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PREFACE

In 1991 the United States International Trade Commission initiated its current Industry and
Trade Summary series of informational reports on the thousands of products imported into
and exported from the United States. Each summary addresses a different
commodity/industry area and contains information on product uses, U.S. and foreign
producers, and customs treatment. Also included is an analysis of the basic factors affecting
trends in consumption, production, and trade of the commodity, as well as those bearing on
the competitiveness of U.S. industries in domestic and foreign markets.'

This report on distilled spirits covers the period 1995-99. Listed below are the individual
summary reports published to date on the agriculture and forest product sectors.

UsSITC

publication Publication

number date Title

2459 November 1991 .......... Live Sheep and Meat of Sheep

2462 November 1991 ......... Cigarettes

2477 January 1992 ........... Dairy Produce

2478 January 1992 ........... Oilseeds

2511 March 1992 ............ Live Swine and Fresh, Chilled, or
Frozen Pork

2520 June 1992 ............. Poultry

2544 August 1992 ........... Fresh or Frozen Fish

2545 November 1992 ......... Natural Sweeteners

2551 November 1992 . ........ Newsprint

2612 March 1993 ............ Wood Pulp and Waste Paper

2615 March 1993 ............ Citrus Fruit

2625 April 1993 . ... .. .. .. Live Cattle and Fresh, Chilled, or Frozen
Beef and Veal

2631 May 1993 ............. Animal and Vegetable Fats and Oils

2635 June 1993 ............. Cocoa, Chocolate, and Confectionery

2636 May 1993 ............. Olives

2639 June 1993 .......... ... Wine and Certain Fermented Beverages

- 2693 October 1993 ........... Printing and Writing Paper

2702 November 1993 ......... Fur Goods

2726 January 1994 ........... Furskins

2737 March 1994 ............ Cut Flowers

2749 March 1994 ............ Paper Boxes and Bags

! The information and analysis provided in this report are for the purposes of this report only.
Nothing in this report should be construed to indicate how the Commission would find in an
investigation conducted under statutory authority covering the same or similar subject matter.
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usirc

publication Publication

number

2762
2859
2865
2875
2898

2917
2918
2928
3015
3020
3022
3080
3083
3095
3096
3145
3148
3171
3268
3275
3350
3352
3355

date

April 1994 . ............
May 1995 .............
April 1995 .............
May 1995 .............
June 1995 .............

October 1995 ............
August 1995 ...........
November 1995 .........
February 1997 ..........
March 1997 ............
April 1997 .............
January 1998 ...........
February 1998 ..........
March 1998 ............

April 1998 . ..
December 1998
December 1998
March 1999 ..

December 1999 .. .......

January 2000 .
September 2000
September 2000
September 2000

Title

Coffee and Tea

Seeds

Malt Beverages

Certain Fresh Deciduous Fruits

Certain Miscellaneous Vegetable
Substances and Products

Lumber, Flooring, and Siding

Printed Matter

Processed Vegetables

Hides, Skins, and Leather

Nonalcoholic Beverages

Industrial Papers and Paperboards

Dairy Products

Canned Fish, Except Shellfish

Milled Grains, Malts, and Starches

Millwork

Wool and Related Animal Hair

Poultry

Dried Fruits Other Than Tropical

Eggs '

Animal Feeds

Grains (Cereals)

Edible Nuts

Newsprint
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This report addresses trade and industry conditions for the distilled spirits industry
for the period 1995-99. » , »

.

Regulations and taxes significantly affect distilled spirits in the United
States. Federal and State laws strictly regulate most activities of the
industry, including production, advertising, and distribution; Federal, State
and local taxes account for a significant percentage of the retail cost to
consumers.

Per capita consumption declined by more than 6 percent during 1993-97,
consistent with a decades long trend of falling rates of consumption
brought about by lifestyle changes, increased regulation, and stricter

~ enforcement of driving under the influence laws. Apparent consumption

remained stable during the period.

The United States is the world’s third-1argest producer of spirits with

_ production amounting to $3.4 billion in 1997. During the most recent

measured 10-year period, nominal rates of production marginally
increased; however, the real value of production, adjusted for inflation, fell
by 26 percent, with the production value of bottled spirits falling by over
31 percent. With the exception of unprocessed whiskey, volumes of
production for most spirits similarly declined.

The U.S. and world spirits industry underwent major consolidation and

 restructuring during the 1990's. The three-leading U.S. producers/ suppliers

are subsidiaries of multinational corporations. The top 10 world producers
account for 70 of the leading 100 premium brands marketed. The U.S.
wholesale distribution tier has also undergone rapid consolidation during
the period.

The United States ranked as the world’s leading importer of distilled spirits
with the value of imports totaling $2.4 billion in 1999, nearly three times
the value of the world’s second leading importer, Japan. U.S. exports
totaling $440 million of mainly bourbon and Tennessee whiskey, ranked
U.S. shipments among the five leading exporting nations. The U.S. trade
deficit for distilled spirits amounting to almost $2.0 billion, expanded by
nearly 60 percent during 1995-99, with the United States registering trade
deficits with 8 out of the top 10 trading partners for spiritous beverages in
1999.

Tariff levels for the world’s leading trading nations, particularly the
developed nations of the OECD, are relatively low compared to developing
nations. The United States and the EU maintain duty-free rates on most
categories of spirits as part of a distilled spirits “zero for zero” tariff
accord. >







INTRODUCTION

General

This summary covers the following distilled spirits:

e  Spirits obtained by distilling grape wine or grape marc, including grape brandies;
pisco and singani.

Whiskies,' including Irish whiskey, Scotch whisky and bourbons.

Rums and tafia.

Gin and geneve.

Vodka.

Liqueurs and cordials.

Aquavits.

Bitters.

Brandy that is not produced from grapes, including slivovitz, kirschwasser, and
ratafia.

Tequila.

Brandy imitations.

Mescal.

Compound alcoholic preparations used in the manufacture of beverages.

This summary does not cover beer, wine, or spirits distilled for uses other than human
consumption. All the covered products are classified in chapter 22 of the Harmonized Tariff
Schedule of the United States (HTS),? except for compound alcoholic preparations, which
are provided for in HTS chapter 21. This report provides information on the structure of the
U.S. and foreign distilled spirits industries, domestic and foreign tariff and trade measures,
and the competitiveness of U.S. industries in domestic and foreign markets. The study
principally examines the period 1995-99;® however, historical data will show longer-term
trends.

The spirits industry is a highly regulated industry in the United States, subject to Federal,
State and local laws that govern many functions of the sector. At the Federal level, the
Treasury Department’s Bureau of Alcohol, Tobacco,and Firearms (BATF) enforces Federal
laws relating to distilled spirits while State Governments (and some local jurisdictions) have
regulatory control on distribution and sales within their borders.

! For products of U.S. and Irish origin, the spelling is “whiskey,” and for products originating
elsewhere the spelling is “whisky.” In this report, the spelling “whiskey” will be used generally.

2 The Standard Industrial Classification (SIC) code for alcoholic beverage is 2085, except for
brandies categorized under SIC 2084. Distilled spirits are classified under the NAICS product
code 312140, while brandy is classified under NAICS product code 312130.

3 Where the most recent data are unavailable, the latest 5-year data available will be used to

. 3
examine trends.



The U.S. distilled spirits industry is characterized by a three-tier structure of (1)
producers/suppliers, (2) wholesale distributors, and (3) retailers. Each tier must operate
independently from the other two tiers as mandated by Federal and State laws. During the
last two decades, the number of companies producing distilled spirits, totaling 44 firms in
1997, declined by 31 percent, while the number of distilled spirits plants (60 facilities) fell
by 42 percent. Decreased demand, regulation, and legal pressures have forced major
consolidation in the domestic and international spirits sector during the 1990's. The industry
is highly concentrated, with many of the largest U.S. producers integrated into the global
industry that is dominated by a few large worldwide producers/suppliers.

Consumption in the United States and many major world markets has been characterized
by static to slow overall growth, while demand in potential growth markets, such as
countries in Asia and Latin America has been modest owing to economic weakness.
Although overall volume has been static, U.S. consumers have shifted demand to premium
higher valued domestic and imported products for most major spirits types. U.S.
employment and per capita consumption have also been declining in the sector. Most
production of distilled spirits by the world’s leading producers is consumed domestically,
while those products that are traded internationally are produced by a concentrated number
of large multinational corporations that produce and market a wide portfolio of brands.

Description

Distilled spirits are distinguished in the industry by three major groupings, “white,”
“brown,” and “specialties.” Within these major categories, spirits can be further classified
by fermentation base, distillation method, alcoholic strength, and country or region of
origin. White spirits include vodka, gin, rum, and tequila; brown spirits consist of whiskies;
specialties include brandies, liqueurs and cordials, and other spiritous beverages.

White, brown, and specialty spirits including whiskies, most vodkas, gin, and others result
most often from fermentation and distillation of grain (corn, wheat, rye, barley, etc.).*
However, spirits are also obtained from bases of fruit, plants, roots, and tubers.’ Examples
include brandies (grapes); rums (sugarcane and sugarcane-based materials, such as
molasses); gin and geneve (barley, rye, or corn redistilled with juniper berries and other
flavors); vodka (potatoes); brandy that is not produced from grapes, including slivovitz,
kirschwasser, calvados, and ratafia (cherries, apples, and others); and tequila (Mexican blue
agave plant). In addition some spiritous beverages are produced with spirits that are
redistilled or blended with flavoring spices. Examples are: liqueurs and cordials (based on
brandy, cognac, whiskey, and rum with added extracts and flavors); vodka, gin, and some
liqueurs that are flavored and/or redistilled with fruit, spices, seeds, roots, flowers, sugar,
or essences. Some distilled spirits are also aged, such as whiskeys and brandy.® Aging is
typically carried out in oak barrels that impart color, additional flavoring, and aromas to the

* G. Brown, Classic Spirits of the World: A Comprehensive Guide (New York, NY:
Abbeville Press, 1995), pp. 59-70 and 153-188.

* Ibid., pp. 191-193.

¢ Some premium rums, tequilas and other spirits are also aged.

4



liquors. Spirits range from low proofs, such as the liqueur creme de cassis, 32 proof,’ to very
high proofs, such as 150 proof rums and 196 proof grain neutral spirits.

. Spirits are also distinguished by national or regional designation codified in U.S. law.
Examples include brandies—cognacand armagnac produced exclusively in France; Spanish
brandy, Greek brandy; and South American Pisco brandy. Many whiskies are also
designated distinctive products of national origin such as Scotch, Irish, Canadian, and
bourbon (U.S.) whiskies. Tequila is also designated a distinctive product of national origin
(Mexico) and, like all other so designated spirits marketed in the United States, is
manufactured in compliance with the laws of the manufacturing country.® Some vodkas are
also marketed by country of origin, whether Russian, Polish, Finnish, or Swedish vodkas.

Production Methods

The production of distilled spirits consists of two essential processing steps: (1)
fermentation, whereby the sugar in organic substances such as grain mash or fruit juice is
converted to alcohol, and (2) distillation, whereby of the fermented beverage is purified and
strengthened by boiling, condensation, and collection. Fermentation is the naturally
occurring chemical process that breaks down the sugar of organic substances into ethyl
alcohol through a chemical reaction with the natural agent yeast. During this process, each
molecule of sugar reacts with the yeast and is converted into two molecules of ethyl alcohol
or ethanol, C,H;OH, and two molecules of carbon dioxide gas, CO,.° The gas escapes
leaving behind the fermented product such as beer or wine. The resulting alcoholic beverage
is relatively low in alcohol content (about 8 percent) and retains much of the underlying
flavors and characteristics of the primary base of the organic substance such as grain, fruit,
or molasses.

Distillation is a heating process of boiling the fermented liquid, then collecting and
condensing the vapor in a “still.” The procedure of separating the alcohol from the water-
based fermented solution is possible because alcohol boils at a lower temperature, 173
degrees Fahrenheit, than water at 212 degrees Fahrenheit. The cooling and collecting of the
resultant vapors into liquid form yields a strengthened and purified alcoholic beverage of
about 20 percent alcohol by volume after the initial distillation. Subsequent distillations (for
pot stills, see below)'® yield more concentrated alcohol solutions that can reach 96 percent
alcohol by volume,'' yet most spirits are distilled out at between 60 and 80 percent

" Proof is defined as two times the percentage amount of ethyl alcohol by volume. For
example, 32 proof creme de cassis contains 16 percent alcohol.

8 U.S. Code of Federal Regulations,(CFR) Title 27, Alcohol, Tobacco Products and Firearms
labeling and advertising of distilled spirits.

° Harold J. Grossman, Grossman’s Guide To Wines, Beers, And Spirits, 6th (New York:
Charles Scribner and Sons, 1977), p. 4; G. Brown, p. 11, and K. Herstein and T. Gregory, The
Chemistry and Technology of Wines and Liquors (New York, DP: Van Nostrand Co., Inc., 1935),
p. 79.

19 Column still distillation requires only one distillation to achieve the desired alcoholic
strength. See “stills” section.

" Grossman, p. 305.



alcohol.” Although many of the underlying characteristics of the fermented beverage are
Jlost in the distillation process, the resultant distillate is more pure, stronger in alcohol by
volume, and retains some of the characteristics of the underlying substances. These retained
substances are called congeners and are essential to the spirits having particular
characteristics highly valued by spirits producers. The higher the proof at which the spirit
is distilled, the less flavorful the beverage, such that vodkas and grain alcohols of high proof
are neutral in flavor.

Stills

Various modifications and perfections of the distilling process notwithstanding, distillation
methods and technology have not significantly changed in more than a century." The two
basic types of stills are the traditional “pot” still; and the more complex “patent” still. The
pot still is an enclosed copper kettle that narrows toward the top to allow for collection of
vapors as the fermented organic contents are boiled. A downward pipe from the pot still’s
head funnels the distilled vapor through cold water, resulting in the vapor’s condensation
and collection. The pot still is labor-intensive as the pot must be loaded for each distillation
“cycle;” dregs must be emptied, and only a single batch of alcohol can be distilled at a
time." Pot stills produce spirits that carry through more of the flavors, aromas, and
fragrances of the underlying fermented material. Pot stills are used to produce some
whiskies (such as some single-malt scotch), brandies, and other spirits.

The second, more recently developed, distilling device is the patent or continuous column
still of two chambers. A column has steam rising and wash (or the weak fermented liquid)
descending through successive interior baffles or “stories.”" The steam strips-out alcohol
from the wash, and carries the alcohol to a second chamber, called a “doubler,” for
condensation at the required strength.'¢ Compared with the pot still, the column still requires
less labor, costs less to operate, and produces higher proof, purer, and more uniform spirits.
Column stills are used to produce whiskies, (particularly blended scotch,'” and bourbon and
Tennessee whiskies), some brandies,'® vodka, high-proof grain alcohol, and other spirits.

Bourbon production

The unique distilled spirit produced exclusively in the United States is straight whiskey,
including straight bourbon and Tennessee straight whiskey. Straight whiskey,'® according

'2 The higher the volume of alcohol at which a spirit is distilled, the more neutral the spirit,
such that spirits above 90 percent alcohol are essentially flavorless neutral grain spirits.

'3 Brown, pp. 11-17.

1 Ibid.

% Ibid., pp. 11-13, 254.

' Ibid., pp. 11-13.

'” The smooth and more uniform quality of spirits produced from a continuous still are used in
many blended scotch varieties. Ibid. p. 18.

'8 Brown, pp. 11-13.

19 U.S. Federal codes use the spelling “whisky” for all whiskies whether or not they are 6
produced in the United States.



to U.S. Federal law, must be made from a mash of grain, distilled at no higher than 160
proof aged in new charred oak containers for at least 2 years,? and bottled at a minimum
of 40 percent alcohol. In addition, bourbon must be produced from a mash or “distillation
beer,” composed of at least 51 percent corn.”! Tennessee whiskey? is almost identical to
bourbon, but is filtered through maple charcoal before aging, and because of this additional
processing step, is designated as a unique category of “straight whiskey.”

Figure 1 provides a flow chart of the bourbon production process. Mashing, whereby grain
is converted into starch, is the initial step of production. The basic sweetness of the spirit
comes from corn, the predominant grain ingredient used in bourbon. Most bourbon formulas
are composed from 70 percent to 90 percent corn. In addition, flavoring grains such as
wheat and rye are added to the mash to provide additional flavoring characteristics to the
whiskey. First the corn is milled and boiled in water,”® which breaks down the corn cells
releasing starch. The temperature is then reduced, and depending on the formula, wheat
and/or rye and barley are added to the mixture. Enzymes in the barley assist in the
conversion of the starch in the mash into simple sugars that will become alcohol during the
fermentation process. The entire mashing process takes under an hour. The converted mash
is cooled to room temperature in preparation for fermentation.?*

After the mash is cooled, it is sent to a fermentation tub, a large tank, where a water solution
of yeast (a fungus) is added to the mixture to facilitate fermentation. During fermentation,
organic compounds called esters or fruity flavor substances are created that add flavoring
qualities to the fermented mash.” All bourbon and Tennessee whiskies are produced using
the “sour mash” method of fermentation, where the fermented mash from a previous
distillation, also called “backset,” is added to the mash for each new fermentation.?® This
ensures consistency of character between batches and controls acidity to improve the
environment for the new yeast.”’

Fermentation takes 2 to 4 days, after which the newly fermented mash or “distillers beer”
is ready for distillation. Most distillation of bourbon and Tennessee whiskey is carried out
in column stills?® where the “fermenter’s beer” is run through the various heated baffles of

% Straight whiskies must be labeled if aged for less than 4 years.

21 CFR, Labeling.

22 Includes “Jack Daniels” and “George Dickel” brands.

2 The water in Kentucky and Tennessee is an important ingredient in the production of
bourbon and Tennessee whiskey. It naturally filters through limestone in the region making it
high in calcium and free of iron salts, which aids the yeast in the fermenting process. Charles
Cowdery, “The Bourbon Barrel, Mere Container or Active Partner?” Malt Advocate, found at
http://www.realbeer.com/maltadvocate/S95/S95SCOWDR .html, retrieved Jan. 19, 2000.

24 John Hansell, “The Lincoln County Process,” Malt Advocate, found at
http://www .realbeer.com/maltadvocate/u95/U95DAN.html, retrieved Jan. 19, 2000.

2 “From Cereal Corn to Alcohol,” The Whisky Store, found at
http://thewhiskystore.com/experts/starch.htm, retrieved Jan. 19, 2000.

% Cowdery, “So What Is Bourbon Exactly?.”

7 “The Baffling World of Bourbon,” The Whisk(e)y Pages, found at
http://whiskeypages.com/All_American/story 1/page3.html], retrieved Dec. 21,-1999.

2 At least one distiller is now using the traditional pot still for distillation of bourbon, while a
number of others are considering this distillation method, particularly for highly aged premium 7
whiskies. “Bourbon’s Great Confidence Trick,” Wine and Spirit International, Jan. 2000, p. 30.
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a live steam column which separates the alcohol from the mash. During this process, the
whiskey is in a vapor state, allowing the volatile components from the mash to be burned
off.* The vaporized whiskey is then transported to the second chamber of the column still,
variously called a “doubler” or “thumper,” that further purifies and strengthens the new
spirit to the desired alcohol content.** New bourbon whiskey typically exits the column still
at a concentration between 55 and 65 percent alcohol®! and is a colorless spirit that is harsh
and relatively sweet compared to the final product.

From the still, the spirit is moved to holding cisterns where distilled or demineralized water
may be added to the new spirit to reduce the alcohol content before barreling and aging.*
Maturation is the final step in the production of bourbon and imparts color and additional
flavoring to the spirit.”® Federal regulations specify that bourbon whiskey be stored in new
charred oak barrels—most bourbon producers use American white oak. Barrels are typically
constructed in 50-gallon sizes with the insides charred or toasted, which caramelizes the
natural sugars in the wood.* Aging in new charred barrels is an essential production step
because the whiskey derives its distinctive aroma, red amber color, mellowness, and
additional flavoring characteristics from the porous oak barrel.’® Barrels are stored in
warehouses for a minimum of 2 years, but typically they are racked for over 4 years. Once
sealed, barrels cannot be topped off or re-filled. During aging, the whiskey evaporates
through the barrel, the portion lost is known in the industry as the “angel’s share.” As a
result, the alcohol content rises. Before bottling therefore, distilled water may be added to
adjust the alcohol content. Most bourbons are bottled between the legal minimum of 80
proof and 100 proof. Once bottled, bourbon (and all spirits) does not mature further.

» Hansell.

3% Ibid. and, Mark Vaughan, “Making Bourbon and Tennessee Whiskey,” reprinted by
permission of the author from Sante, vol.1, No. 3, Mar./Apr. 1997, found at
http://www straightbourbon.com/articles/sm97MarApr.html, retrieved Dec. 21, 1999; and
“Science of ‘Early Times’ Smoothness - Six Steps to Quality,” Brown and Foreman Beverages
Worldwide, found at http://www.earlytimes.com/heritage/3step.html, retrieved Jan. 20, 2000.

3! Federal regulations specify that bourbon cannot be produced to exceed 80 percent alcohol.
CFR, labeling.

32 Some distillers produce at a lower proof to manufacture a heavier bourbon with more grain
characteristics, while other bourbon producers distill at a higher alcohol content which yields a
lighter smoother whiskey, then add distilled water to the new whiskey to reduce alcohol content
for barreling and maturation. Cowdery, “So What /s Bourbon Exactly?.”

33 Federal regulations specify that no color or flavoring may be added to straight whiskey.

3 Mark Vaughan, “Making Bourbon and Tennessee Whiskey.”

% During maturation: “the whiskey gradually soaks into the wood, passing through the char
into the ‘red layer’ of partially-caramelized sugars. In summer, warm temperatures cause the
liquid to expand, forcing it deeper into the wood. When the whiskey cools and contracts, it bring
back flavor and color from the ‘red layer.” Meanwhile, carbon in the char transforms and ‘softens’
the fusel oils that make ‘green’ whiskey so harsh.” Cowdery, “The Bourbon Barrel, Mere 9
Container or Active Partner?.”



U.S. INDUSTRY PROFILE

Industry Structure

The structure of the U.S. distilled spirits industry is provided in figure 2. The current three-
tier structure of the U.S. industry developed out of post-Prohibition Federal legislation and
the 21st amendment to the U.S. Constitution. Federal and subsequent State legislation
prohibit producers of alcoholic beverages, including manufacturers of distilled spirits, from
operating wholesale distribution and/or retail businesses associated with the alcoholic
beverages industry. The three tiers of the industry—producer/supplier, wholesaler, and
retailer—operate independently from one another, with each of the three tiers proscribed
from operating or having financial interests in any other tier in the industry. See
“Government Regulation” and “Methods and Distribution” sections for further discussion
of the functions of the three tiers.

Number, Concentration, Geographic Distribution of Firms

Number and level of concentration of firms

Distilled spirits were produced by 44 companies at 60 production facilities in 1997,
representing a continuous decline of both companies (31 percent) and distilling plants (42
percent) during the past two decades (table A-1). The decline in both companies and
distilleries reflects a decades-long trend of declining consumption, a mature spirits market,
increased regulation, and legal burdens that have forced spirits manufacturers to either
merge with competitors or exit the industry.*®

The most recent Census of Manufactures by the U.S. Department of Commerce in
Distilleries 1997, indicates that the number of companies in the United States distilling
specific categories of spirits similarly declined during 1987-97. Businesses producing all
types of whiskey fell by 41 percent to 37 companies (table A-2),’” while companies
producing rum and gin declined by about 50 percent to 9 and 12 companies, respectively.
For businesses distilling vodka, liqueurs and cordials, and all other bottled liquors, exit rates
from the industry ranged from 35 percent to over 48 percent during the period.

The U.S. spirits industry is highly integrated into the world spirits industry, inasmuch as
many of the leading spirit brands marketed in the United States are owned by multinational
corporations that produce, market and/or are distribution agents for a wide variety of
internationally-produced and traded brands (see table 1). Concentration within the U.S.

3¢ Standard & Poors’ Industry Surveys.

37 Data regarding businesses producing whiskey may reflect double counting. For example,
companies producing unprocessed whiskey may also produce blends of whiskey and therefore 10
show up in both categories in table A-2.
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Figure 2
Distilled spirits: Structure of the U.S. three-tier industry

Producer
Tier

Wholesale Tier

Retail Tier

Source: Compiled by the Commission.
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United Distillers North America Whiskey Johnny Walker, J&B Rare, Gordon'’s,
and Vintners North | Europe Gin Gilbey’s, Tanqueray, Smirnoff, Malibu,
America, Caribbean Vodka Baileys, Jose Cuervo, Hennessy
Diageo Rum
(United Kingdom) Liqueurs
Tequila
Brandy/Cognac
Allied Domceq, Europe Whiskey Ballantine’s, Teacher’s, Laphroaig,
USA North America Gin Maker's Mark, Beafeater, Sauza,
Allied Domecq Asia Tequila Harvey’s Bristol Cream, Kahlua,
PLC Caribbean Liqueurs Courvoisier, Presidente
(United Kingdom) Brandy/Cognac
Joseph E. North America Whiskey Chivas Regal, Seagram 7 Crown, Four
Seagram & Sons, South America Gin Roses, Crown Royal, Seagram V.O.,
Seagram Co. Ltd.’ Europe Rum Seagram Gin, Glenlivet, Captain Morgan,
(Canada) Asia Vodka Absolut, Martell
Australia Brandy/Cognac
Bacardi-Martini North America Rum Bacardi, Dewars, Bombay Sapphire
USA, Central America Whiskey :
Bacardi-Martini South America Brandy
(Bermuda) Caribbean Gin
Europe Vodka
Liqueurs
Premixed cocktails
Jim Beam Brands, | United States - Whiskey Jim Beam, DeKuyper Cordials, Ronrico
Fortune Brands Kentucky Gin
(United States) Canada Vodka
United Kingdom Cordials
Premixed cocktails
Brown-Forman United States - Whiskey Jack Daniels, Bushmills, Glenmorangie,
(United States) Tennessee Tequila Canadian Mist, Southern Comfort
Canada Brandies
Caribbean Premixed cocktails
Europe
Barton Inc. North America Vodka Barton vodka, Skol, Black Velvet,
Canadaigua Whiskey Montezuma, Canadian LTD, Thor’s
Brands Tequila Hammer Vodka

(United States)

' List is not all-inclusive and subject to change.

ZIncludes agency brands that are marketed but not produced by company.

3 At the time of publication French multinational utilities and media conglomerate, Vivendi, is acquiring Seagram
subject to shareholder approval. If approved, Seagram will divest itself of its alcoholic beverages portfolio.

Source: Compiled by the Commission.
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industry must be viewed within the context of the global spirits industry, where the top 10
multinational companies produce 70 of the leading 100 premium brands marketed.*® In
terms of market share, the five leading global marketers of spirits accounted for 42.5 percent
of the world market for premium spirit brands,* with the top 10 companies accounting for
nearly 60 percent of global spirits sales for premium spirits in 1998.* Moreover, the largest
distilled spirits company is United Distillers & Vintners, which is more than double the size
of the next largest competitor. These large multinationals market a wide range of spirits
including brown, white, and specialty spirits, and are characterized by extensive product
diversification (table 1).

Geographical distribution of firms

Data from the BATF indicates that licenses for operating distilled spirits plants (DSPs) for
beverage purposes were held by 88 establishments in 26 States in 1999 (table A-3).*' The
location of licensed distilled spirits plants is generally a function of geographic proximity
to inputs. For example, California, New York, Oregon, and Washington, the largest U.S.
grape- and wine-producing States, account for 45 percent of all U.S. licensed DSPs
numbering 40. In addition to brandy, which is distilled from wine, neutral ethyl alcohol is
also manufactured from wine and can be used as an input to produce other spirit types.
California, the center of U.S. wine and brandy production,*” is the leading State, with 26
licensed DSPs, located mainly at wineries and vineyards. New York, another large producer
of wine and grapes, has 7 licensed DSPs.

Kentucky, located close to sources of corn and limestone enriched water, is the center of
U.S. whiskey production and has 13 licensed DSPs. Tennessee has three DSPs that
principally manufacture Tennessee straight whiskey. Grain neutral spirits primarily made
from corn are produced in Midwestern States such as Illinois, Indiana, Michigan, and Ohio.
Florida has two licensed DSPs, Bacardi Bottling Corp. and Mango Bottling Inc., that are
close to major rum-producing regions. Puerto Rico, although not included in table A-3,
whose distilleries are regulated by the BATF has 21 licensed distilleries producing mainly
rum. Although DSPs are generally near sources of inputs, distilled spirits are produced in
most regions of the country including the Northeast and Mid-Atlantic States (10 DSPs),*
and Southern States (7 DSPs),* see table A-3.

3% “World’s Top Spirits Companies, Concentrate on Organic Growth” Impact, vol 29, Nos. 20
& 21, Oct. 15 & Nov. 1, 1999, p.68.

3% “Premium spirits” is an important distinction. These premium brands do not include locally
produced and regional brands manufactured in countries such as China and Brazil.

0 “World’s Top Spirits Companies,” p. 8.

*! This total differs from Census data referenced on page 11 of this report as these are licensed
establishments.

%2 California accounts for about 90 percent of all domestically-produced wine.

“ Not including New York. 13
* Not including Kentucky, Tennessee, and Florida.
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Employment, Earnings, and Productivity

U.S. distilled spirits producers (NAICS 312140)* employed a total of 6,500 employees in
1997, of which 71 percent, or 4,600, were production workers. During 1993-97, total
employment in the industry declined by 9 percent, while the workforce employed in
production fell by 10 percent, mainly owing to consolidation within the industry and the
addition of labor saving technology. Wages for all workers increased 3 percent to $252.4
million in 1997, while total wages earned by production workers declined nearly 2 percent
to $158.4 million during 1993-97 (table A-4). Hourly wages per hour for production
workers increased modestly, increasing 5.2 percent during the period to $16.30 in 1997.

Worker productivity in the industry increased during 1993-97 with fewer workers required
to produce more output. In 1993, 10.4 million man hours were required to produce $3.6
billion of distilled spirit products, yet by 1997, 9.7 million man hours produced nearly $4
billion in product. Increased worker productivity, measuredin output per production worker,
increased by over 17 percent during the period (table A-4). Productivity improvements
resulted from a focus by U.S. spirit companies on production of higher -value premium
brands, and by the addition of more efficient production technologies and automation,
particularly after distillation, including improved warehousing techniques, bottling, and
finished product distribution management.*

Vertical and Horizontal Integration

The three-tier structure of the distilled spirits industry prohibits companies in each of the
three tiers (producers/suppliers, wholesalers, and retailers) from operating businesses in
other sectors of the system. This framework severely restricts the kind of downstream
vertical integration that characterized the pre-Prohibition era alcoholic beverages industry,
in which spirits producers and brewers owned and operated retailing establishments called
“saloons” or “tied houses.” The perceived excesses of that system contributed to the drive
for Prohibition (1920-1933).*” Upon repeal, the 21* amendment gave States the power to
regulate the sale and distribution of alcoholic beverages within their jurisdictions. In
addition, the U.S. Congress enacted the Federal Alcohol Administration Act that “prohibited
suppliers from having interests in retail outlets and from engaging in many of the types of
commercial practices which were associated with the ‘tied house’ prior to Prohibition.”*®
Upstream vertical integration is limited as major inputs in the production process for spirits
are farm products, spirits-manufacturing equipment, and packaging materials.

4 The NAICS classification corresponds with SIC 2085.

“ For example see “Conveyors, palletizers cuts costs, product damage,” Modern Materials
Handling; Mid-Sept. 1998. “What’s in Storage,” Beverage World, Aug. 15, 1998. Stefanie
Ringo, “The QC Challenge,” Beverage World, Feb. 15, 1999.

47 Steve L. Barsby and Associates, The Regulatory and Economic Basis of Franchised
Wholesaling in the Alcoholic Beverages Industry, prepared for the Wine and Spirits Wholesalers
of America Inc., 1983. 14

“® Ibid., p. 1.
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The distilled spirits industry has undergone major consolidation and restructuring during the
past decade. Many of the industry’s largest producers horizontally integrated with
competitors through merger and acquisition, buyouts, joint-venture agreements, and
marketing alliances due to overall flat or modest sales growth in most major world markets,
increased costs of marketing and distribution, increased regulation, and social and legal
pressures. Horizontal integration has also allowed manufacturers to acquire differentiated
product lines across the wide spectrum of white, brown and specialty products that are
marketed globally, as well as enabling suppliers to increase the exposure of existing brands
to new markets. The largest merger in the industry to date occurred in 1997 between Grand
Metropolitan and Guiness PLC, creating Diageo PLC, whose subsidiary United Distillers
and Vintners (UDV) is the leading U.S. and global spirits producer. Other acquisitions
include Canadaigua’s acquisition of Barton Brands creating the fourth-largest U.S. spirits
producer,* and the acquisition of leading spirits brands by other global suppliers, Barcardi
and Seagram & Sons.

Distilled spirits producersalso integrate marketing and distribution operations through joint-
venture agreements. An example of such a partnership is the joint-venture agreement among
Jim Beam Brands (U.S.), Remy Cointreau (France), and Highland Distillers (U.K.). Under
the partnership agreement, the distillers fund a separate company that markets and
distributes their products. These ventures allow manufacturersto maintain independence yet
pool marketing and distribution resources, enabling them to compete in the increasingly
consolidated global industry.” Another important integration method in the global spirits
industry is large spirits producers serving as agents for smaller distillers’s products. The
large producers with extensive marketing and distribution networks add these products,
referred to as “agency brands,” to their portfolios. Under this arrangement, smaller
producers enjoy the marketing and distribution clout of large global industry leaders, while
large producers add valuable brands to their product portfolios. Examples of agency brand
relationships include UDV marketing and distributing “Jose Cuervo” brand tequila, Allied
Domecqrepresenting “Kahlua” liqueur, and Joseph Seagram & Sonsrepresenting“Absolut”
vodka, (table 1).

Horizontal integration and consolidation through mergers, buyouts, and closings have also
characterized the wholesale tier of the alcoholic beverages industry. Over the last four
decades the number of wine and spirits wholesale establishments declined by 75 percent:
having numbered over 10,000 in 1960, there are now just over 2,000 wholesalers in the
United States.’' Markets that once had 12 to 24 wholesale tier competitors now have only
2to 4 competitors.’> The most recent survey of the U.S. wholesale/distributor tier by Impact,
the alcoholic beverages industry news and research firm, indicates that at the end of 1999,
the top five U.S. wholesalers maintained a 33.1-percent market share, increasing from a
23.1-percent share in 1990. Moreover, the top 25 wholesale distributors, in terms of sales
revenue, accounted for over 60 percent of the U.S. market in 1999.%

* Impact, vol. 29, No. 13, (July 1), 1999, p. 24.

% Impact, vol. 29, Nos. 15 & 16, (Aug. 1), p. 4.

! Wholesalers carry both distilled spirits and wine. Statistics according to wine industry trade
associations: American Vintners Association, Wine Institute, Et Al, Facts on interstate wine
shipping, found at http://www freethegrapes.org/, retrieved Mar. 15, 2000.

32 Impact, vol. 28, Nos. 8 & 9, (Apr. 15) and (May), 1998, p. 18. 15
53 Impact, vol. 29, No. 9, (May 1), 1999.
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Much of the realignment and consolidation in the wholesale tier was brought about by
consolidation in the producer tier. For example, International Distillers & Vintners and
United Distillers each had their own wholesale distributors in particular U.S. markets, but
since their recent merger are reportedly reorganizing distribution contracts to a single
distributor for each market under the newly formed company, UDV.>* Moreover, the overall
decline in spirits consumption, the reduction in the number of producers and retailers, and
the technological and marketing advantages enjoyed by larger wholesaledistributorssuggest
that further consolidation is likely in the wholesale tier. Horizontal integration through
consolidation is also occurring in the retail tier as larger discount outlets are displacing
smaller package stores.

Marketing

The marketing strategy for distilled spirits producers and wholesalers centers around
developing and maintaining branded products. The wave of consolidation and restructuring
among the world’s leading producers during the past decade focused on realigning and
optimizing brand portfolios. Many of the leading distillers restructured brand portfolios to
position marketing resources to higher -value premium core brands.* For example, industry
leader UDV is concentrating its marketing efforts on nine priority brands that currently
provide over 50 percent of the company’s revenue, and are projected to account for 75
percent of the firm’s profits. Other leading distillers have similar core-brand*® marketing
strategies, repositioning their portfolios in mature world markets, particularly in the United
States where premium quality brands have experienced sales and volume growth.>’

Focusing on enhancing brand image and awareness, advertising and promotion efforts are
targeted towards both retail sales (package stores) and on-premise sales (restaurants and
Jbars).*® Expenditures for spirits advertising totaled $256.3 million in 1997, with 91 percent
of the outlays spent on promoting the top 50 brands.®® Moreover, the leading 25
producers/suppliers accounted for 99.9 percent of all advertising dollars.*® Advertising is
focused on 4 media categories: magazines, newspapers, outdoor (billboards, etc.), and
broadcast media. Magazine advertisements receive the majority of funding, accounting for
$212 million or nearly 83 percent of total advertising outlays in 1997 (figure 3).

* Ibid., p. 6.

55 Sir George Bull, a spirits industry executive for over 40 years, and the former chairman of
UDV parent company, Diageo PLC, commented on the importance of brands at a recent spirits
industry conference: “In an ocean of change [that has beset the industry over the last several
decades, including shrinking volumes and stagnant sales], the brand stands like a gigantic rock
that the wind and waves beat against without any effect whatsoever...our trade relies on brands.
We must always have faith in them and invest in them-that much will never change.” The Impact
22d Annual Marketing Seminar, Mar. 12, 1998. Impact, vol. 28, Nos. 8 & 9, (Apr. 14) and
(May 1), 1998, p. 15.

%6 Core brands may include third-party “agency brands.”

57 For marketing strategies of the world’s leading distillers, see Impact, vol. 29, Nos. 20 &21
Oct. 15 and (Nov. 1, 1999), pp. 8-18.

%8 For brand marketing strategy see, Cheryl Palmer, “The high-risk, big reward world of brand
revitalization,” Beverage World, Feb. 15, 1999, p. 96.

% Adams Business Media, Liquor Handbook 1998 (New York: Adams Business Media, 1998)
p. 227.

® Ibid. 16
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Figure 3
Share of advertising expenditures, 1997

Million dollars

Magazines
$212.3

| Newspaper
$5.3

Broadcast
$10.1

Outdoor
$28.7

Source: Adams Business Media, Liquor Handbook 1998.

Methods of Distribution

Distribution of distilled spirits from suppliers to wholesalers is subject to State regulation,
as provided for by the 21st amendment. There are two types of State distribution systems
in the United States: open-license States and the District of Columbia numbering 33, and
control States numbering 18. Open license states permit private enterprises, licensed by the
State, to purchase distilled spirits from producers/suppliers and to distribute those products
to on-premise establishments (restaurants, bars, and other outlets where consumption is
permitted) and off-premise retail outlets (package and liquor stores). Control States operate
State monopolies that serve the same function as privately owned wholesalers, but are the
sole wholesaler and distributor of spirits within their borders. Some control States are also
monopoly retailers, selling spirits exclusively in State-operated stores, while other control
States sell to privately-owned and licensed retail package stores.

17
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According to the Wine and Spirits Wholesalers of America Inc. (WSWA), approximately
500 wholesale/distribution firms operated as wine and spirits®' wholesalers.* Wholesalers
are active partners with suppliers and retailers in the marketing process. In addition to
purchasing spirits from suppliers/producers and selling them to restaurants and retail
establishments, wholesalers offer credit to retailers, conduct marketing activities such as
promoting products through tastings for on- and off- pr<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>