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|. Summary

The Chinese wine market is dill in itsinfancy, with the bulk of the domestic product being exactly thet,
chegp imported bulk wine blended with domestic grapes. The result is afast improving, but often
unpalatable, wine which dominates the bottom of the price and qudity curve in the market. The top of
the market (dmogt nothing exists in the middle range) is dominated exclusvely by imported labels.
Consumers aso seem to fit into those two categories, athough the market sorely lacks decent qudity
and affordable wines for inexperienced consumers to graduate to when they tire of "dry red" wine at the
equivaent of $3 abattle.

Following the boom in Chinese demand trumpeted in our last wine report in 1998, the market crashed
due to acombination of new consumers turned off by low quality imported products that had flooded
the market, and a growing inventory of bad wine imported by overzealous speculators. The poorly
handled and poorly stored product, though largdly unfit for sale, filled warehouses in South Chinato
capacity, and proved an impediment to further imports. Asthat oversupply is now drawing down,
China simports are picking up once again, but at amuch dower growth rate of 10-20%. Don't be
fooled by the 250% jump in US wine exportsto Chinaiin 1999. Thisis more afactor of wine entering
the domestic market directly rather than via Hong Kong, which imported 40% less US wine than in
1998.

Many importers/distributors withered when demand dried up a couple years ago, whereas othersrelied
too heavily on condgnment saes and went bankrupt trying to collect from unscrupulous or insolvent
retailers. The remaining importers/distributors ether westhered the downturn by developing strong,
long-term business with regular customers such as top-end hotels, or had the deep pockets of state-
owned parent companies. Furthermore, the on-going anti-smuggling campaign has removed a mgor
source of low quality imports, and has re-established the dominance of those whose focusislong term
market development and consumer education. Several imported brands from a variety of countries
were caught off guard when they learned--in the midst of a Chinese anti-smuggling campaign--that thelr
digtributors had been using grey channds, and have largely withdrawn from the market while shopping
for anew market entry strategy and more reputable distributors.

It will take time to develop China s wine market, which until recently was dominated by the expatriates
who brought their taste for wine with them. According to the Wine Inditute of Cdiforniaand severd of
the more established importers/ditributors, education is the key to developing the market. It will take
many years for the market to mature, and, due to the fragmented nature of China's markets and its
amost non-exigtent nationd digtribution network, it will take acity by city effort. French wine sales
were serioudy damaged by 1999's cow blood scandd, largely due to a massive negative publicity
campaign waged in the locd press. This only emphasizes the importance of education as atool to dispe
myths about wine and capricious government policies which favor domestic producers.

[1. Domestic M ar ket

Although the wine market in Chinais emerging from almost zero consumption a decade ago, thereis
dready asmdl but loya following in mgor urban areas. A 1997 study conducted for the Wine Inditute
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of Cdifornia estimated that Chinaiis 61% in the world for per capita wine consumption, due mainly to its
largdly rurd population of 1.3 billion. However, its urban consumer dassis estimated to exceed the
total population of the United States, meaning there is till a huge potential market for imported wine.
Bejing and Shangha are generdly considered to have the largest markets for western foods, and most
magor hotds and restaurants feature wine, usudly including some from Cdifornia, quite prominently.
Wine consumption, especidly imported wine, drops below recordable levels outside of mgor cities.

Wine, especidly red wine, is becoming fashionable a KTV lounges, night clubs, discos, and some
upscae Chinese restaurants and is quite popular at banquetsin place of the once ubiquitous “bai jiu,” an
extremely potent grain-based alcohol.  However, don't be surprised if you see someone mixing ther
wine with a soft drink. Thiswas popularized by none other than China s Presdent, Jang Zemin! Thisis
probably due to China slong history of producing sweet and fortified "wines' with a high acohol
content, which featured flavors such as csmanthus or hawthorn, and consumers’ relative inexperience
with grape-based dry wines.

Somewineisdso avalable in retail outlets, but consumers tend to use wine for toasts in socia settings
rather than at home over ameal. Most consumers are attracted to wine by the positive press of its
hedlth benefits rather than for itstaste. Undoubtedly, it will take time for awine cultureto developina
country that is truly unexplored territory in terms of wine gppreciation.

Priceisamgor congderation to most Chinese, and imported wine is autometicaly out of reach to all
but the wedthy enthusiast or to the bus nessperson who dines on an expense account. While China has
amiddle class approximately the size of the overdl population in the United States, that population is
gpread out in pockets throughout the country, making it hard to market and distribute to this "niche” A
domestic bottle of wine may retail for aslittle as US$3, whereas there is aminimum invoice price of
US$2.70 for imported wine. After tariff and markup, the average price of imported wine climbs to $10-
$20. After China s entry into WTO, it islikely that the chasm between imported and domestic wine
prices will shrink consderably, thus improving opportunities for imported brands.

[11. Domestic Production

Severd joint venture wineries, mostly Sino-French or Hong Kong invested, emerged about two
decades ago during China sinitid opening to thewest. They laid the ground work for the current
officid encouragement of fruit-based wine in order to divert sgple grains away from the didtillers. An
underlying motive was to discourage acohol abuse, in which the traditiond domestic bai jiu played a
large part. The press often prints articles extolling the hedth benefits of red wine in particular, athough it
is often urged that domestic wine is somehow actualy made to a higher standard than imported wine.
Compared to the glut of chegp imported wine that exigts in the marke, it is easy to make this clam.
However, Sate-of-the-art bottling equipment and other imported technology aside, the domestic
product rarely reaches internationd standards of quality. Poor handling in trangit to domestic markets
often spoils product before it reaches consumers, frustrating efforts to encourage wine consumption.

While China' s domestic wine producers have steedily improved over the last two decades, the overdl
market has only recently begun to produce paatable wines. However, Chinese wines, on average
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priced well below the imports, will dwayswin on price. Y e, despite dl of the nationdistic media
campaigns exhorting Chinese to drink domestic wine, the little known fact is that most Chinese wineries
blend as much as 30-40% imported juice into their domestic label wine. There is a shortfdl in domestic
wine grape production, dthough harvests are growing rapidly, necesstating the use of Spanish,
Audrdian, Italian, Chilean, and just about any other bulk wine for loca blending and bottling. American
wineisrarely used asit is generdly too expensive, dthough one or two domestic bottlers have teamed
with importerg/distributors to produce affordable localy-bottled American, Spanish, and other foreign-
sourced wines that cater to the entry-level buyer. Other private labd brands will likely pop up as bulk
wine -- assessed the same tariff as bottled wine -- can nevertheless enter China with alower invoice
vaue, thus making it chegper to import.

The domestic market is dominated by brands such as Dynasty, Great Wall, Dragon Sed and Imperid
Court, dl of which have joint ventures to blend and bottle their wine. The regions of Xinjiang, Tianjin,
Shandong, Liaoning and Henan are suitable for wine making, but it will take time for domestic demand
and wine culture to enhance the inherent capatiilities of the wines grown there. Government largesse has
given the domestic industry ared boogt, and Chind s effective growing areais expanding rapidly.
Product qudity should continue to improve quickly aswell, with the ultimate god of competing with
importsin a post-WTO world, as well as earning hard currency from potentia exports.

V. International Competitors

France was one of the first countriesto enter the market over two decades ago, and through its
oversess export marketing arm, SOPEXA, continues to exert the largest presence in terms of
education, marketing, and dso investment in China s wine-making facilities. Italy, which has made a
gmilar invesment into marketing its product in China, may combine efforts with France to creste a
trade promotion block. Audtrdia, Chile and Spain are dso mgor competitors in the market, though like
the United States, they are less entrenched in the market than the French and have an uphill battle to
educate consumers about the merits of their respective products.

American wine, and Cdifornian winein particular, benefits from the overdl good reputation for high
quality and hedthy products shared by most U.S. foods in China. It ranks 6™ among imports after
France, Itdy, Spain, Augtrdia and Chile, and had about a 4% share of the market in 1999. It remains
to be seen what impact the French blood abumin scandal had on France' s standing in the market, and
for that matter, other exporters. Sources say that French sdes have dropped off precipitoudy since the
scandal, despite there being no merit to the clams that tainted wine reached this market. The overal
wine market has dso felt the impact of the scandd, but not to the extent that French wines have.

Severd locd importerg/distributors and the Wine Indtitute of Cdifornia are active in educating
consumers about the health benefits of Californiawine, and regularly invite winemakersto citieslike
Bdjing and Shanghai for winemaker dinners, trade show presentations and other educationa and
promotiona events. Mgor brands such as Berringer, Robert Mondavi, Wente, Kendall-Jackson,
Ironstone, Concannon, Stonehedge and Mirassou, among others, are well represented at the mgjor
hotel's and some upsca e restaurants. Mass market sdllers like Gallo's Carlo Ross |abd briefly held a
top spot in severad Chinese cities.
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V. Importer / Distributorsin the Domestic M ar ket
Traditiondly, wine entered the market via two channds, namdly:

. China Nationd Ceredls, Oils & Foodstuffs Import and Export Corporation (CEROILS), the
state monopoly wholesder and distributor of acoholic beverages. Traditionaly the main
channel for wine imports.

. Joint Venture and Foreign-owned hotels, as well as duty free stores under China Travel
Services (CTS). Generdly alimited channel as products are restricted from generd
digribution.

However, the current method for most successful importer/distributors is to obtain a sub-license from
CEROILS and then to handle the marketing and distribution themselves. The main advantage is that
there is more control over brand development, proper handling, and storage compared to a state-
owned distribution company. At present, afew of the top wine importer/distributors engage in every
aspect of sdes and marketing in the domestic market, including climate-controlled warehousing, trade
education, market promotion, sales, and ddivery.

The more established importer/distributors in the market have become quite sophisticated in the last few
years, and are generdly focused on the ports of Tianjin and Shanghai. Some companies employ
climate-controlled warehouses near the port of entry, and keep the winein bond until needed in the
locd market. This reduces the up-front cogts for the distributors as duty is not paid until thewineis
released from the warehouse,

Currently, there are severd importer/disiributors of American winein the market with English spesking
gaff and/or foreign management. Some examples are Asa Solutions Co., Cdlifirgt, City Trade Co.,
Montrose Food and Wine, Summergate, and Vaue Wine.

V1. Wine Tariffsand Labeling laws

As part of China s WTO accesson agreement with the United States, it will reduce its tariff on wine
from the present 65% to 20%, and it has been reported that the EU has already negotiated an even
better 14% as part of their accession agreement. Upon accession, the present tariff will drop in equa
geps until it reechesits find rate in 2004. In addition, the VAT may aso be reduced by half, but this
remains to be seen. Until Chind s accession to the WTO, which might occur as early asthisyear,
China stariff on wine will remain asfollows

(All rates are ad valorem assessed on a CIF basis))
Import Customs Duties (ICD): 65%

Vaue Added Tax (VAT): 17%
Consumption Tax (CT): 10%

Totd import tax will be ICD+CT+VAT, to be cdculated in the following formula
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ICD Rate + CT Rate + VAT Rate + (ICD Rate x VAT Rate)
Total = —-mmm e
Tax 1-CT Rate

65% + 10% + 17% + (65% X 17%)
S = 114.5%
1-10%

Chind s Ingpection and Quarantine (CIQ) Bureau recommends that American suppliers consult with
Chinese importers about specific labeling requirements. As the Chinese authorities are now enforcing
the Labeling Law with more regularity, we strongly suggest that American wine exporters should
carefully follow the law’ s requirements to avoid possible monetary losses incurred from pendties or
product being held in Customs. At present, the upshot of attempting to circumscribe the law isthat, in
addition to pendties, the manufacturer would in the end still have to comply with the law which will
eventudly be enforced in full measure. In addition, the authorities have recently given enforcement
powersto ClQ, meaning that the labeing law now has red teeth and will be more evenly enforced at
Chind s ports of entry.

The new Chinese food labding law was designed and promulgated by the State Bureau of Technica
Supervision to apply to pre-packaged food and beverage products to be marketed in Chinaincluding
acoholic beverages, and closely follows standards recommended by the FAO and World Hedlth
Organization's CAC (CODEX STAN 1-1991). The law only gppliesto labels on “ddivery units’ that
are pre-packaged for retal saes, but does not affect “ shipping units’ and bulk goods. After the
promulgation of the old food labding law which went into effect for Chinese-produced pre-packaged
foods on February 1, 1995, the law was revised in apan of less than one year, and finally came up
with an extenson specificaly granted to imported pre-packaged foods. The new law was put into
effect on September 1, 1996, which also marked the start of banning the use of temporary adhesive
labels (Chinese language gtickers). Nevertheless, most foreign winesin China currently use their
origina label in the front with a Chinese language sticker attached to the back of the bottle.

The labels for wines, champagne, sparkling wines and sake should include the following mandatory
labd contentsin Chinese;

Name or Brand of the Wine

Ingredients

Net Content (ml)

Alcohalic Content (%) (V/V)

Production Date (yy/mm/dd)

Packer / Digtributor (Name & Address)

Content of Mugt (%0) ( Sake is exempted from this requirement)
Country of Origin

Quality Guarantee and/or Storage Period (yy/mm/dd)

Content of Sugar (granvl)

OWCoNogakwWNPRE

=
o
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For more information, please refer to the ATO s FAIRS report, which has an updated section on the
labding law.

VIIl. Market Opportunitiesand Constraints

While the markets in Beljing and Shangha are somewhat saturated, they are il the eesiest citiesfor the
first time exporter to gpproach with confidence. Severd reputable importer/distributors are aready
established in these two cities, and Cdiforniawine is well-represented in the mgor hotels, aswell asin
the majority of upscale restaurants. Severd retall outlets which festure awine shef or wine department
aredso agood bet. Lagt, but not least, are the numerous night clubs and KTV lounges which often
feature very exclusvewineligs.

Guangzhou, which until recently was the center for most grey channel activity, and for that metter the
main channd for Hong Kong and Taiwan entrepreneurs to bring wine into China, was too difficult an
environment for legitimate business, as the competition would aways undercut on price by avoiding the
customs duty. Much of the product that entered the market this way was redlly overstock or expired
product sold at distressed prices. This arrangement suited some, but it resulted in poor handling and
gorage, little or no trade education on the product, and literdly left a sour taste in the mouths of many
consumers. Currently, some distributors have plans to re-evauate Guangzhou, but its proximity to Hong
Kong and its reputation may keep most distributors away.

Smadller cities which are within afew hours drive of Beijing and Shangha dso offer long term prospects,
but trade and consumer education will in many cases require starting from scratch. Cities such as
Hangzhou, Suzhou, Nanjing, Tianjin, and Ddian, dl of which are Stuated in the more developed eastern
region of China, have adequate access to digtribution links, relatively decent commercia infrastructure,
and arisng consumer class. However, it can be much more difficult to develop legitimate business
contacts and operate in the more cumbersome bureauicracy of China sinterior. Once your product has
proven itsef in acity like Shangha or Beijing, then the experience learned in importing and distributing
in China can be gpplied to more chalenging cities.

VIIl. Conclusion

Despite the numerous pitfalls of low consumer awareness, poor distribution infrastructure, highly
regionalized markets, and other barriers to entry such as high tariffs, China promisesto be avery
rewarding market for those who take a long term approach. China s growing consumer class and

grong brand loydty may turn some lighilities into assets for those companies which are willing to invest
in education and training. Brands which have aready developed afollowing will have an advantage after
China' s accesson to the WTO when the market is likely to be swamped once again with avariety of
newcomers. However, foreign sellers need to keep an eye on capricious government policies which
tend to favor domestic brands, as well as an ongoing effort to devel op the export potentia and,
therefore, the overd| quality of Chinese wine.

Although markets such as Taiwan, Singapore, and Hong Kong each buy more American wine than
China, which is ranked as America s 20" wine export market, few markets can boast the long term
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potentid that alargely undeveloped market like China represents. Continued economic growth in
China, aburgeoning middle class, reductions in import tariffs and other barriersto entry should dl go a
long way to increasing opportunities for American wine, but increased competition from France, Itay,
Spain, Audrdia, Chile, and other countries could likely expand the pie without greetly affecting market
share. Education, aggressive marketing, and along term gpproach to the market will be key to success
for American winesin China

| X. Contacts

For additiond information about exporting to China, please refer to the ATO Shangha web page
(www.atoshanghai.org) and download a copy of the Exporter Guide and Business Travel in China.
For up-to-date information about labeling laws and importation regulations, please seethe FAIRS
report. For additiona information about the Chinese market for Cdiforniawines, contact the Wine
Indtitute of Cdifornia s representative in Shanghai:

Wine Indtitute of Cdifornia

Opd Li

P.R. Consultants, Ltd.

Suite 701, Shanghai Centre

1376 Nanjing West Road

Shanghai 200040 CHINA

Tel: (86-21) 6279-8668
Fax:(86-21) 6279-8669

Emal: prconsh@shanghai.cngb.com
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