719 | 260,508 | 267,441 | 301,933 | 286,175 | 5,67%
Source: The Wine Institute (2007)

Figure 1 shows the 2005 production level of the same countries as a percentage of total

world production in 2005:

Figure 1: Production percentage of top 15 Producers (2005)
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Source: The Wine Institute (2007)



The main producers are France and Italy (both 18%), followed by Spain (12%) and the US
(10%). Chile accounted for 3% of the world’s total wine production in 2005, occupying a 10
™ or 11" position.

As said, a distinction is often made between New World and Old World wine
countries. Old world wine countries are essentially the biggest European producers (and
exporters): France, Italy, Spain, Germany and Portugal. The New World consists of all wine
producing countries which are not part of the Old World. The most important proponents of
the New World are Australia, New-Zealand, South-Africa, Argentina, Chile and the US
(California). Although China is the fourth largest producer, it is often not considered to be
among the most important New World players on the World market because of its low export
percentage (less than 1% of production). The term New World does not necessarily mean
that these countries have recently begun to produce wine, as wine has been produced in
Chile since the 16" century, in South-Africa since the 17", and in Australia and New-Zealand
since the 18" and beginning of the 19" century respectively. The most important New World
countries are not only former colonies of European nations, but the term refers mainly to their
fairly recent success on the world export market. This process started in the late 1970s when
a legal change made it possible for the first time to sell wines in British supermarkets (one of
the most attractive export markets), a possibility which was seized immediately by Australian
wine producers. Later other wine producing countries followed suit and other importing
countries opened up their (super) markets as well (Terheijden, 2005).

As can be seen from table 2, worldwide production of wine has grown only a little
over 5% between 2005 and the average for 1996-2000. However, it is clear that most Old
World countries, except Spain, have produced less, whereas New World countries have
been increasing their production, especially Australia and South Africa. Table 3 shows that
between 2001 and 2005 the Old World countries saw their share of production decrease
from 57% to 54%, whereas the New World share of production increased from 23% to 28%

without even counting New Zealand.
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Table 3: % Share of World Production per Country

2001 | 2002 | 2003 | 2004 | 2005

France 19.8 | 193 | 173 | 19 18
Italy 194 | 171 | 165 | 176 | 18
Spain 11.3 | 129 | 156 | 142 | 12
Germany 3.3 3.8 3.1 3.3 3
Portugal 29 2.6 2.7 25 3

Total Old World | 56.7 | 55.7 | 55.2 | 56.6 | 54

Australia 3.8 4.4 3.8 4.6 5
us 8.9 9.5 9 8.3 10
S-Africa 2.4 2.8 3.3 3.1 5
Chile 2.1 2.2 2.5 2.1

Argentina 5.9 4.9 49 5.1 5

Total New World | 23.1 | 23.8 | 235 | 23.2 | 28

TotalNW+OW | 798 | 795 | 78.7 | 79.8 | 82

Source: The Wine Institute (2007)

Another way of looking at wine production is by looking at acreage planted. Table 4 shows

the acreage changes of the most important Old and New World countries, as well as China.

Table 4: World Wine Acreage (acres x 1000) of Old and New World Countries

Country 96-00 | 2001 2002 2003 2004 2005 % change 2005/(96-00)
France 2,262 2,224 2,219 2,191 2,162 2,134 (5.65%)

Italy 2,246 | 2,204 | 2,155 | 2,145 | 2,120 | 2,110 | (6.05%)

Spain 2,925 2992 | 2969 |2982 |2990 | 2990 | 2.22%

Germany | 258 255 252 252 252 252 (2.39%)

Portugal 636 613 615 616 615 615 (3.23%)

Australia | 263 366 392 389 400 440 67.44%

us 930 1,052 | 1,026 | 951 933 935 0.52%
S-Africa 276 311 319 326 320 320 16.09%
Chile 363 447 455 457 465 465 28.33%
Argentina | 514 506 513 520 520 520 1.23%
NZealand | 26 38 42 48 50 55 90.49%
China 538 887 1,040 | 1,119 | 1,100 | 1,150 | 113.76%

Total ‘ 18,942 | 19,397 ‘ 19,473 ‘ 19,409 ‘ 19,391 ‘ 19,462 | 2.12%
Source: The Wine Institute (2007)
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Here we see the same trend: The Old World has diminished its acreage (except for Spain),
whereas the New World, especially Australia and New Zealand, have increased their
acreage substantially. China has increased its acreage more than any other country in the
world and is now in 4™ position concerning total acreage, trailing the Old World nations of
France, Italy and Spain, but still produces large quantities of low quality wine aimed almost
entirely at local consumption. Considering acreage increase, Chile scores a fourth position
with an acreage growth of 28.33% between 2005 and the average of 1996-2000, just behind
Australia (67.44%), New Zealand (90.49%) and China (113.76%).

It should be mentioned however, that part of the European acreage and production
stagnation can be explained by EU policy. Under the EU’s wine regime, the planting of vines
is strictly regulated and controlled in terms of acreage and allowed varieties. Controls remain
in place to encourage the production of quality wines while discouraging the production of
those of poor quality. New plantings of wine grapes are prohibited until July 21, 2010, except
under certain circumstances -for example, in some areas old grape varieties are being taken
out and new, more marketable vines are being planted- (USDA, 2006). This policy is
expected to increase the quality level of European wines, as well as diminish excess supply
of mainly lower quality wines, hopefully leading to a lower level of competition in the lower
market segments. According to Heijbroek (2007) oversupply is expected to last at least
through 2009. The uprooting policy of the EU will theoretically bear fruit after 2009 and
reduce global supply. However, other EU and New World companies will seek opportunities

for growth. It seems very unlikely that global supply will genuinely decline as a consequence.

2.2.2. Consumption

After a surge in wine consumption in the 1970s, consumption has been decreasing an
average of 2% per capita per year since 1980, although consumption levels have been rising
slightly again between 2001 and 2005. However, since the mid 1990s World wine
consumption has been consistently below World wine production, and floats around 220 to
240 million hectolitres, signalling an ever larger oversupply of wine, causing competition
between producers to increase. Table 5 shows the world’s fifteen largest wine consuming

countries and their consumption levels between 2001 and 2005.
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Table 5: Top 15 Wine Consuming Countries in Volume (hectolitres 000)

2001 2002 2003 2004 2005 % change
2005/2001
France 33,919 34,820 33,340 34,000 34,000 0.24%
Italy 30,150 27,709 29,343 28,000 28,000 (7.13%)
usS 23,570 23,650 24,363 25,114 25,929 10.01%
Germany 20,044 20,272 20,150 20,200 20.200 0.78%
Spain 14,238 13,960 13,798 14,000 14,000 (1.67%)
China 11,054 11,470 11,586 11,500 12,000 8.56%
Argentina 12,036 11,988 12,338 10,150 11,500 (4.45%)
UK 9,794 9,916 10,622 11,500 11,500 17.42%
Russia 6,067 6,404 8,682 8,500 8,500 40.09%
Romania 4,705 4,964 5,050 6,000 6,000 27.52%
Australia 3,976 4,007 4,196 4,850 5,000 25.75%
Portugal 4,697 4,650 5,290 4,950 4,950 5.39%
S-Africa 3,972 3,884 3,487 3,700 3,700 (6.85%)
Netherlands | 3,330 3,330 3,563 3,500 3,500 5.11%
Canada 2,800 2,884 3,440 3,450 3,470 23.92%
World 229,409 230,072 235,458 236,515 239,877 4.56%

Source: The Wine Institute (2007)

Although consumption growth has been highest in Romania and Russia, in terms of value
other markets are still more interesting. Especially the US, Canada, UK, and other European
nations such as The Netherlands and the Scandinavian countries have been very attractive
markets for exporters. In the near future demand from Asian nations is assumed to rise
significantly.

Chile occupies a 20™ position on the list of major Wine consuming countries. Chilean
consumption has increased 11.11% between 2001 and 2005, from 2.25 million hectolitres to
2.5 million hectolitres. With a population of 16 million, per capita consumption was around
15.6 litres in 2005 and 15 in 2006. As a comparison, French consumers drank an average of
54 litres per capita in 2006, followed by Italy with 48, Spain with 34, Argentina with 28 and
Australia with 20 litres per capita (CVV, 2007). Although Chilean wine consumption
increased the past five years, per capita consumption has decreased considerably over the

past decades, which used to be as high as 53 litres in the sixties.
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2.2.3. Exports

Although, or perhaps because of the fact that, consumption has been on the decrease and
steadily under world wine production, an increasing amount of the world’s wine production is
being exported. As can be seen from table 5, consumption has gone down in some
traditional wine producing nations, both Old World and New World, whereas consumption
has been expanding in non-producing countries, mainly in Europe and East-Asia, signalling
that wine is becoming much more of an internationally traded product (Anderson et al, 2003).
In the beginning of the 90s only 15% of world production volume was exported, which
increased to an estimated 25% around 2005. If measured in value instead of volume around
40% of world production was aimed at exports in 2003 (Anderson et al, 2003). This increase
in (high value) exports can be largely attributed to the New World. Terheijden (2005)
revealed six (general) critical success factors that explain the success of the New World
Wine countries versus the OIld World on the world export market: organised national
marketing, better price-quality ratio, a differentiated product, better use of branding, better
understanding of its possibilities, and a limiting structure of the Old World Wine industry.
However, as we shall see, there are some important differences between New World
producers as well.

Table 6 shows the export market shares in 2001 and 2005 (according to volume) for
the major countries of both the New and Old World. The Old World’s most important
countries, France and ltaly, have lost some market share whereas Spain, Germany and
Portugal have gained market share on the export market. In total the Old World has lost
market share however. The New World countries have all increased their market share on

the export market, led by Australia.

14



Table 6: Market share Top Ten Exporters according to volume

2001 2005
France 23.2% 18%
Italy 23.5% 21%
Spain 15.2% 18%
Germany 3.7% 4%
Portugal 2.6% 3%
Total Old World 68.2% 64%
Australia 5.7% 9%
usS 4.4% 5%
S-Africa 2.7% 4%
Chile 4.7% 5%
Argentina 1.4% 3%
Total New World 18.9% 26%

Source: Terheijden, (2005) and USDA (2006)

Table 7 shows Old World versus New World Market shares on the export markets for 1992,
2000 and 2005 (according to volume). Again, it is clear that the New World is increasing its
market share on the export market. Still, almost 60% of all the wine bottles exported in the

world are from France, Italy and Spain (Ter Heijden, 2005).

Table 7: New World versus Old World Market share on Export Market according to volume

1992 2000 2005
Old World 77% 71% 64%
New World 8% 20% 26%°
Rest of World 15% 9% 10%

Source: Terheijden (2005) and USDA (2006)

2 Does not include New-Zealand

15



Table 8 shows both production as well as export market shares for 2005 according to the ten

major Old and New World countries.

Table 8: World Production and Export Market Shares Top Ten countries (2005)

PRODUCTION EXPORT (volume)
France 18% 18%
Italy 18% 21%
Spain 12% 18%
Germany 3% 4%
Portugal 3% 3%
Total Old World 54% 64%
Australia 5% 9%
usS 10% 5%
S-Africa 5% 4%
Chile 3% 5%
Argentina 5% 3%
Total New World 28% 26%
Total New W + Old W 82% 90%

Source: Terheijden (2005) and USDA (2006)

From table 3 and 6 we may infer that The Old World’s share of world production decreased
almost 3% (from 56.7% to 54%) between 2001 and 2005 and its export market share
decreased over 4% (from 68,2% to 64%) during the same period. The New World’s
production share increased over almost 5% (from 23.1% to 28%) whereas its export share
rose by 7.1%, from 18.9% to 26%. Chile increased its production market share by 0.9% and
its export market share increased 0.3% over the same period. Although positive figures, they
are both below New World average and it might be considered a problem that Chile
increased its share of world production more than its share of exports, as the Chilean wine
industry’s main focus is the export market. At the same time, Chile’s share of the export
market in 2005 was 5%, still above its share of world production (3%).

A study conducted by Castaldi et al (2006) listed the competitive advantage positions
of the most important exporting nations, both Old World and New World. Although we have
seen that the New World’'s ascendancy at the expense of the Old World could be explained
by six general critical success factors, Castaldi et al demonstrate that there are some major
differences in competitive advantage between the New World countries themselves as well.
As can be seen from the next figure, Chile scores highly on its overall competitive advantage.

Although its domestic market is not considered very attractive, and is not expected to
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become more attractive in the near future, Chile does have a production cost advantage over
other countries. Also, it scores highly on adaptability to industry change, which in the Chilean
case means the willingness and ability of producers to experiment with cost saving
production methods. Lastly, the country’s low production costs, low country risk and perfect
terroir make the Chilean wine industry attractive to foreign investors. These and other
advantages and disadvantages of Chile will be discussed more thoroughly in the coming

paragraphs.

Figure 2: Competitive Advantage Position by Nation

Existing Domestic Econ of | Adaptability | Potential Overall
Domestic | Market Scale/Cost | to Industry | to attract | Competitive
Market Growth structure Change Foreign Advantage
position Potential benefits Investment
NW
USA Strong Strong Moderate Strong Strong Strong
Australia Weak Weak Strong Strong Strong Strong
Chile Weak Weak Strong Strong Strong Strong
Argentina Moderate | Moderate Moderate Strong Moderate Moderate
S — Africa Weak Weak Moderate Strong Moderate Moderate
ow
Italy Strong Weak Weak Moderate Moderate Moderate
Spain Moderate | Weak Weak Moderate Moderate Moderate
France Strong Weak Weak Weak Moderate Weak
Germany Strong Moderate Weak Weak Weak Weak

Source: Castaldi, Cholette, Hussain (2006)

2.2.4. Australia
As figure 2 demonstrates, Chile’s main competitors among the New World Countries are the
US and Australia. The US has a very large domestic market, whereas Australia is more
focussed on exports, like Chile. As can be observed from tables 2, 4, 5 and 6 Australia has
increased its production, planted acreage, domestic consumption and exports enormously
over the past decades. Although the country lacks some (natural) and cost advantages
enjoyed by Chile; it is considered by many among the Chilean experts as a benchmark,
especially concerning the use of marketing and branding and the issue of country image.
First of all, Australia has large market shares in the world’s most attractive and also
Chile’s biggest export markets: The UK, where Australia is market leader with 22.5% of
market share (against 6.9% for Chile), and the US. Secondly, as was discussed, Australia’s

domestic consumption, production, planted acreage and exports have shown impressive
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growth rates the past years. Australian exports are above those of Chile and it also serves
the higher price segments better, which translates into a higher average price per litre of
exported wine. Thirdly, the Australian wine business makes better use of marketing and
branding.

Australia’s success can be explained mainly by the structure of the Australian wine
industry, the high level of cooperation between wineries and government support. The
Australian wine business is based on a clear separation between production and marketing.
There is a strong will to cooperate and conduct generic R&D and market research (Australia
has some fine research institutions, such as universities and research centres) which is
shared freely among the wineries, leading to a more marketing and customer oriented
industry than its Chilean counterpart. Lastly, the Australian government is more inclined to
support the wineries, both financially and otherwise.

The country has been especially successful in branding by promoting Brand Australia
in the wine industry through an industry-wide marketing vision and strategy (Australia 2025).
The branded wines that have been introduced are lifting upon the image of Brand Australia.
Australia is supposed to convey feelings of a nice life, beautiful nature and upbeat people
(Terheijden, 2005). As a consequence, the Australian industry was able to build brand equity
through strong positive qualitative associations (Atkinson, 1999). Another advantage of well
functioning national wine promotion bureaus is that they can reach parts of the market, such
as sommeliers, restaurants and even end-consumers, which are often unreachable for
individual wine producers.

Other features that have characterised Australia’s success are rapid technological
innovation and interregional blending to produce a wider variety of well-liked wines. Because
of increased competition the Australians are now trying to establish a system of
geographically delimited points of difference. In 2005 the Australians started a campaign to
educate worldwide consumers on the 65 Australian wine regions and grape varieties
(Terheijden, 2005).

Through its enormous marketing and innovation capacity the Australian wine industry
is not only capable of satisfying consumer needs, but has even created and satisfied new
(future) consumer needs ((Moguillansky, Salas and Cares, 2006). This is one of the key

concepts of successful marketing, which shall be discussed shortly.
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2.3. Conclusion

The World Wine industry has withessed some major competitive shifts among supplier
countries since the 1970s. The New World has impressively gained market share at the
expense of the Old World producers. This has led to increased production, which has been
significantly above consumption levels, signalling an oversupply of wine and increased
competition among wine producers worldwide, especially in the lower price segments. At the
same time, the industry is still highly fragmented compared to other alcoholic beverage
industries and market power of distributors has increased. Furthermore, a result of
decreasing consumption in Old World producing nations combined with an increase in
demand from non producing nations, has led to an increase of exports.

Within this environment, Chile has shown some impressive growth rates concerning
production, planted acreage, and exports. In 2005, Chile’s market share in world production
was 3%, occupying a 10" position. Concerning acreage planted Chile occupied an g™
position in 2005 and the country’s share of the export market was 5%, translating into a 5"
position. Chile’s domestic market is less attractive, which translates into low domestic
consumption levels of around 15 litres per capita. This is equal to a 20™ position worldwide.
Nevertheless, when compared to its main competitors Chile has a strong competitive
advantage position. Some key facts and figures and the strengths and weaknesses of the

Chilean Wine industry will be discussed in the next chapter.
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3. The Chilean Wine Industry

This chapter aims to give an overview of the Chilean Wine Industry, beginning with its history
and covering its current planted acreage, production, consumption and export levels. Also,
the Chilean wine industry’s regional structure, the role of technology and innovation, and
industry structure will be discussed. The final paragraph discusses the Chilean Wine

Industry’s main advantages and disadvantages.

3.1 History and Foreign Investment

Alonso Moreno is said to have been the first to ever produce wine in Chile, in 1550°.
However, Rodrigo de Araya was the first to produce wine on a larger scale. His first
production was dated March 8", 1555. This has consequently been recognised as the official
date of birth of Chile’s wine industry. Grapes were harvested from the gardens of the first
settlers, close to modern day Santiago and the vineyards were irrigated with water from the
Mapocho River. Later, grape vines and vineyards spread south to the Maipo Valley. The
grape varieties used in this period were mostly Spanish.

Chile became such an important wine producer the following centuries under
Spanish rule that a decree was issued in 1654 to curtail Chilean wine expansion, as the
country became too much of a threat to the Motherland. Chilean wine had quickly developed
a name of being low priced and of reasonably good quality, an image still in sway today. In
1678 the Chilean governor recommended that the ban be lifted and that vineyards should be
actively encouraged to establish more haciendas (Robinson, 2006). In the 18" century wine
growing became an important industry —despite another production curtailing decree issued
by Spain in 1767- with over 15.000 hectares planted, mostly close to the major cities.

After Chilean independence in 1850, a new period of expansion commenced and
France became the new example, not only in terms of culture and architecture, but also
concerning vineyards. This meant a shift from Spanish to French grapes. In 1851 Silvestre
Ochagavia Echazarreta imported, along with a French winemaker, a range of vine varieties
regarded today as the most classic and internationally respected (Robinson, 2006). Some of
the most famous Chilean wine houses were also established in this period, which started
using predominantly French grape varieties: Vifia Linderos (1865), Vifia Errazuriz (1870),

Vifia Tarapaca (1874), Vifia Santa Carolina (1877), Vifla Santa Elena -later named

® Cited from Van Casteren (2006). Paradiso. De Nieuwe Wijnen van Chili.
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Valdivieso- (1879), Santa Rita (1880), Concha y Toro (1883) and Vifia Undurraga (1885). In
1875 Chile had over 40,000 hectares planted and already produced 50 million litres of wine
(llufiz and Venegas, 2005). Luckily, Chile started to develop its own collection of European
grape varieties as early as the 1830s. While the rest of the world would be hit by phylloxera
vastatrix in 1863, a parasite which wreaked havoc in many wine producing countries,
especially in the Old World, Chile was spared because of its isolated position: the Atacama
Desert in the north, the Andes in the east, Antarctica in the south and the Pacific Ocean, with
its cold Humboldt Current, and the Coastal mountain range in the west. The outbreak of
phylloxera stimulated the export of quality wines from Chile. However, when a solution was
found for phylloxera —planting vines on grafted rootstock-, Chile’s luxury position on the
export market changed. Many Chilean wineries started to focus more on the local market,
producing ever larger quantities of wine, but of lower quality. Nonetheless, to this day Chile is
still considered a phytosanitary paradise where diseases and pests are almost non-existent,
a major advantage.

Between the 1930s and 1970s a moratorium on new plantations was imposed, and
during the inter-bellum period an embargo on imports was established. This led to
technological stagnation and a further decrease in quality (for instance, wine couldn’t be
ripened on French oak any more). Import substitution policies did not favour exports and
winemakers had no choice but to depend on a small domestic market (Visser, 2004). These
problems ultimately resulted in social unrest and redistribution of land under the Socialist
governments of the late sixties and early seventies. The military coup of 1973 under General
Augusto Pinochet caused a liberalisation of the wine market, but this led to an immediate
saturation of the local market, at the same time that exports stagnated. Local consumption
decreased and the country also suffered from an overall economic crisis between 1982 and
1985. These setbacks resulted in a decrease of almost 50% of total wine production acreage.

In these difficult times, the Chilean wine industry would be transformed by foreign
investment. In 1978 Miguel Torres, from the famous wine region of Penedes, in Catalonia,
Spain, came to Chile. Torres introduced the latest technology (temperature driven stainless
steel tanks for instance) and started making modern, fresh and fruity wines focused on
exports, a novelty in Chile. Many Chilean wineries copied this example and in the late 1980s
exports increased again and other foreign investors followed in Miguel Torres’ footsteps,
especially the French. A few interesting examples: Les Domaines Barons Rothschild (Lafite)
entered Chile in 1988, and in 1994 Casa Lapostolle was established through a joint-venture
between two famous French and Chilean wine families. Casa Lapostolle is currently famous
for its acclaimed Clos Apalta carmenere, which might be considered one of Chile’s few Icon

wines. Another famous French-Chilean joint venture is the 1997 joint-venture between
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Concha y Toro’s Giulisati family with the Baroness Philippine de Rothschild, leading to the
production of Almaviva wine, another one of Chile’'s top wines. Further projects involve the
cooperation between Chéateau Dassault and Chilean giant San Pedro, leading to Altair. The
US has also found its way to Chile. In 1995 Robert Mondavi, the well-known Napa Valley
wine producer, established the famous Sefia wine brand with Eduardo Chadwick from Vifia
Errdzuriz, and Veramonte is working together with wine giants Constellation Wines (Van
Casteren, 2006). Between 1974 (one year after the official liberation of Chile’s wine market)
and 1989 investment in joint-ventures amounted to US 5% million (Visser and de Langen,
2006). Decreasing domestic demand and the arrest of Pinochet in 1989, making exports
possible again, led to an increase in exports in the beginning of the nineties. Between 1990
and 1994 investment in joint ventures increased to US$ 8 million, and to US$ 38 million
between 1995 and 1998 (Visser and de Langen, 2006). Wine acreage doubled; and foreign
investment and the increased focus on exports led to a change in mentality among Chilean
producers: more emphasis was given to lower yields (which means higher quality production),
better irrigation, more attention to the vines, and a more careful assessment of possible sites
for future vineyards (Van Casteren, 2006). This led to a very important increase in the quality
level of the wines produced. In total, between 1974 and 1998 foreign investment (not only in
joint ventures, but also in foreign companies’ own vineyards in Chile) amounted to US$ 101
million, of which over 50% came from US investors (Agosin, Pastén and Vergara, 2000).
Apart from an increasing focus on quality and benefiting from technical and
marketing expertise from foreign investors, the Chilean Wine industry has also benefited
from foreign investors’ market knowledge, brand names, and economies of scale (in
distribution costs, for example) (Visser and de Langen, 2006). According to these same
authors, wineries with a foreign investment were the first to sell to a wide range of export
markets, setting an example for local, smaller wineries, thereby further promoting the

internationalisation of the Chilean wine industry (Visser and de Langen, 2006).

3.2. Geography and Climate

Chile has a somewhat peculiar topography. The country is only 180 km wide on average, but
stretches out in north-south direction for over 4,000 kilometres (even 5,000 km according to
some sources). This has led people to comment that the country is virtually impossible to
defend in case of war. At the same time however, Chile might be considered very sheltered
and protected, by Antarctica in the South, the Andes in the East, and the Coastal mountains

plus the ocean and its Humboldt Current in the west. To the north Chile consists of desert;
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the Atacama. This natural diversity also means the country has a lot of different climates and
temperatures ideal for vine growing. Both the Andes and Pacific cool the air and the snow
from the Andes also serves as a steady supply of crystal clear water used to irrigate the
vineyards. Its sheltered nature has also earned Chile the name of being a phytosanitary
paradise, as the bacteria phylloxera, which wreaked havoc in vineyards almost everywhere
else in the world, never hit the country and pests are rare. Because of this Chilean vineyards
are still planted with ungrafted rootstock. Chile’s ideal climatic conditions and position as a
phytosanitary paradise are often cited as two of the most important (natural) advantages of
the Chilean wine industry. This natural advantage is one of the main reasons for the
attraction of the Chilean wine industry to foreign investors. The various wine regions of the

country will be discussed shortly.

3.3. Planted Surface

To compensate for the domestic consumption slump —as well as for the decrease in exports-
Chile’s planted surface of vines almost halved between 1970 and 1986 (Van Casteren, 2006).
This negative trend continued until 1995, after which acreage started to increase again.
Together with the influx of foreign investment and an increased focus on exports, the surface
planted with vines almost doubled between 1996 and 2000 (Visser, 2004). And as can be
seen from Table 7, the planted surface has continued to increase since. Between 2001 and
2005 planted acreage increased from 447,000 to 465,000 acres. In 2005, Chile’s vines made
up 2.4% of the world’s total planted surface. Chile currently has an estimated 8,000
producers of wine grapes (USDA, 2007). Good prices obtained by grape farmers during the
last few years resulted in additional plantings of vineyards and existing operations expanded
or replanted to varieties in higher demand. Industry sources believe that once the new areas
come into production, wineries will have to invest in new processing and storage facilities to
absorb the annual additional output. As a result the Ministry of Agriculture’s new estimate of
total planted area of vines for wine is now 117,000 hectares. Out of the total planted area,
around 76 percent are red varieties (20 red varieties, of which almost half are Cabernet
Sauvignon). Also, close to 75 percent of all planted area is irrigated. As a result, Chile’s total
volume of exportable wine is expected to continue to expand in the coming years (USDA,
2007). This will likely increase competitive pressure on exporting wineries.

Red wines are still the industry’s main focus. The most important grape varieties are
Cabernet Sauvignon, Merlot, Carmenere and Syrah. In 2007, Cabernet Sauvignon

accounted for 42.4% of production, Merlot for 14.3%, Carmenére for 8% and Syrah for 3.8%
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(SAG, 2007). It wasn't until 1994 that it was officially discovered that a lot of the merlot
planted in Chile was actually carmenére, a variety thought to have disappeared because of
phylloxera. It seems odd that this was never noticed before as the varieties are very different.
It is possible that many Chilean wine producers did not want to admit that their merlot wasn't
actually merlot, as it was the most sought after Chilean wine at the time. Now that
Carmenere is accepted it is identified as being Chilean, in the same way Zinfandel belongs
to California, Malbec to Argentina and Pinotage to South Africa. Thus, focusing on
Carmenere (as single variety, or used in blends) could offer Chilean wine producers a way of
differentiating themselves from foreign competitors on the export market. However, in other
countries carmenére has been recently re-discovered as well, such as Northern-ltaly, Napa
Valley and Washington State (Van Casteren, 2006).

Although Chile’s image as wine country is based primarily on red wines, it also
produces and exports white wines. Sauvignon Blanc is the most important white wine,
followed by Chardonnay. In 2007, Sauvignon Blanc accounted for 13.2% of production and
Chardonnay for 9.1%, occupying a third and fourth position respectively, still in front of
carmenére and syrah (SAG, 2007).

Chilean wines exported are mainly characterised as extremely fruity and clean.
Yields are still relatively high although more low-yield and/or more wines matured in barrels
are being exported (Robinson, 2006). Lower yields and older vines signal an increase in

wine quality.

3.4. Production

As a consequence of the continuing increase of planted vines since 1995, wine production
also increased. Table 9 shows Chilean production between 1997 and 2007. In 2007, 73.5%
of production consisted of red wine, and 26.5% of white wine (SAG, 2007). The 6 most

important grape varieties (mentioned above) were responsible for 91% of production.
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Table 9 Chilean Production 1997-2007 in Hectolitres

Year Wine with D.O". Wine without D.O. Table Wine Total

1997 2.489.287 1.330.057 490.905 4.310.249
1998 2.996.983 1.443.082 825.438 5.265.503
1999 2.395.729 1.318.548 565.874 4.280.151
2000 3.748.213 1.956.098 715.063 6.419.374
2001 4.460.397 583.290 408.098 5.451.785
2002 4.430.500 834.463 358.267 5.623.230
2003 5.460.865 947.611 273.745 6.682.221
2004 5.474.888 577.173 248.675 6.300.736
2005 6.303.212 1.047.796 534.503 7.885.511
2006 7.163.042 861.365 424.370 8.448.777
2007 7.038.873 879.062 359.525 8.277.460

Source: SAG (2007), Chilean Ministry of Agriculture

During 2001 and 2005 Chile increased its share of world production from 2.1% to 3%, as can
be observed from table 3. This put Chile in 11" (and last) place among the major Old and
New World Countries (not counting China and New Zealand). The current production growth
is closely linked with increasing foreign demand for Chilean wines. According to Visser (2004)
this must have gone hand in hand with changes in technology, production, marketing and
distribution so as to supply a coherent product, matching prevailing trends in retailing and
consumer demand in importing countries. Part of this can be explained by the influx of
foreign investment and international joint ventures to Chile, which were described before.
However, table 9 also shows that total Chilean production decreased with 2% from 2006 to
2007, from 8,448,777 hectolitres to 8,277,460. This can be seen in light of the current world-
wide oversupply of wine, which forces Chile (and others) to cut down production and
increase quality, meaning a shift from bulk to bottled wine, and also an increase in the quality
of (exported) bottled wine. Many of the successful smaller Chilean wineries focus their
exports accordingly, as they produce relatively small quantities of high quality wines from
well known grape varieties. Similarly, a study by Foster et al (2002) concluded that the
Chilean Wine Industry’s top priorities are the production of high quality wine to meet final
consumer demand and the reliability of their supply to meet distributors demand, directly
followed by product price and production costs. However, the same study also found that the

industry has an orientation and focus towards the product rather than a market orientation.

* D.0. = Denominacion de Origen
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3.5. Consumption

As was mentioned before, Chilean consumption has fallen from 53 litres per capita in the
sixties to around 15 litres per capita since the 1990s. A partial explanation is that in the same
period Chilean beer consumption doubled. Also, changes in lifestyle have made it more
difficult to consume wine on a daily basis (Terheijden, 2005). Thirdly, the wine drunk
between the 60s-mid 80s was of inferior quality, mostly drunk by lower income families. With
the increase in living standards, consumption of this type of wine diminished over the years.
The wine produced nowadays is of higher quality, although Chile still produces a large
guantity of lower quality bulk wine. Between 2001 and 2005, per capita consumption
increased again from 14 to 16 litres, as total consumption increased from 2.25 million
hectolitres in 2001 to 2.5 million hectolitres in 2005, an 11.11% increase. Still, Chile’s
consumption level is the lowest of all major wine producers and exporters (USDA, 2007).
Furthermore, the growth potential of domestic consumption is low, as the Chilean population
is smaller than in most other wine producing and exporting countries. Lastly, a lot of the wine
consumed locally is still low priced. As a consequence, Chile’s domestic market is not
considered very attractive, as was already observed in figure 2. Many Chilean wineries -
especially the ones who are or would like to target higher price segments- are therefore
dependent on exports for their survival, which in large part explains the high level of
internationalisation of the Chilean wine industry, as shall be discussed next. To increase
domestic wine consumption, the Wines of Chile business association has conducted a
promotional programme during the last 10 years. Their annual budget is approximately
$700,000 to $1 million dollars. The main activity of this programme is called “Wine Show and
Tasting”. This activity takes place in different parts of the country. It consists of seminars and

wine tasting in Malls, at Art centres and special wine tasting events (USDA, 2007).

3.6. Exports

Chile has been steadily increasing its market share of total wine exports over the past
decades. Chile’s increased orientation towards exports can be seen by the fact that the
country ranked 13th concerning global wine exports in terms of volume in 1986, with a
market share of 0.5%. In 2000, however, Chile had advanced to a 5" position. In 2005 Chile
still ranked 5™ but already accounted for 5% of total world exports in volume. As mentioned
before, Chile ranks only 11th in terms of production volume, thus signalling a high degree of

internationalisation of its wine industry: in 2006 over 60 percent of Chile’'s total yearly

26



production volume was exported, supplying more than 100 countries. In 1994 only around
30% of production was aimed at exports. Over the same period (1994-2006), export volume
increased 4.7 times and export value increased 6.7 times, showing an increase in average
export price per litre from US$ 1.29 to US$ 1.86 (see table 10 below). At the same time it has
to be remembered that Chile has a relatively weak domestic market both in terms of current
consumption (it ranks 20th in terms of domestic consumption volume), as well as possible
future growth because of its relatively small population. Therefore, success on the export
market is crucial to the Chilean wine industry. It is estimated that there are over 175 Chilean
wineries, of which around a 100 are more or less dependent on exports (Van Casteren,
2006). The next table shows Chile’'s wine exports according to volume and value. These
figures include both bottled as well as bulk exports, of all types of wine. In 2006 Chile’s wine
exports amounted to US$ 965 million, where its total exports amounted to almost US$ 59

billion, or around 1.5% of total Chilean exports.

Table 10: Chilean Exports in Volume (Million Litres) and Value (Million US$)

1992 1994 1996 1998 2000 2002 2004 2005 2006 2007°

VOLUME | 74 111 185 251 276 356 474 421 520 598

VALUE 119 143 294 540 585 610 845 885 965 1,110

AV.PRICE | 1.61 1.29 1.59 2.15 2.12 1.71 1.78 2.10 1.86 1.86

Source: USDA GAIN Report CI7015. World Wine 2007 (2007)

After many years of expansion, Chile’s wine exports in volume fell for the first time in 2005.
Due to a fall in operational margins as a result of the revaluation of the peso against the
dollar, most wineries had to increase the prices of their export wines. This price increase
lowered the competitivity of Chilean wines against other producers (countries), thus reducing
demand (USDA, 2006). Industry sources believe the increase in the average export price
reflects an improvement in the quality of the wine being exported (USDA, 2007). In 2006 and
2007 the average export price slumped again however. It should be remembered however
that table 10 shows all wine exports, including bulk wine. A fall in average wine price does
not necessarily mean a decrease in price or quality of (higher quality) bottled wines, which
shall be demonstrated shortly.

Other major gainers in export market share have been the US and especially
Australia. Also, the other New World countries (Argentina, South Africa and New Zealand)
have increased market share, as was shown in Table 6. Argentina’s exports are growing

especially fast, a fact that causes some unease among Chilean wineries. For instance,

® Forecasted
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Argentina's exports to the United States are growing much faster than those of Chile.
Furthermore, Argentina’s production level is already far higher than Chile’s and its land and
labour costs are comparable to those of Chile. Lastly, Argentina has a better defined country
image which wineries may profit from. Some major disadvantages of Argentina are its lack of
trade agreements and high inflation levels. The Chilean wine industry’s attitude towards its
larger neighbour is somewhat ambivalent. On the one hand it is seen as a sleeping giant; a
potential threat to the Chilean wine industry. On the other hand, Chilean wineries have also
started to invest in Argentina since the mid nineties, tempted by lower land costs across the
Andes (Robinson, 2006).

As has been said, Chile traditionally exports both bottled and bulk wine. An
increasing number of wineries are making a big effort to increase premium-bottled wine
exports; as a result bottled wine grew faster than bulk wine in 2006 (USDA, 2007). However,
Chile still has a long way to go to be able to compete in the higher bottled wine segments
with its principal competitor Australia. As short ago as 2003, 45% of Chile’s exports
consisted of bulk wine and a large part of bottled wine exports was destined for the lower
price segments, leading to an average bottled wine price of US$ 2.1 per litre, compared to an
average export price of US$ 3 for Australian bottled wines (Moguillansky, Salas and Cares,
2006). The following table shows the percentage of Chilean and Australian exports destined
to the different price segments for 2003. It is clear that Chile is underperforming in the higher,
more attractive segments, where competition is less cutthroat and profits higher. There is
evidence that wineries putting a greater emphasis on product quality indeed receive higher
average prices. There is, however, less support for the idea that an emphasis on product

quality translates into improved export growth performance (Foster et al, 2002).

Table 11: Spread of Chilean and Australian Exports according to Price Segment (2003)

Av. price in US$ p Ltr Australia Chile
Basic wine Less than 2% 17% 44%
Table Wine/Premium 2% - 3.5% 45% 47%
Super&Ultra  Premium, | More than 3.5$ 38% 9%
Icon

Moguillansky, Salas and Cares, (2006)

Considering the Chilean exports of fine wines (higher quality bottled wines) between January
and September 2007, Cabernet Sauvignon was the most important exported variety (33%),
followed by Merlot and Sauvignon Blanc (both 14%), Chardonnay (12%), Carmenére (6%)
and Syrah (3%) (ODEPA, 2007).

Apart from an increase in export market share and an increase in average quality

(and price) of the exported wines, Chile has also wisely diversified its wine exports
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geographically. In 1980, almost 88% of Chilean wine exports were destined to other Latin
American countries. This figure dropped to less than 8% in 2002 (Visser, 2004). Throughout
the 1980s the USA, Canada and Mexico became Chile’'s main export destinations, at the
expense of Latin America. However, since 1990 sales to the NAFTA countries decreased
and Western Europe became the number one destination, importing over 50% of Chilean
wine exports in 2002. More recently, Asian countries have been increasing their share from
3% in 1995 to 12% in 2002 (Visser, 2004). This figure dropped to around 10% since then
(USDA, 2007). Still, many exporting wineries are turning their attention to Asian countries
such as China and Japan, as well as Russia. Other markets which might be considered of
increasing importance in the future are India and other Asian nations such as Vietnam,
Indonesia, Malaysia and Thailand. The total number of buyer countries increased from 34 in
1984 to over a 100 in 2007. Table 12 demonstrates Chile’s most important wine export

destinations, both in terms of volume and value.

Table 12: Chilean Wine Exports by Country of Destination

Quantity (1000 Hectolitres) Value (1000 US$)
Country 2005 2006 2005 2006

UK 787.1 1,018.1 153,210 163,303
usS 561.1 535.5 147,456 149,721
Canada 262.3 449.6 53,378 56,150
Germany 465.7 399.7 64,525 53,167
China 66.3 393.0 9,107 21,119
Denmark 293.5 256.8 49,921 42,429
Russia 73.0 236.8 16,718 26,069
Netherlands 151.0 177.4 36,397 42,106
France 187.8 164.4 19,499 20,131
Venezuela 92.0 153.6 17,744 25,252
Brazil 116.3 143.5 27,868 37,028
Others 1,221.2 1,276.2 288,870 331,551
TOTAL 4,745.8 5,204.6 884,643 968,026

Source: USDA GAIN Report CI7015. World Wine 2007 (2007)

In 2006, the top ten importers in terms of value of Chilean wine accounted for almost 64% of
total Chilean wine exports. The Top Ten includes four non western countries: China,
Venezuela, Brazil and Russia. Within the top 11 (top ten plus France), the European

countries accounted for over 33% of imports (in value) and North America for 21%.
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According to volume exported the figures are similar: the top ten accounted for almost 73%
of exports, of which Europe accounted for 39% and North America for 19%. The next table
shows the percentage of Chile’s Wine exports (expressed in volume and value) according to

country of destination.

Table 13: Chilean Wine Export Percentages by Country of Destination in 2006

Country Volume Value
UK 19.6% 16.9%
us 10.3% 15.5%
Canada 8.6% 5.8%
Germany 7.7% 5.5%
China 7.5% 2.2%
Denmark 4.9% 4.4%
Russia 4.5% 2.7%
Netherlands 3.4% 4.3%
France 3.2% 2.1%
Venezuela 3% 2.6%
Brazil 2.8% 3.8%

Source: USDA GAIN Report CI7015. World Wine 2007 (2007)

As table 13 shows, Chile’s most important export markets, both in terms of volume and value,
are the U.S. and the U.K. It is interesting to see that only in Brazil, the Netherlands and the
US the value of Chilean wine imports exceeds the volume percentage. It seems these
countries are importing quality over quantity, especially in the case of the US, where the
value of Chilean wine imports exceeds the volume by over 5%.

Bottled wine exports over the first six months of 2007 (January-August) reached 232
million litres and US$ 690 million, an increase of 27% and 33.4% respectively. This
translates into an average price per case (12 bottles of 0.75 litres, or 9 litres) of US$ 26.76
(or almost US3$ per litre), an increase of around 5% against the same period last year.
However, this is on par with the level Australia had already reached in 2003, as was shown
in table 14. Similarly, between January and September 2007 Chile exported 230 million litres
of Wine with Denominacién de Origen, worth US$ 715.6 million, an increase in volume of
23% and in value of 30% over the same period in 2006, leading to an average price of US$
3.11 per litre of exported D.O. wine. This proves again that Chile has not just increased
export volume, but also the quality of the exported wines, leading to higher prices (ODEPA,

2007). The next table shows bottled wine exports (US$ FOB) over the first nine months of
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2007 (Jan-Sep) according to Price Range (expressed per case, or 12 bottles or 9 litres of

wine):

Table 14: Export Volume per Price Range FOB

Proporcion del Volumen Vendido Segun Rango de Precio FOB

50% 47%
45%
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35%
30% 1 23%
S 25% | °
20% |
0,
15% 10% 12% s
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0%
<15 15-25 25-35 35- 45 >45
US$/Caja

Source: ProChile (2008)

The table demonstrates that a lot of Chilean wine exported is still in the lower price segments,
the majority between US$ 15-25 per case, or US$ 1.25-2.08 per bottle. Only around 8% of
Chilean wine bottles are exported for over US$ 45 a case, or a price of around US$ 3.75 per
bottle.

The UK ‘s imports of Chilean wine over the first six months of 2007 increased 37.9% in
volume and 51.7% in value, to 6.2 million cases worth US$ 140 million compared to the
same period in 2006. The average price per case was US$ 22.6 -or around US$ 2.5 per litre-
(Vifias de Chile, 2007). Between June 2003 and June 2007 Chile's UK market share
increased from 5.9% to 6.9%, a percentage putting Chile in 6™ position, overtaking Spain.
Over the same period average consumer price increased from 3.71 to 3.82 GBP per bottle.
Sales of Chilean wine in the £5 to £10 sector—generally considered to be Chile’s greatest
strength—grew by an impressive 26% over the last 12 months to June 2007, and Chile now
sells 14% more wine priced above £5 than South Africa. However, Australia is still by far the
biggest exporter on the UK market with a share of 22.5% in June 2007 (Wines of Chile,
2007). Considering Chile’s position on the UK market, Wines of Chile’s UK Director Michael
Cox said: “Chile is making steady and sustained progress across the board in both volume

and value, and this is testimony to the hard work being done by the wineries, and the
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growing awareness of Chile’s naturally diverse styles of quality wines” (Wines of Chile,
2007). The following table shows Chilean exports to the UK over the first nine months of

2007 according to Price Range:

Table 15: Export Volume to the UK per Price Range FOB
Proporcion del Volumen Vendido a UK Segun Rango de Precio FOB
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Source: ProChile (2008)

In the US imports increased 11.7% in volume and 23% in value, leading to 4.2 million cases
and US$ 115 million over the first six months of 2007 compared to the same period in 2006.
Average price per case was US$ 27.4, or a little over US$ 3 per litre (Vifias de Chile, 2007).
Chilean wines ranked 4™ concerning imported wines in the US in 2003, behind Italian,
Australian and French wines (Heijbroek and Rubio, 2003). Still, in 2006 Chilean wines only
accounted for 2% of the US market, which is dominated by local wines (Reuters, 2007). The

following table shows exports per price range to the US.
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Table 16: Export Volume to the US per Price Range FOB
Proporcién del Volumen Vendido a USA Segun Rango de Precio FOB
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Source: ProChile (2008)

The US shows almost the same spread according to price range as table 14.

Chile’s third biggest export market, Canada, also showed some impressive growth figures:
imported volume increased by 22.8% to 1.074 million cases and import value increased by
25.7% to US$ 39 million between January-August 2007 versus the same period in 2006.
Average price per case increased over 4% to US$ 36.3, the equivalent of over US$ 4 per
litre. (Vifias de Chile, 2007). If we look at exports per price range over the first nine months of
2007 we see that Canada seems to be increasingly importing more bottled wine of the higher

price categories

Table 17: Export Volume to Canada per Price Range FOB
Proporcion del Volumen Vendido a Canada Segun Rango de Precio FOB
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The above shows that both in total exports, as well as in Chile’s three most important export
markets, value grew more than volume, increasing the average price per case (or per litre).
In conclusion, it might be safely assumed that Chilean wineries are indeed increasing the
average quality of their exported wines, as average prices in all its most important export

markets have been on the increase.

3.7. Technology and Innovation

Modern technology was first introduced into the Chilean wine industry when Miguel Torres
entered Chile in 1978. In the late 1980s this process was accelerated by foreign investment
and by the democratic transition that took place in the country in 1990. These outside
investors assisted the influx of both equipment (such as stainless steel tanks, pneumatic
presses, oak barrels, modern filters and cool storage facilities) and expertise (Robinson,
2006). In this period, Chile’s wine industry was to be highly influenced by Australian
vinification techniques and the import of European machinery and equipment (Gwynne,
2005). Nowadays the Chilean wine industry uses the latest technology and machinery, on
par with other major wine producing countries. However, technological advances still mostly
take place outside of Chile and most machinery is still imported from and produced by
European competitors such as France, Italy, and Germany (Visser, 2004). This presumably
leads to a certain laps of time before the latest technology is incorporated into Chilean
wineries. However, experts point out that this situation is fairly similar for other major
producers and exporters. Currently, over 46 percent of wine storage containers at Chilean
wineries are made of stainless steel, which shows a high technological development
standard for the industry. Additionally, 39 percent of the wineries use oak barrels, French or
American, for an average of 3 to 5 years. Over 70 percent of Chilean wine makers believe
that they have sufficient (cool) storage capacity for their production; while only 12 percent
believe they need to expand (USDA, 2007). Technological advances in machinery and
equipment haven’'t been as dynamic as the latest changes in agronomic and oenological
practices. This has led to a continuing increase in quality and consistency of Chilean wines.
Other advances which need to be addressed are the use of IT for monitoring and control, as
well as logistics (JIT) and organisational approaches (ISO 9001) (Visser, 2004).

Chilean wineries are very interested in innovation, not only in light of competition with
the country’s major New World competitors such as Australia, but also its Old World

competitors who are fighting back to regain lost market share, such as Spain and Italy. Also,
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both consumers and large supermarket chains have become more demanding. To be able to
export a differentiated offering, continuing innovation (seen as new products, processes,
business models and management methods to create value) is considered very important by
Chilean exporting wineries (Moguillansky, Salas and Cares, 2006). There are some
problems however. First of all, a lot of smaller companies suffer from a lack of management
and innovation capabilities and both smaller and larger companies alone do not have the
financial nor human resources to conduct generic market or other research, so a form of
association or cooperation between wineries is necessary. In Australia, vineyards of all sizes
are represented by an industry wide organisation, and receive state funds to promote their
product. However, in Chile a lack of trust impedes this to a great extent, even considering
market research which might be considered equally beneficial to all. An often heard
explanation is that Chileans have a very entrepreneurial attitude and are not used to
cooperate, although relationships among wineries are said to be fairly good. Secondly, there
is a need for the different business associations and (public) support organisations (to be
discussed next) to cooperate, not just financially, but to devise the infrastructure and support
programmes to educate and inform wineries; for instance to develop management capacity,
so that knowledge and best practices are not dispersed but shared evenly among the
majority of interested wineries. Another important problem facing the Chilean wine industry in
terms of innovation is that University research is often basic, of technical nature (instead of
commercial), not always of interest to the wineries, and lastly, not always coordinated so
risking duplication. These problems cause Chile to remain largely dependent on foreign
technology and know-how (Moguillansky, Salas and Cares, 2006).

Lastly, apart from government support and public (financial) resources, Chile’'s wine
industry also lacks its own financial resources. For instance in 2000 US wineries together
spent US$ 6 million and Australia spent a total of US$ 9 million on R&D, half of which paid by
the state and the other half by Australian wineries, against a mere US$ 400.000 by Chile
(Moguillansky, Salas and Cares, 2006). A lack of capital is thus also often cited as a problem

impeding innovation, especially concerning marketing and branding.

3.8. Government Support and Business Associations

The Chilean government does not interfere directly with the wine industry by subsidizing
wine production or exports directly. However, through its policy of singing bilateral trade
agreements (Chile has the highest number of bilateral free trade agreements in the world,

currently over 40) it does contribute to the success of Chilean wine on the export market.
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Also, there are some state-supported organisations that play an important role in the wine
business: SAG (Servicio Agricola y Ganadero, part of the Ministry of Agriculture) deals with
legislative issues for wineries. For example, wine production and exports are regulated and
certified by the SAG. All wine produced in Chile for both the domestic and export market is
periodically sampled by SAG and SAG also issues the export certificates that include the
wine’s origin and quality. It is in the entire wine industry’s best interest that this quality control
takes place; if one deficient wine brand would slip through, this would adversely affect the
name of all Chilean wines and perhaps all Chilean export products. A second organisation,
ProChile, promotes exports of Chilean products —including wine- all over the world, and lastly,
CORFO (Corporaciéon de Fomento de la Produccién) is a public fund aimed at private
enterprises. In the wine sector it supports the Rutas del Vino and some technology projects
through the Corporacién Chilena del Vino (CVV) (Visser, 2004). Other organisations include:
Oficina de Estudios y Politicas Agricolas (ODEPA) and Fundacion para la Inovacion Agraria
(FIA).

There are three major wine business associations in Chile; Vifias de Chile, ChileVid
and Corporacion Chilena del Vino (CCV).

Vifas de Chile was founded in 1949 and is Chile’s oldest wine business association,
uniting Chile’s biggest wineries, such as Concha y Toro, Santa Rita, San Pedro and others,
with successful medium-sized firms exporting high-quality wines, such as Montes and Casa
Lapostolle. It currently tries to lobby the government for export market access, devises
training programmes for fieldworkers, and education programmes for exporters. It is also
committed to work with universities to stimulate research and technology development and
works closely together with ChileVid to promote the image of Chile and Chilean wines
abroad.

ChileVid, or associacién de productores de vinos finos para la exportacién, was
founded in 1993. Its members are mostly younger and smaller companies primarily aimed at
exports of higher quality wines. ChileVid focuses on helping to develop the business of their
members, by lobbying for financial resources and providing information and advice on
technical, legislative, and commercial aspects of wine exports, the organisation of trade fairs
abroad, and the development of relationships with wine journalists.

Recently, ChileVid and Vifias de Chile decided to cooperate by establishing Vinos de
Chile (Wines of Chile) to devise a Brand Chile to promote Chilean wines in its most important
export markets. Wines of Chile has offices in Chile, London and the US and organises
promotional campaigns, wine promotion fairs and competitions, to build an image of Chile in
consumers’ minds. At the moment the organisation is mainly active in the US, UK, Canada

and Germany. The Wines of Chile campaign is funded mainly by ChileVid and Vifias de
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Chile and has an annual budget of $6 million, which is less than 1 percent of the total value
of Chile’s bottled wine exports last year. The marketing funds are used for generic promotion.
The Government contributes 15 percent of the total amount, through its export promotion
agency ProChile (USDA, 2007). Wines of Chile’s mission is to strengthen the image of Chile
in the marketplace. Wines of Chile hope to boost worldwide exports to $1.2 billion by 2010,
with most of the growth coming from higher prices (Economist, 2007). A lot is expected of
Vinos de Chile, as it is the only campaign that comes close to being a national wine
promoting agency such as the ones that exist in other wine producing countries, such as The
Australian Wine Bureau and Wines of South Africa (WOSA). The lack of such an
organisation is often seen as the biggest problem facing the Chilean wine industry today.
ChileVid and Vifias de Chile are said to represent around 95 wineries and 95% of the total
exported wine. The main Wines of Chile activity is called the “Tastes of Chile” campaign to
promote Chilean fruits and wine. The images used build on the natural beauty of Chile and
the quality of its products. Another promotional programme is the activity called “Wine Show
and Tasting”, or muestra y cata. This activity takes place normally once a year. It consists of
seminars and wine tasting. ProChile contributes with logistics and market information and the
wineries pay the costs. With this strategy the wine industry is promoting wines in markets like
Russia, The Netherlands, Denmark, Sweden, The Czech Republic, Brazil, Mexico,
Venezuela, Taiwan and Hong Kong (USDA, 2007).

The last organisation is called La Corporacién Chilena del Vino (CCV). CVV consists
not only of wineries, but also grape producers and their suppliers. Activities of the CVV
include the diffusion of technical and market information through special publications, the
organisation of training courses, and representing members in negotiations on new policies,
treaties and regulations. Secondly, it acts as an intermediary for CORFO, a public support

fund for the private sector (Visser, 2004).

3.9. Regional Structure

Chile is divided into 12 administrative regions, regions | to Xl plus the Metropolitan Area of
Santiago (R.M., or Regién Metropolitana). This administrative division was created in 1980
by the former Pinochet government (Visser, 2004). The division follows a north to south
direction; region 1 is the Northern tip of the country, and region 11 lies in the south
(Antarctica). Grape growing and wine production takes place in a territory covering about one
third of the entire nation. The major wine producers are found in the Metropolitan Region of

Santiago, the 6™ region (Bernardo O’Higgins) and 7" region (Maule). The Maule region is the
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single largest wine producing region of Chile, accounting for 48.9% of total production (SAG,
2007). Together these three regions (R.M., 6™ and 7™) accounted for 93.3% of Chilean wine
production in 2007 (SAG, 2007).

Table 18: Chilean Production (in Hectolitres) according to Administrative Region

Region 2006 2007

Il 291 260

\ 162,036 184,329
\% 244,882 167,453
R.M. 1,127,760 939,624
Vi 2,713,894 2,730,498
Vil 4,003,295 4,049,640
VIII 196,619 205,656
Total 8,448,777 8,277,460

Source: SAG (2007), Chilean Ministry of Agriculture

Considering wine production, Chile is more commonly divided into wine producing valleys,
instead of administrative regions. Form North to South these valleys include: Elqui, Limari,
Aconcagua, Casablanca, San Antonio, Maipo, Cachapoal, Colchagua, Curic6, Maule, Itata,
Bio Bio and Malleco (Van Casteren, 2006). Colchagua and Cachapoal valleys together
constitute an official denominacion de origen (DO): the Rapel Valley. The Maipo valley also
has a D.O. In Chile, only 75% of the grapes have to come from a limited zone, sub-region, or
region to be able to use the term D.O. Furthermore, the Maipo, Rapel, Curic6 and Maule
valleys are often referred to as Valle Central, or Central Valley, the centre of Chilean wine
production, although new areas are being planted increasingly. Although many valleys have
been only recently “discovered” there is still an enormous potential of undiscovered, very
promising valleys. New vineyards are not only appearing in north-south direction, but also
increasingly in an east-west direction, to the Pacific and the Andes, in search of cool climatic
conditions, new soils and sub soils. The search for new terroirs is proof of Chile’s focus on
increasing the quality of its wines. There is a conviction that increasing quality can only be
done by fine-tuning specific grape varieties with specific areas. This has its effect on labels,
which are increasingly stating specific valleys: Cachapoal or Colchagua instead of Rapel, or
might be even more specific, stating sub-valleys such as Apalta, in Colchagua (Van
Casteren, 2006).

Santiago is the administrative headquarters of most (larger) wineries and also

business associations, which shall be discussed in the next paragraph. For a more elaborate
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description of some of Chile’s most important valleys and sub-valleys | refer to Robinson
(2006).

3.10. Industry Structure

The Chilean wine industry is more concentrated than its European counterparts, but less so
than in other new world producers (Visser and de Langen, 2006). However, the global wine
industry is dominated by French, German, US and Australian firms. Although Concha y Toro
is the largest Chilean winery, it ranked only 30" in the world on the global list of leading wine
companies in 2003 (Heijbroek and Rubio, 2003). The Chilean wine industry may be
considered a global niche player without any really strong brands, which makes it more
difficult to find the right distribution channels. The global wine industry as a whole is rather
small and much more fragmented compared to other major alcoholic beverage industries,
such as the beer and spirit industries.

Before investment in export-oriented wineries in the 1990s, the Chilean wine industry
was dominated by a small number of “brand” companies that exported small quantities but
whose main focus was still the national market (such as Concha y Toro and Cousifio Macul).
Most other wineries were fully focused on the domestic market. Export growth in the 1990s
diversified the Chilean wine industry structure (Gwynne, 2005). According to Gwynne (2005)
at least four types of wine enterprises can now be identified (apart from small exporting
wineries):

1. The large domestic firms with a long “brand” history, such as Concha y Toro, Santa
Rita, and San Pedro. Some of these have also developed joint ventures with foreign
firms, as was discussed before.

2. Subsidiaries of large foreign-owned wineries, both wholly-owned (Miguel Torres-
Spain, Marnier/Casa Lapostolle-France) or joint ventures with large Chilean firms (for
example, Conchay Toro and Rothschild, producing the Almaviva wine brand)

3. Some medium-sized companies attempting to target niche export markets. These
can have various backgrounds, such as wine consultants moving into wine making
as was the case with Montgras in 1994. Another theme of enterprise development in
this category is that of traditional, small wineries investing heavily in new techniques
and upgrading their production, such as in the case of the La Rosa winery

4. Large co-operatives that have managed to upgrade and supply international markets,
such as the Cooperativa Vitivinicola de Curicé, producing under the brand name Los
Robles.
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Nowadays, Chile's three major wineries in terms of production volume are Concha y Toro,
Santa Rita and San Pedro. In 2006, these three controlled 73% of Chile’s domestic market in
terms of sales volume and over 65% in terms of sales value. Concha y Toro had a volume
market share of 28%, Santa Rita accounted for 25% and San Pedro for the remaining 19%.
In 2001, the big three controlled only 56% of the market in terms of sales volume, and 55%
in terms of value, signalling an increase in their domestic market power over the past few
years, threatening the existence of some smaller wineries. That concentration levels are
lower in terms of value than volume might be explained by the fact that technology and
machinery available to smaller wineries acts less as a barrier to increase the quality of wine
production, as it does to increase volume (Urquieta and Rojas, 2006). In other words,
because technology levels are now equally high at most wineries, it is easier and cheaper for
smaller wineries to increase the quality of their wines than it is to invest in significantly
increasing production capacity. Table 19 demonstrates that even within the top 20 (out of an
estimated 175 wineries in total), most wineries —apart from the big three- have very low
market shares in terms of volume; all below 3%. The same holds for domestic market share
expressed in value (table 19), with market shares all below 6%. Or put differently, around
172 wineries are left with around 25% of the Chilean market in terms of volume and almost
35% in terms of value. Furthermore, the Chilean domestic market may still be considered as
not very attractive. This leaves many smaller wineries with a simple option: increase quality
and focus primarily on exports. Indeed, Urquieta and Rojas (2006) conclude that the smaller
wineries are capable of withstanding competition from the big three mainly based on product
differentiation, adding value to both their wines and their brands, so they can focus mainly on

the export market with high quality wines.

Table 19: Top 20 Chilean Wineries in domestic Volume %

Winery 2001 2006
Conchay Toro 21,4 28,3
Santa Rita 21,2 24,6
San Pedro 14,2 19,7
Santa Carolina 4.4 3,0
Tarapaca 1,5 2,8
Canepa 2,6 2,3
Fco. De Aguirre 3,1 1,7
Vifia Ventisquero 0,0 14
Vina El Aromo 1,2 1,3
Undurraga 2.4 1,2
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Covica 3,1 1,2
C. Agricola Curicé 0,9 1,0
S. Ema 15 0,8
C. Macul 0,3 0,4
C. Silva 0,1 0,3
A.F. Arco Iris 0,0 0,2
Macaya 0,1 0,2
Errazuriz 0,2 0,2
Torres 0,1 0,1
Vifa Mar 0,0 0,1

Source: Urquieta and Rojas, 2006

Table 20: Top 20 Chilean Wineries in domestic Value %

Winery 2001 2006
Conchay Toro 21,4 25,8
Santa Rita 21,6 23,7
San Pedro 12,1 15,8
Tarapaca 3,1 54
Santa Carolina 5,2 4.4
Undurraga 4.8 2,5
Canepa 2,8 2,2
Vifia Ventisquero 0,0 1,9
Fco. De Aguirre 2,4 1,2
C. Macul 1,2 1,1
S. Ema 1,4 11
C. Agricola Curicé 1,0 1,0
Covica 2,0 0,9
Vina el Aromo 0,9 0,9
Montes 0,2 0,7
Errazuriz 0,9 0,7
C. Silva 0,3 0,7
M. Torres 0,5 0,6
A.F. Arco Iris 0,1 0,5
Caliterra 0,4 0,3

Source: Urquieta and Rojas, 2006

However, in terms of exports the big three also led the Chilean wine industry, albeit to a far

lesser extent. In 2006, Concha y Toro’s bottled wine exports reached US$ 175.6 million; San
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Pedro exported worth US$ 44.5 and Santa Rita for US$ 40.2 million. Total Chilean wine
exports amounted to US$ 965 million, leading to an export market share of 18% for Concha
y Toro, 4.6% for San Pedro and 4.2% for Santa Rita, or a total of almost 27% of Chilean
wine export value for the Big Three taken together. In 2001 the big three still accounted for
29% of wine export value: Concha y Toro (14.2%), San Pedro (10.7%) and Santa Rita (4.7%)
(Heijbroek and Rubio, 2003). The top ten exporters considering sales value (US$ FOB) of

bottled wine over the first nine months of 2007 are shown in the next table:

Table 21: Top Ten bottled wine Exporters considering US$ FOB Jan-Sep 2007

Company Cases (12 bottles) US$ FOB Average Price US$
Conchay Toro 7.328.288 174.999.957 23,88
Cono Sur 1.853.117 41.000.335 22,13
San Pedro 1.864.192 39.904.871 21,41
Santa Rita 934.694 35.677.260 38,17
Montes 444.009 23.882.376 53,79
Errdzuriz 410.217 20.712.544 50,49
Santa Carolina 868.308 20.501.757 23,61
Tarapaca 627.548 18.355.886 29,25
Ventisquero 613.674 16.701.987 27,22
Santa Helena 755.821 15.702.833 20,78

Source: ProChile (2008), Wines of Chile (2008)

Interestingly, Cono Sur has surpassed Santa Rita both in export volume as well as value,
and San Pedro in terms of export value. In this thesis the distinction between small and large
wineries shall from now on be made based on export value as this is deemed the best
measure to express success on the export market in general and the higher segments in
particular. The best measure of success in the highest price segments however would be
average export price (US$ FOB) per case.

Many Chilean wineries, especially the bigger ones, have various vineyards in
different valleys, or might source grapes from different valleys. For instance, Concha y Toro
has vineyards in Casablanca, Rapel, Maipo, Maule and Curic6, as well as offices in Santiago.
Santiago appears to agglomerate marketing, administrative and strategic decision-making
functions in the Chilean wine industry (Visser, 2004). Santiago is the preferred headquarters
for national wine associations, university wine research institutes and public agencies
involved in the wine industry.

The not so attractive home market and high level of domestic market power of the

three biggest wineries, together with the higher prices to be obtained on the export market,
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leave many smaller wineries focussing on the export of high quality wines. However,
although the larger companies have an advantage in their economies of scale and large
production volumes, this does not mean that they do not produce high quality (low yield)
wines as well. Obviously, they produce an array of different wines at different quality levels
and prices, including top quality wines. Furthermore, as was discussed, competition abroad
is also fierce. This has led many to believe that the only way to be successful on the export
market is either by being really big or really small (in terms of production volume aimed at
exports). Being big means economies of scale in marketing, production and distribution, and
thus placing power. Also, it is attractive to large distributors which demand a variety of
different types of wine in different price ranges. Being smaller offers a winery the opportunity
to specialise in the highest quality boutique wines, although there aren’t that many Chilean
icon wines yet. An often cited example of a very successful medium-sized (smaller if

expressed in production volume) winery, aimed at the export of high quality wines, is Montes.

3.11. Advantages of Chile

The next two paragraphs will discuss Chile’'s main advantages and disadvantages as a wine
exporting nation. These have been drawn from both the literature as well as from the
interviews held with some experts on the Chilean wine industry. These interviews may be

found in the appendixes.

As was discussed before, Chile has a relatively strong competitive advantage position
compared to other major wine exporters. First of all, its natural resources stand out. Chile is
a phytosanitary paradise, where phylloxera never occurred, and where pests and other
threats are virtually non-existent. This also means that Chilean producers can work in a more
biological manner than competitors and have the opportunity to stress their environmentally-
friendly grape growing methods or might consider producing organic wine so as to
differentiate their offerings from competitors. Furthermore, the country is ideal for grape
growing, because of its unique terroir, including optimal climatic and soil conditions, as well
as a wide variety of micro-climates. This may lead to increasingly higher quality wines, as
well as exciting new blends which might appeal to the consumer. Another interesting option
to differentiate itself from other countries is to stress the “Chilean” nature of the carmenére
grape, originally a French variety which was wiped out in Europe by phylloxera and deemed
to have been lost for ever. Lastly, as Chile is still considered mainly for its red wines

(although Sauvignon Blanc and Chardonnay are the 3™ and 4™ most export Chilean varieties)
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it might be possible to stress the health benefits of drinking red wine in moderation, perhaps
in combination with one of the above mentioned niche strategies.

Secondly, capital, land and labour costs are —still- relatively low compared to most
competitors, which keep production costs down. Additionally, there is a strong focus on cost
saving production methods throughout the industry. At the same time, the level of technology
and know-how is more or less equal to other wine exporting countries, leading to consistent
and good quality wines. Thus, Chilean wines are famous for their price-quality ratio, which
might be considered a relatively long-term competitive advantage. The quality of Chilean
wines is being increased on a continual basis and it is hoped that the average price might
also be raised accordingly. The past few years this indeed seems to have been the case,
although there is still a lot of room to improve. Chile’s natural comparative advantages,
together with its attractive cost structure, also attract foreign investment and expertise,
reinforcing the process of increasing the quality of Chilean wines.

Another often cited advantage is Chile’s commitment to a stable, free, transparent
and export-oriented economy, as can be seen form its numerous bilateral free-trade
agreements and its treatment of foreign investment. Chile ranks 22" on Transparency
International’s Corruption Perception Index 2007, making it by far the least corrupt country of
Latin-America (Argentina ranks 105th in the world for instance). The Economist Intelligence
Unit ranked Chile as the No. 1 Latin American country in which to do business for the period
2005-2009 (ProChile, 2008). Secondly, Chilean entrepreneurism is often cited as another
advantage of the Chilean Wine industry on world markets. Furthermore, Chile is a stable and
secure country in the sense that it hasn’t recently suffered from social unrest or economic
crises such as some of its neighbours, signalling a low country risk. This also attracts foreign

investment.

3.12. Disadvantages of Chile

Chile’s major problem is considered by most to be the lack of Country Image. A clear Brand
Chile does not exist yet. Generic promotion through Wines of Chile and ProChile is as of yet
aimed at only a few important markets. The country is largely unknown to consumers around
the world. To many consumers the first things that come to mind when thinking about Chile
are the Andes and Pinochet. Chile lacks a national symbol such as the Australian kangaroo,
or the Argentinean tango (the Chilean national dance, cueca is virtually unknown
internationally and not nearly as appealing to use as an attribute to build an image on). The

only thing that Chile has on offer, and should promote, is its nature; the country offers
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adventure. Indeed, according to Heijbroek and Rubio (2003) Chile is considered an
adventurous, young, passionate, successful and energetic country. But even the image of
“adventurous, beautiful” Patagonia is more or less “taken” by Argentina, which also scores
higher as a country of “passion” and perhaps “energy” (so does Spain for that matter, the
best Old World representative of generic wine promotion). Furthermore, Chile is not a very
popular holiday destination, not even among adventure seeking tourists, unlike for example
Australia which is a famous back-pack destination. A well developed tourist-destination
image can be very helpful in promoting a country image based on natural beauty and
adventure, which is deemed beneficial to wine exports. However, instead of benefiting from a
country image, wine has —paradoxically- created Chile’'s image, which might be considered
harmful to the industry: that of Chile as a cheap wine producer (Van Casteren, 2006). The
goal of Vinos de Chile therefore is to devise a global country image which (with state support
in the form of ProChile) would ideally be used not only by the wine sector, but by all export
products, current and future.

In line with the lack of image, the Chilean wine industry lacks the will and to
cooperate and focus on marketing and branding. The industry is largely production driven,
wine is a push product. Because of the reasonably high level of fragmentation of the industry,
not even some of the larger companies are really capable of going at it alone. There is not
enough critical mass to make marketing efforts profitable, so a certain form of cooperation
(Vinos de Chile) and even government support (ProChile) is vital. The orientation towards a
high quality product at a competitive price is a priority of all Chilean wine companies; it does
not matter if we are talking about small, medium or large wineries. Industry coordination is
therefore critical to positioning these concepts in international markets (Foster et al, 2002).
What is needed to promote Chilean wines is industry-wide cooperation through public-private
partnerships. Public-Private Partnerships can contribute to the realisation of projects that
increase welfare for society at large, but that are not financially viable for the private sector
alone (Van Dijck and Den Haak, 2006). A country image beneficial to all export products
could generate positive externalities for society at large and might therefore be considered a
collective good. Thus, the Chilean government’s hands-off policy might be considered a
disadvantage as well in this respect, although some experts feel this is not a decisive
disadvantage as other wine exporting nations also function without government support. The
same entrepreneurial spirit cited as an advantage is often seen as a major obstacle for
cooperation. In line with the above is a need to develop more consumer- and market know-
how. There is a lack of innovation and of high level investigation institutes, such as exist in
other countries like France and Australia. Although organisations such as Vifias de Chile are

working closely together with universities, these studies focus more commonly on production
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and technological issues and, as was stated before, are often of little interest to many
wineries.

Chilean wines in a sense are too low priced compared to their quality (Chile is over-
delivering), and because price is often seen by consumers as the most important indicator of
quality, Chile has developed the name of being a low end producer of reasonably good
quality wines, which is commonly seen as one of Chile’s major advantages. However,
considering the current situation of global oversupply and increased competition, especially
in the basic and premium sectors, -where large importers and supermarket chains have
increased their negotiating power and consumers show a low-level of involvement- Chile’s
image of a low-cost producer entails a risk of getting stuck in these segments. This would
make the Chilean wine industry vulnerable to a high level of competition and price volatility
(Moguillansky, Salas and Cares, 2006). In this respect, this image might also be considered
a disadvantage instead of an advantage. It is important for Chileans to keep increasing the
quality of their wines to be able to enter higher segments (super and ultra premium, where
competition is less fierce), and command higher prices, perhaps even more so for smaller
wineries. This is a very difficult process however, especially for the same smaller wineries
which presumably often lack a variety of skills and capital. One expert pointed out that within
the higher price, higher quality segment however, it might become an advantage again being
seen as the cheaper alternative (good value for money), as long as the quality of the Chilean
offerings is seen to be equal or even better than those of competitors. But the difficulty is
how to get to that higher segment. Currently Chilean wine is still not perceived as having
competitive quality at all price points. Additional problems for Chile’s wine exports include the
low dollar exchange rate, which translates into lower profit levels in Chilean Pesos, and high
electricity prices, increasing production costs and putting pressure on producers’ margins.

Apart from moving up segments, it is also important to keep on targeting new
markets to reduce risk. Although Chilean wineries export to over 100 countries nowadays,
around 30% of exports (both in volume and value) are destined to the US and UK. Two
markets in which competition is fierce, and where Australia also commands high market
shares. Furthermore, 54% of export value and 58% of export volume goes to North-Western
Europe and North America. Gaining sufficient market share in (relatively) new markets also
offers a first-mover advantage, perhaps making it easier to position Chilean wines as high
quality, ultra premium wines, or in whichever way is deemed most desirable.

We may conclude that the Chilean wine industry has to deal with an almost
paradoxical challenge: consolidating its position as an exporter of good quality wines at
competitive prices, whilst at the same time entering higher price segments. To be able to

achieve this goal, quality levels need to be increased and consumer perceptions of Chilean
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wine as good and affordable, perhaps even cheap, need to change as well. Ideally a
consumer should no longer think of Chilean wine as “cheap and good” but as “good quality”,
and willing to pay a premium for that quality. In this respect, it might be considered a problem
that many Chilean wineries are still operating in the lower segments. Furthermore, Chile’s
two most famous wine brands, Concha y Toro’s Casillero del Diablo and San Pedro’s Gato
Negro, are both lower priced brands. Although other countries face the same challenge to
increase quality and obtain higher prices, it is more complicated for Chile, because of a lack
of country image, or at least the “wrong” country image. A well developed country image

would contribute to successfully influencing consumer perceptions.

3.13. Conclusion

As was shown in the previous chapter, Chile’s wine industry has a strong competitive
advantage position compared to other major producers, both Old World and New World.
Planted acreage, production and export levels have shown impressive growth rates; only
domestic consumption has lagged behind. Exports have increased in volume as well as
value, and are increasingly diversified geographically, although the US and UK are still the
most important markets. The country’s main strengths concerning wine production are its
natural resources and low costs, whereas technology levels are more or less equal to most
other exporting nations. Chile’'s wines are therefore famous for their good price-quality ratio
and Chile’s wine sector is an attractive FDI target. At the same time, Chilean wineries are
committed to continually increase the quality of exported wines to be able to enter higher,
more attractive price segments. It is considered a challenge to enter higher price segments
whilst being famous for lower priced wines. However, once such a higher segment is
successfully reached it might be very beneficial again to be considered as the lower priced,
equal quality alternative.

The wine industry is relatively fragmented, which also holds true for Chile, although
less so than Europe. However, Chile’s biggest wineries are relatively small compared to
other international wineries. Individual wineries in general lack the ability and resources to
invest in and establish elaborate marketing and branding strategies. A form of cooperation
among wineries is therefore deemed necessary. The establishment of Wines of Chile, a
collaboration between ChileVid and Viflas de Chile (Chile’s two major wine business
associations, uniting small and large exporting wineries) is therefore considered an important
feat. At present there is still a lack of country image for Chilean wineries to profit from

however. This impedes the industry’s aim of entering higher price segments, as consumers
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do not perceive Chilean wines as being expensive and high quality. Furthermore, it is argued
that a country image should be established beneficial to all export products. This means it
could be considered a collective good and might be developed through a public-private
partnership between wineries, business associations and government agencies, such as
ProChile.

Small Chilean wineries are even more focused on higher quality exports than their larger
competitors, as the domestic market is dominated by the big three and is not considered very
attractive in any case. Furthermore, it is easier for smaller wineries to increase the quality of
their wine than to invest in substantially increasing production capacity. Smaller wineries are
equally considered to be even more dependent on industry cooperation and the development
of a beneficial country image, as they arguably have even less resources to invest in

marketing and branding to influence consumer perceptions and purchasing decisions.

The next chapter revises three strands of business literature (business strategy,
marketing and branding) deemed essential to understand the opportunities and threats

facing the Chilean wine industry, the small wineries in particular.
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4. Theoretical Basis

This chapter will discuss three major strands of business literature (strategy, marketing and
branding) thought to be of importance to the success of any enterprise, regardless of the
industry it operates in. However, although theoretical and general, an effort will be made to
aim these strands of literature on the wine business, and on small Chilean wineries in
particular. First business or competitive strategy shall be discussed, followed by marketing
and branding. The specific order of first strategy followed by marketing and branding has
been made under the assumption that a company’s branding strategy is part of its marketing

strategy, which in its turn should be based on the company’s overall business strategy.

4.1 Strategy

In order to be successful, at least in the longer term, every enterprise should operate with a
certain strategy in mind. Although the literature on Strategic Management is diverse,
undecided, often paradoxical and mostly aimed at Multinationals (MNC’s) operating in an
international or even global context, it is considered a useful exercise to use this strand of
literature to gain insight into the strategies pursued by (small) wineries which commonly
operate indirectly in various countries through exports.

According to Johnson and Scholes (2002) Strategy might be defined as:

The direction and scope of an organization over the long-term, which achieves advantages
for the organization through its configuration of resources within a changing environment and

to fulfil stakeholder expectations

One of the problems of Strategic Management is the various theories and ways of looking at
Strategy which have been developed. For instance, by analyzing the literature, Mintzberg et
al (1998) have identified 10 “Schools of Strategic Management”: The design, planning,
positioning, entrepreneurial, cognitive, learning, power, cultural, and environmental and

configuration schools.
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Table 22: The 10 Strategy Schools and their view on Strategy Formation

Strategy School | Strategy formation as a:
Design Conception Process
Planning Formal Process
Positioning Analytical Process
Entrepreneurial Visionary Process
Cognitive Mental Process
Learning Emergent Process
Power Negotiation Process
Cultural Collective Process
Environmental Reactive Process
Configuration Transformation Process

Source: Mintzberg et al (1998)

These schools are often divided into two different approaches, which are more or less
opposite to each other: the Outside-In approach (Positioning School) versus the Inside-Out
approach (schools concerned more with the company’s competences). This translates into a
distinction between two views which can be defined as the Deterministic view, which takes
the industry and the company’s strategic fit to its environment as a starting point to develop
strategy, versus the Voluntarism view, which stresses the importance of the firm and its
strategic stretch as a basis for developing a competitive business strategy. This distinction is
primarily theoretical in nature. In practice firms operate and make decisions, either
consciously or unconsciously, based on a combination of internal strengths and weaknesses

as well as —perceived- external opportunities and threats.

4.1.1 The Outside-In approach to Strategy
The positioning school is somewhat similar to the planning school and is primarily concerned
with analyzing the industry the company competes in (the Outside-In approach) to be able to
choose a certain type of generic strategy to defend a market position. In this view Strategy is
seen as a way to “fit" the firm to the environment. Strategic Fit can be defined as: developing
Strategy by identifying opportunities in the business environment and adapting resources
and competences so as to take advantage of these (Johnson and Scholes, 2002).

The generic strategies that have either been devised or further developed under the
influence of the Positioning School philosophy include the famous Low Cost, Differentiation
and Focus (Niche) strategies (Porter, 1980), as well as Innovation and Entry strategies (or

Barriers to Entry strategies).
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A Low Cost strategy is considered as more than one strategy as it involves
implementing five different driving forces: no frills product/service, product design, production
and operations design, scale economies and experience curve (Aaker, 1998). Firms that
have achieved cost leadership have the lowest production and distribution costs. They must
be good at purchasing, manufacturing and physical distribution, but need less skill in
marketing (Kotler, 2000). The danger of this strategy is that it is easily copied and will likely
not lead to a sustainable competitive advantage (SCA). In the Wine industry this strategy is
used by producers in the so called Basic segments, producing and exporting wine in bulk.
Certain countries such as Chile and perhaps Argentina also have a cost advantage over
other wine exporting nations such as the US and France, because of lower land and labour
costs leading to lower production costs. In general one might assume larger exporting
wineries have a cost advantage over smaller ones because of economies of scale, although
it is believed that all Chilean wineries are said to actively pursue cost saving production
methods. Keeping costs down is one of the few strategies individual Chilean wineries have a
direct influence on. However, a study by Visser and de Langen (2006) found that Chilean
wine experts interviewed do not consider a low-cost strategy alone sufficient to increase
competitiveness on the export market. Other important factors are an increase in variety and
quality of the wines produced, as well as investment in branding. As has been mentioned
before, the Chilean wine Industry has rightfully recognised the importance of increasing the
quality of the wine produced so as to be able to target higher price segments, where
competition is less and margins higher.

A Differentiation strategy is defined by Johnson and Scholes (2002) as a strategy
that seeks to provide products or services unique or different from those of competitors in
terms of dimensions widely valued by buyers. Differentiated marketing may be defined as a
strategy in which a company operates in several market segments and designs different
programmes for each segment. A company’s market offering can be differentiated along five
dimensions: product, services, personnel, channel, and image. Product Design is the factor
that will often give a company its competitive advantage (Kotler, 2000). Product design and
differentiation is related to the topic of branding, which shall be discussed shortly. According
to Visser and de Langen (2006), innovation in the Chilean wine industry is considered the
second most important problem that should be resolved to increase competitiveness,
especially the need to differentiate the product. Differentiation in this case means increasing
product variety while maintaining or improving the quality and consistency of wines. Again, it
might be assumed larger wineries are better able to differentiate their product in the sense
that they can more readily produce a larger variety of wines, although we have seen before

that smaller wineries are capable of withstanding competition from the big three mainly
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based on product differentiation, adding value to both their wines and their brands, so they
can focus mainly on the export market with high quality wines (Urquieta and Rojas, 2006).
Furthermore, the Chilean Wine industry as a whole differentiates itself from other wine
producing nations through its geographic characteristics (terroir, etc) and viticultural
advantages, such as a clean environment, foothills, drip irrigation, clone selection, etc. This
enables Chilean wineries to produce high quality, differentiated wines appealing to
consumers.

A Focus Strategy, or niche strategy, is a strategy in which the business focuses on
one or more narrow market segments. Within this target segment the firm can either pursue
a cost leadership or differentiation strategy (Porter, 1980). A Focus Strategy does not
necessarily have to be based on a certain narrow customer segment, as a company can also
focus on a certain product line or a certain limited geographic market (Aaker, 1998). Almost
all Chilean wineries follow a niche strategy, especially the smaller firms. Even a general
strategy of targeting higher price segments with a variety of higher quality wines is
considered a niche strategy, as these higher price segments are still considered a niche
market. As was already mentioned before, a weakness of the Chilean wine industry is that it
is a global niche player without strong brands, making it difficult to find the right distribution
channels.

A Continuous Innovation Strategy means being a leader in developing new products,
customer services, distribution effectiveness and cost cutting. An Innovation refers to any
good, service, or idea that is perceived by someone as new (Kotler, 2000). Innovations are
necessary to increase world wide wine consumption, which is below production levels.
Considering wine innovation may be aimed at the product, the label and the packaging. As
was just mentioned, in the Chilean wine industry innovation is often seen as a key way to
differentiate the product, which should ultimately lead to increased competitiveness. Firm
size doesn't seem to matter to successfully pursue an innovation strategy. Product
innovation (for example increasing quality) through viticultural and/or vinification innovations
does not depend completely on firm size, although it might be argued that larger firms might
have more resources and therefore might be able to attract the best winemakers, buy the
best machinery and grapes, invest in innovative labelling and packaging. However, this is a
generalisation as many smaller wineries might have the resources and knowledge to do the
same.

An Entry Strategy refers to the various ways a firm may enter a certain market or
market segment. In a global or international context these include exporting (both direct and

indirect), licensing, franchising, contract manufacturing and a direct entry strategy, perhaps
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through a joint-venture or direct investment. Most Chilean wineries actively look for
distributors and importers in various foreign markets.

Furthermore, the Outside-In approach/Positioning School has led to a few of the
most widely used strategic analysis tools such as Porter’s five forces and value-chain models,
as well as Abell and Hammond’s Learning Curve, Ansoff's Product-Market Matrix and the
BCG Group’s Product Portfolio Matrix. Although the Positioning school came to the fore in
the 1980s and has met considerable critique since, many of the above mentioned strategies
and analytical tools/matrices are still widely studied and used today, but mostly aimed at

large Multinational Companies (MNCSs).

4.1.2. The Inside-Out approach to Strategy
The Inside-Out approach takes the firm as starting point instead of the industry/environment.
This approach is based more on an entrepreneurial philosophy and might even be traced
back to the design school. It was devised at the end of the 1980s and beginning of the 90s
as a counterweight to the previously mentioned view. It sees strategy primarily as the choice
of a unique set or certain combination of a company’s (core) competences and (unique)
resources, which are used to create an advantage over competitors. This is often called
strategy as stretch. Strategy as stretch is the opposite of strategy as fit. The strategy as fit
philosophy takes the industry/environment as a given, in which the firm should try and apply
a strategy that best fits to this environment. Strategy as stretch is a philosophy that starts
with the firm and looks at the firm’s specific resources and competences, which it should use
to devise a specific strategy, regardless of what the environment it operates in looks like.
Johnson and Scholes (2002) define Stretch as: the leverage of the resources and
competences of an organisation to provide competitive advantage and/or yield new
opportunities. Core competences are those competences that underpin the organisation’s
ability to outperform competition by meeting the critical success factors better than
competitors (Johnson and Scholes, 2002). A core competence provides potential access to a
wide variety of markets, it should make a significant contribution to the perceived customer
benefits of the end product and finally, a core competence should be difficult for competitors
to imitate (Hamel and Prahalad, 1990). Critical Success Factors of a firm are those product
features that are particularly valued by a group of customers (Hamel and Prahalad, 1990).
Critical Success Factors may also be identified at a national or industry level, as we have
seen before. The way a business articulates and actions its critical success factors is a major
determinant of sustainability and success (Demediuk, 2003).

Aaker (1998) defines two other possible strategies which are based more on the

inside-out approach (apart from the Low Cost, Differentiation and Focus Strategies

53



mentioned under the outside-in approach). First of all there is the Pre-emptive Move Strategy;
a strategy which is new in its segment and should be based on a competence which is not
easily copied by competitors due to technological leadership. In the case of the Chilean
wineries, there are no real technological leader firms. Most firms have a reasonably high
level of technology at their disposal and so are able to produce fairly high quality wines. This
is not only the Chilean reality, as the situation is similar in many wine producing and
exporting nations. The large firms however do have an advantage over smaller firms in that
they have a larger production capacity and therefore can benefit from economies of scale
and scope. This enables the large firms to produce in higher quantities, as well as more
varieties of wine than smaller wineries.

The second strategy is a so called Synergy Strategy which is based on the relative
advantage that can be achieved through cooperation among various departments or
Business Units within an organisation. It is assumed that bundling competences makes them
more unique and so more difficult to imitate by competitors. Synergy is supposed to enhance
consumer benefits and reduce operational costs and investments. Again, this strategy seems
more likely to be pursued by a large MNC, consisting of various (international) business units
or subsidiaries. Some larger wineries do however have smaller subsidiaries which might
behave more or less independently from one and other in terms of production, but benefit
from a united marketing and sales strategy. A lack of cooperation, both between wineries as
well as between wineries and public organisations, is often cited as a constraint to the

success of Chilean wineries, both concerning large and small firms.

4.1.3 Other views on Strategy
The newer Schools of Thought (the cognitive, learning, power, cultural, environmental and
configuration schools) are diverse, yet unified in the criticism of the above mentioned schools
for being too rational and therefore too limited and static (Mintzberg et al, 1998). Limited in
the sense that they do not account for the role that factors such as culture and politics might
play. And too static in the sense that strategy might also be considered as an intuitive or
incremental learning and/or creative process. As such, the accent has changed from
prescriptive philosophies on strategy to a more descriptive focus. At present there seems to
be a strong focus on (strategic) networks and cooperation between external and internal
partners, as well as identity (culture) and (core) competences. Also, more attention is being
given to innovation, leadership, knowledge and Human Resources (Mintzberg et al, 1998).
Cooperation between firms, or networks, seems a logical option for small exporting
wineries, since Global Wine Market competition is expected to increase because of a

worldwide oversupply of wine. Also, because of the increasing negotiating power of
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distributors and large supermarket chains, it is assumed that smaller wineries could strike
better deals with these parties by cooperating. Strategic networks can be beneficial if the
firms involved can profit and learn from the other firms’ competences (Hamel, Prahalad and
Doz, 1989). Cooperating with the competition is increasingly interesting when market shares
of the participating firms are small, which is the case for small Chilean wineries. However, if
most companies have the same strengths (in the case of Chilean wineries: low costs, good
quality production) and weaknesses (lack of marketing and branding skills), it might be
considered difficult to create a mutual basis for cooperation. Still, it has been noted that the
success of the Chilean Wine Industry in world markets is currently stimulating increased
cooperation between firms and other actors in other areas where the industry needs to
improve: marketing and promotion, internationalisation, and innovation and training (Visser,
2004). In the case of the Chilean Wine industry strategy formulation, cooperation and cluster
governance skills are important and will determine whether collective upgrading efforts
succeed, export growth continues, or decline sets in (Visser and De Langen, 2006). Smaller
Chilean wineries sometimes join forces by forming a cooperative organisation, pooling sales
and/or marketing resources, although a lack of trust and free-riding often leads to
dysfunctional cooperatives. Also, larger firms might join forces with smaller firms. According
to Visser and de Langen (2006) some larger Chilean wineries entering new export markets
still need smaller firms to supply a larger variety of products. The smaller firms also profit
because the larger firms mitigate typical constraints (financial and human resources)
suffered by the smaller wineries interested in exporting to the same new markets. However,
in general it is argued that there is still a lack of cooperation among wineries, but also
between wineries and public support organisations.

As was mentioned at the start of this chapter, a lot of the literature in the field of
Strategic Management is aimed at MNCs. Strategic Management in a small business context
is not as widely covered, but a few generalisations might be made (Barrow, Brown and
Clarke, 1995): Small businesses are likely to operate in a more limited number of markets
with a more limited range of products and services. The scope of the operation is therefore
likely to be less of a strategic issue than it is in larger operations. In smaller firms the values
and views of the executives (often also the owners) are likely to be very important. Indeed, in
a study on critical success factors at a small (profitable) Australian boutique winery,
Demediuk (2003) concludes: in common with other small businesses, the owner/manager in
smaller wineries is typically involved in every aspect of running the business. Such a hands-
on approach has some redeeming features, but immersion in short-term problem-solving is
also a threat to competitiveness and growth. Owners typically focus solving immediate

problems, and consequently their work and that of employees is not always focused in a

55



balanced-way on activities that contribute to essential longer term goals. It is also likely that
the small company will be exposed to significant competitive pressures so competitive
strategy is very important. Small firms are often privately owned which affects their ability to
raise capital. Furthermore, their size will often prevent them from having large market
research departments, impairing their ability to devise elaborate marketing and branding
strategies. All of these generalisations seem to apply to the average small Chilean winery.
However, this paragraph doesn’t show any absolute advantage that larger exporting Chilean
wineries might enjoy over their smaller counterparts in pursuing any of the mentioned
generic strategies, apart from economies of scale and scope in terms of production, which
might be an advantage in finding larger distributors. Also, it is assumed that in general larger

wineries have more resources to their disposal.

4.2 Marketing

The Old World wine industry, especially France, is still rooted in traditions and largely based
on production-oriented export growth (Atkinson, 1999). Although things are rapidly changing,
mainly due to the New World's (and increasingly Spain’s) attention to and better use of
marketing and branding, it has been argued that there is still a lack of marketing orientation
throughout the wine industry. Several authors have highlighted this from different
perspectives (for a summary | refer to Bruwer, Li and Reid, 2002): Howely and Young (1992)
and Lockshin (1999) concluded that there is “a lack of marketing skills in the wine industry”;
Sharp (1991) stated that “marketing is not relevant for smaller wineries”; and Hall and
Winchester (1999) felt that “wine will market itself”. Spawton (1991) stated that the wine
industry is sales rather than marketing oriented. Various authors have also been critical of
the wine industry’s mass marketing approach. However, the wine industry is suffering from a
global oversupply, growth is expected to flatten and competition to intensify, especially in the
(lower) premium price segments. Also, consumers now require a higher degree of novelty
and clarity (Visser and de Langen, 2006). This means that even small wineries will have to
adopt a marketing orientation to be able to stand out and influence consumers’ purchase
decisions. Apart from these mentioned production, selling and marketing concepts or
orientations, companies or industries may also have a product or societal marketing
orientation (Kotler, 2000).
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The Production Concept holds that consumers will prefer products that are widely
available and inexpensive. This means a firm focuses on low cost, high production efficiency
and mass distribution.

The Product Concept states that consumers will favour those products that offer the
most quality, performance or innovative features.

According to the Selling Concept the organisation needs aggressive selling and
promotion activity to sell its products. The aim of selling-oriented firms is to sell what they
make rather than make what the market really wants. This indeed seems to be the case for
many (small) Chilean wineries, although perhaps without the aggressive promotion activity
due to a lack of capital and customer knowledge.

The Marketing Concept holds that the key to achieving its organisational goals
consists of the company being more effective than competitors in creating, delivering, and
communicating customer value to its chosen target market.

The latest concept is the Societal Marketing Concept which states that the
organisation’s task is to determine the needs, wants and interests of target markets and
deliver the desired satisfactions more effectively and efficiently than competitors in a way
that preserves or enhances the consumer’s and society’s well-being. This includes current
trends to market a product or company as being concerned with the environment, or with
social equality. As was previously discussed, a marketing concept that not only benefits the
company or private sector as a whole, but also society’'s well-being might be considered a
collective good and therefore merits public support, as is the case in developing a generic
promotion strategy (country image) for Chile’s export products. In the wine business, it is
currently becoming popular to produce and sell organic wines, or wines made from grapes
grown in an environment friendly manner.

It seems that, in general, the Wine industry is still very much operating according to a
product, production and/or selling orientation, although marketing (and branding) have
become more popular the past decade, especially due to the ascendance of Australian

branded wines in the 90s.

In light of the above concepts, Kotler (2000) defines Marketing as:

A societal process by which individuals and groups obtain what they need and want through

creating, offering and freely exchanging products and services of value with others.

Marketing Management may be defined as:
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The process of planning and executing the conception, pricing, promotion and distribution of

ideas, goods, services to create exchanges that satisfy individual and organisational goals.

Kotabe and Helsen (2004) add to this definition that marketing is also about anticipating and
creating future customer needs at a profit. In the context of the wine industry, anticipating
and creating future customer needs might be considered producing new blends, or devising
different winemaking methods to create differentiated and new wines. It may also involve
educating consumers, for instance about grape varieties or different grape producing valleys,
through marketing communication strategies. Especially Australia has proven to be very

successful at all of the above.

Of course there are a multitude of possible marketing strategies a company may pursue, but
any strategy needs to fit with the overall strategy and (international) development phase of
the firm. Ideally, corporate strategy (or competitive strategy in the case of smaller companies)
should drive a firm's marketing strategy (White and Griffith, 1997). In turn, a branding
strategy is part of a firm’s marketing strategy.

Considering a firm’'s stage of development Kotler (2000) defines entrepreneurial
marketing (for a very small company, usually owned by one individual), formulated marketing
(increasing a mid-sized company’s name recognition through a more formulated strategy and
perhaps research department) and entrepreneurial marketing where formulated marketing
should become more consumer oriented and firms devise strategies to add value to their
customers’ lives. Small wineries, which do not cooperate or do not yet have a coherent
national marketing programme to adhere to (the Chilean case), are still very much stuck in
entrepreneurial and perhaps formulated marketing phases, although they are often more
export than domestically oriented.

When becoming more internationally oriented, a company should generally adjust its
marketing strategy, or even devise different marketing strategies, according to its degree of
experience and nature of operations in international markets. These different possible
strategies according to the level of internationalisation are: domestic marketing, export
marketing (indirect and direct), international marketing (when companies begin to
manufacture locally and may even set up foreign subsidiaries, a polycentric approach),
multinational marketing (when a company might realise some economies of scale by
consolidating some activities on a regional basis, a regiocentric approach), and global
marketing (which emphasizes standardisation efforts, coordination across markets and
global integration) (Kotabe and Helsen, 2004). Companies operating on an international

basis have three general options: a Global Strategy that sees the world as a single market, a
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Multinational Strategy that treats the world as a portfolio of markets and a Glocal Strategy
that standardizes certain elements and localizes others (Kotler, 2000). Most small Chilean
wineries are exporting, normally through a number of importers and distributors, to a variety
of countries and they generally do not have a manufacturing base abroad. Often, they do not
have an elaborate business or marketing strategy and see the world as one single market, or
as a portfolio of markets.

Another important distinction between marketing strategies, especially relevant to the
Global Wine Business, is explained by who the firm’s marketing activities are directed to: the
end consumer (a pull strategy) or retailers/wholesalers, who in turn use their marketing skills
to attract consumers to buy the product (a push strategy). In general, a push strategy is
appropriate where there is low brand loyalty in a category, brand choice is made in the shop,
the product is an impulse item, and product benefits are well understood. A Pull strategy is
appropriate when there is high brand loyalty and high involvement in the category, people
perceive differences between the brands and people choose the brand before they go to the
shop (Kotler, 2000). It seems that small wineries, which (individually) often do not have the
marketing skills, consumer knowledge or the financial clout to promote their products to the
end consumer in various countries, would follow a push strategy. Especially firms operating
in the popular premium and premium (supermarket) segments, where brand loyalty does not
seem to be very high (yet) and where most customers are considered to be low-involvement
consumers. However, also firms operating in higher price segments, targeting high level
restaurants and specialty stores, often aim their marketing and promotion efforts towards
their importers, distributors, sommeliers and wine journalists instead of the end consumer.
Again, an industry-wide national promotion organisation may be considered better equipped
to target these agents than individual wineries, as well as having a better chance to directly
influence final consumers. The different price segments of wine will be discussed later. In the
Chilean case, by my knowledge only Concha y Toro, Chile’s biggest wine producer, directly
tries to influence consumer buying behaviour by advertising it's most famous brand, Casillero

Del Diablo, on international television channels such as CNN.

4.2.1. Market Segmentation
An important process within marketing is Target Marketing, or the STP process, which
stands for Segmentation, Targeting and Positioning.

According to Kotler (2000), The STP process starts with identifying and profiling a
distinct group of customers, who might require separate products or marketing mixes (Market

Segmentation). Then, one or more segments are chosen to enter or serve; the Target
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Market(s). Lastly, the product's key distinctive benefits should be established and
communicated to the target market; Market Positioning.

Segmenting and positioning are intertwined processes. Decisions about positioning
affect the choices of a firm’s marketing segmentation and segmentation decisions influence
the way in which the firm positions a brand or product (Hassan and Craft, 2005). There are
numerous bases for Segmentation of consumer markets, which are often divided into two
distinct groups. The first group are the Macro-Level bases which include Demographic,
Geographic, Political, Economic, Industrial Structure, Cultural, and Technological variables.
The second group consists of Micro-Level bases, such as lifestyle, consumer responses to
marketing, attitudes, tastes, predispositions and cultural traits (Hassan, Craft, Kortam, 2003).
Micro-level segmentation bases are suggested for firms seeking differential positioning
strategies, but both micro and macro variables should be used in order to leverage similar
strategic positioning across global markets (Hassan and Craft, 2005). Micro level bases may
be simplified into lifestyle and behavioural variables, or lifestyle and psychographic variables
(Kotler, 2000). Lifestyle variables are increasingly used in studies on wine market
segmentation. These micro-level segmentation variables are often based on cultural and
social anthropology instead of pure demographic or socio-economic classifications.

Baalbaki and Malhotra (2001) discern two different, yet similar bases for international
market segmentation: Environmental Bases (geographic, political, economic, cultural) and
Market Management Bases (product, promotion, price and distribution related variables;
which together form the company’s marketing mix).

Another often used distinction is between Intermarket and Intramarket Segmentation.
Intermarket Segmentation involves the detection of segments that exist across
regional/national borders which can lead to a certain standardization of marketing strategy
and the marketing mix across countries/segments. This is considered the simplest way to
extend into international markets (Hassan and Craft, 2005). Intramarket Segmentation

involves segmenting each country’s markets from zero.

As a subject, Market Segmentation has a long and debated history in marketing literature. Its
application in the Wine Industry seems to be in its infancy and needing careful assessment
(Thomas and Pickering, 2003). However, it is considered very important. A study by Foster
et al (2002) found that those firms identifying select groups of consumers receive a higher
price and this relationship apparently holds regardless of winery size.

Bruwer, Li and Reid (2002) reviewed various wine market segmentation studies and
found that essentially nine different segmentation variables have been used to study wine

markets: quality, risk-reduction, consumption, occasion based, and cross-cultural,
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behavioural, involvement, geographical and wine-related lifestyle. A few of these market
segmentation studies using the wine industry as subject might be worth mentioning:

Mc Kinna (1986) was among the first to undertake a market segmentation study
based on wine. He identified four wine customer segments: connoisseurs, aspirational
drinkers, beverage wine consumers and new wine drinkers.

Edwards and Spawton (1990) refer to three of the same segments, but change
beverage wine consumers into bag-in-box wine drinkers.

Hall and Winchester (2000) found support for three of the four clusters mentioned
before, but not for the new wine drinkers segment. They proposed to include an enjoyment-
oriented segment: young people out to have a good time and who may be new to wine as a
beverage.

It has been argued that a deeper understanding of the wine consumer is offered by
examining usage occasions and therefore the use of occasion-based segmentation over
user-based segmentation might be better (Dubow, 1992). As an example, high price
becomes more important when a consumer (regardless what type of consumer) is
purchasing wine in order to impress someone or to celebrate something special. Low price
has been demonstrated to be important when the situation is to relax at home by oneself, or
when throwing an informal party. Different consumption situations amplified or muted the
importance of different wine attributes (Hall and Lockshin, 2000).

Bruwer, Li and Reid (2002) identified wine as increasingly becoming a lifestyle
beverage and found evidence of five wine-related lifestyle segments in the Australian
Domestic Wine Market: purposeful inconspicuous premium wine drinkers, ritual oriented
conspicuous wine enthusiasts, enjoyment seeking social wine drinkers, fashion/image
oriented wine drinkers, and basic wine drinkers. These social stratifications based on lifestyle
actually exceed pure economic theory.

In a study examining wine retail choices of two samples from two different countries
(France and Australia), Lockshin, Quester and Spawton (2001) examined the respective
contribution of involvement and nationality (culture) as segmentation variables. The results
suggested that although French wine shoppers differ somewhat from the Australians, retalil
strategies aimed at identifying high-involvement wine consumers may be more successful on
a global scale (indicating that standardisation/globalisation might be more effective than
(g)localisation/adaptation of certain strategies according to country). In other words,
involvement was a better predictor of wine choice behaviour than the nationality of the wine
consumers.

So the level of consumer involvement can also be seen as an important

segmentation basis. Low involvement consumers generally shop in supermarkets (where
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wines are increasingly stocked according to country of origin and grape variety), whereas
high involvement consumers normally tend to shop in specialty wine stores. High
involvement consumers utilise more information and are interested in learning more, while
low involvement consumers tend to simplify their choices and use risk reduction strategies.
To reduce risk, low involvement consumers use price and award to a greater degree than
high involvement consumers. A gold medal increases the choice probability the most, but
mainly at the lower and middle price points, and a well known wine region amplifies the
desirability of small brands more than large brands (Lockshin et al, 2005).

Thomas and Pickering (2003) review the above mentioned segmentation studies and
add another: behavioural segmentation based on bottles purchased. They conclude that a
number of significant differences exist between light, medium and heavy wine purchasers, at
least in New Zealand.

Interestingly, most Wine-related marketing literature and research seem to stem from
Australia, New Zealand and the United States, all New World producers famous for their use

of marketing and branding.

4.2.2. The Marketing Mix

After the firm concludes the STP process it has to devise a set of tools to attain its goals.
Kotler (2000) defines the Marketing Mix as the set of marketing tools a firm uses to pursue its
marketing objectives in the target market(s). These marketing tools are grouped together into
the famous 4Ps of Marketing: Product, Price, Promotion and Place (Distribution) ( Mc
McCarthy, 1996).

A Product is often seen as consisting of various layers. Kotler (2000) identified five:
core benefit, basic (generic) product, expected product, augmented product and potential
product. The core benefit is the fundamental service or benefit the consumer is buying. The
basic product enables the core benefits. The expected product consists of the attributes and
conditions buyers would normally expect when buying the product. The augmented product
are the benefits that actually exceed customer expectations, they are often not tangible. The
potential product entails all the possible augmentations and transformations the product
might undergo in the future. The augmented and potential product attributes and benefits is
where companies not only satisfy, but surprise and delight consumers. This is where their
offering should be distinguished from other offerings. The Product Mix, or assortment, is the
set of all products and items that a firm offers for sale.

Price is often seen as critical within the Marketing Mix as it is the only P that actually
generates revenue instead of costs. A Pricing Policy encompasses the following six steps

(Kotler, 2000): Selecting the Pricing Objective; Determining Demand; Estimating Costs;
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Analyzing Competitors’ costs, prices and offers; Selecting Pricing Method; Selecting the
Final Price. In general, price may be based on competitors, customers/buyers or on the
firm’s own costs or (financial) targets. Possible Pricing Objectives include: survival, maximum
profit, and maximum market share, maximum market skimming or product-quality leadership.
The influence of the other Marketing Mix elements should also be taken into account in
deciding on the final price. Also, different market segments often lead to adaptations in price.
A few well-known Price-Adaptation Strategies include: geographical pricing, price discounts,
promotional pricing, discriminatory pricing (when a company sells a product at different
prices to different segments), and product-mix pricing. An increasingly popular pricing
method, Perceived Value Pricing, is based on the customer’s perceived value. This concept
is closely related to Branding and plays an important role in the Wine Industry. A strong
Brand implies a strong ability to differentiate from competitors and so a firm with a strong

brand can command a price premium.

The Consumer Wine Market is often segmented into six distinct segments according to price
and features:

Table 23: Consumer Segments in the Wine Industry according to Price

Category Consumer Price p. Bottle Features

Icon > 150 € Long term image, high scores, complexity, prestige

Ultra-Premium 14 -150 € Varietal or blend, reasonably high scores, character,
origin, image

Super- 7-14€ Brand, recognizable, origin, structure, varietal or blend

Premium

Premium 5-7€ Brand, origin, recognizable, accessibility

Popular- 3-5€ Varietal, fruity, accessibility, brand

Premium

Basic <3€ Low price and traditional, often bulk

Source: Heijbroek (2003)

In purchasing wine, price is often seen as a way to overcome perceived consumer risk
(Spawton, 1991). The risk that concerns consumers most is the taste of wine, according to
Mitchell and Greatorex (1988). This means that a wine which is very low-priced is often seen
as being of inferior quality and thus would taste bad. As was said before, it is predominantly
the low involvement consumer who is concerned with risk reduction strategies. In the basic
segment price is the most important attribute influencing consumer buying behaviour. The
majority of wineries operating in this segment follow a cost leadership strategy. The popular
premium and premium sectors is where the majority of branded wines, especially from New
World countries, are to be found, although a relatively low price is still a decisive factor in

purchasing decisions. In the super and ultra premium sectors branded wines still exist, but in
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general more expensive wines are more dependent on their quality image than their brand
associations (Terheijden, 2005).

Currently, the Chilean Wine industry has been aiming to target higher price segments
where margins are higher. Especially the US$ 15-25 price range (consumer price per bottle)
is considered attractive because of a relative lack of competitors. In general, the Old World
nations’ wineries are either focussed on low price/high volume or high price/low volume
segments. The Californian Wine industry produces similar or perhaps slightly higher quality
wines than Chile, but at significantly higher costs. Australia is famous for its fairly low priced,
easy to drink branded wines, but also produces a few high quality wines at high prices.
However, within the US$ 15-25 segment Australian wineries are said to be fairly absent.

The Promotion Mix may consist of sales promotion, advertising, sales force, public
relations, direct mail, telemarketing and the Internet. The choice for a specific Promotion
Strategy is of course dependent on various factors such as the other Marketing Mix elements,
the company’s customer knowledge, its resources, the chosen segment(s), etc. Also,
whether a firm is pursuing a previously mentioned pull or push strategy holds consequences
for the chosen promotional activities. Some countries, such as Australia and South Africa,
employ well-functioning national wine bureaus to promote the country’s wine business as a
whole (generic marketing), as well as reaching not only consumers, but also retail buyers,
bartenders, restaurateurs, wine distributors, wine journalists, connoisseurs, and others who
play an important role in influencing consumer decisions and thus ultimately an individual
winery's sales. Developing good relationships with these agents becomes increasingly
important in the higher price segments, where competition is less fierce and margins higher.
Sales promotion influences in-store buying decisions, which is especially important for low-
involvement consumers who often have not yet made up their mind when they enter a store.
Advertising such as brochures and newsletters is supposed to increase brand awareness. In
the wine industry, promotional activities aimed at the end consumer are mostly handled by
the importers, distributors or even supermarkets (such as in-store advertisements). They
often have a better understanding of the local consumer and can often command more
resources too, especially when compared to smaller wineries. This leaves the local wine
producers with focusing mainly on their product and how to push the product through the
distribution channels most profitably and efficiently. Apart from the actual product, the wine
itself, brand name and label (and perhaps some promo materials, such as leaflets) seem the
only way for small producers to influence customer buying decisions directly. However, some
large importers, with a lot of negotiating power, might even decide on which label or brand
name the winery should use for its wine. Some wineries actively seek out importers which

have the marketing and branding skills, and well-developed distribution channels, to both
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develop and distribute a brand successfully. These wineries, such as in the case of the
Espiritu de Chile brand by Chilean winery Aresti, focus only on the production process and
leave the rest to the importer and/or distributor.

The choice for a certain Distribution Channel (Place) depends in part on the
consumer. In recent years there has been a shift in power within the wine distribution
channel. Whereas the competition among wine producers is fierce, more and more wine is
being sold through supermarkets (especially in the lower (popular) premium segments,
where consumers seem to have a lower level of involvement). These supermarkets are often
large and their power has been on the increase. They often import directly or do business
mainly with large importers and distributors. Supermarkets prefer to buy large quantities of
consistent wines to minimise their transaction costs. This is an advantage that larger
producers have over smaller producers: they are able to supply larger quantities of wine and
are able to offer supermarkets discounts to compensate them for the costs these
supermarkets incur for in-store advertisements and discounts. This is called promotional gain
(Terheijden, 2005). Since the 1990s market power of major distributors and importers has
also risen considerably. Also, one might presume that the lack of marketing focus, capital,
and customer knowledge among small wineries exporting to a multitude of countries makes
these firms dependent on even the smaller local importers and distributors, which arguably

have a better understanding of the local consumer as well.

4.3 Branding

Branding is an important part of Marketing and Strategic Brand Management is considered
an important part of a firm's marketing strategy and ultimately its business strategy.

According to the American Marketing Organisation a Brand is a:

“Name, term, sign, symbol, or design, or a combination of them, intended to identify the
goods and services of one seller or group of sellers and to differentiate them from those of

competition”

Keller (2002) adds: “a brand is therefore a product, but one that adds other dimensions that

differentiate it in some ways from other products designed to satisfy the same need”.

These differences may be tangible and rational, but also intangible, symbolic and emotional.
A brand helps consumers to reduce risk as it offers them a seal of quality and

reliability. Secondly, it helps simplify buying decisions. Thirdly, it should convey a feeling, a
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way of life, or sense of belonging. Furthermore, a brand offers a consumer a certain image or
characterisation, perhaps a sense of continuity; and hedonistic and ethical satisfaction, e.g.
satisfaction linked to the attractiveness of the brand or its logo and satisfaction linked to the

responsible behavior of the brand in its relationship towards society (Kapferer, 1997).

A brand is also helpful to the firm (Keller, 2002); a strong brand:
¢ Increases customer loyalty and thus repeat purchases
e s less vulnerable to marketing efforts from competitors
e Increases margins (by being able to command premiums)
e s less price elastic when prices are increased
e Is more price elastic when prices are decreased
e Increases negotiating power vis-a-vis retailers
e Increases the effectiveness and efficiency of marketing communications

e Increases the possibility to introduce brand extensions successfully

4.3.1. Brand Equity

The goal of branding is to enhance brand equity. The term brand equity was introduced in
the 1980s and led to an increase in importance of branding in the marketing process.
However, there is no consensus on the precise definition. A definition often used has been
devised by Aaker (1991):

“A set of brand assets and liabilities linked to a brand, its name and symbol, that add to or
subtract from the value provided by a product or service to a firm and/or to that firm's
customers”.

In Aaker’s view Brand equity depends on five important elements: brand awareness, brand
associations, brand loyalty and perceived quality and other proprietary assets such as
patents and trade marks (Aaker, 1998).
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Figure 2: Brand Equity

Brand Equity

Brand Perceived Brand Brand
Awareness Quality Associations Loyalty

Source: Aaker and Joachimsthaler (2000).

According to Aaker (1998, 2000) Brand Awareness affects consumers’ perceptions and taste
(perceived quality). Perceived quality in turn influences brand associations and affects brand
profitability. Brand associations are anything that connects the consumer to the brand, such
as user imagery, product attributes, organisational associations, brand personality and brand
symbols.

However, according to Keller (2002) brand equity depends only on brand awareness and
brand image (including perceived quality) of which brand associations are also a part. Keller
feels that brand equity does not depend on brand loyalty, but sees increased loyalty as an
extra advantage and a result of brand equity. Keller has introduced the Customer Based
Brand Equity (CBBE) Model; also know as the Brand Resonance Pyramid (see figure below).
Keller defines the CCBE model as: “the differential effect that brand knowledge has on

consumer response to the marketing of that brand”.
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Figure 3: the Customer Based Brand Equity Model (CBBE)
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Source: Keller (2002). http://wpcarey.asu.edu/AMA2007/upload/Brands-and-New-Media-Keller.pdf

In Keller's view Brand Awareness consists of brand recognition and brand recall. Recognition
relates to the consumer’s ability to confirm prior exposure to the brand when given the brand
as a cue (passive recollection). Recall relates to his/her ability to retrieve the brand from
memory when given the product category, or purchase or usage situation as a cue (active
recollection). Recall is more difficult to attain than recognition. Brand awareness is created
by (a mix of) brand elements such as name, symbol, logo, character, jingle, packaging,
slogan etc. The choice between various brands in a certain category is called a consumer’s
consideration set. Within a certain product category a consumer will normally have no more
than 5-10 brands in mind to choose from, so it is very important to be “inside” the consumer’s
consideration set. This is currently a major problem for individual wineries whose wines are
shelved in supermarkets around the world among literally hundreds of other wine brands.

Brand Associations or Brand Image is what the consumer directly or indirectly thinks
when thinking about the brand. Brand associations are divided into three elements: strength,
favourability and uniqueness.

The strength of associations depends on brand attributes (descriptive features that

characterise a product or service) and brand benefits (the personal value and meaning that
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consumers attach to the product or service attributes). Attributes are divided into product
related attributes (for instance, grape variety) and non-product related attributes (for instance,
price, user and user image-what type of person drinks what kind of wine, and under what
circumstances- brand personality, feelings and experience). Wine has a high degree of
experience attributes and so the ability of consumers to assess quality prior to purchase is
severely impaired, and consumers will fall back on extrinsic cues in the assessment of
quality (Speed, 1998). This is analogous to price as a cue for low involvement wine
consumers following a risk reduction strategy when concerned about the wine’s taste. Brand
benefits are divided into functional benefits (the intrinsic advantages of drinking wine, such
as health benefits), symbolic benefits (status symbol, social process), and experiential
benefits (what feelings/benefits does the consumer experience after having dunk wine). Wine
has some important symbolic benefits; it is often seen as a status symbol and a sign of good
taste. This explains the basis for occasion based market segmentation: people tend to buy
more expensive, higher quality wine when they want to impress somebody and/or at formal
or important occasions.

Favourability consists of desirability and deliverability of the image associations.
Desirability depends on the relevance, the distinctiveness and believability of the brand
associations/image.

Uniqueness of associations depends upon a firm’s ability to create points of
difference of the brand in consumers’ minds, so as to create a competitive advantage.

In short, these unique, strong and favourable brand associations are not only
controlled by the marketing programme, but also by direct personal experience, word of
mouth, country of origin, distribution channel, etc.

The way to build a strong brand, according to the CBBE model, is by following four
sequential steps, each one representing a fundamental question that customers ask about
brands:

1) Ensuring the identification of the brand with a specific product category or need in the
customer’s mind -who are you?

2) Establishing the meaning of the brand in the customer’s mind by strategically linking
tangible and intangible brand associations with certain properties -what are you?

3) Eliciting customer responses to the brand identification and meaning -what about you?

4) Converting the response into an active, intense and loyal relationship between the

customers and the brand -what about you and me?

The CBBE model is built by “sequentially establishing six ‘brand building blocks’ with

customers” (Keller 2002), that can be assembled as the Brand Resonance Pyramid (figure 3).
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Brand salience relates to the depth and breadth of brand awareness. Salience (the number
of attributes that come to mind associated with a product) leads to a greater likelihood of
retrieving the cue in a purchase decision. According to Lockshin and Tustin (2003) different
wine regions have differences in salience. Brand performance relates to the satisfaction of
customers’ functional needs. Brand imagery relates to the satisfaction of customers’
psychological needs. Brand judgments focus on customers’ opinions based on performance
and imagery. Brand feelings are the customers’ emotional responses and reactions to the
brand. Lastly, Brand resonance is the relationship and level of identification of the customer

with a brand.

4.3.2. Brand Loyalty

Brand Loyalty, whether seen as an element necessary for creating brand equity -Aaker-, or
as a result/advantage derived from brand equity -Keller- is an important factor. Loyalty
means repeat purchases by a consumer and thus increased sales. Loyalty can be caused by
consumer preference, but —as in the case of large wine brands in supermarkets - also by
having a large share of the market and therefore prominence in stores as well as
advertisements. Increasing customer loyalty can be seen as a sustainable competitive
advantage (SCA). First of all, it is easier to retain a customer than to attract a new customer,
so loyalty reduces costs. Secondly, a strong brand loyalty can function as an entry barrier to
competitors, as they would need to attract customers away from your brand (Aaker, 1998).
Recall that a barrier to entry strategy is part of the outside-in approach to strategy. At the
same time, a brand’s ability to create loyalty, or better said, a company’s ability to devise
brands and branding strategies leading to loyal customers might also be considered a core
competence, an inside-out view on strategy. However, brand loyalty in the Wine business,

even among the lower premium branded wines in the supermarket, is relatively low.

4.3.3. Brand Name

A very important brand element is the Brand Name. Especially in the wine business, as
brand name and (back) label are generally the only direct ways a producer might reach the
end consumer. A name (as well as other brand elements such as logo, symbol, character,
slogan etc) should be memorable, meaningful, likable, transferable, adaptable and
protectable (Keller, 2002). A brand name should preferably not be descriptive, such as pure,
clear, soft, etc as these are words that can also be easily used by competitors. Also, a Brand
name should be able to stand the test of time, so it needs to be distinctive and creative. To
be distinctive a brand name needs to convey a personality. Ideally, the name should be short;

the shorter the better although there are a lot of successful exceptions to this rule (Bernick,
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2005). Of course, once a brand name has been devised it is important that it is

communicated well. At the same time, a brand name is often already an effective shorthand

means of communication.

Landor's Associates have developed six distinct types of brand name categories (Keller,

2002:

Table 24: Landor’s Associates six Brand Name Categories

Category Description/Example

Descriptive | Describes function literally: Singapore Airlines

Suggestive | Suggestive of function: Agilent Technologies

Compounds | Combination of words: Redhat

Classical Based on Greek, Latin: Excelsior
Arbitrary Real words with no tie to firm: Apple
Fanciful Words with no meaning: Avan