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Abstract

In the last decade, the New Zealand Wine Industry has experienced exponential growth in numbers of vineyards, production and returns. From under 200 wineries in 1994, New Zealand now has over 500. Similarly, the returns have increased over 100 percent in the same period, from just under $900, to $1800 per hectare. The phenomenal success of the industry masks an inherent weakness in its overall configuration. Just over 10 percent of the wineries can be considered to have sustainable economies of scale, and one percent can be considered ‘large’ producers.
To retain international competitiveness, New Zealand will need to seek increasingly innovative ways to add value and reduce production costs. Size will be the key to sustainability. Surprisingly, in the land which has perfected the co-operative business model, increase in size in this industry has come from either merger or acquisition.
This paper reviews the nature of the New Zealand wine industry, key drivers of success and examines the business model options for securing sustainability. The authors propose that to succeed in the increasingly competitive global and domestic environment, the small producers in the wine industry will need to consider adapting the co-operative business model.

Introduction
While the New Zealand wine industry can legitimately claim to be over one hundred and fifty years old, it is only in the last decade that it has significantly contributed to the overall economy. 
Planting and production has climbed relentlessly, and survival has come in the ability to compete on quality in the cut-throat export market. In 1996, there were under 240 wineries exporting less than 11 million litres of wine for a return of 60 million dollars. By 2006 wineries had expanded to number 530, exporting nearly 58 million litres, for a return of 512 million dollars. Similarly impressive is the production area expansion from six thousand hectares to 22 thousand hectares in the same decade (New Zealand Winegrowers Annual Report, 2006 (NZWAR, 2006)). (Details of these figures are shown in Table 1 and Table 2).

The volume of planting shows little signs of slowing despite prohibitive increases in land prices and the associated costs of development (Rabobank Global Focus: Wine, 2004). 
Yet for all its success, the New Zealand Wine Industry is a micro player globally, accounting for less than half a percent of the worlds wine production (Rabobank, 2005). Not only is it a small player, it is an industry that rests primarily on one varietal grape, Sauvignon Blanc, from one region, Marlborough. Marlborough has been the driving force behind industry growth producing 62 percent of New Zealand wine (“Wine maker about to grow”, 2006) and has almost single-handedly put New Zealand wines on the International wine map. Sauvignon Blanc accounts for 70 percent of export sales. Demand for this wine has reinforced the varietal bias with an ever increasing expansion of planting, to the extent that its harvest accounts for more than all other varietals combined. Adding to this disproportionate reliance on one varietal, is the concerning trend for most of the expansion in the industry to come from boutique wineries, which have increased from 221 to 482 in the last decade (www.nzwine.com/statistics). 

The challenge for the industry generally, but more particularly the vast bulk of the boutique wineries into the future, is the creation of sustainable businesses. Returns, while maintained at the premium end of the market, are relatively small in comparison to the investment needed to produce.
Industry

Though varietal biased to Sauvignon Blanc, New Zealand wineries are primarily categorised by size, and to a lesser extent, region. Of the 530 wineries, only six have annual sales exceeding 2,000,000 litres and another 42 sell between 200,000 and 2,000,000 litres. This represents over two thirds of sales by just nine percent of the industry. The remaining 482 or 91 percent of the industry each sell less than 200,000 litres per year (NZWAR, 2006). (Details of these figures are shown in Table 3).
More worrying than the fragmented nature of the industry, is the lack of overall profitability. New Zealand’s expansion has been mirrored in Australia, Chile and South Africa, adding enormously to the already existing global oversupply of wines. Profit margins have also been squeezed by the relatively high value of the New Zealand dollar and the competitive domestic market dominated by low margin supermarket sales (NZWAR, 2006).
The general vagaries of the economic environment are exacerbated for the vast bulk of the wineries which are boutique operations established predominantly as a lifestyle choice. They are rarely self sustaining and rely heavily on subsidisation by investments or other earnings. They have often been planted without a clearly identified market, but in the belief that there is an ongoing latent international demand for New Zealand wine. This belief is primarily based on the success of past relatively smaller vintages without taking into account growing glut, fickle exchange rates and a highly competitive domestic market.
In contrast, the large scale operators are characterised by branding and foreign ownership. Of the six key players in the industry, three are owned by overseas interests, and three remain family oriented enterprises. Global giants Constellation, Pernod Ricard (Allied Domincq), LMVH Moet Hennessey and Fosters all have controlling interests in the New Zealand industry. Constellation owns Noblio, who produce over 11 different brands. LMVH Moet Hennessy owns the prestigious Cloudy Bay, and Fosters own Matua, who have three uniquely different brands, and a raft of family brands under the Matua label (Rabobank, 2005). Pernod Ricard is a dominant player in the New Zealand industry with its Montana brand, currently the number one selling wine company, and accounts for almost half of total wine exports (www.pernod-ricard-nz.com). The very success of these distribution channels should in itself be a concern for the overall industry, as it has the potential to undermine the premium status of New Zealand wine, and cast it into the realms of merely another “commodity” product.
Squeezed between the boutique and the brand dominant wineries are the mid-tier pathfinders, developing innovative business models to ensure they remain viable economic operations. Generally from positions of individual market success, in order to maintain on going profitability, these mid-tier pathfinders have already explored: diversification, growth, outsourcing, collaboration, and co-operation. Though these exploratory trials have had somewhat mixed results they provide clear options for the development of financially sustainable business for the vast bulk of New Zealand wineries.
Business Model Options
Diversification
A distinctive feature of the growth in the wine industry internationally, is the trend away from pure production, cellar door tasting and sales, to all inclusive experiences. Growth in tourism and associated activities has transformed some wineries into destinations in their own right. Traditional cellars are now accompanied by fine dining restaurants, premier accommodation, musical concert venues, and gallery spaces for artistic displays. Marlborough, Wairarapa, and Hawke’s Bay have all created major weekend tourist events based around sampling the regions faire. In Hawke’s Bay for example, the Mission Estate Winery is famed not only for its wine and restaurant, but more recently for its annual “big name” outdoor summer concerts. In 2007, Eric Clapton (who some regard as the worlds greatest guitarist) played to a sell out crowd, other musicians of note have included Dionne Warwick, Ray Charles, Kenny Rogers, Shirley Bassey, Julio Iglesias, Rod Stewart, and New Zealand’s own Kiri Te Kanawa. Virtually next door to the Mission Estate Winery, the Church Road Winery competes with its own summer jazz concert, while just a few miles away Sileni Estates promotes itself as “ much more than just a winery - it is an Epicurean Centre”. It features both alfresco and indoor dining along with its own culinary school and a gourmet food store. In addition they provide space for sculptors to exhibit their latest creations. This ‘wine event tourism’ is a model reflected in many New Zealand wine growing districts and many consider critical to survival. Several regions have developed single, and in some cases multi level marketing bodies to unify their wine growing districts as the industry continues to proliferate with boutique wineries, and New Zealand competes for the ever lucrative tourist dollar. While tourist diversification can be highly profitable it requires considerable initial capital to establish. 
Growth

One of the most canvassed paths to growth and improved profitability has been by merger or acquisition. Recognising the need for economies of scale, successful mid tier pathfinders compete to acquire independent boutique premium producers. This not only increases volume of production but also brand portfolio. 
A classic example of such growth is the merger of Goldwater Estate and Vavasour Wines under the common ownership of the New Zealand Wine Fund. This deal was valued at more than $10 million (Nelson, 2006). The New Zealand Wine Fund is a private equity established in 2003, specifically to invest in the New Zealand wine industry, and to create opportunities to promote and export Marlborough Sauvignon Blanc. With a portfolio including premium brands such as Clifford Bay, Goldwater Estate, Vavasour, Dashwood, Redwood Pass and Boatshed Bay, they will soon enter the realms of the ‘big six’ producers, joining Delegats and Villa Maria as the only New Zealand owned large scale operators. In addition to their combined brand portfolio, The New Zealand Wine Fund has a significant stake in Rapaura Vintners Limited, which has the reputation of being not only one of Marlborough’s larger wineries, but also the pioneer of contract winery operations. Rapaura Vintners Ltd makes wines for Babich, Goldwater Estate and Matua Valley, their key stakeholders, but also for premium brands such as Nautilus, Sacred Hill and Clifford Bay. 
While a clearly viable method of ensuring financial sustainability, ‘growth’ requires access to significant amounts of capital often beyond the means of the vast majority of New Zealand’s vineyard operations.
Négociant

One widely adopted, but rarely mentioned method of business growth for New Zealand wineries is what the French refer to as negociant wine. This is wine that is produced, labelled, and sold by a winemaker from juice supplied by grapes of small growers without the capacity to create wine, or from surplus grapes of other established winemakers. 
In Marlborough, the New Zealand Wine Company Limited (NZWC), which produces the “Grove Mill” and “Sanctuary” brands, draws 70 percent of its grapes from a total of 217 hectares of land. Of those hectares, less than half is directly owned or leased by NZWC, 120 hectares being cultivated by 15 separate contract growers. In other words NZWC is responsible for producing less than a third of the raw material that ends up in its “Grove Mill” and “Sanctuary” brands (www.nzwineco.co.nz).
An even clearer example of negociant production is furnished by Sacred Hill in Hawke’s Bay, who in 2006 released a widely acclaimed Tony Bish Gewürztraminer, even though there vineyard has no plantings of the Gewürztraminer grape varietal (Turvey, ‘oral interview’, 2006). 
The advantage of the negociant method of growth for the wine label producer is that it creates greater efficiencies for monies already invested in production. For the “contract” grower, the system allows for concentration on the vines without concerns of investment in winery plant, and equipment. The significant disadvantage for such growers is they receive essentially only a commodity price for their product. They do not directly share in the value add created by the wine subsequently produced. 
Outsourcing

Outsourcing, as championed by Rapaura Vintners Ltd, has proved to be another of the mid-tier pathfinders’ roads to profitability. As noted, wineries are capital intensive, requiring heavy investment in specialist plant and equipment that is idle for most of the year. In New Zealand, the industry estimates that 80 percent of all investment required to develop a winery goes into plant and equipment, versus the remaining 20 percent that is required for associated vineyard operators i.e. $4 is spent in plant for every $1 in plantings (Gicera, 2001). Most boutique wineries wanting to create their own brands minimise their investment in plant by outsourcing where ever possible, winemaking, transporting, storage, bottling and waste management. 
Many mid-tier wineries and specialist companies compete to provide out sourced services to boutique producers. Out sourcing services enable mid tier operators to offset some of their cost structures and utilise any spare capacity. In contrast, there are a growing number of companies who are purely specialist providers of out sourced services. The Wine Works in Hawke’s Bay, and The Marlborough Bottling Company for example, provide contract bottling, warehousing and distribution services in their respective regions for boutique producers. They are not themselves vineyard owners but have undertaken the necessary investment in winery production. GisVin is another good example of specialisation to off set the requirements of heavy capital investment. Established in 2001 by four growers, the concept behind GisVin is to process grapes in Gisborne (the third largest producing region in New Zealand (www.nzwine.com)) for national wine companies wineries located elsewhere. GisVin is also charged with promoting the reputation and enhancing the quality of grapes produced in this up and coming region (www.gisbornewine.co.nz).
While outsourcing has obvious benefits with respect to reducing capital expenditure for boutique producers it does add to on going operational charges. 
Collaboration

An alternative outsourcing model is demonstrated by the endeavours of the Central Otago Wine Company, established in 1997. Colloquially referred to as ‘COWCO’, the company describes itself as a contract wine making facility for local producers too small to have a fully fledged winery of their own. This description is somewhat self effacing. Unlike standard contract operators, COWCO was established by two boutique vineyards and a highly regarded winemaker to stimulate collaborative endeavour. Today they produce fifteen individual brands for twelve Otago vineyards geographically co-located but micro-climatically separated. This combination of geographical closeness and climatic separation allows for maximum utilisation of plant and equipment. In addition to winemaking, COWCO produces an onsite cellar for all the brands, and storage along with bottling and labelling. This collaborative model has developed to include co-operative marketing, with annual road-shows to Australia and interconnected websites (Blanc, ’Oral interview’, 2006). The combined effort is a synergistic network that results in a virtual mid-tier producer.
COWCO is not unique in the creation of a virtual mid-tier industry player. In 2005, the ‘Family of Twelve’ perhaps better described as the ‘apostles’ was established by twelve privately owned and highly regarded producers as a marketing group. Interestingly, this group are represented by six wineries from the North Island and six from the South. Leveraging off each others existing distribution channels, the ‘apostles’ have the size to launch new promotions into larger markets as well as to members of the international wine press (“Twelve New Zealand winemakers”, 2005). 
On a smaller scale, but none the less enterprising, Triangle Red in Hawke’s Bay, comprising of “Bush Hawk”, “Bridge Pa” and “Unison” vineyards have decided to collaborate in both making and marketing of their wines. The three have established a common cellar and café which reduces labour input for marketing and selling of their wine. The café is operated as a collaborative effort, with a small tax on every bottle of wine sold through the cellar going to Bush Hawke, the owner of the building. Instead of having to work every weekend each of the partners has to work one in three. Strengthening the links of the three partners is the use of the same wine maker, also a partner. This approach for the producers spreads costs and improved returns (Helliwell, ‘Oral interview’, 2007). 
The co operative model is also being successfully promulgated in Banks Peninsular, which has a unique soil legacy of the eroded remnants of two ancient volcanoes. However in contrast to the Cellars of Canterbury, and Triangle Red, the ‘BYO Backyard Operators established in 1998 are a co operative of a number of ‘lifestylers’, many of whom grow grapes ‘just for fun’ (McKinnon, 2002a). The French Farm vineyard makes wine for the co operative under the brand Te Kereru, a label designed by one of the co operative members, Nancy Tichbourne, a well known New Zealand artist and landscape gardener. This model provides the opportunity for many growers in the area to produce wine from individual holdings that are not yet (and may never be) financially viable. 

The only apparent disadvantage of collaboration is that producers still need to make significant capital outlays to gain the clear leverage advantages. 
Co-operative
Another model of cooperation with much stronger inter-connectivity than collaboration, is the notion of a co-operative. A well known and understood business model in New Zealand, due to the dominance of Fonterra in the nations multi-billion dollar diary industry. Co-operatives are described as organisations that are owned and operated by members for mutual benefit. They provide the opportunity for small scale business to gain greater leverage though combined activity.
To obtain the benefits afforded, combined activity members invest in shares in the co-operative business to provide operational and investment funds. Net profits from the operations are then used for reinvestment and dividend returns. The benefits of membership include:
· better returns for produce 

· additional returns from sharing in the ‘value-add’ process to their produce at subsequent stages in the marketing chain. 

· maintenance of independent ownership of business, and 

· improved underlying market value of individual businesses (Zwanenburg, 2001).
Given New Zealand’s understanding of co-operatives it is not surprising that there has been a move towards creating this business model in the wine industry 
A well established venture in Canterbury is the co operative called “Cellars of Canterbury”. Under an initiative in 1996 by the New Zealand Trade and Development Board, designed to harness the power of business networking, the Cellars of Canterbury was born. With an initial investment of $540 per winery per month to cover expenses, five independent vineyards jointly purchased a bottling plant, traded fruit, shared storage, and marketed ‘six packs’ of their wine by mail order. To meet demand, they also purchase additional grapes for pressing as required. In all of this the five wineries have not only maintained their original brands but established a successful shared label. Their approach has led to significant cost economies. For example, in production, each co-operative member has managed to shave 25 cents off each bottle filled, representing a $50,000 savings per year. This is a significant return on a one off outlay of $40,000 for the necessary plant. The Cellars of Canterbury has proved incredibly successful undergoing a transformation from a small scale operation to a capital asset owing company. Members now contribute over $6000 per month per winery; the company employs a consultant, and is achieving a strong presence in the international arena (McKinnon, 2002b).
Conclusion

As New Zealand’s wine industry continues to mature and expand it will see on going changes in product types, marketing initiatives and customer demands. It will also experience further changes to its structure in response to a market which is becoming increasingly competitive. In particular, larger producers will consolidate their position of dominance. If they wish to continue to compete, smaller wineries will be forced to follow at least one of diversification, growth, outsourcing, collaboration, or co-operation business models. Of all of these, the most innovative pathway being trialled by boutique wineries is one of the oldest known in the country, the co-operative. It is a business model well known in New Zealand, and has a track record of sustained success for over a century. New Zealand dairy farmers have, through their co-operative ownership of Fonterra, demonstrated how the aggregate of small producers can compete internationally and successfully, maximising sustainable returns to producers over the long term.
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